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Introduction

Ethan Berman
CEO, RiskMetrics Group

Family, friends, anyone I met in a social gathering, all asked the same
thing: “So, Ethan, what should I do with my money?”

At first I laughed and shrugged it oft as a way to congratulate me for
finally finding a job. But the question continued. “Seriously, Ethan, I have a
little cash around and could use a hot tip or two.”

I had worked on the trading floor of J.P. Morgan for all of three weeks,
armed only with a college degree in theater arts and psychology, and the
whole world it seemed was looking for me to tell them how they could con-
vert their small savings into vast riches. Everyone was looking for an edge, a
way to get into the financial game. And I had Wall Street on my business card.

Over the next decade, I spent my days investing literally trillions of J.P.
Morgan dollars in various assets all over the world. I was fortunate to work
with some of the world’s best and most famous traders. And in 1998 I
founded a company, RiskMetrics, that today provides investment tools to
hundreds of leading financial institutions, asset managers, and hedge funds
throughout the world.

Although you might think these experiences would change my answer
to these questions, it hasn’t. Even today, I answer the question the same way
I did three weeks after I started at J.P. Morgan: “I don’t know.”

That is not to say that I didn’t learn anything about investing in my
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years on Wall Street. Or that I can’t help you or anyone else looking to
invest your money. In fact, quite the contrary. My 15 years on Wall Street
have taught me valuable lessons about the markets and what it takes to be a
successful investor. I learned about bids and offers, technical retracements,
momentum investing, and “bear traps.” I learned how to create an intelli-
gent portfolio, to choose among assets, to rebalance, and to ride my profits
and cut my losses. However, what it didn’t teach me about is you.

You see, despite what you might be led to believe, there is no invest-
ment or series of investments that is right for everybody. There 1s no fund,
no stock, no tax-deferred annuity that is perfect for every investor. That’s
what makes markets and drives the creation of new products and services.
Optimal investments and portfolios have to be tailored to each of us,
reflecting our own financial situation, our own expectations, and our own
risk tolerance. It is only with a full understanding of an individual’s needs
that can one give sound financial advice.

The point of this book, the product RiskGrades, and in fact the company
RiskMetrics, 1s to help yox to decide what you should do with your money.
We don’t prescribe the answer. As they say on Wall Street, “If I knew a sure-
fire way to make money, I wouldn’t be here talking to you.” We don’t believe
in trading strategies or complex mathematical models that guarantee supe-
rior returns. We have watched the Nobel laureates fall and the Internet bub-
ble burst. Instead, we believe in a few basic principles that we have found in
every successful investor, trader, financial advisor, and asset manager. These
same five principles will be crucial in helping you be successful.

1. Defining your objectives. Different people have different financial
objectives. Day traders are trying to make short-term profits while
limiting their losses. Recent college graduates are often saving for
their future. Young couples are planning for a first home or their
children’s education. Retirees are trying to maintain their standard
of living. Understanding why you are investing and what you are
trying to get out of it (“becoming rich” is not a good objective) is
crucial to becoming successful at it.

2. Discipline. Several years after I started trading at J.P. Morgan, a
friend of mine asked me what it took to be a successful investor. He
was getting his Ph.D. at the time, and I'm sure that he was expecting
me to comment on how smart and intelligent the top traders on Wall
Street were. After all, they were making decisions on vast amounts of
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other people’s money. Although many very smart people work on
Wall Street, the distinguishing characteristic of great investors is not
their intelligence but their discipline. Markets become volatile, peo-
ple become emotional, new stories come out every day, but the great
investors remain disciplined and focused throughout. The more you
are able to keep a disciplined approach to your investing, to stay
calm through emotional times, and to avoid the fad of the moment,
the more successful you will be in the long run.

Understanding. This works in two ways. The more you understand
about the investments you are making, the more successful those
investments will be over time. Everyone has heard a story about
some hot tip received by a friend who then bought a stock or fund
he or she knew nothing about that immediately skyrocketed, but it
is rare that those tips don’t eventually fall back to earth. Investing
1s a serious business. If you don’t understand it, invest the time to
learn. Or get help from a professional who does understand it. And
make sure that the professional has a credible track record as well
as a thorough understanding of you and your needs.

It is also important to know what you don’t know. Even with all
the learning in the world, even with the help of the best financial
advisor, it is impossible to understand everything. Investing is not a
perfect science. There are no correct answers to be found even after
years of research. In fact, we would argue it is more of an art, with
a number of scientific tools to help you make better judgments.
Only through realizing what you don’t know—about a company
you are investing in, about the direction of interest rates, or about
the overall economy—can you make sound investment decisions.

. Diversification. We have all heard from a very early age, “Don’t put
all your eggs in one basket.” Throughout this book you will hear it
again and again. (In fact, Chapter 7 is dedicated to the topic.) Tech-
nology and growth stocks may be hot one year, perhaps the next
year energy and commodities or fixed income, but no one can (or
should even try to) pick the hot assets each and every week, month,
or year. Diversify your investments over several categories that are
best suited to your objectives. Over the long term, a well-diversified
portfolio will always outperform a group of investments concen-
trated in one area, country, sector, or asset class.
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5. Risk. While a huge amount of time is spent talking about return,
few investors talk about risk, and even fewer properly factor risk
into their investment decisions. Funds advertise their long-term
returns and often have a graph showing how much money you
would have if only you had invested $10,000 in the fund five years
earlier. Every year there are countless write-ups of the top-
returning stocks, bonds, and commodities. Yet from all that infor-
mation, the one assumption you can make is that none of those
funds, stocks, or bonds will be the top-returning ones in the fol-
lowing year. Check it yourself. No fund, stock, or commodity has
been a top performer two years in a row.

What all those lists and charts lack is a measurement of risk.
As we like to say, “Return is only half the equation.” No decision,
whether it be about finance, family, or any other activity, can be
made without considering both the reward and the risk of the
possible outcomes. While we are inundated with amazing detail
about the returns of various investments (e.g., “this fund is up
38.23 percent in the past 52 weeks”), the best we can get on risk
1s “aggressive” or “balanced” or “three stars.” It is crucial for any
successful investment decision that the risk be fully understood.

These five principles in 1990 guided Sir Dennis Weatherstone, now the
retired chairman of J.P. Morgan, to organize a team of traders, managers,
and Ph.D.s to develop a system that would enable him to better understand
the risk of his firm. Four years later, in answer to Weatherstone’s request,
J.P. Morgan launched RiskMetrics and made the substantive research and
analysis freely available to all market participants. J.P. Morgan did so to
promote greater transparency of market risks, to establish a benchmark for
market risk measurement, and to aid clients in understanding and evaluat-
ing advice on managing their market exposures.

RiskMetrics educated a global marketplace and gave institutions
around the world the tools to make better, more informed investment deci-
sions. RiskMetrics quickly became the standard approach for professionals
to manage and measure their financial investments.

For four years I managed the RiskMetrics group at J.P. Morgan and was
responsible for working with J.P. Morgan clients to improve their risk under-
standing and investment process. We worked with banks, regulators, multi-
national corporations, and money managers. We also invested significant
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resources in researching and developing new techniques for ever evolving
financial markets. Given the tremendous demand for our services, in 1998 we
decided to spin off the group from J.P. Morgan and set up RiskMetrics as a
separate company, devoted solely to helping institutions around the world
make better investment decisions. J.P. Morgan and Reuters, the world’s
largest financial information providers, funded the venture and remain today
our largest shareholders.

One of our first clients was Long-Term Capital Management, a hedge
fund that hired us shortly after its well-documented problems in the fall of
1998. Since that time we have added hundreds of new clients, including
most of the so-called bulge bracket Wall Street firms, many of the Fortune
500, and over half of the world’s central banks. We have published count-
less papers on financial assets, taught thousands of professionals about
portfolio management, and developed new techniques for various markets,
including credit and 401(k) plans. Today we distribute valuable informa-
tion and analytics on over 150,000 different financial instruments every
day. And we have added American Express, Deutsche Bank, Intel, Procter
& Gamble, and Sony as strategic shareholders to expand our reach to a
broader audience of market participants.

However, the reason for this book is not to discuss the history or growth
of RiskMetrics. That is all background to the real story here. The real story
1s you, the newly empowered individual investor. Over the past decade
there has been a dramatic change in the world of personal finance. Individ-
uals like you and me all around the world have become more responsible
for our own investment decisions. Gone are the days when governments or
employers micromanaged our long-term finances and pensions. Because
we all are living longer, our current and future financial investments will
have a significant impact on our increasingly longer retirement lives. The
success of these investments will eventually determine the standard of liv-
ing we will have in the future. The good news is that technology offers all
of us far greater access to information and understanding than ever before.
As our financial decisions are becoming more important, technology is giv-
ing us more tools to act smarter.

It is precisely these three trends that led us at RiskMetrics to develop
RiskGrades. RiskGrades are based on the same research we provide for
the most sophisticated money managers and financial institutions, but
are designed for use by individual investors or financial planners. Like
the launch of RiskMetrics in 1994, RiskGrades aim to promote greater
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transparency of investment risks, to establish a standard for investment
risk measurement, and to provide individuals with the tools and the dis-
cipline to become successful investors.

CNBC talks of “democratizing the markets,” as individuals are given
access to the same tools and information that the professionals use. The
Securities and Exchange Commission (SEC) is requiring companies to dis-
close all pertinent data to all market participants simultaneously, no longer
allowing Wall Street analysts first call on inside information. And freely
available websites provide real-time data and news on investment oppor-
tunities around the world. Although we at RiskMetrics are proud of our
tools and our data and work hard to keep them as the industry standard, we
don’t believe that the tools themselves are what make RiskGrades so valu-
able. Technology changes, graphs become more colorful, data is delivered
even faster. But the basic tenets of successful investing remain the same.
When you visit the RiskGrades website, www.riskgrades.com or use the
RiskGrades functionality through your financial advisor or broker, you are
accessing countless years of research and development by many of the
smartest thinkers on Wall Street. But don’t ooh and aah over the tools and
charts—study the principles. Learn the thinking behind the data. Take the
online course. And, of course, read this book. No one ever said investing
was easy. If it were, there wouldn’t be as much opportunity for those indi-
vidual investors committed to doing it the right way—with an eye on bozh
risk and return.

RiskMetrics and I are committed to teaching every investor out there
what we have learned (and continue to learn) in our many years as profes-
sional investors. RiskGrades is not a tool but a service. A service to support
each of you as you have chosen (or have been forced) to be more responsi-
ble for your own investment decisions.

I hope that this book begins to answer the question that marked the
beginning of my career on Wall Street. I hope that our website and the
financial advisors who use our tools provide you with more answers. These
are not easy questions for anyone, even the professionals. There 1s no for-
mula or magic bullet to tell you or anyone else what you should do. How-
ever, it 1s often said on Wall Street that markets are driven by fear and
greed. The past few years, more than any in recent history, show that to be
true. If you can learn to replace these two emotions with the five principles
of Sir Dennis Weatherstone, and now RiskGrades, you will be well on your
way to becoming a successful investor.
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CHAPTER 1

nswer One
vestion

ere’s one of the most important personal finance questions you’ll
ever be asked: How risky is your investment portfolio?
Quick. What'’s your answer? Very risky? Sort of risky? Not very
risky?

No matter what kind of investor you are, it’s likely you won’t be able to
answer this absolutely critical question with any degree of accuracy. Were
you one of the lucky ones who avoided the implosion of the technology
sector? Or does your portfolio contain a few technology stocks that are
down 50 percent from their highs, or worse? What is the likelihood they
will recover? What is the likelihood they will plummet even further?

Or maybe you're a conservative investor who, with the assistance of a
financial advisor, has developed a set of financial goals and carefully allo-
cated assets to stocks, bonds, and money markets. How much is your port-
folio expected to drop in the next big market shock? How diversified is it
really? And what is the probability that you’ll actually reach those carefully
conceived investment goals? It doesn’t matter whether we’re conservative
investors, wild speculators, or something in between. When it comes to
analyzing risk, most of us need to admit to ourselves that we don’t know
the answers.

Conversely, when it comes to the subject of returns, it seems we're all
experts. The Internet has blessed us with enormous new resources that
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allow us to investigate returns at a level of granularity previously available
to only the most sophisticated Wall Street institutional investor. Times
have changed. Investors now have access to a myriad of research and
investment sites from around the world. With the help of powerful search
engines, we can study comprehensive sets of information effortlessly by
asset class, geographic region, sector, rating, issuer, issue, and more.

This sort of access to information has done a great deal to level the
playing field for individual investors. But even if we can compare returns
down to the decimal point, many of us lack a basic understanding of how
to compare the risk of one asset against another. We intuitively know that
Cisco Systems is riskier than a U.S. Treasury bond, but by how much? Ten
times? A hundred times?® We may buy one mutual fund over another based
on its return, but we don’t stop and consider the additional risk the fund
manager took to get those higher returns. Truth is, most of us are just as
much in the dark about risk and diversifying our portfolios today as we
were 10 years ago. We may add a new stock or a mutual fund to our portfo-
lio in the hope of reducing our risk, but we don’t really know how much
diversification we’ve actually achieved.

What's an investor to do? The answer 1s, keep reading. Whether you
manage your own investments or collaborate with an investment advisor,
this book will help you meet your long-term financial objectives by pro-
viding you with resources to understand and manage the risks along the
way. We'll help you become a competent investor by teaching you how to
employ the basic principles of investing to overcome the market risks that
stand between you and a financially secure future. We start by explaining
the fundamentals of risk and introducing you to a new series of smart tools
necessary to manage your investment portfolio, including the mechanics of
portfolio risk, diversification, and returns. After reading this book, you will
be able to understand the relationship between risk and opportunity, iden-
tify and measure your portfolio’s exposure to risk, create an investment
portfolio that matches your tolerance for risk, and manage your portfolio’s
risk on an ongoing basis.

And that’s just the beginning. It needs to be. Because to really acquire
a mastery of managing risk and creating wealth, it’s not sufficient to sim-
ply read a book, this one included. No matter how good it is, the transfer
of knowledge will not be complete. Learning is an ongoing process. To
be truly effective, learning must occur progressively and provide trial-
and-error experiences, offer multiple presentations of similar content, and
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feature creative techniques to reinforce learning over time. To acquire the
investment skills we write about in RiskGrade Your Investments, you will
need to take control of the concepts and practice. Learning to apply these
skills also requires frequent interaction. Throughout the book we reinforce
the material we present with pertinent examples and references to
RiskGrades, a methodology developed by the RiskMetrics Group for mea-
suring risk. RiskGrades is the featured component, or chassis, in the com-
pany’s retail risk management platform, also aptly named RiskGrades.

A RiskGrade is an accurate and timely measure used by investors to
evaluate the risk of individual securities and their portfolios on a daily
basis. RiskGrades is the language for understanding volatility across all
asset classes, regions, and currencies. It is founded on the very same princi-
ples as value-at-risk (VaR), the accepted risk measurement standard among
Wall Street institutions. In fact, the RiskMetrics Group, while sull at J.P.
Morgan, introduced the idea of VaR in 1994. RiskGrades is simply a VaR
calculation with a user-friendly face on it. What separates RiskGrades
from VaR and other available measures is its ability to translate financial
risk into a simple, easy-to-use format.

The RiskGrade measurement came into being as a result of our own
preoccupation with measuring risk in the financial markets. In May 2000,
RiskMetrics became the first Wall Street firm to launch a freely available,
comprehensive, risk analysis website: RiskGrades (www.riskgrades.com).
The impetus for RiskGrades was simple. We wanted to remind the world at
large that all investments have some degree of risk associated with them. At
the time, it was a lesson temporarily forgotten. The RiskGrades site was
first and foremost a site designed to help investors and advisors understand
the nature of risk and how to measure it. We reasoned that if we could help
individuals and advisors to measure risk, then they could use the informa-
tion to become smarter, more confident investors.

Unlike most financial websites being launched at the time, we re-
frained from adopting a fanciful website name (although www.silverback
.com was briefly mentioned). We decided early on to make all of our con-
tent free, and we even declined a few solicitations to place advertisements
on the site. With no marketing studies or business models to constrain
us, a dozen or so RiskMetrics’ employees dropped everything and com-
mitted all expendable energies to rigorously back-test our research, build
the analytical tools, and create the website. Without any service remotely
comparable to RiskGrades on the Web, we pondered the question, if we
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built it, would they come? After all, the idea to develop RiskGrades was
conceived and green-lighted in the midst of the greatest bull market the
world has ever seen. From August 1982 through March 2000, the S&P
500 Index returned an incredible 19.8 percent a year, according to Ibbot-
son Associates. With reference to the Rule of 72 (discussed in Chapter 8),
this means that if your portfolio performed as well as the market, your
money would double every three and a half years. With those types of
returns available, calculating risk was not the foremost thought on peo-
ples’ minds.

Then, on April 4,2001, a month and half prior to launch, both the Dow
and the Nasdaq dropped roughly 500 points in intraday trading. Fortu-
nately for investors, the market rebounded to finish the day with only mod-
est losses. However, this date marked the beginning of the end for the bull
market and set in motion an extremely volatile period in which Nasdaq
would fall 23 percent by the time the RiskGrades website launched on May
23. The impact of tumbling markets on the demand for the site was felt
immediately. Word-of-mouth referrals and positive reviews by the media
fueled an even greater demand. The traffic on the site exceeded our most
optimistic expectations.

In just two years, the RiskGrades website has been translated into
seven languages and has registered more than 80,000 households from all
50 states and 168 countries around the world. More than 23 financial
institutions, including J.P. Morgan, Merrill Lynch, American Express,
Ameritrade, Bear Stearns, Deutsche Bank, Harrisdirect, and Intesa, are
commercially distributing the service to their clients. In addition to finan-
cial firms, numerous financial portals provide RiskGrades data to their
online audiences, including Reuters and Briefing.com. In the media,
RiskGrades analysis has been featured by the Wall Streer Fournal, New York
Times, Business Week, Financial Times 'Time magazine, Money magazine,
CNBC, and CNNfn. In June 2002, Forbes designated RiskGrades the
“Best Asset Allocation site” on the Web. Needless to say, it’s been a grati-
fying experience to see so many notable publications and journalists come
to rely on RiskGrades to help readers make more informed investment
decisions.

Buoyed by this success, our ceaseless fixation into the discipline of
measuring risk and managing wealth led us to develop what we believe is a
groundbreaking wealth management platform driven by what we call “the
four pillars of personal finance”—multigoal planning, asset selection,
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managing risk and return, and developing efficient tax strategies. This
soon-to-be-released platform, called WealthBench (the next-generation
RiskGrades site), is designed to help investment advisors navigate their
clients through the uncertainty of the financial markets with an integrated
suite of sophisticated investment planning, portfolio construction, risk
management, and portfolio monitoring tools. For more information on
WealthBench, we invite advisors to visit www.wealthbench.com and regis-
ter for a free trial offer.

For everyone else, if you haven’t already registered for a free subscrip-
tion to RiskGrades at www.riskgrades.com and entered your own personal
portfolio, we invite you to do so now. Throughout the book, you will be
learning more about portfolio construction, measuring and managing risk,
and of course, RiskGrades. The model portfolios we present as examples
are fine, but they will never replace the relevance of your own portfolio.
Use this opportunity to humanize the science of wealth management by
learning more about its methodology and values as they relate to your own
personal portfolio.

This blended approach to learning is the key principle behind the
RiskMetrics Group’s own educational model and the reason you’ll find this
book so unique. At any point during your reading, you can practice your
pre- and early wealth management skills in a structured online format,
building on each new cognitive experience as it’s presented in the book.
RiskGrade Your Investments is one of the few personal finance books that
includes this type of parallel online destination where readers can interact
with advanced portfolio analytics, learn through discovery, and use their
new skills in practical applications. We hope you take full advantage of it.

As for the book itself, RiskGrade Your Investments assumes a logical pro-
gression broken loosely into three parts. The first section introduces the
notion of financial risk and highlights the growing implications of market
risk in our everyday lives. We explore many topics that affect the face of
investing, including the impact of new technology, the consequences of
improved access to the markets, the rise of the 401(k) plan, and the ramifi-
cations of America’s increasing life-expectancy rate. Contrary to popular
opinion, we believe these advances have actually increased the likelihood
that many investors will fall short of their retirement goals. We also exam-
ine investment behavior to understand the psychology behind investment
decisions and identify a number of ill-advised habits that regularly afflict
even the most experienced investor.
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The second section of this book builds on what we learned in the first
section and distills the basic tenets of modern portfolio theory into three
chapters: asset allocation, diversification, and measuring risk. The chapters
are intended to introduce readers to the fundamental building blocks of
portfolio construction.

The second section begins with asset allocation. Because asset alloca-
tion 1s really risk allocation, our focus is on the relevancy of measuring risk
in the asset selection process. We walk through the asset selection process
and explain how the weighting you assign each asset class will be influ-
enced by your long-term investment objectives and your tolerance for
assuming risk. We explain the mechanics behind portfolio diversification,
particularly how each element of a portfolio affects its overall risk. We
demonstrate how correlation impacts portfolio risk and calculate the vol-
atility of a portfolio using the RiskGrade measurement as well as other risk
measures such as standard deviation and beta.

In the third and final section of the book we put all the concepts previ-
ously discussed into context. We do this by introducing readers to our own
WealthBench software and demonstrating features that will help readers
evaluate how risks are managed in their own portfolios. Our primary aim in
these chapters is to encourage each reader to develop a thought process or
framework that intertwines reason and risk; we want to encourage every
individual to factor risk into broader-scale objectives. We demonstrate this
thought process using real-life investment scenarios that will help you gain
a better understanding of how a specific level of risk measurably translates
into an expected level of return. Ultimately, seeing how fundamental risk
management techniques can be applied in realistic investment scenarios
will help you identify key risk-related issues to focus on in your own port-
folios. These methods, combined with a healthy dose of discipline and rea-
son, will help you make better investment decisions.

It’s worth noting that the views expressed in this book are not solely
those of the authors. Prior to writing this book we conducted a series of
interviews and focus groups with selected advisors who are leaders,
thinkers, and innovators in the investment advisory community. The view-
points shared in the course of our discussions offer a variety of perspec-
tives and insights into the world of wealth management. Not surprisingly,
we found the depth, range, and background of each financial advisor
unique. Some manage portfolios for and advise high-net-worth individuals,
whereas others provide financial advice for those with average household
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incomes. Wealthier individuals naturally require a greater degree of
watchful care, but the general approach to managing money—be it for a
net worth of $100,000 or $50 million—ostensibly remains constant. Each
client requires thoughtful investment analysis and advice tailored to his or
her individual needs and goals. The advisors we spoke with help each client
to carefully plan, frugally preserve, and appropriately harvest gains and
losses in order to reach his or her long-term investment goals. With this in
mind, we have included their viewpoints in the book to offer various per-
spectives on how your wealth can be managed with RiskGrades.

One final note: You will find that most of RiskGrade Your Investments
focuses primarily on markets and trends in the United States, and the dis-
cussion dotes on equities and mutual funds. This is not due to any personal
bias on our part, but a reflection of what we believe is most relevant for our
readers. Still, the primary message, that risk management has to be an inte-
gral part of any investment strategy, transcends borders. Self-directed
investing 1s charging full steam ahead in other parts of the world (even in
areas where capital markets are not yet fully developed), from Europe to
the Far East to Latin America. In fact, the stock market with the highest
proportion of Internet trading is not, as you might think, in New York, but
in Seoul. Accordingly, the principles of sound risk management are not
only salient for U.S. investors; our central message is a global one.



CHAPTER 2

The Dilemma
Facing Today's
Investors

efore the days of computer networks, high-speed electronic transmis-
Bsions, and the Internet, most investors monitored the performance of

their portfolios quarterly as they received their brokerage statements
in the mail. Back then, the closest an average investor could come to real-
time pricing was to look up in the newspaper individual stock prices from
the previous day’s trading. Things have really changed. Today, optical net-
works deliver to the individual investor massive amounts of data at terabit
speeds. It is no exaggeration that modern-day investors have virtually
everything at their disposal and at their fingertips. Any piece of financial
information, however profound or prosaic, can be found within minutes on
any number of online links. From do-it-yourself trading tips to detailed
research guides to general market commentaries, the electronic universe is
filled with everything financial from A to Z. Other resources instrumental
to making trading decisions, such as charting functionality and company-
specific fundamentals, are also freely available on a host of financial Web
page services.

High-speed transmission of data has become a primary driver in
today’s brave new world of personal finance. This free flow of information
has replaced a guarded and opaque financial system that previously
restricted widespread accessibility and kept the playing field imbalanced.
Investment services now cater to every imaginable interest and all levels of
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net worth. The divide that has historically separated high- and low-end
consumers has never been as narrow as it is currently. Retirement planning,
tax planning, and money management are ubiquitous now. More impor-
tant, these services are offered at a fraction of customary costs. Individual
investors have more options and opportunities. If you can imagine it it
probably exists... or soon will. Digital finance has brought together a per-
fect blend of privilege and personalized attention to an audience with a
wide range of interests.

Information Irony

The irony is that easy availability of vast amounts of information has seem-
ingly created greater confusion, not greater clarity. Today’s investors suffer
more from a glut of information than a dearth of material facts and figures.
Rather than making investment choices easier, the wealth of information
has paradoxically led to making decisions more difficult for many. Data
overload is a common condition among investors. Isn’t technology sup-
posed to simplify our lives? We are learning that even the wonders of tech-
nology, which can bring streams of the latest market information on
command and execute trade orders at all hours of the day, cannot suspend
the fundamental relationship between risk and return. Witness America’s
dalliance with day trading. A group of otherwise intelligent and prudent
people succumbed to the temptation of shuftling their portfolio mixes with
every rise and fall in market price. Their focus on very short term price
swings worked well while the markets were going straight up, but proved to
be an Achilles’ heel when market conditions turned challenging. Some
wrongly rationalize that because trading is now practically effortless (get-
ting in is easy, so getting out should be easy, too), risk is somehow par-
doned. Many confuse the ease of trading with serious investing.

Without a fundamental understanding of how enduring portfolios are
built, managed, and sustained, extreme market conditions are much more
difficult to negotiate. The same technology that has made wide-scale, self-
directed investing permissible has also freely spread dangerous hazards,
underscored by the greater fluidity in today’s marketplace. The breadth of
the Internet has created fresh concerns. Many investors in the digital age
have been at one time or another duped by fallacious rumors, tricked by
misleading advice, or misguided by self-proclaimed wonder strategies.
Among the thousands of retire-rich schemes, how many actually hold any
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real secrets? Instead of leading us to serene waters, the global trend toward
interconnectedness and the dramatic rise of Internet use has unknowingly
steered many investors into stormy seas. Stock scams have penetrated
much more quickly because of the extensive use of message boards and
research postings. The widespread abuse of communication channels has
led to hundreds of millions of dollars of losses and brought into question
the extent of our First Amendment rights.

The New York Times magazine devoted the February 25, 2001, cover
story to Jonathan Lebed, the teenage wonder trader who allegedly earned
over $800,000 in six months after using several different Internet message
boards to promote his stock picks to others.! Another case involved a bogus
earnings report regarding Emulex Corporation, a technology company
involved in manufacturing fiber-optic communications gear. A false state-
ment released over the financial newswires on August 25, 2000, sent the
company’s stock into a free fall. The effect on the market was swift and
dramatic. In 16 minutes, 2.3 million shares of Emulex traded, and the price
plummeted almost $61, resulting in Emulex’s losing $2.2 billion in market
capitalization. At 10:29 aAM. EDT, Nasdaq halted trading after learning
from Emulex that the release was false.” It was not until later that the press
release was discovered to be a hoax. By day’s end, the stock price was little
changed on the day, but not before widespread losses occurred for both
buyers and sellers. Moreover, of course, the dramatic collapse of Enron,
WorldCom, and Global Crossings is cause for concern among vigilant
investors looking to avoid companies whose highest levels of management
may be playing a role in deceiving investors through improper financial
reporting. Investors beware: Advances in technology come at a price; risk
and reward now run much deeper and faster. In this vein, technology and
the overabundance of data has been both a boon and a bust for investors.

The Market Matters More than Ever

For investors, the timing of this double-edged sword could not be worse.
The difference between investing today and in years past is not necessarily
the ease with which individuals can access information, build a portfolio,
and invest. The primary difference is why we invest. Whether we recognize
it or not, the markets matter because financial portfolios have replaced
more traditional means of savings as the primary conduit to retirement.
This 1s because the onus of retirement has shifted away from the public and
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private sectors and into our own hands. The early pioneers of the retail
movement were inspired to seek change for the sake of progress. Now the
result of their efforts, deregulation in the financial markets, is being assim-
ilated by the mainstream as an indispensable component of how house-
holds plan for the future. Our blueprints for the futures will ultimately be
shaped by a host of factors. Some will be personal (e.g, time to retirement
and risk tolerance), and others will be beyond our control (e.g., the overall
rate of return or the pace of inflation).

As new generations join the ranks of the investment community, the
financial markets will have even further-reaching implications, not only on
how we behave as consumers but also on how the overall economy per-
forms. As the market itself grows in importance, individuals are increas-
ingly coming to grips with the many subtleties of investing. They are
awaking to the fact that without the financial markets, financial prepara-
tions for the future will fall short. Without another viable investment alter-
native capable of generating the future returns necessary to fund
retirement, individuals will have no choice but to funnel their savings into
the markets.

Will You Outlive Your Money?

Today’s workers and retirees are living longer, healthier lives. When the
Social Security program was created in 1935, a person was eligible to col-
lect money at age 65—but life expectancy at the time was only 62. Accord-
ing to the IRS life expectancy table in Figure 2.1, today’s retirees can
expect a life span of 20 or more years past the traditional retirement age of
65.” For young adults just entering the workforce (born circa 1980), finan-
cial planners and insurance companies are projecting that you will spend
fully one-third of your life in retirement. Thus it becomes critical that as
an investor you do not underestimate your own life span in the investment
planning process. Otherwise, in a perverse way, your real fear will not be
dying early but outliving your money.

The Social Security Administration estimates that 76 million baby
boomers will begin retiring in about 2010, and in about 30 years, there will
be nearly twice as many older Americans as there are today. At the same
time, the number of workers paying into Social Security per beneficiary
will drop, creating further strain on our retirement system. As you can see
in Figure 2.2, the percentage of population over age 65 was 8 percent in
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Figure 2.1 IRS life expectancy table.

Number of Number of Number of Number of

years the IRS years the IRS years the IRS years the IRS
expects you expects you expects you expects you

Age to live Age to live Age to live Age to live

35 47.3 55 28.6 75 12.5 95 3.7

36 46.4 56 27.7 76 11.9 96 3.4

37 45.4 57 26.8 77 11.2 97 3.2

38 44.4 58 25.9 78 10.6 98 3.0

39 43.5 59 25.0 79 10.0 99 2.8

40 42.5 60 24.2 80 9.5 100 2.7

a1 41.5 61 23.3 81 8.9 101 2.5

42 40.6 62 22.5 82 8.4 102 2.3

43 39.6 63 21.6 83 7.9 103 2.1

44 38.7 64 20.8 84 7.4 104 1.9

45 377 65 20.0 85 6.9 105 1.8

46 36.8 66 19.2 86 6.5 106 1.6

47 35.9 67 18.4 87 6.1 107 1.4

48 34.9 68 17.6 88 5.7 108 1.3

49 34.0 69 16.8 89 53 109 1.1

50 33.1 70 16.0 90 5.0 110 1.0

51 32.2 71 15.3 91 4.7

52 31.3 72 14.6 92 4.4

53 30.4 73 13.9 93 4.1

54 29.5 74 13.2 94 3.9

Source: Internal Revenue Service, 1999.

1946. Compare this with 13 percent in 1999 and an anticipated 20 percent
in 2030. Looking at these numbers, it’s extremely difficult to see how the
United States will be able to provide its current level of Social Security
benefits to its post-baby-boom generation. Thus far, policymakers have
failed to appropriately plan for the shift in demographics.

What does this mean? Smaller Social Security benefits translate into
one of two things: Either the individual alone must shoulder the burden of
his or her retirement, or each person must find an alternative means of sav-
ings. Today, the Social Security Administration is taking in more in taxes
than is currently being paid out in benefits; the excess funds are credited to
Social Security’s trust funds. There is now about $900 billion in the trust
fund reserves; the reserves are projected to grow to more than $6 trillion in
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Figure 2.2 Americans age 65 and older.

70 million

35 million

11 million

1946 1999 2030
(8% total population) (13% total population) (20% total population)

Source: Social Security Administration, 2000.

the next 25 years. However, benefit payments will begin to exceed taxes
paid in 2015, and the trust funds will be exhausted by 2037. At that time,
Social Security will be able to pay only about 73 percent of benefits
owed—unless changes are made.* (See Figure 2.3.)

Birth of an Investor Nation

With the ability of the Social Security system to create supplemental
income for Americans ages 65 and older in doubt, U.S. households have
made investing in mutual funds, stocks, bonds, and bank deposits an inte-
gral part of their retirement plans. In the late 1950s, one out of every eight
Americans owned stock. Today one out of two Americans are shareholders.
How did the gap close so quickly? Ironically, it took a prolonged bear mar-
ket in the early 1970s to dramatically alter the financial landscape for the
average investor. After 1974, innovative investment vehicles began to
emerge from Wall Street, from mutual fund selections (including low-cost
index funds) to more advanced instruments such as futures and options. A
series of deregulatory initiatives made lower commissions on brokerage
accounts permissible, inviting a much wider audience of investors. The
individual retirement account (IRA), a precursor to today’s 401(k) plan,
was also born at this time. For the first time, employees without formal
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Figure 2.3 Future of Social Security.
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Source: Social Security Administration, 2000.

pensions finally found a reasonable way to fund retirement savings. Imme-
diately, the average American started to become more proactive about
investing.

As a result, the mutual fund industry experienced an explosion in
growth. From 1980 to today, total net assets of mutual funds have grown
over 5,000 percent. As money began to flood into the mutual fund industry,
thousands of funds sprouted, and newly minted managers waited with
open arms. The industry grew from 665 funds in 1981 to just over nearly
8,300 in 2001, ostensibly driven by higher-than-average returns, profes-
sional management, and the ability to diversify. From the fund manage-
ment perspective, a 2 percent load (or commission) was certainly an
attractive proposition. Alas, a mult-trillion-dollar industry was born. (See
Figure 2.4.)
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Figure 2.4 Unprecedented growth of the mutual fund industry.

U.S. Household Ownership of Mutual Funds, 1980-2001
(percent of all U.S. households)

52.0%

49.0%
44.0%
37.2%
30.7%
27.0%
24 4%
11.9%
5.7%

1980 1984 1988 1992 1994 1996 1998 2000 2001

Millions of U.5.
households 4.6 10.2 22.2 258 30.2 36.8 44.4 51.7 54.8

Source: Investment Company Institute, 2002.

According to the Investment Company Institute, in 2001, U.S house-
holds purchased $478 billion worth of financial assets, up from $312 billion
in 2000. Of the total net purchases of financial assets by U.S. households, 58
percent, or $275 billion, was invested (including reinvested dividends) in
mutual funds. The number of US. households owning mutual funds
reached 54.8 million as of May 2001, up from 51.7 million in May 2000. As
a result, more than half of the estimated 105.5 million households in the
United States now own mutual funds, and an estimated 93.3 million indi-
vidual shareholders in those households invest in funds. All totaled, U.S.
households own $5.16 trillion in mutual fund assets.®

In line with this, investing 1s all but replacing our traditional means of
savings, as evidenced by a negative personal savings rate in the United
States. According to the Commerce Department, Americans are currently
spending every penny (and then some) of their after-tax incomes. This is in
stark contrast to 1982, when the U.S. personal savings rate stood at 9 per-
cent. Today, personal savings has completely vanished. The message that
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we as individuals are ultimately responsible for our own financial welfare is
being heard loud and clear. Offset the negative personal savings rate with
the billions of dollars being invested in the financial markets each month
and you can see how the direction of these markets will have an increas-
ingly greater impact on our personal lives.

Do-lt-Yourself Approach

In the face of such a complex and dynamic marketplace, many are opting
to enter the investment game without the aid of an advisor. The Wall Street
Fournal has suggested in its online trading guide that the current generation
of investors bears a Home Depot—like quality.” We are in effect a nation of
do-it-yourselfers, reflecting a wide range of behavior from home garden-
ing to wallpapering to stock trading. Many retail investors today can cite
how fast a particular company is expected to grow, its trailing price-to-
earnings ratio, or its latest gross margin. Terms like slow and fast stochastics,
downward channel, and a third leg in the advance are not foreign to many indi-
vidual investors.

The advantages of this type of do-it-yourself strategy are clear: Trad-
ing accounts at discount brokerages provide access to the markets at ini-
tially lower costs and greater convenience, along with research and an
impressive array of financial tools. Accordingly, the response from
investors around the globe has been profound. To gauge the impact we
need only look at the facts: Stock market capitalization reached $35 trillion
around the world in 2000, or 110 percent of global gross domestic product.
The comparable figure just a decade ago was a mere 40 percent. There is
no denying that the self-directed investment movement has penetrated
investing to the core.

By all accounts, investing has come a long way in an abbreviated
amount of time. Making these growth rates even more pronounced is the
fact that these advances have been attained in the face of the most stressful
financial events in the past half century—the Mexican peso devaluation in
1994, a widespread Asian currency crisis in 1997, the Russian default, the
demise of Long-Term Capital Management in 1998, the tech wreck of
2000, and the September 11 terrorist attacks. In each case, individual
investors demonstrated an uncanny resiliency in the face of some steep
market corrections—each crisis was met with a steady stream of capital to
bolster the markets. (See Figure 2.5.)

®
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Figure 2.5 Historical crisis and the S&P 500.

S&P 500 Index Yalues (1987-2002
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Event Dates S&P 500 Range Correction
From To %

1. Black Monday 10A61557 1011941987 2827 22484 205
2. Gulf War 8141990 8/30/1990 35552 31871 -10.4
3. Euro Crisis 9fBM992  10M11671992 41952 41173 -20
4. Mexican Peso Cris 12201594 14231955 457 1 46582 19
5. Asian Crisis 10241997 1072771997 94164  §7698 49
6. Russian Crisis 81841998 10/8/1953 1M01.2 959.44 -128
7. Tech YWreck 3242000 4142000 152745 1356.56 -2
8. September 11th 891142001 9/20/2002 109254 895379 -10.0

Source: WealthBench, RiskMetrics Group.
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Prior to the bursting of the Internet bubble, investors who stood strong
during the periods of uncertainty were rewarded almost immediately. Dur-
ing the five-year period from 1995 through 1999, the average annual return
of the S&P 500 was 26.3 percent. As a result, investor enthusiasm spilled
over into the growing number of online assets and fueled our fascination
with the financial markets. This fascination was manifested in all areas of
our social lives—at cocktail parties, little league baseball games, and
church gatherings. The topic du jour in social circles is stock prices, direc-
tion of the market, and finding the next ten-bagger.® At the time, who could
blame anyone for being so enthralled?

With the costs of building a portfolio significantly lower, coupled with
a little bit of research and some timely moxie, investors proved they could
produce superior market returns relative the market as a whole. Unfortu-
nately to attain these results, investors cast a blind eye toward market risk.
Nonetheless, they quickly discovered during the dramatic slide in 2000 and
2001 that investing successfully, particularly on one’s own, is not as easy as
it appears. A collection of technology stocks, as we all know now, does not
constitute a conscientious plan. For the do-it-yourselfers, managing their
own money without a well-guided investment plan led to excruciating
losses. As many of us have learned, investing during difficult market condi-
tions or in a declining market can be downright treacherous.

As investing shifts away from the hands of the professionals to the
mousepads of the individuals, one concern is that individuals who manage
their own retirement plans run the risk of being swept away by speculative
urges and ill-conceived investment strategies. Without an investment pro-
cess that includes discipline, do-it-yourself investors have shown a procliv-
ity toward speculation, not long-term investing. Historian Edward
Chancellor, author of Devil Take the Hindmost, has summed it up best: The
difference between speculating and investing “is so thin that it has been
said both that speculation is the name given to a failed investment and that
investment is the name given to a successful speculation.”” Given the avail-
ability of financial services today, we have to learn how to exploit the myr-
1ad choices and avoid being overwhelmed by them.

Looking back now, it’s easy to observe the years of the Internet boom
as a prime example of unstable speculation. Many of us were guilty of
picking stocks without much regard for research, even placing buy orders
absent any knowledge of what a company does. As investors, we need to
rethink our overemphasis on returns. We should always be wary of market
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risks so that our speculative impulses never completely cloud our better
judgments.

This can be very difficult when the scale of emotions run high and
wide in the investment world, ranging from exhilaration to anxiety to dis-
appointment to frustration. Although technology has been able to increase
efficiency on many fronts, it has yet to find a solution for keeping raw
human emotions from obfuscating our sensibilities when it comes to mak-
ing sound investment decisions. Surf the endless stream of financial pages
on the Web and you are likely to feel all of these emotions in the span of an
hour. Regrettably, amid the sheer volume of market reports, the impor-
tance of maintaining a financial plan and adhering to its long-term objec-
tives is being lost. A financial plan allows you to understand how each
investment decision you make affects other areas of your finances, painting
a broad picture of your current financial situation and where you would
like to be in the future. It reflects your personal time horizon, financial sit-
uation, and feelings about risk. Only by viewing each investment decision
as part of a whole can you consider its short- and long-term effects on
achieving your goals.

Self-Directed or Full Service?

Investing, for the most part, involves a little bit of art, a little bit of science.
Most of us believe that we can capably render the artistic aspect and some-
times even the scientific part. Unfortunately for us, this isn’t a fair picture
of reality. At the very least, the pros still have an abundance of full-time
resources that can help uncover both unique opportunities and esoteric
risks. Moreover, market information rewards the eyes and ears of those who
are the first to listen. In this regard, even with the advantages of the Inter-
net and other innovations, the playing field has yet to be completely lev-
eled. Can we, as self-directed managers of our own financial welfare,
dedicate the necessary amount of time and resources to successfully grow
our money? Have we developed a proper skill set to succinctly synthesize
and analyze the markets? The answers will undoubtedly be mixed.

In truth, most of us fall short of the business acumen and investment
discipline of someone like Warren Buffett, John Neft, or Bill Miller. Nev-
ertheless, that will not stop us from trying. Although blessed with a fair
amount of general market knowledge, the average investor knows little
about how to delicately balance immediate risks and intermediate returns.
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However, without this essential skill, self-directed investing can be disas-
trous. Not surprisingly, in the wake of the frenzied dot-com era many are
left feeling overwhelmed by the whole investment process. Consequently,
many active trading accounts at discount brokerages became inactive
accounts, as many do-it-yourself investors rightfully returned to the com-
forts of a full-service broker. Others emerged a little bruised, but more
resolved than ever to rely on their own abilities to advance their investment
scores through discipline, practice, and knowledge.

Going forward, the rocky road investors have endured since the market
meltdown 1n 2000 will improve as the economic outlook improves, and a
multitude of investment opportunities will follow, which will lead to com-
peting advice on which path you should take. Self-directed or full service?
There 1s no single correct answer to this question. Not all investors will or
should follow the same path. Each person’s investment approach should be
based on his or her individual needs and goals. The right approach requires
a financial plan with a systematic and rational strategy that can optimally
balance risk and return. Finding a systematic approach that works for you
1s the first step in building a perfect portfolio.

Regardless of the path selected, one thing will be the same. Risk man-
agement tools and processes will grow in importance to individuals who
will increasingly be encouraged to channel savings into the markets. As the
pool expands, the presence of financial risk will carry increasing weight.
This time around, we need to understand risk. Risk cannot be an
afterthought. It must be a priority. And for good reason. The electronic
investment environment will continue to make the markets easier to tap
but trickier to crack. Without the foresight to manage the volatility this
time around, risk will roam about even more rampantly. Making sense of
the markets requires research and reflection and an ability to synthesize
not only one aspect of investing, but also an entire picture of risk and
return. Risk 1s not a new concept. Every investment guide, prospectus, or
research report warns us about risk. However, in previous market cycles,
many of us never read them or benefited from the tools available to analyze
those risks properly. Now we can.

Will risk management have the ability to prevent future financial
crises? No. It would be foolish to think that our investments could be com-
pletely insulated from the greater forces of the market. Whether we like it
or not, periodic episodes of distress—manifested in the form of losses—
are the price of doing business. Accepting this fact will not necessarily
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make the journey less stressful, but it will help you manage expectations
and keep your sights on the end goal. Along the way, we should remind
ourselves that sound judgment can help limit losses, which could be the
difference between an early voluntary retirement and a late mandatory
one. The key is in knowing your risks, taking control, and developing a
financial plan where risk allocation and portfolio diversification work for
you, not against you.

Our general thesis of investing, with one eye on risk and the other on
return, is not a marked departure from other time-honored financial
guides. Others have already listed the ingredients that are hallmarks of a
successful investment program, which typically include a long-term time
horizon, low transaction costs, and a risk profile that is well suited to meet
individual tastes. The principal difference in our underlying approach is
that we actually lend a hand to facilitate the process. It is easy to tell indi-
viduals to invest rationally. It is much more difficult to demonstrate what is
required to do so, to provide hard information on the risks investors are
taking, and to examine where those risks might lead them. Our outlook will
give readers a better working framework for making future investment
decisions.



CHAPTER 3

What Is Riske

isk 1s an elusive concept. Ask a roomful of people to define it, and more
R than a few unique responses are likely to be given. In the most general

sense, risk is the uncertainty of the future value of financial assets. The
greater the risk, the greater the potential range of one’s future wealth, on
both the upside and the downside, and therefore the greater the uncertainty
about meeting one’s financial goals. In the financial world, risk is often mea-
sured in terms of the volatility (or variability) in prices and returns.’

Whatever your definition, one thing is for sure: Most people view risk
as a negative. Webster’s dictionary defines risk as exposure to danger or
hazard. That is only partally true, because it does not factor in the upside
that comes with sometimes assuming a calculated risk. Perhaps the best
description of risk comes from the Chinese characters denoting risk (see
Figure 3.1).

The first character is the symbol for danger, and the second is the sym-
bol for opportunity, making risk a mixture of danger and opportunity. This
illustrates the trade-off that every investor has to make between the higher
rewards that potentially come with the opportunity and the higher risk that
has to be borne as a consequence of the danger.”

Although danger + opportunity = risk helps to capture the essence of
risk, as a definition it 1s still too abstract to be practically applicable in the
financial world. In order to show risk in a meaningful light, it needs to be
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Figure 3.1 Chinese symbols for risk.
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Danger + opportunity = risk

Source: Aswath Damodaran, Applied Corporate Finance:
A User’s Manual, John Wiley & Sons, New York, 1999,
p. 35. Reprinted with permission.

translated from a descriptive concept into something more tangible. What
is the extent of uncertainty? How difficult will it be to turn a profit> What
are the chances of disappointment? In other words, financial risk needs to
be put into a framework that can be measured on both a relative and an
absolute scale. In this sense, risk is a numbers game.

In light of this, the market has gravitated toward a standard definition—
volatiliry. Volatility (translated statistically as standard deviation) is defined
as the degree an investment has historically fluctuated relative to its aver-
age (or expected) return. Volatility effectively quantifies the extent to
which we are uncertain about the future value of our assets. Some invest-
ments fluctuate very little, whereas others experience wide swings in value.
In general, the greater the variability or swing in an investment’s value, the
greater its overall risk.

Why RiskGrades?

Although the markets may fee/ more volatile now than at any time in recent
memory, volatility in the equity market as a whole has failed to register sig-
nificantly above longer-term trends as measured by the Chicago Board
Options Exchange (CBOE) Volatility Index (see Figure 3.2), a broad mea-
sure of volatility in the U.S. equity market. In fact, even with the onslaught
of the bear market in April 2000, the implied volatility reached only about
40 percent, far less than the spike to 152 percent on Black Monday, Octo-
ber 19, 1987.

Recent findings confirm that the broader markets have remained fairly
stable with respect to longer-term averages, but individual stocks have
been exhibiting greater instability as of late. The Wall Street Journal points
to a study led by John Campbell and Burton Malkiel suggesting that the
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Figure 3.2 CBOE Voldtility Index (1986-2001).
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Source: Chicago Board Options Exchange, 2002.

real culprit for heightened volatlity in many individual share prices is an
increasing focus on specialization:

Once, an investor wanting to sock away a few big stocks could choose a
conglomerate, whose exposure to disparate industries that ran on differ-
ent cycles provided some protection. However, few such sprawling,
diversified companies exist any more, as managements choose to con-
centrate on what the company does best. Individual stocks have become
riskier bets with the decline in corporate diversification.’

Whether this is the root cause of recent insecurity is debatable. What
is clear is that with each spike in volatility has come increased talk of mar-
ket risk. Financial commentators have tried to spin volatility in a practical
if not dramatic light, citing such things as the enormity of the swings in the
market. “Nasdaq tumbles 150 points,” proclaim the newspaper headlines.
While this may be good for news reports, the usefulness of such a statistic
offers little to investors from a practical standpoint. An ill-advised inter-
pretation of volatility can lead us down a misguided path. A volatile stock
1s not the same as a stock with a high degree of volatility. The regularity
with which a stock moves up and down is quite different from the exzent to
which a stock swings in price. The subtle difference between volatility and
variability of returns is important. A stock could be characterized by high
volatility yet confined to a predictable range. In such cases, it is in fact
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appropriate to say that the stock is volatile, but not necessarily more risky.
Understanding this point is critical in making sound decisions. Risk-averse
investors would be wise to shy away from risky stocks, not necessarily
volatile ones.

A classic case in point is Microsoft stock during the 1990s (Figure 3.3).
The stock clearly had moments of downside risk, but overall rewarded
those who remained faithful with once-in-a-lifetime returns. The stock
ended on a high note at decade’s close. What is striking is that the risk
profile remained remarkably steady throughout the decade, with its
RiskGrade level remaining largely between 150 and 200. Microsoft deliv-
ered astronomical returns with mostly predictable levels of risk. Investors
should have found this stock respectable with regard to both risk and
return.

In contrast, look at Kmart. Unlike Microsoft, returns for Kmart over
the past decade were marked by instability (Figure 3.4). While Microsoft
was enjoying higher highs and higher lows, Kmart actually delivered a

Figure 3.3 Microsoft stock price and RiskGrade (1990-2002).
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Figure 3.4 Kmart stock price and RiskGrade (1990-2002).
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negative return for the period (excluding dividends). More important, risk
was less predictable.

In all fairness to Kmart and to other stocks that languished during the
1990s, we should carry the story of Microsoft through the year 2002. Even
the fairy-tale-like history of Microsoft could not overcome the thorny
issues of high valuations, antitrust suits, and negative investor sentiment.
Even before the U.S. Department of Justice declared Microsoft Corpora-
tion in violation of antitrust practices, its RiskGrade began to emit signs of
trouble. After channeling between 100 and 250 for much of the decade,
Microsoft’s RiskGrade convincingly broke above the upper band, closing at
332 on April 3, 2000, its highest RiskGrade to date (Figure 3.5). Unfortu-
nately for investors, this spike would be a harbinger of further risks up
ahead. Although Microsoft’s risk would subside over subsequent months,
its RiskGrade leaped again in late September 2000. Those investors who
grew uneasy with a heightened sense of risk earlier could have decided to
scale back positions. The stock was still at a lofty $70 a share. Microsoft
eventually crumbled to nearly $40 by year-end.

The frequency of larger price moves does not fully capture the mag-
nitude of risk variation. In fact, we can be led astray just by following
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Figure 3.5 Microsoft 1999-2002.
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“frequency of moves” as a yardstick. In other words, using standard devia-
tion alone as a test of risk can be somewhat misleading. Standard deviation
1s traditionally useful given a normal distribution or a stream of price
points that revert to an average expected return (more on this later). How-
ever, as evidence shows, stock prices as a whole typically exhibit a positive
bias over time. This implies that a stock can drift higher while regularly
exceeding its daily standard deviation. Again, Microsoft is a prime exam-
ple. Furthermore, standard deviation fails to adequately address the issue
of relative risk. We may understand that a higher standard deviation
implies greater risk, but how does our portfolio compare to the S&P 500?
In other words, “How much more risky is my portfolio?” Risk needs a point of
reference to offer greater insight.

RiskGrades were devised with these concerns in mind. A RiskGrade is
first a measure of risk. RiskGrades measure the price volatility for individ-
ual securities and portfolios. By definition, a RiskGrade of 100 is equal to
the long-term average volatility of global equity markets.* RiskGrades are
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Figure 3.6 RiskGrades suitability arrow.
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linearly scaled (Figure 3.6), meaning an asset with a higher RiskGrade is
riskier than a lower one. For example, a RiskGrade of 300 is considered
twice as risky or volatile as a security or portfolio with a RiskGrade of 150.
A RiskGrade of 200 today versus 150 yesterday tells us that risk increased
by 33 percent.

What distinguishes RiskGrades from other, more traditional barome-
ters 1s RiskGrades ability to translate risk into a single, standardized num-
ber that can be compared on an equal basis across equities, mutual funds,
bonds, and options. Moreover, RiskGrades factors in currency risk associ-
ated with purchasing foreign investments, which are not denominated in
your portfolio’s base currency. For example, advisors using RiskGrades can
quickly counsel their American clients that purchasing shares of Daimler-
Chrysler, denominated in euros on the Frankfurt exchange, with a
RiskGrade of 160 is four times as risky as a Japanese bond fund denomi-
nated in yen with a RiskGrade measurement of 40. In addition, because
each RiskGrade is computed on a daily basis, the value reflects the most
current market conditions. Moreover, the answer to “How much more
risky?” is provided as a point of reference, using a benchmark portfolio as a
line in the sand of risk. In this way, a RiskGrade represents market risk
more accurately than most measures.

Perhaps most important, RiskGrades can quantify a portfolio’s diversi-
fication. With RiskGrades, investors will be able not only to identify the
risk contribution of each asset to an overall portfolio, but also to manage it
in such a way that portfolio risk can be optimized. At some point, we have
all been reminded of the maxim not to put all our eggs into one basket. As
we demonstrate in Chapter 7, diversification is the single most important
component to effectively administering portfolio risk. Unfortunately even
professional advisors make reference to diversification in an imprecise
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manner, encouraging general asset allocation strategies without any hard
evidence that this is best for the investor. The appropriate asset allocation
must be determined on an individual basis, dependent on each person’s
long-term financial goals. It’s not until return is weighed against risk that
you achieve an accurate and true assessment of how your investments are
performing. By knowing how much risk stems from each position, investors
will be able to actively manage risk right alongside return prospects. To our
knowledge, no investment service other than RiskGrades has been able to
identify the actual benefits of diversification in such a concrete way.

The Nasdaq Composite: A Case Study

There is no better way to demonstrate the applicability of RiskGrades than
with a relevant case study. Let’s take a closer look at an earlier snapshot of
the Nasdaq Composite Index covering the period from 1998 to 2000. At the
time, the Nasdaq in its ascent to an all-time high was the paragon of volatil-
ity. Look at the Nasdaq over this dizzying period, climbing from 1,500 to
up over 2,500, then dramatically surging to 5,000, sliding to 3,000 shortly
thereafter, briefly bouncing back, and ultimately experiencing a deep flush
to 2,300—all in a 24-month span. The speed and magnitude of this market
surge and correction were truly extraordinary.

All along the way, skeptics tried to warn of growing risks. However,
reminders that previous run-ups ended badly did little to deter the herd of
new investors. Standard risk measures failed to elucidate the growing per-
ils in the market. It seemed investors cheerfully greeted every market dip
as an opportunity to buy more. Moreover, for a long time the market
appeared to compensate these aggressive investors handsomely. Even tra-
ditional valuation methods like the price-to-earnings ratio, a common ratio
used by many professional and individual investors, were discarded by ana-
lysts, as they could not appropriately be applied to new-economy stocks
that were annually growing revenues by more than 100 percent...but with
no profits.

Unfortunately, investors would soon come to realize that it’s almost
never going to be “different this time around.” As The Economist has described
it in February 2000, “Another century, another technology, but the basic
message remains the same: fundamental innovations rarely make sharehold-
ers rich in the long term.” In the aftermath of the technology bubble, many
are left to ponder the lessons of history from a risk perspective. A large num-
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ber of investors have finally realized that risk cuts both ways. The bravado
that until recently was so pervasive among the current generation of
investors has been replaced by a mind-set of hesitation, skepticism, and even
fear. The markets, for most of the past decade, appeared to be a surefire ride
to early retirement. The idea of monitoring risk was secondary as share
prices soared. Investors fully realize now that it needs be a priority. Would it
have ended differently if we had taken heed of risk along the way?

While it is arguable that the market was long overheating, the final sur-
feit of madness materialized in October 1999. At this time, the Nasdaq
RiskGrade traversed in the mid-120s as the Composite edged toward the
3,000 level. By the first week of January 2000, with the Nasdaq up around
the 4,000, the RiskGrade had leaped to more than 140. By early February, the
RiskGrade inched up above 160, a third higher than just three months earlier.
In mid-March, the Nasdaq RiskGrade rose to 170, then 180, and breached
200 by early April as the slide began. At its nadir, the Nasdaq RiskGrade
reached 300, the damage reflected not only in a higher RiskGrade but, more
important, in diminished portfolio values. (See Figure 3.7.)

Figure 3.7 Nasdaq Composite Index and RiskGrade (1990-2002).
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At the time, a RiskGrade of 300 was the highest ever recorded for the
Nasdaq, a number representing a whopping three times more volatility
than the average global basket of equities! (Almost a year later, as further
steam was let out of the technology shares, the Nasdaq Composite Risk-
Grade reached nearly 350 in January 2001.) By contrast, in early 2000, the
S&P 500 edged up from the low 90s to a peak of 146, an increase of just
about 60 percent. This was a clear indication of the broader base of assets
in the S&P 500 compared to the concentration of high-flying technology
stocks in the Nasdag—exemplifying the benefits of diversification.

Astute investors will ask the obvious question: “Is RiskGrade a predic-
tive tool?” The important thing to keep in mind is that RiskGrade was not
developed to predict the direction of markets but rather to measure finan-
cial risk more precisely (see Table 3.1). A RiskGrade is only as good as its
end user. For example, let’s look at what RiskGrades would have revealed
during the amazing tech run-up on the Nasdaq and its subsequent implo-
sion. In 1995 the average RiskGrade for the Nasdaq Composite Index was
61. As the market rose to new heights day after day, so did its volatlity. In
2000, the average RiskGrade ballooned to 218. Some investors may have
been able to stomach investing in the Nasdaq with the risk in the 137 to
mid-160s range (which represented about a 20 percent increase in the level
of risk), or even a 180-level RiskGrade (which indicated a 33 percent

Table 3.1 Average Annual RiskGrades for Dow Jones Industrial,

S&P Index, and Nasdaq Composite (1995-2002)

DUA S&P 500 Nasdaq
Year RiskGrade RiskGrade RiskGrade
1995 45 40 61
1996 58 56 78
1997 86 83 84
1998 96 96 121
1999 83 93 140
2000 98 104 220
2001 103 107 221
2002 (through
May 23) 99 101 156
Source: WealthBench, RiskMetrics Group.

®



RiskGrade Your Investments

jump); however, by April 10, 2000, the Nasdaq’s RiskGrade was in excess of
225, representing an increase of more than 60 percent. At the very least,
this enormous increase in risk should have signaled investors of the need to
trim positions. At this point, the Nasdaq was still clinging to the 4,200 level,
with about 17 months and 2,700 points separating it from its September
2001 lows.

Facing the first three-year stretch of falling prices since 1941, investors
need to make use of concrete tools to measure financial risk instead of
relying on vague observations of frequent market gyrations. RiskGrades,
combined with an individual’s own tolerance for risk, can significantly
improve personal investment decisions. Needless to say, a strategy to exit
whenever portfolio risk doubles would have far outperformed other finan-
cial plans that passively sit through market gyrations. For instance, when
the Nasdaq breached the 225 RiskGrade level, perceptive investors could
have concluded that the risks were simply too high. Those who decreased
equity exposure at this time and stayed on the sidelines in safer assets saved
not only valuable resources but also much heartache.

Other Measurements of Risk

We would be remiss if we did not fully explain some of the other popular
measures of risk. RiskGrades, after all, is indebted to the overall progress
that has been made in the area of risk measurement. Although there are a
number of different ways to appraise financial volatility, we’ll focus on the
two most common references—standard deviation and beta—providing a
brief synopsis of each. Let’s first take a closer look at standard deviation.

Standard Deviation

Standard deviation as a statistical measure can be traced back to the 1700s,
when the concept of normal distribution, or a bell curve, was first introduced.
A normally shaped bell curve is intricately tied to a discovery known as cez-
tral limit theorem, which posits that a greater pool of samplings will invariably
lead to a centralized distribution curve, or a normal distribution. Early-
eighteenth-century mathematicians—such as Jakob Bernoulli, Nikolaus
Bernoulli, and Abraham de Moivre—were intrigued by the idea of pro-
ducing accurate forecasts with an incomplete set of data. Standard devia-
tion was the result of efforts to draw conclusions on mortality rates with
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just a small sampling of participants. Standard deviation, as it 1s applied to
the financial markets today, can be defined as a statistical measure that cap-
tures the probable dispersion of returns from a mean. To help illustrate the
concept of standard deviation, which can be difficult at times, please refer
to the market primer in Box 3.1.

Box 3.1 Market Primer on Standard Deviation

Standard deviation is a general statistical measure of volatility. It measures
historical variability of returns from their mean. A higher standard devia-
tion implies more variable and uncertain returns. Standard deviation has
been a classical portfolio risk measure since Nobel laureate Harry
Markowitz used it in the 1950s to demonstrate risk reduction through
diversification. Standard deviation is often used to define the normal distri-
bution, which is the well-known bell-shaped distribution shown in Figure
3.8. The bell-shaped curve results from a statistical tendency for outcomes
to cluster symmetrically around the mean (or average).

Figure 3.8 Standard deviation.
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Deviations from the mean are described in terms of standard devio-
tions. In all normal distributions, 68 percent of outcomes will fall within
1 standard deviation to either side of the mean.

Let's illustrate the concept of mean and standard deviation with a simple

Continuved
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example. My New York subway commute every day is 30 minutes, on aver-
age, with a standard deviation of 5 minutes. Assuming a normal distribution
for the time it takes me to get to work, this would imply the following:

* 68 percent of the time, | can expect my daily commute to be
between 25 and 35 minutes (i.e., the mean of 30 minutes plus or
minus 1 standard deviation, or 5 minutes).

e 16 percent of the time, my commute is less than 25 minutes
(because the normal distribution is symmetrical around the
mean, | expect this event to occur 16 percent of the time, or
100% — 68%/2).

* 16 percent of the time, my commute is greater than 35 minutes
(again, because the normal distribution is symmetrical). In other
words, my 84 percent confidence level for a worst-case commute
is 35 minutes (only 16 percent of the time would | expect longer
commute).

From this example, it makes sense that the more standard deviations we
move away from the mean, the lower the probability of such an event
occurring. For example, a delay of 10 minutes or more (2 standard devia-
tions) has only a 2.5 percent chance of occurring compared to a 16 per-
cent probability of a delay of 5 minutes or more (1 standard deviation).
Applied to the financial markets, we can use the standard deviation of
returns to gauge how large market movements are likely to be, assuming that
returns are normally distributed. For example, given 5.6 percent as the daily
standard deviation for Yahoo! stock, we would expect its returns to fluctuate
between +5.6 percent and —5.6 percent with 68 percent confidence.

Source: RiskGrades, Understanding Risk online course.

The use of standard deviation as a basis for measuring risk has proved
to be quite an effective tool. The amount of risk is actually translated from
the abstract into a working number. In short, risk is actually measured.
However, standard deviation does have some weaknesses. For one, standard
deviation bases its calculation on a stream of prices taken at face value.
This means that every price point is treated equitably. A data point from a
year ago 1s viewed as having the same effect as one from last week. While
this does not necessarily pose a problem, investors should note that statis-
tical studies have proved that forecasting accuracy can be greatly enhanced
if more-recent events take precedence over long-standing incidents.
RiskGrade addresses this concern by incorporating exponentially
weighted data.’
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Exponentially weighting data simply means that recent data points are
weighted more heavily than older statistics. In other words, current market
conditions and recent corporate changes are assumed to have much greater
influence on a stock price than events of years past. The strength of expo-
nential weighting can be likened to a Hall of Fame baseball player past his
prime. While hitting like a perennial all-star early in his career, with bat-
ting averages close to .400, more recently this athlete has been relegated to
platoon status because of a subpar batting average. In a big game, the man-
ager must choose someone to pinch-hit. If the manager looked at this
player’s career batting average, it would be a no-brainer to send him in
right away. With 5,000 career at-bats and a lifetime batting average of .333,
this player has a 1 in 3 chance of getting a hit. However, if the manager
employs exponential weighting, he will look more closely at the player’s
most recent at-bats to make his decision. Because the player’s batting aver-
age 15 .200 in his last 500 at-bats, his likelihood of getting a hit drops to 1 in
5. Another weakness evident with the use of standard deviation stems from
the fact that the final number is lacking a relative point of reference. In
other words, the final analysis has no point of comparison—it tells us how
risky, but not by how much.

Beta

In financial markets, beta is commonly used to measure how much an indi-
vidual stock or portfolio is likely to move vis-a-vis a broader market barom-
eter, typically the S&P 500 Index. (See the market primer in Box 3.2.)

The return of the overall market is defined by a beta of 1.0. A portfolio
with a beta of 1.0 suggests perfect correlation with the broader market. A
beta of 1.5 implies that a stock or portfolio will move in the same direction
by an additional factor of 50 percent. Empirical studies conducted on U.S.
stock market returns over almost three decades have attacked beta as an
incomplete measure of risk, arguing that higher returns have not necessar-
ily been accompanied by higher beta securities. A study by Eugene Fama of
the University of Chicago, known for his contributions to research on mar-
ket efficiency, and Kenneth French, finance professor at the Massachusetts
Institute of Technology and an expert in the behavior of security prices,
conclude that beta “is not a useful measure to capture the relationship
between risk and return.”” It’s not unfair to say that a risk measure should
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Box 3.2 Market Primer on Beta

In the financial markets, beta is commonly used to measure how much an
individual stock or portfolio is likely to move vis-&-vis a broader market
barometer, typically the S&P 500 Index. A stock with a beta of 1.0 sug-
gests that the stock’s price moves exactly in tandem with the overall mar-
ket. If the market goes up 30 percent, the stock price goes up 30 percent.
If the market falls 20 percent, then the stock falls 20 percent.

A stock with a beta greater than 1.0 is considered more volatile than
the market. If a stock or fund has a beta of 1.5, then it tends to go up at a
50 percent greater magnitude. For example, if the market goes up 10 per-
cent, the stock goes up 15 percent. The higher the beta, the more volatile
the stock. A beta of less than 1.0 indicates that the stock’s price is gener-
ally more stable than the market over a long period of time. Conservative
investors whose primary goal is preservation of capital often gravitate
toward low-beta stocks and stock funds.

For more information on beta, refer to the capital asset pricing model
(CAPM) market primer in Box 3.3.

Source: RiskGrades, Understanding Risk online course.

link risk and returns together. However, it is far from clear that beta should
be rendered meaningless on this basis alone. For example, beta can prove
quite useful for any money manager or investor who uses a benchmark as a
barometer of risk. The beta will always tell an investor how a particular
investment is expected to perform relative to an index or another asset.
Beta as a tool for measuring financial risk is good at indicating general risk,
but limited in highlighting specific risk.

Because a beta is expressed in number format, it appears to be precise
and robust. However, from a practical standpoint, beta has two principal
limitations as an effective measure of risk. First, the concept of beta ignores
company-specific risk, capturing only relative movements against the mar-
ket. In this regard, beta can confuse investors into thinking that stocks shar-
ing the same beta share the same risks—we’ll see that this is far from the
case. Another glaring weakness is that a stock’s beta to the S&P 500, for
example, may remain constant despite the fact that the market has grown
significantly more risky. Compare the beta of Microsoft stock to the S&P
500 at year-end 1999 and 2000. Microsoft returned 68 percent in 1999 and
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a negative 63 percent in 2000 versus almost 20 percent for the S&P 500 in
1999 and negative 10 percent in 2000. Meanwhile, Microsoft’s beta to the
S&P 500 remained virtually the same. In other words, a beta is insensitive
to recent market dynamics. “We must keep in mind that it is very difficult
(indeed probably impossible) to measure beta with any degree of preci-
sion.” Because the recommended practice (according to CAPM) is to use
a time series that dates back five years when available, the final number
could prove to be somewhat stale. To put it differently, beta may not be suf-
ficiently responsive to current trends—which may prove to be inconse-
quential in stable market conditions but is essential in a volatile
environment. (See Box 3.3.)

Box 3.3 Market Primer on Capital Asset Pricing Model (CAPM)

The use of beta first burst onto the investment scene with the introduction of
the capital asset pricing model, otherwise known as CAPM. Crystallized
in the late 1960s, CAPM was the effort of three independent researchers—
William Sharpe, John Lintner, and Jack Treynor—who drew on Markowitz’s
portfolio theory that explained why diversification reduced risk. The impor-
tance of CAPM to the field of finance did not go unnoticed. Sharpe won
the Nobel Prize in 1990 for his contributions to the CAPM.

Although the CAPM takes into account many underlying assumptions
about investor behavior, the logic behind CAPM can be reduced to a sim-
ple line of reasoning. Financial market returns consist of either a riskless or
a risky component. A risk-free return can be realized exclusively through
shortterm Treasury bills. All other returns are effectively a combination of
the risk-free rate and a market premium. This risk premium in turn is made
up of two separate elements: market risk (systematic) and company-
specific risk (unsystematic).

The pioneers of CAPM rigorously established that risk that can be
diversified away, known as unsystematic, idiosyncratic, or company-
specific risk, could not command a premium. This is because holding
other, similar, stocks can offset risk related to a single company. For
instance, consider the personal computer industry. Despite bright overall
prospects, some companies will invariably provide lessthan-enviable
returns. What is good for Dell will not necessarily benefit Compaq and

Continved
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Gateway. However, holding a handful of PC-related stocks will ensure a
balance between admirable leaders and invariable letdowns.” To wit, the
CAPM assumes that over time investors will not be rewarded for need-
lessly taking unsystematic risk. In contrast, “because systematic risk cannot
be avoided, investors demand and, over the long run receive, compensa-
tion for bearing such risk in the form of an excess return.”'® This concept is
represented in Figure 3.9 by the security market line and beta.

Figure 3.9 Security market line and beta.
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RiskGrades versus Beta

For illustrative purposes, we compared the RiskGrades of the 29 widely
held stocks with corresponding betas on the S&P 500 Index as a basis of
comparison at the end of 2000. Tables 3.2 and 3.3 list stocks sorted by
RiskGrades and by beta. A higher RiskGrade or beta suggests higher risk.
Expectedly, some stocks top both lists. It doesn’t come as a big shock
to see blue-chip names such as Exxon Mobil and Johnson & Johnson high
on both lists. By any assessment, such names are viewed as “safer” bets.
Moreover, technology names are considered predominantly more risky by
both beta and RiskGrades. The findings, though, offer a few surprises. The
RiskGrade of the S&P 500 is lower than the RiskGrade on any single
stock. In contrast, measured by beta, seven stocks, including AT&T and
Pfizer, appear to be less risky than the overall market, with a beta of less
than 1.0. This 1s due in part to the fact that a RiskGrade on a basket of
assets will factor in diversification benefits. A diverse portfolio (which is,



Table 3.2 RiskGrades versus Beta, Sorted by RiskGrade

Beta versus

Beta versus

Company Symbol RiskGrades S&P Nasdaq
Johnson & Johnson INJ 118 0.30 -0.02
Exxon Mobil Corp. XOM 123 0.21 -0.03
Merck & Company, Inc. MRK 154 0.43 -0.01
SBC Communications Inc. SBC 172 0.63 0.08
General Electric Co. GE 181 1.16 0.38
Pfizer Inc. PFE 182 0.51 0.02
Wal-Mart Stores Inc. WMT 238 0.98 0.16
Microsoft Corp. MSFT 266 1.31 0.58
Walt Disney Co. DIS 274 0.64 0.21
AT&T T 287 0.91 0.31
Int’l Business Machines Corp.  IBM 287 1.14 0.45
America Online Inc. AOL 303 1.59 0.66
EMC Corp. EMC 330 2.17 1.02
Compaq Computer Corp. CPQ 357 1.44 0.65
Cisco Systems Inc. CSCO 363 2.15 1.04
Motorola Inc. MOT 368 1.71 0.77
Sun Microsystems Inc. SUNW 378 2.15 1.03
Home Depot Inc. HD 389 1.21 0.27
Intel Corp. INTC 389 1.77 0.81
Nokia Corp. NOK 427 1.97 0.79
Qualcomm Inc. QCOM 428 2.06 0.98
Oracle Corp. ORCL 454 2.20 1.05
Dell Computer Corp. DELL 461 1.64 0.78
WorldCom Inc. WCOM 482 1.40 0.54
Lucent Technologies Inc. LU 494 1.56 0.64
Yahoo! Inc. YHOO 494 2.17 1.05
Nortel Networks Corp. NT 515 1.85 0.87
JDS Uniphase Corp. JDSU 543 2.85 1.49
CMGl Inc. CMGI 627 3.05 1.51
S&P 500 Index 101

Nasdaq Composite 239

Source: WealthBench, RiskMetrics Group.




Table 3.3 RiskGrades versus Beta, Sorted by Beta versus S&P 500 Index

Beta versus Beta versus

Company Symbol RiskGrades S&P Nasdaq
Exxon Mobil Corp. XOM 123 0.21 -0.03
Johnson & Johnson INJ 118 0.30 -0.02
Merck & Company, Inc. MRK 154 0.43 -0.01
Pfizer Inc. PFE 182 0.51 0.02
SBC Communications Inc. SBC 172 0.63 0.08
Walt Disney Co. DIS 274 0.64 0.21
Wal-Mart Stores Inc. WMT 238 0.98 0.16
AT&T T 287 0.91 0.31
Int'l Business Machines Corp.  IBM 287 1.14 0.45
General Electric Co. GE 181 1.16 0.38
Home Depot Inc. HD 389 1.21 0.27
Microsoft Corp. MSFT 266 1.31 0.58
WorldCom Inc. WCOM 482 1.40 0.54
Compagq Computer Corp. CPQ 357 1.44 0.65
Lucent Technologies Inc. LU 494 1.56 0.64
America Online Inc. AOL 303 1.59 0.66
Dell Computer Corp. DELL 461 1.64 0.78
Motorola Inc. MOT 368 1.71 0.77
Intel Corp. INTC 389 1.77 0.81
Nortel Networks Corp. NT 515 1.85 0.87
Nokia Corp. NOK 427 1.97 0.79
Qualcomm Inc. QCOM 428 2.06 0.98
Cisco Systems Inc. CSCO 363 2.15 1.04
Sun Microsystems Inc. SUNW 378 2.15 1.03
EMC Corp. EMC 330 2.17 1.02
Yahoo! Inc. YHOO 494 2.17 1.05
Oracle Corp. ORCL 454 2.20 1.05
JDS Uniphase Corp. JDSU 543 2.85 1.49
CMGl Inc. CMGI 627 3.05 1.51
S&P 500 Index 101

Nasdaq Composite 239

Source: WealthBench, RiskMetrics Group.
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in effect, the S&P 500) will exhibit less risk than any one name, which
makes intuitive sense.

The concept of beta can mislead one into believing that a smaller
number constitutes lower risk and a larger number higher risk. Take
AT&T as an example (see Figure 3.10). At the time we ran our analysis,
most would have perceived Ma Bell to be a fairly stable long-term invest-
ment. And a beta of 0.91 certainly provided support for that conclusion. In
fact, as measured by beta, AT&T registered as one of the lower-risk stocks
among the 29 selected. Measured by beta, the giant telecommunications
provider appears to be about 10 percent less risky than the market, with a
beta of 0.91.

In comparison, AT&T’s RiskGrade measurement was 287. This ele-
vated RiskGrade infers AT&T stock (at the time we ran our numbers) was
almost three times as risky as the S&P 500, which had a RiskGrade of 101
(see Figure 3.11). Which measure is more accurate?

A closer examination of our example demonstrates that RiskGrades
capture the essence of AT&T more accurately. AT&T traded up to $60 a
share by late March 2000, close to its all-time high, only to lose steam as
the summer months unfolded. The S&P began to slide from recent highs in
early April 2000, rebounding during the months of June, July, and August.
This divergence contributed to the lower beta, as the two moved essentially
in incongruent directions. However, if we look at the performance of

Figure 3.10 AT&T beta versus the S&P 500 (1999-2002).
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Figure 3.11 AT&T RiskGrade versus the S&P 500 (1999-2002).
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AT&T relative to the S&P 500 at that time, we see that the relationship of
risk and return does not seem fully reasonable. In fact, holders of AT&T
would likely argue that the stock posed more risk than the S&P 500 from
both a short-term and long-term perspective. For instance, the five-year
return ending in 2000 on AT&T was a whopping negative 60 percent; how-
ever, the S&P 500 in the same period delivered returns totaling 114 per-
cent. For the year 2000, the S&P 500 fell by 10 percent; AT&T, on the other
hand, was down 66 percent. It is tough to argue that AT&T is less volatile
than the broader market by any standpoint.

Because beta treats time as static, recent market conditions are poorly
reflected. Using beta as a yardstick to make near-term decisions can lead to
some unpleasant consequences. In contrast, because RiskGrades exponen-
tially weights historic data, the final output looks much more like the mar-
ket today." For all its limitations (unresponsive, inaccurate with respect to
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returns), beta is not entirely useless. Beta is fairly good at capturing the
extent of long-term movements relative to the general market. This could
prove useful in coming up with accurate long-term estimates and, when
used in conjunction with a RiskGrade, in painting a more complete picture
of risk for the investor.

An Empirical Observation: The Dow, the S&P,
and the Nasdagq

In recent years, the Dow Jones Industrial Average and the S&P 500 Index
have taken somewhat of a backseat to the Nasdaq Composite. A $10,000
investment in the Nasdaq at the outset of 1995 would have returned a
profit of over $44,000, a whopping 400 percent gain by the end of 1999. By
comparison, an equal investment in the S&P 500 Index would have prof-
ited by close to $22,000, or roughly half. Not bad, but bad enough to
develop an inferiority complex next to the Nasdaq if your investment time
horizon was five years. (See Table 3.4.)

The focus on the Nasdaq run-up during the late 1990s may have
clouded our general perception of risk. Based on casual commentary and
cursory observations, most investors sense the Nasdaq to be a far riskier
venture than the Dow Jones Industrials or the S&P 500. In fact, such assess-
ments are true based on most conventional measures of risk. Accordingly,
financial advisors would probably suggest that the heavily tech-weighted

Table 3.4 How an Initial Investment of $10,000 Would Have Fared

Dow Jones Ind S&P 500 Index Nasdaq Composite

Year End Value End Value End Value
1995 $13,345 $13,411 $13,992
1996 $16,816 $16,128 $17,170
1997 $20,624 $21,129 $20,885
1998 $23,944 $26,765 $29,162
1999 $29,982 $31,992 $54,121
2000 $28,132 $28,748 $32,857
2001 $26,135 $24,999 $25,941
2002 (as of August 23)  $23,022 $20,364 $18,091
Source: WealthBench, RiskMetrics Group.
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index is not a place for widows and orphans. However, what if we com-
pared the Nasdaq to the other indices from a risk-return perspective?
Would we have a change of heart? More to the point, did the Nasdaq ade-
quately compensate investors for additional risk?

Table 3.5 depicts the average annual return of the Dow, the S&P 500
Index, and the Nasdaq Composite for the period 1995 to 2002. The return
numbers speak for themselves—the Nasdaq far outshone both the S&P
and Dow price increases over the period from 1995 thru 1999. However,
from the viewpoint of risk, the nominal level of risk on the Nasdaq was
consistently higher as well, marked by a larger nominal RiskGrade every
year. On a percentage basis, from 1995 through 2001, the Nasdaq Risk-
Grade went from 62 to 220, a substantial 258 percent increase. During the
same period, the Dow and S&P RiskGrades rose by 130 percent and 166
percent, respectively. Although far from conclusive, Nasdaq investors
seemed to have been provided with excessive returns for the incremental
risk taken, at least for the time period. Let’s see by how much.

In Figure 3.12, the scattergrams plot the S&P, Dow, and Nasdaq by risk
and return parameters for each of the eight periods shown in Table 3.5.
The most coveted area is the upper left-hand corner, where risk runs low
but returns are high. The dark line that cuts through the scattergrams cor-
responds to what we call the threshold of indifference, the minimum rate of

Table 3.5 Risk and Return Statistics for Major U.S. Stock Indices

(1995-2002)

Dow Jones S&P 500 Nasdaq

Industrials Index Composite Index
Year Avg. RG Return Avg.RG Return Avg.RG Return
1995 45 33.45% 40 34.11% 61 39.92%
1996 58 26.01% 56 20.26% 78 22.71%
1997 86 22.64% 83 31.01% 84 21.64%
1998 96 16.10% 96 26.67% 121 39.63%
1999 83 25.22% 93 19.53% 140 85.59%
2000 98 -6.17% 104 -10.14% 220 -39.29%
2001 103 -7.10% 107  -13.04% 220 -21.05%
2002 (as of August 23) 99 -11.91% 101  -18.54% 156  -30.26%
Source: WealthBench, RiskMetrics Group.




Figure 3.12 Risk-return performance of the S&P 500 Index, Dow Jones
Industrial Average, and the Nasdaq Composite Index (1995-2000).
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return an investor should expect given the risks. (As a point of reference,
we are using a risk-free rate of 6 percent for our analysis. Naturally, a lower
risk-free number will imply a flatter slope, or lower required return for
each risk point.)

From a risk standpoint, the U.S. equity markets have generally paid
investors for their investments in recent years. Isolating performance on an
annual basis, we see that each index returned better than the minimum
threshold every year until 2000. The Dow and S&P 500 rewarded investors
most significantly in 1995, and 1999 was the best year for the Nasdaq when
factoring in both risk and return.

As surprising as it may appear, the Nasdaq generally rewarded investors
for taking additional risk in the second half of the 1990s (concurrent with
the spectacular run-up). The Nasdaqg Composite was, on the whole, a supe-
rior investment to the S&P 500 and Dow Jones even after factoring in risk.
However, we should keep in mind that investments are not typically dis-
crete one-year events. Witness how the Nasdaq went from first to worst in
2000, 2001, and 2002. The professional financial community may use one-
year returns as a marker, but most of us value our returns on a rolling basis.

After we factor in the impact of the current bear market, we see how
additional risk can knife into returns over the last three years. Carrying
more risk in a declining market simply translated into deeper losses. The
Nasdaq was the clear front-runner for the latter half of the 1990s, giving
good reason for investors to smile for taking the risk, but then a nightmar-
1sh 2000 and 2001 decimated total returns. Consequently, the great dispar-
ity in returns between the three indices narrowed substantially.

In conclusion, investors should understand that an adequate amount of
risk is necessary to position themselves for successful, long-term growth.
We should also keep in mind that risk constantly changes. If the primary
objective is to maintain a balanced profile, investors would be wise to tar-
get a risk level and rebalance accordingly. Investors can use market bell-
wethers such as the S&P 500 Index as a target risk guide. This naturally
implies that market risk in our portfolios needs to be managed similarly to
sectors and styles. If your portfolio RiskGrade exceeds your comfort level,
overall risk should be scaled back. If risk dips below a certain threshold,
risk should be increased. These thresholds must clearly be specified based
on the appetite and tolerance for risk dictated by the individual circum-
stances of each investor.

®



CHAPTER 4

Return Is Only
Halt the
Equation

s investors we face new risks every day. We consciously place our

assets at risk in order to achieve an objective. This is the essence of

investing and the reason that understanding risk and the practice
of risk management is zhe central issue in investing today. We need to look
no further than the horrific terrorist attacks on September 11, 2001, for evi-
dence that difficult-to-measure, low-probability, yet extremely conse-
quential events can and do happen. The tragic images and stories from that
day, broadcast live on television, will be embedded in most people’s minds
forever.

For investors whose nerves were frayed even before the events of
September 11, these are understandably emotional times. Since June 2000,
investors have witnessed the collapse of Silicon Valley and dot-com valua-
tions, September 11, recession, anthrax, the Enron scandal, the US. De-
partment of Justice indictment of Arthur Andersen, 9 of the 18 largest U.S.
corporate bankruptcies on record (including WorldCom), and Senate
hearings investigating misleading advice by some of Wall Street’s premier
research analysts. To say the least, it has been an incredibly tumultuous
period to be invested in the market.

In the wake of these events, one of the most important lessons an
investor can learn 1s the significant role emotions play in all our investment
decisions. More often than not, emotions are responsible for making us do
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things we later regret. In later chapters you will learn how to use Wealth-
Bench’s analytic models to simulate the potential impact that various dis-
astrous financial events may have on your portfolio. Modeling these types
of events before they happen will provide you with valuable insights into
the composition of your portfolio. However, the burden will always be on
you to assimilate, interpret, and act on the data. In times of crisis, emotions
will affect your judgment. Trading decisions made in haste or born out of
an emotive response to distress will inevitably be wrong. In order to make
a sound investment decision we need the self-discipline to eliminate emo-
tions from our decision-making process.

In this chapter we’re going to explore the emotional side of investing
otherwise known as bebavioral finance. We examine the psychological char-
acteristics that play a part in determining how we react to news, what we
buy, when we sell, and even how well we manage our portfolios. After read-
ing this chapter, you will better understand how behavioral tendencies
influence your investment decision-making process.

Behavioral Finance

In early 2000, prior to the Nasdaq reaching its zenith, we presented a focus
group of investors with two statements: (1) “In the real world, the road to
finding financial security is laden with pitfalls, detours, and sharp turns.”
(2) “Technology stocks are valued too high.” Not surprisingly, no one in
the group dissented with either assessment. Interestingly, even after
acknowledging both statements to be true, in a follow-up question we
learned that more than half the group would continue to invest primarily
in technology stocks. Why? To answer this, we’re going to investigate the
field of behavioral finance.

Behavioral finance is the study of how humans interpret and act on
information to make investment decisions. Behavioral finance postulates
that investors do not always behave in the rational, predictable, and un-
biased manner suggested by quantitative models. In fact, we often see order
where it does not exist and success amidst serendipity. These biases of
judgment and decision making are sometimes referred to as cognitive illu-
sions. Like visual illusions, the mistakes of intuitive reasoning are not easily
eliminated. Consider the example shown in Figure 4.1. Although we can
use a ruler to prove to ourselves that the two horizontal lines are of equal
length, our eyes will continue to believe that the second line is longer than
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Figure 4.1 Visual illusion.

the first. Merely realizing the power of illusions does not take away from
their ability to shape our minds.

Here’s what David Kahneman, Eugene Higgins, and Mark Riepe have
to say in the Fournal of Portfolio Management:

The goal of learning about cognitive illusions and decision making is to
develop the skill of recognizing situations in which a particular error is
likely. In such situations, as in the case of [Figure 4.1], intuition cannot
be trusted and it must be supplemented or replaced by more critical
or analytical thinking—the equivalent of using a ruler to avoid a visual
illusion.'

Let’s put our newly acquired conceptual skills to the test with another
exercise. Out of 100 people gathered in a room, 90 are engineers and the
remaining 10 are artists. Among the 100 is a man draped in black, wearing
a beret, goatee, and dark sunglasses. Is he an engineer or an artist? Most
observers, focusing on his attire, would guess the man is an artist. But a bet-
ter guess would be an engineer, given that 9 of every 10 people in the room
are engineers. The chance of being correct using this line of reasoning is 90
percent. However, most people tend to classify objects by representativeness,
or immediate observable characteristics, instead of relying on more ratio-
nal evidence. When applied to financial decisions, representativeness can
severely hinder our investment performance. For example, if an investor
regards a stock as good, he or she 1s likely to classify it as good well past the
point where it becomes a bad stock. In this case, an investor who is suscep-
tible to representativeness is likely to overreact to positive news and under-
react to negative news, potentially missing a window of opportunity to
profitably sell the stock.

In recent years, behavioral finance has reached mainstream status.
Recent studies by Professors Terrence Odean and Brad Barber of the Uni-
versity of California at Davis, bolstered by other recognized experts in the
field such as Daniel Kahneman (Princeton), Meir Statman (Santa Clara),
Richard Thaler (University of Chicago), Robert J. Shiller (Yale), and the
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founding father, the late Amos Tversky, have brought behavioral finance to
the forefront of issues affecting investor performance. Behavioral finance
has helped to shed new light on inefficiencies in the financial markets and to
explain the causes of stock market anomalies such as bubbles and crashes.

The theories of behavioral finance are in direct conflict with financial eco-

nomics, which is based on the assumption that investors make decisions

based on rational expectations. Behavioral finance challenges this notion by
proposing that people are, more often than not, less than rational. Leverag-
ing the group’s collective research, we highlight typical human behavioral
tendencies and their implications for “rational” investment decisions.

The 10 principles of behavioral finance may be summarized as follows:

1.

Investors avoid selling stocks that have gone down in order to avoid the pain
and regret of having made a bad investment. As a result, investors are
more likely to sell winners and hold losers.

. Investors ave much more distressed by prospective losses than they are happy

with equivalent gains. Investors typically consider the loss of $1 dol-
lar twice as painful as the pleasure received from a $1 gain.

. Investors follow the crowd and conventional wisdom to avoid the possibility

of feeling regret in the event that their decisions prove to be incorrect—a ten-
dency that lies at the root of many bubbles and crashes.

. Investors tend to become too optimistic when the market goes up and too

pessimistic when the market goes down. Many believe that when high
percentages of investors become overly optimistic or pessimistic
about the future, it is a signal that the opposite scenario will occur.

. People often see order where it does not exist and interpret accidental success

as the result of skill. Most money managers, advisors, and investors
are overconfident in their own abilities; however, high levels of
confidence frequently show no correlation to greater success. For
instance, overconfident investors tend to trade too much and
underperform the market.

. Peaple often see other people’s decisions as the result of disposition, but they

see their own choices as rational. Investors trade on information they believe
to be superior. For instance, there are two sides to a trade, a buyer
and a seller; each believes his or her decision is superior, yet they
can’t both be right.

The penchant to gamble and assume unnecessary risks is a basic human
trait. Entertainment and ego appear to be some of the motivations
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for people’s tendency to speculate. People also tend to remember
successes more than failures, thereby unjustifiably increasing their
confidence.

8. In some cases, investors (individuals and institutional) bire full-service bro-
kers and advisors for no other reason than to have someone else to take the
blame. Hiring an advisor or money manager diffuses an individual’s
responsibility and deflects blame if an investment strategy fails. If
the strategy is successful, the individual can share in the credit.

9. An individual’s traits play a significant role in determining investment
decisions. 'The Bailard, Biehl & Kaiser Five-Way Model divides in-
vestors into five categories: Adventurers are risk takers and are par-
ticularly difficult to advise. Celebrities like to be where the action is
and make easy prey for persuasive brokers. /ndividualists tend to
avold extreme risk, do their own research, and act rationally.
Guardians are typically older, more careful, and more risk averse.
Straight arrows fall in between the other four personalities and are
typically very balanced.

10. Many investors believe that they can consistently time the financial markets
when there exists an overwhelming amount of evidence to the contrary.
The same can be true in attempting to select the hottest mutual
fund or investment managers. By focusing only on recent invest-
ment performance, investors set themselves up for disappointment.

Recognize any of these characteristics? Many of these traits are human
qualities that are not easily turned off. In fact, we are all guilty in some
ways. When it comes to money, we all have the tendency to behave irra-
tionally at times. As the 1990s came to a close, the endless wonders of the
new economy convinced even the most rational of us to suspend reason, at
least for a few years. A prolonged bull market made us overconfident in our
abilities to predict the markets. Cognitive dissonance restrained us from
acting properly, and when the question did arise about the soundness of
valuations and the strength of the new economy, many of us just rational-
ized it away. Investors around the world tripped over themselves bidding
up technology stocks and chasing initial public offerings (IPOs). A Bern-
stein Research paper summed it best: “The exceptional returns of Internet
stocks can be seen as the equivalent of the lottery jackpot.... The jackpot
has been huge and well publicized.... The number of people who play the
lottery now represents half the adult population.”” And although a large
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number of investors hit the equivalent of the jackpot in the stock market,
very few held onto it in the ensuing market plunge. When the party ended,
sobriety quickly replaced irrational exuberance. And just like partygoers
who had too much of a good thing the night before, we’re now left rubbing
our heads, promising that next time our behavior will be different.

Overcoming Behavioral Finance
in Your Investment Decisions

To be successful in the years ahead, it will be critical for investors to iden-
tify their own biases and find ways to minimize the negative effects. Just as
it 1s important for investors to understand the concepts of diversification,
asset allocation, and risk and return, it’s important to know ourselves. In the
words of Gavin Quill, Financial Research Corporation’s director of
research, “Good financial decisions require a combination of financial
knowledge, self-knowledge, and the discipline to implement a plan dispas-
sionately. Very few people can do all three well.”

The typical human urges and behavioral tendencies that impede
investors can be controlled with discipline. We provide the following list of
guidelines to help you avoid behavioral biases that impede sound financial
decisions.

* Guard against overconfidence. All investors need a healthy dose of
optimism to achieve their goals, but it must be tempered with rea-
sonable expectations of their abilities.

® Because investors are more likely than not to remember past suc-
cesses and forget failures, keep a list of trades or decisions that were
not successful.

* For couples who share investment responsibilities, recognize your
partner’s strengths, but prevent only one opinion from overly influ-
encing all investment decisions.

¢ Before making a trade, consider the possibility that the trade is a
loser. What's the impact on the rest of your portfolio, both immedi-
ately and long term?

* Avoid using biased information and analysis; obtain an independent
second opinion.

* Before buying a security, evaluate the time frame and conditions
under which a sale is made.
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* Know your tolerance for risk before assuming risk.

* If you’re a long-term investor, don’t react to short-term fluctuations.

Investors Behaving Badly

In an effort to explore investor behavior and its impact on long-term
investment success, Phoenix Investment Partners, a leading U.S. invest-
ment management company, commissioned Financial Research Corpora-
tion (FRC) to perform a comprehensive analysis of investor behavior in the
spring of 2000.* The full study, Investors Behaving Badly—An Analysis of
Investor Trading Patterns in Mutual Funds, examines trading patterns in the
mutual fund industry and the impact of behavioral finance on investors’
returns during the 1990s. The results are eye-opening, if not frightening.
The research concludes that investor behavior is often detrimental to the
long-term success of our financial plans. The findings expose the negative
influence of psychological, emotional, and behavioral drivers on trading
activity in mutual funds. The study also finds that investors who use finan-
cial advisors tend to experience slightly better returns than those who do
not rely on professional advice. Among its chief findings are the following.’

* Excessive portfolio turnover, combined with a propensity to buy rel-
atively overvalued investments and ignore relatively undervalued
ones, has caused the average mutual fund investor to underperform
over the past decade.

* Investors’ propensity for chasing returns is the major reason for
underperformance. Buying high and selling low caused a shortfall of
20 percent to the average mutual fund investor over the past decade.
Specifically, on a rolling return basis from January 1990 through
March 2000, the average long-term mutual fund’s mean three-year
return was 10.92 percent, whereas the average invested dollar gained
only 8.7 percent over the same period.

* On average, $91 billion of new cash flowed into funds after their best-
performing quarters. But only $6.5 billion in new money flowed into
the funds after their worst-performing quarters.

* Investors are trading funds at higher levels, which in most cases does
not serve their long-term financial goals. The study found that
investors think long term in theory, but act according to short-term
influences.
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* For the past several years, redemption rates have been on the rise.” In
1996, redemption rates were 17.4 percent, but by 2000, those rates
rose to an incredible 32.1 percent.

* The implied holding period for long-term mutual funds in 1996 was
5.5 years. In 2000, it was only 2.9 years.

¢ Individual investors have consistently higher redemption rates and
shorter implied holding periods than those investors who use a finan-
cial advisor. Advisor-assisted investors, the study found, also are more
likely to stick to their declared intentions to invest for the long term.

® The study found that investors think long term in theory, but act
according to short-term influences.

The Investors Behaving Badly study is neatly divided into two parts. The first
part answers the question, do investors behave rationally? The second sec-
tion provides answers to why investors actually do behave badly. Rather
than recite the full details of the study, we’ll look closely at a few key
excerpts. We trust that these figures will be troubling to you. Accelerating
redemption rates and falling holding periods are responsible for a 20 per-
cent loss of returns to the average mutual fund investor. As incredible as
this underperformance may seem, note that it came in the midst of an
amazing bull run. We have every reason to believe that if investors repeat
this behavior in sharply declining markets, the degree to which investors
underperform will be dramatically worse. With so much at stake, we
encourage everyone to visit the Phoenix Investment Partners’ or FRC’s
website and read the study in its entirety.’

Redemption Rates and Holding Periods

During the magnificent bull market of late 1990s, investors wrung their
hands with regret over one thing: not investing more capital sooner. The
unfortunate consequence of this mind-set is an overconfidence on the part
of investors that making money in the markets is an easy endeavor.

Prior to the recent burst of stock market activity (pre-1995), investors
at least entertained the thought of managing volatility and the risk of a
potential market decline. However, from the mid-1990s onward, a large
segment of the investment community assumed a new perspective on risk.
Fear of losing money was replaced with the fear of not making enough
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money. By the end of the decade, beating the S&P 500 by a few percentage
points seemed to be an outdated objective. For many of us, as the 1990s
came to a close, greed was the overriding factor in how we approached the
investment game. Instead of being grateful about market returns in excess
of 20 percent, we eyed the returns generated by red-hot technology sector
as the true barometer of success.

The fallout from this newfound short-term mind-set was immediate:

* During the period from 1996 to 2000, long-term mutual fund re-
demption rates have been rising.

* During the 1996 to 1997 period, redemption rates averaged 18.6 per-
cent. During the first quarter of 2000, redemption rates rose to an
average of 32.1 percent.

Mutual Fund Redemption Rates: Nearly
Doubled in Four Years

Every redemption rate can be translated into an implied holding period. (A
mutual fund investor’s annual redemption rate 1s defined as total dollars
redeemed from a mutual fund in a given year as a percent of an investor’s
starting assets in that fund.) For example, as shown in Figure 4.2, if an
investor consistently has 50 percent redemption rates, half of the assets are
redeemed each year; over a two-year period, all the assets will be liqui-
dated. This yields an implied holding period of two years. Table 4.1 illus-
trates how redemption rates translate into implied holding periods.

Long-term investing is generally considered to be a period of 10
years or more. According to Table 4.1, a mutual fund investor is consid-
ered a long-term investor if annual redemption rates are no greater than
10 percent.

An analysis was performed on aggregate fund industry data during the
past four years for long-term funds, excluding data on short-term money
market funds. By calculating monthly redemption rates (redemptions di-
vided by starting fund assets) and then annualizing these figures, the
Phoenix/FRC study found that average long-term mutual fund holding
periods declined steadily from 1996 to 2000. The implied holding period
for long-term mutual funds in 2000 was 2.9 years, compared to a 5.5-year
holding period in 1996 (see Figure 4.3). As markets have gone up, holding
periods have gone down.
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Figure 4.2 Mutual fund redemption rates.

Source: Phoenix Investment Partners, research conducted
by Financial Research Corporation (FRC). Reprinted with
permission.

Short-term holding periods have a diminutive effect on returns;
investors who continuously redeem one fund for another pay additional
sales commissions, 12b-1 (marketing) fees, management fees, operating
expenses, and taxes. These seemingly small incremental fees translate into
significant differences over time. For example, if you invested $25,000 in a
stock fund that provides a 12 percent annual return before expenses and
had annual operating expenses of 2.5 percent, after 15 years you would have

Table 4.1 Translating Redemption Rates
to Holding Periods

Annual Redemption Rate Implied Holding Period

5% 20 years
10% 10 years
20% 5 years
33% 3 years
50% 2 years
100% 1 year

200% 6 months

Source: Phoenix Investment Partners, research conducted by Financial
Research Corporation (FRC). Reprinted with permission.
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Figure 4.3 Long-term mutual fund holding periods.
Is it buy and hold or cut and run?

Average Holding Period Falls 47%
in Four Years

5.5yrs
5.0yrs  48yrs

3/31/96 3/31/97 3/31/98 3/31/99  3/31/00

Source: Phoenix Investment Partners, research conducted by Financial
Research Corporation (FRC). Reprinted with permission.

approximately $93,600. But if the fund had expenses of only 1 percent, you
would end up with $109,082, which is an additional $15,482, or a 14 percent
difference.

The Role of Financial Advisors
and Professional Advice

In order to assess the impact of a financial advisor’s advice on individual
returns, this study also examined data for wholesale funds (those sold by an
advisor) versus funds directly marketed to individual investors from 1996 to
2000. The categories—wholesale funds versus direct-marketed funds—were
then used as proxies for funds that come with some degree of professional
advice versus those that are bought by do-it-yourself individual investors.
The findings reveal a rather fickle individual investor who fails to stay
the course without the assistance of a financial advisor. Individual investors
redeemed their funds more often than investors with advisors in every
month examined except one. These redemptions averaged 18 percent in
1996 and increased to 30.5 percent in 2000. During the same time span, the
rates of redemption among investors with advisors increased from 13.8
percent to 25.4 percent, according to the data. The differential between
redemption rates for individual investors versus investors with advisors
marginally widened in 2000, to 5.1 percentage points. (Wholesale funds
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had redemption rates of 25.4 percent, versus 30.5 percent for individual
investors.) While somewhat arguable, the numbers suggest that investors
who have access to advisors are less likely to chase performance.

Fund Returns versus Investor Returns

Research on net cash flows in the mutual fund industry over the past 10
years shows that investors too frequently buy and sell at suboptimal times.
Examining net inflows (new investor deposits minus investor redemptions)
suggests that investors have a tendency to invest on a momentum basis:
heavily purchasing funds in sectors that have had stellar recent perfor-
mance and ignoring or selling funds in sectors that have recently under-
performed. Not surprisingly, this type of behavior lends itself to consistent
underperformance, a reflection of excessive turnover.

To create a proxy for average investor return during the 1990s, the study
weighted the flows in and out of funds to determine actual investor average
returns provided by long-term mutual funds in each Morningstar investment
category (see Figure 4.4). Data for each month across the decade was gath-
ered and subsequent returns for the following one-, two-, and three-year
holding periods were calculated. All collective return figures were totaled
and averaged to produce an average unweighted Morningstar category
return for each of the three holding periods. These unweighted figures,
which we call fund returns, serve as a proxy for returns that an investor who
had used dollar cost averaging across the entire period might have achieved.

Figure 4.4 The gap between fund returns and investor returns.

Source: Phoenix Investment Partners, research conducted by Financial Research Corpora-
tion (FRC). Reprinted with permission.
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Figure 4.5 Fund returns versus investor returns.

Fund return versus investor returns

Annualized returns: 1 Year 2 Years 3 Years
Average fund 11.74 11.01 10.92
Average investor 6.68 7.13 8.7
Number of investment categories in which 37 42 37

average fund returns surpassed average
investor returns (out of 48)

Percent of investment categories in which 77% 88% 77%
average fund returns surpassed average
investor returns (out of 48)

Cumulative returns: 1 Year 2 Years 3 Years
Average fund 11.74 23.23 36.47
Average investor 6.68 14.71 28.44
Growth of $10,000 investment: 1 Year 2 Years 3 Years

Average fund Morningstar category return $11,174  $12,323  $13,647
Average investor Morningstar category return ~ $10,668  $11,477  $12,844

Source: Phoenix Investment Partners, research conducted by Financial Research Corporation
(FRC). Reprinted with permission.

Figures for the actual net flows into these funds (new investor deposits
minus investor redemptions) throughout the period were weighted. When
investors placed a bigger bet on a particular category or month, it was
weighted more heavily. If flows were smaller, representing lack of investor
interest or net redemptions, that month was weighted less heavily. These
flow-weighted returns provide a general proxy for the returns that the
average investor received.

What did we learn from this study? On the basis of the study, average
returns achieved by long-term mutual funds exceed the returns realized
by the average investor in the vast majority of cases. The differential
between average returns and the actual return received by the investor is
usually significant. The average return achieved by investors for the one-
year period after the investment is made 1s more than five percentage
points less than straightforward dollar cost averaging. Investor results
underperformed average results of long-term mutual funds in roughly 80
percent of the Morningstar categories across all three time periods (see
Figure 4.5).
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Fund Flows versus Fund Returns

In an effort to assess whether investors are following the maxim of buying
low and selling high, FRC examined mutual fund investments, or flows, to
determine where investor money is going. In theory, an investor buying low
would purchase a fund cheaply, before meteoric rise begins in value, rather
than after the fact, when a fund’s upward momentum may have peaked but
its price remains high. However in reality, the research suggests that
investors are largely acting contrary to this winning technique, placing
more money into funds near their peak rather than selecting these funds
when valuations are low—a clear mark of performance chasing.

Performance chasers (otherwise known as the fund du jour crowd or Morn-
ingstar gazers) are investors who pursue the headline-grabbing mutual fund
winners of the moment. A prime example of this activity is illustrated in
Figure 4.6. When technology funds were hot or considered winners, these
funds witnessed a massive net inflow of cash. However, when the same
funds started to slip, redemption rates increased. In light of this, chasing
performance can be considered tantamount to buying high and selling low.
As hard evidence indicates, today’s hot funds are rarely tomorrow’s win-
ners. FRC found that, on average, funds that recorded a top 10 perfor-
mance in one year reverted to the mean 1in the following year.

Investors would be wise to keep this study in mind. Across all
Morningstar categories, the average quarterly return in best-performing

Figure 4.6 Performance chasing: a classic example.

Source: Phoenix Investment Partners, research conducted by Financial Research

Corporation (FRC). Reprinted with permission.
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quarters was 14 percent, as opposed to 9 percent in worst-performing
quarters. Following best quarters, net sales averaged $91 billion per quar-
ter, compared with just $6.5 billion after worst quarters. Of the 48 Morn-
ingstar categories examined, trailing net sales in 42 cases were higher in
the best versus worst case. Of the six exceptions, four were international /
global categories and two were domestic sector categories. The pattern of
flows following returns held true for all mainstream domestic equity
objectives. Among core domestic equity categories, the differentials
between best and worst quarterly sales rates were greatest for large-cap
growth ($15.5 billion) and mid-cap growth ($8.1 billion).

All Eyes on Return

Where does this leave us? Although reason would suggest a cautious stance,
we are lured by the seductiveness of high returns. That’s normal for most
all of us. The data of the Phoenix/FRC study bears this out. Returns are
first and foremost self-serving. Money managers are still paid on total
assets under their management.” Higher inflows naturally imply greater
management fees, which in turn means a healthy living, with or without
quality returns. And the best prescriptive that the fund industry has found
to sustain this virtuous cycle is to promote returns, however accurate or
misleading those return numbers may be. A typical marketing strategy of
the fund industry is to wow potential investors with a circular showing
some enviable returns. This is an expected tactic, as evidence shows that
investors tend to migrate to funds with strong historic returns.

“In effect, the fund industry takes advantage of our psychological incli-
nation to chase after history, which is in line with Tversky’s argument that
the recent past, while far from offering a comprehensive and reasonable
picture, can incommensurately impact our behavior. A fund’s performance
is viewed as overly representative of a fund manager’s skill and thus of the
fund’s future prospects. The abundance of mutual fund rankings and
salient stories about successful fund managers reinforce the representative-
ness heuristic.”” This line of logic has led to many unhappy returns, as
high-flying performances by mutual fund managers are generally never
repeated the following year.

Figure 4.7 shows a conventional representation of a major mutual fund
during the 1990s. It underscores quite an impressive performance in U.S.
equities during the final decade of the previous century. More specifically,
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Figure 4.7 Fidelity Magellan Fund (1990-1999).
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investors were handsomely rewarded by Fidelity’s Magellan Fund, with an
initial investment of $10,000 growing to over $54,000 by year-end 1999.

While it’s easy to jump on Fidelity’s bandwagon with the advantages of
hindsight, particularly given the fruits of Magellan’s labor in the final years
of the past decade, it is much more difficult to stay the course when we are
actually faced with a severe market downturn. In other words, gazing into
the eyes of historic returns is far different from staring down the barrel of
risk today. The final numbers are less meaningful if not put in the context
of the time, effort, and energy spent along the way. What we don’t see from
this static viewpoint is our potential for downside volatility. How would
we feel if we had chased after Magellan’s returns at the end of 1999? Had
we focused only on Magellan’s generous 24 percent return in 1999 and ig-
nored the fact that risk and return are like a DNA strand, interlocked and
interdependent, we may have chased it at the outset of 2000 irrespective of
our tolerance for assuming risk (see Figure 4.8).

As proof that past returns are no guarantee of future returns, investors
who put $10,000 into Magellan at the start of 2000 found their initial
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Figure 4.8 Fidelity Magellan’s performance in 2000.
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investment dwindling to a disappointing $9,159 by year’s end. Although
Magellan’s 2000 performance was admirable given the prevailing condi-
tions in the equity market,'” it was also hardly what investors could have
hoped for at the outset of the year.

In all fairness, the year 2000 represented one of the most difficult
investment climates for market participants in over a decade. Confronted
with a demanding environment, investors would have been better served
with an accompanying picture of risk and not simply a marker of past
returns. In other words, before plowing into Magellan or any other fund
based on dated performance numbers, prudent investors should have pre-
viewed the apparent risks involved. Having done so, those put off by the
risk profile may have sought haven in safer assets (see Figure 4.9).

As evident from a RiskGrades perspective, Magellan started to display
a more unstable character beginning in late 1997. During this time, the
fund’s RiskGrade broke out of a stable range, climbing as high as 170 in
October 1998. To Magellan’s credit, higher returns accompanied the
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Figure 4.9 Fidelity Magellan.
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growing levels of risk. In late October 1997, the initial investment reached
almost $33,000. By the close of the decade, the investment exceeded
$54,000. In a little more than two years (late 1997 to 1999), Magellan
almost matched the total dollar return achieved during the previous eight
years (1990 to late 1997). Yet this great two-year run to close out the
decade provided few signs of the tough months up ahead. In fact, by the
end of the first quarter 2001, our initial $10,000 investment in 2000 had
dwindled to $8,023, a fall of almost 20 percent in 15 months. In the face of
this, can we stomach more downside volatility? Past returns are small com-
fort in the face of increased risk today.

Caveat Emptor: Let the Buyer Beware

Flip through the pages of your favorite business publication and you’re
bound to encounter mutual fund advertisements, lots of them. Strikingly,
however, the layout, the images, and language used to describe each fund
are all similar. Take a look. The name of each fund is displayed in large,
bold fonts; the people featured in the ad all wear smiles; prominently
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displayed somewhere on the page is a series of star ratings from Morn-
ingstar,' and the fine print is always located at the bottom of the page. Col-
lectively, the print ads appear to have been generically created from a
cookie cutter. Right?

Wrong. At first glance, you might think that, but we can assure you
that’s not the case. What many mutual funds lack in creative design they
make up for in creative writing, especially when it comes to depicting the
fund’s performance. This is done in an attempt to prolong the inflow of
cash by attracting new investors. In our review of fund marketing mate-
rial—including fund websites, prospectuses, and advertisements—we
found several overly aggressive practices used to delude investors.

As a case in point, we found that many mutual funds significantly mis-
represent their fund performances by excluding recent negative perfor-
mance information. The best example this type of fraud was reported in
detail by Mercer Bullard in a series of specials to TheStreet.com."

For example, in 2000, Jacob Internet Fund’s 79.1 percent decline was one
of the worst one-year performances in mutual fund history. But investors
reading the fund’s prospectus in January 2001 would never know it because
this information was omitted. Ryan Jacob, the fund’s manager, used legal chi-
canery to its fullest extent to evade SEC reporting requirements and exclude
his fund’s dismal performance from its prospectus and marketing brochure—
two important sources of information for prospective investors. As Bullard
points out, the fact that Jacob can avoid mentioning that his portfolio lost
nearly four-fifths of its value in one year shows how toothless SEC require-
ments can be. Under current disclosure rules, the Jacob Internet Fund would
not have to include its full year 2000 performance of —79.1 percent until Jan-
uary 1, 2002—a full 25 months after the fact."”

Questionable disclosure practices are not isolated to Jacob Internet
Fund; they’re standard in the industry. A sampling of the online prospec-
tuses for 14 other Internet funds established in 1999 and remaining in busi-
ness throughout 2000 shows a pattern of hiding the facts. Three weeks into
2001, not one the mutual funds’ prospectuses included their horrific per-
formance results in 2000.

SEC rules require funds to prominently display their performance for
that year in a bar chart near the front of the prospectus. In a footnote under
the bar chart they’re required to provide the fund’s performance during the
most recent quarter prior to the fund filing its prospectus. However, these
funds were more interested in promulgating fiction than in disclosing

@
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Figure 4.10 Disclosure Derby. Internet funds formed before 1999

trumpet their ‘99 performance and downplay 2000 results
in their current prospectuses.

Partial 2000

1999 Return in Return in Actual 2000
Fund Bar Chart Footnote Return
Monument Digital 272% -10%* -57%
Technology
Amerindo 251 —1** -65
Technology
Kinetics Internet 217 —28*** -52
Munder NetNet 176 —]5**x* -54
WWW Internet 167 —Qx**= =57
Source: TheStreet.com, created by Mercer Bullard using data from SEC filings and Morn-
ingstar. Reprinted with permission. *July 1 through Sept. 30. **January 1 through March 31.
***January 1 through June 30. ****January 1 through September 30.

material facts to prospective investors. Either way, as you’ll see in Figure
4.10, the results were perverse.

The Monument Digital Technology prospectus boasts a 272 percent
return in 1999 in its bar chart, under which a footnote discloses the fund’s
negative 10 percent return from July 1 through September 30, 2000. The
footnote skips over the fund’s 0 percent and negative 22 percent returns in
the first and second quarters of 2000. Nor is there any mention of the
fund’s 57 percent decline for the previous year.

And just as troubling to investors as funds that omit all pertinent per-
formance information are funds that provide inaccurate performance num-
bers altogether. In Figure 4.11 shows a list of funds that misrepresented
their actual returns for 2000.

Bait and Switch

The second example of deceptive advertising is the proclivity of the largest
mutual funds to advertise their closed funds and deposit the money when
it mistakenly arrives from new investors. A closed fund is essentially a
mutual fund that has suspended sale of shares to new customers. Rather
than making this fact readily apparent in the ad near the name of the fund
or beside its prominently displayed return numbers, the funds bury this
extremely pertinent fact in small print at the bottom of the ad.

@
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Bait advertising as defined by the Federal Trade Commission is an
alluring but insincere offer to sell a product or service that the advertiser in
truth does not intend to sell. Its purpose is to lure consumers with the
advertised merchandise and then sell them something else instead, usually
at a higher price or on a basis more advantageous to the advertiser. The pri-
mary aim of bait and switch is to obtain leads to potential customers inter-
ested in buying the type of merchandise advertised.

So who advertises closed funds? According to an article published by
the Mutual Fund Market News, a Thompson Financial Company publication,
Janus Capital Management, American Century Investments, Strong Funds,
and Van Kampen Funds have all advertised closed funds.

Upon receiving money from investors who are not eligible to invest in
the advertised funds, Janus Capital Management deposits the money into a
money market account. Other companies, including American Century
Investments and Strong Funds, have service representatives contact inves-
tors who send in checks to inform them the fund they want to invest in 1s

Figure 4.11 Disclosure Derby II. For Internet funds launched in 1999,

the return you see in the current prospectus isn’t necessarily
what you got in 2000.

Return Listed in
Fund Financial Highlights Actual 2000 Return
Goldman Sachs Internet 92% -37%
Tollkeeper
Investec internet.com 82 -59
Index
MetalMarkets.com 72 -42
Openfund
ING Internet 41 -69
StockJungle.com Pure 24 -67
Play Internet
RS Internet Age 22 46
Firsthand E-Commerce -2 =55
Enterprise Infernet -12 =51
Potomac Internet Plus -15 77
Source: TheStreet.com, created by Mercer Bullard using data from SEC filings and Morn-
ingstar. Reprinted with permission.
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closed. They then try to sell a similar fund, but will return the investors’
checks if they do not want to invest in those alternatives.

According to Janus, it deposits the money rather than returning it
immediately to investors to save time. “We found that investors that send
money to Janus want a Janus product.” The company contacts investors by
phone and mail and tries to sell a similar fund to those who have sent
money for a closed fund.

Star Gazing

Another advertising ploy used by mutual funds to overcome recent nega-
tive returns is to ignore returns altogether. Instead of referencing a nega-
tive return, funds elect to publish only star ratings by Morningstar. Because
Morningstar’s ratings are based on performance compared with other
funds for a period of three years, a fund can earn a five-star rating by virtue
of losing less money than the others. According to a Wall Street Fournal article,
“Stars Don’t Illuminate Performance Picture,” one-third of U.S. stock
funds with a five-star Morningstar rating had negative returns for the 12
months through February 2002."

This trend toward providing stars and fund rankings rather than actual
performance is in stark contrast to ads placed during the go-go years of the
bull market. During that period, funds flaunted extraordinary returns in
excess of 80, 90, and even 100 percent in their advertisements to draw
investors into funds heavily concentrated in technology stocks. However
since market’s collapse in the spring of 2000, funds have had to find a new
ruse to induce prospective investors.

Conclusion

For investors, the way to prevail over this objectionable behavior of mutual
funds is straightforward. Before investing, we need to look at more than a
fund’s past performance. We need to explore beyond glitzy returns and star
rankings. We might just discover many highly rated murtual funds are not
what they appear. We need to know our own biases. Marketing depart-
ments are aware of our natural desire to pick winners and to time markets.
Their advertising programs reflect this. We need the self-discipline to
avoid the types of behavioral biases that impede us from making sound
financial decisions.
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The good news is that help is on the way. The Securities and Exchange
Commission has not overlooked these deceptive advertising practices by
mutual funds. In response, it has undertaken a series of initiatives to edu-
cate investors about the dangers of chasing fund performance and focusing
on short-term returns of assets. In addition, on May 14, 2002, the SEC pro-
posed rule amendments intended to encourage mutual fund advertise-
ments to convey more-balanced information to prospective investors,
particularly in regard to past performance. The proposed amendments are
designed to raise standards for mutual fund performance advertising so
that investors are informed, not misled.”

In June 2002, the RiskMetrics Group developed a method of evaluat-
ing mutual fund performance based on how funds compensate investors
with additional return for bearing risk.

In RiskMetrics Group’s evaluation metric, funds that provide excess
return for the risk undertaken are identified as top performers, while funds
with returns not commensurate with their risks are ranked poorly. The per-
formance evaluations also take into account the degree to which the risks of
a fund change over time, penalizing those with widely time-varying risk.

The “Best and Worst” fund evaluations are assigned within four style
categories: conservative, balanced, growth, and aggressive. These categories
are determined by the risk profiles of each fund. Only those funds with the
statistically highest and lowest scores will be displayed. For an up-to-date
list of the “Best and Worst” fund evaluations, see the RiskMetrics website.



CHAPTER 5

Buy, Hold,
or Sell?

that runs across many of our collective minds is the glimmer of quick
profits. If you’re in the market long enough, at some point you're
bound to be swept off your feet by the allure of a “sure thing.” Whether the
sure thing pans out is never a certainty. For many of us, those sure things
were tech stocks that quickly morphed into portfolio cellar dwellers after

T hrow a speculative investment idea on the table and the first thought

the tech boom went bust. A few of my sure things include optical network
products companies Ciena and Network Appliances, network solutions
providers Lucent and Nortel, and e-learning companies Digital Think and
Saba. Investors with similar collections of underperforming sure things,
some off as much as 90 percent from their original purchase prices,
inevitably all share the age-old problem of choosing a course of action
now. Do I buy more, hold, or sell?

The way humans respond to crisis is shaped by recent memory. Cogni-
tive psychologists believe it is not a particular event or environment that
disturbs us, but our thought and beliefs about a situation that creates havoc
in our lives. In an investing context, how we currently view the markets and
react to prices is to a large degree defined by our perceptions of the current
investment climate—just as the Crash of 1929 shaped how the public
approached the stock market for many years thereafter. In hindsight,
investors should have been piling into small-cap stocks as the market
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bottomed in 1932, but at that time the scar tissue was still healing. Fast-
forward to today; in a sense, we have been conditioned in recent years to
view the stock market as a sort of lottery. And who can blame us for having
such a healthy dose of optimism after a decade that delivered average
annualized returns of almost 17 percent on the S&P 500 Index? If not for a
callous rout of the markets, U.S. equity investors may have been able to
ignore market risk indefinitely.

By contrast, compare how we grapple with risk in other areas of our
lives. We are not born risk takers per se. We have learned that life insurance
pays, that fire alarms work, that safety belts can save lives. We take precau-
tions because we understand that some risks are simply not worth taking.
Although risk cannot be eliminated entirely, and certainly a healthy dose of
risk 1s a necessary component in stimulating progress, taking risk for the
sake of risk is dangerous.

Even though we are aware of all this, we still have a tendency to treat
market risk differently. We speculate. We sacrifice our otherwise sound
judgment in hopes of receiving a swift reward. Unfortunately, this type of
behavior will ultimately catch up with us. Absent the rigors of a systematic
approach, investing cannot be distinguished from speculation. If it is not
obvious already, there is an important distinction between the two. Ben-
jamin Graham summarized it this way. “Anyone who buys a so-called ‘hot’
common-stock issue is, or makes a purchase in any way similar thereto, is
either speculating or gambling.”'

The perils of speculating in the markets will always become most evi-
dent in a market downturn. For those who have only started their invest-
ment journeys, keep in mind that you have yet to live through years of
protracted market weakness. As excruciating as the current bear market
may seem, it pales in comparison to the years of aggravation endured by
investors during the period of economic stagflation in the 1970s. The term
stagflation was coined by economists to describe the previously unprece-
dented condition of simultaneous inflation and recession. It was the worst
of both worlds: an economy that was contracting while prices continued
to rise.

Although the term bear markets always seems to bring up the 1929 catas-
trophe or the 1987 crash, bear markets typically gnaw at us for years with
slow and steady declines, knocking around our investment senses and
draining every bit of enthusiasm. When the market turns bearish, risk is not
simply an afterthought but instead a priority. Notes John Bogle, “Risk—
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Figure 5.1 Where have all the good times gone?
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however measured and however elusive a concept, except in retrospect—
should be given the most careful consideration by the intelligent investor.
Markets, no matter what you may have come to think, do not always rise.”
In other words, risk management works best when used as part of our
investment process, as a preventive measure. Adopting the principles of
sound risk management after your portfolio takes a dive is too late. It’s
equivalent to shutting the barn doors after the last horse runs away. If The
New Yorker is right (see Figure 5.1), we may already be yearning for the
good times of the 1990s.

The Most Dangerous Words Ever Spoken

There’s an old joke on Wall Street: What are the four most dangerous
words in investing? The answer: “It’s different this time.” If anyone ever
says to you, “It’s different this time,” don’t walk away, run away.

Prior to the bursting of the Internet bubble, many wondered whether
the markets today could experience a decline of the magnitude evidenced
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in 1929. From peak to bottom, the Crash of 1929 wiped out 89 percent of
equity value over a three-year span. We heard so many pundits tell us that
times change, and, for many different reasons, things would be different
this time around. One reason was because the U.S. economy during the lat-
ter half of the 1990s performed like a Goldilocks fairy tale. It was blessed
with just the right amount of monetary stimulus, a spurt in worker produc-
tivity, enormous strides in the field of technology, and an amenable global
economy. Somehow the United States achieved a delicate balance between
above-trend growth and full employment, all without inciting inflationary
pressures. On the whole, economic conditions were not too cold, not too
hot, but just right.

And for a while the markets responded gloriously. Between 1995 and
2000, the S&P and Nasdaq markets delivered an average return of 21.3 per-
cent and 21.9 percent, respectively (Figure 5.2). Investors were delirious.
Old rules (e.g, asset allocation, the importance of diversification, and
investing according to your tolerance for risk) were discarded quicker than
old bricks and mortar.

About this time, a new generation of market commentators digitally
materialized and took over all forms of communication, including TV,
radio, and online chat rooms. Armed with acerbic wit, they effortlessly dis-
missed all preexisting market theory as conventional. Only days into the

Figure 5.2 Annual returns.
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new millennium, we were being informed that the collective ideas and wis-
dom of such legendary investors as Charles H. Dow, Benjamin Graham,
George Soros, Peter Lynch, Warren Buffett, John C. Bogle, and Sir John
Templeton were relics from the past. The Dow Jones Industrial Average
roared past 10,000 for the first time, two authors obtained their 15 minutes
of fame arguing that the blue-chip index could just as easily smash 36,000.’
All the while, the Nasdaq composite marched higher and higher as invest-
ors embraced shares of any company that promised to make technology
smarter, faster or more accessible.

Then it happened: A combination of poor business planning, intense
competition, and weak advertising pushed scores of dot-com companies off
the precipice, wiping out hundreds of billions of dollars in market capital-
ization and sending share prices tumbling. The Nasdaq Composite, the
technology bellwether, experienced a correction of 72 percent from top to
bottom between March 2000 and September 2001—one of the swiftest and
most damaging corrections in financial market history. (See Figure 5.3.) By
comparison, the bear market that ravaged the Japanese Nikkei during the
1990s took over 11 years to fall by a similar magnitude. All told, at one

Figure 5.3 Nasdaq slide.
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Figure 5.4 The fall and rise of the Dow.
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point, over $4 trillion in wealth disappeared as a result of the slide in the
U.S. equity market.

The dot-com industry imploded before our eyes—millions injured,
one bull dead. Investors limped through Nasdaq’s worst years ever in 2000
and 2001, as technology and telecommunications stocks were punished for
having valuations that defied gravity amid a slowing economy. Broader
stocks didn’t fare much better, as the Standard & Poor’s 500 Index put in its
first down year since 1994, and the Dow Jones Industrial Average posted its
first negative annual performance since 1990. It goes without saying, but
we’ll say it anyway: The investors who felt the most pain were the ones who
disregarded the old rules—asset allocation, the importance of diversifica-
tion, and investing according to your tolerance for risk.

Now let’s compare the chart in Figure 5.3, depicting the slide of Nas-
daq, with the one in Figure 5.4, showing the Crash of 1929. On a relative
basis, only 17 percentage points separate the bottoms. Looking at Figure
5.4, a pessimist might well ponder the question, “What if investors’ confi-
dence in today’s market continues to ebb, or corporate earnings fail to
improve, or another Fortune 500 company like an Enron blows up? Who’s
to say we won'’t suffer the same prolonged losses today that the markets
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suffered in the Crash of 1929?” However, an optimist looking at the same
chart might be struck by the tremendous upward pull—the fantastic rally
from the lows notched in mid-1932—and wonder whether the market in
2003 and beyond will unfold similarly.

Indeed, the initial slide created an incredible window of opportunity,
inspiring an eightfold increase from the lows set in 1932 to the highs set in
1954. The fortunate individuals who were not left destitute by the events of
October 1929 were given a chance to take advantage of exceptionally dis-
counted valuations. In the aftermath, adopting disciplined and consistent
dollar cost averaging would ultimately have led to tremendous gains. Risk,
as always, created numerous opportunities.

In reality, almost a generation separated the two peaks. The market
sorely tested one of the primary tenets of a successful investment program:
patience. For those who invested just prior to the Crash of 1929, it was a
long haul back—almost 25 years to the day—to recoup the original princi-
pal amount. And this applied only to index-based investors (not wide-
spread back then); individual shareholders fared much worse. Jeremy
Siegel, author of Stocks for the Long Run, aptly summarized the severity of
the collapse:

The Dow utilities, once considered conservative by many investors, also
fell 89 percent, while the Rail Average [the railroad sector that was a key
component of the stock market in 1929] plummeted 93 percent! And the
Dow consisted of the ‘blue chip’ stocks—the slaughter of the smaller
stocks was even greater, as many fell 95 percent or became completely
worthless. ... No investor, institutional or individual, can tolerate that
kind of trauma.*

The market showed no bias regarding style or sector (shades of 1929
clearly resurfaced in 2000). As the slide gained momentum, it was sell first,
ask questions second. Under such distressed conditions, even the true
believers had many reasons to lose faith along the way.

Playing the Hand We're Dealt

With so many conflicting reports and opinions over the immediate direc-
tion of the market and the timing of a rebound, we can’t blame anyone for
having more questions than answers. Here are the questions we’re most
frequently asked: What do I do now? How do I distinguish whether the
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market’s worst is behind us or ahead of us? Is today’s stock market over-
priced, underpriced, or fairly priced? How can I better time my entry and
exit points? The answers aren’t easy. And because we’re risk managers, the
answers we provide generally do not thrill anyone. That’s because each
investor is unique. Without knowing each investor’s distinctive goals, hori-
zon, and tolerance for risk, we couldn’t possibly offer a complete answer.
A given investor may have short-term objectives that conflict with the
blanket statement, “Invest for the long term.” But that does not mean
investors with a 1-, 5-, 10-, 20-year horizon cannot enjoy the fruits of the
market.

The remainder of this chapter will address the question, “Whatdo I do
now?” However, since we don’t know what you’re holding in your hand, the
information we present is going to steer you in three directions, to buy, to
hold, or to sell. Hopefully, this data, when combined with your own sensi-
bilities and understanding of your particular tolerance for risk, will enable
you to build and maintain investments that deliver returns more closely
aligned with your overall expectations.

Buy

Some perpetual bulls discount bear markets altogether. According to Peter
Lynch, the famed fund manager who ran the Magellan Fund,

The market itself is very volatile. In the 95 years so far, we’ve had 53
declines in the market of 10 percent or more.... That’s once every two
years. Of the 53, 15 of the 53 have been 25% or more. That’s a bear
market. So 15 in 95 years—about once every six years you’re going to
have a big decline. Now no one seems to know when they’re gonna hap-
pen. At least if they know about ’em, they’re not telling anybody about
’em. I don’t remember anybody predicting the market right more than
once, and they predict a lot. So they’re gonna happen. If you're in the
market, you have to know there’s going to be declines.’

Those who favor the stock market over other alternatives suggest that
focusing on the long term will mitigate any periodic episodes of distress. In
fact, even major market corrections of over 40 percent seem minor when
seen against the larger backdrop of a century’s worth of higher prices. The
broader U.S. equity market over any 30-year period has returned no less
than an annualized rate of 3 percent.
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Professor Jeremy Siegel of the Wharton School has contributed the
most exhaustive empirical case for stocks in the long run.® His analysis, dat-
ing from 1997 back to 1802, demonstrates the steadiness of stock market
returns despite what Siegel sees as three periods of fundamental change to
the underlying U.S. economy over the course of almost two centuries. The
first, from 1802 to 1870, was a period that witnessed the country shift away
from its agrarian roots. The second period, from 1871 to 1925, was an era
marked by incredible advances in manufacturing and production. The
third period, from 1926 to 1997, saw the blossoming of the modern indus-
trial age.

Contrary to what we would expect, real returns from the broader U.S.
equity markets in all three periods remarkably gravitated toward 7 per-
cent (see Table 5.1), this despite sweeping changes many times over in
the larger economy. “The surprising constancy of the historical real
return on equity cannot be denied. It may reflect economic forces far
beyond our usual concepts of capital and investment,” argues Siegel.’
Most strikingly, $10 invested in stocks in 1802 was worth $5.59 million by
1997. Compare this to $8,000 for bonds in the same period. In light of
this, there is little arguing that U.S. equities have proven to be solid long-
term investments.

Not only have stocks proven to be good long-term bets, but longer
holding periods have an efficacious effect on risk. Time has proven to be
the best antiseptic to risk. Empirical studies, notably by Siegel, show that
the volatility of expected returns declines with the advantage of time.

Table 5.1 U.S. Equity Returns

Total
Nominal

Historical Period Years Return Inflation  Real Return
Agrarian age 1802-1870 71% 0.1% 7.0%
Manufacturing age 1871-1925 7.2% 0.6% 6.6%
Industrial age 1926-1997 10.6% 3.1% 7.2%
195 years of
U.S. equity returns 1802-1997 8.4% 1.3% 7.0%
Source: Stocks for the Long Run, Second Edition, by Jeremy Siegel, copyright 1998 by
McGraw-Hill Book Companies. Used with permission.
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Figure 5.5 U.S. equity returns by holding period.
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Again, using the period from 1802 to 1997 as the basis for our analysis, we
see that the highest one-year real return on stocks was 66.6 percent (Figure
5.5). The largest one-year loss was 38.6 percent. In comparison, the largest
compound annual return over 30 years was 10.6 percent; the smallest
return in the same period was 2.6 percent.

Another way of illustrating these findings is to size up the difference
between the best- and worst-case scenarios in each period. A one-year
range can be restated as 105.2 percent versus 8 percent for a 30-year hori-
zon. It is not unfair to conclude that the variability of returns narrows over
time. In fact, that would be putting it mildly.

The numbers certainly give a ringing endorsement for stocks as supe-
rior long-term investments. Moving forward, there is little to dispute that
U.S. equity markets will continue to offer sound investment returns for dis-
ciplined investors with long-term horizons.

Words of caution to long-term investors: Of equal importance, we
must ensure that long-term investment advice is not blindly interpreted as
a passive buy-and-hold strategy. Admittedly, this can prove exceptionally
frustrating for investors who have espoused long-term strategies with the
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hope that everything would eventually be made right. But as evidence
shows, whereas the broader equity markets have successfully delivered
positive returns over many years, individual shares have been susceptible
to complete failure. As such, a portfolio made up of a handful of individual
equities can generate negligible or negative returns even after an extensive
holding period. Failing to shave losers can be as disappointing as cutting
winners too soon. We are reminded of the following exchange in Victor
Niederhofter’s The Education of a Speculator:

“So how did it end?” I asked.

“Well, let’s just say I held on too long. I got reamed in the crash. But
all my stock picks initially went up 50 percent. Now I’'m a much smaller
speculator.”®

An old business proverb suggests that no one ever got fired for taking
profits. We are not advocating a hit-and-run strategy, but rather an invest-
ment guideline founded in common sense. You can grow a healthy forest
without a single tree hitting the clouds, and so it is with even a long-term
financial plan. Despite the emphasis on buying for the long run, the impor-
tance of realizing gains (whenever appropriate) should not be discounted.
After all, the chance of building a buy-and-hold portfolio of several Gen-
eral Electric-like stocks is quite implausible.” In the real world, sometimes
a prince who turns into a frog remains a frog. Value can change in an
instant, without a lot of warning. Think about how many Enron, Tyco,
Elan, and WorldCom investors would be happier today if they bolted after
the first sign of accounting irregularities.

Words of caution to short-term investors: Can any of us afford to sit
through a period of market malaise that mirrors the early 1970s? For some,
even a handful of years will prove too costly. Even if we would like to heed
the words of the wise, many of us simply cannot wait a decade or more for
investments to pay off. To wit, those with a shorter-term outlook need to
pay much more heed to risk, as greater fluctuations can wreak havoc on our
senses and our net worth. To put it differently, a 5-year plan to retirement
should look markedly different from a 10-year or a 30-year strategy.
Although there is no single uniform recommendation, asset allocation will
largely reflect our age, our investment goals, and our time to retirement. A
near-term exit strategy should try to reduce the overall RiskGrade of the
portfolio.
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Hold

Perhaps no one champions the strengths of long-term value investing as fer-
vently as Warren Buffett. Buffett’s case for adopting a long-term horizon,
echoed by other successful money managers, has been backed by an incred-
ible performance over the past three and half decades. Under his command,
Berkshire Hathaway has seen its per-share book value grow on average by
more than 23 percent each year. Over this period, a single share of Berkshire
stock has grown, incredibly, from $12 to $71,000 a share, an annualized
growth rate of 27 percent. His legendary returns have given him the dis-
tinction of being labeled the “Oracle of Omaha.” Buffett’s success has been
tied to a focused investing approach with the following characteristics:

* On average, select between 10 and 15 companies with solid histories
and high probabilities of success.

* Hold onto these for a minimum of five years, if not longer.
* [gnore forecasts by the “experts.”

e Disregard the day-to-day swings in market, which can be unsettling.

Despite the overwhelming mounds of evidence that urge us to adopt a
long-term investment horizon and the true-to-life examples of Buffett,
Lynch, and others, a common mistake repeated by even seasoned investors
1s to focus on short-term swings. We are creatures of believing what we see.
As we learned in Chapter 2, the instantaneous dissemination of financial
information cuts like a double-edged sword for modern-day investors. On
the one hand, greater access to the markets has served as a great equalizer,
making it possible for the masses to take control of personal financial deci-
sions as never before. On the other hand, technology has fostered an envi-
ronment of daily account voyeurs. Although this type of behavior was seen
even during the Great Depression, today’s technology has clearly brought
it to a new level. The status of our online trading accounts is monitored
more regularly than the balance in our checkbooks. The information age
has allowed some of us to agonize over the status of our net worth minute
by minute. The natural consequence of this compulsive behavior is a
greater probability of reacting to short-term events. The more often we see
change, the greater the likelihood that we will respond to it. Reacting to
short-term moves in the market invites overtrading, which results in higher
transaction costs that compromise returns.
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Investors today are submersed in information. We are generally sur-
rounded by information on all sides 365 days a year. Need proof? As you read
this sentence you are likely within arm’s reach of a radio, a television, a com-
puter, a phone, or a handheld wireless device capable of delivering informa-
tion. Such immediacy of information causes us to place greater faith in our
ab