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  xi Foreword

foreword

“It will fl uctuate.” 1

– J.P. Morgan’s reply when asked 
what the stock market will do.

In this volume Mark Hebner 
meticulously refutes the idea that 
individual investors can beat the 
market by stock selection or market 
timing. Some readers may react with 

the thought that “perhaps most investors cannot beat the 
market, but some can. I merely have to emulate those with 
superior performance.” Examples of investors with sustained 
superior performance include the legendary Warren Buffett and 
David Swensen, Yale University’s Chief Investment Offi cer, 
whose performance over decades has been widely admired and 
imitated by endowment and retirement plan managers, but with 
rare success.

If you examine the words and practices of these distinguished 
investors, you will fi nd their above-market performance is 
not due to a set of rules which can be followed by individual 
investors. Rather, it is due to resources and opportunities 
which individual investors and most institutional investors 
do not have. Mr. Swensen tells how he does it in his book, 
“Pioneering Portfolio Management: An Unconventional Approach to 
Institutional Investment.” As noted in the title, Swensen’s book 
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explains how an institutional investor (as distinguished from 
an individual investor) might achieve above-market returns. He 
observes there is little chance for beating the market with well-
followed securities such as large cap and small cap stocks. As 
to opportunities available to the institutional investor from less 
conventional sources, Swensen writes: “Populated by unusually 
gifted, extremely driven individuals, the institutional funds management 
industry provides a nearly limitless supply of products, a few of which 
actually serve fiduciary aims. Identifying the handful of gems in the tons 
of quarry rock provides intellectually stimulating employment for the 
managers of endowment portfolios.” 2 

Few, if any, individual investors have the time and skill to 
separate the “gems” from the “quarry rock,” even if they were 
presented with similar opportunities. Any individual investor 
who believes he or she can achieve above-market performance 
is almost sure to underperform the market substantially, as 
Mark Hebner documents.

Hardly any institutional investors are able to outperform 
their proper benchmarks. Among those who do accomplish 
this feat, their ranks largely change from year to year, making 
their discovery a moving target, as Mark Hebner shows in this 
volume. Swensen affirms the difficulty of identifying skilled 
fund managers. He states, “I erred in describing my target audiences. 
In fact, I have come to believe that the most important distinction does 
not separate individuals and institutions… few institutions and even fewer 
individuals exhibit the ability and commit the resources to produce risk-
adjusted excess returns.”3

Indeed, the challenge of ferreting out the gems from among 
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the “tons of quarry rock” is more challenging than it might 
first appear.

While Warren Buffett has not written a text on the subject, 
his actions show his success—like Swensen’s—is in part due to 
his being offered opportunities not available to the individual 
investor. Specifically, he is offered the opportunity to take 
large positions in established companies at favorable prices. 
At such times, company information is made available to Mr. 
Buffett and his staff which is not routinely available to the 
public. Ultimately, however, it is his and his staff’s ability to 
evaluate such positions—to separate the gems from the quarry 
rock—that explains their long-run success. As in the case of 
Swensen’s outperformance, few individual investors have the 
time and skill to evaluate such opportunities, even if they were 
presented to them.

As to market timing, I know of no one who has consistently 
outperformed the market by market timing. Since there are 
always countless “authorities” who say to buy, and countless 
others who say to sell, there will always be many instances in 
which someone called correctly the last turn of the market, and 
even the last two or three turns. As Hebner documents, it is a 
foolish hope to try to emulate such market timers. It is better 
to go with J.P. Morgan’s advice—that all one knows about the 
market is that it will fluctuate.

J.P. Morgan’s observation has at least three implications. 
The obvious one is: Don’t try to time the market. You will 
make your broker rich, not yourself. Another implication is 
you should choose a portfolio you can live with despite market 
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fluctuations. For example, the year 2008 was not an “outlier,” 
nor was it even the worst year on record. Rather it was tied for 
the second worst year. It was a one-in-forty year event, not 
a one-in-a-thousand year event. The frightened investor who 
decided to get out of the market in March of 2009 locked in his 
or her losses for good. The chief problem with small investors 
is they buy when the market has gone up and believe it will rise 
further, and they sell when the market has fallen and believe 
it will fall more. One of the principal functions of the right 
financial advisor is to make sure the investor understands the 
volatility of his or her specific portfolio and is willing to stick 
with it for the long run.

As Mark Hebner explains, a third implication of the fact that 
markets fluctuate is the need to rebalance. Suppose an investor 
is comfortable with a 60-40 mix of stocks versus bonds. If the 
market rises substantially, the portfolio’s equity exposure will 
greatly exceed sixty percent. The rebalancing process sells off 
the excess, bringing the portfolio back to a 60-40 mix. If the 
market falls, then the portfolio will have less invested in stocks 
than the target 60 percent. The rebalancing process then buys. 
This process of rebalancing—which sells when the market is 
up and buys when the market is down—is sometimes referred 
to as “volatility capture” and leads to what Fernholz and Shay 
(1979) refer to as “excess growth.”4 The rebalanced portfolio will 
grow faster than the average growth of its individual constituents. 
It may even grow faster than any one of its constituents due to 
the rebalancing process. Thus, if handled knowledgeably, market 
volatility can be the investor’s friend.
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“Money in the bank” sounds safe, but will do little to 
outpace inflation. On the average, over the long run, a well-
diversified portfolio that includes stocks and bonds will almost 
surely continue to outpace both inflation and money in the 
bank. However, as this book documents so well, a foolish 
attempt to beat the market and get rich quickly will make one’s 
broker rich and oneself much less so.

– hArry mArkowitz, ph d 
1990 Nobel Prize Recipient

Harry Markowitz, Ph.D. is best known for his pioneering work in 
Modern Portfolio Theory, for which he was awarded the 1990 Sveriges 
Riksbank Prize in Economic Sciences in Memory of Alfred Nobel 
(referred to as the Nobel Prize in this book). In 1952, he developed the 
simple, yet profound notion that investors must consider the risk associated 
with their investments, not solely the return. This groundbreaking discovery 
sparked a financial revolution pertaining to the relationship between risk 
and return. He is widely known as the father of Modern Portfolio Theory. 
Dr. Markowitz is also the recipient of the 1989 John von Neumann Prize 
in Operations Research Theory for his work in the areas of sparse matrix 
techniques and the SIMSCRIPT programming language, in addition to 
portfolio theory. He currently serves as an Adjunct Professor of Finance 
at the Rady School of Management at the University of California, San 
Diego and an Academic Advisor to Index Funds Advisors, Inc.
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  xvii Introduction

IntroductIon

Americans work hard. On average we log 8.5 hours each 
working day, with many of us amassing far more hours to secure 
success. We are dedicated, and we are driven to working and 
saving for our nest eggs—that little slice of financial security 
that is our reward for a job well done.

Unfortunately, rarely in the course of this frenetic pace do 
we stop to learn how to properly invest our earnings so they 
can best work for us.

I was one of those people. I was fortunate enough to start a 
successful company right after I graduated from college. I was 
thirty-two years old when I sold that company, and I walked 
away with a nice sum of money. Without giving it a second 
thought, I deposited that money with a big-name brokerage 
firm. They seemed competent to properly grow my wealth. They 
had offices in high-rise towers. They had well-dressed analysts 
and impressive looking reports. Indeed, I was confident they 
would effectively put my money to work for me.

Twelve years later, I woke up to the ugly truth that my 
confidence in that brokerage firm was unfounded, and my 
earnings opportunities up to that point had been largely wasted.

Until that time, I believed the financial success of Wall 
Street brokerage firms was the result of jobs well done in 
creating wealth for their clients. Too late, I learned that big 
brokerages did not get rich by enhancing their clients’ wealth, 
but rather (and ironically) by depleting it, transferring it slowly 
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in the form of commissions and margin interest that were in 
no way justified by the lackluster returns accompanying them. 
This steady transfer buys plenty of full-page ads in the Wall 
Street Journal and ample commercial time on CNBC to lure in 
even more clients, thus perpetuating the slow and sure transfer 
of wealth that comes with each buy and sell. 

Prior to my revelation, I lived with a nagging suspicion that 
my investments could do better. I knew there was a better way 
to invest, but I never really had the motivation to find it. I was 
busy with my family and my work, and I could never put a 
finger on what I should have had or could have had relative to 
what I did have.

My revelation about the investment world came to me 
through a tragedy. A friend of mine was killed in a car crash. 
I told his widow I would help her in any way I could. Shortly 
thereafter, she said what she really needed was help with her 
investments. I knew she was relying on me to provide some 
good, solid help, and I also knew I was ill-equipped to give it. 

“What do I know about investing?” I asked her. “My 
portfolio hasn’t done well.” I knew I had to do some research. 
I knew I needed to find a better way to invest, and I needed 
to share it with her. I revisited the finance courses from my 
MBA program. I went to the library and the bookstore and 
bought countless books on investing, and I read them all. I dug 
into Burton Malkiel’s Random Walk Down Wall Street and John 
Bogle’s Common Sense on Mutual Funds, among many others. 
What I discovered in the pages of those books was nothing 
short of stunning: managers don’t beat markets.
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At first I asked, “How could this be? We have all these 
managers in the world who are in business to beat the market, and 
yet, they’re not beating the market. The market is beating them.”

It struck me like a bolt of lightning: I didn’t just have the 
wrong advisors, I had the wrong strategy altogether. With all 
of the time, effort and money spent trying to find the next hot 
stock or mutual fund manager, I would have been far better 
off had I simply bought, held and rebalanced a portfolio of 
index funds. How much better off? When I compared my own 
actively managed portfolio’s performance against the value of a 
risk-appropriate passively managed portfolio, I was struck with 
the harsh reality of the price I paid for my lack of investing 
knowledge. I call this my $30 million lesson.

I paid a very steep price for relying on an industry that 
profits handsomely when investors are kept in the dark. I 
wondered just how many others had paid the price for too little 
knowledge and too much trust. I questioned how many more 
would suffer before the investment industry would awaken 
to its very own Howard Beale who would finally muster the 
courage to step before the CNBC cameras to declare, “I’m mad 
as hell, and I’m not going to take it anymore.” 

Awestruck by the glut of misinformation that served as 
the basis for poor investment decisions, I could not remain 
silent. I knew I had found my mission in my lesson, and I was 
determined to change the way the world invests.

Just as in the movie “Network,” in which Beale used 
the airwaves to deliver his message, I leveraged the Internet 
to deliver mine. In 1999, I launched ifa.com, a free and 
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comprehensive site that contains hundreds of charts, graphs, 
articles, podcasts, and videocasts to help investors learn about 
investments that can better enhance their own wealth, rather 
than the wealth of their brokers. At the same time, I launched 
Index Funds Advisors, Inc. (IFA), a fee-only financial advisory 
firm that works with individuals and institutions to invest in risk-
appropriate portfolios properly benchmarked for each investor’s 
specific situation and risk capacity. Today, nearly 40 employees 
and $1.8 billion strong, IFA’s mission has taken hold. 

 This book incorporates the quality research and data that 
IFA uses to advance the financial futures of its roughly 1,800 
clients. It is precisely the information that I incorporate daily 
to change the way the world invests by replacing speculation 
with science. Step by step, this book will lead you away from 
the pitfalls of active investing that threaten your long-term 
financial success and lead you instead toward a strategy that will 
efficiently put your money to work for a better financial future.

You work hard enough. You don’t need to log any more 
hours or commissions to fund your broker’s retirement instead 
of your own. Read the following pages well, as they hold the 
key to your ability to optimally reap the fruits of your labor. 
Yes, you can finally invest and relax. 

– mArk t  hebner

mArch 2013
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“Th e investor’s chief problem, and even his worst 
enemy, is likely to be himself.”

±  Benjamin Graham, Th e Intelligent Investor; 
A Book of Practical Counsel, 1949 

“Th ere is something in people; you might even call 
it a little bit of a gambling instinct… I tell people 
investing should be dull. It shouldn’t be exciting. 
Investing should be more like watching paint dry or 
watching grass grow. If you want excitement, take 
$800 and go to Las Vegas.”

±  Paul Samuelson, Ph.D., Nobel Laureate in 
Economics, 1970, “Th e Ultimate Guide to Indexing,” 
Bloomberg Personal Finance, 1999

“Th e neural activity of someone whose investments 
are making money is indistinguishable from that of 
someone who is high on cocaine or morphine.”

±  Jason Zweig, Your Money & Your Brain, 2007

steP 1: ActIve Investors

“Most institutional and individual investors will 
fi nd the best way to own common stock is through 
an index fund that charges minimal fees. Th ose 
following this path are sure to beat the net results 
[after fees and expenses] delivered by the great 
majority of investment professionals.”

±  Warren Buff ett, 1996 Shareholder Letter
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WhAt would you do iF you never listened to another 
fi nancial media pundit, watched another fi nancial news show 
or spent another hour in front of your computer feverishly 
tracking the stock market? How would that make you feel? 
Anxious and nervous that you were missing out on something? 
Or relieved that you could spend your time doing what you 
really enjoy? More investors are discovering the solution to 
anxiety-free investing, learning the strategies that enable them 
to shift their focus away from the frenzy of Wall Street and put 
their attention on what they value most. 

That’s what this book is about—to show you, the investor, 
that you no longer have to lose any sleep worrying about your 
investments. It’s actually possible to invest and truly relax. What 
is this groundbreaking way to invest? The truth is that it’s not 
groundbreaking at all. Like most “secrets” or solutions, the 
answer has been around for a long time. It’s not riveting or thrill-
inducing and provides no emotional rush. It’s not a quick fi x. On 
the contrary, it’s sound and prudent and offers a wise alternative 
to what is termed “active investing” in the fi nancial investment 
world. What is it? It’s passive investing with index funds. 

This 12-Step Recovery Program for Active Investors will walk 
you through the land mines and pitfalls of active investing 
and show you a better way to invest. When you complete this 

Th e lure of fast money makes you think active,
but the record proves you’re better off  passive.
 ±  Th e Speculation Blues5
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  25 Journey to Tradeless Nirvana 

12-Step Program, you will understand the differences between 
active and passive investing and be fully aware of the emotional 
triggers that impact investment decisions. You will also obtain 
an enlightening education on science-based investing that may 
forever change the way you perceive how the stock market 
works. You will learn the hazards of speculation and the rewards 
of discipline. The best part is that you can learn to change your 
own investment behavior, which can lead to a more profitable 
and enjoyable life. 

As you embark upon the 12 Steps, an important concept 
to understand is that most people tend to make investment 
decisions based on emotions. The challenge for all investors 
is to ignore emotional triggers that impede rational decisions. 
Emotions often override reason when it comes to investment 
decisions, leading to irrational and destructive behavior. The 
financial news media and Wall Street feed the fear, anxiety and 
other stressful emotions experienced by investors, resulting in 
less than favorable investment outcomes. This book will teach 
you how to hang on in the midst of turmoil and show you the 
destructive nature of active investing. 

As you climb the 12 Steps illustrated in the following painting, 
you will abandon the gambling and speculative behaviors of 
the active investors located in the bottom right corner, ascend 
the stairs to claim your risk-appropriate portfolio (symbolized 
by the woman handing out colorful balls), and continue up to 
the balcony where individuals who have successfully completed 
their 12-Step Journey enjoy the tranquility of an investing state 
of mind I call, “Tradeless Nirvana.”
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ActIve versus PAssIve InvestIng 
Active investing is a strategy investors use when trying to 

beat a market or appropriate benchmark. Active investors rely 
on speculation about short-term future market movements 
and ignore vast amounts of historical data. They commonly 
engage in picking stocks, times, managers, or investment 
styles. As later steps demonstrate, active investors who claim 
to outperform a market are in essence claiming to divine the 
future. When accurately measured, this is simply not possible. 
Surprisingly, the analytical techniques that active investors use 
are best described as qualitative or speculative, largely including 
predictions of future movements of the stock market based 
on too little information. Bottom line, these methods prove 
self-defeating for active investors and actually lead them to 
underperform the very markets they seek to beat. 

The first step in any 12-Step Program focuses on recognizing 
and admitting a problem exists. In this case, this means identifying 
the behaviors that define an active investor. 

These include:
• Owning actively managed mutual funds
• Picking individual stocks
• Picking times to be in and out of the market
• Picking a fund manager based on recent performance
• Picking the next hot investment style
• Disregarding high taxes, fees and commissions
• Investing without considering risk
• Investing without a clear understanding of the value of 

long-term historical data
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There are sharp contrasts between the behaviors of passive 
investors and active investors. Passive investors don’t try to 
pick stocks, times, managers, or styles. Instead, they buy and 
hold globally diversified portfolios of passively managed funds. 
The term “passive” translates into less trading of the fund’s 
portfolio, more favorable tax consequences, and lower fees and 
expenses than actively managed funds. 

A passively managed fund or index fund can be defined 
as a mutual or exchange traded fund with specific rules of 
ownership that are adhered to regardless of market conditions. 
An index fund’s rules of construction clearly identify the type 
of companies suitable for its investment. Equity index funds 
would include groups of stocks with similar characteristics 
such as size, value and geographic location of company. This 
group of stocks may include companies from the United States, 
foreign countries or emerging markets. Additional indexes 
within these markets may include segments such as small value, 
large value, small growth, large growth, real estate, and fixed-
income. Companies are purchased and held within the index 
fund when they meet the specific index parameters and are sold 
when they move outside of those parameters.

Figure 1-1 illustrates the different characteristics between 
active and passive investing. Introduced in the early 1970’s, 
index funds investing has caught on, and for good reason. 
As the chart shows, index fund investors have fared better 
in returns and incurred lower taxes and turnover than active 
investors. They are also able to enjoy a relaxed state of mind. 
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Figure 1-1
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Problems

emotIons-bAsed InvestIng

The emotions of investors tend to match the wild gyrations 
of the market itself. Investors might feel euphoric when the 
market hits a new high and panic-stricken when the market 
has dropped like a rock. Who can blame these investors? The 
stock market can be a scary place when gut instinct overrides 
knowledge of the specific market dynamics at play, including fair 
prices, randomness, efficiency, and the benefits of diversification. 

Behavioral Finance is a field that studies the connection 
between investors’ emotions and their financial decisions. In The 
Little Book of Behavioral Investing: How Not to be Your Own Worst 
Enemy,6 author James Montier talks about the importance of 
planning ahead to protect us from the “behavioral biases that 
drag down investment returns.” He highlights the need for 
investors to pre-commit to an investment strategy in order to 
avoid the pitfalls of emotional decisions. 

In Your Money & Your Brain,7 financial writer Jason Zweig 
details evidence of the release of addiction related dopamine in 
our brains when we anticipate big wins. “The dopamine rush 
we get from long shots is why we play lotto, invest in IPOs, 
keep too much money in too few stocks, and invest with active 
portfolio managers instead of index funds,” Zweig states. “Our 
brains are wired to force us into forecasting; it is a biological 
imperative. In fact, humans are born with what I’ve come to 
call ‘the prediction addiction.’” Several researchers working 
in neuroeconomics, including Harvard’s Hans Breiter have 
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identified a striking similarity between the brain’s reaction to 
cocaine, morphine and the prediction of financial rewards.

Even wealthy individuals struggle with emotions 
management and investing discipline. A 2011 Barclay’s study8  
found that 41% of high net worth investors wished they had 
more self-control over their investing decisions. The study 
concluded that emotional trading can cost an investor about 
20% in returns over a 10-year period. Investors who prevent 
themselves from over-trading through specific strategies are on 
average 12% wealthier than those who don’t use self-control 
mechanisms. These self-control strategies include minimizing 
time spent checking on a portfolio or talking to someone prior 
to making a buy or sell decision. 

Several behavioral biases that tend to affect investor 
decisions include the following:

• Overconfidence: People mistakenly believe they can 
outperform the market. 

• Hindsight bias: Investors think past events were predictable 
and obvious and believe they should have known better. 
The truth is that news moves the markets, and past events 
could not have been predicted in advance.

• Familiarity bias: Investors invest only in stocks they know, 
which provides a false sense of security. An example may 
be a “legacy” stock that’s been passed down in a family 
through many generations. Regional or geographical 
bias also comes into play when investors choose stocks 
of companies headquartered in their state or region of 
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residence, which can lead to undiversified investments.
• Regret avoidance: Investors vow to never repeat the same 

decision if it resulted in a previous loss or missed gain, not 
understanding that the future cannot be predicted. 

• Self attribution bias: Investors tend to take full credit for 
investment gains and blame outside factors for losses, 
wrongly attributing success to personal skill or ability. 

• Extrapolation: Investors base decisions on recent events, 
assuming past market trends will repeat themselves. 

These behavioral biases cause investors to believe they have 
control in areas where they actually have none. A disciplined 
investing approach involves the understanding of the factors 
we can and cannot control, planning ahead and not giving into 
emotions when making investment decisions.

Figure 1-2 depicts the roller coaster of emotions active 
investors experience. In the emotional cycle, they wait until 
they feel confident their selected investments are on a perceived 
upward trend; then they place their orders. But once prices 
fall, doubt sets in. When that turns to fear, they often sell the 
investment, resulting in a loss. 

In contrast, Figure 1-3 shows the constant relaxed emotions 
that indexers enjoy by accepting market randomness and relying on 
investing science instead of making decisions based on emotions. 
Passive investors invest regardless of market conditions, because 
they understand short-term volatility is unpredictable. They know 
succumbing to gut instincts and emotions undermines long-term 
wealth accumulation. They also know that news about capitalism 
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Figure 1-3

is positive on average—but involves some stomach-churning 
volatility, as many experienced in the downturn of 2008 through 
March 2009, and again to some degree in 2011. 

Figure 1-2
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Figure 1-4

Passive investors also engage in periodic rebalancing and 
are rewarded in the long term for their discipline. Figure 1-4 
depicts the disciplined emotions and approach of “Rebalancers” 
who sell a portion of their funds that have grown beyond 
their target allocation and buy more of other funds to restore 
their target allocation. This is actually the opposite behavior 
of active investors, because rebalancers will sell a portion of 
their portfolio after it has gone up and buy more of those 
investments that have declined in order to maintain a specific 
asset allocation. This strategy seems counterintuitive and can 
be emotionally difficult to implement. Annual rebalancing 
requires discipline and ensures that a portfolio will remain 
diversified in volatile markets. This discipline also enables 
passive investors to better fulfill the age-old investing axiom: 
“buy low, sell high.”
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The impact of emotions on investor performance is a subject 
of much analysis. An annual study called the Quantitative Analysis 
of Investor Behavior (QAIB),9 which has been conducted by 
Dalbar since 1994, measures the impact of investor decisions 
to buy, sell and switch into and out of mutual funds. Each 
year, the study has shown the average mutual fund investor 
earns significantly less than the mutual funds over the same 
time period. In fact, the report issued in April 2012 carried 
this headline: “Investor Irrationality on Display.” The study 
further concluded, “One of the most startling and ongoing 
facts is that at no point in time have average investors remained 
invested for sufficiently long periods to derive the benefits of 
the investment markets.”

The Dalbar study further addresses the problems with 
investor behavior by stating, “The gross underperformance of 
the average investor in 2011 clearly displays what has been the 
case for twenty-five years: Irrational decisions lead to inferior 
returns.” The previous year’s Dalbar study states, “As this report 
has shown for the 17th time in as many years, mutual fund 
investors consistently underperform the relevant index.” The 
report also shows that most of this loss in performance is due to 
psychological factors that translate into poor timing of their buys 
and sells (investor behavior).10

Figure 1-5 illustrates the results of the 2012 Dalbar study, a 
comparison of the returns of an average equity fund investor to 
the returns of the market from 1992 through 2011. Permitting 
their decisions to be driven by short-term volatility, the average 
equity fund investor earned returns of only 3.49%, while the 
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Figure 1-5

S&P 500® returned 7.81%. An investment of $100,000 made 
in 1992 grew to an inflation adjusted amount of $119,786 over 
the 20-year period for an average equity fund investor, while 
the same amount invested in the S&P 500 grew to an inflation 
adjusted amount of $271,501. Even better, an investor who 
owned an all-equity, small value tilted, globally diversified 
index portfolio would have grown a $100,000 investment to 
an inflation adjusted amount of $376,638. Clearly, investor 
behavior can have a far more negative impact on investments 
than investors realize.
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ActIve Investors lose

In the June 2002 issue of Money Magazine,11 Jason Zweig 
described a study conducted by Indiana University Professor of 
Finance Charles Trzcinka, illustrated in Figure 1-6. The study 
used a similar technique to Dalbar by showing the difference 
between the annualized returns of the average mutual fund 
(time-weighted returns) and those of the average mutual fund 
investor (dollar-weighted returns). As the chart indicates, the 
average active fund advertised a 5.7% time-weighted annualized 
return from 1998 to 2001. The average fund investor, however, 
only earned a 1.0% annualized return. This discrepancy in 
returns arises because funds often obtain large returns when 
there are fewer dollars and shareholders invested in the fund, 
and fund declines often occur after a large inflow of investors 
chase those large returns. Once word of a fund’s success spreads, 

Figure 1-6
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investors swarm to the fund. When it inevitably declines, the 
fund is much larger than when it began, and it loses far more 
wealth for investors than it had previously gained.

Active investors also pay higher expenses, taxes and fees. 
When taxes and inflation are considered, I estimate that the 
average mutual fund investor lost a 3.3% annualized return 
over the 4-year period. This outcome is despite the fact that 
the average mutual fund reported annualized returns of 1.4%, 
a 4.7% gap between the return reported by the mutual fund 
and the return to the investor after inflation and taxes. The 
disparity between the fund returns and those that are actually 
earned by average active investors confirms the benefits of 
passive investing and emotions management. 

solutIons

Index funds InvestIng

While active investors seek to outperform the markets, buyers 
and rebalancers of index funds seek to capture the returns of 
the entire market in a lower-cost and tax-efficient manner. Index 
funds investors select passive funds that track defined asset class 
indexes. Regardless of market conditions, they stay the course 
and do not make investment decisions based on emotions. Since 
the global markets have delivered the returns of capitalism at a 
generous 9.5% annualized return over the last 85 years, a wise 
investment strategy is to hold and rebalance a portfolio that is 
globally diversified across many asset classes or indexes. 
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mAtchIng rIsk cAPAcIty wIth rIsk exPosure

Stock market returns are compensation for bearing 
risk. Higher expected returns require higher risk. Therefore, 
investors should take on as much risk as they have the capacity 
to hold—their risk capacity. One of the most effective ways to 
determine risk capacity is to examine five distinct dimensions: 
an investor’s time horizon and liquidity needs, investment 
knowledge, attitude toward risk, net income, and net worth. 
This is explained more fully in Steps 10 and 11.

vAlue of A PAssIve AdvIsor

Passive advisors play an integral role in emotions 
management. Knowledgeable, passive advisors help maximize 
investor success because they provide the critical discipline 
needed to combat emotional, reflex reactions like pulling out 
of the market the way so many did in late 2008, early 2009, or 
in 2011. Passive advisors not only help to manage an investor’s 
emotions, they serve as fiduciary stewards of their clients’ 
wealth.

Figure 1-7 is a compilation of 12 studies which depict 
varying levels of investor success with or without passive 
advisors. It shows that the average fund investor without a 
passive advisor (blue bars) captured only an average of 36.75% 
of fund returns. Indexers without passive advisors (purple bars) 
were more successful at capturing fund returns than average 
fund investors, due to a less active approach. However, they 
also failed to capture the full returns of the index funds they 
owned. The average passive investor captured only an average 
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Figure 1-7
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of 82.70% of a fund’s return, according to the studies. This is 
likely explained by a failure to rebalance asset allocations during 
market turbulence, a delay of investing when cash is available, 
or even the inability to stay invested during rocky markets. 

In sharp contrast, the Morningstar Indexes Yearbook states 
individuals who invested in Dimensional Fund Advisors (DFA) 
funds and used passive advisors (green bar) captured all of the 
fund returns and then some—109% of the fund returns. 

A 2005 Morningstar report says, “Consider the success 
Dimensional Fund Advisors (DFA) has had in selling its funds 
through advisors who undergo training on the merits of passive 
investing and in portfolio construction theory. Consider that 
over the past decade the dollar-weighted return of all index 
funds was just 82% of the time-weighted return investors 
could have gotten with those funds. Yet, the figures for DFA 
are much better. In fact, the dollar-weighted returns of DFA 
funds over the past 10 years are actually higher than their time-
weighted returns, suggesting advisors who use DFA encourage 
very smart behavior among their clients, even buying more out-
of-favor segments of the market and riding them up, rather 
than buying at the peak and riding the trend down, which is 
usually the case with fund investors.”12 The findings of this 
Morningstar report are shown in Figure 1-8. 

Knowledgeable passive advisors help their clients stay 
invested and rebalance through market turbulence. Such 
behavior enables these investors to maximize their ability to 
capture returns and provides justification for the right passive 
advisor. Many investors are lured into do-it-yourself indexing 
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through exchange traded funds (ETFs). This is a step in the right 
direction, but without a passive advisor, these investors have not 
experienced the full value of advised indexing. Quality passive 
advisors offer valuable services, such as rebalancing, tax loss 
harvesting, a glide path strategy, and other wealth management 
tools that are rarely properly applied by do-it-yourself investors. 
Step 12 provides more information on these topics.

the ulysses PAct

Homer’s legendary story about Ulysses (Greek name 
Odysseus) tying himself to the mast to avoid destruction can be 
aptly applied to investing. Ulysses was able to hear the beautiful 
siren songs without being led to his demise, because he made an 
agreement with his seafaring crew as they approached the sirens. 
He ordered them to plug their ears with wax and keep him tied 
to the mast despite his protests and cries. Under no circumstance 
were they to untie him. Ulysses desperately tried to break free 
upon hearing the sirens, but the men kept their promise, and 
the entire crew sailed safely through danger. They all worked 
together to strategically prevent their own ruin.

Figure 1-8
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The lure and noise of financial media often drive the 
behaviors and decisions of investors. A Ulysses Pact is like 
an investment policy statement, a proactive and strategic 
agreement that is made between a client and advisor in advance 
of any market turmoil or uncertainty. An advisor can guide 
clients through the murky or turbulent waters and ensure they 
don’t jump ship in response to the noise by signing a Ulysses 
Pact. This pact allows an investor to agree up front that 
under no circumstance will he act on emotions that can lead 
to irrational and wealth-destroying decisions. It can serve as a 
promise to one’s self to follow a passive advisor’s counsel to 
hold on and not buy or sell as a reflexive reaction to the short-
term movements of the market. This encourages a client to 
hold on and understand that the free market will set prices for 
a positive expected return, so that the storm will pass.

legendAry Investors Agree on Index funds

Renowned investor Warren Buffett is an advocate of index 
investing and has recommended it to his shareholders in three 
annual reports. “Over [the past] 35 years, American business has 
delivered terrific results. It should therefore have been easy for 
investors to earn juicy returns: All they had to do was piggyback 
corporate America in a diversified, lower-expense way. An index 
fund they never touched would have done the job. Instead, 
many investors have had experiences ranging from mediocre 
to disastrous,” Buffett said in his 2004 letter to shareholders. 
Buffett not only advocates index funds, he’s betting on them. 

The June 2008 issue of Fortune13 Magazine reported that 
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Buffett wagered a million dollars that an S&P 500 index fund’s 
ensuing 10-year returns would beat those of fi ve actively 
managed funds or hedge funds chosen by a prominent New 
York-based asset management fi rm. Having just passed the 
halfway point as of December 31, 2012, the Vanguard fund 
picked by Buffett is up by 8.69%, while fi ve hedge funds are 
essentially at breakeven (up 0.13%). While anything can happen 
over the next fi ve years, our money is on the Oracle of Omaha.

Many highly respected fi nancial experts affi rm Buffett’s high 
regard for index funds. For its “Core and Explore” program, 
Charles Schwab and Company recommended investors put a 
large portion of their large-cap assets in index funds. In his 
book, Charles Schwab’s Guide to Financial Independence, Schwab 
revealed, “Most of the mutual fund investments I have are 
index funds, approximately 75%.”14

Benjamin Graham, infl uential economist 
and mentor to Warren Buffett, spent most of his 
professional life analyzing companies for stock 
market bargains. However, shortly before his 
death, Graham rejected his long-held belief that 
investors could expect to beat the market through 
individual stock analysis. Graham was visionary 

in his early description of what is now known as a value index fund 
when he stated, “The thing that I have been emphasizing in my 
own work for the last few years has been the group approach. To 
try to buy groups of stocks [index funds] that meet some simple 
criterion for being undervalued—regardless of the industry and 
with very little attention to the individual company.”15

Benjamin Graham
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Noteworthy institutional investors also advocate index 
funds investing. David Swensen, Chief Financial Officer 
of the highly successful Yale Endowment Fund and author 
of Unconventional Success: A Fundamental Approach to Personal 
Investment16 and Pioneering Portfolio Management: An Unconventional 
Approach to Institutional Investment,17 has been particularly 
outspoken about the downfalls of active investing and the merits 
of index investing for individual and institutional investors 
alike. In an August 2011 opinion piece which appeared in 
the New York Times, Swensen blasted active investing and its 
facilitators, including mutual fund companies, retail brokers 
and advisors, citing that market volatility causes ill-advised 
investors to behave “in a perverse fashion, selling low after 
having bought high.” He asks, “What should be done? First, 
individual investors should take control of their financial 
destinies, educate themselves, avoid sales pitches, and invest in 
a well-diversified portfolio of low-cost index funds.”18

So what is the lesson here? In a nutshell, when you fully 
embrace a new way of investing, you can substantially reduce 
the stress and anxiety commonly experienced by active investors. 
You will be calmer, relaxed and more centered in the midst of 
the noise and frenzy of media pundits and Wall Street. Your 
unwavering commitment to your investment plan will allow 
you to let go of unnecessary worry and enable you to focus on 
what truly matters to you most. You will not only be rewarded 
emotionally, you will also improve your probability of investment 
success. Why would you want to do anything else? 
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“We next consider the rule that the investor does [or 
should] consider expected return a desirable thing 
and variance of return an undesirable thing.”

±  Harry Markowitz, Ph.D., 
Nobel Laureate in Economics, 1990, 
“Portfolio Selection,” 1952

“Properly measured, the average actively managed dollar 
must underperform the average passively managed dollar, 
net of costs. Empirical analyses that appear to refute this 
principle are guilty of improper measurement.”

±  William F. Sharpe, Ph.D., 
Nobel Laureate in Economics, 1990, 
“Th e Arithmetic of Active Management,” 1991 

“… Any pension fund manager who doesn’t have the 
vast majorityÐ and I mean 70% or 80% of his or her 
portfolioÐ in passive investments is guilty of malfeasance, 
nonfeasance or some other kind of bad feasance!”

±  Merton Miller, Ph.D., 
Nobel Laureate in Economics, 1990, 
“Investment Gurus,” Peter Tanous, February 1997

steP 2: nobel lAureAtes

“Question: So investors shouldn’t delude themselves 
about beating the market? Answer: Th ey’re just not 
going to do it. It’s just not going to happen.”

±  Daniel Kahneman, Ph.D., Nobel Laureate in 
Economics, 2002, quoted in the Orange County 
Register, “Investors Can’t Beat the Market,” 2002
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In 1709, engliSh poet AlexAnder pope wArned “a little 
knowledge is a dangerous thing.” This observation describes 
the plight of the active investor. Armed with advice from media 
pundits, many active investors discover too late how much they 
really do not know. They think active investing is the only way 
to make serious money. However, that conclusion is debunked 
by the wealth of knowledge produced by leading academics. 

In traditional 12-Step Programs, the second step is to 
acknowledge the presence of a higher power. Academic 
luminaries and Nobel Laureates serve as the higher power for 
investors. They have provided us with Nobel Prize-winning 
research and hundreds of peer-reviewed published papers 
that collectively discredit the myth that an active investor can 
consistently beat the market. Instead, their research supports 
the argument that a globally diversifi ed, lower-cost strategy 
maximizes returns at given levels of risk.

In the painting titled, Whom Should You Trust?, the dilemma of 
the investing public is illustrated. On one side is the slick salesman 
of Wall Street products. Tugging on the other side is an academic 
who provides valuable research that does not require the facade 
of a polished, packaged advertising campaign. The investors 
are caught in the middle, torn between the forces providing 
information. Hopefully, they will listen to the academic.

Professors came to a shocking conclusion,
the active advantage was just an illusion.
 ±  Th e Speculation Blues
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Problems

Investors rely on lAdy luck

The most significant problem for active investors is their 
reliance on factors other than empirical research in selecting 
investments. They speculate heavily and depend on Lady 
Luck, rather than on the science of investing. In addition, they 
often chase the recent success of a manager, stock, time, or 
investment style. The great majority of investors are unaware of 
the tremendous amount of academic brain power that has been 
applied to investing. This lack of awareness makes investors 
more susceptible to the lure of active management, so they 
engage in risks they do not understand and cannot quantify.

solutIons

center for reseArch In securIty PrIces

Milestones of achievement in modern finance have 
accelerated over the last several decades, as advancements in 
technology have enabled sophisticated calculations and analysis 
of hundreds of thousands of data points. At the heart of these 
analyses and computations is the renowned Center for Research 
in Security Prices (CRSP).

In 1960, University of Chicago Professor James Lorie was 
asked by Merrill Lynch to determine how well most people 
performed in the stock market relative to other investments. 
His research led to the creation of CRSP, a database of total 
returns, dividends and price changes for all common stocks 
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listed on the NYSE from 1926 to the present. The CRSP 
database has made the University of Chicago’s Booth School of 
Business the premier institution for financial and stock market 
research, boasting 26 out of 71 Nobel Laureates in Economics 
who have either attended or taught at the university as of 2012.

The CRSP database plays such a pivotal role in portfolio 
construction that Rex Sinquefield, co-founder of Dimensional 
Fund Advisors, said this about its creation: “If I had to rank 
events, I would say this one is probably slightly more significant 
than the creation of the universe.”19 Having celebrated its 52nd 
anniversary in 2012, CRSP is now the leading provider of 
historical stock market data to over 500 institutions around the 
world.

the nobel PrIze In economIcs

Since 1969, the Nobel Prize in Economic Sciences has 
been awarded to honor contributions in the fields of economic 
policy, development economics, international trade, and the use 
of financial resources. The groundbreaking accomplishments 
of academics provide the knowledge that active investors need 
to free them from the delusion they can beat a market. 

A tImelIne of the scIence of InvestIng

Truly successful investing is built on the pillars of academic 
research. The following milestones demonstrate how strongly 
the creativity, determination and tireless research of thousands 
of individuals have influenced the development of this 12-Step 
Recovery Program for Active Investors. 
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1776 – the weAlth of nAtIons

In his 1776 landmark book, The Wealth of 
Nations,20 Adam Smith asserted that countries 
that embrace free markets would prosper while 
others would not. His assertion was illustrated 
with the visual image of the invisible hand 
representing free market forces. Smith believed 

that individuals who acted in their own self-interest would 
benefi t society as a whole. By allowing buyers and sellers to set 
prices, a free market economy would ensure the allocation of 
resources in the most effi cient manner. Similarly, investing is 
based on the idea that market prices constantly shift to refl ect 
current market opinions.

Louis Bachelier

1900 – the rAndom wAlk theory

In his 1900 doctoral thesis, “The Theory 
of Speculation,” Louis Bachelier set forth 
his revolutionary conclusion that “there is 
no useful information contained in historical 
price movements of securities.” Therefore, the 
expected return of speculation is zero (minus 

costs). Bachelier’s theory was rejected by his peers and sat 
untouched for 60 years until economist Paul Samuelson 
discovered it. Samuelson, Eugene Fama and others would 
expand on Bachelier’s fi ndings with the ensuing and 
revolutionary Random Walk Theory, which asserts that stock 
prices continuously react to new information and therefore 
move in a random and unpredictable fashion.

Adam Smith
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1906 – the wIsdom of the crowds 
English scientist Francis Galton was a 

statistician who developed the important 
concepts of correlation and regression toward 
a mean. He discovered in the early 1900s that 
the collective wisdom of many is more accurate 
than the wisdom of a few. Galton arrived at 

his discovery of “The Wisdom of the Crowds” at a livestock 
convention, where a crowd of almost 800 people were asked 
to guess the correct weight of a butchered ox. Surprisingly, the 
average guess of the entire crowd was very close to the ox’s actual 
weight, only one pound off. No one individual came as close 
to the correct answer. In a 1906 Nature Magazine article titled, 
“Vox Populi” (Voice of the People), Galton concluded that a 
group of individuals making independent guesses would make 
a more accurate assessment than any individual would on their 
own. The world’s equity markets support Galton’s discovery, 
as millions of investors independently and collectively estimate 
a stock’s value by agreeing upon a price.

In 2005, New York Times journalist and author James 
Surowiecki eloquently detailed the accuracy of the collective 
wisdom of all of us in his popular book, The Wisdom of Crowds: 
Why the Many Are Smarter Than the Few and How Collective Wisdom 
Shapes Business, Economies, Societies and Nations.21 His book 
describes and affi rms Galton’s fi ndings that large groups of 
people are smarter than the elite few.

Francis Galton
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1965 – PrIces Are rAndom 
In 1970, MIT Professor of Economics Paul 

Samuelson was the fi rst American to be awarded 
a Nobel Prize in Economics. Samuelson has 
long been credited with contributing more than 
any other contemporary economist to raising the 
analytical and methodological levels of economic 

science. Infl uenced greatly by Louis Bachelier, Samuelson 
proved, expanded and refi ned Bachelier’s work in his famous 
paper, “Proof that Properly Anticipated Prices Fluctuate 
Randomly,”22 published in 1965. His fi ndings can be summarized 
as follows: a) market prices are the best estimates of value; 
b) price changes follow random patterns; and c) future news and 
stock prices are unpredictable. Samuelson’s wisdom is refl ected 
in his words, “Investing should be dull, like watching paint dry 
or grass grow. If you want excitement, take $800 and go to 
Las Vegas. It is not easy to get rich in Las Vegas, at Churchill 
Downs, or at the local Merrill Lynch offi ce.” The painting on 
the right illustrates Samuelson’s belief that investing should 
provide as much excitement as watching grass grow.

1965 – effIcIent mArkets

University of Chicago professor Eugene 
Fama is widely viewed as the “Father of 
Modern Finance.” Fama set out to explain why 
stock market prices fl uctuate randomly, and 
his fi ndings led to his coining of the phrase 
“Effi cient Market.” In “The Behavior of Stock 

Eugene Fama

Paul Samuelson
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Market Prices,”23 published in 1965, Fama examined the 
prevailing assumption that the tremendous resources available 
to any major brokerage firm, including industry trends, effects 
of interest rates, accounting data, and access to managers of 
firms consistently allow fund managers and security analysts 
to outperform a randomly selected portfolio of securities with 
similar general risk levels. However, the study determined no 
such advantage existed beyond that attributed to chance alone. 
In 1970, Fama published his Efficient Market Hypothesis in 
“Efficient Capital Markets: A Review of Theory and Empirical 
Work,”24 in which he concluded equity markets consistently 
incorporate all available information into their prices, and 
trends in capital markets cannot be identified in advance. He 
found that an agreement between a buyer and a seller reflects the 
most accurate value of a security, resulting in an environment 
where the only way an investor can beat market returns is by 
taking on greater than market levels of risk.

Eugene Fama and Kenneth French’s 1992 
paper, “The Cross-Section of Expected Stock 
Returns,”25 expanded upon the Nobel Prize-
winning research of Harry Markowitz and William 
Sharpe that delivered Modern Portfolio Theory. 
Fama and French determined that exposure to 
market, size and value risk factors explained as 

much as 96% of historical returns in diversified stock portfolios. 
Their discoveries serve as the foundation for constructing indexes 
that efficiently capture risks and returns based on five independent 
risk factors, including term and default for fixed income. 

Kenneth French
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Rex Sinquefield

1973 – the bIrth of Index funds

Shortly after earning his MBA from the 
University of Chicago, Rex Sinquefield convinced 
his then employer, American National Bank 
of Chicago, to develop the first market-cap-
weighted S&P 500 index fund. Established in 
1973, the fund was only available to institutions, 

and the New York Telephone Company became its first 
major investor. In 1976, Sinquefield teamed up with Roger 
Ibbotson to co-author “Stocks, Bonds, Bills and Inflation,” 
an annually updated study that is widely recognized as the 
most comprehensive empirical study of stock market returns 
available. Also in 1973, David Booth helped develop a market-
cap-weighted S&P 500 index fund for Wells Fargo Bank. 

Sinquefield and Booth teamed up in 1981 to launch 
Dimensional Fund Advisors, a mutual fund company committed 
to the construction of passive funds that efficiently capture the 
specific market risk factors identified by Fama and French. 
Sinquefield has been an eloquent and outspoken advocate 
for passive investing. At a 1995 Charles Schwab conference, 
Sinquefield said, “It is well to consider, briefly, the connection 
between the socialists and the active managers. I believe they 
are cut from the same cloth. What links them is a disbelief or 
skepticism about the efficacy of market prices in gathering and 
conveying information… so who still believes markets don’t 
work? Apparently it is only the North Koreans, the Cubans and 
the active managers.”
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Burton Malkiel

1973 – A rAndom wAlk

Economist, author and Princeton Professor of 
Economics Burton Malkiel is a leading proponent 
of Fama’s Effi cient Market Hypothesis. In his 
1973 book, A Random Walk Down Wall Street 
(now in its 11th edition),26 Malkiel challenged 
the fi nancial services industry to provide the 

investing public a better way to invest. “Fund spokesmen 
are quick to point out you can’t buy the market averages,” 
he wrote. “It’s time the public could.” He also quipped, “A 
blindfolded monkey throwing darts at a newspaper’s fi nancial 
pages could select a portfolio that would do just as well as one 
carefully selected by the experts.” Two years after his book was 
published, the Vanguard Group was formed to create the fi rst 
index fund available to individual investors. Vanguard founder 
John C. Bogle refers to Malkiel as the “spiritual leader of the 
[indexing] crusade.”27

1974 – A cAse for cAPItAlIsm

In his book, The Road to Serfdom,28 Austrian 
economist Friedrich von Hayek (1899 to 1992) 
made the case for free market capitalism as 
a better economic model to communism or 
socialism. He and his mentor Ludwig von Mises 
were infl uential fi gures in the Austrian school 

of political economy. He postulated that centralized planning 
by a government is not democratic and that market economies 
are the result of spontaneous order, resulting in a more effi cient 

Friedrich von Hayek
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allocation of societal resources than any other system could 
achieve. Building on the work of Adam Smith, Mises, and 
others, Hayek argued that in socialist or communist societies, an 
individual or a small group of people unreliably determines the 
distribution of resources. The findings of his research support 
the concept that prices in a free market, such as the New York 
Stock Exchange, are set by information that is available to all 
market participants and serve as a means of communication 
between buyers and sellers. Hayek was awarded the Nobel 
Memorial Prize in Economics in 1974 and the Presidential Medal 
of Freedom in 1991 by President George H.W. Bush.

John Bogle

1975 – fIrst retAIl Index fund

On December 31, 1975, Princeton graduate 
John C. Bogle created Vanguard’s First Index 
Investment Trust with just $11 million, the first 
index fund available to individual investors. 
Now known as the Vanguard 500 Index Fund, 
the fund was initially met with criticism, even 

earning the nickname, “Bogle’s Folly.” The fund became 
the security industry’s largest mutual fund in 2000 and as of 
December 2012, managed more than $118 billion in assets.

Bogle is widely recognized as a vocal champion of the 
individual investor, even earning him the moniker of “St. Jack” 
for his unwavering commitment to keeping fees as low as possible 
and ensuring fund transparency and purity. Bogle has received 
significant accolades in recognition for his unselfish efforts. In 
2004, TIME Magazine named Bogle one of the world’s 100 
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most powerful and influential people, and Institutional Investor
presented him with its Lifetime Achievement Award. In 1999, 
Fortune designated him as one of the investment industry’s four 
“Giants of the 20th Century.” In 1998, Bogle was presented the 
Award for Professional Excellence from the Association for 
Investment Management and Research, and he was inducted 
into the Hall of Fame of the Fixed Income Analysts Society, 
Inc. in 1999.

Bogle is also a prolific and best-selling author of many books. 
Some of my favorites are Common Sense on Mutual Funds: Fully 
Updated 10th Anniversary Edition (2009); The Little Book of Common 
Sense Investing: The Only Way to Guarantee Your Fair Share of Stock 
Market Returns (2007); and Bogle on Mutual Funds: New Perspectives 
for the Intelligent Investor (1994). 

David Booth

1981 – A new dImensIon of InvestIng

David Booth earned his MBA from the 
University of Chicago in 1971, where he studied 
under great economic minds like Eugene Fama 
and Merton Miller. Booth suspected many 
investors were unaware of the importance of 
market efficiency and the benefits of size risk 

exposures. So in 1981, along with Rex Sinquefield, Booth 
founded Dimensional Fund Advisors (DFA), a highly regarded 
mutual fund company that applies passive asset class strategies 
to its wide range of fund choices, many of which provide a 
tilt toward small and value factors which have shown to 
deliver higher returns over time. DFA was one of the first fund 
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companies to impart to its clients and advisors the concept that 
economic science demonstrated a direct relationship between 
risk and return. Booth’s efforts have been amply rewarded, as 
DFA is widely regarded by independent investment advisors 
as a top mutual fund company with assets of $262.1 billion as 
of December 2012. Booth has generously shared his wealth 
to continue the advance of investing science. In 2008, Booth 
donated $300 million to the University of Chicago’s School 
of Business, the largest gift in the University’s history and the 
largest gift to any business school. In appreciation of the gift, 
the University of Chicago’s business school has been renamed 
Chicago Booth School of Business.

1990 – nobel PrIze In economIc scIences

After several decades of economic breakthroughs, the 
science of investing was recognized in 1990. The Sveriges 
Riksbank Prize in Economic Sciences in Memory of Alfred 
Nobel was awarded to three investment research pioneers for 
their collective work known as Modern Portfolio Theory: Harry 
Markowitz, for research regarding portfolio construction in 
relation to risk and return; William Sharpe, for his Capital 
Asset Pricing Model and the concept of beta; and Merton 
Miller, for modern corporate finance theory and the theory of 
company valuation with respect to dividends. After years of 
work, they were credited with collectively reforming the way 
the world invests and forming conclusions that continue to 
inspire financial economists today.
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When Harry Markowitz was a doctoral 
student at the University of Chicago in 1952, 
he concluded that investment diversification 
reduced risk. His groundbreaking paper, 
“Portfolio Selection,”29 was the foundation 
of Modern Portfolio Theory and established 
him as a pioneer in the financial industry. He 

is commonly referred to as the “Father of Modern Portfolio 
Theory.” Markowitz’s contributions showed assets should 
be evaluated not only for their individual characteristics, but 
also for their effect on a portfolio as a whole. His research  
mathematically supports efficient portfolios that have provided 
the highest expected return for a given level of risk.

Stanford professor William Sharpe presented 
the Capital Asset Pricing Model (CAPM), or single 
factor asset-pricing model, in his 1963 paper, “A 
Simplified Model for Portfolio Analysis.”30 In his 
1964 paper, “Capital Asset Prices: A Theory of 
Market Equilibrium under Conditions of Risk,”31

he theorized risk is volatility relative to the 
market and found an asset’s sensitivity to market risk (known 
as beta) determines an investor’s expected return and the cost 
of capital of a firm. Stocks that carry higher risk (a beta of 
more than one) are more volatile than the market and therefore 
should have higher expected returns. CAPM is often used as 
the asset-pricing model for evaluating the risk and expected 
return of securities and portfolios.

Harry Markowitz

William Sharpe
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Merton Miller derived two vital invariance 
theorems with the help of Franco Modigliani, 
now aptly named the Modigliani-Miller or MM 
theorems. Through Miller’s work an important 
lesson was ascertained: a firm’s value is unrelated 
to its dividend policy, and policy is an unreliable 
guide for stock selection. The MM theorems 

have since established themselves as the comparative norm for 
theoretical and empirical analyses in corporate finance.

the hIgher Power for Investors

The above vignettes are brief snapshots of an enormous 
treasure trove of substantive information that can provide every 
investor the opportunity to invest for a better financial future. 
The research and findings of financial scientists, academics and 
Nobel Laureates are indeed the higher power for investors, 
enabling them to invest with an abundance of knowledge that 
will enable them to better fund their own retirement, not their 
broker’s retirement. 

Merton Miller

Condensed-Book-Inside-Four-Colour-18.indd   70 3/14/13   11:03 AM



Condensed-Book-Inside-Four-Colour-18.indd   71 3/14/13   11:03 AM



  72   72

Condensed-Book-Inside-Four-Colour-18.indd   72 3/14/13   11:03 AM



steP 3: stock PIckers

“Very little evidence [was found] that any 
individual [mutual] fund was able to do 
signifi cantly better than that which we expected 
from mere random chance.”

±  Michael Jensen, Ph.D., “Th e Performance of 
Mutual Funds in the Period 1945-1964,” Journal of 
Finance, 1968

“Active management is little more than a gigantic 
con game.”

±  Ron Ross, Ph.D. , Th e Unbeatable Market, 2002

“By day we write about ‘Six Funds to Buy 
NOW!’… By night we invest in sensible index 
funds. Unfortunately, pro-index fund stories don’t 
sell magazines.” 

±  Anonymous, Fortune Magazine, 1999

“If there are 10,000 people looking at the stocks and 
trying to pick winners, well, one in 10,000 is going 
to score, by chance alone, a great coup, and that’s all 
that’s going on. It’s a game, it’s a chance operation, 
and people think they are doing something 
purposeful… but they’re really not.”

±  Merton Miller, Ph.D., Nobel Laureate in 
Economics, 1990, PBS Nova Special, “Th e Trillion 
Dollar Bet,” 2000
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One oF the potholeS in the roAd thAt JoltS investors 
off the recovery wagon is also a glamorous aspect that attracts 
them to active investing in the fi rst place: Stock Picking. The 
term is pretty self-explanatory. As The Big Casino painting 
illustrates, stock picking is the same as throwing dice and 
hoping for the big bucks—sheer gambling. What’s not to like 
about stock picking? You have stock picker thespians like Jim 
Cramer appearing in Hollywood blockbusters, such as Iron Man, 
where he plays the same role he does on his highly rated cable 
TV show. One should ask themselves, “Are they both acts?” 
Then there is Wall Street, a movie depicting a high octane, push-
it-to-the-limit lifestyle that seems exciting and a bit dangerous 
in a cool kind of way. The real danger occurs when investors 
are infl uenced by the speculative stories and recommendations 
these stock pickers throw around. 

Problems

stock PIckers fAIl 
Stock prices are quickly moved by news that is available 

to all market participants at the same time. Because news is 
utterly unpredictable and random by nature, we come to the 
unavoidable conclusion that movements of stock prices are 
also unpredictable and random. Therefore, the current stock 

Stockaholics search for the best stock to choose,
but end up cryin’ the Speculation Blues.
 ±  Th e Speculation Blues
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price is always the best estimate of the stock’s fair price. This 
means those celebrity stock pickers appearing on television and 
the silver screen are no different than a team captain calling a 
coin toss before a big game. It’s a blind guess as to whether the 
stock will go up or down in the short term because these events 
will occur based on news that is unknowable in advance. This 
means your portfolio, if based on a few hand-picked stocks, 
will rise or fall on the whims of the daily news.

Ever since the first stock market trade, traders have been 
looking for ways to predict future stock market movements. 
They have studied reams of data, looking for patterns in the 
prices of securities. In 2000, a Nova television special, “The 
Trillion Dollar Bet,”32 reported that a group of academics in 
the 1930s decided to find out if traders really could predict 
how prices moved. Since they could not find any scientific 
basis for the belief, they decided to run a series of experiments. 
In one of them, they created a random portfolio of stocks 
by throwing darts at The Wall Street Journal while blindfolded. 
After one year, they were stunned to discover the dartboard 
portfolio had outperformed the portfolios of Wall Street gurus. 
The academics arrived at a devastating conclusion: The success 
of top traders was simply due to luck, and patterns in prices 
appeared by chance alone.

In 1992, 63 years after the stock market crash, John Stossel of 
ABC’s 20/2033 program conducted some follow-up research on 
the dart throwing. He determined the economists’ findings from 
more than six decades prior remained true. Stossel interviewed 
Princeton Professor Burton Malkiel, author of A Random Walk 
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Down Wall Street. Professor Malkiel reminded viewers that stock 
markets have historically delivered a performance of 9.5% to 
10% per year. “To beat the average, should an investor listen 
to the Wall Street professionals?” Stossel asked. “No,” replied 
Malkiel. “All the information an analyst can learn about a 
company, from balance sheets to marketing material, is already 
built into the stock price because all of the other thousands of 
analysts have the same information. What they don’t have is 
the knowledge that will move the stock such as news events, 
which are unpredictable and impossible to forecast.” 

lAck of mArket knowledge

Stock pickers presume there are mispriced stocks that can 
be identified in advance and exploited for profit. They don’t 
realize that virtually all of the information about a stock, a 
sector, or an economy is very quickly digested by the totality 
of market participants and swiftly embedded into the price. 
This market efficiency ensures the prices agreed upon between 
willing buyers and willing sellers are the best estimate of fair 
market values. In other words, available information and 
news is “baked in the cake,” meaning nobody has access to 
anything “special” that is not already included in the price, 
unless investors have inside information. No single trader can 
know more or have a consistent advantage over the millions 
of other market participants around the world. Markets reward 
investors, not speculators. 

Tenets of market efficiency do not state that at any given time 
there are no mispriced securities in the marketplace. Rather, these 
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tenets assert that because prices reflect all known information, 
mispriced securities cannot be identified in advance.

stock PIckers’ Poor behAvIor

Stock pickers are very confident, harboring biases about their 
abilities to pick winning stocks. In a study titled, “Are Investors 
Reluctant to Realize Their Losses?,”34 Terrance Odean, professor 
of finance at the University of California, Berkeley, analyzed the 
activity of 10,000 discount brokerage accounts. Odean’s findings, 
published in the October 1998 issue of Journal of Finance, showed 
that investors habitually overestimated the profit potential of their 
stock trades. In fact, they would often engage in costly trading, 
even though their profits did not even cover their transaction 
costs. Odean’s research showed investors believed they had unique 
information which would give them an edge, when in reality they 
operated under widely disseminated information. On average, the 
stocks investors bought underperformed the stocks they sold. 

In a follow-up paper, “Trading is Hazardous to Your 
Wealth: The Common Investment Performance of Individual 
Investors,”35 Odean joined Brad Barber of University of 
California, Davis to analyze 66,465 individual trading accounts. 
They found that from 1991 to 1996, investors who traded most 
earned annualized returns of 11.4%, while in the same period 
the market earned annualized returns of 17.9%. The tendency 
for these investors to trade excessively resulted in an erosion of 
returns compared to the market.

Condensed-Book-Inside-Four-Colour-18.indd   80 3/14/13   11:03 AM



  81 Step 3: Stock Pickers  81

A stock PIcker’s defeAt

Even professional stock pickers can fall hard. One infamous 
story shows how a former Morningstar “Fund Manager of the 
Decade”36 lost his Midas touch after a well known winning 
streak. Bill Miller’s Legg Mason Value Trust Fund (LMVTX) is 
portrayed in Figures 3-1, 3-2 and 3-3, showing the risk and return 
results of his fund for three different time periods, compared to 
various indexes and index portfolios: Figure 3-1 for the decade 
of the 90s through 2000; Figure 3-2 for the ten years from 2001 
to 2010; and Figure 3-3 for the 30 years and 8 months since the 
inception of the LMVTX fund.

As the fi rst chart clearly shows, LMVTX did earn higher 
returns than the S&P 500 and the index portfolios during the 
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90s, but with significantly higher risk—a risk that eventually 
caught up with Miller. In a January 6, 2005 article in The Wall 
Street Journal, Miller accounted for his winning streak saying, 
“As for the so-called streak, that’s an accident of the calendar. 
If the year had ended on different months it wouldn’t be there. 
At some point, mathematics will hit us. We’ve been lucky. Well, 
maybe it’s not 100% luck—maybe 95% luck.”37

Figure 3-2 shows just how hard the mathematics did hit 
Miller. Despite the fact that his “so-called streak” showed him to 
outperform the S&P 500 for a 10-year period, Miller’s subsequent 
10-year returns from 2001 to 2010 pale in comparison to the 
indexes and index portfolios shown. Miller’s outperformance and 
subsequent underperformance were the result of his excessively 

Figure 3-1
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risky bets on concentrated investments among highly correlated 
stocks. While equity index portfolios invest across many asset 
classes and invest in as many as 12,000 companies in 40 different 
countries, Miller’s strategy was to “place big bets on stocks 
other investors feared,” cites a Wall Street Journal article, “The 
Stock Picker’s Defeat.” According to the December 2008 article, 
“Mr. Miller was in his element [a year ago] when troubles in the 
housing market began infecting financial markets. Working from 
his well-worn playbook, he snapped up American International 
Group Inc., Wachovia Corp., Bear Stearns Cos. and Freddie Mac. 
As the shares continued to fall, he argued that investors were 
overreacting. He kept buying.” The article continued, “What he 
saw as an opportunity turned into the biggest market crash since 

Figure 3-2
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the Great Depression. Many Value Trust holdings were more 
or less wiped out. After 15 years of placing savvy bets against 
the herd, Mr. Miller had been trampled by it.” Miller stated, 
“The thing I didn’t do, from Day One, was properly assess the 
severity of this liquidity crisis… I was naive… Every decision to 
buy anything has been wrong… It’s been awful.”38 Not only did 
the assets themselves plummet, but investors bailed on the fund 
pushing its assets down from its apex of $21 billion to around 
$4.2 billion. 

At one point Miller said, “The S&P 500 is a wonderful thing 
to put your money in. If somebody said, ‘I’ve got a fund here with 
a really low cost, that’s tax efficient, with a 15 to 20-year record of 
beating almost everybody, why wouldn’t you own it?’”39

Figure 3-3 shows that over the lifetime of the LMVTX, 
several indexes and index portfolios outperformed the LMVTX 
with lower risk than the LMVTX, and the more appropriate 
benchmark of U.S. Large Cap Value beat Miller with less risk.

Miller’s so-called streak was based on bad benchmarking. 
LMVTX was far riskier than the S&P 500, a reality most investors 
certainly did not understand—especially investor Peter Cohan 
who lamented to the Wall Street Journal, “Why didn’t I just throw 
my money out the window and light it on fire?”40 

Morningstar ranked Miller’s fund as one of the top 3 losers 
for fund performance in June 2011. Bloomberg News reports 
that Russel Kinnel, Morningstar director of mutual fund 
research said, “People assume because certain managers have 
had good streaks that they are always going to be a step ahead 
of the market. It never works out that way.”41
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stock PIckers’ grAveyArd

The media loves a good story. Who can blame them? It’s 
their job to present the latest and greatest news. So when a 
stock picker happens upon a sector that turns red hot, the 
media adorns this lucky stock picker with guru status—until, 
of course, that red-hot sector turns cold and the guru torch is 
handed over to the next lucky stock picker. In fact, the stock 
picking graveyard is crammed with wildly successful stock 
pickers and companies who have perished from the exchanges. 

The financial press largely focuses on the daily movements 
of stocks and markets, showering rewards on those who are 
lucky enough to be in the right place at the right time. But luck 
is not a repeatable skill. This reality is clearly spelled out in 

Figure 3-3
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Mark Hulbert’s 2008 New York Times article, “The Prescient are 
Few.”42 Hulbert details the findings of a study43 by Professors 
Laurent Barras, Olivier Scaillet and Russell Wermers about the 
performance of 2,076 mutual fund managers over a 32-year 
time period. It found that from 1975 to 2006, 99.4% of these 
managers displayed no evidence of genuine stock picking skill, 
and the 0.6% of managers who did outperform the index were 
“statistically indistinguishable from zero,” or as Hulbert puts it, 
“just lucky.” Figure 3-4 depicts the study’s results.

A statistical test called the Student’s t-test was introduced 
in 1908 by William Sealy Gosset, referred to as the “Student,” 
while working for the Guinness brewery in Dublin, Ireland 
Figure 3-4
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to evaluate the quality of the brewery’s ingredients. The t-test 
can be used to determine if a series of historical returns is 
reliably superior–showing a t-statistic of 2 or higher–to a risk-
equivalent benchmark. This can determine whether alpha (any 
return above the benchmark return) is due to luck or skill. 
In Figure 3-5, the t-test is applied to U.S. equity funds in six 
different style classifications over a 20-year period. Out of 207 
mutual funds constructed with at least 90% U.S. equities, 99.0% 
of those fund managers did not have a statistically significant 
alpha, meaning any alpha they did have was due to luck, not 
skill. See the Step 5 Solutions section for a further explanation 
of the t-stat.
Figure 3-5
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lookIng for A needle In A hAystAck

Everyone wants to fi nd the next Google or Apple, but 
picking a stock that will do better than the market index over 
the long haul is virtually impossible. Vanguard Group founder 
John Bogle has accurately described the practice of stock 
picking as “looking for a needle in a haystack.” Even if you 
are lucky enough to pick a stock that outperforms the market, 
there is no certainty of success, or even survival, in the future. 

In their book, Creative Destruction,44 McKinsey & Company 
consultants Richard Foster and Sarah Kaplan analyzed the 
companies of the original S&P 500 Index from 1957. Their 
fi ndings shown in Figure 3-6 revealed that only 74 companies 
remained on the list in 1997, and just 12 of them ended up 
Figure 3-6
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with returns that outperformed the index for the 41-year 
period through 1998. “As the ‘80s passed and we made our 
way through the ‘90s, both of us observed that almost as soon 
as any company had been praised in the popular management 
literature as excellent or somehow super durable, it began 
to deteriorate,” the authors wrote. “Searching for excellent 
companies was like trying to catch light beams; they were easy 
to imagine, but so hard to grasp,” they concluded. 

Figure 3-7 takes stock pickers for a short walk down Misery 
Lane, reminding them of the ten largest bankruptcies from  
January 1981 through December 2011. Few industries escaped, 
as companies such as Lehman Brothers, Washington Mutual, 
GM, and MF Global Holdings ultimately failed and succumbed 

Figure 3-7
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to bankruptcy. The number of bankruptcies dramatically 
increased from 19,695 in 2006 to 47,806 in 2011.

greAt comPAnIes don’t mAke greAt Investments

Remember Peter Lynch’s advice about buying companies 
whose products you like? It turns out this advice is not as good 
as it sounds. Great companies don’t make great investments. 
You may love Apple’s iPad, but this doesn’t mean Apple 
is a great stock to buy. In fact, the opposite is usually true. 
Distressed companies have earned higher returns than those 
of companies with lots of hype or goodwill. Unfortunately, 
investors generally avoid investing in distressed companies, 
because it seems counterintuitive to buy perceived losers. 

Finance Professors Meir Statman and Deniz Anginer 
wrote a 2010 study called “Stocks of Admired Companies and 
Spurned Ones.”45 Their study was based on Fortune Magazine’s 
annual list of “America’s Most Admired Companies” from 
1983 to 2007. Fortune’s annual surveys ranked companies on 
eight attributes of reputation: 

• Quality of management
• Quality of products or services
• Innovativeness
• Long-term investment value
• Financial soundness
• Ability to attract, develop and keep talented people
• Responsibility to the community and the environment
• Wise use of company assets
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From these ratings, Statman and Anginer constructed two 
portfolios, each consisting of one half of the Fortune stocks. 
The “admired” portfolio (often referred to as growth stocks) 
contained the stocks with the highest Fortune ratings, and the 
“spurned” portfolio (often referred to as value stocks) contained 
the stocks with the lowest Fortune ratings. For example, the list 
of admired companies included The Walt Disney Company, 
UPS and Google. Spurned companies included Jet Blue, 
Bridgestone and Stanley Works. 

The results of the study are of no surprise to value 
investors. “Stocks of admired companies had lower returns, on 
average, than stocks of spurned companies.” Figure 3-8 shows 
the 16.12% annualized return of the spurned portfolio and the 
13.81% annualized return of the admired portfolio over the 24-
year, 9-month period.

Figure 3-8
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Why have value stocks delivered higher returns to their 
investors? The market perceives value companies to be riskier, 
driving down stock prices so their expected returns are high 
enough to attract investors. That is difficult for most investors 
to grasp since they prefer to believe growth stocks are better 
investments than value stocks. After all, investors looking for 
a stock tip want to hear the name of the next Apple, not the 
next JCPenney. As you will see in Step 8, the data indicates 
that investors should be interested in great investments (value 
stocks), not just great companies (growth stocks).

fortune kookIe

I analyzed Fortune’s “Ten Most Admired Companies” (2001) 
as a whole portfolio and as individual companies, comparing 
them to 10 index portfolios for the 12-year period from January 
2001 through December 2012. The results of the study are 
shown in Figure 3-9, indicating the equal-weighted “Fortune 
Most Admired Portfolio” significantly underperformed every 
index portfolio—even Index Portfolio 10 which has 80% fixed 
income. Despite the fact that the “Fortune Most Admired 
Portfolio” carried slightly higher risk than the riskiest Index 
Portfolio 100, it yielded $121,598 for the time period vs. a return 
of $255,342 for Index Portfolio 100. The story gets worse for the 
“Fortune” tellers. Six of the ten ended up with a negative return 
for the period. Even Warren Buffett’s widely touted Berkshire 
Hathaway stock failed to compensate investors for risk, closely 
delivering the returns of an Index Portfolio 40, despite the fact 
that it took comparable risk to Index Portfolio 80. 
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Figure 3-9
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This sort of data begs the question: If stock picking is such 
a fruitless endeavor, why do magazines keep selling this elusive 
dream? The answer is quite basic: Pro-index funds stories don’t 
sell magazines. No big brokerage house would take out a full-
page ad that says, “Don’t hire us to trade your portfolio—just 
index and relax.” Nonetheless, this is a poor reason to perpetuate 
the myth that financial journalists or “Fortune Tellers” can pick 
the handful of stocks to achieve wealth. In fact, by the looks of 
it, the best way to lose a fortune is to follow Fortune.

bond PIckers

The benefits of passive investing also apply to the fixed 
income portion of an investor’s portfolio. There is a pervasive 
falsehood that while the stock market may be efficient, the bond 
market is a different story. This myth has been negated over the 
years. The first major study of bond funds was conducted by 
Blake, Elton, and Gruber and was called “Fundamental Economic 
Variables, Expected Returns, and Bond Fund Performance.”46

It examined 361 bond funds for the period starting in 1977. 
They compared the actively managed bond funds to a simple 
index alternative. The results of the study are that the actively 
managed bond funds underperformed the proper benchmark by 
an average of 0.85% per year, before federal and state taxes. 

Another study is the Standard & Poor’s Indices Versus 
Active (SPIVA®) Scorecard, a methodology designed to provide 
an accurate comparison of active versus passive funds. Of 13 
different categories of bonds analyzed by SPIVA for the 5-year 
period from 2007 through 2011, not one of them had a majority 
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of funds that outperformed the benchmark. In total, only 162 
(or 18.1%) of the 895 funds analyzed beat their benchmark. The 
average level of underperformance was 1.55%. The primary 
reason for this underperformance is the drag of the management 
fee expenses and the internal expenses of running the fund. 

Figure 3-10 displays 11 of the 13 fund categories analyzed. 
The bottom right hand box reflects the total of these 11 fund 
categories, totaling 757 of the 895 funds analyzed. The only 
reason two of the categories are not shown is simply due to 
page size and space constraints. The two missing categories 
represent: 1) 93 investment-grade long funds (active) vs. the 
Barclays long government/credit index with results showing 
that 90 (or 96.8%) of the investment-grade long funds 
underperformed the Barclays index; and 2) 45 government short 
funds vs. the Barclays 1-3 year government index, showing that 
30 (or 66.7%) of the government short funds underperformed 
the benchmark. No matter how you slice it, it appears that 
passive beats active.

SolutionS
Looking for a needle in a haystack is not the answer. Picking 

stocks or bonds is an ill-fated pursuit that wastes time, energy 
and money. Would you bet your money in Vegas because you 
have a gut feeling the roulette ball will land on 12-black? You 
know by now that it is impossible to predict the future.

The better solution is to buy the haystack, keep costs low 
and maintain risk-appropriate exposures in globally diversified 
index portfolios. 
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“If I have noticed anything over these 60 years 
on Wall Street, it is that people do not succeed in 
forecasting what’s going to happen to the stock 
market.”

±  Benjamin Graham, Interview with Hartman L. 
Butler, “An Hour with Mr. Graham,” 1976

“Statistical research has shown that, to a close 
approximation, stock prices seem to follow a random 
walk with no discernible predictable patterns that 
investors can exploit. Such fi ndings are now taken 
to be evidence of market effi  ciency… Only new 
information will move stock prices…”

±  Zvi Bodie, Investments, 2004

“Market timing is a wicked idea. Don’t try itÐe ver.”

±  Charles D. Ellis, Ph.D., 
Winning the Loser’s Game, 2002

“Th ere are two kinds of investors, be they large or 
small: those who don’t know where the market is 
headed, and those who don’t know that they don’t 
know. Th en again, there is a third type of investor… 
whose livelihood depends upon appearing to know.”

±  William Bernstein, Ph.D., M.D., 
Th e Intelligent Asset Allocator, 2000
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P t  bArnum iS oFten credited with coining the phrase, 
“There’s a sucker born every minute.” History buffs argue the 
famed circus founder instead stated, “There’s a customer born 
every minute.” However, for investors subscribing to market-
timing services, the words “sucker” and “customer” are virtually 
interchangeable. 

Time Pickers or market timers claim the ability to predict 
the future movement of the stock market, moving into the 
market before it goes up and getting out before it goes down. 
However, numerous studies from industry and academic 
experts demonstrate market timers have no such ability to 
beat the market, and they should be avoided just like the lion’s 
cage at Barnum’s circus. According to Eugene Fama, “Market 
timing is a fl imsy, dangerous occupation.”48

Problems

gurus Are InAccurAte too often

How often does a market-timing guru need to be right to 
beat an index? Nobel Laureate William Sharpe set out to answer 
that very question in his 1975 study titled, “Likely Gains from 
Market Timing.”49 Sharpe wanted to identify the percentage of 
time a market timer would need to be correct to break even 
relative to a benchmark portfolio. He concluded a market timer 

Market timers dream of makin’ a killin’ on a trend,
but buyin’ and holdin’ wins out in the end.
 ±  Th e Speculation Blues
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must be correct 74% of the time in order to outperform a passive 
portfolio at a comparable level of risk. In 1992, SEI Corporation 
updated Sharpe’s study to include the average 9.4% stock market 
return from the period 1901-1990. This study determined that 
gurus must be right at least 69% and as high as 91% of the time, 
depending on the timing of the moves.50

What percentage of times do market timing gurus get it right? 
CXO Advisory Group tracks public forecasts of self-proclaimed 
market-timing gurus and rates their accuracy by assigning grades 
as “correct,” “incorrect” or “indecisive.” Figure 4-1 depicts 
CXO’s percentage grades for 34 well-known market-timing 
gurus who made a collective 3,554 forecasts from 2000 - 2012.51

The study shows that not one of the self-proclaimed gurus was 
able to meet Sharpe’s requirement of 74% accuracy, or SEI’s 
minimum 69%, thereby failing to deliver accuracy sufficient to 
beat a simple index portfolio.

At first glance, the 12 gurus who had percentage accuracy 
of more than 50% might look appealing to a time picker—but 
beware, the opportunity costs associated with a time picker’s 
proclivity toward holding cash in some up years creates a 
higher hurdle as they will have to make up those higher returns 
foregone by stocks. Transaction costs associated with market 
timing add another hurdle for market timers to break even. 

In The Big Investment Lie,52 Michael Edesess explains why 
market timing is so difficult, “The stock market can turn on a 
dime and always does. Prices are constantly twisting and turning 
without trend or predictable pattern. Their recent movement 
gives you nothing to go on.”
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Figure 4-1
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studIes Prove tIme PIckIng doesn’t work

A study by University of Utah Professor John Graham 
and Duke University Professor Campbell Harvey is titled, 
“Market Timing Ability and Volatility Implied in Investment 
Newsletters’ Asset Allocation Recommendations.”53 The 
massive 51-page study tracked 15,000 predictions made by 237 
market-timing newsletters from June 1980 to December 1992. 
By the end of the period, 94.5% of the timing newsletters had 
gone out of business with an average life span of just four years. 
“There is no evidence that newsletters can time the market,” 
the study concluded. “Consistent with mutual fund studies, 
‘winners’ rarely win again and ‘losers’ often lose again.” 

“Sure, it’d be great to get out of stocks at the high and 
jump back in at the low,” observed John Bogle in an April 
2008 interview with Money54 Magazine. “[But] in 55 years in the 
business, I not only have never met anybody who knew how to 
do it, I’ve never met anybody who had met anybody who knew 
how to do it.”

mIssIng the best And worst dAys 
Almost all big stock market gains and drops are concentrated 

in just a few trading days each year. Missing only a few days can 
have a dramatic impact on returns. Figure 4-2 illustrates how an 
investor who hypothetically remained invested in the S&P 500 
Index throughout the 20-year period from 1993 to 2012 (5,037 
trading days) would have earned a sizable 8.22% annualized 
return, growing a $10,000 investment to $48,546. When the 
five best-performing days in that time period were missed, the 
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annualized return shrank to 6.02%, with $10,000 growing to 
$32,205, and if an investor missed the 20 days with the largest 
gains, the returns were cut down to just 2.08%. If the 40 best-
performing days were missed, an investment in the S&P 500 
turned negative, with $10,000 eroding in value to just $6,779, a 
loss of $3,221.

Many market timers want to miss the worst-performing 
days, an even bigger issue than the problem of missing the 
best days. The predicament, however, is that the worst days are 
equally concentrated and just as difficult to identify in advance 
as the best days. If someone could have avoided the worst days, 
they would have obtained true guru status. Figure 4-3 illustrates 
the value of missing the worst-performing days in the 20-year 
period from 1993 to 2012. If the 40 worst-performing days of 

Figure 4-2
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the S&P 500 Index were missed, an investor’s increased return 
would have been 1,050% more than investors who stayed 
in the market every day throughout the entire 20 years. The 
problem, however, is finding the crystal ball that can forecast 
the 40 worst performing days out of 5,037 days. This shows 
how market timing can be tempting and alluring.

University of Michigan Professor H. Nejat Seyhun 
analyzed 7,802 trading days for the 31 years from 1963 to 1993 
and concluded that just 90 days generated 95% of all the years’ 
market gains—an average of just three days per year.55 

The expected return of the market is essentially constant 
and positive. Therefore, investors who are out of the market 
for any period of time can expect to lose money relative to a 
simple and low-cost buy-and-hold strategy. 

Figure 4-3
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 Goddess Fortuna  107 Devouring the News 

goddess fortunA

Many investors believe market watchers and financial 
journalists have a special ability to forecast future movements 
of markets, but history tells a different story. Take the first half 
of 2009, when market forecasters largely dismissed the rise in 
stock prices that began in mid-March 2009 as an aberration 
that would soon be rectified. Only market timers who had the 
Goddess Fortuna, also known as Lady Luck, whispering in 
their ears might have predicted that outcome. 

The Goddess Fortuna offers a cornucopia of gold coins 
and delicious treats, but she is sitting on a bubble that floats 
in the ocean, reminding us how fleeting luck can be. Also, her 
flowing scarf reminds worshipers that their fortune can change 
like the wind.

news Is devoured In mInutes 
In Analysis for Financial Management,56 Robert C. Higgins 

portrays how market participants instantly devour new 
information, which serves as the inspiration for the painting 
on the following pages. “The arrival of new information to 
a competitive market can be likened to the arrival of a lamb 
chop to a school of flesh-eating piranhas,” Higgins writes. 
“The instant the lamb chop hits the water there is turmoil as 
the piranhas devour the meat. Very soon, the meat is gone, 
leaving only the worthless bone behind, and the water returns 
to normal… no amount of gnawing on the bone will yield any 
more meat, and no further study of old information will yield 
any more valuable intelligence.” 
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A 1969 study titled, “The Adjustment of Stock Prices 
to New Information,”57 was conducted by Eugene F. Fama, 
Lawrence Fisher, Michael Jensen, and Professor Richard Roll at 
the University of California, Los Angeles. The study concluded 
it takes five to sixty minutes for market prices to completely 
reflect new information. Fund managers try to exploit whatever 
slight gain might be had by reacting quickly to a news story, but 
the likelihood of them consistently being on the right side of a 
trade in reaction to the news is extremely low.

solutIons

goIng or gone?
When discussing the direction of the market, it’s important 

to use the past-tense verb. During times of high market 
volatility, people commonly make the mistake of saying, “The 
market is going down (or up).” Although it appears harmless, 
this statement implies that the direction of market prices is 
knowable. People making this statement often use it as the 
impetus for major investment decisions. Such decisions usually 
do not fare well, because they are based on the fallacy that one 
can predict the direction of future price movements. Investors 
can avoid this pitfall by understanding Eugene Fama’s finding 
that security prices move in a random walk. At any point in time, 
we only know the current and past price of any given security. 
Where the price will be even a second later is unknown. The 
market continuously sets prices in response to news, which by 
its very nature is unpredictable. Investors will accomplish an 
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important step when they can say, “the market has gone down 
(or up)” without even having to think about it.

free mArket forces

The job of free markets is to set prices so that investors are 
rewarded for the risks they take. To help explain this important 
statement, I created the Hebner Model, which attempts to 
simplify market forces into three variables: Price, Expected 
Return and Uncertainty. Prices move in the opposite direction of 
economic uncertainty so that expected returns at a specified level 
of risk can remain essentially constant, resulting in a fair price. 
From fair prices we expect fair returns, meaning that investors 
should be compensated for their risk exposure over time.

The reason people invest is to get a return. At the time 
of a trade, buyers pay a price that reflects the risk associated 
with capturing the expected return. In other words, a fair price 
equals a fair expected return. 

This model is based on Eugene Fama’s Efficient Market 
Hypothesis, which states that prices fully reflect all available 
information or news, economic uncertainty and probabilities of 
future events, thus implying that market prices are fair. 

The Hebner Model illustrated in the following painting 
attempts to diagram the three variables of Uncertainty, Expected 
Return and Price, resulting in a distribution of returns shown 
at the bottom. The diagram shows the essentially constant 
expected return for a given investment portfolio. In this case 
Index Portfolio 50 is shown at the fulcrum of the teeter-totter, 
and the period-specific expected return can be estimated based 
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on 30, 50 or 85 years of simulated returns, the Fama/French 
Three or Five-Factor Model, or any methods an investor 
chooses. Current news impacts uncertainty and is represented 
on the left side of the teeter-totter. This economic uncertainty 
includes the probabilities of future events. The price agreed 
upon by willing buyers and sellers is on the right side. When 
an investment’s price has fallen by 2%, one could infer that 
uncertainty has increased by about 2%. Alternatively, when 
the price has increased by 2%, without knowing the news, one 
could deduce that uncertainty has decreased by 2%. In other 
words, prices react to shifts in uncertainty so that expected 
returns remain essentially the same.

From a fair price investors should expect: 1) a fair outcome, 
which would be a risk-appropriate or fair return; 2) an equal 
chance of being greater than or less than that fair return; and 
3) the farther the actual return is from the expected return, the 
lower the probability of its occurrence. 

So before you trade, ask yourself: 1) Who is on the other 
side of my trade? 2) Do I think I know more than they do? 
3) Am I paying a fair price? In my opinion, your answers are 
as follows: 1) You don’t know; 2) It’s highly unlikely; and 3) If 
there are many willing buyers and sellers, by defi nition, it is a 
fair price. 

For these reasons, market timing offers no advantage. Time 
pickers cannot forecast the direction of the market. There is no 
competitive edge that exists. The best way to earn the market’s 
return is to simply remain invested at all times in a lower-cost, 
passively managed index portfolio. 
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“I have become increasingly convinced that the past 
records of mutual fund managers are essentially 
worthless in predicting future success. Th e few 
examples of consistently superior performance occur 
no more frequently than can be expected by chance.”

±  Professor Burton G. Malkiel, Ph.D.
A Random Walk Down Wall Street, 1973

“Wall Street’s favorite scam is pretending that luck 
is skill.”

±  Ron Ross, Ph.D., 
Th e Unbeatable Market, 2002

“You will almost never fi nd a fund manager who 
can repeatedly beat the market. It is better to invest 
in an indexed fund that promises a market return 
but with signifi cantly lowered fees.”

±  John Bogle, Economist, July 3, 2003, quoted in
Th e Little Book on Common Sense Investing, 2007

“Th e number of funds that have beaten the market 
over their entire histories is so small that the False 
Discovery Rate test can’t eliminate the possibility 
that the few that did were merely false positives.” 

±  Russell Wermers, Ph.D., quoted in “Th e Prescient 
are Few,” New York Times, July 13, 2008
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CADDYSHACK II, BATMAN & ROBIN, THE GODFATHER III…  
all of these movies have one thing in common: they all were 
abysmal sequels to blockbuster movies. We long to regenerate 
scenarios when everything comes together perfectly and the stars 
align, but that kind of success is rarely duplicated. In the world 
of money managers, success means blockbuster performance… 
every year! Managers who are successful in the short term are 
considered the current fi nancial heroes, despite the fact that 
every reputable study of mutual fund performance over the past 
30 years has found there is no reliable way to know if managers 
with winning performance in the past will win again in the future. 
This is why some variation of the disclaimer “past performance 
is no guarantee of future results” must appear in all mutual 
fund advertisements and prospectuses. Even still, unwitting 
investors select these managers to handle their portfolios, and 
the dangerous practice of manager picking begins.

Sometimes managers can duplicate their success a few 
years in a row, but it just doesn’t last. At least with movies, 
the directors are somewhat in control of the elements that are 
used in creating their sequels. Money managers have no such 
control over the news that drives the markets. As hard as it is to 
duplicate success in the fi lm world, it is even more diffi cult for 
these all-star money managers to duplicate their past success.

Everyone knows there ain’t no free lunch,
the pickers keep thinkin’ they can win from a hunch.
 ±  Th e Speculation Blues
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Problems

trAck record InvestIng

“Most investors follow the crowd down the path to 
comfortable mediocrity,” says David Swensen in Pioneering 
Portfolio Management.58 Anxious to capture the financial gains that 
come with a winning mutual fund manager, manager pickers 
blindly chase the hot performing mutual fund manager’s recent 
track record, failing to realize their odds for future success have 
vastly diminished.

Figure 5-1 shows the results of a study using Morningstar 
data reflecting the performance of active fund managers for the 
11 years from 2002 to 2012. The chart depicts how an average 
of only 7.1% of the top 100 fund managers repeated their 
Figure 5-1
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performance the following year. In the years 2008 and 2009, none 
of them repeated their previous year’s top 100 performance. 

These variations in manager performance are a function of 
luck and the random rotation of the style of their fund. When a 
particular manager’s investment style is rewarded by the market, 
that manager is often credited with brilliance and skill. As market 
conditions change, however, so does the performance of fund 
managers. Figures 5-2 and 5-3 track the rankings of the top 
10 mutual fund managers in a given year and subsequent time 
periods. These charts reveal how quickly a “top” fund manager 
can slide to the bottom. For example, Figure 5-2 shows that the 
Rydex Dyn Inv had the highest performance out of 5,376 mutual 
funds in 2008. In 2009, however, the fund slipped to 5,736th 
place. Investors found themselves at the bottom in 2012 when 
the fund slipped to 6,721 out of 6,738. The data contained in these 
two figures reveal many other examples of fund performance 
that sharply declined.

Top-performing funds in 2007 also failed to maintain their 
position throughout a subsequent 5-year period. As Bob Dylan 
said, “the first ones now will later be last, for the times they are 
a changin.”59

An analysis of the Morningstar database of 245 mutual 
funds with 10 years of returns is shown in Figure 5-4. The top 
graph shows the performance rankings of these 245 funds from 
best to worst (left to right) for the first 5-year period from 2003 
to 2007. Then the same order of fund rankings is maintained 
in the bottom graph in order to see if fund performance was 
repeated in the years 2008 to 2012. Based on the above studies, 
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Figure 5-2

Figure 5-3
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Figure 5-4

it should come as no surprise that many of the managers who 
outperformed their peers in the first 5-year period did not do 
so in the second 5-year period, and vice versa.

Another tracking mechanism that can cause confusion 
is the reporting of mutual fund returns, often inflated when 
compared to actual long-term returns. The discrepancy arises 
from neglecting to account for funds that have closed or merged, 
resulting in the higher average returns of only surviving funds 
included in calculations. When funds go under, their records 
are stricken from databases, creating a survivorship bias. This 
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bias inflates the remaining funds’ average returns by 19% of 
the return, according to the Center for Research on Securities 
Prices (CRSP). Out of the 50,611 mutual funds in CRSP’s 
database from 1962 through June 30, 2012, 21,622 of them 
were delisted—an astounding 43%.

the fIred beAt the hIred

Even large institutions and pension plans chase performance, 
much to their detriment. A study conducted by Amit Goyal of 
Emory University and Sunil Wahal of Arizona State University 
found that manager hiring and firing decisions made by consultants, 
board members and trustees were a waste of time and money. 

The study, “The Selection and Termination of Investment 
Management Firms by Plan Sponsors,”60 reveals the negative 
impact of manager picking. Goyal and Wahal analyzed hiring 
and firing decisions made by approximately 3,700 plan sponsors, 
representing public and corporate pension plans, unions, 
foundations, and endowments. Figure 5-5 shows the results of 
hiring 8,755 managers over a 10-year period from 1994 through 
2003. Note that investment manager performance is measured by 
average annualized excess returns over a benchmark. The chart 
illustrates that managers that were hired had outperformed their 
benchmarks by 2.91% over the three years before being hired. 
However, over the following three years the managers on average 
underperformed their benchmarks by 0.47% per year when 
adjusted for management fees and transition costs. Plan sponsors 
often proceeded to fire managers who had underperformed in 
favor of other recent top performers, only to repeat the cycle 
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again. The study concluded, “In light of such large transaction 
costs and positive opportunity costs, our results suggest that the 
termination and selection of investment managers is an exercise 
that is costly to plan beneficiaries.” 

Using data from the same study by Goyal and Wahal, Figure 
5-6 also conveys the tendency for investment committees or plan 
sponsors to hire investment managers with a history of above-
benchmark returns and fire managers with lower performance. 
The chart shows that after managers were hired, their post-
hiring excess returns were indistinguishable from zero, and the 
managers that were fired actually performed better than the hired 
managers. The plan sponsors should have just bought index 
funds and forgotten about manager picking in the first place.

Figure 5-5
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Figure 5-6

PensIon-gAte

In the 2009 edition of Pioneering Portfolio Management: 
An Unconventional Approach to Institutional Investment,61 Yale 
Endowment Chief Financial Officer David Swensen states, 
“Active management strategies, whether in public markets or 
private, generally fail to meet investor expectations.” However, 
“In spite of the daunting obstacles to active management 
success,” he continues, “the overwhelming majority of market 
participants choose to play the loser’s game.” 

Despite Swensen’s admonition, active manager selection 
and termination remains a common practice among state and 
municipal pension plans. Plan sponsors rely on investment 
consultants to recommend fund managers whom they 
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anticipate will deliver above benchmark returns. Because these 
consultants are paid to conduct searches for winning managers, 
they are inherently conflicted, likely finding it difficult to advise 
their clients to abandon the losing game of active management 
and opt instead for a passive portfolio. Might these consultants 
know too well that their presumed necessity would fade away 
once plan sponsors embrace the merits of lower-cost passive 
investing? As Upton Sinclair so keenly observed, “It is difficult 
to get a man to understand something when his salary depends 
upon his not understanding it.”62 

An investigative journalist for St. Petersburg Times, approached 
Index Funds Advisors (IFA) and a handful of other investment 
experts to collect some in-depth analysis of the risks and returns 
of the Florida State Pension Plan for various periods of time 
relative to various index portfolio strategies. The research results 
were revealed in a July 31, 2011 article titled, “Easy investments 
beat state’s expert pension planners,”63 which concluded that a 
simple index portfolio would have outperformed the Florida state 
pension plan’s investment performance over the last ten years.

“The professionally managed SBA [State Board of 
Administration] performed worse—by more than a percentage 
point—than seven index-fund portfolios for the decade 
ending Dec. 31, 2010,” the article reports. “On average, a $100 
investment in an index portfolio grew to $184, while Florida’s 
pension delivered just $157,” the reporter concluded. 

The findings prompted further query for IFA. If Florida’s 
$124 billion pension plan fared so poorly against the index 
portfolios, what about the other states? IFA has attempted to 
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analyze the employee retirement systems in all 50 states. Data on 
over 40 state pension plans have been received to date, yielding 
similar results with varying degrees of underperformance 
relative to the index portfolios. 

Figures 5-7 through 5-10 show the annual risk and return of 
various state pension plans, net of fees, compared to 7 passively 
managed index portfolios comprised of a blend of diversified 
asset allocations. A best effort was made to estimate fees in 
states that report returns before fees are deducted. States were 
analyzed for both 11 or 12-year periods and 24 or 25-year periods 
and were charted based on either a June 30th or December 
31st year-end date. The data show only one state succeeded to 
outperform, albeit negligibly, relative to the index portfolios. For 
data sources, go to pension-gate.com.

Directors of these pension plans have access to so-called 
“top” money managers and investment consultants, which 
would lead one to believe that these plans fired their very 
best shots at earning above-benchmark returns, only to fall 
short. This analysis reveals that the widely implemented and 
costly process of using consultants to recommend the hiring 
and firing of investment managers for state pension plans has 
overwhelmingly delivered a negative payout relative to a risk-
appropriate set of index benchmarks. 
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Figure 5-7 64

Figure 5-8 65
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Figure 5-9 66

Figure 5-10 67
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solutIons

One solution to test the claim that a manager can beat a market 
is to identify if there are enough years of performance data to be 
statistically significant. A measurement called a t-stat of 2 or higher 
indicates a confidence level of at least 95% that the manager actually 
earned a return higher than his benchmark due to skill, with up to 
a 5% chance that it was due to luck. Figure 5-11 shows the formula 
to calculate the number of years needed for a t-stat of 2.

Step one is to determine the excess returns the manager earned 
above an appropriate benchmark. Step two is to determine the 
regularity of the excess returns by calculating the standard deviation 
of those returns. Based on these two numbers, it’s easy to calculate 
how many years are needed to support the manager’s claim.

Using the study previously shown in Figure 3-5 as an example, 
207 mutual funds were compared to their risk-appropriate 
benchmarks over a 20-year period. Only 60 of the 207 fund 
managers had positive excess returns, and only two appeared to 
have skill (a t-stat of 2). But when the time period was extended 
back to their inception dates, the t-stat dropped below 2 for one 
of them, indicating that skill evaporated.

Of those 60 fund managers, the average excess return was 
1.00% and the standard deviation was 5.82%. You can find the 
intersection of the average excess return (1.00%) and standard 
deviation (5.82%) in Figure 5-12, and then follow the line, 
concluding that 135 years of returns data are needed to establish 
skill as the reason for the higher returns. Obviously, no manager 
has ever managed a fund for 135 years; therefore, we are unable to 
accept the manager’s claim. 
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Figure 5-11
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Figure 5-12

In “Challenge to Judgment,” Paul Samuelson dismisses 
investors who claim they can find benchmark-beating managers 
by saying, “They always claim that they know a man, a bank, or a 
fund that does do better. Alas, anecdotes are not science. And once 
Wharton School dissertations seek to quantify the performers, 
these have a tendency to evaporate into the air—or, at least, into 
statistically insignificant t-statistics.”68
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“Style drift is a serious problem [for investors] 
because it distorts asset allocation and undermines 
performance when styles rotate. Value managers who 
have drifted over the past three years [1998-2000] 
toward more favored growth stocks are regretting 
those moves, but not as much as their [investors].”

± Ron Surz, President, PPCA Inc. “Get the Drift,” 
2001

“Th e SEC deems it a fraud if performance results 
are compared to an inappropriate index, without 
disclosing the material diff erences between the index 
and the accounts under management.”

±  Robert J. Zutz, “Compliance Review,” Schwab 
Institutional, Vol 10, Issue 8, August, 2001

“One thing is clear. Style drift happens to a sizable 
percentage of mutual funds.. For [investors or] 
planners seeking to create portfolios tapping into 
consistently diff erent equity styles, style drift presents 
a signifi cant concern.”

±  Craig L. Israelsen, Ph.D., “Drift Happens,” 
Financial Planning Interactive, 1999
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When you buy A box oF corn FlAkeS, you expect corn 
fl akes in your cereal bowl. It is a safe and reasonable assumption 
that you are getting what you think you are buying. You know 
you are not buying granola or oatmeal. The name on the box is 
true to the box’s contents. 

This is not the case with active fund managers who engage 
in style drifting. A style can refer to the asset class, index, 
market segment, or classifi cation that a mutual fund states as its 
objective, described as the fund’s investment purpose. When 
active managers style drift, they do not stay true to the type or 
name of a fund in which your money is invested. They do this 
by drifting from a fund’s stated style into another style that no 
longer represents the fund’s objective. For example, you may be 
intentionally invested in a growth fund; then unbeknownst to 
you, your active manager takes 30% of your large cap stock fund 
and puts it in cash and bonds. This changes the composition of 
your growth fund by altering the risk exposure, return and time 
horizon of your investment. The fund no longer matches its 
name or style. In passive investing with index funds, the name 
of a fund corresponds to the contents of that fund, described 
as “style pure.”

Traders oughta learn from Nobel Laureates,
but they keep on makin’ them long and short bets.
 ±  Th e Speculation Blues
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Problems

style drIft Alters rIsk exPosure 
There are different risk characteristics among the many 

categories of investment styles. An index or asset class is 
designed to carry a particular risk exposure, a key identifying 
factor for any fund. Market capitalization styles include large 
cap, mid cap, small cap, and micro cap stocks. A growth style 
commonly pertains to stocks that have experienced rapid 
growth in earnings, sales or return on equity, as well as low 
book-to-market ratios (BtMs). A value style, on the other hand, 
refers to stocks that have carried low price to earnings ratios, 
high BtMs, and are often labeled as “distressed.” Beyond these 
broad descriptions, funds are sorted into categories such as 
domestic, international, emerging markets, select technology, 
health care, energy, and others.

No industry-wide standards exist for defining these terms, 
making it hard for proper benchmarks to define what constitutes 
value, growth, large cap, small cap, international, or emerging 
market stocks. To make matters even more difficult, carefully 
crafted fund prospectuses give active fund managers significant 
leeway to deviate from their fund’s stated investment style. As a 
result, companies with divergent risk and return characteristics 
are often lumped together into the same style.

style PIckIng

When active fund managers assume their fund’s investing 
style will underperform, they often abandon their stated 
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strategies to chase the returns of other investment styles. For 
example, when small company fund managers project a slump 
in small company stocks, they may start buying large cap stocks 
in hopes of beating small cap benchmarks. More than half of  
actively managed funds utilize investments that do not reflect 
their stated objectives.

Mutual fund companies have been required to change 
the description of their funds due to style drift. In November 
1998, Boston Globe columnists Steven Syre and Steve Bailey 
exposed Fidelity’s Emerging Growth Fund for including giant 
companies like Microsoft and MCI WorldCom.69 The SEC 
compelled Fidelity to change the fund’s name to the Aggressive 
Growth Fund, along with the prospectus’s spurious claim that 
the fund focused on smaller stocks.

the elements of style

The next three charts reveal the difficulty of identifying 
a winning style in advance. Figure 6-1 displays the Annual 
Returns of 13 Asset Class Indexes for the 20-year period from 
1993 through 2012 and shows that high and low returns of key 
market indexes follow no discernible pattern. Figures 6-2 and 
6-3 show the same is true for the historical returns of various 
countries and industrial sectors. Investors who attempt to 
overweight or underweight specific styles based on speculation 
about future market movement undermine their ability to 
achieve the risk-adjusted returns that result from maintaining 
a proper asset allocation made up of a consistent blend of 
investment styles.
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Figure 6-1
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Figure 6-2
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Figure 6-3
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style drIfters

In the 1980s, Fidelity’s Magellan fund and its then-manager 
Peter Lynch were touted for outpacing the S&P 500 Index. 
However, Lynch had achieved his big returns by concentrating 
a large portion of the fund’s holdings in small cap stocks. In so 
doing, his investors were unwittingly exposed to a higher level 
of volatility that may not have been in line with their investment 
objectives. Magellan’s returns looked good when measured 
against the S&P 500 Index, an inappropriate benchmark that 
included no small cap stocks. The appropriate benchmark for 
Magellan would have been a blended index of both small cap 
and large cap equities.

In the mid-1990s, Jeffrey Vinik took over the fund’s 
helm. He made a famous market call in November 1995, 
bailing out of $10 billion worth of technology stocks. He put 
a lot of that money into cash and bonds. During the next six 
months, Magellan’s value barely moved, as the broad market 
skyrocketed. As a result, investors suffered from lower returns 
and higher capital gains taxes.

Figure 6-4 illustrates the style drift of Fidelity’s Magellan fund 
from January 1, 1982. The scale on the vertical axis represents the 
fund’s relative exposure to different styles, and the different colors 
represent different investing styles. In 1995, the fund looked like 
a large value fund (green), but by 2000 and 2009, it would have 
been seen as a large growth fund (blue). This shift from large value 
to large growth caused the fund’s investors to unknowingly be 
exposed to risks substantially different from what they might have 
planned.
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To expand the analysis, let’s look at two additional mutual 
funds whose exposure to different styles drifted over time. 
Figure 6-5 displays the style drift of the Vanguard Explorer 
Fund, which is designated by Vanguard as a small growth 
fund. Note that the tan zone is a small growth index, and the 
brown is a small value index. The fund experienced a spike 
in exposure to small value in the early 1990’s, shifting it away 
from its original allocation and altering its risk exposure for its 
investors. 

Similarly, Figure 6-6 illustrates the style drift of the Growth 
Fund of America, which is designated as a large growth fund. 
Note the lack of style consistency as the various indexes in the 
fund seem to move up and down like a roller coaster. Both of 
these funds did not stay true to their identity.

Figure 6-4
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Figure 6-5

Figure 6-6
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SolutionS

Style Purity

There is a stark contrast between the loose style definitions 
held by actively managed mutual funds and the strict definitions 
used by indexers. Indexes are created according to specific 
criteria, allowing for accurate tracking and prevention of style 
drift. Figure 6-7 shows the style purity of an S&P 500 Index 
Fund over a 31-year period. In contrast to the drift of the three 
previous funds, the index maintained relatively constant exposure 
to large growth and large value equities over the entire period. 

The Standard & Poor’s Indices versus Active Funds 
Scorecard70 (SPIVA®) is a report that provides information on 
the consistency or “persistence” of funds staying true to their 
Figure 6-7

Condensed-Book-Inside-Four-Colour-Final-03.indd   143 4/23/2013   10:38:17 AM



  144 

styles. Data from the Year-End 2011 report is shown in Figure 
6-8, revealing the inconsistency or lack of persistence in the list of 
funds from 2007 to 2011. Looking at the active domestic equity 
funds tracked by Standard and Poor’s, only 49.33% remained 
style consistent over the five-year period.  

Investors should carefully review Morningstar data to 
determine if a fund has a history of adhering to its stated 
investment style. Because passively managed index funds adhere 
to their styles, they provide investors with consistent risk exposure 
and the assurance their funds will stay true to their purpose. 

Figure 6-8
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tActIcAl Asset AllocAtIon

Tactical asset allocation refers to the practice of changing the 
composition or style of a portfolio based on market conditions. 
An example would be selling a portion of the portfolio’s bonds 
and buying stocks when the earnings yield on stocks has risen 
above a benchmark interest rate. Of course, the parties on the 
other side of these trades are well aware of these changed market 
conditions, so the prices paid and received by the tactical allocator 
are fair and impart no expectation of an additional risk-adjusted 
return. Figure 6-9 displays the results of a study of the 19 mutual 
funds with a 20-year record based on tactical asset allocation as of  
December 31, 2012. As the chart shows, only one fund plots 
above the line of index portfolios. While 1 of 18 (5.6%) is rather 

Figure 6-9
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dismal to begin with, the true percentage is much lower because 
we are only looking at funds that survived for the last 20 years. 
An investor who chose a tactical allocation fund 20 years ago had 
a very small chance of both keeping the same fund and beating a 
risk-appropriate allocation of index funds. 

bottom lIne

Wise investors avoid the pitfalls of style drift in two 
different ways. First, they resist the temptation to overweight or 
underweight asset classes that may be touted or spurned based 
on speculation or hype from so-called experts or the financial 
media at any particular time. Second, they steer clear of actively 
managed funds that are notorious for this style inconsistency 
as they also participate in this overweighting or underweighting 
behavior as they attempt to beat the market. Instead, wise 
investors avoid style drift by holding a consistent allocation of 
index funds appropriate to their risk capacity, allowing them the 
full benefits of style purity. 
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steP 7: sIlent PArtners

“It is diffi  cult to systematically beat the market. But 
it is not diffi  cult to systematically throw money down 
a rat hole by generating commissions (and other 
costs).”

±  Michael C. Jensen, Ph.D., Harvard University, 
Forbes Magazine, 1984

“Fund returns are devastated by costs, taxes and 
infl ation.”… “Th e miracle of compounding returns is 
overwhelmed by the tyranny of compounding costs.”

±  John Bogle, Th e Little Book of Common Sense 
Investing, 2007

“For the taxable investor, indexing means never 
having to say you’re sorry.” 

±  William Bernstein, Ph.D., M.D., 
Th e Intelligent Asset Allocator, 2002

“It’s not brains or brawn that matter in taxable 
investing; it’s effi  ciency. Taxable investing is a loser’s 
game. Th ose who lose the leastÐt o taxes and feesÐ
stand to win the most when the game’s all over.”

±  James P. Garland, President, 
Th e Jeff rey Company, 1997
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Think oF A tApeworm. It silently absorbs nutrients 
intended for your body’s health. You may not notice what’s 
happening at fi rst. The tapeworm takes a little here and a little 
there, not being much of a bother. However, before you know 
it, the doctor is surgically removing a 10-foot parasite out of 
your intestines. A similar scenario occurs with active investing. 
There are silent partners sucking money out of your portfolio 
little by little. As they slowly siphon off fees and transfer costs, 
they become fatter and happier like a well-nourished tapeworm. 

Silent partners are those who share in your realized or 
unrealized gains. In any other situation, a silent partner would 
provide some sort of contribution to aid in your venture, but 
in the case of your investments, these silent partners lurk 
in the shadows, adding no value. There are numerous silent 
partners that take a bite out of realized and unrealized gains 
on investments. The many sources, individuals and entities 
that benefi t from eating away at an investor’s returns pie of 
wealth are represented in the painting on the right, The Feast. 
As the family members stand idly in the background looking 
hungry with perplexed expressions on their faces, their wealth 
is voraciously consumed by many different entities. 

Silent partners are havin’ a feast on most investors,
but they suck the least from savvy indexers.
 ±  Th e Speculation Blues
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Consider these silent partners: 

• The sales agent or stock broker who earns a commission 
or load for individual stock and mutual fund trades

• Federal and state income tax agencies that tax realized gains 
• A fund manager who actively invests stocks in a mutual fund
• Accountants 
• Firms that charge investment advisory fees 
• Market makers who earn a bid-ask spread on transactions 
• Transfer agents who handle share transfers
• Mutual fund distributors 
• The brokerage firm that earns interest on margin accounts

Problems

the sIlent feAst

According to a 15-year study conducted by Vanguard 
founder John Bogle,71 investors kept 47% of the cumulative 
return of an average actively managed equity mutual fund, but 
they kept 87% in a market index fund, as reflected in Figure 
7-1. This means $10,000 invested in the average actively 
managed equity fund grew to $49,000 versus $90,000 in an 
index fund. That’s a $41,000 drain that pads the pockets of 
the silent partners in the form of sales commissions, taxes, 
cash drag, expense ratios, and transaction costs. Cash drag 
relates to the cash balance held in a fund that is maintained for 
redemption, and therefore is expected to earn a lower return 
than the investments. 
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tAxes

A later study72 by Bogle analyzed the returns and tax 
implications of the average equity investor vs. an investor in an 
S&P 500 Index Fund. Figure 7-2 details the end results for the 
25 years from January 1, 1981 to December 31, 2005. The chart 
shows that $10,000 invested in the average managed equity 
fund would have grown to post-tax results of only $71,700. 

Figure 7-1
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The same amount invested in the S&P 500 Index Fund would 
have grown to a much larger post-tax sum of $159,000. 

Figure 7-3 further reveals the contrast between the post-
tax returns of both Vanguard index funds and their respective 
Morningstar categories. From January 1998 through December 
2012, a $100,000 investment in the Vanguard 500 Index Fund 
lost only $10,617 to taxes, while the Morningstar Large Blend 
category lost $24,053, a $13,436 difference. Looking at another 
index at the bottom of the chart, the Vanguard Total International 
Index Fund lost $17,709 to taxes, while the Morningstar Foreign 
Large Blend category lost $29,273, an $11,564 difference. Note 
that the annualized returns for the Morningstar categories are 
upwardly biased due to the impact of survivorship bias. Such 
contrasts in taxes reveal why passive investing with index funds 
makes for one very sad Uncle Sam, as seen in the next painting.

Figure 7-2
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turnover Is costly In tAxAble Accounts

The average active mutual fund has high turnover rates than 
index funds, creating tax liabilities that erode returns. Figure 7-4 
shows six Morningstar categories, which are primarily active 
funds, compared to passive Vanguard index funds within those 
categories. Note the large difference in turnover ratios between 
all Morningstar categories and Vanguard funds. 

In another study analyzing trading between 1963 and 1992, 
researchers at Stanford University determined a passively 
invested dollar would have grown to $21.89 in a tax-deferred 
account such as an IRA. In contrast, they found a dollar 
invested by a high tax-bracket individual in an actively managed 
fund, in a taxable account, grew to just $9.87, almost 55% less! 
Passive index fund managers minimize portfolio turnover, 
thereby maximizing unrealized capital gain, and tax-managed 
index funds virtually eliminate short-term capital gains.73 

Figure 7-3
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InflAtIon

Unlike investment costs and taxes, inflation is a variable over 
which investors have zero control. To hedge inflation risk, some 
investors have bought Treasury Inflation-Protected Securities 
(TIPS) which adjust their coupon payments and re-payment of 
principal based on the Consumer Price Index (CPI). While TIPS 
may appear to be a no-brainer at first glance, investors should never 
forget that there is no such thing as free protection from risk, and 
the cost of this protection comes in the form of a lower long-term 
expected return relative to nominal bonds. A TIPS buyer is betting 
that actual inflation will be higher than the “breakeven inflation” 
incorporated into TIPS prices. One way to mitigate inflation risk 
is to keep bond maturities short because market interest rates will 
reflect expected inflation, and as short-term bonds mature, they 
can be re-invested at the higher market interest rates. 

Figure 7-4
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fees
Part of the disparity in ending wealth is due to active managers 

charging higher fees than passive managers as compensation for 
their perceived “skill.” Figure 7-5 reveals the disparity in expense 
ratios determined from simple averages of all share classes of 
funds tracked by Morningstar. The figure portrays the differences 
of average expense ratios between actively managed funds, 
passively managed funds, exchange-traded funds (ETFs), and a 
60% stocks/40% fixed income Index Portfolio 50. As the chart 
indicates, the average actively managed mutual fund is nearly 
twice as costly as the average passively managed mutual fund and  
more than four times more costly than the index portfolio. The 
expense ratio for the average passive mutual fund is higher than 
the average exchange-traded fund because the former includes 
high-cost index funds, such as the Nationwide S&P 500 Fund.

Figure 7-5
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solutIons

tAx-mAnAged funds

Most index funds are tax efficient by their very nature. 
However, some indexes can be further tax-managed to save 
you even more in taxes. These tax-managed index funds are 
very efficient at offsetting realized gains with realized losses, 
deferring the realization of net capital gains and minimizing the 
receipt of dividend income. The result is maximized unrealized 
capital gains that have not yet been realized for tax purposes. 
Taxes are not paid until a future date when withdrawals are 
made and the gains then become realized. The benefit is that 
the unrealized capital gains (profits) remain a growing part of 
the net asset value of a fund rather than being distributed to the 
investor. This tax benefit assists in overall wealth accumulation. 

mInImIze the sIlent PArtners

Index funds provide an excellent opportunity to minimize 
the negative impact of silent partners. Dimensional and Vanguard 
are leading providers of tax-managed index funds with offerings 
in many different equity categories. While fees, transaction costs 
and taxes eat up active investors’ returns, index funds investors 
maximize asset growth by avoiding the major impacts of costs 
and taxes. No investment is completely free from silent partners, 
but passive investors use index funds to retain as much money 
as possible. Remember, it’s not just what you make, it’s what you 
keep that counts.
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steP 8: rIskese

“Th e probable is what usually happens.”

±  Aristotle

“Th e most important questions of life are, for the 
most part, really only problems of probability.”

±  Marquis de Laplace, 
Th éorie Analytique des Probabilités, 1814

“If your broker [or investment advisor] is not 
familiar with the concept of standard deviation of 
returns, get a new one.”

±  William Bernstein, Ph.D., M.D.,
Th e Intelligent Asset Allocator, 2000

“Th e average long-term experience in investing is 
never surprising, but the short-term experience is 
always surprising. We now know to focus not on rate 
of return, but on the informed management of risk.”

±  Charles Ellis, Ph.D.,
Investment Policy, 1985

“Odds are you don’t know what the odds are.”

±  Gary Belsky and Th omas Gilovich,
Why Smart People Make Big Money Mistakes, 2000
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Do you SpeAk riSkeSe? Citizens of Japan speak Japanese, 
lawyers speak legalese, and leading investment advisors, casino 
statisticians and insurance actuaries speak riskese. Riskese is 
the essential language of investing and is used to discuss topics 
of risk, return and time. Returns and risk go hand in hand. 
You cannot expect high returns without taking risk. People are 
perfectly comfortable talking about the returns portion of the 
investment process, but how squeamish do they get when they 
realize they may lose money on their investments? After the 
crash of 2008, people are far more aware of this possibility, 
but they are still looking for that perfect investment with small 
risk and big returns. People are also still looking for a weight 
loss pill that will allow them to continue eating country fried 
steak, massive cinnamon buns and ice cream on a regular basis. 
Neither exists. 

Problems

lAck of understAndIng

One of the primary deterrents to investors earning market 
rates of returns is their lack of understanding of the relationship 
between risk and return. The natural tendency of investors is 
to want returns without the risk. Because risk is the source of 

So before investing your hard earned green,
catch a good vibe for the variance and the mean.
 ±  Th e Speculation Blues
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returns, investors would be better served to be more concerned 
with the risk level of their investments.

The overall concept of the risk/return relationship is that 
when risk increases, the expected return on the asset should 
also increase as a result of the risk premium earned. Investors 
should not expect high returns on an investment if they aren’t 
taking a high degree of risk. If you bet on last year’s defending 
champions to win the World Series, your neighborhood 
bookie will give you much lower odds than if you bet on Major 
League Baseball’s cellar dweller from last season. You are 
obviously taking a lot more risk by putting your money on the 
last place team.

solutIons

rIsk defIned 
Modern finance began with the realization 

that risk needed to be measured and managed. 
In 1654, French mathematicians Blaise Pascal 
and Pierre de Fermat tried to predict the future 
outcome of a game of chance. Their questions 
led to Pascal’s Theory of Probability, which 
quantifies the numerical likelihood of future 

events. Pascal’s Triangle was the foundation for learning 
how to manage the uncertainty of future outcomes, such as 
investment returns. 

Every investment carries an expected return. The risk of an 
investment is quantified by the degree to which the returns of 

Blaise Pascal
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the investment deviate from the average return during specific 
periods of time. Higher risk investments carry a wider range of 
short-term outcomes but also carry higher expected returns, 
compensating investors for withstanding short-term volatility. 
In contrast, investments that have had a narrow range of 
outcomes over long periods of time are expected to provide 
more consistent returns with the trade-off of lower returns. 
For example, an all-bond index portfolio has provided a small 
but consistent return, while an all-equity index portfolio has 
provided a larger but erratic return. Higher expected returns are 
the reward for an investor’s willingness to accept this volatility. 
In other words, risk is the source of returns and therefore 
should be embraced in appropriate doses.

stAndArd devIAtIon of returns

An effective method to measure the deviation of investment 
returns from the average is the standard deviation of returns. 
Standard deviation provides a statistical measure of historical 
volatility and sets forth a distribution of the ranges of probable 
outcomes. In investing, measuring standard deviation of returns 
shows the extent to which returns (daily, monthly or annual) 
are distributed around the average return, estimating a range of 
probable outcomes and establishing a likely framework of risk 
and return trade-offs. 

The normal distribution in the form of a bell-shaped curve 
shown in Figure 8-1 illustrates the concept of standard deviation. 
The curve represents the set of outcomes. In this case, let’s 
say the outcomes are the monthly returns of an investment. 
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Figure 8-1

The yellow area covered in one standard deviation away from 
the average in both directions accounts for approximately 68% 
of the outcomes in a period. The area within two standard 
deviations from the average, the yellow and green shaded 
areas, accounts for 95.6% of outcomes, and the area up to 
three standard deviations away from the mean, illustrated by 
the yellow, green and orange shaded areas, accounts for 99.7% 
of all outcomes. The higher an investment’s standard deviation, 
the greater the chance that future returns will lie farther away 
from the average return. 

Francis Galton, an English mathematician who was an 
expert in many scientific fields, created his “Quincunx” machine 
to demonstrate how a normal distribution is formed through 
the occurrence of multiple random events. He expressed his 
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fascination with this phenomenon by stating, “I 
know of scarcely anything so apt to impress the 
imagination as the wonderful form of cosmic 
order expressed by the ‘Law of Frequency of 
Error.’ It reigns with serenity… amidst the 
wildest confusion. The huger the mob, and the 
greater the apparent anarchy, the more perfect is 

its sway. It is the supreme law of Unreason. Whenever a large 
sample of chaotic elements are taken in hand and marshalled in 
the order of their magnitude, an unsuspected and most beautiful 
form of regularity proves to have been latent all along.”74 

I recently commissioned the creation of the Probability 
Machine to better educate investors about the probability of 
outcomes that result from a series of random events. In the 
case of the market, the random events are news stories about a 
company or about capitalism in general. The random falling of 
the beads ultimately forms a normal distribution in the shape 
of a bell curve. The distribution of the beads bears a striking 
resemblance to the distribution of monthly returns shown in 
red behind the beads, also shown in Figure 8-2 which reflects 
600 monthly returns (50 years) for an all-equity index portfolio. 
Like the Probability Machine’s normal distribution, the all-
equity index portfolio carries a wide range of outcomes or a 
high standard deviation. It maintains an approximate normal 
distribution that accumulates to a 1.13% monthly return over 
the 600 months, but with a standard deviation of 4.68%, which 
is a high level of short-term volatility.

Francis Galton
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Note the comparison to Figure 8-3, which shows a lower-
risk index portfolio comprised of 80% fixed-income funds and 
20% stocks with a narrow range of outcomes. The 100% stock 
index portfolio in Figure 8-2 experienced greater price swings but 
had higher returns. Over the simulated 50-year period, a dollar 
invested in the low-risk index portfolio would have grown to 
$29.43, while a dollar invested in the higher risk index portfolio 
would have grown to $440.38. This historical data supports the 
presumption that investors who have the capacity to hold higher 
risks are expected to earn substantially higher returns.

not All rIsks Are rewArded

While higher expected returns can only result from 
accepting increased risk, not all risks are rewarded at the same 
rate. Financial economists have long sought to identify the 
factors that explain stock market returns. With the help of 
CRSP, ground-breaking progress has been made. As previously 
mentioned in Step 2, Nobel Laureate William Sharpe presented 
the Capital Asset Pricing Model (CAPM), a financial model 
that explains approximately 70% of all stock portfolio returns. 
CAPM enabled investors to quantify expected returns based on 
how investments fluctuate relative to the market as a whole. It 
concluded that investments which fluctuate more than the market 
as a whole carry more risk than the market and therefore should 
also carry higher expected returns. Sharpe asserted however, 
that some investments carry increased risk without providing the 
trade-off of higher expected returns. To clarify, he divided risk 
into two categories: systematic and unsystematic. 
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Figure 8-2

Figure 8-3
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The entire market is exposed to unavoidable systematic risk, 
such as war, recession, inflation, and government intervention. 
In contrast, unsystematic risk refers to threats specific to 
individual companies, such as lawsuits, fraud and competition. 
A summary of these different risks is presented in the top 
portion of Figure 8-4. Systematic risk—the risk of investing in 
capitalism itself—has rewarded investors with an approximate 
9.5% annualized return over the last 85 years. However, an 
investment in unsystematic risk, such as buying individual 
stocks, does not increase expected returns. Unsystematic risk 
should be avoided through diversification, thereby maximizing 
portfolio efficiency and returns at each level of risk.

Figure 8-5 illustrates the lack of increased expected returns 
when investors accept the additional concentrated and unsystematic 
risk of individual stocks. The additional risk of buying individual 
stocks is not expected to carry additional returns.

the trAde-off between rIsk And return

Even when all non-compensated risk has been eliminated 
from a portfolio, an investor cannot escape the systematic risks 
inherent in the market itself. As previously mentioned, history 
shows an investment in the market as a whole has delivered 
about 9.5% a year on average for the last 85 years, but not 
without substantial uncertainty. Risk and return go hand in 
hand. To obtain greater stock returns, the trade-off is suffering 
significant short-term volatility, such as investors experienced 
in 2008 and early 2009.
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Figure 8-4
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the dImensIons of Investment returns

Sharpe’s CAPM was widely held as the explanation of equity 
returns until 1992 when Eugene Fama and Kenneth French 
introduced their Fama/French Three-Factor Model, identifying 
Market, Size and Value as the three factors that explain as much 
as 96% of the returns of diversified portfolios. Fama and French 
analyzed the CRSP database back to 1962 to determine that 
equity returns can be explained by a portfolio’s exposure to the 
market as a whole, as well as the exposure to small and value 
companies. Their data show that small and value companies have 
carried higher risk and that risk has been rewarded. These small 
and value excess returns have been shown to carry long-term 
persistence, but are not consistent in short periods of time. More 

Figure 8-5
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Figure 8-6

than 85 years of risk and return data have confirmed their results.
Fama and French later expanded their model to include 

Fixed Income, identifying Term and Default as two additional 
risk factors that explain returns for fixed income. Thus, a Five-
Factor Model was created, as shown in Figure 8-6.

The relationship that exists between these five risk factors 
and a portfolio’s expected return serves as a framework for 
designing investment portfolios. The five risk factors are 
portrayed on the following pages.
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Figure 8-7

the mArket As A rIsk fActor

The fi rst risk factor in the Fama/French Five-Factor 
Model is the market risk factor or the amount of an investor’s 
exposure to the overall stock market compared to risk-free 
investments, such as the 30-day T-Bill. Investors take on market 
risk through all their different equity investments. Figure 8-7 
plots the risk and return associated with the market risk factor 
for fi ve allocations of the total U.S. stock market and U.S. 
Treasury bills. The highest market exposure, labeled 5, carries 
100% exposure to the total U.S. market. The button labeled 0 
is invested in 100% T-Bills. The chart refl ects the differences in 
growth of $1 in the various market exposures over the 85-year 
period from January 1, 1928 through December 31, 2012. 
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sIze As A rIsk fActor

The second risk factor in the Fama/French model is the 
size risk factor, referring to the level of a portfolio’s exposure 
to small company stocks. Small companies are more volatile 
and riskier than larger companies because they have less 
business diversifi cation, fewer fi nancial resources and greater 
uncertainty of earnings than their large counterparts. 

The image for the size factor contrasts General Electric with 
the small cap company Acme Packet. It is obvious that Acme is a 
riskier investment than GE, therefore the cost of capital for Acme 
and the expected return for its investors should be higher.

Figure 8-8 plots the risk and return of the S&P and U.S. 
companies according to size over an 85-year period. 
Figure 8-8
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vAlue As A rIsk fActor

The third risk factor in the Fama/French model is the value 
risk factor, which refers to the amount of a portfolio’s exposure 
to value or low-priced stocks relative to their book value. Value 
is measured by the book-to-market (BtM) ratio. The book value 
of a company is an accounting term for its net worth, its assets 
minus its liabilities. The market value of a company is its price 
per share times the number of shares outstanding. Stocks with 
higher BtM ratios are considered value stocks while stocks with 
lower BtM ratios are considered growth stocks. Figure 8-9 plots 
the risk and return characteristics of the value risk factor for the 
five quintiles of the U.S. stock market from 1928 through 2012. 

Figure 8-9
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Fixed income is also an important component to an 
investment portfolio. Since stocks and bonds frequently move 
in opposite directions, holding low-volatility bonds provides 
good diversifi cation and will therefore level out a portfolio’s 
performance by dampening stock volatility and providing 
short-term liquidity.

The term (maturity) risk factor refers to the difference in 
returns between long-term government bonds and short-term 
treasury bills. Longer-term bonds are riskier than shorter-term 
instruments and have yielded higher returns over the 85 years 
ending in 2012. Figure 8-10 shows six different fi xed income 
allocations and their differences in risk and return.

Figure 8-10
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Figure 8-11

defAult As A rIsk fActor

The last of the fi ve risk factors is the default risk factor, 
which is associated with the credit quality of bonds. Instruments 
of lower credit quality are riskier than those of higher credit 
quality, thus yielding higher expected returns. Despite the 
August 2011 downgrade of U.S. government debt by Standard 
& Poors, the market still assigns a higher default risk to 
corporations over the U.S. government. The default risk factor 
refers to the additional expected return of corporate bonds over 
government bonds. Figure 8-11 shows the strong relationship 
between risk and return as the probability of default increases.
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Figure 8-12

Figure 8-13
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ImPlIcAtIons of the fIve-fActor model

A summary of the average annual returns for all five risk 
factors is presented in Figure 8-12. Both the risk and average 
annual returns for all five risk factors are shown in Figure 8-13. 

The research of Eugene Fama and Kenneth French serves as 
a guiding protocol for both individual and institutional investing. 
Their Five-Factor Model has revolutionized how portfolios are 
constructed and analyzed. 

As you have learned, three of the five factors apply to 
equities. The Three-Factor Model is an invaluable tool for asset 
allocation and portfolio analysis. In his own words, Eugene Fama 
candidly explains the small-value story, among other subjects, in 
a November 2007 interview with The Region, the publication for 
the Federal Reserve Bank of Minneapolis. “So, small-cap stocks 
have higher average returns than large-cap stocks, and stocks 
with higher ratios of book value to market value have higher 
returns than low book-to-market stocks.” He continues, “Low 
book-to-market stocks tend to be growth stocks. High book-to-
market stocks tend to be relatively more distressed; they’re what 
people call value stocks. That’s given rise to what the finance 
profession—academic as well as applied—calls the size premium 
and the value premium. The value premium tends to be bigger,” 
he added. “So, our model has three factors. Every asset pricing 
model says you need the market in there. Then they differ on 
how many other things you need. The CAPM says you only need 
the market. We basically say a minimum of two other factors 
seem to be necessary. And these two do a pretty good job.”75
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steP 9: hIstory

“I know of no way of judging the future but by the 
past.”

±  Patrick Henry, Virginia Convention Speech, 1775

“It takes between 20 and 800 years of monitoring 
performance to statistically prove that a money 
manager is skillful rather than luckyÐwh ich is a lot 
more than most people have in mind when they say 
‘long-term’ track record.” 

±  Ted Aronson,  “Confessions of a Fund Pro,”
Money Magazine, 1999

“While much has changed over the years, some things 
remain the same. Th ere is still a strong relation 
between risk and expected return… Some things 
stand the test of time.”

±  James L. Davis, Ph.D., “Digging the Panama 
Canal,” 2004

“Th ose who are ignorant of investment history are 
bound to repeat it. Historical investment returns 
and risks of various asset classes should be studied. 
Investment results, for an asset over a long enough 
period (greater than 20 years) are a good guide to 
future returns and risks of that asset.”

±  William Bernstein, Ph.D., M.D.,
Th e Intelligent Asset Allocator, 2000
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I think we cAn SAFely SAy thAt moSt inveStorS don’t 
make decisions based on the long-term history of the stock 
market. They generally look at the most recent 1, 3 and 5-year 
returns and assume that recent past performance will persist. 
Unfortunately, they don’t understand that short-term returns 
are based on random news and that investment decisions based 
on 50 years of data are more likely to enhance wealth than 
decisions based on 5 years of data.

Historical stock market data provide investors with a powerful 
set of tools for constructing portfolios that can maximize expected 
returns at given levels of risk. By analyzing the historical returns 
for various asset classes, including stocks, bonds, private equity, 
real estate, and even precious metals, an investor can see the 
difference between compensated and uncompensated risk over 
time. Statisticians require data from periods of at least 30 years to 
minimize the sampling error of short-term data and to provide a 
more reliable estimate of expected returns. Very few managers are 
able to provide 30 years of data to their clients.

Historical data serves as a testament to the enduring nature 
of capitalism. By considering and understanding long-term data, 
investors can use long-term risk and return data for various 
indexes to construct an asset allocation based on history and 
the science of investing, not on speculation.

Th e smart money man is best served,
by checkin’ out how the bell is curved.
 ±  Th e Speculation Blues
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Problems

Investors focus on short-term dAtA

The first problem investors face is that the long-term history 
of stock market returns is not provided to them. Secondly, 
investors are not aware that long-term data has more value to 
them than does short-term data. When presented with 85 years 
of data, many investors deem the data irrelevant, because they do 
not have 85 years to live. This perspective overlooks the value of 
a large sample size. Investors who make decisions based on short-
term data often later regret it.

When describing the risk and return of an index, significant 
errors are likely to occur when using a subset of the available data. 
For example, in the 5-year period from 2008 to 2012, the S&P 500 
Index had an annualized return of only 1.66%. Based on that low 
return, many investors would conclude that the S&P 500 was not 
a good investment. However, for the 20-year period ending 2012, 
the annualized return was 8.22%, comparable to the annualized 
return of 9.53% for the 85-year period ending 2012 and to the 
50-year return of 9.80%. The S&P 500 consists of 500 of the 
most economically important U.S. companies, and it comprises 
between 70% and 80% of the total market capitalization of the U.S. 
equity market. Therefore, an S&P index fund is still an important 
building block for a diversified index portfolio. When gathering 
information to identify the risk and return characteristics of the 
many asset class indexes that belong in a diversified portfolio, the 
more quality long-term data you have, the more accurate your 
conclusions.
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solutIons

hIstory chArActerIzes rIsk And return

The most complete historical database for stocks, bonds 
and mutual funds can be found at the Center for Research in 
Security Prices (CRSP) at the University of Chicago’s Booth 
School of Business. Figure 9-1 shows the annualized rates of 
return for 24 different indexes. This table provides an interesting 
review of various indexes over several different time periods. 
Note the pattern of higher annualized returns of small cap and 
value stocks over large cap and growth stocks over time. 

The time series construction in Figure 9-2 enables index 
funds investors to make investment decisions based on a 
statistically substantial and significant 85-year time frame. This 
time series construction simulates a fund’s composition prior 
to its inception and allows for estimates of past performance 
data. The style purity of index funds investing allows for this 
exercise, providing an abundance of data. This time series 
construction carefully stitches together 85 years of risk and 
return data for the indexes referenced in this book, with the 
black-dotted outlined section representing the simulated 
indexes and the solid black lines representing live mutual 
fund data for investable asset class investments. While not a 
perfect representation, the data produced by the time series 
construction is a very useful tool. Statisticians who consider 30 
years of risk and return data to be statistically significant would 
consider this collection of 85 years of data a feast!
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Figure 9-1 
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Figure 9-2
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the resIlIence of cAPItAlIsm

Capitalism has proven to be resilient. Figure 9-3 shows the 
growth of a dollar in various indexes over the course of 85 
years, marked with 15 major news events listed in Figure 9-4. 
While the major events had large short-term impacts on market 
prices, they proved to be largely inconsequential in the long 
term as the market marched ahead. Despite several setbacks, 
capitalism has not only persevered, but thrived. This long-term 
history of quality data is the most useful tool for investors to 
construct risk appropriate portfolios.

Figure 9-3
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Figure 9-4

monthly rollIng PerIods

Despite the historic advance of equities and the proven 
resilience of capitalism, many investors still get nervous during 
extended or sharp down periods such as the one we endured 
in 2008. When market-moving news appears, many investors 
may question if the fundamental relationship between risk 
and return is still valid. However, when a larger data set is 
considered, the situation looks better for long-term investors.

Rolling period analysis enables investors to examine large 
sets of performance data by dividing returns into monthly 
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rolling periods, instead of traditional calendar year periods with a 
January beginning and a December ending. This method provides 
Simulated Passive Investor Experiences (SPIEs) which begin at 
the 1st of each month throughout the designated period. Figure 
9-5 shows 12 consecutive 12-year rolling periods beginning on 
January 1, 1959. Each rolling period can be thought of as an 
outcome representing the experience of a unique investor who 
started and ended on the dates specified in the period. Hence, 
the name Simulated Passive Investor Experiences. 

The primary advantage of rolling periods is the large 
number of simulated investors who can be observed in a given 
time period. For example, in a 50-year period, there are 589 rolling 
12-month periods as opposed to 50 consecutive, non-overlapping 

Figure 9-5
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12-month periods. One disadvantage of rolling periods is the 
heavier weight given to returns that occur in the middle of the 
period and the lighter weight given to returns that occur at the 
beginning and end of the period. 

Figure 9-6 charts the comparison of the performance of 
various equity indexes from 1928 through 2012 using this 
SPIE analysis. For example, the chart illustrates in the bottom 
left quadrant that over 1,009 1-year monthly rolling periods, a 
simulated passive investor in a large growth index beat a simulated 
passive investor in a large value index 44% of the time, causing 
investors to think it might be a toss-up between large growth 
and large value. Compounded by the financial media touting the 
benefits of large growth companies, investors tend to believe that 
large growth can perhaps be a good investment. But in 781 20-
year monthly rolling periods, the large value index beat the large 
growth index 88% of the time. Over short periods, volatility and 
price swings confuse investors as to which indexes are better 
long-term investments, but the picture becomes much clearer 
when longer periods and more rolling periods are considered.

Figure 9-7 tracks large, small, value, blend, and growth 
indexes from around the world. For U.S. markets, more than 
85 years of data are shown. For non-U.S. developed markets, 
38 years of data is available, and there are 24 years of data for 
emerging markets. In each case, it is worthwhile to note the 
lackluster annualized returns of both large and growth indexes, 
relative to the strong annualized returns delivered by all of the 
indexes labeled small or value.
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Figure 9-6
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Figure 9-7
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the ImPortAnce of hIstory

Although all disclosure statements from investment advisory 
firms are required to state that “past performance does not 
guarantee future results,” studying the very long-term past can 
empower individuals to make better choices for the future. 
Market history demonstrates the enduring nature of capitalism 
and exposes the benefits of investing based on long-term risk 
and return data. The use of historical data enables investors to 
build an asset allocation that meets their own particular risk 
capacity and equips them with the knowledge to withstand 
short-term volatility. For these important reasons, investors 
would serve themselves well by relying on large sets of historical 
data when building an investment portfolio aimed at capturing 
higher expected returns. 
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steP 10: rIsk cAPAcIty

“Investment Policy [asset allocation] is the 
foundation upon which portfolios should be 
constructed and managed.”

±  Charles D. Ellis, Ph.D., Investment Policy, 1985

“Rip Van Winkle would be the ideal stock market 
investor: Rip could invest in the market before his 
nap and when he woke up 20 years later, he’d be 
happy. He would have been asleep through all the ups 
and downs in between. But few investors resemble 
Mr. Van Winkle. Th e more often an investor counts 
his moneyÐ or looks at the value of his mutual funds 
in the newspaperÐ the lower his risk tolerance.”

±  Richard Th aler, Ph.D., Economist, 
University of Chicago Booth School of Business

“What if your advisor talks only about returns, not 
risk?… It’s his job to take risk into account by telling 
you the range of possible outcomes you face. If he won’t, 
go to a new planner, someone who will get real.”

±  William Sharpe, Ph.D., Nobel Laureate in 
Economics, 1990, Money Magazine, 2008

“Design a portfolio you are not likely to trade… 
akin to premarital counseling advice; try to build a 
portfolio that you can live with for a long, long time.”

±  Robert D. Arnott, “Is Your Alpha Big Enough to 
Cover Your Taxes?,” 1999

Condensed-Book-Inside-Four-Colour-18.indd   201 3/14/13   11:04 AM



  202 

EnviSion the mArket AS A wild bull, bucking up and 
down, rearing and spinning. Investors are like bull riders, trying 
to hang on as the bull kicks and twists, making for a tumultuous 
ride. Matching the right portfolio to an individual’s ability to 
handle risk is akin to fi nding the right bull that each investor 
can ride through all the ups and downs of the market.

Each investor has a unique risk capacity and can be 
identifi ed by a risk capacity score, a measure of how much risk 
an individual can manage. This score is based on fi ve specifi c 
risk dimensions of an investor: 1) time horizon and liquidity 
needs; 2) attitude toward risk; 3) net worth; 4) income and 
savings rate; and 5) investment knowledge. 

Risk capacity can be regarded as a measurement of an 
investor’s ability to earn stock market returns. Calculating 
risk capacity is the fi rst step to deciding which portfolio will 
generate optimal returns for each investor. A risk capacity score 
determines the proper risk exposure for an investor’s portfolio.

Problems

ImProPer Assessment of rIsk cAPAcIty

The problem many investors face is the improper 
measurement of their risk capacity. Each of the fi ve dimensions 
has to be carefully examined and then quantifi ed. Some 

A risk taker gots’ta know his risk capacity,
then hang on for his payout with true tenacity.
 ±  Th e Speculation Blues
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dimensions carry more weight in the determination of a final 
score. The survey must be carefully designed, and investors 
must be honest and accurate when answering the questions.

solutIons

rIsk cAPAcIty survey

An easy and efficient way to determine an investor’s 
risk capacity is to complete a questionnaire or a survey that 
evaluates and quantifies each of the five dimensions of risk 
capacity. One such survey can be found at ifarcs.com, which 
quantifies risk capacity using numerical values from 1 to 100. 
These values correspond to various portfolios created with the 
indexes referenced in Step 9. 

rIsk cAPAcIty results

Once an individual has completed a survey, an overall score 
is provided, which reflects that investor’s capacity to take risk. 
An Index Portfolio with a risk exposure that properly matches 
the individual’s risk capacity is also recommended. 

Higher scores signify a higher capacity for risk, a longer 
time horizon and an ability to withstand market volatility. 
Investors with higher scores are generally recommended to hold 
portfolios with a larger allocation of global equities. In contrast, 
lower scores signify a lower risk capacity and a higher need for 
liquidity. Investors with lower scores are steered toward more 
conservative portfolios that hold a higher proportion of short-
term investments such as fixed income.
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dImensIon one

tIme horIzon And lIQuIdIty needs

Archimedes is often referenced as saying, “Give me a lever 
long enough and a place to stand, and I can move the earth.” In 
the world of investing, that lever is time. The longer investors 
can hold onto their portfolios, the greater their risk capacity. 
Will an investor need 20% of the value of his investment 
portfolio in two years, fi ve years, seven years, ten years, or 
longer? Usually, the closer a person is to retirement, the shorter 
his or her investment horizon becomes. Risk-calibrated index 
portfolios carry recommended holding periods that range 
from four to fi fteen years. The longer an investor holds onto 
a risky investment, the greater the chance of obtaining its 
average historical return and the greater the ability to reduce 
the uncertainty of these returns through time diversifi cation.

sAmPle rIsk cAPAcIty survey QuestIon:
How many years will it be before you need to withdraw a 

total of 20% of all your investments for living or other expenses?

A. Less than 2 years
B. From 2 to 5 years
C. From 5 to 10 years
D. From 10 to 15 years
E. More than 15 years

 Time 205 Step 10: Risk Capacity
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dImensIon two

AttItude towArd rIsk 
This risk capacity dimension assesses aversion or attraction 

to risk, providing an estimation of an investor’s willingness 
or ability to experience an investment loss. The last 50 years 
have shown that stock market investing can be a wild ride, 
with a lot of volatility and uncertainty. Investors who hold 
riskier investments can expect higher returns, but with greater 
volatility. Some people take less risk than they’re actually 
capable of taking, preferring the tranquility of Ferdinand the 
Bull over the untamed violence of Hurricane the Bull to carry 
them on their ride through the market.

sAmPle rIsk cAPAcIty survey QuestIon:
What is the worst twelve-month percentage loss you would 

tolerate for your long-term investments, beyond which you 
would be inclined to sell some or all of your investment?

A. A loss of 50% 
B. A loss of 40% 
C. A loss of 30%
D. A loss of 20% 
E. A loss of 10% 

 Attitude 207 Step 10: Risk Capacity
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dImensIon three

net worth

What is the current value of an investor’s long-term 
investments or golden nest egg? Net worth is the value of an 
investor’s assets minus liabilities, or in other words, what is 
owned minus what is owed. Investors have a positive net worth 
when they own more than they owe. An individual’s total net 
worth can provide a cushion against short-term stock market 
volatility and the uncertainty of future cash needs. Because 
life itself is a random walk, investors can never be completely 
certain of what their cash needs will look like tomorrow. The 
more assets in reserve, the greater the capacity for risk.

sAmPle rIsk cAPAcIty survey QuestIon:
What is the current value of your long-term investments? 

Please include your taxable accounts, retirement savings plan with 
your employer and your individual retirement accounts (IRAs).

A. Less than $25,000
B. $25,000 to $50,000
C. $50,000 to $100,000
D. $100,000 to $250,000
E. $250,000 or more

 Worth 209 Step 10: Risk Capacity
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dImensIon four

Income And sAvIngs rAte

The Income and Savings Rate dimension estimates excess 
income and ability to add to savings. A high score indicates that 
a large percentage of income is discretionary and is available 
for investing. A low score indicates that all or almost all income 
is being used for ordinary expenses and not being added to 
annual investments. A higher income also bolsters the ability 
to respond to emergencies without cashing out portfolio funds. 
Having to take money out of your portfolio after it has declined 
creates irreparable harm to your long-term returns. Having a 
solid income will minimize the chance you will need to dip 
into your retirement account. That is why this dimension is an 
important consideration when assessing risk capacity.

sAmPle rIsk cAPAcIty survey QuestIon:
What is your total annual income?

A. Less than $50,000
B. $50,000 to $100,000
C. $100,000 to $150,000
D. $150,000 to $250,000
E. $250,000 or more

 Income 211 Step 10: Risk Capacity
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dImensIon fIve

Investment knowledge 
An individual who understands several key concepts that 

impact investing, such as the failure of active management, the 
Random Walk Theory, the Effi cient Market Hypothesis, the 
Five-Factor Model, and Modern Portfolio Theory has a greater 
capacity for risk than someone without this understanding. 

sAmPle rIsk cAPAcIty survey QuestIon:
The performance of stock pickers must be examined on an 

adjusted basis. When comparing the returns of a stock picker’s 
portfolio to an index, which factors must be considered before 
determining if the stock picker has beaten the index?

A. Proper accounting of returns, including cash fl ows in 
and out of the account

B. Exposure to market, size and value risk of both 
portfolios

C. A statistical analysis of the difference in returns with a 
measure of the signifi cance of the difference, such as 
the t-stat

D. Standard deviations or volatility measurements
E. All of the above

The following pages display portraits and provide descriptions 
of four risk capacities, which consider age, family composition, 
activities, careers, and lifestyles. These movie poster style portraits 
are designed to capture the characteristics of individuals who score 
100, 75, 50, or 25 on a risk capacity survey (ifarcs.com).

 Knowledge 213 Step 10: Risk Capacity
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rIsk cAPAcIty 100: red

most AggressIve: 
Individuals who score 100 on a risk capacity survey (scaled 

from 1-100) likely possess nerves of steel with a general 
proclivity toward high risk activities tantamount to skydiving, 
NASCAR racing, surfi ng typhoon waves, or other extreme 
sports. This type of investor has a strong gut for withstanding 
extreme volatility in exchange for maximum portfolio growth 
potential, as well as a substantial amount of investable capital, 
a secure income stream and an in-depth knowledge about how 
the stock market really works. These investors may be on the 
younger side with the capacity to wait at least 15 years before 
withdrawing as much as 20% of their investments. Over the 
course of their investment’s lifetime, these individuals are 
able to expose their capital to high levels of risk and commit 
themselves to staying the course during times of considerable 
market volatility, such as the 57% decline that occurred over 
the 1-year, 4-month period from November 2007 to February 
2009. Along with their ability to take on high risk, they are 
extremely disciplined in buying and holding the appropriate 
asset classes without engaging in emotional trading or jumping 
in and out of the market. They are willing to tie themselves to 
the mast and ignore the media and doomsayers who sing their 
siren songs with intensity. At the end of Step 11, you can see a 
profi le of Index Portfolio 100 and its 15 indexes. 

Very few investors have a risk capacity of 100. Please take 
the Risk Capacity Survey before investing any capital.
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rIsk cAPAcIty 75: dArk blue

moderAtely AggressIve: 
Younger professionals with new careers or parents who 

are starting families and beginning to save money for their 
children’s college would likely score somewhere in the risk 
capacity 75 range. These individuals generally possess a high 
degree of understanding about the sources of stock market 
returns and are willing to take substantial risks to capture the 
higher expected returns associated with increased volatility. 
These investors understand the long-term benefi ts of the multi-
factor model of investing and are aware that they are entitled to 
earn returns commensurate with the risks they take. They are 
also prone to thrill seeking, demonstrating their penchant for 
risk and adventure. Although they have a higher risk capacity 
than others, they may require a bit of fi xed income to soften 
their portfolio’s volatility. They may need some access to a small 
percentage of liquid assets to accommodate the unforeseen 
events that unfold in life’s random walk. This risk capacity is 
suitable for investors who have at least 13 years before needing 
approximately 20% of their investments and are willing to 
accept a higher degree of volatility in order to achieve higher 
portfolio growth potential. Risk exposures associated with 
this level of risk capacity lost about 50% of their value over a 
1-year, 4-month period in 2007 to 2009. At the end of Step 11, 
you can see Index Portfolio 75 (constructed with 15 indexes) 
that matches this level of risk capacity. 
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rIsk cAPAcIty 50: seA green

moderAte: 
Individuals in their late-40s to mid-50s with growing 

families and careers in full swing would likely score close 
to a 50 on a risk capacity survey. These investors may have 
children graduating from high school or college with younger 
children still at home. Some may be eyeing retirement, making 
plans for future activities, hobbies or travel. Such individuals 
would have about 8 years before they would need to withdraw 
approximately 20% or more of their investments and would 
be willing to accept a moderate degree of volatility in order 
to achieve moderate portfolio growth. This capacity for risk 
is appropriate for those who can stomach a moderate amount 
of risk in their portfolios and have the emotional fortitude 
to close their eyes to the market’s highs and lows, choosing 
instead to focus on the long-term historical return which is the 
expected return. The risk exposure that would be appropriate 
for this capacity would have lost about 36% during the worst 
1-year, 4-month period from November 2007 to February 
2009. Such investors would need or want to invest in stock 
market equities with an eye toward fueling long-term growth, 
but would remain mindful of their need to dampen volatility 
given their window to retirement. At the end of Step 11, you 
can see Index Portfolio 50 (constructed with 15 indexes) that 
matches this level of risk capacity. 
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rIsk cAPAcIty 25: Ice blue

conservAtIve: 
Investors in their mid-70s who are enjoying their golden years 

would most likely score close to a 25 on a risk capacity survey. 
These investors have earned the opportunity to live off their 
savings and investments after years of contributing to the labor 
force. They may be engaged in the lives of their grandchildren 
and regularly participate in hobbies. A risk capacity level of 25 
is suitable for these investors who have at least 5 years before 
needing approximately 20% of their investments and are willing to 
accept a conservative degree of risk for incremental appreciation 
with emphasis on capital preservation. At this stage in their lives, 
these individuals are less able to take on risk. These individuals 
would shun stock market risk in exchange for a smoother ride 
through the markets during their later years of retirement. A 
portfolio of risk that would be appropriate for this conservative 
investor lost about 20% of its value during the worst period of 
decline in November 2007 to February 2009. At the end of Step 
11, a snapshot of Index Portfolio 25 is provided. 

An Investor’s role In rIsk cAPAcIty

When investors actively participate in the investment 
process by conducting the self-examination required to 
establish a risk capacity score, they better position themselves 
for investment success. This process allows them to identify 
how much risk they can truly take, and they develop a keen 
understanding of the inextricable link between risk and return.
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steP 11: rIsk exPosure

“We can extrapolate from the study that for the long-
term individual investor, who maintains a consistent 
asset allocation and leans toward index funds, asset 
allocation determines about 100% of performance.”

±  Roger Ibbotson, Ph.D., Ibbotson Associates, “Th e 
True Impact of Asset Allocation on Returns,” 2000

“A good portfolio is more than a long list of good 
stocks and bonds. It is a balanced whole, providing 
the investor with protections and opportunities with 
respect to a wide range of contingencies.” 

±  Harry Markowitz, Ph.D., Nobel Laureate in 
Economics, 1990, Professor of Economics UCSD, 
“Portfolio Selection: Effi  cient Diversifi cation of 
Investments,” 1959

“Investment planning is about structuring exposure 
to risk factors.”

±  Gene Fama, Jr., “Th e Error Term,” 2001

“Diversifi cation is your buddy.”

±  Merton Miller, Ph.D., 
Nobel Laureate in Economics, 1990,
Wheelerwrites.com, May 30, 2012
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In the eArly 1950S, Harry Markowitz applied his 
mathematical expertise to investing. Markowitz, then a Ph.D. 
candidate in economics at the University of Chicago, believed 
investment professionals erred by urging investors to focus 
solely on returns of individual stocks with no consideration 
of the concept of risk exposure. He set out to reveal how 
investors could improve their stock market performance by 
optimizing the trade-off between risk and return. In his 1952 
Nobel Prize-winning paper, “Portfolio Selection,”76 Markowitz 
established the importance of diversifi cation. He asserted the 
best portfolios include non-correlated stocks that act and 
move independently from each other. Today trillions of dollars 
worldwide are invested according to his principles of risk and 
return, known collectively as Modern Portfolio Theory.

The blend of investments that is appropriate for a particular 
investor is known as asset allocation, also called risk exposure, 
and is based on an investor’s risk capacity. Asset allocation is 
the most important factor in optimizing a portfolio’s expected 
returns, thus it is essentially the most important decision an 
individual investor can make. This concept also extends to 
larger institutional investments, such as state pension funds, 
fi re and police pension plans, non-profi t and for-profi t defi ned 
contribution plans, church funds, college endowments, and any 

Traders think that money grows from speculation,
but indexers know it’s just risk compensation.
 ±  Th e Speculation Blues

Condensed-Book-Inside-Four-Colour-18.indd   224 3/14/13   11:04 AM



  225 Step 11: Risk Exposure

other funds governed by committees. 
As presented in Step 8, Eugene Fama and Kenneth 

French identified that as much as 96% of equity returns are 
explained by a portfolio’s exposure to market, size and value. 
Their research expanded upon Markowitz’s and Sharpe’s initial 
findings regarding risk and return. While Fama and French 
demonstrated that indexes constructed of small and value 
companies have historically outperformed the total market 
index over the long term, the risks associated with these small 
and value indexes have also been higher. 

Problems

Investors freQuently tAke the wrong rIsks

Some investors tend to avoid risk when it comes to their 
investments. They want returns without any risks, but avoiding 
all risk is the same as avoiding potential returns. Others 
take on too much risk, while many take risks that just don’t 
reward. All these “wrong risk” behaviors are the crux of the 
poor performance many investors experience. Risk should be 
embraced in appropriate doses that match an investor’s risk 
capacity. There is a right amount and type of risk for every 
investor. Risk provides opportunity, and a taste for appropriate 
risk is a good thing.

As was shown in Step 9, certain asset classes, such as 
small and value, have a long history of sufficiently rewarding 
investors for the risks associated with them. However, there 
are also several asset classes that carry risk but have been 

Condensed-Book-Inside-Four-Colour-18.indd   225 3/14/13   11:04 AM



  226 

inefficient in delivering returns commensurate with the risks 
taken. This kind of risk is not worth taking. As such, many 
investors struggle to develop an asset allocation that captures 
the right blend of the markets that have maximized returns 
at given levels of risk. Case in point, many investors seem 
comfortable investing in companies that are best described as 
glamour or growth stocks, presuming they perform better than 
small or value companies. These investors would be surprised 
to learn that growth companies actually have a poor history 
of delivering risk-commensurate returns. Commodities, private 
equity and technology indexes have also failed to historically 
maximize returns for risks taken. Failing to understand which 
blend of investments are worth their risk causes investors to earn 
lower returns than they could if they simply bought, held and 
rebalanced a blend of indexes that optimizes risks and returns. 

Investors get commodIty fever

Commodities have developed a reputation for providing 
a hedge against inflation and an apparent negative correlation 
to equities. Further research into this subject reveals that no 
such advantage proves true. A compelling study77 by former 
USC finance professor, Truman Clarke, details the lack 
of substantiation for the bold claims made by commodities 
proponents. A commodity is a hard asset, an item that is 
purchased on the hope that an increased demand or a decreased 
supply for the item will cause its value to increase. “Remember 
when you buy a commodity, you’re not buying something that 
generates earnings and profit. You’re buying a hard asset and 
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hoping another buyer will be willing to pay more for that asset 
in the future,” wrote Matt Krantz in a June 2008 USA Today 
article titled, “Read this before you jump on the commodities 
bandwagon.”78

Commodity investments differ from stock investments 
in that companies, as a whole, have earned profits that have 
translated into an average return of about 9.5% per year. Under 
most conditions, their stock value is expected to increase in 
line with their growth in profits. The expectation of price 
appreciation for commodities is not based on profits, but 
rather on supply and demand. In short, commodities have not 
provided expected returns.

In November 2010, noted economist and professor of 
finance at Dartmouth, Kenneth French, conveyed his findings 
regarding commodities. He stated, “The high volatility of 
commodity prices makes it impossible to accurately estimate 
the expected returns, volatilities and covariances of commodity 
funds, but theory suggests that if commodity returns are 
negatively correlated with the rest of the market, the expected 
risk premium on commodities is small, perhaps negative. Finally, 
commodity funds are poor inflation hedges. Most of the variation 
in commodity prices is unrelated to inflation. In fact, commodity 
indices are typically 10 to 15 times more volatile than inflation. As 
a result, investors who use commodity funds to hedge inflation 
almost certainly increase the risk of their portfolios.”79

Contrary to what many investors presume, commodities 
are not a panacea for hedging one’s portfolio against inflation 
and are frequently more risky than they are led to believe. 
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solutIons

effIcIent dIversIfIcAtIon: the key to success 
A diversified portfolio which captures the right blend of 

market indexes reaps the benefit of carrying the systematic 
risk of the entire market while minimizing exposure to the 
unsystematic and concentrated risk associated with individual 
stocks and bonds, countries, industries, or sectors. The only 
risk that remains is the risk of the market itself, a risk that must 
be taken in order to capture market returns. 

As capitalism has expanded throughout the world, it has 
become increasingly important to allocate a significant portion 
of one’s portfolio to international securities. In the 1970’s, 
the U.S. comprised more than 68% of global equity value, 
but today it comprises less than 50%. Investors achieve an 
enormous benefit of increasing diversification and capturing 
the expected returns of global capitalism by investing in index 
funds comprised of international developed countries and 
emerging markets countries in risk-appropriate doses. 

An additional important aspect of diversification is 
diversifying across time. When investors maintain a globally 
diversified portfolio for long periods of time, they are able to 
maximize their ability to capture the complete range of returns 
that are offered by the global markets. Index portfolios with a 
high exposure to stock equities require a longer holding period 
than fixed income portfolios in order to efficiently maximize 
their ability to achieve an expected outcome.

 Diversification 229 Step 11: Risk Exposure
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The hypothetical stock certificate represents an investment 
in Capitalism, Inc., showing estimates for year-end 2011 of 
total market value, sales, net profits, number of CEO’s, and 
number of employees who work for an investor who buys and 
holds a globally diversified index portfolio. With a total market 
cap of $30 trillion, over 12 thousand CEO’s worldwide, and 
over 61 million employees selling products in 192 countries, it 
is not reasonable to ever believe that Capitalism, Inc. will go 
out of business. And if it did, your money would be worthless. 

rIsk-cAlIbrAted PortfolIos

The stacked chart of Figure 11-1 shows the general asset 
class allocations for 10 of 100 different risk-calibrated index 
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Figure 11-1

portfolios. In the chart, gold represents each portfolio’s 
weighting in fixed income, green represents its percentage of 
U.S. equities, and brown represents its exposure to international 
and emerging markets. Almost all of the asset allocations carry 
the same asset class components—fixed income, U.S. stocks 
and non-U.S. stocks—but weighs each differently. For example, 
the least risky index portfolio displayed, number 10, is heavily 
weighted in fixed income, carrying very little global equity 
exposure. This portfolio is well suited to an investor with a very 
low risk capacity—in general, someone with a short investment 
time horizon and current liquidity needs. An example of this 
type of investor would be an older retiree. 

In contrast, the more risky index portfolios numbered 90 
and 100 are all-equity portfolios that are heavily invested in U.S. 
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equity funds and carry greater concentration in international and 
emerging markets. The highest risk capacity Index Portfolio 
100 is suitable for either a young 21-year old just starting out or 
someone who generally is very fluent in the language of riskese, 
will not need to liquidate his investments for a minimum of 
15 years, has a high net worth and net income, and a strong 
stomach for volatility. 

A general rule of thumb in calculating the percentage of 
equities (combined U.S. and non-U.S.) in each portfolio is to add 
10 to the portfolio number. For example, the percentage of stocks 
in Portfolio 50 is 50 + 10 = 60%. This rule of thumb applies to 
Portfolios 1-90. Beyond Portfolio 90, the composition is 100% 
equities, just different degrees of tilt toward small cap and value.

The index portfolios shown in Figure 11-2 have diversified 
away uncompensated risks, so that the risk of investing in the 
markets is all that remains. The higher risk Index Portfolios 75 
and 100 have a very high market exposure and a considerable 
tilt toward small and value indexes. The increased volatility of 
these higher risk index portfolios had higher returns over the 
35-year period from January 1, 1978 to December 31, 2012, 
relative to the less volatile Index Portfolios 25 and 50. As the 
chart shows, an individual who invested $1 in a lower risk 
Index Portfolio 25 would have grown his investment to $18.00 
in the 35-year period. However that same dollar invested in a 
higher risk Index Portfolio 100 would have grown to $81.00. 
This example provides sound proof for the importance of 
establishing the efficient asset allocation that is best matched 
to an investor’s risk capacity. 
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Figure 11-2
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PortfolIo constructIon

Once investors identify the asset allocation that matches 
their risk capacity, they have a choice to make as to how to 
best implement that asset allocation. A handful of passively 
managed fund providers offer asset class indexes, namely 
Vanguard and Dimensional Fund Advisors (DFA). The index 
portfolios referenced in this book are implemented with funds 
from DFA, a highly regarded fund company which provides 
pure implementations of Modern Portfolio Theory and the 
Fama/French Five-Factor Model, purposefully isolating risk 
factors to efficiently capture higher expected returns for the 
level of risk chosen. This isolation is beneficial because it allows 
the DFA funds to achieve a stronger tilt toward the small and 
value risk factors that have shown to deliver higher returns at 
comparable levels of risk. 

Figure 11-3 illustrates a 14-year comparison between 
20 index portfolios comprised of funds from DFA and 20 
Vanguard portfolios which carry the same asset allocation 
weightings. This time period was used due to live data available. 
Results are net of fund fees and a 0.9% advisor fee for both 
strategies. The chart shows that at every level of risk, the index 
portfolios utilizing DFA funds had a higher annualized return 
than the index portfolios using Vanguard funds. 

Figure 11-4 shows the constituent Vanguard Portfolios 25, 
50, 75, and 100 displayed in Figure 11-3. All of the funds used 
in this comparison are Vanguard’s index funds with the longest 
history of returns data. 
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Figure 11-3

Figure 11-4
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Figure 11-5 is a similar chart that shows a 12-year 
comparison between the same 20 index portfolios comprised 
of DFA funds and portfolios of iShares exchange-traded 
funds. The beginning date is two years later (due to the limited 
availability of live ETF data), but the results are similar. The 
size of the DFA advantage is directly proportional to the risk 
level of the portfolio. Although several brokerage firms offer 
a “free-trades” promotion with select ETFs, investors should 
proceed cautiously with their trades, staying cognizant of the 
bid/ask spread, the depth of the order book, and the possible 
divergence between market price and net asset value. Investors 
who don’t know what any of that means probably should 
refrain from trading ETFs. Finally, investors must avoid the 
temptation to use ETFs as market-timing tools.

Figure 11-6 shows the constituent iShares exchange-
traded funds used in the iShares Portfolios 25, 50, 75, and 100 
displayed in Figure 11-5. Although iShares offers more than 
one ETF in each asset class, these funds were chosen to obtain 
the longest possible history of returns data. 

DFA funds are available through a select group of 
registered investment advisors to whom the company provides 
comprehensive data from CRSP on numerous indexes dating 
all the way back to 1928. This allows for analysis of data that is 
usually only available to academic researchers. 

DFA’s emphasis on training advisors to educate investors 
has contributed immensely to the ability of investors to capture 
the returns offered by the compensated risk factors of the market.
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Figure 11-5

Figure 11-6
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Dalbar surveyed investment advisors four times between 
1997 and 2004. The study was titled, “The Professionals’ 
Pick.” Dalbar rated DFA the best overall no-load mutual fund 
company in 1997, 2000, 2002, and number two in 2004. DFA 
was also rated #1 in 2010 and 2011 by Cogent Research and #1 
by Barron’s in 2010. See Figure 11-7. 

It’s All In the mIx

A globally diversified index portfolio has historically delivered 
efficient returns for the risk that is built into each individual 
portfolio. Figure 11-8 plots the risk and reward optimizations 
for 20 index portfolios and various indexes, alongside an 
S&P 500 Index over the 50-year period from January 1, 1963 
to December 31, 2012. Note the higher annualized returns of 
the index portfolios that have similar risk (annualized standard 
deviation) as the S&P 500 Index. Also note the returns of the 
emerging market asset classes when isolated on their own (high 
risk with compensated returns). The index portfolios shown are 
all comprised of an efficient blend of indexes. For a sample of  
specific portfolio allocations, see the end of this step. 

The chart shows the S&P 500 had similar risk characteristics 
(15%) as Portfolio 85 (14.54%) but delivered a lower return: 
9.80% vs. 11.97%. The S&P 500 actually delivered a return just 
under the return of Index Portfolio 50, which shows the risk of 
the S&P 500 Index was not compensated the same. A higher 
annualized return could have been delivered by taking less risk. 
This chart shows the value of diversifying beyond large cap 
companies in the U.S., as reflected in the S&P 500. Portfolios 

Condensed-Book-Inside-Four-Colour-18.indd   238 3/14/13   11:04 AM



  239 Step 11: Risk Exposure

Figure 11-7

Condensed-Book-Inside-Four-Colour-18.indd   239 3/14/13   11:04 AM



  240 

Figure 11-8
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50-90 all delivered higher annualized returns with the same or 
less risk than the S&P 500. 

Figure 11-9 shows 50 years of monthly return distributions 
for four index portfolios. These histograms represent 600 
months of risk and return data from January 1, 1963 to 
December 31, 2012. Note the wider bell curve distributions 
in the higher risk Index Portfolios 100 and 75 as compared to 
the lower risk Index Portfolios 50 and 25. This indicates that 
the riskier portfolios had a larger range of outcomes over time. 

This wider range or increased volatility has also carried a 
higher degree of return. Of the four portfolios shown, the least 
risky Index Portfolio 25 had the narrowest range of monthly 
return outcomes over the 50-year period. This narrower 
range or decreased volatility is the trade-off for lower returns, 
relative to Index Portfolios 100, 75 and 50 that had higher 
risk and higher returns. The charts also reflect the growth 
of a $1 investment in each portfolio over the 50-year period. 
Remember that an investor’s actual returns will vary from these 
asset class allocations due to the timing of withdrawals and 
contributions, rebalancing strategies and costs, fees, and other 
factors.

As was shown in the previous charts and discussions, 
efficient diversification among lower-cost index funds is a 
very effective means for investing one’s assets. Further, index 
portfolios that carry risk-appropriate blends of the indexes 
that have historically rewarded investors is a highly prudent 
strategy. Indeed, while one cannot obtain any guarantee of 
future success based on the past, the 85 years of data associated 
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Figure 11-9
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with the style-pure index portfolio allocations is arguably as 
good as it gets for any investor, individual or institutional.

The data table in Figure 11-10 represents the short-term 
and long-term risk and return data for the S&P 500 and 10 
index portfolios with varying degrees of exposure to fixed 
income and stock market equities. Growth of $1 is also shown 
for each portfolio. When seeking to construct a portfolio 
with a high degree of probability of success, it is advisable for 
investors to pay very careful attention to the 20, 50 and 85-
year data columns on the right hand side. The 50-year return 
is largely considered the historic return and a good estimate of 
the future or expected return. The left columns which show 
the year-to-date, 1, 3 and 5-year returns are shown in order 
to make investors aware of the short-term volatility of the 
various investments and should not be considered useful for 
determining which portfolio is right for an investor.

Notice in the 50-year column the correlation between the 
higher risk numbers and the impact on returns as measured in 
percentages and dollars over time. Also notice the benefits of 
diversification that efficiently implemented risk and captured 
higher returns compared to the S&P 500. Index Portfolios 60-80 
outstripped returns at a lower level of risk, and Index Portfolios 
90-100 substantially improved returns relative to the S&P 500 
at similar levels of risk. As you can see from the abundance 
of data shown, a knowledge of the long-term risk and return 
characteristics of the index portfolios enables an investor to 
make a sound investment choice that is based on history and 
probabilities, thus avoiding the hazards of speculation. 
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Figure 11-10
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mAtchIng rIsk exPosure to rIsk cAPAcIty

Unlike horseshoes, close enough isn’t good enough for 
investors who want to maximize their ability to capitalize on 
the exchange between risk and return. For this reason, when 
selecting a diversified portfolio, the primary consideration 
should be identifying and investing in a blend of indexes that 
most closely matches risk capacity.

Many investors choose a common 60/40 asset allocation, 
regardless of their risk capacity. As you now know, a more optimal 
strategy is to invest in a portfolio that directly corresponds to 
a particular risk capacity, capturing every possible increment of 
risk exposure. This sophisticated approach enables investors 
to take on just the right amount of risk—not too much or not 
too little—allowing them to maximize their expected outcome. 

The significant benefits associated with capturing just the 
right amount of risk are elegantly displayed in Figure 11-11, which 
shows the growth of $1,000 in 100 different index portfolios 
over the 50 years from 1963 through 2012. Each of these 
engineered portfolios is designed with different blends of 
equities and fixed income. This continuum of risk and return 
provides investors the opportunity to invest in a targeted asset 
allocation that matches their risk capacity score between 1 and 
100. The chart further validates the value of carefully matching 
an investor’s risk capacity to a corresponding risk exposure, 
avoiding the rounding up or down of the analysis. As you can 
see, a small change in risk made a substantial difference in the 
growth of $1,000 over this 50-year period.
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Figure 11-11
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Prudent InvestIng

The process of prudent long-term investing requires 
thorough and thoughtful discernment. The best way to earn 
optimal returns is by buying and holding a passively managed 
and globally diversified index portfolio, matching an investor’s 
risk exposure to his or her risk capacity and relying on 85 years 
of historical risk and returns data. In Step 10, an explanation 
of four unique risk capacities was provided for risk capacity 
scores 100, 75, 50, and 25. Fact sheets for the four index 
portfolios that match those risk capacity scores are provided 
on the following pages. 

These portfolio fact sheets consist of a list of the indexes 
contained in each portfolio, simulated returns and volatility 
data, charts that represent annual returns and growth of $1, 
a 50-year monthly rolling period analysis, and a histogram 
of monthly rolling periods for the time intervals matched 
to the average holding period for each level of risk capacity. 
For an investment period of a given length; e.g. 3 years, this 
rolling period table will show how many periods there were 
in the entire 50-year period (in this case, 565), the median 
annualized return over all these periods, as well as both the 
highest and the lowest returns that occurred in these periods. 
The very clear pattern that emerges is that as the period length 
increases, the median return changes very little, but the range 
of returns narrows considerably.  We refer to this as the time-
diversification of returns. 

To reiterate, the most important question an investor can 
ask is, “What mix of indexes is best for me?”
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Index Portfolio 100: Bright Red
Most Aggressive: Suitable for investors who have at least 15 years before needing approximately 20% of
their investments and are willing to accept a very high degree of volatility in exchange for maximum portfolio
growth potential.

Specific IndexGeneral Asset Class

24.0%

40.0%

5.0%
18.0%

13.0%

0.0%

US Large

US Small

Real Estate
International

Emerging 
Markets

Fixed 
Income

12.00%
12.00%
20.00%
20.00%

5.00%
6.00%
6.00%
6.00%
4.00%
4.00%
5.00%
0.00%
0.00%
0.00%
0.00%

U.S. Large Company Index (LC)
U.S. Large Cap Value Index (LV)
U.S. Small Cap Index (SC)
U.S. Small Cap Value Index (SV)
Real Estate Index (RE)
International Value Index (IV)
International Small Company Index (IS)
International Small Cap Value Index (ISV)
Emerging Markets Index (EM)
Emerging Markets Value Index (EV)
Emerging Markets Small Cap Index (ES)
One-Year Fixed Income Index (1F)
Two-Year Global Fixed Income Index (2F)
Short Term Government Index (3G)
Five-Year Global Fixed Income Index (5F)

Growth of $1 ($)
Annualized Return (%)
Standard Deviation (%)

(Annualized Volatility) 

50 yrs
1963-
2012

30 yrs
1983-
2012

20 yrs
1993-
2012

10 yrs
2003-
2012

5 yrs
2008-
2012

3 yrs
2010-
2012

1 yr
ending
2008

1 yr
ending
2009

1 yr
ending
2010

1 yr
ending
2012

7,060440.3833.496.742.811.101.330.591.401.231.18

1 yr
ending
2011

0.91
10.9912.9512.4210.0110.871.969.91-40.5539.6322.6618.38 -8.57
22.6616.2016.2216.9919.3424.5619.4028.0629.9422.7213.61 21.21

Index Portfolio Allocation

Annual Returns: 50 Years (1/1/1963 - 12/31/2012)

Growth of $1: 50 Years (1/1/1963 - 12/31/2012) - Log Scale

Simulated Returns and Volatility Data

Sources, Updates, and Disclosures: ifabt.com, Appx A

$440

85 yrs
1928-
2012
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  15-years represents the estimated average holding period for investors who score 100 on the Risk Capacity Survey at ifa.com.
  The Median Annualized Returns, Return Range, and Median Growth of $1 shown for 1, 3, and 6 month periods are not annualized.

*Percentile ranking of 
all the rolling periods.

Sources, Updates, and Disclosures: ifabt.com, Appx A

IFA Index Portfolio 100
Simulated Passive Investor Experiences (SPIEs)
Based on 50 Years of Monthly Data (600 Months)
January 1, 1963 to December 31, 2012

0.08
0.25
0.5
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
20
30
40
50

1
3
6
12
24
36
48
60
72
84
96
108
120
132
144
156
168
180
240
360
480
600

600
598
595
589
577
565
553
541
529
517
505
493
481
469
457
445
433
421
361
241
121
1

1.40%
4.19%
7.44%

16.87%
15.11%
14.09%
12.99%
13.12%
12.57%
12.60%
13.06%
12.81%
12.37%
12.68%
12.64%
13.09%
13.38%
13.49%
14.47%
14.52%
13.43%
12.95%

44.97%
77.26%

109.62%
126.81%
82.48%
54.80%
44.23%
37.95%
36.51%
28.60%
23.84%
24.41%
20.42%
22.07%
21.04%
20.75%
17.77%
18.45%
12.71%
6.02%
3.87%
0.00%

10/08-10/08
9/08-11/08
9/08-2/09
3/08-2/09
3/07-2/09
3/06-2/09
3/05-2/09
3/04-2/09
1/69-12/74
1/68-12/74
3/01-2/09
3/00-2/09
3/99-2/09
3/98-2/09
3/97-2/09
3/96-2/09
3/95-2/09
3/94-2/09
3/89-2/09
3/79-2/09
3/69-2/09
1/63-12/12

-22.59%
-37.19%
-47.73%
-49.38%
-31.37%
-18.27%
-10.39%
-5.44%
-6.78%
-1.97%
0.83%
1.08%
3.50%
2.32%
3.51%
4.41%
5.72%
5.21%
7.29%

11.50%
10.74%
12.95%

$0.77
$0.63
$0.52
$0.51
$0.47
$0.55
$0.64
$0.76
$0.66
$0.87
$1.07
$1.10
$1.41
$1.29
$1.51
$1.75
$2.18
$2.14
$4.09

$26.20
$59.08

$440.38

1/75-1/75
3/09-5/09
3/09-8/09
3/09-2/10
3/09-2/11
8/84-7/87
10/74-9/78
8/82-7/87
1/75-12/80
8/82-7/89
1/75-12/82
1/75-12/83
9/77-8/87
1/75-12/85
1/75-12/86
10/74-9/87
1/75-12/88
10/74-9/89
10/74-9/94
1/75-12/04
1/67-12/06
1/63-12/12

22.38%
40.08%
61.90%
77.43%
51.11%
36.53%
33.84%
32.50%
29.73%
26.64%
24.67%
25.48%
23.92%
24.39%
24.55%
25.16%
23.49%
23.66%
20.00%
17.52%
14.60%
12.95%

$1.22
$1.40
$1.62
$1.77
$2.28
$2.55
$3.21
$4.08
$4.77
$5.22
$5.84
$7.71
$8.54

$11.03
$13.93
$18.49
$19.18
$24.18
$38.35

$126.74
$233.28
$440.38

$1.01
$1.04
$1.07
$1.17
$1.33
$1.49
$1.63
$1.85
$2.03
$2.29
$2.67
$2.96
$3.21
$3.72
$4.17
$4.95
$5.80
$6.67

$14.93
$58.33

$154.84
$440.38

1

2

3

4

15-Year 1 Monthly Rolling Periods: 50 Years (1963 to 2012) Total of 421 Rolling Periods

Annualized Returns for 15-Year Monthly Rolling Periods (%)

Rolling Period Return Data: 50 Years (1963 to 2012)

# of 
Rolling 
Periods

Median
Ann'lzd 
Return 

(50th %ile)

Return 
Range

(High minus 
Low)

Lowest 
Rolling 
Period 
Date

Lowest 
Rolling 
Period 
Return

Growth 
of $1 in 
Lowest 
Period

Highest 
Rolling 
Period 
Date

Highest 
Rolling 
Period 
Return

Growth 
of $1 in 
Highest 
Period

Median 
Growth 
of $1

Per Period 
Number of:
Yrs Months

Examples of 15-Year Monthly Rolling Periods 1

19751966 1967 1968 1969 1971 1972 197319651964196319621961 7791679147910791

15 1 180 421 13.49% 18.45% 3/94-2/09 5.21% $2.14 10/74-9/89 23.66% $24.18$6.67

77 ceDsrY 51Jan 63
87 naJsrY 51Feb 63
87 beFsrY 51Mar 63
87 raMsrY 51Apr 63

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
0

10
20
30
40
50
60
70
80
90

100
110
120

5th*
8.24%

25th*
11.58%

50th*
13.49%

75th*
16.86%

95th*
19.43%
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Index Portfolio 75: Dark Blue
Moderately Aggressive: Suitable for investors who have at least 13 years before needing approximately
20% of their investments and are willing to accept a higher degree of volatility in order to achieve higher
portfolio growth potential.

Specific IndexGeneral Asset Class

34.0%

17.0%

8.5%
17.0%

8.5%

15.0%

US Large

US Small

Real Estate
International

Emerging 
Markets

Fixed 
Income

17.00%
17.00%

8.50%
8.50%
8.50%
8.50%
4.25%
4.25%
2.55%
2.55%
3.40%
3.75%
3.75%
3.75%
3.75%

U.S. Large Company Index (LC)
U.S. Large Cap Value Index (LV)
U.S. Small Cap Index (SC)
U.S. Small Cap Value Index (SV)
Real Estate Index (RE)
International Value Index (IV)
International Small Company Index (IS)
International Small Cap Value Index (ISV)
Emerging Markets Index (EM)
Emerging Markets Value Index (EV)
Emerging Markets Small Cap Index (ES)
One-Year Fixed Income Index (1F)
Two-Year Global Fixed Income Index (2F)
Short Term Government Index (3G)
Five-Year Global Fixed Income Index (5F)

Growth of $1 ($)
Annualized Return (%)
Standard Deviation (%)

(Annualized Volatility) 

50 yrs
1963-
2012

30 yrs
1983-
2012

20 yrs
1993-
2012

10 yrs
2003-
2012

5 yrs
2008-
2012

3 yrs
2010-
2012

1 yr
ending
2008

1 yr
ending
2009

1 yr
ending
2010

1 yr
ending
2012

2,882223.6323.565.412.421.101.280.661.321.171.16

1 yr
ending
2011

0.94
9.8311.4311.118.819.262.018.50-34.3631.7817.3215.84 -6.01

18.3313.0513.1013.6515.6820.0415.7222.5824.8618.6111.27 16.88

Index Portfolio Allocation

Annual Returns: 50 Years (1/1/1963 - 12/31/2012)

Growth of $1: 50 Years (1/1/1963 - 12/31/2012) - Log Scale

Simulated Returns and Volatility Data

Sources, Updates, and Disclosures: ifabt.com, Appx A

$224

85 yrs
1928-
2012
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  13-years represents the estimated average holding period for investors who score 75 on the Risk Capacity Survey at ifa.com.
  The Median Annualized Returns, Return Range, and Median Growth of $1 shown for 1, 3, and 6 month periods are not annualized.

*Percentile ranking of 
all the rolling periods.

Sources, Updates, and Disclosures: ifabt.com, Appx A

IFA Index Portfolio 75
Simulated Passive Investor Experiences (SPIEs)
Based on 50 Years of Monthly Data (600 Months)
January 1, 1963 to December 31, 2012

0.08
0.25
0.5
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
20
30
40
50

1
3
6
12
24
36
48
60
72
84
96
108
120
132
144
156
168
180
240
360
480
600

600
598
595
589
577
565
553
541
529
517
505
493
481
469
457
445
433
421
361
241
121
1

1.32%
3.61%
6.59%

14.28%
13.24%
12.25%
11.56%
11.39%
11.00%
10.81%
11.29%
11.27%
10.97%
11.22%
11.29%
11.32%
11.78%
11.75%
13.20%
13.02%
11.97%
11.43%

36.03%
62.35%
90.34%

104.14%
67.53%
47.67%
37.41%
33.34%
27.93%
24.12%
20.66%
19.66%
18.41%
18.59%
17.85%
17.65%
14.91%
15.66%
10.72%
4.69%
3.04%
0.00%

10/08-10/08
9/08-11/08
9/08-2/09
3/08-2/09
3/07-2/09
3/06-2/09
3/05-2/09
3/04-2/09
1/69-12/74
1/68-12/74
3/01-2/09
3/00-2/09
3/99-2/09
3/98-2/09
3/97-2/09
3/96-2/09
3/95-2/09
3/94-2/09
3/89-2/09
3/79-2/09
3/69-2/09
1/63-12/12

-18.56%
-30.44%
-40.83%
-42.98%
-26.61%
-14.64%
-8.05%
-4.00%
-3.53%
0.04%
0.82%
1.38%
2.71%
2.19%
3.33%
4.22%
5.41%
4.98%
6.62%

10.51%
9.86%

11.43%

$0.81
$0.70
$0.59
$0.57
$0.54
$0.62
$0.71
$0.82
$0.81
$1.00
$1.07
$1.13
$1.31
$1.27
$1.48
$1.71
$2.09
$2.07
$3.61

$20.04
$43.08

$223.63

1/75-1/75
3/09-5/09
3/09-8/09
3/09-2/10
3/09-2/11
8/84-7/87
7/82-6/86
8/82-7/87
10/81-9/87
8/82-7/89
8/82-7/90
1/75-12/83
9/77-8/87
1/75-12/85
1/75-12/86
10/74-9/87
1/75-12/88
10/74-9/89
10/74-9/94
1/75-12/04
1/67-12/06
1/63-12/12

17.47%
31.91%
49.51%
61.16%
40.92%
33.03%
29.36%
29.34%
24.40%
24.16%
21.48%
21.04%
21.12%
20.78%
21.18%
21.87%
20.33%
20.64%
17.35%
15.20%
12.90%
11.43%

$1.17
$1.32
$1.50
$1.61
$1.99
$2.35
$2.80
$3.62
$3.71
$4.55
$4.74
$5.58
$6.79
$7.98

$10.03
$13.08
$13.34
$16.68
$24.51
$69.70

$128.26
$223.63

$1.01
$1.04
$1.07
$1.14
$1.28
$1.41
$1.55
$1.72
$1.87
$2.05
$2.35
$2.62
$2.83
$3.22
$3.61
$4.03
$4.75
$5.29

$11.93
$39.34
$91.92

$223.63

1

2

3

4

13-Year 1 Monthly Rolling Periods: 50 Years (1963 to 2012) Total of 445 Rolling Periods

Annualized Returns for 13-Year Monthly Rolling Periods (%)

Rolling Period Return Data: 50 Years (1963 to 2012)

# of 
Rolling 
Periods

Median
Ann'lzd 
Return 

(50th %ile)

Return 
Range

(High minus 
Low)

Lowest 
Rolling 
Period 
Date

Lowest 
Rolling 
Period 
Return

Growth 
of $1 in 
Lowest 
Period

Highest 
Rolling 
Period 
Date

Highest 
Rolling 
Period 
Return

Growth 
of $1 in 
Highest 
Period

Median 
Growth 
of $1

Per Period 
Number of:
Yrs Months

Examples of 13-Year Monthly Rolling Periods 1

19751966 1967 1968 1969 1971 1972 197319651964196319621961 7791679147910791

13 1 156 445 11.32% 17.65% 3/96-2/09 4.22% $1.71 10/74-9/87 21.87% $13.08$4.03

57 ceDsrY 31Jan 63
67 naJsrY 31Feb 63
67 beFsrY 31Mar 63
67 raMsrY 31Apr 63

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
0

10
20
30
40
50
60
70
80
90

100
110
120

5th*
6.75%

25th*
9.51%

50th*
11.32%

75th*
15.31%

95th*
18.79%
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Index Portfolio 50: Sea Green
Moderate: Suitable for investors who have 8 years before needing approximately 20% of their investments
and are willing to accept a moderate degree of volatility in order to achieve moderate portfolio growth.

Specific IndexGeneral Asset Class

24.0%

12.0%

6.0%
12.0%

6.0%

40.0%

US Large

US Small

Real Estate
International

Emerging 
Markets

Fixed 
Income

12.00%
12.00%
6.00%
6.00%
6.00%
6.00%
3.00%
3.00%
1.80%
1.80%
2.40%

10.00%
10.00%
10.00%
10.00%

U.S. Large Company Index (LC)
U.S. Large Cap Value Index (LV)
U.S. Small Cap Index (SC)
U.S. Small Cap Value Index (SV)
Real Estate Index (RE)
International Value Index (IV)
International Small Company Index (IS)
International Small Cap Value Index (ISV)
Emerging Markets Index (EM)
Emerging Markets Value Index (EV)
Emerging Markets Small Cap Index (ES)
One-Year Fixed Income Index (1F)
Two-Year Global Fixed Income Index (2F)
Short Term Government Index (3G)
Five-Year Global Fixed Income Index (5F)

Growth of $1 ($)
Annualized Return (%)
Standard Deviation (%)

(Annualized Volatility) 

85 yrs
1928-
2012

50 yrs
1963-
2012

30 yrs
1983-
2012

20 yrs
1993-
2012

10 yrs
2003-
2012

5 yrs
2008-
2012

3 yrs
2010-
2012

1 yr
ending
2008

1 yr
ending
2009

1 yr
ending
2010

1 yr
ending
2012

994.50112.3915.724.322.091.151.210.771.231.131.12

1 yr
ending
2011

0.96
8.469.909.627.607.642.756.58-23.0322.8812.8911.53 -3.83

12.979.409.319.5210.8913.8011.0114.9217.4813.048.10 11.65

Index Portfolio Allocation

Annual Returns: 50 Years (1/1/1963 - 12/31/2012)

Growth of $1: 50 Years (1/1/1963 - 12/31/2012) - Log Scale

Simulated Returns and Volatility Data

Sources, Updates, and Disclosures: ifabt.com, Appx A

$112
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  253 Step 11: Risk Exposure

  8-years represents the estimated average holding period for investors who score 50 on the Risk Capacity Survey at ifa.com.
  The Median Annualized Returns, Return Range, and Median Growth of $1 shown for 1, 3, and 6 month periods are not annualized.

*Percentile ranking of 
all the rolling periods.

Sources, Updates, and Disclosures: ifabt.com, Appx A

IFA Index Portfolio 50
Simulated Passive Investor Experiences (SPIEs)
Based on 50 Years of Monthly Data (600 Months)
January 1, 1963 to December 31, 2012

0.08
0.25
0.5
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
20
30
40
50

1
3
6
12
24
36
48
60
72
84
96
108
120
132
144
156
168
180
240
360
480
600

600
598
595
589
577
565
553
541
529
517
505
493
481
469
457
445
433
421
361
241
121
1

1.04%
2.95%
5.34%

11.74%
11.03%
10.21%
9.74%
9.96%
9.53%
9.36%
9.65%
9.71%
9.54%
9.71%
9.82%
9.70%

10.04%
10.14%
11.68%
11.40%
10.48%
9.90%

24.98%
41.63%
61.94%
72.05%
46.11%
35.16%
28.80%
25.37%
21.43%
18.13%
16.28%
15.30%
14.26%
14.32%
13.78%
13.54%
11.54%
12.10%
8.26%
3.31%
2.07%
0.00%

10/87-10/87
9/08-11/08
9/08-2/09
3/08-2/09
3/07-2/09
3/06-2/09
3/05-2/09
3/04-2/09

12/68-11/74
10/67-9/74
3/01-2/09
3/00-2/09
3/99-2/09
3/98-2/09
3/97-2/09
3/96-2/09
10/97-9/11
3/94-2/09
3/89-2/09
3/79-2/09
3/69-2/09
1/63-12/12

-12.41%
-20.21%
-28.54%
-30.29%
-17.65%
-8.72%
-4.16%
-1.51%
-0.63%
1.82%
2.08%
2.51%
3.41%
3.04%
3.88%
4.56%
5.35%
5.06%
6.42%
9.55%
9.06%
9.90%

$0.88
$0.80
$0.71
$0.70
$0.68
$0.76
$0.84
$0.93
$0.96
$1.13
$1.18
$1.25
$1.40
$1.39
$1.58
$1.78
$2.07
$2.10
$3.47

$15.42
$32.15

$112.39

1/75-1/75
3/09-5/09
3/09-8/09
7/82-6/83
3/09-2/11
8/84-7/87
7/82-6/86
8/82-7/87
10/81-9/87
4/80-3/87
10/81-9/89
3/78-2/87
9/77-8/87
1/75-12/85
1/75-12/86
10/74-9/87
1/75-12/88
10/74-9/89
10/74-9/94
1/75-12/04
12/66-11/06
1/63-12/12

12.57%
21.42%
33.39%
41.76%
28.47%
26.44%
24.64%
23.86%
20.80%
19.94%
18.36%
17.81%
17.67%
17.36%
17.66%
18.09%
16.89%
17.16%
14.68%
12.85%
11.13%
9.90%

$1.13
$1.21
$1.33
$1.42
$1.65
$2.02
$2.41
$2.92
$3.11
$3.57
$3.85
$4.37
$5.09
$5.82
$7.04
$8.69
$8.89

$10.76
$15.47
$37.62
$68.11

$112.39

$1.01
$1.03
$1.05
$1.12
$1.23
$1.34
$1.45
$1.61
$1.73
$1.87
$2.09
$2.30
$2.49
$2.77
$3.08
$3.33
$3.82
$4.26
$9.11

$25.50
$53.90

$112.39

1

2

3

4

8-Year 1 Monthly Rolling Periods: 50 Years (1963 to 2012) Total of 505 Rolling Periods

Annualized Returns for 8-Year Monthly Rolling Periods (%)

Rolling Period Return Data: 50 Years (1963 to 2012)

# of 
Rolling 
Periods

Median
Ann'lzd 
Return 

(50th %ile)

Return 
Range

(High minus 
Low)

Lowest 
Rolling 
Period 
Date

Lowest 
Rolling 
Period 
Return

Growth 
of $1 in 
Lowest 
Period

Highest 
Rolling 
Period 
Date

Highest 
Rolling 
Period 
Return

Growth 
of $1 in 
Highest 
Period

Median 
Growth 
of $1

Per Period 
Number of:
Yrs Months

Examples of 8-Year Monthly Rolling Periods 1

19751966 1967 1968 1969 1971 1972 197319651964196319621961 7791679147910791

8 1 96 505 9.65% 16.28% 3/01-2/09 2.08% $1.18 10/81-9/89 18.36% $3.85$2.09

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
0

10
20
30
40
50
60
70
80
90

100
110
120

5th*
5.28%

25th*
7.77%

50th*
9.65%

75th*
13.43%

95th*
17.12%

07 ceDsrY 8Jan 63
8 Yrs Jan 71Feb 63

8 Yrs Feb 71Mar 63
8 Yrs Mar 71Apr 63
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Index Portfolio 25: Ice Blue
Conservative: Suitable for investors who have 5 years before needing approximately 20% of their
investments and are willing to accept a conservative degree of risk for incremental appreciation with
emphasis on capital preservation.

Specific IndexGeneral Asset Class

14.0%

7.0%

3.5%
7.0%

3.5%

65.0%

US Large

US Small

Real Estate
International

Emerging 
Markets

Fixed 
Income

7.00%
7.00%
3.50%
3.50%
3.50%
3.50%
1.75%
1.75%
1.05%
1.05%
1.40%

16.25%
16.25%
16.25%
16.25%

U.S. Large Company Index (LC)
U.S. Large Cap Value Index (LV)
U.S. Small Cap Index (SC)
U.S. Small Cap Value Index (SV)
Real Estate Index (RE)
International Value Index (IV)
International Small Company Index (IS)
International Small Cap Value Index (ISV)
Emerging Markets Index (EM)
Emerging Markets Value Index (EV)
Emerging Markets Small Cap Index (ES)
One-Year Fixed Income Index (1F)
Two-Year Global Fixed Income Index (2F)
Short Term Government Index (3G)
Five-Year Global Fixed Income Index (5F)

Growth of $1 ($)
Annualized Return (%)
Standard Deviation (%)

(Annualized Volatility) 

85 yrs
1928-
2012

50 yrs
1963-
2012

30 yrs
1983-
2012

20 yrs
1993-
2012

10 yrs
2003-
2012

5 yrs
2008-
2012

3 yrs
2010-
2012

1 yr
ending
2008

1 yr
ending
2009

1 yr
ending
2010

1 yr
ending
2012

252.7350.359.833.291.721.151.140.881.141.081.07

1 yr
ending
2011

0.98
6.738.157.926.135.592.854.57-11.6913.978.457.21 -1.65
7.855.955.645.586.337.916.378.2010.367.474.83 6.69

Index Portfolio Allocation

Annual Returns: 50 Years (1/1/1963 - 12/31/2012)

Growth of $1: 50 Years (1/1/1963 - 12/31/2012) - Log Scale

Simulated Returns and Volatility Data

Sources, Updates, and Disclosures: ifabt.com, Appx A

$50
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  255 Step 11: Risk Exposure

  5-years represents the estimated average holding period for investors who score 25 on the Risk Capacity Survey at ifa.com.
  The Median Annualized Returns, Return Range, and Median Growth of $1 shown for 1, 3, and 6 month periods are not annualized.

*Percentile ranking of 
all the rolling periods.

Sources, Updates, and Disclosures: ifabt.com, Appx A

IFA Index Portfolio 25
Simulated Passive Investor Experiences (SPIEs)
Based on 50 Years of Monthly Data (600 Months)
January 1, 1963 to December 31, 2012

0.08
0.25
0.5
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
20
30
40
50

1
3
6
12
24
36
48
60
72
84
96
108
120
132
144
156
168
180
240
360
480
600

600
598
595
589
577
565
553
541
529
517
505
493
481
469
457
445
433
421
361
241
121
1

0.79%
2.17%
4.08%
8.75%
8.42%
8.11%
7.93%
8.00%
7.86%
7.77%
7.99%
8.13%
8.13%
8.19%
8.19%
8.11%
8.39%
8.82%

10.03%
9.58%
8.80%
8.15%

14.58%
24.49%
34.95%
48.63%
31.53%
23.16%
20.74%
18.09%
15.26%
13.94%
12.47%
11.40%
10.43%
10.43%
10.21%
9.65%
8.72%
8.75%
5.95%
2.48%
1.16%
0.00%

10/87-10/87
9/08-11/08
9/08-2/09
3/08-2/09
3/07-2/09
3/06-2/09
3/05-2/09
3/04-2/09
10/68-9/74
3/02-2/09
3/01-2/09
3/00-2/09
3/99-2/09
3/98-2/09
3/97-2/09
3/96-2/09
10/97-9/11
3/94-2/09
3/89-2/09
1/83-12/12
3/69-2/09
1/63-12/12

-6.91%
-10.63%
-15.81%
-16.90%
-8.77%
-3.27%
-0.80%
0.43%
1.88%
2.81%
2.85%
3.20%
3.70%
3.52%
4.07%
4.56%
4.76%
4.85%
5.95%
7.92%
8.02%
8.15%

$0.93
$0.89
$0.84
$0.83
$0.83
$0.91
$0.97
$1.02
$1.12
$1.21
$1.25
$1.33
$1.44
$1.46
$1.61
$1.78
$1.92
$2.04
$3.17
$9.83

$21.88
$50.35

1/75-1/75
4/80-6/80
3/09-8/09
7/82-6/83
7/84-6/86
8/84-7/87
7/82-6/86
7/82-6/87
4/80-3/86
4/80-3/87
4/80-3/88
4/80-3/89
9/77-8/87
9/75-8/86
9/74-8/86
10/74-9/87
10/74-9/88
10/74-9/89
9/74-8/94
1/75-12/04
12/66-11/06
1/63-12/12

7.67%
13.86%
19.14%
31.73%
22.76%
19.89%
19.94%
18.53%
17.14%
16.75%
15.31%
14.60%
14.13%
13.95%
14.28%
14.21%
13.49%
13.61%
11.90%
10.39%
9.18%
8.15%

$1.08
$1.14
$1.19
$1.32
$1.51
$1.72
$2.07
$2.34
$2.58
$2.96
$3.13
$3.41
$3.75
$4.21
$4.96
$5.62
$5.88
$6.78
$9.47

$19.43
$33.59
$50.35

$1.01
$1.02
$1.04
$1.09
$1.18
$1.26
$1.36
$1.47
$1.57
$1.69
$1.85
$2.02
$2.19
$2.38
$2.57
$2.76
$3.09
$3.55
$6.76

$15.58
$29.22
$50.35

1

2

3

4

5-Year 1 Monthly Rolling Periods: 50 Years (1963 to 2012) Total of 541 Rolling Periods

Annualized Returns for 5-Year Monthly Rolling Periods (%)

Rolling Period Return Data: 50 Years (1963 to 2012)

# of 
Rolling 
Periods

Median
Ann'lzd 
Return 

(50th %ile)

Return 
Range

(High minus 
Low)

Lowest 
Rolling 
Period 
Date

Lowest 
Rolling 
Period 
Return

Growth 
of $1 in 
Lowest 
Period

Highest 
Rolling 
Period 
Date

Highest 
Rolling 
Period 
Return

Growth 
of $1 in 
Highest 
Period

Median 
Growth 
of $1

Per Period 
Number of:
Yrs Months

Examples of 5-Year Monthly Rolling Periods 1

19751966 1967 1968 1969 1971 1972 197319651964196319621961 7791679147910791

5 1 60 541 8.00% 18.09% 3/04-2/09 0.43% $1.02 7/82-6/87 18.53% $2.34$1.47

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
0

10
20
30
40
50
60
70
80
90

100
110
120

5th*
3.25%

25th*
6.30%

50th*
8.00%

75th*
9.92%

95th*
14.72%

5 Yrs Dec 67Jan 63
5 Yrs Jan 68Feb 63

5 Yrs Feb 68Mar 63
5 Yrs Mar 68Apr 63
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  257 Step 12: Invest & Relax  257 Step 12: Invest & Relax

steP 12: Invest And relAx

“A decade ago, I really did believe that the average 
investor could do it himself. I was wrong. I’ve come 
to the sad conclusion that only a tiny minority, at 
most one percent, are capable of pulling it off . Heck, 
if Helen Young Hayes, Robert Sanborn, Julian 
Robertson, and the nation’s largest pension funds can’t 
get it right, what chance does John Q. Investor have?”

±  William Bernstein, Ph.D., M.D., 
“Th e Probability of Success,” 2003 

“Index funds are the only rational alternative for 
almost all mutual fund investors.”

±  Mark Hulbert, “Th e Prescient Are Few,” NY Times, 
July 13, 2008

“What if your advisor talks only about returns, not 
risk? ...It’s his job to take risk into account by telling 
you the range of possible outcomes you face. If he won’t, 
go to a new planner, someone who will get real.” 

±  William F. Sharpe, Nobel Laureate in Economics, 
1990, Money Magazine, June 2007

“Th e best way in my view is to just buy a low-cost 
index fund and keep buying it regularly over time, 
because you’ll be buying into a wonderful industry, 
which in eff ect is all of American industry...People 
ought to sit back and relax and keep accumulating 
over time.”

±  Warren Buff ett, MarketWatch, May 7, 2007
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AS we hAve wound our wAy through the fi rst 11 steps, I 
have explained the pitfalls of the active investor. I have warned 
against the dangers of stock picking and time picking (market 
timing). I have spelled out the problems with manager picking. 
I have pointed a fl ashlight at the silent partners lurking in 
the shadows. I’ve done all of it to get you to the point where 
you can tie yourself to the mast and resist the siren songs of 
active management. 

As you’ve learned, the stock market has delivered healthy 
returns to those who invest for the long term. However, staying 
the course is diffi cult due to the bombardment of bad news that 
causes us concern about our fi nancial certainty. For example, 
confi dence was high on October 9, 2007, when the Dow Jones 
Industrial Average (DJIA) reached its peak of 14,164. The DJIA 
then steadily declined for over a year, followed by a sharp drop 
of 22% in the 8 trading days from October 1 to 10, 2008. The 
market then continued its decline over the next fi ve months 
and bottomed out at 6,547 on March 6, 2009. Many investors 
pulled out of the market during this prolonged and painful time 
period. The DJIA then shot back up, closing at 14,329.49 on 
March 7, 2013. Those who threw in the towel because they did 
not trust the market to rebound have irrevocably hampered 
their ability to capture their share of the market recovery. 

While the passive relax on a tropical cruise,
the active are singin’ the Speculation Blues.
 ±  Th e Speculation Blues
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  259 Step 12: Invest & Relax

Passive investors intellectually understand the merits of 
indexing. But unfortunately, even passive investors are prone 
to emotional decision making. For this reason, the right passive 
advisor fulfills a critically important role in your investment success.

Problems

Investors “go It Alone”
Even many passive investors get in their own way of 

success. As the legendary investor Benjamin Graham stated, 
“The investor’s chief problem, and even his worst enemy, is 
likely to be himself.” An investor may want to consider the 
fees paid to a passive advisor as a casualty insurance premium, 
insuring the investor against himself.

commIssIons creAte conflIct

An advisor who receives a commission with every trade is 
acting in conflict with a client’s best interest. In fact, in April 
2005, the SEC set forth regulations that require commissioned 
financial professionals to include the following language on 
their advertising materials:

“Your account is a brokerage account and not an advisory 
account. Our interests may not always be the same as yours. 
Please ask us questions to make sure you understand your 
rights and our obligations to you, including the extent of our 
obligations to disclose conflicts of interest and to act in your 
best interests. We are paid both by you and, sometimes, by 
people who compensate us based on what you buy. Therefore, 
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our profits, and our salespersons’ compensation, may vary 
by product and over time.” This language reveals the all-too-
common discrepancies that arise between a broker’s and a 
client’s goals. 

solutIons

fIducIArIes

When choosing a financial advisor, an investor is best served 
by working with a fiduciary. The word “fiduciary” originates 
from the Latin word fiduciarius, which means “holding in 
trust” and fides, meaning “faith.” In the investment industry, 
a fiduciary is obligated to act solely in the best interest of the 
client. 

Registered investment advisers (RIA’s) are fiduciaries 
and are held to fiduciary standards by the U.S. Securities and 
Exchange Commission (SEC), so they are legally and ethically 
required to put the client’s needs above their own at all times. 
An RIA is paid solely for advice, accepting no compensation 
for any investment products recommended to clients. An RIA 
that specializes in passive investments helps investors:
• Invest according to their risk capacity
• Properly allocate assets across a blend of globally 

diversified, passively managed index funds
• Maintain a portfolio with appropriate risk exposure
• Avoid the impulse to react to market volatility that results 

in lower long-term results
• Minimize investment costs and taxes
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  261 Step 12: Invest & Relax

In contrast, broker-dealers and commission-based financial 
professionals are not considered fiduciaries. When providing 
investment advisory services, they are not held to the same legal 
standards as RIA’s. Some brokers clarify their lack of fiduciary 
responsibilities in their contracts. Before hiring an investment 
advisor, it behooves an investor to ask questions and do a little 
research on the fiduciary requirements of the financial advisors 
they are considering. 

fIducIAry ProtectIon In retIrement PlAns

Fiduciary protection is fundamentally important to 
enhancing returns in retirement plans. The Employee 
Retirement Income Security Act (ERISA) is a federal law that is 
enforced by the Department of Labor (DOL). ERISA section 
3(38) allows employers or retirement plan sponsors to delegate 
their personal responsibility and liability for selecting and 
monitoring a plan’s menu of investment options to a designated 
ERISA 3(38) investment manager who is obligated to act as a 
fiduciary in the truest sense of what ERISA requires: “an entity 
that legally must act with the sole purpose of benefiting the 
plan participants and beneficiaries.” This can be an appealing 
option for plan sponsors who are not comfortable with taking 
on the fiduciary risks inherent in this role, especially in light 
of new DOL regulations on fee disclosures that took effect 
in 2012. By assuming the fiduciary role, a 3(38) investment 
manager can significantly reduce the legwork and burden that 
usually fall upon the plan sponsor. 
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 Asset Location 263 Step 12: Invest & Relax

Asset locAtIon

Along with asset allocation, investors should also consider 
asset location. For a client who has a mixture of accounts 
including taxable, traditional IRAs and Roth IRAs, it is helpful 
to construct one portfolio that includes multiple asset classes 
divided among different accounts. The ultimate purpose of 
this approach is to optimize after-tax returns. A good passive 
advisor will evaluate the purpose of each account to determine 
if it should be stand-alone or part of an asset location strategy.

When choosing which asset classes to place in different 
account types, a knowledgeable passive advisor would consider 
the following:

1. For Roth IRAs where all investment growth is tax-free, 
the best strategy is to include the asset classes with the 
highest expected returns. Examples include emerging 
markets and international small value.

2. For traditional IRAs where withdrawals are taxed as 
ordinary income, the best strategy is to include the asset 
classes that are least tax-effi cient. Examples include 
real estate investment trusts (REITs) and fi xed income.

3. For taxable accounts, the best strategy utilizes tax-managed 
funds whenever possible. Examples include tax-managed 
funds for U.S. large company, U.S. large cap value, U.S. 
small blend, U.S. small cap value, and international value.

A good advisor will carefully trade all accounts in unison, along 
with an eye toward tax-effi ciency, minimization of transaction 
costs and maintenance of the client’s designated risk level.
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rebAlAncIng

Periodic portfolio rebalancing is an important strategy for 
achieving investing goals. Rebalancing involves selling shares of 
assets that have appreciated signifi cantly and buying more of those 
that have underperformed, ensuring a consistent level of risk 
exposure in a portfolio. For further information on rebalancing,  
including frequencies and formulas, see ifa.com/rb.

Figure 12-1 refl ects the mechanism of maintaining the 
discipline of rebalancing. It seems counterintuitive to sell off a 
portion of an investment that has outperformed others in order to 
buy one that has underperformed. However, imbalanced portfolios 
with asset classes that have grown beyond their target allocations 
take on inappropriate risk exposures. At times, circumstances may 
necessitate a shift in a portfolio’s target asset allocation because of 
a change in an investor’s capacity for risk. 

 Balancing Act 265 Step 12: Invest & Relax

Figure 12-1
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the glIde PAth 
An investor is well served by incrementally reducing 

risk with age—a glide path strategy—which amounts to an 
approximate 1% reduction in the equity allocation of a portfolio 
per year over a lifetime.80 When young investors embark on 
their careers and start to save money, they are long on human 
capital and short on financial capital. As investors age and save 
for their retirement, there is a natural exchange of human and 
financial capital. Figure 12-2 is a hypothetical illustration of an 
individual’s financial glide path through life (see ifa.com/gp). It 
illustrates an investor’s transition from living off of his or her 
labor (human capital) to living off his or her savings (financial 
capital) with a gradual reduction in risk over time. 
Figure 12-2
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tAx loss hArvestIng

A market downturn provides a silver lining in the dark skies. Tax 
loss harvesting is the recognition of losses so that you can reduce 
tax liability either due to rebalancing or capital gains distributions. 
To save on future capital gains taxes, investors might consider this 
strategy: 1) Sell the mutual funds in your taxable accounts that have 
declined more than 10% and $10,000; 2) Immediately invest the 
assets in a substantially different index fund, realizing a capital loss; 
3) Purchase the original funds back after 31 days from the sale; 
4) Report the realized capital losses to your accountant to offset 
future capital gains and a portion of your income. Losses can be 
carried forward until they’ve been offset by future capital gains or 
income. There are some risks associated with tax loss harvesting, 
so an investor should consult with their accountant prior to making 
a decision to tax loss harvest. To learn more, visit ifa.com/tlh.

Figure 12-3

 Tax Loss Harvester 269 Step 12: Invest & Relax
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retIrement AnAlyzer

A retirement analyzer is a valuable retirement planning tool 
that enables investors to assess their financial health, specifically 
their probability of running out of money during retirement. It 
is best used as a guide in making decisions on saving, spending, 
and investing and should be revisited annually. The retirement 
analyzer at ifa.com/ra provides the tools to assess an investor’s 
probability of portfolio survival. 

The retirement analyzer performs a Monte Carlo simulation 
which generates 10,000 individual scenarios. Each scenario 
is calculated using randomly selected annual returns from 
distributions based on the performance of historical data. The 
results of a Monte Carlo simulation are heavily dependent on 
the following specific inputs: 

1. Beginning portfolio value 
2. The number of years for the projection 
3. Future cash flows (both deposits and withdrawals) 
4. Inflation rate to be applied to the cash flows 
5. The distribution of returns 
6. Investment strategy

Quite often, the results of an initial analysis will appear 
unsatisfactory. Several changes in assumptions can be made to 
improve the results: 

1. Save a larger percentage of salary 
2. Spend less in retirement
3. Retire later
4. Shorten life expectancy 
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5. Take more risk during the working years
6. Take less risk during the drawdown phase
7. Use glide path (steadily decreases risk over time) 

Figure 12-4 depicts the results of a portfolio simulation for 
an individual with a retirement age starting at 67. The green and 
gold bars represent the probability of the portfolio surviving 
through various ages. A portfolio survival simulation is a 
valuable tool for investors to use for establishing a degree of 
confidence about the sustainability of their portfolio through 
their lifetime. Revisiting the retirement analyzer each year 
allows investors to make sure they are on course—much like 
an onboard navigation system for a car. The closer one gets to 
their destination, the more finely tuned the directions become.

Figure 12-4
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your next steP

We have now arrived at the conclusion of our 12-Step Journey. 
Along our path, we have brought to light the detrimental impact 
our own emotions and behaviors can wreak on our investments. 

We have taken a brief walk through the milestones of 
financial science and been enlightened by a group of academic 
legends who paved the way by contributing research that 
facilitates our ability to better understand risk, return, and the 
collective wisdom of people and markets. 

We have crossed the path of some fallen stars who provide 
a cautionary lesson on why we should primarily respect the 
market’s uncanny ability to spontaneously price all known 
information and to willingly accept that the current price is the 
best estimate of a fair price. 

We have been challenged to understand the futility of blindly 
chasing after winning fund managers, knowing their recent hot 
performance is a function of luck, not repeatable skill. 

We have learned the deleterious results that come from 
attempting to predict the future performance of markets, sectors, 
or styles and the erosive costs associated with this speculation. 

We have explored the probability of outcomes and have 
been guided to an understanding of how and why risk and 
return walk hand-in-hand. 

We have traveled backward in time to learn that the travails 
of today are not so dissimilar from those of history and that the 
precise risk experienced in the past will never be the same, but 
the ability of a free market to price those risks will be the same. 
Global capitalism has continued its onward march, allowing 
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its shareholders to participate in the prosperity of a diversified 
portfolio of companies. 

We have evaluated how much risk we can stomach and 
have been encouraged to be willing participants in market 
volatility at risk-appropriate levels. 

We have been shown a rainbow of potential investment 
portfolios that cuts across a wide spectrum of risk and return. 

And finally, we have learned the value of walking with a 
trusted passive advisor who will guide us through the peaks and 
valleys of the market, away from the temptations of speculation 
and toward a more rewarding and tranquil way of investing. 

Each step of this book has been opened with a stanza from 
“The Speculation Blues,” a song I wrote that summarizes the 
many emotions and struggles of active investors—the lyrics of 
which can be found on the following pages. This song details 
how those who go it alone, speculating instead of investing, 
unnecessarily struggle on their investment journey.

I wrote this book to lead investors to a more peaceful and 
profitable investment strategy. I sincerely hope this journey 
has brought you to a deeper understanding of investing and 
strengthened your ability to achieve a brighter financial future. 
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the sPeculAtIon blues

Lyrics by Mark Hebner 

• The lure of fast money makes you think active,
but the record proves you’re better off passive.

• Professors came to a shocking conclusion,
the active advantage was just an illusion.

• The stock market gamble can be an addiction,
you’ll search, but won’t fi nd that winnin’ prediction.

• Traders devour the news like a school of piranha,
while the passive fi nd peace in a tradeless nirvana.

• The bets laid down on predictin’ that news,
will surely bring on the Speculation Blues.

• All them scholars toilin’ at the universities,
uncovered the fact that risk was just probabilities.

• They said that investors should diversify,
and tell their stock brokers “good luck and goodbye.” 

• The traders oughta learn from Nobel Laureates,
but they keep on makin’ them long and short bets.

• Once you get the effi cient market hypothesis,
you’ll no longer be fooled by market randomness.

• Stockaholics search for the best stock to choose,
but end up cryin’ the Speculation Blues.

• Instead of Morgan or Cramer, or Barney or Lynch,
you’re better off with Bogle, Fama or French.

• The wisdom of crowds throughout the land,
will act like the force of the invisible hand.

 The Speculation Blues 275 Step 12: Invest & Relax
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• Everyone knows there ain’t no free lunch,
but the pickers keep thinkin’ they can win from a hunch.

• Your broker’s out buyin’ himself a fine yacht,
and you’re gettin’ nothin’ from the stocks that he bought.

• Stock gamblin’ can be like drinkin’ that booze,
leavin’ you singin’ the Speculation Blues.

• Market timers dream of makin’ a killin’ on a trend,
but buyin’ and holdin’ wins out in the end.

• Fund managers trade as though taxes don’t matter,
but tradin’ too much just makes Uncle Sam fatter.

• Silent partners have a feast on most investors,
but you know that they suck the least from savvy indexers.

• Traders think that money grows from speculation,
but indexers know it’s just risk compensation.

• Trades placed online just guessin’ tomorrow’s news,
leads those gamblers into the Speculation Blues.

• So before investing your hard earned green,
catch a good vibe for the variance and the mean.

• The smart money man is best served,
by checkin’ out how the bell is curved.

• For when it’s skinny and the average is high,
the traders can’t beat it no matter how hard he try.

• A risk taker gots’ta know his risk capacity,
then hang on for his payout with true tenacity.

• While the passive relax on a tropical cruise,
the active are singin’ the Speculation Blues.

Watch the music video at: speculationblues.com
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About the ArtIst

lAlA rAgImov

I would like to extend a special thank 
you to master artist, Lala Ragimov, who 
painted 63 original and beautiful oil 
paintings that are located throughout the 
book. The originals of these paintings 
are proudly displayed at the headquarters 
of Index Funds Advisors in Irvine, 
California. Lala was born in Moscow and 

draws her artistic inspiration from the painters of the Venetian 
Renaissance and Flemish Baroque periods. 

Lala earned a Bachelor of Fine Arts from the world-
renowned California Institute of the Arts in 2003 and a Master of 
Fine Arts degree from California State University, Long Beach 
in 2009. Today Lala is a Fine Art Instructor and creates art and 
illustrations for Index Funds Advisors, biomedical manuals, 
magazines, art exhibitions, and many private collectors. 
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APPendIx A

The index data described throughout this book are based on 
the IFA Indexes. Throughout the book, the index names are the 
same, except IFA has been omitted.  The following descriptions 
of IFA Indexes indicate how the indexes are strung together 
to simulate similar risk and return characteristics back to 1928. 
This long-term data reduces the possible errors of interpreting 
a short-term return as being representative of other short-term 
returns. Such errors are especially high for periods of 20 years or 
less. When IFA Indexes are shown in Index Portfolios, all return 
data reflect a deduction of 0.9% annual investment advisory 
fee, which is the maximum advisory fee charged by IFA. Unless 
indicated otherwise, data shown for each individual IFA Index 
are shown without a deduction of the IFA advisory fee. This 
method is used because the creation, choice, monitoring and 
rebalancing of diversified index portfolios are the services of the 
independent investment advisor. Therefore, fees are deducted 
from the whole portfolio data but not the individual index data. 
Live Dimensional Fund Advisors’ (DFA) fund data reflect the 
deduction of mutual fund advisory fees, brokerage fees, and 
other expenses incurred by the mutual funds, incorporate actual 
trading results, and are sourced from DFA. Simulated index data 
also reflect DFA’s current mutual fund expense ratios for the 
entire period. Both simulated and live data reflect total returns, 
including dividends, except for IFA/NSDQ Index. For updates 
on sources and descriptions of data, see www.ifaindexes.com.
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Time-Series Construction

Time-Series Construction
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Time-Series Construction

Time-Series Construction
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Time-Series Construction

Time-Series Construction

Condensed-Book-Inside-Four-Colour-18.indd   281 3/14/13   11:05 AM



  282 

Time-Series Construction

Time-Series Construction
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Time-Series Construction

Time-Series Construction
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Time-Series Construction

One Year Three Years Five Years  Ten Years
 0.93%  0.89%  1.72%  2.33%DFA 1-Year Fixed Income Index Portfolio
 0.17%  0.27%  0.98%  2.08%One-Year US Treasury Note*

Average Annual Total Return

Duration
Average Portfolio Maturity Range

Expense Ratio (as of 10/31/12)

0.86 Years
0.87 Years
0.17%

Time-Series Construction
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Time-Series Construction

One Year Three Years Five Years  Ten Years
 1.03%  1.19%  1.94%  2.39%DFA 2-Year Global Fixed Income Portfolio
 1.36%  1.38%  2.34%  2.87%World Gov't Bond Index 1-3 Years*

Average Annual Total Return

Duration
Average Portfolio Maturity Range

Expense Ratio (as of 10/31/12)

1.16 Years
1.18 Years
0.18%

Time-Series Construction

One Year Three Years Five Years  Ten Years
 1.59%  3.14%  3.82%  3.47%DFA Short-Term Gov't Portfolio
 0.98%  2.54%  3.35%  3.36%Capital US Gov't Bond Index Int.*

Average Annual Total Return

Duration
Average Portfolio Maturity Range

Expense Ratio (as of 10/31/12)

2.77 Years
2.90 Years
0.20%
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Time-Series Construction

One Year Three Years Five Years  Ten Years
 4.80%  4.87%  4.56%  3.95%DFA Five-Year Global Fixed Portfolio
 2.10%  2.13%  3.04%  3.32%World Gov't Bond 1-5 Years*

Average Annual Total Return

Duration
Average Portfolio Maturity Range

Expense Ratio (as of 10/31/12)

3.76 Years
3.94 Years
0.28%

Time-Series Construction

 All Data as of Dec 31, 2012. For updates see ifaindexes.com.
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Time-Series Construction

 One Year  Three Years  Five Years  Ten Years

Number of Holdings
Weighted Average Market Cap

Weighted Average Book-to-Market

Price/Earning (exclude negatives)
Dividend Yield

Expense Ratio (as of 12/31/10)

416
$43.5B
0.29

18.3
1.43%
NA

 17.04%  11.80%  3.35%  7.53%Vanguard Growth Index
Average Annual Total Return

Time-Series Construction
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Time-Series Construction

 One Year  Three Years  Five Years  Ten Years

Number of Holdings
Weighted Average Market Cap

Weighted Average Book-to-Market

Price/Earning (exclude negatives)
Dividend Yield

Expense Ratio (as of 12/31/10)

3,278
$35.0B
NA

16.7
2.10%
NA

 16.42%  11.32%  2.31%  7.96%Vanguard US Total Market Index
Average Annual Total Return

Time-Series Construction

One Year Three Years Five Years  Ten Years

Number of Holdings
Average Market Cap

Price/Earning (exclude negatives)
Dividend Yield

500
$12,676M

13.71
2.28%

 16.00%  10.87%  1.66%  7.10%S&P 500 Index
Average Annual Total Return

 All Data as of Dec 31, 2012. Returns include dividends. For updates see www.ifaindexes.com.
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Time-Series Construction

 One Year  Three Years  Five Years  Ten Years

Number of Holdings
Weighted Average Market Cap

Weighted Average Book-to-Market

Price/Earning (exclude negatives)
Dividend Yield

Expense Ratio (as of 12/31/10)

967
$1.8B
NA

NA
0.36%
NA

 17.68%  14.97%  5.35%  11.20%Vanguard Small-Cap Growth Index
Average Annual Total Return
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Disclosure for Backtested Performance Information, 
the IFA Indexes, and IFA Index Portfolios (updates 
can be found at www.ifabt.com):
1. Index Funds Advisors, Inc. (IFA) is an SEC registered Investment Adviser. 
Information pertaining to IFA’s advisory operations, services, and fees is set 
forth in IFAs’ current Form ADV Part 2 (Brochure), a copy of  which is 
available upon request and at www.adviserinfo.sec.gov. The performance 
information presented in certain charts or tables represent backtested 
performance based on combined simulated index data and live (or actual) 
mutual fund results from January 1, 1928 to the period ending date shown, 
using the strategy of  buy and hold and on the first of  each year annually 
rebalancing the globally diversified portfolios of  index funds. Backtested 
performance is hypothetical (it does not reflect trading in actual accounts) 
and is provided for informational purposes only to indicate historical 
performance had the index portfolios been available over the relevant time 
period. IFA refers to this hypothetical data as a Simulated Passive Investor 
Experience (SPIE). IFA did not offer the index portfolios until November 
1999. Prior to 1999, IFA did not manage client assets. The IFA indexing 
investment strategy is based on principles generally known as Modern 
Portfolio Theory and the Fama and French Three Factor Model for Equities 
and Two Factor Model for Fixed Income. Index portfolios are designed 
to provide substantial global diversification in order to reduce investment 
concentration and the resulting potential increased risk caused by the 
volatility of  individual companies, indexes, or asset classes.

2. A review of  the IFA Index Data Sources (ifaindexes.com), IFA Indexes 
Time Series Construction (ifa.com/pdf/tsc.pdf) and several of  the 
Dimensional Indexes (ifa.com/pdf/DFAIndexes.pdf) is an integral part of  
this disclosure and should be read in conjunction with this explanation of  
backtested performance information presented. IFA defines index funds as 
mutual funds that follow a set of  rules of  ownership that are held constant 
regardless of  market conditions. An important characteristic of  an index 
fund is that its rules of  ownership are not based on a forecast of  short-
term events. Therefore, an investment strategy that is limited to the buying 
and rebalancing of  a portfolio of  index funds is often referred to as passive 
investing, as opposed to active investing. Simulated index data is based on 
the performance of  indexes and live mutual funds as described in the IFA 
Indexes Data Sources page. The index mutual funds used in IFA’s Index 
Portfolios are IFA’s best estimate of  a mutual fund that will come closest to 
the index data provided in the simulated indexes. Simulated index data is used 
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for the period prior to the inception of  the relevant live mutual fund data and 
an equivalent mutual fund expense ratio is deducted from simulated index 
data. Live (or actual) mutual fund performance is used after the inception 
date of  each mutual fund. The IFA Indexes Times Series Construction goes 
back to January 1928 and consistently reflects a tilt towards small cap and 
value equities over time, with an increasing diversification to international 
markets, emerging markets and real estate investment trusts as data became 
available. As of  January 1928, there are 4 equity indexes and 2 bond indexes; 
in January 1970 there are a total of  8 indexes, and there are 15 indexes in 
March 1998 to present. See (http://www.ifa.com/pdf/The_Evolution_of_
IFA_Portfolio.pdf) to see the analysis of  the evolution of  these portfolios. 
This PDF names the indexes used in the IFA Portfolios for each period, and 
page 4 of  the PDF shows the Time Series Construction of  the IFA indexes. 
If  the original 4 equity indexes from 1928 (IFA US Large Company Index; 
IFA US Large Cap Value Index; IFA US Small Cap Index; IFA US Small Cap 
Value Index) are held constant until December 2011, the annualized rate 
of  return of  this simplified version of  IFA Index Portfolio 90 is 10.23%, 
after the deduction of  a 0.9% IFA advisory fee and a standard deviation 
of  22.76%. The evolving IFA Indexes over the same period have a 10.35% 
annualized return for IFA Index Portfolio 90 after the same IFA advisory 
fees and a standard deviation of  21.79%. The stitching together of  index 
and live fund data and adding international markets, emerging markets and 
REITs only had a slight impact on risk and return over this 84 year period. 
Instead, it demonstrates the value of  a small cap and value tilt in global 
equity markets, since over the same period a Simulated S&P 500 Index only 
had a return of  9.46% (with no fees deducted), at a standard deviation of  
19.27%. Backtested performance is calculated by using a computer program 
and monthly returns data set that start with the first day of  the given time 
period and evaluates the returns of  simulated indexes and DFA index mutual 
funds. In 1999, tax-managed funds became available for many different DFA 
index funds.

3. Backtested performance does not represent actual performance and should 
not be interpreted as an indication of  such performance. Actual performance 
for client accounts may be materially lower than that of  the index portfolios. 
Backtested performance results have certain inherent limitations. Such results 
do not represent the impact that material economic and market factors might 
have on an investment adviser’s decision-making process if  the adviser were 
actually managing client money. Backtested performance also differs from 
actual performance because it is achieved through the retroactive application 
of  model portfolios (in this case, IFA’s Index Portfolios) designed with the 
benefit of  hindsight. As a result, the models theoretically may be changed 
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from time to time and the effect on performance results could be either 
favorable or unfavorable.

4. History of  Changes to the IFA Indexes: 1991-2000: IFA Index Portfolios 
10, 30, 50, 70 and 90 were originally suggested by Dimensional Fund Advisors 
(ifa.com/pdf/balancedstrategies.pdf), merely as an example of  globally 
diversified investments using their custom index mutual funds, back in 1991 
with moderate modifications in 1996 to reflect the availability of  index funds 
that tracked the emerging markets asset class. Index Portfolios between each 
of  the above listed portfolios were created by IFA in 2000 by interpolating 
between the above portfolios. Portfolios 5, 95 and 100 were created by 
Index Funds Advisors in 2000, as a lower and higher extension of  the DFA 
1991 risk and return line. As of  March 1, 2010, 100 IFA Index Portfolios 
are available to IFA clients, with IFA Index Portfolios between the shown 
allocations being interpolations of  the 20 allocations shown. In January 
2008, IFA introduced three new indexes and eighteen socially responsible 
portfolios constructed from these three indexes and five pre-existing IFA 
indexes. The new indexes introduced were: IFA US Social Core 2 Equity, IFA 
Emerging Markets Social Core, and IFA International Real Estate. All three 
use live DFA fund data as long as it has been available. Prior to live fund data, 
they use index data supplied by DFA modified for fund management fees. 
In April 2008, IFA introduced two new indexes and eighteen sustainability 
portfolios constructed from these two indexes and five pre-existing indexes. 
The new indexes introduced were: IFA US Sustainability Core 1 Equity 
and IFA International Sustainability Core Equity. In November 2011, IFA 
made a change to the index data used in its large growth and small growth 
indexes. Fama/French data was replaced with data supplied by Dimensional 
Fund Advisors via its Returns 2.2 program. For large growth, the difference 
in annualized return was about 1% (a decrease). For small growth, the 
difference was about 0.2%. In November 2012, IFA changed the allocations 
and the historical returns for its socially responsible portfolios to reflect 
the introduction of  the DFA International Social Core Equity Portfolio 
(DSCLX). Prior to this, the international developed equity asset class was 
unavailable in a socially responsible implementation. Although clients who 
were invested in the old allocation from the time it became available (January 
2008) likely did better than they would have done with the new allocation, 
the difference is not statistically significant, and it is IFA’s advice that going 
forward having an exposure to international developed equities will provide 
a substantial diversification benefit to socially responsible investors. Go to 
www.ifa.com/btp/historyofchange.html to see a summary of  changes made 
to the IFA Indexes and Index Portfolios.
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5. Backtested performance results assume the reinvestment of  dividends 
and capital gains and annual rebalancing at the beginning of  each year. It is 
important to understand that the assumption of  annual rebalancing has an 
impact on the monthly returns reported for the IFA Index Portfolio in both 
the Risk and Reward Table (www.ifabigtable.com) and the Index Calculator 
(www.ifacalc.com). For monthly rebalancing, the monthly return is calculated 
with the assumption that the portfolio is perfectly in balance at the beginning 
of  each month. For annual rebalancing, the year-to-date return is calculated 
with the assumption that the portfolio is perfectly in balance at the beginning 
of  the year. The latter assumption underlies the returns shown for the IFA 
Index Portfolios. In actual portfolios, however, rebalancing occurs at no 
set time, and such actions are dependent on both market conditions and 
individual client liquidity inflows and outflows, along with the cost impact 
of  such transactions on the overall portfolio. Therefore actual monthly and 
year-to-date returns will differ from the IFA Returns Calculator. The reason 
for this difference is that with annual rebalancing, the monthly returns are 
calculated from the ratio of  the year-to-date growth of  $1.00 at the end 
of  the month to the year-to-date growth of  $1.00 at the beginning of  the 
month. For monthly rebalancing, the monthly return is calculated with the 
assumption that the portfolio is perfectly in balance at the beginning of  the 
month. The performance of  the IFA Index Portfolios reflects and is net 
of  the effect of  IFA’s annual investment management fee of  0.9%, billed 
monthly, unless stated otherwise. Monthly fee deduction is a requirement 
of  our software used for backtesting. Actual IFA advisory fees are deducted 
quarterly, in advance. This fee is the highest fee IFA charges. Depending on 
the amount of  your assets under management, your investment management 
fee may be less. Backtested risk and return data is a combination of  live 
(or actual) mutual fund results and simulated index data, and mutual fund 
fees and expenses have been deducted from both the live (or actual) results 
and the simulated index data. When IFA Indexes are shown in IFA Index 
Portfolios, all returns data reflects a deduction of  0.9% annual investment 
advisory fee, which is the maximum IFA fee. Unless indicated otherwise, 
data shown for each individual IFA Index is shown without a deduction 
of  the IFA advisory fee. We choose this method because the creation, 
choice, monitoring and rebalancing of  diversified index portfolios are the 
services of  the independent investment advisor and at that point the fees 
are appropriate to deduct from the whole portfolio returns. Since we accept 
no fees from investment product firms, IFA compares index funds based on 
net asset value returns, which are net of  the mutual fund company expense 
ratios only. Although index mutual funds minimize tax liabilities from short 
and long-term capital gains, any resulting tax liability is not deducted from 
performance results. Performance results also do not reflect transaction fees 

Condensed-Book-Inside-Four-Colour-18.indd   294 3/14/13   11:05 AM



  295 Appendix A

(as seen at www.ifafee.com) and other expenses, which reduce returns. 

6. For all data periods, annualized standard deviation is presented as an 
approximation by multiplying the monthly standard deviation number by the 
square root of  12. Please note that the number computed from annual data 
may differ materially from this estimate. We have chosen this methodology 
because Morningstar uses the same method. Go to www.ifabt.com for details. 
In those charts and tables where the standard deviation of  daily returns is 
shown, it is estimated as the standard deviation of  monthly returns divided 
by the square root of  22.

7. The tax-managed index funds are not used in calculating the backtested 
performance of  the index portfolios, unless specified in the table or chart. 

8. Performance results for clients that invested in accordance with the IFA 
Index Portfolios will vary from the backtested performance due to market 
conditions and other factors, including investments cash flows, mutual 
fund allocations, frequency and precision of  rebalancing, tax-management 
strategies, cash balances, lower than 0.9% advisory fees, varying custodian 
fees, and/or the timing of  fee deductions. As the result of  these and 
potentially other variances, actual performance for client accounts may differ 
materially from (and may be lower than) that of  the index portfolios. Clients 
should consult their account statements for information about how their 
actual performance compares to that of  the index portfolios.

9. As with any investment strategy, there is potential for profit as well as the 
possibility of  loss. IFA does not guarantee any minimum level of  investment 
performance or the success of  any index portfolio or investment strategy. All 
investments involve risk and investment recommendations will not always be 
profitable.

10. Past performance does not guarantee future results.

11. IFA Index Portfolio Value Data is based on a starting value of  one, as of  
January 1, 1928.

12. DISCLAIMER: THERE ARE NO WARRANTIES, EXPRESSED 
OR IMPLIED, AS TO ACCURACY, COMPLETENESS, OR RESULTS 
OBTAINED FROM ANY INFORMATION PROVIDED HEREIN OR 
ON THE MATERIAL PROVIDED. This document does not constitute 
a complete description of  our investment services and is for informational 
purposes only. It is in no way a solicitation or an offer to sell securities or 
investment advisory services. Any statements regarding market or other 
financial information is obtained from sources which we and our suppliers 
believe to be reliable, but we do not warrant or guarantee the timeliness or 
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accuracy of  this information. Neither our information providers nor we 
shall be liable for any errors or inaccuracies, regardless of  cause, or the 
lack of  timeliness of, or for any delay or interruption in the transmission 
thereof  to the user. All investments involve risk, including foreign currency 
exchange rates, political risks, market risk, different methods of  accounting 
and financial reporting, and foreign taxes. Your use of  these materials, 
including www.ifa.com website is your acknowledgement that you have read 
and understood the full disclaimer as stated above. IFA Index Portfolios, 
times series, standard deviations, and returns calculations are determined in 
the Dimensional Returns 2.0 program. © Copyright 1999-2012, DFA, Inc.

13. IFA licenses the use of  data, in part, from Morningstar Direct, a third-party 
provider of  stock market data. Where data is cited from Morningstar Direct, 
the following disclosures apply: ©2012 Morningstar, Inc. All rights reserved. 
The information provided by Morningstar Direct and contained herein: (1) 
is proprietary to Morningstar and/or its content providers;   (2) may not be 
copied or distributed; and (3) is not warranted to be accurate, complete or 
timely. Neither Morningstar nor its content providers are responsible for any 
damages or losses arising from any use of  this information. 

Updated 11-8-2012. For additional updates see www.ifabt.com.

Other Information IFA Considers to be Helpful
It is IFA’s advice that the value of  having a longer time series exceeds the 
concerns of  index substitutions over the 1928 to present period. Due to 
the very high standard deviations of  returns (21.99%) a 40 year or more 
sample size of  data is recommended to obtain a T-statistic of  2, that 
allows a conclusion at a 95% or higher level of  certainty. In other words, in 
IFA’s opinion, smaller sample sizes introduce larger errors than the errors 
introduced by stitching together indexes and live data over time. This is the 
advice IFA provides to its clients. 

Client portfolios are monitored and rebalanced, taking into consideration 
risk exposure consistency, transaction costs, and tax ramifications to maintain 
target asset allocations as shown in the Index Portfolios.

IFA uses tax-managed funds in taxable accounts. The tax-managed funds are 
consistent with the indexing strategy, however, they should not be expected 
to track the performance of  corresponding non-tax-managed funds in the 
same or similar indexes. As such, the performance of  portfolios using tax-
managed funds will vary from portfolios that do not utilize these funds.

Clients’ accounts will be rebalanced depending on the fluctuation of  the 
asset classes and the cash flow activity of  the client. It is IFA’s opinion 
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that the assumption of  first of  the year annual rebalancing is a reasonable 
approximation to reality.

IFA is not paid any brokerage commissions, sales loads, 12b1 fees, or any 
form of  compensation from any mutual fund company or broker dealer. The 
only source of  compensation from client investments is obtained from asset 
based advisory fees paid by the client. More information about advisory fees, 
expenses, no-load mutual fund fees, prospectuses for no-load index mutual 
funds, brokerage and custodian fees can be found at www.ifa.com/admin/
fees.asp. Not all IFA clients follow our recommendations, and depending 
on unique and changing client and market situations, we may customize 
the construction and implementation of  the index portfolios for particular 
clients, including the use of  tax-managed mutual funds, tax-loss-harvesting 
techniques and rebalancing frequency and precision. In taxable accounts, 
IFA uses tax-managed index funds to manage client assets.

Some clients substitute the mutual funds recommended by IFA with 
investment options available through their 401k or other accounts, thereby 
creating a custom asset allocation. The performance of  custom asset 
allocations may differ materially from (and may be lower than) that of  the 
index portfolios.
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APPendIx b

Dalbar, Inc. is an independent third party not associated with Index 
Funds Advisors, Inc. The studies referred to in this book by DALBAR 
were performed by and obtained from DALBAR, Inc. The information is 
believed to be reliable but accuracy and completeness cannot be guaranteed. 
It is for informational purposes only and is not a solicitation to buy or 
sell securities. Use of  information from DALBAR does not necessarily 
constitute agreement by DALBAR, Inc., of  any investment philosophy or 
strategy presented in this book. 

Morningstar, Inc. is an independent investment research firm not associated 
with Index Funds Advisors, Inc. When Morningstar, Inc. is sourced in this 
book the information: (1) is proprietary to Morningstar and/or its content 
providers; (2) may not be copied or distributed; (3) does not constitute 
investment advice offered by Morningstar; (4) is not warranted to be accurate, 
complete or timely; and (5) is copyrighted as follows: ©2013 Morningstar, 
Inc. All rights reserved. Neither Morningstar nor its content providers are 
responsible for any damages or losses arising from any of  this information. 
Past performance is no guarantee of  future results. Use of  information from 
Morningstar does not constitute agreement by Morningstar, Inc. of  any 
investment philosophy or strategy presented in this publication.

All Standard & Poor’s 500 Index Data © Copyright 2013. The McGraw-
Hill Companies, Inc. Standard & Poor’s including its subsidiary corporations 
(“S&P”) is a division of  The McGraw-Hill Companies, Inc. Reproduction in 
any form is prohibited without S&P’s prior written permission. Neither S&P, 
its affiliates nor any of  their third-party licensors: (a) guarantee the accuracy, 
completeness or availability of  the S&P Data, or (b) make any warranty, 
express or implied, as to the results to be obtained by the Publisher or any 
other person from the use of  the S&P Data or any other data or information 
included therein or derived therefrom, or (c) make any express or implied 
warranties, including any warranty of  merchantability or fitness for the 
particular purpose or use, or (d) shall in any way be liable to the Publisher 
or any recipient of  the Materials for any inaccuracies, errors, or omissions, 
regardless of  cause, in the S&P Data or for any damages, whether direct or 
indirect or consequential, punitive or exemplary resulting therefrom. 

Quotations and Portraits contained in this book are for illustrative purposes 
only, and in no way imply any endorsements of  the goods and services of  
Mr. Hebner, Index Funds Advisors, Inc. or any affiliates thereof. 

Condensed-Book-Inside-Four-Colour-18.indd   298 3/14/13   11:05 AM



  299 Appendix B

Data and Charts are copyright of  their respective owners and reproduced 
as supportive research data and not as an endorsement of  their respective 
owners to the content contained herein.

For book corrections and updates, go to:  
www.ifapublishing.com/bookcorrections
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