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Foreword

THE FIRST TIME I encountered Charles D. Ellis (I didn't meet him for five more years) was in the summer 
of 1975, when I read his seminal article, "The Loser's Game" in The Financial Analysts Journal. I had 
already encountered future Nobel Laureate Paul Samuelson through his classic article "Challenge to 
Judgment" in The Journal of Portfolio Management a year earlier.

Together, these two articles from the intellectual world, along with some philosophical thoughts about mutual 
funds that I had expressed in my senior thesis at Princeton University in 1951, gave me more than enough 
confidence to decide, when the newly formed Vanguard Group began operations in 1975, that our very first 
business initiative should be the formation of the first index mutual fund in history.

To say that I remain to this day in the debt of these two brilliant men would be a rather severe 
understatement. Their wise contributions as investors-academics-innovators-strategists have made a 
difference, not only to me and to the company I founded, but to intelligent investors in all walks of life. And, 
as the old saw goes, "that's important, too."

Over the two-plus decades since I read those articles, index fundsowning the stock market or its subset, the 
Standard & Poor's 500 Stock Indexhave emerged from oblivion to become a vital instrument in the 
investment programs of millions of investors. Today, individuals have direct investments of $200 billion in 
index mutual funds, and upward of $700 billion is invested for their benefit in indexed accounts by large 
institutional investors, pension funds, endowment funds, and the like.

I am especially delighted to write this foreword to the latest work of Charley Ellis. By doing so, I can make at 
least an installment payment on my debt to him, to say nothing of the debt that individual investorsdirectly 
and indirectlyowe in part to his important early insights.
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But The Loser's Game is by no means his only contribution to the world of investing. He has also been a 
prolific compiler of the profound investment wisdom of the ages. Classics and Classics II should be on every 
serious investor's bookshelf. Most recently, The Investor's Anthology, published in 1997, has also become an 
essential reference in my own library. It is a wonderful collection of articles by philosophers and investment 
professionals alike, spanning the alphabet from A to Zfrom Hans Christian Andersen and Warren Buffett to 
John Templeton and Arthur Zeikel.

His contribution to the field of investing goes well beyond the great ideas he has made so accessible to 
investors. Charley Ellis is above all a thoughtful developer of investment strategy, and his Investment 
PolicyHow to Win the Loser's Game, first published in 1985, remains a sensible and straightforward 
handbook, originally designed for directors of corporations and trustees of endowment funds and later 
expanded to help individual investors.

In this latest incarnation of Investment Policy, the author has further expanded his focus to help investors in 
tax-deferred retirement plans, notably the 401(k) employee savings plan. These programs have 
fundamentallyand, I would suggest, permanentlyaltered the way that American families allocate their savings 
as they plan for their retirement years.

Today, however, many investors are making significant errors in investing for their retirement. One error is in 
complicating the processowning too many mutual funds, often with only vague strategic objectives. A second 
is being too conservative when investing over a long time horizonplacing too much in cash reserves that 
provide steady but modest returns. Still a third is being too heavily dependent on owning company stocka risk 
that may pay off, but may also result in a financial disaster. And a fourth is giving insufficient attention to 
plan fees and fund expenses alike, without realizing that, in the long run, cost matters.

Simple mathematics shows how costly these errors can be. A typical 401(k) account currently looks 
something like this: stocks 55 percent (one-half in company stock), and bonds 10 percent, cash reserves 35 
percent. Here's what the outcome of investing $1000 per year might look like:

If we earn an assumed 9 percent long-term annual return on a diversified portfolio of stocks (future 
returns of any single common stock are utterly unpredictable) rather than a 5 percent return on cash 
reserves, the return you create in stocks over an intermediate-term period (10 to 25 years) can be more 
than doubled in equities; over a working lifetime, the return can be nearly quadrupled.
If we assume that investment costs at today's excessively high norms reduce those returns to 4.5 percent 
for cash and 7.5 percent for stocks,
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the added dollars you accumulate can be reduced by 10 percent or more for cash reserves and 30 percent 
for equitiesengendering truly prodigious sacrifices in future retirement income.

These figures do not necessarily mean that investors should bet the farm on equities. They should merely 
realize the likely long-term cost of excessive conservatism and excessive investment expenses, and adjust 
their sights accordingly. For example, based on the above return and cost assumptions, an investor putting 
$300 per month in a retirement plan would invest $90,000 over 25 years. At the end of the period, a market 
portfolio, conservatively balanced at 30/70 in reserves and stocks, would produce a retirement fund of 
$283,000, while a high-cost portfolio, cautiously invested at 70/30 in reserves and stocks, would produce a 
fund of $190,000, a reduction of nearly $100,000.

Were it not ignored by so many investors, consultants, and corporations, this clear message about the value of 
being both a bit more venturesome and intelligently sensitive about the importance of keeping costs at 
minimal levels ("the cost of excessive cost") would seem obvious.

I might also emphasize that I share the author's views about the considerable importance of two other 
messages highlighted in this worthy book. One is the needto the maximum extent possibleto keep emotion 
out of your investment program. In the business of investing, emotion inevitably leads in exactly the wrong 
directionto buy stocks when you are most enthusiastic (often at market peaks) and to sell stocks when you are 
most worried (nearly always at market lows). If impulse is the enemy of sound long-term investing, then 
reason is its closest friend.

The other message is the enormous value of simplicity in investing. Counterintuitive as it may seem, complex 
approachesowning too many mutual funds, expecting miracles from fund managements, trading from one 
speculative fund to another, engaging in market timingare all simply counterproductive. Far better to set a 
sensible allocation of your assets, own a few middle-of-the-road stock funds (or one index fund), and stay the 
course. Simplicity is the master key to financial success.

In this new edition, Charley Ellis gives thoughtful attention to these and other issues that cry out for 
consideration. He shares my belief that simple approaches, combined with a few critical principles that have 
been affirmed by financial history, will make the difference between a perilous retirement and a comfortable 
one. This book will help you come to the right decisions.

JOHN C. BOGLE 
VALLEY FORGE, PENNSYLVANIA
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Preface

YOU ARE HOLDING the third edition of this book, which is embarking on its second life. The first two 
editions, which appeared in 1985 and 1993, were written for an audience of professional investment 
managers and their large clients, such as pension funds and endowments. But this edition is written for a 
second, entirely new audience: individual investors.

The generous reception given to the previous editionsnot just among directors of large corporations and 
trustees of prestigious endowment funds, but also among individual investorshas encouraged two decisions. 
One is to update the data and the dates, and the other is to address directly the quite important ways in which 
individual investors should think through the vital issues affecting their private investment policies, 
particularly those two grim factors, mortality and inflation. The focus on the needs of individual investors has 
been and will continue to be increasingly important as more and more people become dependent on self-
directed 401(k) plans for financial security during retirementplans that the individual participant self-directs. 
Freedom, particularly financial freedom, can be a two-edged sword.

This book has a long history. Increasingly aware of the great difficulty my intelligent, conscientious, and very 
hardworking friends were having in their quest to beat the market, in 1975 I organized my thoughts on their 
problem into an article entitled "The Loser's Game," which was well received within the investment 
professionwhich is so remarkably open to ideas, particularly ideas that challenge. (It won the profession's 
highest award.)

While many found that provocative article a challenge to our profession, I felt challenged in a very different 
way. Raised in the tradition that says "If you find a problem, find a solution," I felt intrigued by the task of 
finding a solution to the problem identified in "The Loser's Game." As is
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so often true, the solution was to "think outside the box" and to redefine the problem. So my focus shifted 
from the "loser's game" (working ever harder in a futile effort to beat the market) to a "winner's game" of 
concentrating on the big picture of longer-term asset mix and investment policy. And so this book took shape 
as Investment Policy, a text for clients of institutional investment managers, particularly trustees of pension 
funds and endowments, that first appeared in 1985 and was revised and updated in 1993.

The boom in investing by individualsparticularly those who have entrusted their retirement assets to 401(k) 
plans and so must establish their own asset mix or investment policyhas given this book a crucial new 
audience: the millions of individual investors who need to know how to make their money grow successfully 
over the long run.

Individual investors are important to me for three major reasons: First, there are so very many of them, nearly 
50 million in America and almost as many in other nations; second, almost all individual investors are truly 
"on their own" in designing long-term investment policies and strategies because there are few investment 
managers who can afford to provide the counseling individuals need at a reasonable fee; and third, virtually 
all "how-to" books on investing are sold on the false promise that the typical individual can beat the 
professional investors. They can't and they won't.

And they don't have to. As the reader will soon see, successful investing does not depend on "beating the 
market." Attempting to beat the marketto do better than other investorswill distract you from the fairly simple 
but quite interesting and productive task of designing a long-term program of investing that can and will 
succeed at providing the best feasible results for you in the long run.

If you feelas I dothat some of the advice in this book is pretty simple, please keep in mind the observation of 
two of my best friends, who are at the peak of their distinguished careers in medicine and medical research. 
They agree that the two most important discoveries in medical history are penicillin and washing hands 
(which stopped the spreading of infection from one mother to another by the midwives who delivered most 
babies before 1900). What's more, my friends counsel, there's no better advice on how to live longer than to 
quit smoking and buckle up when driving. The lesson: advice doesn't have to be complicated to be good.

Times change, and a note of current caution may be appropriate. When this book was first written 15 years 
ago, the equity market appeared significantly underpriced. Since then, America has enjoyed a remarkable bull 
marketone we will not see repeated from present price levels. The basic
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concepts and policies still hold, but their execution is no longer a ''six-inch putt." Investors should be cautious 
at current market prices.

A large English oak table dominating the inside left corner of the Morning Room on the ground floor of 
Boodles, the oldest of the social clubs established more than a century ago in or near St. James's in London, is 
one of the places where parts of this book were written. Other locations include hotel rooms inand airplanes 
flying betweenJohannesburg, San Francisco, Chicago, Nairobi, Princeton, Maine, Bermuda, Vail, Boston, 
New York City, and Atlanta; and of course, at home in Greenwich.

Because my priorities have been my commitments to my family and to the clients of Greenwich Associates, 
completing this small book has taken a very long time. This long period of gestation has been advantageous 
to the final result because it has given me the time and opportunity to obtain and incorporate some of the 
wisdom and knowledge of thoughtful others.

Several friends have given generously of their time and experience in reading and criticizing the various 
stages of development through which this book has passed on its way to its present form.

Claude N. Rosenberg, Jr., saved it from the oblivion to which it might have been consigned by insisting on a 
client focus and joshing me out of an inclination toward the stiffness of "academic" writing. Credit for 
readability belongs to Claude.

Dean LeBaron encouraged me with a delightful mixture of friendly admonition and cheerful "pourquoi non?" 
that must have masked some genuine doubts.

Rosalind C. Whitehead applied her brilliant talents as a writer and as an advocate for those in need as she 
took up the daunting task of bringing clarity to areas of uncertain explanation and took encouraging delight in 
the clarification.

William G. Burns, Karl Van Horn, and Chris Argyris all gave me particularly useful comments and raised 
questions that led to additions in several key sections that I will always want to claim.

Robert H. Jeffrey gave the kindest compliment by reading each section with the rigor of a Jesuit instructor 
and offered extensive suggestions on the main theory and on the structure of the argumentand even on choice 
of words. Tad chastised me a dozen years laterfortunately in time to influence this new editionfor giving too 
little attention to managing the expense of taxes. Any writer would be grateful for the chance to experience 
such insistent and gracious thinking and editing.

Dero Saunders applied his considerable talents as an editor and instructor in two complete rewritings. I now 
know why he expects to be remembered
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as the editor who could remove four lines from the Lord's Prayer without anyone noticing.

Paul Bourdeau of Cummings & Lockwood contributed skillfully to the concepts of estate planning.

Jason Zweig, Money's wonderfully astute and insightful tribune for individual investors, gave generously of 
his expertise as an observer and skills as a writer and his care in improving the clarity and usefulness of every 
chapter. All of us are fortunate he is among us.

Howard P. (Pete) Calhoun, in a decisive act of friendship, identified an error in the arcane world of taxation 
that allowed me to make an appropriate timely correction.

Kimberly Breed, Lucy Carino, Ann Del Grande, Jeanne Gans, Sandy Jones, and Debra Jo Pennell, all 
members of Greenwich Associates, typed and retyped the all too numerous drafts through which the final text 
evolved.

Masanori Owa of japan's Long-Term Credit Bank gave the sincerest and most moving compliment when he 
not only translated the words of this book into the japanese language, but also translated the concepts from 
my culture to hisand began what has become, through a series of meetings over the years, a most happy 
friendship.

Special thanks are due to dozens of senior investment professionals who have participated in a series of three-
day seminars on investment policy and practicesponsored by my friends and former partners at Donald-son, 
Lufkin, and Jenrettewhich it has been my great privilege to lead for nearly 30 years. Many of the ideas in the 
book have been developed at these seminars. Others were developed with and for the graduate students I so 
enjoyed teaching at Harvard Business School and the Yale School of Management and the participants at 
AIMR's in-service course for senior professionals given each summer at Princeton.

Finally, I wish to recognize explicitly my admiration and respect for the large number of extraordinarily 
talented, resourceful, and hardworking men and women who compete for success at our nation's investing 
institutions and securities firms. It is a profound but ironic compliment that their skillful striving is what has 
made it possible to propose the approach to investment policy advocated in this book.

CHARLES D. ELLIS
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Introduction 
Do Investors Matter?

YOU WILL NOT LEARN HOW to invest by reading this book, but you can learn in less than 150 pages how 
to be a successful investorand to know you have designed a program of investing that will, almost inevitably, 
provide the results that are best for you and your purposes and are feasible within the realistic limits of the 
capital markets.

In this sense, after you read this book, you will know and understand all you will ever need to know and 
understand to be a truly successful investor. For such a small book, this ambition may seem far too bold. But 
there is a countervailing modesty.

This book does not intend to explain how to be successful at traditional investment managementhow to pick 
stocks, time markets, or execute major strategic shifts in a portfolio. Such a treatise would certainly require 
far greater length. It would be written for professional investment managers as producers and sellers of 
investment services. And it would be based on the assumption that it is feasible to outperform other investors 
in the active-aggressive kind of investment management that dominates institutional
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investing today. This basic assumption must now be seriously questioned*precisely because so many 
talented, informed, experienced, and diligent professionals are working so hard at institutional investing that 
they make it unrealistic for any one manager to outperform these other professionals.

This book is different. Far from accepting the conventional wisdom that talented, competitive, professional 
investment managers can beat the market, it questions closely the whole concept of institutional investing as 
it is practiced today.

This book is not written for the sellers of investment management services. It is written for the buyers who, as 
clients of professional investment managers, have a real responsibility to themselves to understand the basic 
nature of institutional investing, why investment managers succeed or fail, and what can be done to achieve 
long-term investment success, even when most professional investment managers are failing to beat the 
marketone of the two ways to achieve long-term investment success.

This consumers' guide to investment management is designed to meet the needs of the many individual 
investors who entrust their family savings to mutual funds, trust companies, and investment advisors; the 
needs of the corporate executives and union and public officials responsible for pension funds; and the needs 
of the men and women who serve as trustees of the endowments of universities, museums, schools, hospitals, 
and foundations.

This book is written with a clear point of view: investors all too often delegateor more accurately abdicateto 
their investment managers responsibilities which they can and should keep for themselves. Their 
undelegatable responsibilities are: setting explicit investment policies consistent with their objectives, 
defining long-range objectives appropriate to their particular fund, and managing their managers to ensure 
that their policies are being followed.

This book is a guide for those who will accept this central client responsibility and who want to be successful 
at achieving their true and realistic objectives.

Much as it might seem obvious that client investors should care a lot about the way their money is managed, 
the reality is they typically do almost nothing about ituntil it's too late. In short, this book is written for 
investors who are prepared to take charge of their own investment destiny.

* Thirty years ago when I was writing Institutional Investing (published by BUSINESS ONE IRWIN) 
it made sense to prescribe and advocate a strategic approach to active management. Today, the world 
of investment management is different, and the time has come for a different concept of the problem 
of investing and an appropriately different concept of the solution.
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Despite the fact that everybody "knows" that asset mix determines over 90% of the difference on long-term 
investment results between investors and that each family's fundsand each pension fund or endowment 
funddiffer in situation from every other fund (and that these differences are often quite substantial), and 
despite the conventional consensus that these substantial differences should be reflected in different 
investment policies and practices, the plain fact is that the investment portfolios of most funds are very much 
alike.

This is not the way it should be. The needs and purposes of investorswhether individuals or corporations or 
universitiesare not the same, and their investment portfolios should not be the same. And the relationships 
between managers and clients are not and should not be the same. Some clients are sophisticated experts, 
others are not. As the clients' knowledge differs, so their relationships with their managers should differ.

Without clear direction from their investor clients, it is only natural for investment managers to move toward 
the center, to put portfolios in neutral, to be conventional. (It is also easier to treat all investors the same.) In 
other words, investment managers will tend to produce average portfolios for all their clients rather than 
portfolios that are carefully designed to meet the particular objectives of each individual investor.

At the same time, ironically, professional investment managers lament over and over again that they feel they 
must compromise their investment decisions because clients do not do their part. In particular, managers 
believe they could achieve far better results if their clients took a longer-term view of the investment process 
and if their clients would only be more specific about the kind of investment portfolio they really want.

Clients "own" the central responsibility for formulating and assuring implementation of long-term investment 
policy. This responsibility cannot be delegated to investment managers; it is your job, not theirs. Fortunately, 
this client responsibility can be fulfilled without extensive experience in the operational complexities of 
contemporary securities analysis or portfolio management.

To fulfill your responsibilities to yourself, you need three characteristics: (1) a genuine interest in developing 
an understanding of your own true interests and objectives, (2) an appreciation of the fundamental nature of 
capital markets and investments, and (3) the discipline to work out the basic policies that will, over time, 
succeed in fulfilling your realistic investment objectives. Individual investorsother than the very wealthywill 
not be in a good position to negotiate or even discuss their investment needs and how professional investment 
managers can or should meet those needs. But
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even the smallest individual investor can take the time to find a good match between what is truly in his or 
her individual best interest with the investment services (most likely mutual funds) offered by capable and 
committed investment organizations. That's what this book is about.

Professional investment managers will also find this book useful in providing a context for the work to which 
they devote so much of their time and skillthe day-to-day management of investment portfolios. Managers 
should encourage their clients to use this book as a guide to performing the vital role of being informed, 
active, and therefore successful clients.

While it is a spirited critique of contemporary investment practice, this book is by no means a condemnation 
of investment managers. The problem is not that professional managers lack skill or diligence. Quite the 
opposite. The problem with trying to beat the market is that professional investors are so talented, so 
numerous, and so dedicated to their work that as a group they make it very difficult for any one of their 
number to do significantly better than the others, particularly in the long run.

There are two different kinds of problems in trying to beat the market. One problem is that it is so 
extraordinarily difficult to doand so easy, while trying to "do better," to do worse. The other problem with 
targeting on "beating the market" as your primary investment objective is that you will thereby divert both 
your own attention and that of your investment manager from the need to establish long-range objectives and 
investment policies that are well matched to your particular needs. (Individual investors with a pressing short-
term needwhether immediate or within the next five yearsshould separate the funds required to meet this need 
so the rest of their investments can be managed for the longer term.)

The real purpose of investment management is not to "beat the market," but to do what is really right for a 
particular client. And making sure the manager concentrates on achieving that objective is, by default, the 
responsibility of the client.

Do investors matter? Indeed they should. But you will only matter if you assert your authority and fulfill 
these responsibilities: deciding investment objectives, developing sound investment policies, and holding 
your portfolio managers accountable for implementing long-term investment policy in the daily portfolio 
operations.
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Chapter 1 
The Loser's Game

DISAGREEABLE DATA ARE STEADILY STREAMING out of the computers of the performance 
measurement firms. Over and over again, these facts and figures inform us that investment managers are 
failing to "perform," that is, to beat the market. Occasional periods of above-average results raise 
expectations that are soon dashed as false hopes. Contrary to their often articulated goal of outperforming the 
market averages, the nation's professional investment managers are not beating the market; the market is 
beating them.

Faced with information that contradicts what they believe, humans tend to respond in one of two ways. Some 
will ignore the new knowledge and hold to their former beliefs. Others will accept the validity of the new 
information, factor it into their perception of reality, and then put it to use.

Investment management, as traditionally practiced, is based on a single basic belief: Professional investment 
managers can beat the market. That premise appears to be false (see Figure 1-1).

If the premise that it is feasible to outperform the market were true, then deciding how to go about achieving 
success would be a matter of straightforward logic.

First, since the overall market can be represented by a passive and public listing such as the Standard & 
Poor's 500 Stock Index, the successful manager need only rearrange his portfolios more productively than the
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Figure 1-1 Equity mutual funds outperformed by S&P 500 index

"mindless" S&P 500. He can be different in stock selection, or strategic emphasis on particular groups of 
stocks, or market timing, or in various combinations of these.

Second, since the active manager will want to make as many "right" decisions as possible, he will assemble a 
group of bright, well-educated, highly motivated, hardworking professionals whose collective purpose will be 
to identify underpriced securities to buy and overpriced securities to selland to beat the market by shrewdly 
betting against the crowd.

Investment managers are not beating the market; the market is beating them.

Unhappily, the basic assumption that most institutional investors can outperform the market is false. The 
institutions are the market. They cannot, as a group, outperform themselves. In fact, given the cost of active 
managementfees, commissions, and so forthmost investment managers will, over the long term, underperform 
the overall market.

Because investing institutions are so numerous and capable and determined to do well for their clients, 
investment management is not a "winner's game." It has become a loser's game.

Before analyzing what happened to convert institutional investing from a winner's game to a loser's game, 
consider the profound difference between these two kinds of games. In a winner's game, the outcome is 
determined by
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the correct actions of the winner. In a loser's game, the outcome is determined by mistakes made by the loser.

Dr. Simon Ramo, an eminent scientist at TRW Inc., identified the crucial difference between a winner's game 
and a loser's game in his excellent book on playing strategy, Extraordinary Tennis for the Ordinary Tennis 
Player.1 Over many years, Dr. Ramo observed that tennis was not one game, but twoone played by 
professionals and a very few gifted amateurs; the other played by all the rest of us.

Investing has changed from a winner's game to a loser's game.

Although players in both games use the same equipment, dress, rules, and scoring, and conform to the same 
etiquette and customs, they play two very different games. After extensive scientific and statistical analysis, 
Dr. Ramo summed it up this way: Professionals win points; amateurs lose points.

In expert tennis, the ultimate outcome is determined by the actions of the winner. Professional tennis players 
stroke the ball hard, with laserlike precision, through long and often exciting rallies, until one player is able to 
drive the ball just out of reach or force the other player to make an error. These splendid players seldom make 
mistakes.

Amateur tennis, Dr. Ramo found, is almost entirely different. Brilliant shots, long and exciting rallies, and 
seemingly miraculous recoveries are few and far between. Instead, the ball is often hit into the net or out of 
bounds, and double faults at service are not uncommon. The amateur seldom beats his opponent, but he beats 
himself all the time. The victor in this game of tennis gets a higher score because his opponent is losing even 
more points.

As a scientist and statistician, Dr. Ramo gathered data to test his hypothesis in a clever way. Instead of 
keeping conventional game scoreslove, 15 all, 3015, and so forthRamo simply counted points won versus 
points lost. He found that in expert tennis about 80 percent of the points are won, but in amateur tennis about 
80 percent of the points are lost.

The two games are fundamental opposites. Professional tennis is a winner's game: the outcome is determined 
by the actions of the winner. Amateur

1 Simon Ramo, Extraordinary Tennis for the Ordinary Tennis Player (New York: Crown Publishers, 
1977).
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tennis is a loser's game: the outcome is determined by the actions of the loserwho defeats himself.

Distinguished military historian Admiral Samuel Elliot Morison makes a similar central point in his 
thoughtful treatise Strategy and Compromise: "In warfare, mistakes are inevitable. Military decisions are 
based on estimates of the enemy's strengths and intentions that are usually faulty, and on intelligence that is 
never complete and often misleading. Other things being equal," concludes Morison, "the side that makes the 
fewest strategic errors wins the war."2

War is the ultimate loser's game. Golf is another. Tommy Armour, in his great book How to Play Your Best 
Golf All the Time, says: "The best way to win is by making fewer bad shots,"3 an observation with which all 
weekend golfers would concur. There are many other loser's games. Some, like institutional investing, were 
once winner's games, but have changed into loser's games with the passage of time. For example, 70 or 80 
years ago only very brave, athletic, strong-willed young people with good eyesight had the nerve to try flying 
an airplane. In those glorious days, flying was a winner's game. But times have changed and so has flying. If 
the pilot of your 747 came aboard today wearing a 50-mission hat with a long, white silk scarf around his 
neck, you'd get off. Such people no longer belong in airplanes because flying today is a loser's game with one 
simple rule: Don't make mistakes.

Likewise, the "money game" we call investment management has evolved in recent decades from a winner's 
game to a loser's game.4 A basic change has occurred in the investment environment; the market came to be 
dominated in the 1970s by the very institutions that were striving to win by outperforming the market. In just 
30 years, the market activities of the investing institutions shifted from only 10 percent of total public 
transactions to an overwhelming 90 percent. And that shift made all the difference. No longer was the active 
investment manager competing with cautious custodians or amateurs who were out of touch with the market: 
Now he or she was competing with other experts.

The money game includes a formidable group of competitors. At least 200 major institutional investors and 
another 1,000 small- and mediumsized institutions operate in the market all day, every day, in the most

2 Samuel Elliot Morison, Strategy and Compromise (New York: Little Brown, 1958).

3 Tommy Armour, How to Play Your Best Golf All the Time (New York: Simon & Schuster, 1971).

4 Perhaps winners' games self-destruct because they attract too many playersall of whom want to win. 
(That's why gold rushes finish ugly.)
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intensely competitive way. The 50 largest, most active institutions do 50 percent of all the trades in the 
market. So about half the time we buy and about half the time we sell, the ''other fellow" is one of these giant 
professionals, using all their resources to make their decisions.

The key question under the new rules of the game is this: How much better must the active manager be to at 
least recover the costs of active management? The answer is daunting. If we assume 80 percent portfolio 
turnover (implying that the fund manager holds typical stock for 15 months, which is approximately average 
for the fund industry) and total trading costs (commission plus the "spread") of 1 percent to buy and 1 percent 
to sell (again, average rates), plus a fee for active management of 1.25 percent (slightly below average among 
U.S. stock mutual funds), then the typical fund's operating costs are 2.85 percent per year.5

Recovering these costs is surprisingly difficult. For example, assuming an average annual rate of return of 10 
percent for stocks, then the active manager must overcome the drag of 2.85 percent annual operating costs. If 
the fund manager is only to match the market's 10 percent return after all costs, then he or she must return 
12.85 percent before his costs. In other words, for you merely to do as well as the market, your fund manager 
must be able to outperform it by 28.5 percent!6

The stark reality is that most money managers have been losing the money game. The historical record is that 
in the 25 years ending with 1997, on a cumulative basis, over three-quarters of professionally managed funds 
underperformed the S&P 500 Market Stock Average.

Thus, the burden of proof is on the person who says, "I am a winner, I can win the money game." Because 
only a sucker backs a false "winner" in a loser's game, investors have a right to demand that the investment 
manager explain exactly what he or she is going to do and why it is going to work so very well.

5 (0.4 percent + .60 × [1 percent + 1 percent]). Far more than brokerage commissions and dealer 
spreads are properly included in transactions costs. The best way to show how large transactions costs 
really are is to compare the theoretical results of a "paper portfolio" with the actual results of a "real 
money portfolio." Experts will tell you the differences are always impressive. And there's yet another 
cost of transactionsthe cost of unwisely getting into stocks you would not have attempted if you were 
not "sure" you could get out at any time because the market looks so liquid. This is a real liquidity 
trap. Think how differently people would behave on the highway or in the bedroom if they were not 
so sure they'd not be caught. It's the same way in investments: you don't always get caught nor do you 
always not get caught. All of these costs are part of the total transactions costs.

6Which makes the sustained superior performance of Warren Buffet and John Neff so very wonderful.
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If investment managers are on balance not beating the market, then investors certainly should at least 
consider joining it by investing in passive index funds that replicate the market. The data from the 
performance measurement firms suggest that an index fund would have outperformed most investment 
managers over long periods of time.

The reason that investing has become a loser's game, especially for the professionals who manage the leading 
mutual funds and investment management organizations, is that in the complex problem each manager is 
trying to solve, his efforts, and the efforts of his many determined competitors, to find a solution have 
become the dominant variables. And their efforts to beat the market are no longer the most important part of 
the solution; they are the most important part of the problem.

For any one manager to outperform the other professionals, he must be so skillful and so quick that he can 
regularly catch other professionals making errorsand can systematically exploit those errors faster than other 
professionals can. It was one thing a generation ago when the aggressive professionals were few and did less 
than 10 percent of the buying and selling. In those easy, gentle days of 1960, 90 percent of the activity on the 
New York Stock Exchange was buying and selling by individuals. The professionals were in a happy 
minority. They had lots of "targets of opportunity." No more. Now, it's just the other way around: 90 percent 
of the trading is by seasoned professionals. Sure, they each make errors and mistakes, but the other pros are 
always looking for any error and will pounce on it just as quickly as they can. Attractive investment 
opportunities simply don't come often, and the few that do don't last very long. Yes, some professionals do 
beat the market in any particular year or in any decade, but scrutiny of the records reveals that very few 
professionals beat the market averages over the long haul. And even more discouraging to investors searching 
for superior managers, those managers that have had superior results in the past are unlikely to have superior 
results in the future. In investment performance, the past is not prologue. Regression to the mean (the 
tendency for behavior to move toward "normal" or average) is a persistently powerful phenomenon in physics 
and sociologyand in investing. So many professional investment managers are so good, they make it nearly 
impossible for any one professional to outperform the market they together now dominate.

The beginning of wisdom for you is to understand that fewif anymajor investment organizations will 
outperform the market averages over long periods of time and that it is very difficult to estimate which 
managers will outperform.

The next step is to decide whethereven if it could be wonthis loser's game would be worth playing.
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Chapter 2 
Beating the Market

THE ONLY WAY TO BEAT THE MARKET, after adjusting for market risk, is to discover and exploit other 
investors' mistakes.

It can be done. And it has been done by most investors some of the time. But very few investors have been 
able to outsmart and outmaneuver other investors enough to beat the market consistently over the long term.

Active investment managers can work on any or all of four investment vectors:

1. Market timing.
2. Selection of specific stocks or groups of stocks.
3. Changes in portfolio structure or strategy.
4. An insightful, long-term investment concept or philosophy.

Even the most casual observer of markets and securities will be impressed by the simply splendid array of 
apparent opportunities to do better than "settle for average." The price charts for the overall market, for major 
industry groups, and for individual stocks make it seem deceptively "obvious" that active investors can do 
better. After all, we can see with our own eyes that Michael Jordan, Tiger Woods, and Cindy Crawford are, 
each in their own ways, consistently above average. Why, then, should some

< previous page page_7 next page >



 
If you like this book, buy it! 

< previous page page_8 next page >

  

Page 8

investment managers not also be consistently above average? In short, why should it be so hard to beat the 
market?

Market Timing

The most audacious way to increase potential returns is market timing. The classic market timer moves the 
portfolio in and out of the market so it is, he hopes, fully invested during rising markets and out of the market 
when prices are falling. Another form of timing would shift an equity portfolio out of stock groups that are 
expected to underperform the market and into groups that may outperform it.

In a bond portfolio the market timer hopes to shift into long maturities before falling interest rates drive up 
long bond prices and back into short maturities before rising interest rates drive long bond prices down.

The only way to beat the market is to exploit other investors' mistakes.

In a balanced portfolio the market timer strives to invest more heavily into stocks when they will produce 
greater total returns than bonds, then shift into bonds when they will produce greater total returns than 
equities, and into short-term investments when they can produce greater total returns than either bonds or 
stocks.

A delightful comparative analysis of two kinds of investment perfection for the period 194073 gives a sense 
of the seductive "potential" of market timing. The first record was the result of perfect market timing with 
100 percent in stocks in all rising markets and 100 percent in cash in all falling markets.

With 22 transactions (11 buys and 11 sells) in 34 years, and using the Dow Jones Industrial Average as a 
proxy for stocks, $1,000 was expanded into $85,937.

During the same 34-year period, with the hypothetical portfolio always 100 percent invested and always 
invested in the one best industry group, the same $1,000 (with 28 buys and 28 sells) exploded into 
$4,357,000,000! The last two years indicate the pluck requisite to the process: In January 1971, $687 million 
was invested in restaurant companies and became $1.7 billion by year end, and was then committed to gold 
stocks which carried it up to $4.4 billion by Christmas! Of course this example is absurd. It has never been 
done and never will be done. More important, even far less
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magical results have not and will not be achieved through "timing" because no one manager is so much more 
astute than his or her professional competitors on a repetitive basis.

Despite the enticing appeal of reducing market exposure by astute sales when securities appear to be 
overpriced, and boldly reinvesting when prices appear to have declined to attractive low levelsselling high 
and buying lowthe overwhelming evidence shows that market timing is not an effective way to increase 
returns for one dour but compelling reason: on average and over time, it does not work.

The evidence on investment managers' success with market timing is impressiveand overwhelmingly 
negative. One careful study of market timing concluded that an investment manager would have to be right 
on his market forecast 75 percent of the time for his portfolio just to break even after measuring the costs of 
mistakes and the costs of transactions. Robert Jeffrey has explained why it is so difficult to improve results 
with market timing: so much of the "action" occurs in such brief periods and at times when investors are most 
likely to be captives of a conventional consensus. An unpublished study of 100 large pension funds and their 
experience with market timing found that while all the funds had engaged in at least some market timing, not 
one of the funds had improved its rate of return as a result of its efforts at timing. In fact, 89 of the 100 lost as 
a result of "timing"and their losses averaged a daunting 4.5 percent over the five-year period.

Just as there are old pilots and there are bold pilots, but no old bold pilots, there are no investors who have 
achieved recurring successes in market timing. Decisions that are driven by either greed or fear are usually 
wrong, usually late, and very unlikely to be reversed correctly. Particularly with real money, don't even 
consider trying to outguess the market or outmaneuver the professionals to "sell high" and to "buy low." 
You'll fail, perhaps disastrously.

As Fischer Black put it, "The market does just as well, on average, when the investor is out of the market as it 
does when he is in. So he loses money, relative to a simple buy-and-hold strategy, by being out of the market 
part of the time."

Perhaps the best insight into the difficulties in market timing came from an experienced professional's candid 
lament: "I've seen lots of interesting approaches to market timingand I have tried most of them in my 40 years 
of investing. They may have been great before my time, but not one of them worked for me. Not one!"

The case for not attempting market timing is partly that the history of many, many investment managers 
shows that the market does as well when
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they are heavily in cash as it does when they are fully investedand vice versa. (In fact, professional 
investment managers usually cancel each other out; the number who are increasing cash in each period is 
typically equal to the number who are reducing cash during the same period.)

The second reason is even more striking. Figure 2-1 shows what happens to long-term compound returns 
when the best days are removed from the record. Taking out the 10 best daysless than ½ of 1 percent of the 
period examinedcuts the average rate of return by one third from 18 percent to 12 percent. Taking the 10 next 
best days away cuts returns almost another one third to 8.3 percent. Removing a total of 20 days1½ percent of 
the total periodcuts returns from 18 percent to 5 percent. Figure 2-2 shows a similar result when the best 
years are excluded from the calculation of the long-term averages. Market timing is a "wicked" idea. Don't 
try itever.

Still, if you believe, as do all great litigators, that good preparation requires mastery of your opponent's case, 
you may be interested in an insider's debate among investment professionals on the seductive possibilities of 
market timing. A dollar invested in the S&P 500 from January 1960 to June 1990 would have compounded to 
$19.45. Now watch: If the same dollar had been taken out of the market for the best 10 months of those three 
decadesfor just 3 percent of the whole 30-year periodthe value at the end of the period would have been only 
$6.58 (i.e., only about as good as the parsimonious T-bill). So, say the "long-termers," stay invested through 
the rough times: That's the only sane way to be there so you'll enjoy the great and good times!

Market timing is a "wicked" idea. Don't try itever.

Not so fast, say the "timers." If the 10 worst months had been avoided, the fund would have climbed to 
$63.39. Should you find this if-only sort of thinking entrancing, you'll probably enjoy rereading James 
Thurber's classic, The Adventures of Walter Mitty.

Using the S&P 500 average returns, the story is told quickly and clearly: Almost all the total returns on stocks 
in the 70 long years from 1926 to 1996 were achieved in the best 60 monthsonly 7 percent of the 862 months 
over those long years. Imagine the profits if we could know which months! But we cannot and will not. What 
we do know is both simple and valuable: If we missed those few and fabulous 60 best months, we would 
have missed
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almost all the total returns accumulated over two full generations. The lesson is clear: You have to be there 
"when lightening strikes."

There is no evidence of any large institutions having anything like consistent ability to get in when the market 
is low and get out when the market is high. Attempts to switch between stocks and bonds, or between stock 
and cash, in anticipation of market moves, have been unsuccessful much more often than they have been 
successful.

Stock Selection

The second tactical way to increase returns is through stock selection or "stock picking." Professional 
investors devote an extraordinary amount of skill, time, and effort to this work. Stock valuation dominates the 
research efforts of investing institutions and the research services of stock brokers.

Through financial analysis or field studies of competitors and suppliers as well as management interviews, 
investors seek to attain a better understanding of the investment value of a security or group of securities than 
the market consensus. When investment managers find significant differences between the market price and 
the value of a security (as they appraise it), they can buy or sell, as appropriate, to capture the differential 
between the market's price and the true investment value for their clients' portfolios.

Unfortunately, however, security analysistaken as a wholedoes not appear to be a useful or profitable activity. 
The stocks investment managers

Figure 2-1 Compound returns (%) 1982 through 1997
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Figure 2-2 Cumulative returns ($) one dollar invested 1928 through 1997

sell after doing fundamental research, and the stocks they don't buy, typically do as well as the stocks they do 
buy (because they sell from each other and buy from each other, making the market "efficient").

Again, the problem is not that investment research is not done well. The problem is that it is done so very 
well by so manyparticularly by the research analysts at major brokerage firms, who share their information 
and evaluations almost instantly through global information networks with hundreds of professional investors 
who take swift reactive action, often striving to act quickly in anticipation of how others will soon actthat no 
one group of investors is likely to gain a regular and repetitive useful advantage over all other investors. And 
the only way to beat the market is to beat the other professionals who, as a group, are the market.

Portfolio Strategy

Strategic decisionsin both stock and bond portfoliosinvolve major commitments that affect the overall 
structure of the portfolio. They are made to exploit insights into major industry groups or changes in the 
economy and interest rates or anticipated shifts in the valuation of major types of stocks such as "emerging 
growth" stocks or "basic industry" stocks. Each of these judgments involves what can be described as market 
segment risk.

For example, in 1980 portfolio managers who invested heavily in two areasoil and technologyhad very 
favorable results compared to investors
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who chose instead to invest heavily in utilities and other interest-sensitive stocks or in consumer stocks. 
Equally important, they had to be out of energy stocks in 1981 or they would "give it all back."

In the early 1970s, portfolio managers who invested heavily in large capitalization growth stocksthe "nifty 
50"experienced exceptionally favorable results as the notorious "two tier" market developed.1 In the later 
1970s, these same securities produced exceptionally negative results when previously anticipated earnings 
failed to materialize and institutions became disenchanted with the concept and dumped their holdings, which 
collapsed the price/earnings (P/E) ratios and brought stock prices way down. The same sort of thing later 
happened with small high-tech stocks, which appreciated far faster than the market from 1980 to 1983 and 
then fell much faster in 1984. In the late 1980s and in 1990, "value'' stocks (which had outperformed the 
market for a decade) plunged, reversing much of the prior 10 years' gains.

As the well-worn saying goes, it is not a stock market but a market of stocksone that lures portfolio managers 
(but not without peril) to make major strategic decisions on groups of stocks in the portfolios they manage.

Full of interesting potentialbeing in the right place at the right timethis approach to investing challenges the 
manager to discover the new (and often unfamiliar) way to invest as markets shift, become proficient at each 
new way, and then abandon it for another new way. (Of course, in theory, it can be done, but will it be done? 
By which managers? For how long?)

Investment Philosophy

The fourth possible way to increase returns is to develop a profound and valid insight into the forces that 
drive a particular sector of the market or a particular group of companies or industries and systematically 
exploit that investment insight or concept.

Investing to exploit an investment concept or philosophy involves an enduring investment 
commitmentthrough cycle after cycle in the stock market and in the business economyfor an individual 
portfolio manager or an entire investment management organization.

An organization that is committed, for example, to growth stock investing will concentrate on evaluating new 
technologies, understanding the management skills required to lead rapidly growing organizations, and 
analyzing

1 Growth stocks had a much higher P/E ratio than industrial stocks, dividing the market into two tiers.
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the financial requirements of investing in new markets and new products to sustain growth. This investment 
organization will, it is hoped, learn from experienceno doubt sometimes painful experiencehow to 
discriminate between ersatz "growth stocks" that fizzle out and true growth companies that will achieve 
success over many years.

Other investment management organizations take the view that among the many large corporations in mature 
and often cyclical industries, there are always some that have considerably greater investment value than is 
recognized by other investors; that with astute research these superior values can be isolated; and that by 
buying good values at depressed prices these investment managers can achieve superior returns for their 
clients with relatively low risk. Such organizations will develop considerable expertise in "separating the 
wheat from the chaff," avoiding the low-priced stocks that ought to be low priced, and ferreting out insights 
into investment value that other investors have not yet recognized.

Among the variety of different concepts of investing that can be pursued over many, many years, one 
emphasizes medium-sized growth companies in specialized industries while another focuses on assets rather 
than earnings with confidence that carefully chosen, well-positioned assets can and will some day be 
redeployed to earn good profits. Another group of "contrary opinion" investors will concentrate on stocks that 
are clearly out of favor with most investors, confident that by looking where prices are depressed, and 
analyzing many companies dispassionately, they will find bargains.

The important test of an investment concept or philosophy is the manager's ability to adhere to it for valid, 
long-term reasonseven when the short-term results are most disagreeable and disheartening. Persistence can 
lead to mastery and development of an important distinctive competence in the particular kind of investing in 
which the manager specializes.

The great advantage to the conceptual or philosophical approach is that the investment firm can organize 
itself to do its own particular kind of investing all the time, avoid the noise and confusion of alternatives, 
attract investment analysts and managers interested in and skilled at the particular type of investing, and 
through continuous practice, self-critique, and study to master it. The great disadvantage is that if the chosen 
kind of investing becomes obsolete or out of touch with the changing market, a proficient specialist 
organization is most unlikely to detect the need for change until it is too late.

What is remarkable about these profound investment concepts is how few have been discovered that last for 
very longmost likely because the
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hallmark of a free capital market is that few if any opportunities to establish a proprietary long-term 
competitive advantage can be found and maintained for a long time.

All four of these basic forms of active investing have one fundamental characteristic in common: They 
depend on the errors of others. Whether by omission or commission, the only way in which a profit 
opportunity can be available to the active investorin an individual stock or a group of stocksis that the 
consensus of other professional investors is wrong. While this collective type of error can and does occur, we 
must ask how often these errors are made and how often we would avoid the error being made by others and 
have the wisdom and courage to take action opposite the consensus!

With so many competitors seeking superior insight into the value/price relationship of individual stocks or 
industry groups, and with so much information so widely and rapidly communicated throughout the 
investment community, the chances of discovering and exploiting profitable insights into individual stocks or 
groups of stocksopportunities left behind by the errors and inattention of other investorsare certainly not 
richly promising.

With so many apparent opportunities to do better than the market, it must be disconcerting for investment 
managersand their clientsto see how hard it is for investment managers, in fact, to do better than the market 
after adjustment for risk2 over the long haul. Yet even the most talented investment manager must wonder 
how he can expect his hardworking and determined competitors to provide himthrough incompetence, error, 
or inattentionwith sufficiently attractive opportunities to buy or sell in size on significantly advantageous 
terms on a regular basis so he can "beat the market"by beating them. The stock market is fascinating and very 
deceptivein the short run. In the very long run, the market is almost boringly reliable and predictable. The 
gremlin is Benjamin Graham's3 Mr. Market. He's a mischievous but fascinating fellow who persistently 
teases investors with such gimmicks and tricks as surprising earnings, startling dividend announcements, 
sudden surges of inflation, inspiring presidential pronouncements, grim reports of commodity prices, 
announcements of amazing new technologies, ugly bankruptcies, and even threats of war. These events come 
from his bag of tricks when least expected. Just as

2 See Chapter 1 for an explanation.

3 The beloved Dean of the investment professionals wrote The Intelligent Investor and lived from 1894 to 
1976.
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magicians use clever deceptions to divert our attention, Mr. Market's very short-term distractions can trick us 
and confuse our thinking about investments.

The daily weather is comparably different from the climate. Weather is about the short run; climate is about 
the long run. And that makes all the difference. In choosing a climate in which to build a home, we would not 
be deflected by last week's weather. Similarly, in choosing a long-term investment program, we don't want to 
be deflected by temporary market conditions.

If youlike Walter Mittystill fantasize that you can and will beat the pros, you'll 
need both luck and prayer.

Let's ignore that rascal, Mr. Market, and his constant jumping around. Let's recognize that the daily quotation 
of the DJIA is no more important to a long-term investor than the daily weather is to a climatologist or to a 
family deciding where to make their permanent home. Let's concentrate on real results over the long term.

Investors who studiously ignore the deceptive tricks of Mr. Market and pay no attention to current prices will 
look instead at their real investments in real companiesand to their growing earnings and dividends.

In the movie Full Metal Jacket, two drill sergeants are watching their basic training class jogging in close-
order drill to their graduation ceremony, shouting military calls like: "Airborne! All the way!" One drill 
sergeant says, "Sarge, what do you see when you look at those boys?" After the classic expectoration, the 
other replies, ''What do I see? I'll tell yeh. About 10 percent of those boys are honest to God real soldiers!" 
Pause. "The rest are just targets!"

Las Vegas is busy every dayso we know not everyone is rational. If youlike Walter Mittystill fantasize that 
you can and will beat the pros, you'll need both luck and prayer.
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Chapter 3 
The Powerful Plodder

THE LARGEST PART OF ANY PORTFOLIO'S total long-term returns will come from the simplest 
investment decision that can be made, and by far the easiest to implement: buying the market.

Hopelessly unpopular with investment managers and with most clients, the uninspiring, dull "market 
portfolio" (or "index fund") is seldom given anything like the respect it deserves.

Plodding along in its unimaginative, inexpensive, "no brainer" way, this "plain Jane" form of investing will, 
over time, achieve better results than most professional investment managers.

Active investment managersparticularly those with good recordsaccept the proposition that the market 
portfolio achieves good long-term returns, but they see an opportunity and challenge to do better. "Even 1 
percent on a $100 million or $500 million portfolio is a lot of moneyparticularly when it's 1 percent 
compounded year after yearand well worth going after."
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They may be right. Some will be right. But clients should know that they won't all be right. Indeed, the 
evidence so far is that the great majority of managers will not. Their clients would have done better in a 
market fund.1

Considering the time, cost, and effort devoted to achieving better than market results, the index fund certainly 
produces a lot for a little. This dull workhorse portfolio may appear virtually mindless, but is, in fact, based 
on an extensive body of research about markets and investments that is well worth examining and can be 
summarized briefly.

To summarize, the securities market is an open, free, and competitive market in which large numbers of well-
informed and price-sensitive investors and professional investment managers compete skillfully, vigorously, 
and continuously as both buyers and sellers. Nonexperts can easily retain the services of experts. Prices are 
quoted widely and promptly. Effective prohibitions against market manipulations are established. And 
arbitrageurs, traders, market technicians, and longer-term "fundamental" investors seek to find and profit 
from any market imperfections. Such a market is considered "efficient."2 In an efficient market, changes in 
prices will follow the pattern described as a "random walk," which means even close observers of the 
market"tape readers"will not be able to find patterns in securities prices with which to predict future price 
changes on which they can make profits.

Moreover, because other competing investors are well-informed buyers and sellers, particularly when they 
are considered in the aggregate, it will be unlikely that any one investment manager can regularly obtain 
profit increments for a large portfolio through fundamental research, because so many other equally dedicated 
professionals will also be using the best research they can obtain to make their appraisals of whether and 
when to sell or buy. The more you believe the market is efficient, the more you will believe the rule that the 
more numerous the skillful competitors, the less likely any one will achieve consistently superior results.

In a perfectly efficient market, prices not only reflect any information that could be inferred from the 
historical sequence of prices, but also incorporate

1 One caution is important regarding "market" funds. Significant sectors are left out of the traditional 
market indexes. Some of the most interesting and rewarding areas of investing in the past 
decadeparticularly small company stocksare either not included in the index or are underrepresented. 
And all the international marketsmore than half of the world marketare not included. To compensate 
for these gaps, new "extended" market funds are being designed to capture the "whole" market.

2 Not perfect, and not even perfectly efficient, but sufficiently efficient that wise investors will not expect 
to be able to exploit its inefficiencies regularly.
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and impound all that is knowable3 about the companies whose stocks are being traded. An efficient market 
does not mean that stocks will always sell at the "right" price. Investors can be quite wrong in their 
judgmentsoverly optimistic or overly pessimisticand this will show up in later changes in prices. A market 
can be quite clumsy on valuations and still be very efficient on market information and on fundamental 
information about companies. (That's why the best opportunities for active investment managers to add value 
may well come from being wiser and less susceptible to the psychology of the crowd than others.)

America's most successful investor, Warren Buffet, recommends that individual 
investors consider indexing.

The index fund provides investment managers and their clients with an easy alternative. They do not have to 
play the more complex games of equity investing unless they want to play.

This is a marvelous freedom of choice. The option to use the index fund enables any investment manager 
always to keep pace with the market virtually without effort. It allows you to play only when and where and 
only for so long as you really want toand to select any part of the wide investment spectrum for deliberate 
action at any time for as long or as brief a period as you wish.

For investors, the ability to call "time out" and to invest at any time in an index fund is an important 
advantage because superior knowledge and skill are not consistent attributes of investment managers. 
Superior knowledge is a variable. This freedom not to play carries the reciprocal responsibility to play only 
for cause, and only when the incremental reward fully justifies the incremental risk.

Even America's most successful investor, Warren Buffet, recommends that individual investors consider 
indexing. Investors would be wise to devote more attention to understanding the real advantages offered by 
the market fundthe powerful plodder.

3 While there is some specialized evidence that quarterly earnings reports and information on "insider 
transactions" are not immediately and completely discounted in securities prices, the apparent 
opportunities to be exploited are so very limited that managers of large portfolios would not be able to 
make effective use of this kind of information anyway.
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Index funds offer another advantage to investors: because portfolio turnover in an index fund is very 
lowabout 5%while the turnover of actively managed mutual funds typically averages between 75% and 125% 
and includes significant amounts of short-term gains, investors pay far less in taxes with an index fund. These 
savings can really add up.
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Chapter 4 
The Paradox

A PARADOX IS HAUNTING investment management.

The paradox is that funds with very long-term purposes are being managed to meet short-term objectives that 
may be neither feasible nor important. And they are not being managed to achieve long-term objectives that 
are both feasible and worthwhile.

The unimportant and difficult task to which most investment managers devote most of their time with little or 
no success is trying to "beat the market." Realisticallywithout taking above-average market riskto outperform 
the equity market by even one half of 1 percent consistently would be a great success which almost no sizable 
investment managers have achieved for very long.

The truly important but not very difficult task to which investment managers and their clients could and 
should devote themselves involves four steps: (1) understanding the client's real needs, (2) defining realistic 
investment objectives that can meet a client's realistic needs, (3) establishing the right asset mix for each 
particular portfolio, and (4) developing well-reasoned, sensible investment policies designed to achieve the 
client's realistic and specified long-term investment objectives. In this work, success can be easily achieved.

For example, if the long-term average rate of return on bonds is 6 percent, and the return from investments in 
common stocks is 10 percentbecause there must be a higher long-term rate of return on stocks to convince 
investors to accept the risk of equity investingthen shifting just 10 percent
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of the portfolio's assets from bonds to stocks and keeping it there would, over time, increase the portfolio's 
average annual rate of return by 4/10 of 1 percent (4 percent higher return on stocks × 10 percent of assets = 
0.40 percent).

Shifting the asset mix of a 60 percent equity/40 percent fixed-income portfolio to 70:30 may not be a major 
proposition, but, as noted in the previous chapter, consistently beating the market rate of return by 0.4 
percentage points (or 40 basis points) a year through superior stock selection would be a substantial 
achievement.

The problem is not in the market, but in ourselves.

Very few professional investors have been able to sustain such superior results.

It is ironic that a change of even such modest magnitude in the basic asset allocation decision can capture an 
improvement in total return significantly greater than the elusive increment sought in the beat-the-market 
syndrome.

Clearly, if the asset mix truly appropriate to the client's objectives justified an even more substantial emphasis 
on equitiessuch as 80:20, or 90:10, or even 100:0the incremental rate of return over the 60:40 portfolio would 
be even greater: 1.6 percent annually at 80:20 and 3.2 percent average annually at 100 percent. Virtually no 
large investment manager can hope to beat the market by such magnitudes.

Of course, these calculations are mechanical. They present averages, ignoring the fact that actual returns in 
individual years come in an impressive, even alarming, distribution of actual annual returns around these 
averages.

The crucial question is not simply whether long-term returns on common stocks would exceed returns on 
bonds or bills if the investor held on through the many startling gyrations of the market.

The crucial question is whether the investor will, in fact, hold on for the long term so their expected average 
returns will be achieved. The problem is not in the market, but in ourselves, our perceptions, and our 
reactions to our perceptions.

During the 15 years from 1982 to 1997 mutual funds averaged approximately 15 percent in annual returns. 
However, mutual fund investors averaged only 10 percent. Why? Because instead of developing an astute 
long-term investing program and staying with it, investors jumped around
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from one fund to another. The result was the loss of a full one-third of the total returns earned by their 
fundsbut not earned for themselves. This is why it is so important for each client to develop a realistic 
knowledge of his own or his organization's tolerance for market fluctuations and his long-term investment 
objectives, and to develop a realistic understanding of investing and of capital markets. The more you know 
about yourself as an investor and the more you understand investment management and the securities 
markets, the more you will know what asset mix is really right for your portfolios, and the more likely you 
will be able to sustain your commitment for the long term.

For investors, the real opportunity to achieve superior results is not in scrambling to outperform the market, 
but in establishing and adhering to appropriate investment policies over the long termpolicies that position 
the portfolio to benefit from riding with the main long-term forces in the market. Investment policy, wisely 
formulated by realistic and well-informed clients with a long-term perspective and clearly defined objectives, 
is the foundation upon which portfolios should be constructed and managed over time and through market 
cycles.

In reality, very few investors have developed such investment policies. And because they have not, most 
investment managers are left to manage their clients' portfolios without knowing their clients' real objectives 
and without the discipline of explicit agreement on their mission as investment managers. This is the client's 
fault.

Investment policy is the foundation upon which portfolios should be 
constructed and managed.

As a result of not knowing enough about the particular facts and values of their different clients, investment 
managers typically manage all funds in virtually the same way and with very nearly the same asset mix, even 
in such extraordinarily different kinds of having an employee benefit funds as pension funds and profit-
sharing funds.

The problem of a procrustean "one size fits all" asset mix is even more seriously worrisome when the clients 
are individuals. While most investment managers would, in theory, like to match the portfolios they manage 
to the specific needs and objectives of each particular client, the reality is that most managers work with a 
small number of standard asset mixesand assign clients to these few alternatives. While the professionalism 
of
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investment counseling is more profound than the professionalism of managing investment portfoliosand can 
make far more economic difference to the client over the long termmost clients will neither do the 
disciplining work of formulating sound long-term investment policies for themselves nor pay sufficient fees 
to make counseling adequately rewarding for investment managers to provide this much more important 
service.

The profound differences between the functions and needs of pension plans and defined contribution 401(k) 
plans or profit-sharing plans make them striking examples of a disconcertingly standardized approach to the 
most important investment decision: the asset mix. So far as the total sum receive by each individual worker 
is concerned, contributions to profitsharing plans and 401(k) plans stop entirely on the day he or she retires or 
leaves; thus the fund has a series of absolute and predictable end points. The risk of "end-period dominance" 
may call for an investment policy that avoids major fluctuations in market value.1

Pension plans, on the other hand, are virtually perpetual investment vehicles, funded to provide a stream of 
annuity payments to plan participants over a very long and highly predictable period; they can easily accept 
quite substantial market fluctuations during the long "interim" period.

That the investments of pension funds and profit sharing plans are not, in fact, differentiated on even such a 
powerful and basic dimension as the stock-bond ratio, leads to the sobering conclusion that while investment 
policy conforming to the client's particular investment objectives may be honored in theory, it is little used in 
practice.

Individual investors will want to learn that getting it right on investment policy is up to you the investor: after 
all, it's your moneyso make it happen.

It is hardly conceivable that senior corporate management would routinely delegate full operating 
responsibility for comparable millions of dollars2 to regular operating divisional executiveslet alone a 
manager not directly supervised by top managementwith only such broad guidelines

1 Profit sharing plans can easily be designed to minimize this problem. In more and more companies, 
each plan participant has a separate account in which the asset mix can be adapted to the risk 
preferences of the individual and can be changed over time to reflect the worker's changing 
circumstances: all in growth stocks when young, shifting to a conservative balanced portfolio towards 
retirement, and so forth

2 At some companies, pension fund assets are larger than the sponsoring corporation's net worth. For 
wealthy families, astute management of their existing portfolio of investments is clearly the most 
important dimension of their financial futures.
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or instructions as: "Try to do better than average," or "You're the experts, see what you can do for us." The 
same is just as trueand always will be truefor individual investors: Know what you really want.

The real question is not whether portfolio managers are constructing portfolios to match the goals and 
objectives of each specific client. (The uninspiring reality is that they do not.) The relevant question is: Who 
is responsible for bringing about the requisite change? The pragmatic answer is that the responsibility is not 
going to be fulfilled by investment managers. It will be left to the client. You can and should accept this 
responsibility.

You can do more for your portfolio's long-term rates of return by developing and sustaining wise long-range 
policies that commit you to an appropriate structure of investments than can be done by the most skillful 
manipulation of the individual holdings within the portfolio.

In brief, you should recognize that portfolio operations are subordinate to investment policy, and you should 
assert your responsibility for leadership in policy formation. This is not an investment problem that should be 
left to portfolio managersno matter how skilled and conscientious they areany more than, as Clemenceau 
observed, war should be left to the generals. It is your problem, and while responsibility for it can be 
abdicated, it really cannot be delegated.

Only you will know enough to speak with relevance and credibility to such important characteristics as the 
amount, timing, and certainty of flows out of your fund. Only you the client know your own (or your 
organization's) tolerance for changes in market pricesparticularly at market extremes when it really matters 
because it is at such stress periods when investment policies will seem least certain and the pressure for 
change will be most strong.

Individual investors will each know the most about their overall financial and investment situationtheir 
earning power, their ability to save, their obligations for children's educational expenses, or the likely timing 
and scale of needs for spendable funds or how they feel about investments. College trustees will know the 
most about the linkages between the endowment and the annual budget or fund-raising. Corporate executives 
will have the most understanding of their company's ability to absorb and accept market risks.

Corporate executives will know their pension plan's actuarial assumptions and how close to reality these 
assumptions really are; the company's tolerance for intrusions upon its quarter-to-quarter and year-to-year 
progression of reported earnings by a sudden need to fund a deficit in plan
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assets caused by an abrupt drop in their market value; the company's evolving philosophy of employee 
benefits and how benefit programs might be changed; the company's likelihood to increase benefits to retired 
plan participants to protect their purchasing power from the corrosion of inflation; and the tolerance of 
interim market fluctuations among staff, senior executives, and the board of directors. The ''risk tolerance" of 
a corporate pension plan sponsor is not just the risk tolerance of the pension staff or even the senior financial 
officer: It is the risk tolerance of a majority of the board of directors at the moment of most severe market 
adversity.

Here are six important questions each client should think through, and then explain his own answers to the 
investment manager. (Investment managers would be wise to urge their clients to do this kind of 
"homework.")

First, what are the real risks of an adverse outcome, particularly in the short run? Unacceptable risks should 
never be taken. For example, it would not make sense to invest all of a high school senior's college tuition 
savings in the stock market because if the market went down, the student might not be able to pay the tuition 
bill. Nor would it make sense to invest money saved for a house in stocks just two or three years before the 
intended date of purchase.

Second, what are the probable emotional reactions of clients to an adverse experience? As the axiom goes, 
some investors care about eating well and some care about sleeping well. The portfolio manager should know 
and stay well within the client's informed tolerance for interim fluctuations in portfolio value. The emphasis 
on informed tolerance is deliberate. Avoidance of market risk does have a real "opportunity cost," and the 
client should be fully informed of the opportunity cost of each level of market risk not taken.

Third, how knowledgeable about investments and markets is the individual client or the institutional client's 
investment committee? Investing does not always "make sense" to the nonprofessional. Sometimes it seems 
almost perversely counterintuitive. Lack of knowledge tends to make investors too cautious during bear 
markets and too confident in bull marketssometimes at considerable cost. Managers should be careful not to 
assume their clients are more sophisticated than they really are.

Portfolio managers can help their clients by explaining the way capital markets behaveand misbehaveand 
clients can help educate themselves about the differences between short-term experiences and long-term 
experiences.

The client who is very well informed about the investment environment will know what to expect. This client 
will be able to take in stride those disruptive

��������	
����� page_26 
����������


