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CHAPTER 1:

Basic Concepts

 WHAT DOES IT MEAN TO 
INVEST? 
Although many would defi ne investi ng as “risking 

money to make money,” there is a bett er answer. 
Investi ng means taking money you do not wish to 
spend NOW and sending it into the FUTURE so it is 
available for you to spend at a later date. Borrowers 
use fi nancial instruments like mortgages to move 
money from the future to the present; investors 
(buyers of fi nancial assets) move money from the 
present into the future.1 Investi ng is like stepping into 
a ti me machine so that you can meet yourself – and 
your money – in the future. 

A Certi fi cate of Deposit provides the (very 
strong) expectati on of future interest earnings, a stock 
provides the expectati on of future dividends, commer-
cial real estate provides the expectati on of future lease 
income, and so forth. When investors sell such assets, 
they bring these future income streams back into the 
present – they redeem the money previously moved 
forward in ti me. Investi ng is the prudent movement of 
money through ti me. 

Let’s say you want to send your money across a 
distance – perhaps New York to Los Angeles – instead 
of across ti me. You have a variety of shipping opti ons:

• Truck
• Railroad
• Airplane

Both costs and risks confront you as you make 

your choice. Shipping by truck is slow, but cheap, and 
presents litt le risk, because if there is a truck accident, 
your package will probably survive intact. At the other 
extreme, shipping by air is fast but expensive and, if a 
crash occurs, your package will be obliterated. Maybe 
you decide to divide your money into three packages 
and ship each one diff erently. It’s up to you.

You confront a similar set of opti ons regarding how 
to send your money across ti me. Here are some choices:

• Bank Account (Certi fi cate of Deposit)
• Bonds
• Stocks

Bank accounts produce small returns, but are 
relati vely safe. Stocks gain or lose money relati vely 
quickly but, in the long run, they off er bett er return 
expectati ons. Bonds are the railroads of the fi nancial 
industry – they are generally riskier than insured CDs, 
but not as volati le as stocks. Before making investment 
decisions, it is benefi cial to be aware of both your 
opti ons and the consequences of choosing one alter-
nati ve over another. 

Certain basic concepts are incorporated into any 
investment decision, whether or not the investor is 
aware of their signifi cance:

• Risk;
•  Prudence – the need for care skill and 

cauti on;
• Market Effi  ciency;
•  Investment Objecti ves and Investment Policy.

1  Harris, Larry, Trading & Exchanges: Market Microstructure for Practi ti oners (Oxford University Press, 2003), p. 178.

CHAPTER 1:  Basic Concepts



12 SCHULTZ COLL INS , INC .

CHAPTER 1:     

Basic Concepts

This chapter examines each of these concepts in 
greater detail. 

 RISK

General Observations

Risk and uncertainty are both important aspects 
of investi ng. In the most general terms, investment 
risk is the probability that an investment will fail to 
produce its stati sti cally expected return. Because we 
can never know for sure how things will turn out, life is 
always more or less risky, and so therefore is investi ng. 
There’s no avoiding risk, then. The best we can do is try 
to manage it: to understand and choose wisely what 
risks we shall bear, and how. Such is prudence.

Uncertainty is a state of ignorance about one or 
another aspect of the risks inherent in a given situa-
ti on. It cannot be eliminated altogether.2 Not being 
themselves professionals in the fi eld, most investors 
bear the emoti onal brunt of a great deal of uncertainty. 
It drives them to protect themselves by avoiding situa-
ti ons with which they are unfamiliar or uncomfortable. 
Investi ng oft en involves a struggle between fear of the 
unknown and hope for success.

Lack of familiarity with fi nancial concepts and 
technical jargon can make investi ng seem much more 
risky than need be. The less we know, the easier it is 
to imagine bad outcomes, and the more att racti ve 
a safe alternati ve like a bank account may appear. 
Equally worrisome, the less we know about fi nance 
and economics, the more we must trust our fortunes 
to advisors. But this, too, is a source of uncertainty: 
can we trust a fi nancial advisor not to recommend 
self-serving investments? 

If you are risk-averse, you might be tempted 
to think that the ideal strategy is to minimize the 

probability of encountering events that can cause you 
maximum harm. But this is like trying to eliminate the 
horrifi c risks inherent in automobile travel by avoiding 
cars altogether: it greatly limits mobility, and could ruin 
your ability to maintain your desired lifestyle. And it 
can’t eliminate the possibility that you’ll be the victi m 
of an automobile accident! 

Avoiding a given type of risk is always somehow 
costly, and imposes ti ghter limits on what we can 
achieve. What’s more, eliminati ng one sort of risk 
altogether can exacerbate other sorts. Thus the overall 
cost of avoiding a risk altogether is generally too great 
to make such a course palatable. So, to live the sort 
of life we like, we all end up deciding to bear risk. 
Assuming risk is the cost of a life style – any life style.

Investi ng, then, is about managing risk rather 
than avoiding it. Risk is therefore a good place for us to 
begin our discussion of investi ng. 

Risks of Financial Assets 

The fi nancial markets can perform well despite 
the struggles of any fi rm; conversely, they can be 
depressed despite a single company’s prosperity. This 
disti ncti on picks out two disti nct types of risk posed by 
securiti es – i.e., tradable assets like stocks and bonds: 

•  Systemati c risk (someti mes called market 
risk), “... due to common factors facing all 
fi rms in the economy and/or industry: the 
business cycle, interest rates, infl ati on, and so 
on.”3

•  Unsystemati c risk (also known as unique 
risk), the risk unique to each fi rm, such as the 
possibility of labor strife, liti gati on, product 
obsolescence, raw material scarcity, or 
management inepti tude.

The global capital market, comprising all the 

2  Technically, risk is generally measured by probability – “there is only a 5% chance of bad weather.” Uncertainty exists when the probability 
itself remains unknown.  A “black swan” is an event that is neither foreseeable nor subject to a probability measure.

3  White, Gerald, Sondhi, Ashwinpaul, and Fried, Dov, The Analysis and Use of Financial Statements, John Wiley & Sons New York (1994), 
p. 294.
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world’s capital allocated among all available invest-
ments, and considered as a single aggregate port-
folio, is devoid of unsystemati c risk. A portf olio has 
no unique risk if the investor owns all available 
investments, weighing each against all the others. 
In contrast, a portf olio consisti ng exclusively of U.S. 
stocks and bonds carries the economic risks of unwise 
domesti c fi scal and monetary policies. A global port-
folio, however, miti gates the unique risks that fl ow 
from owning only one or a few companies, as well as 
the unique risks that fl ow from owning only securiti es 
from a specifi c nati on. 

Investors expect to be compensated for bearing 
risk. That compensati on takes the form of investment 
return. But, considered as a single investment, the 
global capital market has diversifi ed away all unsys-
temati c (unique) risk. It does not compensate investors 
for unique risks, but rather only for the systemati c risk 
of the markets in general. Investors cannot therefore 
expect to be compensated for unique risks. Tomor-
row’s price for, e.g., GM stock may reward an investor 
who owns nothing else, or those who own none (i.e., 
everything but GM). However, the risk of owning 
nothing but GM is borne completely by the owner. 
Unsystemati c risk is, therefore, ulti mately defi ned as 
“uncompensated risk.” The more eff ecti vely a portf olio 
is diversifi ed, the less uncompensated risk it bears. 

Without taking risk, the investor can expect to 
earn only the risk-free rate of return, defi ned as the 
return on short-term default-free securiti es, such as an 
FDIC-insured certi fi cate of deposit or a U.S. T-Bill. Unfor-
tunately, the risk-free return usually does not keep pace 
with infl ati on aft er taxes. The real, aft er-tax risk-free rate 
of return has historically been close to 0%. 

Thus prudent portf olio management is neither 
a matt er of avoiding risk altogether (this would entail 

avoiding real aft er-tax return), nor ignoring risk (as 
is required for strategies designed only to maximize 
return). Prudence requires that risk be measured and 
managed. Thus, another defi niti on of investi ng is: 
investi ng is a prudent exchange of risk.

Two conclusions fl ow from these observati ons, 
both of which are embedded in the Prudent Investor 
Rule4:

•  The riskiness of any investment cannot be 
judged in isolati on, but only in terms of its 
eff ect on the portf olio (there are no “safe” 
investments because even short-term U.S. 
Treasury securiti es involve certain types of 
risk); and,

•  “Failure to diversify on a reasonable basis in 
order to reduce uncompensated risk is ordi-
narily a violati on of both the duty of cauti on 
and the duti es of care and skill.... Diversifi ca-
ti on is fundamental to the management of 
risk and is therefore a pervasive considerati on 
in prudent investment management. So far 
as is practi cal, the duty to diversify ordinarily 
applies even within a porti on of a trust 
portf olio....”5

This brief discussion of risk hints at the impor-
tance – and complexity – of risk control within the 
investment process. Risk control asks the investor 
to consider diversifi cati on, risk measurement, and, 
perhaps most importantly, how investments might 
interact within the portf olio context. It suggests that 
constructi ng a suitable portf olio demands something 
more than gathering a collecti on of investments each 
promising above average returns. Ulti mately, as this 
book later demonstrates, a key to eff ecti ve risk control 
is to develop the skill of thinking about probabiliti es 
rather than solely about expected return forecasts.6

4 The secti on in this Chapter enti tled ‘Investment Prudence’ discusses the Prudent Investor Rule in greater detail. 
5 Restatement of the Law, Third, of Trusts (Prudent Investor Rule), Chapter 7, pp. 18, 23 and 25.
6  Expected return is a point esti mate: “I think stocks will return 7% this year.” Probability is the distributi on of possible results: “I think stock 

returns may range from -8% to +20% this year.” Thinking probabilisti cally means that you consider both pleasant and unpleasant outcomes.
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Risk Measurement

Risk measurement and management remain 
a diffi  cult task. Most investors conceptualize risk in 
terms of fuzzy labels: “low risk tolerance,” “safe,” 
“average risk tolerance,” “moderate,” “aggressive.” 
These ambiguous characterizati ons, however, must be 
converted operati onally to explicit and readily under-
standable quanti tati ve measures. Oft en, risk measures 
may be expressed in terms of volati lity: “the annual 
standard deviati on of the portf olio must not be greater 
than x;” in terms of probabiliti es: “the probability of a 
loss over a specifi ed period should not exceed y%;” in 
dollar terms: “the likelihood of a decline in value equal 
or greater than y dollars should not be more than z%; ”in 
terms of failure rates or confi dence intervals: “the 
portf olio has an x% confi dence interval with respect 
to achieving this economic goal;” or, in terms of the 
probability that ending wealth cannot fund criti cal 
goals: “shortf all risk.” Other quanti tati ve measures 
(range, tracking error v. comparable benchmark, etc.) 
may also have useful applicati ons.7 No matt er how you 
express the concept of investment risk, however, the 
fundamental point remains: “If portf olio managers are 
not managing portf olio risk, they are not managing 
portf olios.”8

Shortfall Risk 

Higher rates of return entail greater risk; and, the 
greater the risk, the greater the uncertainty regarding 
future dollar wealth. Another way of understanding 
investment risk, therefore, treats it as the level of 
uncertainty that criti cal goals will not be reached. 

This risk is also known as “shortf all risk.” Good deci-
sion making is possible only when the investor knows 
that the portf olio’s expected return is suffi  cient to the 
task and that the shortf all risk is within an acceptable 
range. Although it may pose a signifi cant threat to the 
feasibility of their investment programs,9 investors 
oft en lack the tools to quanti fy shortf all risk. 

Variance Drain 

Investors are someti mes att racted to the noti on 
that strategies designed to earn high returns are 
opti mal. The faster the portf olio builds up wealth, the 
greater the cushion available to withstand investment 
downturns. However, it is important to understand 
that a high rate of return may not translate into a large 
amount of spendable dollars. A cauti ous investor may 
wish to consider two questi ons:

1.  What is the likelihood that a portf olio with 
a high expected return will produce less 
ending dollar wealth than a portf olio with 
lower expected return? 

2.  What is the relati onship between period 
-by-period returns and ending dollar wealth? 

If an investor begins with $1,000 and loses 20%, 
the end-of-period wealth is $800. To recover the 
investment loss – i.e., get back to even – requires 
a 25% return in the second period [$800 x 1.25 = 
$1,000]. Over the two period investment horizon, 
the average return is +2.5% [(-20% + 25%) ÷ 2 = 
+2.5%]. Despite a positi ve rate of investment return, 
the investor’s dollar wealth grew at a 0.00% rate. 
What happened?

7  Investors may be faced with many risk variables including infl ati on risk, longevity risk, tax and regulatory risk, labor income interrupti on/
terminati on risk, etc. 

8  Sykes Wilford, D., “Risk Measurement versus Risk Management,“ Improving the Investment Process through Risk Management, (Associati on 
for Investment Management and Research, 2003), p. 17.

9  Shortf all risk also is a key metric for implementi ng a meaningful portf olio monitoring and performance assessment policy. Simply deter-
mining if a portf olio beat a comparati ve market benchmark provides litt le informati on regarding the likelihood that it can provide the cash 
required to fund investor goals. Collins, Patrick J., Fast, Steven M., and Schuyler, Laura A., “Well-Performing Portf olios and Well-Disguised 
Insolvency,” Representi ng Estate and Trust Benefi ciaries and Fiduciaries (2014), pp. 499-522 provides a more in-depth discussion of these 
topics within the context of monitoring the suffi  ciency of irrevocable trust portf olios. This is available on the Schultz Collins website.
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The answer lies, in part, in a simple mathemati cal 
equati on. The equati on is criti cal for investment deci-
sion making because it illustrates how the elements of 
both risk and return interact, over ti me, to determine 
a portf olio’s ending dollar value. Assuming no cash 
fl ows into or out of the portf olio, ending dollar wealth 
is determined by compound return. Compound return 
is approximated by the following equati on:10

Compound return = average return - ½ (variance of return).

This equati on says dollar wealth increases with 
a higher average rate of return, but decreases with a 
higher variance in the return. It is not enough to fore-
cast an investment’s average (expected) return. The 
savvy investor must also forecast risk over the plan-
ning horizon – how much the actual period-by-period 
returns will diff er from the overall average. Investors 
spend dollars, not rates of return. It is possible to 
construct a portf olio with a high expected rate of 
return that produces a paltry amount of spendable 
dollars. This result is an investment paradox; and, is a 
reason for establishing sound investment policy11 prior 
to buying or selling securiti es. 

An investor can oft en generate more long-term 
spendable wealth by employing risk control strategies 
designed to miti gate variance than by chasing higher 
expected returns. Variance is therefore a concept that 
is well worth unpacking. It derives from the standard 
deviati on stati sti c, which tells you how ti ghtly all 
realized results are clustered around the arithmeti c 
average (mean). The standard deviati on of a series of 
asset returns is a common measure of the volati lity, or 
risk, of the asset. When the data are ti ghtly bunched 
together, and the bell-shaped curve is steep, the 

standard deviati on is small. When the examples are 
spread apart, and the bell curve is relati vely fl at, that 
indicates a relati vely large standard deviati on. All else 
equal, a large standard deviati on means greater uncer-
tainty regarding the fi nal outcome. 

FIGURE 1-1 explains how standard deviati on 
measures the dispersion in returns away from the 
central point of expected return – the mean. Each 
return, in the jargon of stati sti cs, is called a “sample 
return.” The enti re history of returns is called “the 
sample set.”

One standard deviati on away from the mean in 
either directi on on the horizontal axis (the orange 
area on Figure 1-1) accounts for roughly 68 percent of 
the samples in the set. Two standard deviati ons away 
from the mean (the orange and green areas) account 
for roughly 95 percent of the total sample set. Three 
standard deviati ons (the orange, green and blue areas) 
account for about 99 percent of the data points. 

The stati sti cal defi niti on of ‘variance’ is the 

10  We assume a lognormal return distributi on. This is a bell-shaped distributi on. For readers familiar with calculus, the equati on is an 
approximati on derived from the fi rst two terms of a Taylor Series expansion of the compound growth functi on.

11 Investment policy is considered later in this chapter.

FIGURE 1-1
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dispersion of the return-generati ng density functi on12 

about its mean. Standard deviati on is the square root 
of variance.

The returns of the S&P 500 Index from 1970 
through 1998 present an interesti ng example of vari-
ance drain in acti on. The average annual return for the 
index during this period is 15.2%, the variance drain 
is 4.1%, and the compound annual return is 11.1%. 
However, if the index is subdivided into a low volati lity 
group of stocks (stocks averaging an annual volati lity 
of 25% or lower) and a high volati lity group of stocks 
(stocks averaging an annual volati lity of 35% or higher) 
a diff erent picture develops. (See FIGURE 1-2�

The math of variance drain has important implica-
ti ons. Oft en, the “glamour” stocks are those with the 
greatest return variance. Concentrati ng portf olios in 
stocks with large standard deviati ons of returns may 
make it especially diffi  cult to achieve long-term wealth 
accumulati on objecti ves.13 

 INVESTMENT PRUDENCE
Investors enhance their chances for achieving a 

successful outcome if they adopt a prudent investment 
approach. But what, exactly, consti tutes prudence?

Trustees and fi duciaries14 had long been legally 
required “to make such investments and only such 
investments as a prudent man would make of his own 
property.”15 For fi duciary investors, state statutes or 
federal pension law govern the approaches that are 
acceptable and defensible. Fiduciary law is dynamic, 
as courts interpret legal requirements, and legislatures 
defi ne and refi ne the trust investment process. Increas-
ingly, trust law relies on developments in the academic 
community to ensure that individuals responsible for 
investi ng funds for others follow a sound decision 
making process. 

Prior law restricted trustees’ investment fl ex-
ibility through imposing “legal lists” of approved 
investments, or through implicit endorsement of 
investments used by most other trustees (“safety in 
numbers”). This approach meant that trustees could 
fi nd safety from liability primarily in low risk, low return 
investments. Too oft en, however, the perverse result 
was that, aft er infl ati on and taxes, trust portf olios 
depreciated in value. To correct this problem, trust 
law was restated in the 1990s. Many state legislatures 
have enacted statutes based on new Prudent Investor 
Standards promulgated by the Third Restatement of 
the Law (Trusts).16

For example, the California Uniform Prudent 
Investor Act, which became eff ecti ve on January 1, 
1996, represents the state’s explicit endorsement of 
many of the concepts underlying Modern Portf olio 
Theory. Although the investment principles embodied 
in the Act have legal force primarily for trustees, they 
make sense for any investor concerned with prudent 

12  I.e., the bell curve. Using simple arithmeti c, negati ve distances from the mean are off set by positi ve distances from the mean.  Thus, it may 
appear that risk has disappeared! To remedy this, all distances are squared; and the sum of all squared distances is called ‘variance.’

13  For further discussion on these concepts – including alerti ng investors to some potenti al dangers of leaping into the fad of buying high-tech 
stocks at the end of the twenti eth century – see “Diversifi cati on vs. New Paradigm Investi ng: Variance Drain”. This is available on the Schultz 
Collins website. 

14 An informal defi niti on of a fi duciary is someone charged with the duty to invest funds for the benefi t of others. 
15 Restatement of the Law, Second, of Trusts, ß227 (1959).
16  Restatement of the Law, Third, of Trusts – Prudent Investor Rule (1992); Uniform Prudent Investor Act Nati onal Conference of Commission-

ers on Uniform State Laws Chicago October 1994. Adopted by the State of California July 5, 1995. 

FIGURE 1-2
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wealth management:
•  In evaluati ng the prudence of any individual 

investment, the investment must be consid-
ered as a component of the overall trust 
portf olio, rather than in isolati on;

•  The tradeoff  between risk and return should 
be the fi duciary’s principal considerati on;

•  No investment is deemed imprudent per 
se; the trustee may invest in any instrument 
that would play a role in achieving the trust’s 
objecti ves, provided that it meets the require-
ments of prudent investi ng;

•  Fiduciaries must diversify the trust’s invest-
ments unless it is prudent not to do so;

•  Trustees may delegate responsibiliti es for 
investment management to appropriately 
selected qualifi ed third parti es;

•  The fi duciary must balance the need for 
current income with protecti on of purchasing 
power;

•  A prudently managed portf olio avoids unjusti -
fi ed expenses.

The updated and revised Prudent Investor Rule 
frees trustees from the straitjacket of low risk/low 
return investments, and gives them broad lati tude to 
invest in any asset. The price they pay for this liberty is 
adherence to standards of prudence that require use of 
care, skill and cauti on in the design, implementati on and 
management of portf olios. A prudent asset manage-
ment process considers diversifi cati on, asset allocati on, 
risk management and cost control to be criti cal compo-
nents of investment success. Prudence is more than 
looking for a good investment opportunity, or for the 
investment manager with the best track record. 

There is a strong link between the concepts 
of prudence and diversifi cati on.17 A fully diversifi ed 
individual investor choosing to invest globally has an 

unconditi onal expectati on of reward as measured by 
the expected return (“price of risk”) off ered by risky 
investments multi plied by the risk taken by the investor 
[expected reward = (price of risk)x(amount of risk)]. A 
fully diversifi ed portf olio bears only systemati c – i.e., 
market-related – risk. This observati on moti vates an 
investment approach uti lizing broad-scope diversifi ca-
ti on. By contrast, investors who own only a few securi-
ti es have only a conditi onal expectati on of reward. The 
prudence of maintaining a focused portf olio holding 
only a few fi nancial securiti es depends on an investor’s 
forecasti ng skills. If an investor cannot arti culate the 
prudence of a focused investment strategy, it is prob-
ably imprudent.18 

Likewise, prudence encompasses something 
more than trying to fi t a portf olio into a category 
conforming to a specifi c label. Mere labels and slogans 
[e.g., “growth,” “double-digit return,” “safety,” “low 
risk,” “balanced,” “all-weather portf olio,” “disciplined 
investi ng process”] are too subjecti ve and ill-defi ned for 
prudent portf olio design. It is imprudent to implement 
the portf olio process without understanding both the 
compound return required for savings and consump-
ti on objecti ves, and the likelihood of falling short of 
portf olio objecti ves. In a nutshell, a prudent portf olio’s 
expected return must align with the required return 
at a risk level that allows for a good night’s sleep. The 
prudent investor seeks not just expected return, but 
overall welfare. The prudent investor monitors prog-
ress towards the goal (and makes adaptati ons as the 
future unfolds) rather than trusti ng in blind luck. 

 MARKET EFFICIENCY
In a seminal work published in 1970, Nobel Prize 

winner Eugene Fama argues that the U.S. stock market 
is effi  cient, in the sense that the current price of every 
security fully refl ects all available informati on that 

17 Diversifi cati on is a topic covered in greater detail in Chapter Two.
18  For an in depth discussion of this topic see: Collins, Patrick J., “Prudence,” The Banking Law Journal (January, 2007), pp. 29 -96. This is 

available on the Schultz Collins website.
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could have possible bearing on its market valuati on.19 
Informati on includes all knowledge of past price move-
ments and all publicly available informati on, such as is 
found in corporate fi nancial statements, government 
and industry reports, management announcements, 
etc. Because each security’s current price already 
incorporates all such informati on as is yet known, it 
cannot help to develop a trading strategy that (aft er 
accounti ng for research and transacti on costs) off ers 
the expectati on of generati ng abnormal profi ts. The 
rate of such incorporati on has accelerated in recent 
years due to widespread use of computer and commu-
nicati ons technologies.20

David Friedman21 draws a useful analogy between 
the investor confronti ng an effi  cient market and a 
commuter deciding whether to change lanes:

When traffi  c gets heavy, your lane is 
always the slow one. You switch. A few 
minutes later, the batt ered blue pickup just 
behind you in the lane you left  is in front 
of you. To understand why it is so diffi  cult 
to follow a successful strategy of lane 
changing, consider that other people are 
also looking for a faster lane – and cars 
moving into a fast lane slow it down, just 
as people moving into a short line in the 
supermarket lengthen it. In equilibrium, all 
lanes are equally slow.

Similarly, as new informati on becomes known to 
the markets, the fi rst few traders to obtain it, correctly 

gauge its impact on prices, and execute trades accord-
ingly can hope to earn economic profi ts on those trades. 
In the traffi  c analogy, they gain a slight advantage in 
speed over other commuters by being the fi rst few 
drivers to move into the faster lane. As the new infor-
mati on spreads – almost instantaneously – through the 
populati on of traders, the advantage of trading on that 
informati on diminishes rapidly. It disappears altogether 
when prices fully refl ect the new informati on. By that 
point, however, trades based on that (no longer novel) 
informati on are sti ll working their way through broker/
dealer back offi  ces, en route to the trading fl oor. When 
these later trades are executed, they generate small 
or negati ve returns, just as the last cohort of drivers to 
change lanes fi nd their former lane outpacing them.22 

For individual investors, the same phenomenon 
plays out ti me and ti me again. When a fund manager 
accumulates a good track record, a hoard of investors 
rushing to chase returns rapidly dilutes his future 
success. Cash fl ows into the fund rise dramati cally, 
and the manager must work harder to apply market 
insights over a broader range of buys and sells. If the 
manager truly possesses skill, he or she will raise fees 
to refl ect the fact that skillful managers are both highly 
valued and in low supply. The manager captures the 
economic benefi t associated with investment skill. 
The market-beati ng investor must discover the skillful 
manager before there is enough data to confi rm the 
existence of his skill. Given that it may be harder to 
pick a good manager than a good stock, this is a neat 
trick. There are now more mutual funds than stocks on 
the New York Stock Exchange!

19  Fama, Eugene, “Effi  cient Capital Markets: A Review of Theory and Empirical Work,” Journal of Finance (May, 1970), pp. 383 -417. 
20  Froot, Kenneth A. and Perold, Andre F., “New Trading Practi ces and Short-Run Market Effi  ciency,” The Journal of Futures Markets (October, 

1995), pp. 731-765. Note that Fama’s thesis does not rule out the possibility that a trading strategy will beat the market. By chance, some 
strategies will outperform over the period of evaluati on. However, such winning strategies cannot be known ahead of ti me. Another way to 
defi ne an effi  cient market is to characterize it as a market in which profi t-maximizing investors will pursue security research unti l the point 
where the marginal benefi t of an additi onal piece of informati on equals the marginal cost of acquiring and exploiti ng it within a trading 
strategy. Ball, Ray, “The Global Financial Crisis and the Effi  cient Market Hypothesis: What Have We Learned?” Journal of Applied Corporate 
Finance (Fall, 2009), pp. 8-16. 

21 Friedman, David, Hidden Order, Harper Collins Business, 1996, NY, NY.
22  The role of speed in trading on modern securiti es exchanges is more fully explored in Bodek, Haim, The Problem of HFT: Collected Writi ngs 

on High Frequency Trading & Stock Market Structure Reform, Decimus Capital Markets LLC (2013). 
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The implicati ons of Fama’s argument are 
profound. The decision to buy just one stock is also a 
decision to forgo the investment opportuniti es of all 
other stocks. But, the price of each security implicitly 
refl ects the prices of all other securiti es, and of all 
available informati on about them. Each security’s 
price includes informati on about: 

• Its own expected return; 
•  The expected returns available from all other 

securiti es; and,
•  The uncertainty (risk) surrounding each 

security’s return forecast. 

Each security’s price discounts for the unique risk/
return factors of all securiti es. Securiti es prices are net 
of risks unique to any investment, and are discounted 
for diff erenti al expected returns to diff erent securiti es. 

In an effi  cient market, all assets have the same 
expected risk-adjusted returns. Although a risky asset 
may off er a high expected return, the discount rate for 
the investment must also be higher than the discount 
rate for less risky investments.23 According to the 
theory, if a security off ered a risk/reward tradeoff  that 
was more att racti ve than that off ered by the market, 
then profi t seeking investors would sell their current 
positi ons into the market (lowering their market prices) 
so as to buy positi ons in the more att racti ve security 
(bidding up its price). This adjustment conti nues unti l 
the risk/reward equilibrium among all securiti es is 
restored. 

The upshot is that, on average, the current market 
price of any security should be close to its econom-
ically justi fi ed price. The key phrase is “on average.” 
Although the market price of some stocks may be far 

from their justi fi ed or intrinsic value, it is diffi  cult to 
beat the market because it is diffi  cult to identi fy these 
mispriced securiti es and to formulate and execute on 
a profi table trading strategy before any other traders 
do so. 

Although elegant and mathemati cally compelling, 
the Effi  cient Market Hypothesis remains controversial. 
Many portf olio managers claim they have the skill 
to form portf olios with expected excess profi t – i.e., 
returns higher than commensurate with the risks 
they take. The problem is that, while in any period 
some managers beat the market, their ranks are not 
at all stable. Professional managers may be correct in 
thinking they can beat the market today, but this claim 
is diffi  cult to prove; and, is it diffi  cult to identi fy which 
managers will outperform during future periods. 
However, earning a high return by assuming great risk 
is no more a sign of skill than earning a low return by 
investi ng in conservati ve investments signifi es a lack 
thereof.24 A prudent choice requires a careful stati sti cal 
analysis encompassing much more than a naïve exam-
inati on of a manager’s track record.25 If the realized 
returns are the product of mere luck, placing wealth in 
the hands of such a manager is not prudent, and may 
lead to unpleasant consequences. 

If investors have no special insights or trading 
skills, or cannot fi nd profi table opportuniti es to exploit, 
then they will use investment strategies that generate 
market-based returns. If investors have private infor-
mati on or unique skills that lead to a credible expec-
tati on that they can earn a higher-than-market return, 
they will forgo purchasing diversifi ed, market-based 
fi nancial instruments in favor of establishing more 
concentrated investment positi ons. A dire caveat is 

23  Risk requires that the market off er dollars that are‚“on sale.” An investor is willing to pay more for a fully guaranteed $1.00-per-month 
income than for an equivalent income that is not guaranteed and may decrease over ti me. Risk requires a discount for projected investment 
returns; and, the amount of the discount is refl ected in the “discount rate.” 

24  Collins, Patrick J., “‘Without More’: Trust Investment Manager Selecti on and Retenti on,” The Banking Law Journal (May, 2008), pp. 391-456. 
This is available on the Schultz Collins website.

25  Bailey, Jeff ery V., Richards, Thomas M, & Tierney, David E., “Evaluati ng Portf olio Performance,” Chapter 12 in Managing Investment 
Portf olios: A Dynamic Process, eds. John L. Maginn, David L. Tutt le, Dennis W. McLeavey & Jerald E. Pinto (John Wiley & Sons, Inc.), 2007,
pp. 717-782.
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called for, however: to beat the market, an investor 
must be more skilled than the average investor, to be 
sure; but – what is far less likely – he must also be more 
skilled than most investment professionals.26

The decision to employ an acti ve management 
investment strategy27 is warranted when the investor is 
confi dent either that he or she has a skill set suffi  cient 
to identi fy and profi tably exploit investment opportu-
niti es; or, has identi fi ed managers with these skills. The 
Prudent Investor Rule for trustees provides guidelines 
appropriate for individual investor portf olios:

Acti ve strategies, however, entail investi -
gati on and analysis expenses and increase 
general transacti on costs, including capital 
gains taxati on. Additi onal risks also may 
result from the diffi  cult judgments that 
may be involved and from the possible 
acceptance of a relati vely high degree of 
diversifi able risk. These considerati ons 
relate to the trustee initi ally in deciding 
whether, to what extent, and in what 
manner to undertake an acti ve investment 
strategy….

If the extra costs and risks of an investment 
program are substanti al, these added costs 
and risks must be justi fi ed by realisti cally 
evaluated return expectati ons. A decision 

to proceed with such a program involves 
judgments by the trustee that: (a) gains 
from the course of acti on in questi on can 
reasonably be expected to compensate for 
its additi onal costs and risks; (b) the course 
of acti on to be undertaken is reasonable 
in terms of its economic rati onale and its 
role within the trust portf olio; and (c) there 
is a credible basis for concluding that the 
trustee – or the manager of a parti cular 
acti vity – possesses or has access to the 
competence to carry out the program.28

Given the academic presumpti on of market 
effi  ciency, hiring a manager intending to beat the 
market is prudent only if careful analysis documents 
consistent and persistent investment skill. Credible 
analysis, however, requires a sophisti cated set of 
stati sti cal tools to evaluate an historical track record. 

There is a risk/return tradeoff  implicit in choosing 
any investment management strategy. Acti ve invest-
ment management may provide additi onal funds at 
the cost of assuming a higher risk of failing to achieve 
the portf olio’s required return.29 On the other hand, 
passive management secures market-based returns in 
broadly diversifi ed portf olios (avoiding risky bets), but 
limits the investor’s ability to earn excess returns. It 
therefore behooves investors to develop a considered 
opinion about market effi  ciency. 

26 Harris, op. cit., pp. 475-476. 
27  A passive investment management strategy consists of tracking the market without att empti ng to anti cipate its evoluti on; acti ve man-

agement, by contrast, is the att empt to perform bett er than the market primarily through security selecti on or market ti ming. Chapter Six 
conti nues the discussion on this topic. 

28  Restatement of the Law, Third, of Trusts - Prudent Investor Rule (1990), Comment h (Prudent investment: theories and strategies). 
29  In the 2004 Chairman’s lett er to shareholders of Berkshire Hathaway, Warren Buff ett  observes: “Over the last 35 years, American busi-

ness has delivered terrifi c results. It should therefore have been easy for investors to earn juicy returns: All they had to do was piggy-
back Corporate America in a diversifi ed, low-expense way. An index fund that they never touched would have done the job. Instead, 
many investors have had experiences ranging from mediocre to disastrous.” The head of the Yale endowment seems to agree with this 
assessment. Bloomberg News (January 31, 2012) quotes David Swensen cauti oning investors that unless they have access to “incredi-
bly high-qualifi ed professionals, they should be 100 percent passive – that includes almost all individual investors and most insti tuti onal 
investors.”  

  Buff ett  reiterated his investment viewpoint in the 2014 lett er to Berkshire Hathaway shareholders: “The goal of the non-professional should 
not be to pick winners – neither he nor his “helpers” can do that – but should rather be to own a cross-secti on of businesses that in 
aggregate are bound to do well. A low-cost S&P 500 index fund will achieve this goal.”
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Although the att empt to beat the market involves 
a speculati ve dimension that may be justi fi ed in the 
underlying investment objecti ves, it is inappropriate 
to then conclude such a strategy is prudent. If the 
returns of a benchmark index such as the S&P 500 
bear litt le relati on to the investor’s personal economic 
objecti ves, then a passive investment in such an index 
may be every bit as imprudent as hiring an acti ve 
manager based primarily on the manager’s historical 
track record. 

 INVESTMENT OBJECTIVES AND 
THE INVESTMENT POLICY 
STATEMENT
Every investor has objecti ves, however loosely 

defi ned. When objecti ves are not clearly defi ned and 
consciously arti culated, investors may inadvertently 
make investment decisions that acti vely frustrate their 
att ainment. It is therefore wise to clarify investment 
objecti ves to gain a clear understanding of what the 
portf olio should accomplish. Is your investment objec-
ti ve to solve an “intertemporal cash fl ow problem” 
– i.e., to move money through ti me so that you will 
have suffi  cient funds to pay for future expenses – or, 
an att empt to “beat the market”? 

Investors should document investment objecti ves 
in a writt en Investment Policy Statement [IPS]. An 
IPS is a document that avoids ill-defi ned and subjec-
ti ve investment labels by operati onalizing the key 
aspects of portf olio design and implementati on. The 
IPS takes verbal expressions of economic objecti ves 
(“safe,” “aggressive,” etc.), translates them into quan-
ti fi able measures, and outlines the strategies that will 
promote their successful att ainment. An IPS sepa-
rates the “amateur” investor from the “professional” 

investor. It expresses the investment objecti ves unique 
to each investor, defi nes the strategy through which 
important economic goals will be att ained, and sets 
forth a system through which progress may be moni-
tored and measured. In this sense, investment policy 
comprises the set of guidelines and procedures that 
direct the long-term management of portf olio assets.30

An IPS can ensure that a portf olio does not 
seek contradictory objecti ves from the outset. More 
important however, and with a greater benefi cial 
eff ect on long-term returns, adherence to the proce-
dures in a Policy Statement deters hasty, ill-considered 
reacti ons to current market volati lity.31

The principal reason for arti culati ng 
long-term investment policy explicitly and 
in writi ng is to ... protect the portf olio from 
ad hoc revisions of sound long-term policy, 
and to ... hold to long-term policy when 
short-term exigencies are most distressing 
and the policy is most in doubt. History 
teaches that both investment managers 
and clients need help if they are to hold 
successfully to the discipline of long-term 
commitments. This means restraining 
themselves from reacti ng inappropriately 
to disconcerti ng short-term data and 
keeping themselves from taking those 
unwise acti ons that seem so “obvious” 
and urgent to opti mists at market highs 
and to pessimists at market lows. The best 
shield for long-term policies against the 
outrageous att acks of acute short-term 
data and distress are knowledge and 
understanding committ ed to writi ng. All 
too oft en, investment policy is both vague 

30  Bailey, Jeff rey V., “Investment Policy: The Missing Link,” Pension Fund Investment Management, ed. Frank J. Fabozzi (Probus Publishing 
Co., 1990), p.13. A useful guide to Investment Policy is “Elements of an Investment Policy Statement for Individual Investors,” CFA Insti tute 
(2010). 

31  See, for example, the summary of the research study by Marsh, Terry & Pfl eiderer, Paul, “Flight to Quality and Asset Allocati on in a Financial 
Crisis,” Financial Analysts Journal (July/August, 2013), pp.43-57 under the heading “Chicken Litt le and the Financial Crisis.” This is available 
on the Schultz Collins website.
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and implicit, left  to be “resolved” only in 
haste, when unusually distressing market 
conditi ons are putti  ng the pressure on and 
when it is all too easy to make the wrong 
decision at the wrong ti me for the wrong 
reasons.”32

32 Ellis, Charles D., Investment Policy, Business One Irwin Homewood, Illinois (1985), pp. 53-54.


