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WHAT THIS BOOK IS ABOUT

Investment Management: Theory & Practi ce 
off ers a short, non-technical introducti on to portf olio 
design, implementati on, monitoring and manage-
ment. It is directed towards investors wishing to under-
stand criti cal asset management issues without having 
to become experts in the fi elds of fi nance, economics, 
and stati sti cs. 

In the fi eld of asset management, it is rare to fi nd 
uniformity of opinion. To become informed, investors 
face the challenge of understanding heterogeneous 
viewpoints. 

This book neither evangelizes for a school of 
academic thought (e.g., acti ve management v. passive 
indexing; effi  cient market approach v. a behavioral 
fi nance approach), nor does it avoid pointi ng out areas 
of controversy and disagreement within the body of 
academic research. It steers clear of a sales agenda 
because it is not intended to promote a transacti on. 
Rather, it acquaints the reader with the fi ndings and 
conclusions of thoughtf ul individuals who employ 
diff ering research methods along a spectrum of 
academic approaches. 

The book aims also to provide investors with 
informati on suffi  cient to enable them to work eff ec-
ti vely with their investment advisor(s). The book 
seeks to help them understand the basis of advisor 
recommendati ons and the implicati ons of investment 

choices. In this respect, it fulfi lls the duti es owed to 
clients detailed in Standard V(A) of the CFA Insti tute’s 
Standards of Practi ce Handbook: 

Clients turn to members and candidates 
[of the CFA Insti tute] for advice and expect 
these advisers to have more informati on 
and knowledge than they do … At a basic 
level, clients want assurance that members 
and candidates are putti  ng forth the neces-
sary eff ort to support the recommenda-
ti ons they are making. Communicati ng the 
level and thoroughness of the informati on 
reviewed before the member or candidate 
makes a judgment allows clients to 
understand the reasonableness of the 
recommended investment acti ons. 1

Adequate communicati on forms the subject 
matt er of Standard V(B): 

[CFA Insti tute] Members and candidates must: 

1.  Disclose to clients and prospecti ve clients the
basic format and general principles of the
investment processes they use to analyze
investments, select securiti es, and construct
portf olios, and must promptly disclose any
changes that might materially aff ect those
processes;

2.  Disclose to clients and prospecti ve clients
signifi cant limitati ons and risks associated
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2 Ibid., p. 169.
3 Commonly reported indexes are the U.S. Dow Jones Industrial Average, the U.S. S&P 500 Stock Index, and the U.S. NASDAQ Stock Index. 

with the investment process; 

3.  Use reasonable judgment in identi fying 
which factors are important to their invest-
ment analysis, recommendati ons, or acti ons 
and include those factors in communicati ons 
with clients and prospecti ve clients; 

4.  Disti nguish between fact and opinion in the 
presentati on of investment analyses and 
recommendati ons.2

Among other things, this book provides a rati o-
nale for draft ing and approving an Investment Policy 
Statement [IPS]. An IPS is a writt en document that 
codifi es the asset management guidelines deemed 
most appropriate for an investor’s needs, circum-
stances, and objecti ves. 

The academic literature in the fi eld of portf olio 
design and management is extensive. The principles 
underlying asset management tools and techniques 
diff er greatly depending on whether one considers a 
single planning horizon – what is the best course to 
take over the next three months? – or a multi -period 
planning horizon. Likewise, portf olio decisions during 
an accumulati on phase – e.g., saving for reti rement – 
may diff er greatly from decisions during a distributi on 
stage – e.g., reti rement spending. Prudent decision 
making over a multi -period horizon in the presence of 
cash fl ows, changing rates of infl ati on, and uncertain 
investment returns is a very complex undertaking. 
Therefore, this book focuses primarily on providing a 
basic and intuiti ve understanding of investment deci-
sion making in the more tractable setti  ng of wealth 
accumulati on absent cash fl ows. Footnotes provide 
informati on on more advanced resources should the 
reader wish to explore topics at a greater level of 
analyti cal insight. Finally, the book is not so much a 
fi nancial planning roadmap – e.g., how much should I 
save to pay for college expenses? – as it is an introduc-
tory survey of relevant and informed viewpoints about 

the theory and practi ce of investment management. 
It is primarily an introducti on to issues rather than a 
‘how to’ guide. 

That said, knowing ‘why’ is a necessary prelude to 
fi guring out ‘how.’ 

 INVESTMENT DECISION MAKING

Prudent Investing

More money is bett er than less. The paradox of 
investi ng is that, although investors generally agree 
with this statement, the pursuit of more money in the 
form of investment returns is not always prudent. A 
primary objecti ve of money managers is to generate 
att racti ve returns. They hope to do this by trying to 
identi fy undervalued securiti es with above average 
prospects for future growth or income. Money 
managers market the portf olios formed from these 
‘mispriced’ securiti es either to the retail public or to 
wealthy individuals qualifying as “sophisti cated inves-
tors” under current securiti es laws. The easiest way 
for a money manager to claim superior performance is 
to outperform either a peer group of competi tors or a 
benchmark such as the S&P 500 Stock Index. 

While this may sound like a good idea, many 
investors lack a clear understanding of the functi onal 
relati onship between their unique personal invest-
ment goals and the index returns they see on the 
nightly business report.3 Is the return of the index suffi  -
cient to fund future consumpti on and wealth accu-
mulati on objecti ves? Does the risk of an index align 
with personal risk tolerance? Is the money manager 
taking risk greater than the index? Despite, or, perhaps 
because of the diffi  culty of interpreti ng personal goals 
in terms of risk and return, for many investors the 
investment problem reduces itself to fi nding a money 
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5  This should be expressed quanti tati vely. Examples of relati ve return objecti ves are: “return of x% over the risk-free rate,” or “infl ati on plus 
y%.” Examples of absolute return objecti ves are: “a real return of x%,” or “a return suffi  cient to sustain a cash-fl ow of $y per month for 30 
years.” Labels such as “growth” or “income” are mere descriptors that provide no basis for portf olio design or performance assessment. A 
threshold requirement for portf olio management is to know the return required to meet portf olio objecti ves and to express the return in 
appropriate quanti tati ve terms.

manager with a good track record – a manager who 
can “beat-the-market.” Curiously, however, a money 
manager’s primary goal (the speculati ve objecti ve 
of beati ng the market) is only tangenti ally related to 
the investor’s objecti ves – securing a sustainable and 
substanti al reti rement income, accumulati ng funds to 
pay college expenses, maintaining wealth suffi  cient to 
make gift s or bequests, and so forth. Prudent invest-
ment decision making extends well beyond the single 
dimension of historical track record. 

Prudent investi ng requires that the risks and 
returns of the portf olio align with concrete investor 
objecti ves rather than with abstract ‘beat-the-market’ 
goals. Portf olios must generate returns suffi  cient to 
support the needs and expectati ons of their owners. 
But it is best if the portf olio is conformed to the inves-
tor’s aspirati ons rather than designed to outperform a 
peer group. Aft er all, investment strategies intended 
only to maximize expected return without regard to 
risk may prove to be bonanzas or catastrophes. On the 
other hand, strategies designed to enhance the prob-
ability that a criti cal goal will be successfully met are 
more prudent and suitable for most investors. 

Prudent investment decision making begins when 
the investor’s focus shift s from discussing how to 
maximize return to determining the risks and returns 
required to secure an economic future. If you don’t 
need to outperform the S&P 500 to have a secure 
economic future, why should you take the risks neces-
sary to do so? 

Historically, the professional U.S. money manage-
ment industry has off ered investors a ‘treasure 
hunti ng’ model. Success under the treasure hunti ng 
model is a functi on of the manager’s skills in selecti ng 

undervalued securiti es and in ti ming price movements 
either between or within capital markets. The treasure 
hunti ng model requires many highly concentrated 
bets that are correct more oft en than not. For a 
variety of reasons, however, this has proved diffi  cult to 
accomplish. Although treasure hunti ng has produced 
examples of investment success, it has not served the 
average investor well: 

… the industry looks very much like an 
unconcentrated, highly segmented, 
service-oriented industry for which 
percepti ons of the qualiti es of individual 
fi rms vary widely over ti me and across 
customers. The structure of this industry 
is not unlike that of hair salons or trendy 
restaurants … Money managers who can 
provide a good story about their strategy 
have a comparati ve advantage. In fact, the 
product sold by the professional money 
managers is not just good performance 
but schmoozing, frequent discussion of 
investment strategies, and other forms of 
hand holding.4

The following pages off er a view of portf olio 
design and management that is more prudent than 
traditi onal treasure hunti ng. A prudent investment 
approach begins by identi fying the returns required to 
generate money suffi  cient to meet the wealth accu-
mulati on goals or cash fl ow liabiliti es that the port-
folio must meet.5 Although generati ng returns above 
the risk-free rate requires that investors take on risk, 
such risk ought to be commensurate with the return 
objecti ves. Furthermore, both risk and return must be 
measurable and consistent with investor needs and risk 



8 SCHULTZ COLL INS , INC .8 SCHULTZ COLL INS , INC .

PREFACE   

tolerance. A prudent approach evaluates the evoluti on 
of the portf olio not solely in comparati ve terms (did 
I do bett er than a benchmark or a peer group?), but 
also in terms of progress towards objecti ves. 

 OBSTACLES TO PRUDENT 
DECISION MAKING
Many people have diffi  culty making eff ecti ve 

investment decisions. Investors face signifi cant obsta-
cles, such as:

•  Complexity – informed fi nancial decisions 
require insight into abstruse fi nancial, 
economic, and mathemati cal relati onships, 
and may require serious introspecti on to 
defi ne personal objecti ves; 

•  Uncertainty – decisions must be made without 
complete knowledge of future consequences. 
Good decisions do not guarantee successful 
outcomes; bad decisions may result in 
outcomes that succeed by mere chance;

•  Confl icti ng Objecti ves – an investment 
decision may facilitate progress towards 
one objecti ve (e.g., generati ng current 
income to support a dependent), while 
simultaneously impeding progress towards 
an equally important objecti ve (e.g., wealth 
accumulati on); 

•  Lack of Perspecti ve or Multi ple Perspecti ves 
– issues may be diffi  cult to resolve because 
diff ering perspecti ves on the same data set 
can lead to diff erent conclusions. An investor 
who accumulated wealth in the 1980s might 
react diff erently to recent stock market 
returns than an investor who accumulated 
wealth in the twenty-fi rst century;

•  Informati on Overload – investors are deluged 
by an ever-deepening torrent of fi nancial, 
economic, legal and tax informati on. Deter-
mining which data really matt er may be close 
to impossible.

Successful investors must overcome these obsta-
cles. A general understanding of the fundamental 
nature of capital markets and investments is a neces-
sary starti ng point. Recent advances in the scienti fi c 
understanding of markets make it possible to deal with 
each of these obstacles systemati cally.

This book summarizes relevant academic devel-
opments pertaining to fi nancial economics and port-
folio management. It fi rst addresses basic investment 
concepts that investors must consider in formulati ng 
any successful investment program. These include 
investment prudence, market effi  ciency, risk, diver-
sifi cati on, and asset allocati on. It then proceeds to a 
more detailed discussion of the mechanics of portf olio 
constructi on and wealth management. Topics include:

•  Characteristi cs of asset classes that may be 
included in a portf olio;

• Determinants of return;
• Designing a suitable portf olio structure;
•  Selecti ng appropriate investment vehicles; 

and, 
•  An overview of alternati ve asset management 

approaches.

Oft en, there are no absolute “right” or “wrong” 
decisions. Depending on the context of the decision, 
one course or another may be appropriate. This book 
provides background informati on that will facilitate:

•  Good decision making by informing investors 
about the merits of various investment 
electi ons;

•  Implementati on and supervision of a portf olio 
once investment strategies and tacti cs have 
been selected; and,

•  Evaluati on of the economic consequences of 
asset management decisions as the portf olio 
evolves over ti me. 

It introduces investors to important investment 
topics and fundamental concepts in asset manage-
ment. It is not a textbook on investment analysis, nor 
is it a self-help guide on how to pick winning securiti es. 
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Rather, its purpose is to provide non-technical commu-
nicati on about:

•  The nature and scope of prudent investment 
policy decision making (good decisions 
increase the probability of good outcomes); 

•  The variety of portf olio management electi ons 
that are available to you; and,

•  The portf olio management electi ons best 
suited to your parti cular investment objecti ves.

 INVESTMENT POLICY

Investors someti mes confuse ‘making money’ or 
‘generati ng investment returns’ with investment policy 
– “my ‘policy’ is to make money.” However, a return 
generati ng process that does not fl ow from a carefully 
considered investment plan oft en relies on mere luck. 
A writt en Investment Policy Statement refl ects and 
memorializes a process of careful deliberati on which 
has the goal of designing portf olios to meet savings, 
consumpti on, and bequest objecti ves, within the 
preferences and constraints imposed by the investor’s 
personal circumstances and risk tolerance.

Depending on the nature and scope of the invest-
ment endeavor, investment policy encompasses the 
planning steps required to determine: 

•  Which assets are suitable investments (asset 
selecti on and retenti on policy)?

•  How should the investor combine the assets 
into a portf olio (asset allocati on policy)?

•  What is the portf olio return required to 
achieve my investment objecti ves (‘required’ 
return vs. ‘desired’ return)?

•  What is the portf olio’s risk (the probability of 
failing to meet the required return over the 
planning horizon)?

•  Does the portf olio require tax payments (tax 
management policy)?

•  Does the portf olio require periodic adjust-
ments to maintain its strategic asset allocati on 
(rebalancing policy)?

•  If the portf olio is funding periodic distri-
buti ons, how much money can be spent 
without jeopardizing the investment capital 
(distributi on policy)?

•  If the portf olio comprises several taxable and 
non-taxable accounts, what is the opti mal 
locati on for the assets (asset locati on policy)?

•  As the portf olio evolves through ti me, how 
are investment results evaluated (monitoring 
and evaluati on policy)?

If this process is completed with suffi  cient care, 
skill and cauti on, the investor may begin the return 
generati ng process armed with the confi dence that 
investment choices have been well considered prior 
to their implementati on. Although a prudent decision 
making process cannot guarantee a good result, it 
greatly enhances the probability of a successful fi nan-
cial outcome. 

Investment policy is just one of several topics that 
are revisited, within diff ering contexts, throughout this 
book. The purpose of themati c repeti ti on is to provide 
the reader with a multi -dimensional perspecti ve on 
portf olio design and asset management. Preliminary 
conclusions made in one chapter are oft en revisited 
and someti mes modifi ed in subsequent chapters. As 
the reader progresses through the book, arguments 
which originally seem ‘black-and-white’ are subject 
to further assessment and evaluati on. If the book 
succeeds, an end result will be a deeper and more 
nuanced view of the process required for investment 
success. 

 RESOURCES
The Schultz Collins website (www.schultzcollins.

com) is a source for more informati on, oft en at a 
greater level of detail. The website provides working 
papers, reprints of published arti cles, and links to 
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other helpful informati on and resources. The website 
features “A Gentle Introducti on to Investi ng,” writt en 
at a basic level, for readers lacking familiarity with 
investi ng or fi nancial products. If you don’t know the 
diff erence between a stock and a bond, this is a good 
place to visit. 

The website also provides access to lecture notes 
from the graduate-level course in Asset Management 

taught by Patrick Collins at the School of Management 
of the University of San Francisco. The course is part of 
the University’s Masters of Science (combined MBA/ 
Masters in Financial Analysis) curriculum. The lecture 
notes [Course Notes for USF Masters of Science in 
Financial Analysis] discuss several topics covered in 
this book. Much of the course focuses on insti tuti onal 
investors such as trusts, endowments and foundati ons.




