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Letter from Norman J. Santori

For many investors, this is both a confusing and an exciting time in the investment world.

Many investors today are facing difficult choices in achieving their financial goals and, as

well they should, are asking serious questions. 

Our goal with Intelligent Investing is to help you see through the noise of the marketplace

in order to systematically make smart decisions about your money. Because educated

investors are the most successful investors, we have created Intelligent Investing to show

you a Nobel Prize-winning approach to your investments that has been designed to suc-

ceed in optimizing investment portfolios over time. We have designed it specifically not

only to support you in your efforts to preserve what you have, but also to efficiently seek to

capture the market’s returns for your investments. 

We believe in empowering investors to make the best decisions for themselves or, if they

wish, to wisely choose a financial advisor who can implement sound investing principles. And

we believe in sharing our own knowledge of investments with all investors who want to make

smart decisions about their money in order to realize everything that is important to them.

At Santori & Peters, Inc., we are pleased to present Intelligent Investing to our clients and

prospective clients. We sincerely hope that it will provide you with a framework for an intel-

ligent approach to investing that will help you to achieve all your financial dreams.

Sincerely,

President

Santori & Peters, Inc.

Personal Wealth Management



Table of Contents

Achieving All That Is Important to You  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2

Rising Above the Noise  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .3

Five Key Concepts to Investment Success . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .8

Concept One: Use Diversification Effectively to Reduce Risk  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .8

Concept Two: Lower Volatility Enhances Returns and Builds Greater Wealth  . . . . . . . . . . . . . . . . . . . . . .9

Concept Three: Global Diversification Reduces Risk and Enhances Returns  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .10

Concept Four: Changing Markets Demand Different Investment Approaches . . . . . . . . . . . . . . . . . . . . .11

Concept Five: Design Portfolios That Are Efficient  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .13

Your Next Steps  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .15

About the Author  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .17

About Santori & Peters, Inc.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .17

Intelligent Investing: Five Key Concepts for Investment Success Today
© Copyright 2004 CEG Worldwide, LLC. All rights reserved.

No part of this publication may be reproduced or retransmitted in any form or by any means, including, but not limited to, electronic, mechanical, pho-
tocopying, recording or any information storage retrieval system, without the prior written permission of the publisher. Unauthorized copying may
subject violators to criminal penalties as well as liabilities for substantial monetary damages up to $100,000 per infringement, costs and attorneys' fees.

The information contained herein is accurate to the best of the publisher's knowledge; however, the publisher can accept no responsibility for the
accuracy or completeness of such information or for loss or damage caused by any use thereof.

This publication includes several references to the historical performance of various indices and types of investment vehicles. These references are
provided for illustrative purposes only. It is important to recognize that past performance is no guarantee of future results, and that investors cannot
invest directly in an index. 

Santori & Peters, Inc., One Monroeville Center • 3824 Northern Pike, Suite 330 • Monroeville, PA  15146 • (412) 373 6904 • (412) 373-6903 Fax • skip@santoriandpeters.com



INTELLIGENT INVESTING: FIVE KEY CONCEPTS FOR INVESTMENT SUCCESS TODAY

[2]

Achieving All That Is Important to You

Money means different things to different people. each

of us has different dreams. ¶ You may want to achieve financial

freedom so that you never have to work again—even if you plan on working

the rest of your life. You may want to make a top-level college education pos-

sible for your children or grandchildren. You may want to provide the seed

capital that will give your children or grandchildren a great start in life,

whether that’s with a home or a business. You may dream of a vacation

home on the beach or in the mountains. Or you may have achieved tremen-

dous success throughout your career and believe that it’s important to

leave a legacy that lives on. You want to leave something behind for your

favorite charity that will enable it to continue on with its good work. ¶

Whatever your dreams are, they are important to you, which makes them

extremely worthwhile. The resource guide you are holding in your hands

will better enable you to make smart decisions about your money so that

you can achieve all that’s important to you. Let’s get started making your

financial dreams a reality.
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But investing is actually not that complicated.

We’ll explore three different methods that

investors use to make decisions about their

money, and we’ll talk about where you should be

with your own approach to your portfolio.

Exhibit 1 classifies people according to how

they make investing decisions. The first method

is the noise method. It’s composed of investors

who get caught up in the noise of the day and let

their emotions dictate their actions. They chase

after hot stocks and market sectors that are due

to fall, ignore investments that are undervalued

and poised to rise and, as a result, often earn

poor returns that fail to get them to their most

important financial goals. 

Unfortunately, it’s easy to get caught up in all

the noise that’s out there. Most of the public

uses the noise method, and the vast majority of

the media fuels this method of investing.

An excellent example of the problems inher-

ent in noise investing can be found in Morn-

ingstar’s star rating of mutual funds. Morningstar

calculates each fund’s risk-adjusted return and

then assigns one, two, three, four or five stars to

each fund according to its performance. A noise

investor might assume that the top-ranked

funds—those receiving four or five stars—would

be the best buy, when in fact the opposite often

proves true. 

Exhibits 2, 3 and 4 show the annual returns of

domestic funds for the years 2000, 2001 and

2002, broken out by their star rating. As you can

see, those funds ranked with five stars at the end

Rising Above the Noise

Most investment professionals work very hard to make

their work extremely confusing. They have a vested interest in

creating investor confusion. They use jargon designed to intimidate you

and make it difficult for you to understand. 
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EXHIBIT 1
THREE INVESTMENT DECISION METHODS

Method #1
NOISE

Method #2
Strategic

(INSTITUTIONAL)

Method #3
Tactical

(INSTITUTIONAL)



of 1999 actually performed far worse throughout

2000 than all other funds. In fact, the funds given

one star at the end of 1999 had the best perform-

ance in 2000. This pattern repeated itself in 2001. 

By chasing the hottest funds of the previous

year, noise investors in 2000 and 2001 would

unwittingly have bought those funds that

turned out to be the worst performers. And

while five-star funds fared somewhat better in

2002, turning in the second-best performance

among the five categories, they were still down

by 18.47 percent. Again, noise investors would

not have been particularly well served by simply

buying the top-ranked funds.

Another example of the dangers of noise

investing can be found in the equity ratings

assigned by Charles Schwab to some 3,000 pub-

licly traded stocks. In contrast to Morningstar’s

star system, which looks backwards to rank

funds according to performance, Schwab’s rat-

ing system looks forward to try to gauge a

stock’s performance in the future. Stocks with

low and possibly improving expectations

receive A or B ratings, while stocks with high

and potentially falling investor expectations

are assigned D or F ratings.

How accurately does the Schwab rating sys-

tem predict stock performance? As Exhibit 5

shows, stocks rated “F” performed significantly

better than all others during a recent 21-month

period. Once again, noise investing would have

led to inferior results. 

Given the sheer amount of investing noise in

today’s world, it’s not surprising that many

investors end up making their decisions based on

noise. Unfortunately, most investors have expe-

rienced dramatically lower returns over the past
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EXHIBIT 2
ANNUAL RETURN OF MORNINGSTAR’S 1999
“STAR-RANKED” DOMESTIC EQUITY FUNDS

IN 2000

Morningstar Ranking as of December 31, 1999.

Source: Morningstar.
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EXHIBIT 3
ANNUAL RETURN OF MORNINGSTAR’S 2000
“STAR-RANKED” DOMESTIC EQUITY FUNDS

IN 2001

Morningstar Ranking as of December 31, 2000.

Source: Morningstar.
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20 years than the major market benchmark, the

S&P 500 index. In fact, from 1984 to 2003, the

S&P 500 enjoyed an average annual return of 12.2

percent. According to industry research firm Dal-

bar, however, average equity mutual fund

investors saw an average yearly return in their

personal portfolios of just 2.6 percent.* The noise

investors have paid a heavy price indeed.

Why do these investors so consistently make

the wrong decisions? Because noise drives emo-

tions, and making investment decisions based

on emotions rarely has a positive outcome. To

help you understand the emotions of investing

and why most investors systematically make the

wrong decisions, let’s look for a moment at what

happens when you get a hot tip on a stock. 

If you’re like most investors, you don’t buy

the stock right away. You’ve probably had the

experience of losing money on an investment—

and did not enjoy the experience—so you’re not

going to race out and buy that stock based on a

hot tip right away. You’re cautious, so you decide

to follow it for a while to see how it does. Sure

enough, it starts trending upward.

You follow it for a while as it rises. What’s your

emotion? Confidence. You hope that this might

INTELLIGENT INVESTING: FIVE KEY CONCEPTS FOR INVESTMENT SUCCESS TODAY
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EXHIBIT 4
ANNUAL RETURN OF MORNINGSTAR’S 2001
“STAR-RANKED” DOMESTIC EQUITY FUNDS

IN 2002

Morningstar Ranking as of December 31, 2001.

Source: Morningstar.
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EXHIBIT 5
AVERAGE PERFORMANCE OF 

SCHWAB EQUITY RATINGS

Source: Charles Schwab & Co., Inc.
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*Source: Dalbar, Inc. “Quantitative Analysis of Investor Behavior,” 2003. Represents average annually compounded

returns of equity indices versus equity mutual fund investors; based on the length of time shareholders actually

remain invested in a fund and the historic performance of the fund’s appropriate index. Past performance is no

guarantee of future results. Investors cannot invest directly in an index.



be the one investment that helps you make a

lot of money. Let’s say it continues its upward

trend. You start feeling a new emotion as you

begin to consider that this just might be the one.

What is the new emotion? It’s greed. You decide

to buy the stock that day.

You know what happens next. Of course, soon

after you buy it, the stock starts to go down, and

you feel a new combination of emotions—fear

and regret. You’re afraid you made a terrible

mistake. You promise yourself that if the stock

just goes back up to where you bought it, you

will never do it again. You don’t want to have to

tell your spouse or significant other about it.

You don’t care about making money anymore. 

Now let’s say the stock continues to go down.

You find yourself with a new emotion. What is it?

It’s panic. You sell the stock. And what happens

next? All too often, new information comes out

and the stock races to an all-time high. (See

Exhibit 6.)

We’re all poorly wired for investing. Emotions

are powerful forces that cause you to do exactly

the opposite of what you should do. That is, your

emotions lead you to buy high and sell low. If

you do that over a long period of time, you’ll

cause serious damage to your investments.

The good news is that there are superior

methods you can use to tune out that noise and

build an investment plan that will enable you to

achieve consistent investment success. These

methods are the ones used by the world’s best

institutional money management firms to serve

their clients—which include Fortune 500 com-

panies and endowments with billions of dollars

to invest. At our firm, we believe that individual

investors such as you should have access to the

same institutional-class investment approaches

as these companies and endowments enjoy.

As Exhibit 1 shows, there are two institutional-

class approaches. The first is the strategic method

of making investment decisions. Strategic

investors use a process based on Nobel Prize-win-

ning research to build portfolios that provide the

best possible returns for a given level of invest-

ment risk. Strategic investors rebalance those
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EXHIBIT 6
THE EMOTIONAL CURVE OF INVESTING 

Source: Ronald Cordes, Brian O’Toole and Richard Steiny. The Art of Investing and Portfolio Management, 2004.

Greed/Buy

Panic/Sell

Hope/Idea Fear Disappointment



portfolios on a disciplined quarter-by-quarter

basis to ensure that they constantly maintain

the optimal combination of return and risk.

The second institutional-class approach is the

tactical method. Tactical investors also base their

portfolio decisions on Nobel Prize-winning aca-

demic research. However, they manage their

portfolios differently. Instead of regularly rebal-

ancing each quarter, tactical investors look to

add value by emphasizing certain asset classes

or market sectors that their research efforts tell

them are undervalued and offer an above-aver-

age potential for strong returns. Tactical

investors then de-emphasize those asset classes

or sectors once they become fairly valued by the

marketplace. Tactical investors are therefore

more opportunistic than strategic investors.

The strategic and tactical methods are where

most of the academic community reside, as do

the top institutional investors. Investors who

use strategic and tactical investment approaches

dispassionately research what works and then

follow a rational course of action based on

empirical evidence. This allows them to ignore

the noise created by the media. Academic stud-

ies indicate that the return of investors using

the noise approach is, on average, below simple

market returns that investors can earn from

index funds. Strategic and tactical investing is

where you should be, and it’s where you’ll find

the very best investors.

Our passion is to help investors make smart

decisions about their money so that they use

the same methods and capabilities as the most

successful institutional investors. To accomplish

this, we help investors move from the noise to

making smart decisions about their money by

using these prudent investment strategies: 1)

strategic investing, 2) tactical investing or 3) a

combination of the two approaches. This is

where you should be if you seek to maximize the

probability of achieving all your financial goals.
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While investing can at times seem over-

whelming, the academic research can be broken

down into what we call the Five Key Concepts to

Investment Success. If you examine your own

life, you’ll find that it is the simpler things that

consistently work. Successful investing is no dif-

ferent. However, it is easy to have your atten-

tion drawn to the wrong issues. These wrong

issues—the noise—can derail your journey.

In this section, we’ll walk through these five

concepts and then explain how institutional

investors incorporate each of these concepts

into their investment plans, no matter which

direction the markets are going at that moment.

These plans both meet their fiduciary responsi-

bilities and achieve their financial goals. You owe

yourself and your family nothing less than what

the institutional investors have.

It’s important to note here that while these

concepts are designed to maximize return, no

strategy can eliminate risk, which is inherent in

all investments. Whenever you invest, you have

to accept some risk. It’s also important to

remember that you’re responsible for review-

ing your portfolio and risk tolerance, and for

keeping your financial advisor current on any

changes in either your risk tolerance or your life

that might affect your investment objectives.

Concept One: Use Diversification
Effectively to Reduce Risk
Most people understand the basic concept of

diversification: Don’t put all your eggs in one

basket. That’s a very simplistic view of diversifi-

cation, however. It can also get you caught in a

dangerous trap—one that you may already have

fallen into yourself.

For example, many investors believe that

INTELLIGENT INVESTING: FIVE KEY CONCEPTS FOR INVESTMENT SUCCESS TODAY

Five Key Concepts to 
Investment Success

Before you can determine which institutional investment

method is right for you, it’s useful to take a step back and examine the

concepts that will empower you to achieve consistent, long-term invest-

ment success. These are the concepts that will guide you regardless of which

institutional approach you select.

[8]



they have effectively diversified because they

hold a number of different stocks. They don’t

realize that they are in for an emotional roller-

coaster ride if these investments share similar

risk factors by belonging to the same industry

group or asset class. Think about those investors

in the late 1990s who held so-called diversified

portfolios consisting of several large-cap tech-

nology stocks. The fact that they didn’t put all

their eggs into one basket failed to protect them

from the tech wreck that pummeled investors

during the next few years. “Diversification”

among many high-tech companies is not diver-

sification at all.

But truly diversified investors—those who

invest across a number of different asset

classes—can lower their risk, without necessar-

ily sacrificing return. Because they recognize

that it’s impossible to know with certainty which

asset classes will perform best in coming years,

diversified investors take a balanced approach

and stick with it despite volatility in the markets.

Concept Two: Lower Volatility
Enhances Returns and Builds
Greater Wealth 
If your investment approach allows you to consis-

tently buy low and sell high, however, you can

achieve several powerful benefits: You’ll reduce

portfolio volatility and earn more consistent

returns from year to year. And the more consistent

your returns, the faster your money will grow.

For example, let’s assume you are considering

two mutual funds. Each of them has had an aver-

age, or arithmetic, rate of return of 10 percent.

How would you determine which fund is bet-

ter? You would probably expect each fund to

generate the same ending wealth value.

However, this is only true if the two funds have

the same degree of volatility. If one fund is more

volatile than the other, the compound returns

and ending values will be different. It is a mathe-

matical fact that the investment with less volatil-

ity will have a higher compound return.

You can see how this works in Exhibit 7. Two

INTELLIGENT INVESTING: FIVE KEY CONCEPTS FOR INVESTMENT SUCCESS TODAY
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EXHIBIT 7
LESS VOLATILITY = GREATER WEALTH

Consistent Investment Volatile Investment

Year Rate of Return Ending Value Rate of Return Ending Value

1 8% $108,000 30% $130,000

2 8% $116,640 –20% $104,000

3 8% $125,971 25% $130,000

4 8% $136,049 –20% $104,000

5 8% $146,933 25% $130,000

Arithmetic return 8% 8%

Compound return 8% 5.39%

Source: Ronald Cordes, Brian O’Toole and Richard Steiny. The Art of Investing and Portfolio Management, 2004.



equal investments can have the same arithmetic

rate of return but have very different ending val-

ues because of volatility. You want to design

your portfolio so that it has as little volatility as

necessary to achieve your goals.

Exhibit 8 shows two portfolios with the same

average return. As a prudent investor, you want

the smoother ride of Portfolio A, not only

because it helps you ride out the emotional

curve, but more important, because you will cre-

ate more wealth to reach your financial goals.

Concept Three: Global
Diversification Reduces Risk and
Enhances Returns
Investors here in the U.S. tend to favor stocks

and bonds of U.S.-based companies. For many,

it’s much more comfortable emotionally to

invest in firms that they know and whose prod-

ucts they use than in companies located on

another continent.

Unfortunately, these investors’ emotional

reactions are causing them to miss out on one

of the most effective ways to increase their

returns. That’s because the U.S. now makes up a

much smaller percentage of the total investable

capital market than it did just 30 years ago. (See

Exhibit 9.) By looking to overseas investments,

you greatly increase your opportunity to invest

in superior global firms that can help you grow

your wealth faster.

Global diversification in your portfolio also

reduces its overall risk. American equity mar-

kets and international markets do not move

together. Individual stocks of companies around

the world with similar risk have the same

INTELLIGENT INVESTING: FIVE KEY CONCEPTS FOR INVESTMENT SUCCESS TODAY
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EXHIBIT 8
TWO PORTFOLIOS WITH THE

SAME AVERAGE RETURN

Source: Ronald Cordes, Brian O’Toole and Richard Steiny. 

The Art of Investing and Portfolio Management, 2004.

Portfolio
B

Portfolio
A

EXHIBIT 9
GROWTH OF INTERNATIONAL EQUITY MARKETS

Source: Ibbotson Associates, Inc.

NON-US STOCKSUS STOCKS

35% 47% 62%

1973 1983 2000

65% 53% 38%



expected rate of return. However, they don’t get

there in the same manner or at the same time.

The price movements between international

and U.S. asset classes are often dissimilar: That’s

why investing in both can increase your portfo-

lio’s diversification.

Concept Four: Changing Markets
Demand Different Investment
Approaches
Academic research tells us that, over the past

100 years, there has been a series of long periods

when the broad market moves in a general direc-

tion. Extended periods of upward price move-

ments are called secular bull markets. Lengthy

periods of downward movements are called sec-

ular bear markets.

As Exhibit 10 shows, secular bull and bear mar-

kets have lasted anywhere from eight to 24 years

since 1906. Notice that the 24-year bull market

from 1942 through 1965 that saw the Dow gain 10

percent annually was followed by a severe 16-

year secular bear market during which stocks

realized an annual return of negative 1 percent. 

Regardless of whether the markets are in a

secular bull or a secular bear, investors still need

to achieve their most important goals. They

need a way to succeed consistently during both

the good times and the bad. At first glance, it

may seem impossible to you to achieve success

during a 16-year period when stock prices are

down. After all, it was tough for most investors

to earn decent returns during the three years

through 2002.
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EXHIBIT 10
ALTERNATING SECULAR BULL AND BEAR MARKETS

DOW JONES INDUSTRIAL AVERAGE 1900–2000

Source: Meeder Asset Management and Ronald Cordes, Brian O’Toole and Richard Steiny, The Art of Investing and Portfolio

Management, 2004.

1900           1910           1920           1930           1940           1950           1960           1970           1980           1990

Bear
19 Years

-38% TR

-3% AR

Bull
8 Years

496%TR

25% AR

Bear
13 Years

-75% TR

-10% AR

Bull
24 Years

960% TR

10% AR

Bear
16 Years

-22% TR

-1% AR

Bull
18 Years

1205% TR

16% AR



The key to successfully navigating the ever-

changing market environment is to adapt your

investment approach to take advantage of the

specific forces at work during secular bull and

bear markets.

Let’s look first at what works during secular

bull markets. In a secular bull market, the rising

tide of stock prices lifts all boats. Success comes

mainly by being invested in the broad market

through index funds or exchange-traded funds,

for instance, that “own the market.” These invest-

ments typically outperform managers trying to

add value through superior stock selection and

other forms of fundamental research. 

You’ll be best served by using the strategic

method of investing, taking a buy-and-hold

approach and keeping turnover low—essentially

getting on the horse, grabbing the reins and rid-

ing as hard as you can. Exhibit 11 provides an

overview of this approach.

And what does it take to succeed when the

market is gripped by a long-term, secular bear

market? As you can see in Exhibit 12, a secular

bear calls for a fundamentally different

approach. When the broad market is in a deep

slump, there’s no rising tide to lift all boats. Suc-

cess requires superior active research and man-

agement efforts to uncover those investments

capable of swimming against the tide and deliv-

ering strong returns.

Tactical, active management strategies win

out over passive strategies during these times.

The period from 1965 through 1982 is a perfect

example: The average active large-cap mutual

fund manager returned 10.2 percent annually,

while the S&P 500 gained just 7.1 percent—about

the same as the inflation rate during that time.

An investor starting with $100,000 who took an

active approach would have ended up with

almost $233,000 more than one who had simply

bought and held an S&P 500 index fund.*
The best active approach to take during sec-

ular bear markets is a concentrated but still

well-diversified portfolio consisting of approx-

imately 30 to 50 individual stocks. That’s

because the value that comes from active man-

agement gets “boiled down” into an investor’s

very best ideas. By focusing on those invest-

ments that can do well in tough times and side-

stepping the rest, concentrated portfolios have

a distinct advantage.

A tactical approach to asset allocation is

another key to secular bear success. That’s

because certain market segments and asset

classes tend to stay healthy even when the

broader market is ill. Having the freedom to
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EXHIBIT 11
SECULAR BULL MARKETS

(1922-1929, 1942-1965, 1982-MARCH 2000)

Portfolio Management Strategy: Passive or Indexed

■ Less value added from active

management/fundamental research

■ Indexes outperform most active managers

■ Broadly diversified portfolios

■ Low turnover

Asset Allocation Approach: Strategic

■ Buy and hold

■ Limited rebalancing

Source: Ronald Cordes, Brian O’Toole and Richard Steiny, The

Art of Investing and Portfolio Management, 2004.

* Source: Brandes Investment Partners. Average active large-cap mutual fund manager represents the universe of 47 actively

managed large-cap mutual funds with track records spanning the period December 31, 1965 to December 31, 1982.



emphasize those areas of the market that offer

the best prospects will help keep your invest-

ment plan on track during a secular bear.

The very best institutional investors, who rec-

ognize the various forces at work in secular bull

and secular bear markets, do not rely on one

investment approach. Instead, they adopt both

strategic and tactical strategies and use them

accordingly to effectively manage risk, enhance

returns and build greater wealth over time.

Concept Five: Design Portfolios
That Are Efficient
How do you decide which investments to use and

in what combinations? Since 1972, major insti-

tutions have been using a money-management

concept known as Modern Portfolio Theory. It

was developed at the University of Chicago by

Harry Markowitz and Merton Miller and later

expanded by Stanford professor William Sharpe.

Markowitz, Miller and Sharpe subsequently won

the Nobel Prize for economics for their contri-

bution to investment methodology.

The process of developing a strategic portfolio

using Modern Portfolio Theory is mathematical

in nature and can appear daunting. It’s important

to remember that math is nothing more than an

expression of logic, so as you examine the

process, you can readily see the common sense

approach that it takes—which is counter-intu-

itive to conventional investment thinking.

Markowitz stated that, for every level of risk,

there is some optimum combination of invest-

ments that will give you the highest rate of return.

The combinations of investments exhibiting this

optimal risk/reward trade-off form the efficient

frontier line. The efficient frontier is determined

by calculating the expected rate of return, stan-

dard deviation and correlation coefficient for each

asset class, and using this information to identify

the portfolio at the highest expected return for

each incremental level of risk. 

By plotting each investment combination or

portfolio representing a given level of risk and

expected return, we are able to describe mathe-

matically a series of points or “efficient portfolios.”

This line forms the efficient frontier. (See Exhibit 13.)
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EXHIBIT 12
SECULAR BEAR MARKETS (1906-1921,
1929-1941, 1966-1982, MARCH 2000-?)

Portfolio Management Strategy: Active

■ Significant value added from active

management/fundamental research

■ Active managers outperform indexes

■ More concentrated portfolios

■ Higher turnover

Asset Allocation Approach: Tactical

■ Opportunistic

■ More frequent rebalancing

Source: Ronald Cordes, Brian O’Toole and Richard Steiny, The

Art of Investing and Portfolio Management, 2004.

EXHIBIT 13
THE EFFICIENT FRONTIER

Source: Ronald Cordes, Brian O’Toole and Richard Steiny, 

The Art of Investing and Portfolio Management, 2004.
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Most investors’ portfolios fall significantly

below the efficient frontier. Portfolios such as the

S&P 500, which is often used as a proxy for the

market, fall below the line when several asset

classes are compared. Investors can have the same

rates of return with an asset class portfolio with

much less risk, or higher rates of return for the

same level of risk. 

The best institutional investors will restrict

their choice of portfolios to those that appear on

the efficient frontier and to the specific portfolios

that represent their own risk-tolerance level. Our

job is to make sure that for whatever risk level

you choose, you have the highest possible return

on the efficient frontier so that we can maximize

the probability of achieving your financial goals.

INTELLIGENT INVESTING: FIVE KEY CONCEPTS FOR INVESTMENT SUCCESS TODAY
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It’s important to recognize that it’s very diffi-

cult to be good at all things. Because most of us

are not wired, from an emotional standpoint, to

effectively develop and maintain our invest-

ment plan, you may want to consider working

with a qualified financial advisor. In one major

survey of affluent investors, we found that 90.2

percent of them want to work with financial

advisors. The key is to find an advisor who will

implement the five key concepts we’ve dis-

cussed here.

If you do choose to work with a financial advi-

sor to update and implement your investment

plan, you should be aware that not all advisors

will approach your investments in the same way.

There are two types of advisors: those who are

transactional and those who are consultative. 

The difference? Transactional advisors are

primarily focused on recommending a variety

of investment products to their clients. Consul-

tative advisors, on the other hand, are primarily

concerned with offering their clients a consul-

tative approach that will help them meet their

clients’ investment needs. 

Because consultative advisors are committed

to uncovering your true financial needs and

goals, and crafting a long-range investment plan

that will meet those needs and goals over time,

we recommend that you choose the consultative

approach.  

And what should you expect from a consul-

tative advisor? The most successful consultative

advisors use a systematic process, usually

spread over a series of meetings, to design an

investment plan that maximizes the probability

of achieving your financial goals. These meet-

ings typically involve the following:

■ Discovery session. The advisor will use this

meeting to determine your financial goals,

resources and time horizon, as well as your

return expectations and tolerance for risk.

The advisor will then use this information to

Your Next Steps

Given today’s market volatility, one of the most important

things you can do as an investor is to ensure that your investment

plan is current. Your plan should examine where you are now and where

you need to go to realize your financial goals, and should also identify the

gaps you need to overcome. 
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craft a proposal for you that includes an

Investment Policy Statement (IPS), which

describes your entire financial situation and

makes specific recommendations.

■ Investment proposal presentation. The advi-

sor will now present to you your personal IPS

and investment plan recommendations. It

will show you exactly how you will get from

where you are now to where you want to be in

the future. The advisor will ask you to care-

fully review the recommendations. 

■ Implementation meeting. At this meeting,

assuming that you and the advisor choose to

work together, you’ll set up your plan and

open the account. 

■ Initial review. A few weeks after your advisor

has implemented your plan, he or she will meet

with you to review the strategy and to review

and organize the new paperwork that you’ve

received. You’ll also have the opportunity to dis-

cuss any other issues or questions you have.

■ Regular progress meetings. Your advisor will

meet with you on a regular basis (the fre-

quency is up to you) in order to provide you

with detailed reports on your portfolio’s per-

formance. He or she will also revisit your

financial goals with you and determine where

you stand in relation to them. Your advisor

will also update you on any important

changes with your investments or managers,

and recommend any necessary changes.

You should always expect outstanding service

from any financial advisor you choose. Your

phone calls should be returned on the same day,

you should receive quick and complete

responses to all your questions, you should be

able to meet with your advisor as often as you

wish, and your advisor should always take your

unique needs and preferences into account. In

short, you should expect to be treated like what

you are—a very important client. 

If you are currently working with a finan-

cial advisor and are unsure if he or she is using

a consultative approach or the proven

methodologies we’ve discussed here, you

should have another advisor complete a diag-

nostic of your situation so that you can have a

second opinion. 

This is an exciting and challenging time to be

an investor. There are many things going on

around the world that will make the next few

years extremely rewarding—if you design your

investment plan to be successful. 

You owe it to your family and yourself to

make sure that your investment plan is designed

to not only deal with the changes you’ve experi-

enced during the last few years of market volatil-

ity, but more important, also take advantage of

the opportunities to maximize the probability

that you will achieve all your financial goals. 

We wish you nothing but success in achieving

all that’s important to you.
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