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Introduction

This paper discusses the advantages of active management and the limitations of the
argument related to active versus passive investing. Further, it defines the fundamental
reason for portfolio management, which is meeting the client’s objectives—rather than
beating the market. Importantly, it highlights the requirement to keep the client’s emotions
in check, to help them avoid making decisions that will inevitably limit their ability to meet
those objectives. Finally, it focuses on the role of active management in robust diversification.

Active or Passive: is that the question?

For many years, the media, economists, analysts, academics, and investment advisors have been
participating in a school-yard argument about the virtues of their chosen opinion. “Active is better!
No, passive is better. Yeah? Prove it. No, you prove it!” More often than not, this back and forth goes
on without a clear definition of what active management actually is.

With access to sufficient computing power and terabytes of data, we can, of course, find ways to
“prove it.” Clearly, humans are very adept at finding what they need to corroborate their strategy
or methodology while conveniently brushing aside data that may cast a shadow on their cherished
beliefs. Much of the active versus passive argument has centered on “beating the market,” with
active investment strategists making the case that staying out of the market during downturns—
and jumping in at the bottom to ride the upturns—enables them to beat the market, while the buy
and hold, passive investment pundits insist that “if you missed the 10 best days in the last 10 years”
you would have small or even negative returns—basically arguing that timing the market is
impossible.

This whole line of reasoning misses the point. I[t's not about beating the market. Simple arithmetic
tells us that most investors will not consistently beat the market. It's fundamentally about enabling
your client to meet their financial objectives, which involves allowing them to stay comfortably
invested in all market environments. We contend that active management is an important tool in
meeting that goal and provides additional diversification—enabling you the opportunity to improve
performance and smooth market volatility.

Not to spoil the ending, but we may never be able to prove anything. Why? Because markets,
economies, political and social landscapes are ever-changing—and they are all influenced by people
whose decisions impact those ecosystems. This is like the world’s largest Rubik’s cube. While in the
aggregate we generally treat markets as rational systems, in practice, people make decisions based
on emotion and unforeseen events that change their life circumstances—which often have nothing
to do with the value of an investment. The motivations of individuals are as diverse as the people
themselves.
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The Real Question

So what is active management? Fundamentally, it is simply making adjustments to a portfolio to
take advantage of mispriced securities. On the other hand, passive investing makes the assumption
that the market is efficient and securities are always fairly priced.

Both active management and passive management have pros and cons. So if you can soften your
stance and meet in the middle, you see that both can be appropriate. Some of the oldest market
wisdom in the book, “buy low and sell high,” suggests an element of active management. And, while
historically most traditional investment firms stuck to the buy-and-hold strategy, many are now
coming around to the idea that active strategies also have their place.

When active and passive strategies are mixed they can provide a better overall experience for the
client. We are all familiar with active management strategies and the value they can bring to add
performance, respond to changing market conditions, and side-step losses. When combined with
more passive strategies, active strategies provide an extra level of diversification, to vary not just
asset class, but also holding time-frame.

The real question involves understanding the individual and his or her specific needs, which is
where a skilled advisor provides value. Again, the individual is where it all starts. Investment
personality questionnaires are helpful, but they are not nearly enough. Many young people today
are uncharacteristically risk averse—because their experience is that markets are a very scary ride
at best. So an assumption on a questionnaire that because you are in your mid-thirties and have no
debt you should take more risk just doesn’t work. The challenge comes when they have been told
they should be invested in the stock market—when an event one-tenth the size of the credit crisis
happens—and they frantically push the sell button.

Our job as advisors is to help an individual through times like these so they do not miss the
upcoming recovery. The idea of having faith that the market will recover and you should hold on, or
even invest more, may seem reasonable to a seasoned investor, but it probably will not work for an
investor who only knows the last several years of market uncertainty.

[t only makes sense to use all the tools at your disposal, including active management. If you can
help an individual feel comfortable, even confident, with investing for their future, you are doing a
great service for them. Active management is an additional arrow in your quiver to help clients stay
invested to achieve their objectives.

The Answer: 3 Fundamentals

If only the answer could be as simple as, “if a client needs a 5% return each year over a ten-year
period, then pick fund X,” but obviously it’s not. The challenge we face as advisors is educating the
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client and ourselves, as well as setting appropriate goals and managing expectations - which require
a fundamental understanding not only of the markets, but also human behavior.

Beating the market: not the goal

There are several reasons why “beating the market” is akin to a dog chasing its tail. There are very
few people - either investors or managers - that can be as unemotional as Warren Buffet, to the
point of licking his chops when a normal person thinks the world is ending. Conversely, Buffet is
wise enough to pull in his horns near a top, when everyone else is riding the wave and believing
they are geniuses. More to the point, if a client tells you they want to beat the market and never lose
money, they need to be educated, because frankly, they just don’t get it.

As we stated previously, it’s not about beating the market. It's about keeping clients on track so they
can stay the course and reach their financial goals. Clearly, helping clients set realistic goals reduces
uncertainty and improves their chance of success.

Each investor is unique and each will almost certainly have unique life circumstances. Keeping them
on track to reach long-term financial objectives requires you to be part savvy investment advisor
and part psychologist. Even if you solely create money management systems and never talk to
individual investors, you still must manage with the knowledge that investment advisors are subject
to the same emotions that plague their clients.

Behavioral Finance: its role

Most clients need to have a certain amount of money at a certain time, and they can afford to
contribute a certain amount towards that goal. Clearly, managing clients to reach their goals
requires understanding the individual and how they will react to volatility, uncertainly, or the latest
news story. One important piece of the puzzle is developing an understanding of behavioral finance.
In short, the discipline can help us understand that people are emotional creatures, prone to
delusional bouts that produce over-confidence, fearfulness, confusion, and potentially impulsive
mistakes or extreme reticence.

Within the behavioral finance discipline, investor biases have been defined, along with possible
solutions to solve for them, to help you keep your client from making costly mistakes. This field is
becoming a regular part of the curriculum for investment advisors, and is critical to understanding
clients’ needs. Simply put, two basic behaviors that put clients at risk of not meeting their financial
objectives are fear and greed.

Behavioral finance is the art of understanding investors’ biases. For wealth management
practitioners, creating and delivering effective investment solutions requires a keen awareness of
“less than rational” decision making on the part of investors. These behavioral biases are defined as
systematic errors in judgment and have been classified in two broad categories in the literature—
cognitive and emotional. Cognitive biases are related to faulty reasoning and often better
information and educational advice can correct them. Emotional biases, on the other hand, come
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from impulsive feelings, such as lack of self-control or overconfidence, and are more difficult to
correct.

In managing these behavioral biases as well as your clients’ aversion to losses, selective memory, or
regret, management professionals have two core tools—moderating the client or adjusting the
portfolio. In many cases, a combination of the two approaches may be the most appropriate
strategy.

For example, with a client who doesn’t tolerate risk and has a recent memory of market losses, but
who also runs the risk of outliving his or her assets, you can educate the investor to moderate their
biases and recommend that they accept some risk in their portfolio to reduce the risk of outliving
their assets.

Warren Buffet has made billions in exploiting behavioral finance concepts by “buying when there is
blood in the streets.” However, few investors, no matter how risk averse they may believe they are,
are comfortable with the downside inherent in investing. Your job is to smooth out that volatility.

This is where adjusting the portfolio comes in. In many cases, even with good education to help
clients curb faulty reasoning, you cannot undo emotional biases. Active management techniques are
a key weapon in creating portfolios that can help clients stay invested and reach their objectives
despite their inherent biases.

Money management: more than diversification of asset classes

Money management, when implemented with discipline, is an excellent tool to get an investor to
their investment objectives. As evidenced by the last thirteen years of market behavior, using
traditional asset classes—stocks, bonds and cash—just is not enough. So we add commodities, real
estate, and other alternative investments. And if you dig deeper, there are additional asset classes
that are subsets or combinations of these. All are affected by different economies around the world
and the politics that come with them. The point is that there are choices—lots of choices. To narrow
those choices clients hire advisors and professional managers to sift through them and choose the
best combination at any point in time.

Advisors have the important task of smoothing out the bumps so an investor can live through
inevitable market volatility and stay invested. Clearly, diversification is the classic tool to do that. Of
course, there are several methods with which we are all familiar—dollar cost averaging,
rebalancing, asset allocation, target date investing, position sizing, and laddered portfolios. All of
these methods are based on logical rules that take common behavioral biases of investors into
account, again, to get clients invested and help them stay invested.

Now more than ever, the dynamic global economy demands that we must not only decide what to
buy, but when to buy it, as well as what to sell and when to sell it. That’s active management.
Strategies employed by managers for years with great success are contrarian, growth investing,
value investing, momentum, mean reversion, distressed debt and, again, the list goes on and on. Not
only do these strategies differ in their approach, but many have varying time horizons that create
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additional diversification. One core attribute these managers have in common is using processes or
rules to remove emotion when making buy and sell decisions. Not every decision will be correct, but
management systems that employ a disciplined decision process give advisors critical tools to
manage clients—to reduce reactive behaviors and help clients reach their financial goals.

The combination of diversification across asset classes using a mix of investment strategies and
diversifying across holding timeframes smoothes volatility and provides a more robust investment
portfolio. With markets and economies evolving at such a rapid pace, adding active management to
the overall diversification process provides additional comfort for clients’ assets to reach their
targets smoothly and efficiently—even in the midst of continual and accelerated change.

Conclusion: Keep Learning

If we are focusing on the end goal for advisors and their clients, most would agree that to meet the
clients’ investment objectives, it benefits both if the client-advisor relationship is a lifelong one. For
the advisor to create that lifelong relationship it is imperative to continue to learn, know the client,
understand their behavioral biases, and based on that knowledge, know what portfolio adjustments
to make. A process-driven discipline supports diversification, using a variety of asset classes and
holding timeframes.

While the above fundamentals are only a beginning, they provide a framework from which to start.
Setting proper goals with your clients using a thoughtful planning process, educating them to better
understand the biases that affect us all, and navigating the investment landscape using active money
management, give clients and advisors a much better chance at financial success.

Professional organizations and continuing education are imperative to adapting your business for
growth in a changing competitive environment. The National Association of Active Investment
Management (NAAIM) is an excellent resource to meet and network with professionals that use
active management to generate a well-rounded suite of investment offerings and active strategies
that support uniquely diversified portfolio management systems.

In 1989, the founders of NAAIM set out to build an organization where there could be an open and
free exchange of ideas among successful advisers and advisory firms in the industry. NAAIM is
where top advisers come to share ideas from peers on such topics as new investment strategies,
practice management, compliance, trading platforms, new products, launching new business lines,
reaching out to new clients, and increasing the loyalty of existing clients.

To learn more about NAAIM or becoming a NAAIM member, go to www.naaim.org or contact us to
receive a member packet.

Email: info@naaim.org Phone: 888.261.0787
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