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tHe fiNaNCiaL CriSiS of 2007–09 has had enormous 
consequences, but it has not led to major changes in the investment 
policies followed by institutional and private investors. One trend that 
has been accelerated by the crisis, and its aftermath of ultra-low interest 
rates, is the rapid move in various countries towards complete closure 
of company-sponsored salary-related pension schemes. Millions are 
now confronted with the challenge of building up their own pension 
pot to fund their retirement. Many of these, who, it is reasonable to 
suppose, have no particular interest in investment markets, need to be 
conscious of whether their savings are sufficient and “on track”, and 
sensibly invested. This new edition is deliberately tilted to address 
these kinds of concerns of the private investor (see Chapter 3 on 
personal pensions, in particular). 

Many of these concerns parallel those facing institutional funds. 
Since the crisis, earlier investment trends have been extended, rather 
than new trends emerging. There has been a growing recognition by 
all types of investors of the importance of globally diversified equity 
portfolios (Chapter 8), and although investment management fees 
have been squeezed by the rapid rise of inexpensive market-matching 
passive equity and bond funds, investment managers have been kept in 
the lifestyle to which they have been accustomed by continued growing 
allocations to high-fee “alternative” investments, such as hedge funds 
(Chapters 5 and 10). 

Twenty-five years ago, both authors would have been confident that 
investment manager fees would have been under relentless pressure 
in the decades ahead. Time has so far shown such a prediction to have 
been only half-right. However, even the most modest investor can now 

Introduction: Back to basics, 
again
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xx Guide to investment strateGy

find easy access to reputable low-fee strategies of equity and bond 
investments that might suit their needs and which are comparable 
to those discussed in the first part of the book. Norway’s oil fund 
(formally known as the Government Pension Fund (Global)), which is 
reported to be the largest fund in the world, has essentially followed 
such a strategy, since 1997. Warren Buffet, who has a reputation as one 
of the most successful professional investors, suggested in 2017 that 
American investors who are saving for retirement should “consistently 
buy an S&P500 low-cost index fund… I think it’s the thing that makes 
the most sense practically all of the time.”

As very low interest rates have persisted, stockmarkets have 
seemingly become more expensive. Bond markets automatically 
translate low interest rates, which are expected to persist, into much 
higher bond prices and it is widely believed that this helps to explain the 
buoyancy of prices for a wide range of collectibles, from works of art to 
classic cars (see Chapter 11). There is though, no agreement on whether 
the same process has left stockmarkets dangerously overvalued, or 
simply as having adjusted to a new reality of prolonged low interest 
rates. Most investors have responded as if they are not sure how to read 
signs that markets may be expensive (see Chapter 5).

The stockmarket will always be intrinsically volatile, but at the time 
of writing, stockmarket volatility was as low as it has been in recent 
decades. Chapter 9 explores the close relationship between the higher 
yield offered on corporate bonds compared to that on government 
bonds (the spread). In late 2017 this spread was as low as it has been 
since 2007. This seems to be explained in part by (what were at the 
time) tranquil stockmarkets. The message is to expect bond yields to 
adjust if and when stockmarket volatility increases. 

The suggestion that markets might be expensive sounds like a 
good reason to delay investing. The difficult subject of market timing 
when markets seem expensive or cheap is discussed in Chapters 5 and 
6. When markets seem expensive, and also when they are volatile, 
the best strategy is normally to continue with a long-term strategy 
of making regular contributions to a pension savings accounts or to 
maintain balance in whatever strategy is being followed. Chapter 6 (Are 
you in it for the long term?) emphasises that some declines in prices are 
good news for investors. If bond prices (or the stockmarket) do decline 
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from their current levels, that is unambiguously positive news for 
anyone saving for a pension, as they can now buy more pension with 
each monthly contribution. For those enrolled in company-sponsored 
DC pension plans, inertia is most likely (as in 2008) to keep regular 
contributions flowing unimpeded by all the noise and commentary 
from TV pundits. Those who already have a fund of investments, the 
best protection against ill-considered responses to news is a diversified 
investment strategy whose rationale has been thought through and 
agreed in advance with an adviser. 

As with the previous editions of this book, the first part of the book 
describes the design of such “keep-it-simple” strategies of stocks, 
bonds and cash. Chapter 1 starts with the distinction between risk 
(which can reasonably be measured) and uncertainty (which cannot 
reasonably be measured and so is not captured by risk models, but 
is still important). It emphasises the importance of thinking how 
vulnerable our investments and savings are to bad times (because they 
do happen every now and again, and most probably will arise at some 
stage during your retirement).

The book is divided into two sections: Part 1 provides a framework 
for thinking about the different aspects of risk and how savings 
and investments might be allocated to meet investors’ reasonable 
expectations. While keep-it-simple is a theme of this book, Part 
2 provides more detail on equity and bond markets, giving an 
introduction to more complicated hedge fund and private equity 
investments, and more widely held real estate investments, including 
housing (Chapter 10), and ending with a focus on collections (however 
modest) of art and other investments of passion (Chapter 11). 

The authors would welcome any feedback and can be contacted at 
the following email addresses: 

Peter Stanyer: peter@peterstanyer.com 
Stephen Satchell: ses999@yahoo.co.uk

Peter Stanyer
Stephen Satchell
December 2017
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Part 1

The big picture
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1
 Setting the scene: What is risk 

for a personal investor?

Think about risk before it hits you
Risk is about bad outcomes, and a bad outcome that might arrive at 
a bad time is especially damaging and requires particularly attractive 
rewards to compensate for facing that risk. Investors and their advisers 
have typically judged the riskiness of an investment by its volatility, but 
in the words of Antti Ilmanen, author of Expected Returns: An Investor’s 
Guide to Harvesting Market Rewards, not all volatilities are equal, and 
the timing of bad outcomes matters for risk as much as the scale of 
those bad outcomes. A theme throughout this book is that investors 
should think about how investments might perform in bad times as 
the key to understanding how much risk they are taking. There is little 
discussion of what constitutes a bad time, which will vary from investor 
to investor, but it is best captured by Ilmanen, who defines it as a time 
when an extra dollar of ready cash feels especially valuable.

What constitutes a bad outcome is far from simple. It is typically 
specific to each investor. Thus, a bad outcome can vary from one 
investor to another and from investment to investment. If an investor 
is saving for a pension, or to pay off a mortgage, or to fund a child’s 
education, the bad outcome that matters is the risk of a shortfall from 
the investment objective. This is different from the risk of a negative 
return. In Chapter 6, the distinction is drawn between threats to future 
income (which is of concern to a pensioner) and threats to the value 
of investments (which matter to a cautious short-term investor). This 
indicates that the short-term risk of losing money is inadequate as a 
general measure of risk.

As mentioned earlier, there is a temporal dimension to risk. In 
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4 Guide to investment strateGy

practical terms, this means that a multi-period strategy gives multiple 
opportunities to review the strategy as time passes. Thus risk is also 
about the chance of anything happening before the investment matures, 
which undermines an investor’s confidence in the future objective of 
the investment being met. 

To complicate matters, there is a distinction between risk and 
uncertainty. Gambling on tossing a fair coin constitutes risk as the 
outcomes and their probabilities are fully known, even though the actual 
result of the coin toss is not. Being hit by meteorites, abducted by aliens, 
and other such phenomena, while tossing the coin, brings a different 
dimension to the situation as we cannot fully describe the outcomes or 
their probabilities. The latter concept is referred to as uncertainty. 

Financial decisions are a mix of risk and uncertainty. In 2017, we 
were in a world of low financial risk and high political uncertainty. It 
is clear that this uncertainty will also vary among individuals. Since 
those working in the investment business are uncertain about market 
relationships, it is reasonable for investors to be at least as uncertain. 
It is also reasonable for their confidence to be shaken by disappointing 
developments along the way, even if those developments are not 
surprising to a quantitative analyst. 

Investors’ expectations are naturally updated as time evolves and as 
their own experience (and everyone else’s) grows. As far as the investor 
is concerned, the perceived risk of a bad outcome will be increased 
by disappointments before the target date is reached, undermining 
confidence in the investment strategy.

The pattern of investment returns along the way matters to 
investors, not just the final return at some target date in the future. This 
focus on the risk of suffering unacceptable losses at any stage before 
an investor’s target date has highlighted the dangers of mismeasuring 
risk. An investor might accept some low probability of a particular bad 
outcome occurring after, say, three years. However, the likelihood of 
that poor threshold being breached at some stage before the end of the 
three years will be much higher than the investor might expect. The 
danger is that the investor’s attention and judgment are initially drawn 
only to the complete three-year period. As the period is extended, the 
risk of experiencing particularly poor interim results, at some time, can 
increase dramatically.
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 Setting the scene: What is risk for a personal investor? 5

The insights from behavioural finance (see Chapter 2) on 
investor loss aversion are particularly important here. Disappointing 
performance disproportionately undermines investor confidence. 
The risk of this, and its repercussions for the likelihood of achieving 
longer-term objectives, represents issues that investors need to discuss 
regularly with their advisers, especially when they are considering 
moving to a higher-risk strategy.

Research findings from behavioural finance emphasise that 
investors often attach different importance to achieving different 
goals. The risk of bad outcomes should be reduced, as far as possible, 
for objectives that the investor regards as most critical to achieve, and, 
ideally, any high risk of missing objectives should be focused on the 
nice-to-have but dispensable targets. Investors may then be less likely 
to react adversely to the disappointments that inevitably accompany 
risk-based strategies. They will know that such targets are less critical 
objectives.

Risk is about the chance of disappointing outcomes. Risk can 
be managed, but disappointing outcomes cannot, and surprising 
things sometimes do happen. However, measuring the volatility of 
investment performance, as a check on what the statistical models say 
is likely, can be helpful in coming to an independent assessment of 
risk. But it will always be based on a small sample of data. Thus we 
can attempt to measure the risks we perceive. Uncertainties that exist 
but that we neither have the imagination nor the data to measure will 
always escape our metrics. There are no easy solutions to the problem 
of measuring uncertainty. This led Glynn Holton to write in the 
Financial Analysts Journal in 2004: “It is meaningless to ask if a risk 
metric captures risk. Instead, ask if it is useful.” It is worth commenting 
that the availability of more and better data, which is a strong feature of 
modern finance, does mean that some of yesterday’s uncertainties may 
become tomorrow’s risks.

More often than not, the real problem is that unusual risk-taking 
is rewarded rather than penalised. There are numerous investment 
strategies with names like Low Volatility, or Low Beta, that appear to 
have lower-than-market risk but higher-than-market returns (see 
Chapter 7). Two points can be made about this. First, we may not be 
measuring risk correctly. Second, we need to avoid drawing the wrong 

guide to investment strategy 2018 artwork.indd   5 15/2/18   15:32:30



6 Guide to investment strateGy

conclusions about the good times as well as the bad times. This theme 
is captured by a photograph at the front of Frank Sortino and Stephen 
Satchell’s book Managing Downside Risk in Financial Markets. It shows 
Karen Sortino on safari in Africa, petting an intimidating rhino. The 
caption underneath reads: “Just because you got away with it, doesn’t 
mean you didn’t take any risk.”

Fraud and betrayal
If risk is about bad outcomes, to be a victim of fraud is a particularly 
bad outcome. Yet when we look after our own savings and investments 
we are often our own worst enemies. Many people expect savings 
and investments, in which they have no particular fascination, to 
be a difficult subject that they do not expect to understand. Any 
opportunity that presents itself to take a short cut and, in the words of 
Daniel Kahneman, a Nobel laureate in economics, and Eugene Higgins, 
emeritus professor of psychology at Princeton University, to “think 
fast”, which easily leads to avoidable mistakes, rather than “thinking 
slow”, which requires some concentration and effort, will be tempting. 
Our lazy inclination to “think fast” (see Chapter 2) is readily exploited 
by fraudsters who are attracted to our money and our behavioural 
weaknesses like bees to a honey pot. The enormous Madoff fraud that 
unravelled in December 2008 provides salutary lessons for us all. It is a 
mistake to think “it couldn’t happen to me”. It could, and do-it-yourself 
investors are probably particularly vulnerable. Fraud in financial 
markets is depressingly common. 

At the end of November 2008, the accounts of the clients of 
Bernard L. Madoff Investment Securities LLC, an investment adviser 
registered by the US Securities and Exchange Commission (SEC), had 
a supposed aggregate value of $64.8 billion invested in the supposedly 
sophisticated investment strategy run by Bernie Madoff. His firm had 
been in operation since the 1960s and it is thought that his fraud started 
sometime in the 1970s. It lasted until the 11th December 2008 when he 
was arrested and his business was exposed as a huge scam, probably 
the largest securities fraud the world has ever known.

The amounts that Madoff’s investors thought they owned had been 
inflated by fictitious investment performance ever since they had first 
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 Setting the scene: What is risk for a personal investor? 7

invested, and the amount that Madoff actually controlled was further 
reduced because early investors, who then withdrew money, were paid 
their inflated investment values with billions of dollars provided by 
later investors. The court-appointed liquidator has estimated the actual 
losses to investors of money they originally invested to be around 
$17.5 billion. Nevertheless, at one stage investors believed that they 
had assets – which, unknown to them, were mostly fictitious – worth 
$65 billion invested with Madoff. By October 2017, the liquidators 
had recovered or entered into agreements to recover, often from 
early beneficiaries of the fraud, $12.7 billion or 73% of the estimated 
losses of amounts invested with the firm, and actual distributions to 
investors totalled $9.5 billion. Although, it is likely that the trustee for 
the liquidation, Irving S. Picard, will succeed in recovering much more 
than was initially feared of the amounts originally invested, actual 
distributions to investors represent just 15% of the aggregate inflated 
value reported by Madoff just before his scam unravelled in December 
2008. His investors have been left nursing huge losses from what they 
had believed was their wealth. Unless they remain alert, others are in 
danger of repeating the mistakes that led so many to lose so much. So 
how can investors protect themselves?

Madoff’s investment strategy seemingly offered the attractive 
combination of a long-run performance comparable to the stockmarket 
but, supposedly thanks to the clever use of derivatives, with little 
volatility.

Marketing material from fund distributors presented the track 
record of Madoff’s fraud in the way shown in Figure 1.1 for Fairfield 
Sentry, a so-called feeder fund, which was entirely invested in Madoff’s 
scam. It showed the seductive combination of apparently low risk 
and high, but perhaps not outrageous, returns. But an experienced 
adviser or investor should immediately recognise that the track record 
shown for Fairfield Sentry looks odd. It is always safe to assume that 
no investment strategy can deliver such smooth returns well in excess 
of the guaranteed rate on Treasury bills, and that there are no low-risk 
routes to returns well above the return on cash.

Madoff’s strategy was a simple Ponzi scheme, whereby a fraudulent 
rate of return is promised, seemingly verified in this case by the 
experience of those early investors who had been able to withdraw 
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8 Guide to investment strateGy

inflated amounts. So long as only a few investors demand their money 
back, they can be paid what they have been told their investment is now 
worth. But what they had been told was a lie, and the inflated returns 
were delivered to a few by redirecting cash from the most recent 
investors. As with any Ponzi scheme, Madoff relied on robbing Peter 
to pay Paul.

Ponzi schemes are named after an American fraudster of the 1920s, 
and they are usually built around a plausible-sounding investment 
story. However, these scams always collapse as soon as the demands 
of investors who want to sell their investments outweigh the cash 
provided by new investors. The Madoff fraud grew so large because 
it survived many years. Its undoing was the credit squeeze of 2008 
when too many investors, who were presumably happy with Madoff’s 
reported investment performance, had to withdraw funds to meet 
losses elsewhere. This caused the Madoff house of cards to collapse.

The victims were mostly based in the United States, but there 
were also many from around the world. They included wealthy 

FIGURE 1.1  If it looks too good to be true, it probably is: 
Fairfield Sentry fund’s fictitious cumulative performance compared with
market indices, Dec 1990–Dec 2007, Dec 1990 = 1

Sources: Bloomberg LP, Fairfield Sentry client reports
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 Setting the scene: What is risk for a personal investor? 9

individuals, charities and a number of wealth managers, but relatively 
few institutional investors. Many were introduced to Madoff through 
personal recommendations, which would have stressed his respectable 
community and business pedigree as a former chairman of the NASDAQ 
stock exchange and philanthropist.

A large part of the problem is that so many people can be seduced 
by the belief that they have found a low-risk way of performing 
surprisingly well. And yet, surprisingly, good investment performance 
always involves risk.

Madoff was not an isolated instance of large-scale fraud or suspected 
fraud, even though the scale was unprecedented. These episodes 
provide important lessons for investors and for their advisers. Some of 
Madoff’s investors were following the recommendations of investment 
advisers, who appeared to take pride in their professional diligence in 
identifying good managers. The advisers could often point to the name 
of one of the leading accountancy firms as the auditor of the third-
party so-called feeder fund that was the conduit to Madoff Investment 
Securities, but this provided no protection for investors.

How was someone who had followed the recommendation of an 
adviser or a friend supposed to identify the risks? Ten old lessons 
re-emerge:

The old and seemingly trivial saying that “if it looks too good to 1. 
be true, it probably is” remains one of the most valuable pieces of 
investment advice anyone can give.

Returns in excess of the return offered by the government can be 2. 
achieved only by taking risk.

Risk is most obvious when an investment is volatile and is least 3. 
obvious when a risky investment has not yet shown much volatility. 
This is rarely mentioned in books on investment.

Investors should be particularly questioning when an adviser 4. 
recommends a low-volatility investment that offers superior 
returns.

Do not invest in something you do not understand simply because 5. 
a group of your peers is doing so. A desire to conform can explain 
many decisions that we would otherwise not take.
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10 Guide to investment strateGy

Whatever your adviser says, make sure that your investments are well 6. 
diversified. But keep in mind that diversification is most difficult to 
assess when risky investments are not obviously volatile.

Pay particular attention if an adviser gives you inconvenient 7. 
cautious advice (such as a recommendation to avoid something 
that you would like to invest in or advice to sell a hitherto well- 
performing investment).

Social status may not be a good indicator of honesty.8. 

Do not assume that because an investment firm is regulated by 9. 
the authorities they have been able to check that everything is all 
right.

The ability to rely on good due diligence on investment managers 10. 
is the key to minimising exposure to risk of fraud. An authoritative 
post-mortem report on the Madoff affair is called “Madoff: a riot 
of red flags”. Most private investors would not spot these red flags, 
but it was not by chance that few institutional investors lost money 
with Madoff. A challenge for private investors is to ensure that they 
also have access to good-quality manager due diligence.

betrayal aversion

The Madoff fraud puts a spotlight on the relationship between advisers and 
clients. Investors are at their most vulnerable in their dealings with advisers, 
and yet establishing a bond of trust with one or more advisers is probably 
the most important ingredient for the successful management of wealth. Iris 
Bohnet and Richard Zeckhauser, respectively professor of public policy and 
Ramsey professor of political economy at Harvard University’s Kennedy School 
of Government, have found that individuals systematically require a premium 
return to compensate for the risk that they might be betrayed by an agent who 
is supposed to be working for them. This premium is greater than the premium 
that would be asked to accept the same probability of a poor outcome where 
there is no likelihood of betrayal. As Bohnet has written:

People care not only about outcomes, but about how outcomes came to be 
… that doesn’t strike anyone but an economist – like me – as a surprise.
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