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Many investors are sifting through their portfolios
today with the rude realization that the declines in
the equities markets have put a significant dent in
their net worth. Personal financial goals that seemed
readily attainable in September 2000 are perhaps
more elusive now. In the last two years, the Dow
Jones Industrial Average has declined by about 25%;
the more technology-laden Standard & Poor’s 500
index is down almost 40%. Widely held conservative
equity funds such as the Lord Abbett Affiliated Fund
and Investment Company of America have had
negative returns of about 18%. The more heavily a
portfolio was skewed toward technology or a classic
growth orientation, the more significant the carnage.

The reasons for the markets’ declines are numerous
and have been explained and commented upon 
ad nauseam. The reality of the moment is many peoples’ net 
worth is down. This is the reality we must deal with from this 
point on. From hindsight we can learn of the folly of lack of
diversification, over-optimism and other errors. From today’s 
reality we must reanalyze our goals, our investment process 
and our ability to achieve our goals.

First, it is necessary to put a goal into clearly definable
and articulated terms. Retirement, for example, to be 
a valid goal must include when, how much, and how
long. A retirement goal therefore might be stated as: 

Retire in six years (at age 62), with an income of $50,000 from the
investment portfolio alone, that would rise by 21⁄2% each year to
compensate for inflation, and continue for 28 years until age 90. 

When, how much, and how long. Any clearly articulated goal
would be described in such a manner. To achieve this long-term
goal, this pre-retiree would need to accumulate investment assets 
of $600,000 to $700,000 by the retirement date in six years.

When working to accumulate the assets necessary and use them
for extended goals, we have limited items over which we have
control. We can control and influence three things:

• The resources, or assets, we currently have,
• The resources available in the future (savings, retirement 

contributions or inheritances, for example),
• And how hard the assets work for us

Current Assets — This is your existing nest
egg or the funds set aside for your goal.

Future Assets — When we have a goal 
to meet sometime in the future we can
systematically add to our nest egg from
personal savings, employer contributions,
pensions or sometimes gifts or bequests. 
We have the most control over our spending
and savings habits. Indeed, as Poor Richard
said, “A penny saved is a penny earned.”

Portfolio Design — Ultimately, the
investment decisions you make control 
how effectively and efficiently your
resources work for you. The investor’s
individual ability and willingness to take

varying degrees of risk is the largest factor of consideration in
portfolio design. Long-term goals allow for a more aggressive
posture. Very short-term goals demand conservative investments.
In the short term, a sound portfolio of stocks can be volatile in
returns, both downward and upward, but historically stocks have
the highest long-term returns of all asset classes. Fixed income
investments have less volatility but generally lower returns over
time. Cash holdings have very minimal volatility or risk, but 
also garner very small returns.

Obviously a more conservative investment posture forces one to
have more resources working over an extended period to reach a
specific goal. However, any time we push the investment accelerator
toward the floor in an attempt to increase our returns, we risk losing
control, with dire consequences. Each investor must rationally
decide on the speed limit appropriate for their financial journey.

A LOOK BACK AND A LESS CLEAR VIEW FORWARD

Looking back since September 2000, we can measure the
investment results of various investment choices. As a means of
comparison, let’s look at three portfolios of $500,000, invested
with varying degrees of risk, and look at the results.
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DEALING WITH REALITY— REANALYZING OUR GOALS

3. Decide on appropriate asset allocation weights for
stocks, bonds and cash, and then manage the portfolio
to maintain these long-term objectives by shifting
funds between asset classes on a predetermined
timetable (usually annually). This is the most
important step. Currently, many investors are 
under-invested in stocks and over-invested in bonds
(now experiencing trading at a 40-year high prices
because of low yields and showing signs of a similar
bubble as seen in the stock market in 2000). We
strongly suggest taking advantage of low stock prices
and high bond prices (low yields) to realign portfolios
to long-term target levels. 

4. At all times, know what you own and why you own it.
This pertains to all assets — stocks, bonds, mutual
funds and money market instruments. Stocks or bonds
bought for a particular reason at a particular time may
have seen the reason disappear either through price
appreciation or a fundamental shift in the company 
or industry. Start by looking at companies who 
have been huge contributors to performance and may
now be disproportionately over-weighted. thereby
increasing portfolio dependence on their continuing
performance. Also, stocks that have dropped sharply in
price that lack an obvious catalyst for business
improvement should be pared and the funds deployed
into stocks with a higher probability of contributing to
portfolio growth.

5. Diversify your equity holdings across the five major
sectors of the economy. Long-term investors realize
that different areas of the economy come to the
forefront as primary growth drivers during succeeding
economic cycles. Normally, the emerging dominant
sector doesn’t clearly appear until the second or third
year of a new cycle. Thus we choose to be positioned to
participate in whatever sector emerges as a leader
rather than place a bet on a single sector and risk 
being wrong. 

6. Own high-quality companies with leadership
positions, or the ability to achieve a leadership
position, in their industries. Keep an eye on valuation.
Going into a new economic cycle, risk of financial
failure still haunts companies with highly leveraged
balance sheets and poorly conceived business plans.
While these companies may appear to be selling 

at “bargain-basement” prices, recent experience
reinforces the maxim that poorly run companies don’t
have any right to survive. 

7. Dividends do matter. More than ever, investors have
become reacquainted with the attraction of dividend
payouts. Over the last 50 years, dividend income
accounted for nearly 50% of the return to equity
investors. Look for companies with a history of
increasing their payout but with flexibility to grow
their businesses without excessively leveraging their
balance sheet with debt.

8. Remember, high yield equates to high risk. This has
been one of the most painful of many lessons
delivered to investors over the last two years as many
investors chose high-yield instruments without
appropriate consideration of risk factors. The reality is
that stocks and bonds with high yield carry high risk of
either dividend payout cuts or default risk. Even 
high-yield preferred stocks can drop in value if interest
rates rise or if the underlying corporate issuer runs into
trouble. If your financial planning model suggests
return requirements that are well above long-term
average returns for either stocks or bonds, we strongly
suggest revisiting the assumptions about your personal
savings rate. Remember what happened recently to
holders of Worldcom preferred stocks and bonds. 

We see significant improvement in the psychology of the 
stock market, although overhanging war clouds continue 
to worry investors. We believe the economy is slowly
strengthening and the climate for equity investing will
gradually improve. Rather than try to precisely time the market
for exit and re-entry — which is difficult if not impossible for
even the most seasoned professional — we strongly suggest
tucking the suggestions above in a safe place, then reviewing
them every six months with your financial consultant. This
process will dictate sensible action that should help you
achieve your long-term investment objectives. 

Frederic H. Dickson, CMT
Chief Market Strategist   

Restructuring Portfolios to Meet Financial Goals
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Aggressive Posture: 100% stocks measured
by 50% weighting in an S&P Index Fund
(down 40%) and 50% weighting in the
Lord Abbett Affiliated Fund, a value-oriented
fund (down 17.7%). $500,000 beginning
resulted in $355,000 today, a loss of
$145,000, or –29%.

Conservative Growth Posture: 70% stocks
(down 29%), 30% bonds (as measured by
the Lehman Corporate/Government Bond
Index) up 21.4%. Total return: $430,000
today (down 14%).

Balanced Posture: 50% stocks, 50% bonds.
Total return: $481,000 (down 3.8%)

In hindsight, it is obvious that while all of these portfolios 
had negative returns over this two-year period, in less aggressive
portfolios the solid performance of bonds mitigated the stock
market declines. The future is less certain, but if history is a guide
we can assume that over extended periods of time, a decade or
more, stocks will outperform bonds or cash. Rationally, we
should anticipate stock market returns in a diversified, 
well-designed equity portfolio to be in the 8% to 10% area
annually. Bonds should return at best 6% to 7%, and cash 3%.
Return expectations of these three portfolios therefore may be:

100% stocks = 8% to 10%
70% stocks, 30% bonds = 7.5% to 9%
50% stocks, 50% bonds = 7% to 8.5%

Over 10 years, optimum results between the three portfolios
would show that a $500,000 portfolio invested in 100% stocks
with positive average annual returns of 10% would grow to
$1,296,000, while a balanced portfolio averaging 8.5% annually
would grow to $1,130,000. That 1.5% difference annually adds
$166,000 to the end results. One always must carefully measure
the rewards versus the risk associated with the incremental 
long-term gains.

With the foregoing being said, we have established some
realistic expectations about returns and risk in portfolio
construction. But we still have not answered the question about
the realization of one’s goals. Frankly, we don’t spend rates of
return. We spend real money on our goals and realizing these
important goals is the paramount concern.

Short-term, specific goals are rather easy to analyze. If a goal 
is to purchase a home in two years with a down payment of
$50,000, there is no doubt about the goal. To reach the goal we
have to invest what we have now in a prudent manner. Since 
the goal must be met in only two years, our rational investment
options should be very conservative. If we have not created a 
large enough current investment portfolio to reach the goal, 
we must save and invest enough over the coming two years to
total $50,000.

For example, if the investor has $35,000 saved, we can prudently
invest in short-term, secure items that may yield 4% a year with
virtually no risk. At this low rate the $35,000 would grow to
$37,856. To make up the shortfall, it would be necessary to save
slightly more than $500 each month over the next two years.

A temptation to try to grow the $35,000 far more rapidly may
occur. Certainly a very aggressive portfolio could provide returns

that may grow this nest egg to $50,000 with no
additional savings. That would take two consecutive
years in excess of 20% returns. This would move the
future homeowner from the framework of rational
investing to wild speculation. Foolish in the extreme.
You might just as well buy a lottery ticket every week
expecting the results will be the home of your dreams.

We established that $35,000, the current resources,
plus $500 per month, future resources, invested
rationally should result in the obtainment of the goal
of a $50,000 down payment. What if the investor was
unable to save $500 monthly, or the current nest egg
was only $30,000? How can the goals be accomplished
without resorting to gambling or an irrationally
constructed portfolio? The only choice is a change in
goals. These changes might be a less expensive home, 
or waiting a few years longer to make the purchase. 
We might call that delayed gratification. 

When important goals have longer target dates 
they must be constantly reviewed and modified. 
Goals such as retirement naturally are longer-term
since retirement can easily last 30 years from
beginning to end. Therefore the long-term nature of
the goal makes some measurement imprecise, calling
for continuing review. It does not make a great deal 
of sense to measure it with a micrometer, mark it with
a paintbrush, and split it with an ax. Even though we
will be somewhat imprecise, the need for planning 
is not minimized; in fact, it may demand more 
planning and review on a continuing basis.

A LOOK BACK AND A LESS CLEAR VIEW FORWARD

Aggressive
Posture 

$355,000

Conservative
Growth Posture

$430,000 

Balanced
Posture

$481,000

$500,000: 

The 31-month-old bear market has hurt virtually all equity
investors. It has been a painful period that will impact behavior
patterns of investors for an extended period of time. We have
seen many investors recently adjust their risk tolerance
threshold, vowing to avoid new commitments to the stock
market until they feel comfortable that economic, corporate
leadership and war uncertainties are in the distant past. Some
very patient investors now question the wisdom of even having
bought good companies and holding them through this lengthy
bear market. They now seem ready to liquidate holdings and
move the proceeds into cash or bonds, abandoning a strategy
that worked well over the last 20 years.

Before taking any ill-timed action, we offer suggestions that
should improve the consistency of long-term investment results.

We strongly suggest that our clients review these ideas 
with their financial consultant as part of a disciplined
planning process.

1. Achievement of long-term objectives requires
setting reasonable expectations, following a
well-defined plan and then executing the plan
with discipline. The biggest mistake investors
make is abandoning an investment plan at the
worst possible time. Major strategic shifts are
often made in desperation, reflecting the
absence of an updated long-term financial plan
and confidence in the people who are given
responsibility to execute the plan.

2. The process begins with a clear recognition of
reasonable expectations for each asset class
(stocks, bonds, cash) that make up an
investment portfolio. This must be based on
economic reality, not minimum financial
needs of the investor. Historically, over the last
50 years (including one major depression and
several recessions), the stock market has
produced a 10% annual return. This compares
with a 4% return for U.S. Treasury bonds and
2% annual return for cash equivalents. Keep in
mind that once a decade the stock market has
experienced a 20% to 40% prolonged decline.
This is the price investors pay to receive higher
returns than earned with bonds or money
market instruments. 

Restructuring Portfolios to Meet Financial Goals
by Fred Dickson, CMT, Chief Market Strategist
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AGAIN, WHAT CAN I DO NOW?

First, review your existing investments. Are they 
working efficiently? Are you truly diversified? Is the
asset allocation appropriate in light of your goals 
and risk tolerance?

Next, do you need to add more over time? Can you
adjust your savings or contributions to retirement
plans? Do you have non-productive assets that
should be sold to fund more important goals? Do
you really need that $8,000 jet boat that is seldom
used, when its sales proceeds could be invested to
help ensure your important goal is realized?

Lastly, are your goals realistic? If they cannot 
be met from your current assets and future
investments working correctly and efficiently, 
the only choice is to modify the goals. This is
painful to admit, but again it is reality. Many
small modifications to goals can make a large
difference. Choosing to retire at age 65 versus 60
allows for five more years of savings and five less
years of taking money out of our retirement funds.

WHAT SHOULD YOU NOT DO?

Your worst course of action is to change the
investment process and your portfolio in such 
a manner that is either too aggressive or too
conservative for your needs and your willingness
to take appropriate risk. Fear of declines in your
net worth can lead you to abandoning a sound
portfolio for the perceived safety of fixed income
investments. However, too cautious of an
approach may not allow you to reach your goals.
Conversely, now is not the time, nor is it ever, to
throw rational caution to the wind in an effort 
to make up past losses. Your portfolio must be
like Goldilocks’ porridge: not too hot, not too
cold, but just right.

YOUR FINANCIAL CONSULTANT AND YOU

This is an ideal time to have a lengthy
consultation with your D.A. Davidson & Co.
representative. They can help you analyze, define,
and prioritize your goals. Most importantly, 
they will guide you into appropriate investment 
choices and plans to help you reach your
investment milestones.

DEALING WITH REALITY— REANALYZING OUR GOALS


