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THE
LIES
ABOUT MONEY









Introduction



“Why are you calling me? These children are only ten years old. You should be calling the high schools.”


The year was 1986, and I was beginning my career as a financial advisor. Because I wanted to teach people about personal finance — more about that later — my wife, Jean, and I began offering college planning seminars to elementary-school PTA groups.


Every time I telephoned a PTA president, I got the same reply. “Why are you calling me?” he or she would say. “These children are only ten years old. You should be calling the high schools.”


Back then, parents of young children never thought about college. The only issue pertaining to college was choosing one, a decision easily avoided until the child was a junior in high school. It never occurred to parents that college costs were skyrocketing and that they’d need many, many years to accumulate sufficient savings. It might be obvious to us now, but in the 1980s, college planning was a revolutionary idea. In fact, it wasn’t just revolutionary — it was unheard of.


So too were the other aspects of investing and personal finance. For example, in 1989, as my reputation as a financial educator grew, I was invited for the first time to appear on the radio. After a brief introduction, the host presented me with a thoughtful question. “What’s a mutual fund?” he asked.


My, how far we’ve come. Just two short decades ago, few people had ever heard of financial planning. Employers (not workers!) picked the investments for 401(k) plans; Individual Retirement Accounts were still fairly new (and when surveyed, most people said IRA meant the Irish Republican Army). Nobody worried that Social Security might go broke, and no one had ever heard of long-term care. College planning, retirement planning, estate planning — none of these concepts was a part of mainstream America.


Today, of course, all of this is well known, and everyone, it seems, knows the importance of saving for the future. This year’s newborns will spend more than $250,000 to obtain a college degree, while today’s middle class must accumulate millions of dollars if they want to retire in comfort and financial security.


Americans are rising to the challenge. They are spending more attention to personal finance than ever, and the marketplace has responded. When I started offering financial advice and education in 1986, the only consumer resource was Money magazine. Today there are dozens of magazines, two daily newspapers, an entire television news network, many radio programs, and literally thousands of books devoted to the subject. Personal finance peppers the general media as well — even sitcoms feature story lines around household finance issues. All this demonstrates an unprecedented level of consumer awareness.


And that awareness has led to action. Nearly 60% of all working Americans now contribute part of their paycheck to a retirement plan at work, and tens of millions have an IRA account. Section 529 College Savings Plans are very popular (for reasons you’ll read about in this book), and at cocktail parties, people are as likely to talk about mutual funds as sports.


Retail mutual funds are, by far, the most popular investment vehicle in the country — more than half of all American families, or 54 million households — own them. With more than 8,400 funds holding $10 trillion in assets, it’s not a stretch to say that retail mutual funds are almost as common and indispensable as automobiles.


So. You now understand the need to engage in financial planning, and you’re investing to meet your long-term goals of college and retirement. That’s great news.


But a new problem has developed, and this is why I’ve written this book — a book I never imagined writing. Just as I gave you the truth about money in my first book, I must now alert you to the lies that are placing your financial security in jeopardy. Some of these are lies you tell yourself, while others are lies thrust upon you by those in the financial services industry: the retail mutual fund industry, the brokerage community and its stock brokers, and even some in the media. You need to become aware of these lies so that you can avoid the pitfalls they create.


And there’s no greater pitfall than the one created by the retail mutual fund industry. There’s no other way to say it: The retail mutual fund industry is ripping you off. You are incurring greater risks, lower returns, and higher fees than you realize, and as a result, you are in danger of not achieving your financial goals.


The situation is shocking — and no one is more astonished than me. My firm, one of the largest and best-known investment advisory firms in the nation, has placed $4 billion of our clients’ assets into retail mutual funds. On my radio and TV shows, through my books, newsletter, website, and seminars, I’ve been the retail mutual fund industry’s biggest proponent. For more than twenty years, I’ve said that retail mutual funds are the best way to save for college, retirement, and every other important financial goal you can name.


No longer. Jean and I have now sold all our investments in retail mutual funds. All my colleagues at Edelman Financial have done likewise, and our clients are following our advice. You need to sell all your retail mutual funds, too.


All this is painful to say and will certainly be distressing for you to read, but you need to know what’s happening with your investments. So excuse me for being blunt, but the fact is that the retail mutual fund industry is now flush with liars, crooks, and charlatans. Daily business activities include deceit, hidden costs, undisclosed risks, deceptive trade practices, conflicts of interest, and fundamental violations of trust — all at your expense. Since September 2003, the retail mutual fund industry has paid out more than $5 billion in fines, and more than eighty executives have been barred from the industry or thrown in jail. Despite this, state and federal regulators say that investors are still being abused.


The disgrace of the retail mutual fund industry poses a huge challenge for everyday investors like you and me. You’re struggling to get your kids through college and provide yourself with a comfortable retirement, and you’ve been counting on retail mutual funds to help you achieve these goals. Your needs haven’t changed, but your strategy must.


And so, in this book I’ll reveal exactly how Jean and I have changed the way we manage our own money and how our firm now manages our clients’ investments. You’ll get complete behind-the-scenes details of our investment strategy — why we invest with a long-term focus, the importance of diversification, and the crucial need for (and methods of) portfolio rebalancing. Our investment strategy is simple, yet comprehensive and remarkably effective. I’ll show you how to develop, implement, and maintain your own portfolio step by step. You’ll be surprised at how straightforward it is, and the advice and information in this book makes it easy.


You’ll also take a tour of the academics behind the world of investing, to show you that proper money management has nothing to do with “hot tips” and everything to do with scientific analysis bolstered by historical facts. Your fears of investing will melt away as you discover how easy it is to invest successfully, and your enthusiasm will build as I show you how to create your own highly detailed portfolio in sync with the latest academic research — just like we do for our own clients.


To understand the mess created by the retail mutual fund industry, we’ll go back in time to the beginning of the industry, from Alexander Hamilton and Scottish sea merchants all the way to today’s “bad boys” who are operating today’s retail mutual funds.


Along the way, you’ll learn how to invest the money in your employer retirement plan and how to save for college (with a special note for doting grandparents). And for those who are retired, I’ll show you how to generate more income than is possible from bank CDs, without sacrificing stability. You’ll also see the role insurance and annuities play in the investment game — watch out for more surprising lies! — and you’ll get my six insights that are essential to your investment success.


And we won’t stop there. Not only will you learn everything you need to know about building an investment portfolio, this book will actually build one for you. The Edelman Guide to Portfolio Selection that weaves through these pages — it starts on page 193 — will take you on a journey that ends at one of forty-three portfolios. Each one is based on the investment strategies and guidelines used by the Edelman Managed Asset Program, one of the largest and fastest-growing investment services in the country. You’ll be able to use this portfolio on your own or in conjunction with your financial advisor, secure in the knowledge that you are enjoying the advantages of highly sophisticated portfolio modeling based on the latest academic research, delivered to you in a completely objective manner.


By the time you’re finished reading, you’ll know how to avoid the lies about money that are hurting your efforts to achieve your goals, so that you can regain control of your investments and return to the path of financial success quickly, easily, and cheaply, just as we have done for ourselves and our clients.
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As astonishing as it is to read that we are completely abandoning the investments offered by the retail mutual fund industry — investments that we have long admired and endorsed — our doing so (and my telling you about it) is consistent with how we’ve always handled our investments.


You see, Jean and I founded Edelman Financial out of self-interest. Like you, we were ordinary consumers and investors, and, just like you, we had been subject to the bad investment advice that is all too pervasive throughout the industry. And, probably like you, we became fed up.


Finally, we said to each other, “Let’s figure out how to make the right investment decisions for ourselves. Then we can build our own financial planning practice to share what we’ve learned.” In other words, we went looking for investments that we could buy personally, and then we began to share what we learned with other consumers. Today we provide investment advice to more than eight thousand families.


This explains one of the most unique aspects of our firm: The investments that our clients own are the very same ones that Jean and I and all the financial advisors in our organization own. This approach has always struck us as common sense: If it’s good enough for our clients, it ought to be good enough for us, and vice versa.


So, Jean and all the advisors of Edelman Financial, join me in inviting you to read, learn, and benefit from this book.








Chapter 1
The Most Proven, Successful Investment Strategy There Is



In the old days, people bought investments to make money. That seems like an odd statement — why else would anyone buy an investment? — but today’s approach is a fundamental change from the old style.


Sure, you want to make money from your investments. But why? Old-timers invested simply because they knew that doing so would enable them to accumulate more money, and having more money is certainly better than having less money. Thus, they wanted to pick investments that made more money than other investments — and soon, the mantra of “beating the market” became the goal.


We now know that this approach doesn’t always work. First of all, merely making money from your investments doesn’t mean you’re making enough money. That’s why smart investors now evaluate their investment results in the context of goals. Are your investments earning enough? Without goals, you can’t possibly know.


And smart investors have also come to realize that “beating the market” is pointless. This was made painfully clear in 2002, when the S&P 500 Stock Index fell 22%. If your investments fell only 20% that year, congratulations! You beat the market!


This is why you should consider investments to be mere tools. Do not choose them because you think they will beat the market but because they will help you achieve a goal.


This book will show you, therefore, how to assemble a wide array of investments into a cohesive package; a sophisticated portfolio that properly reflects your circumstances, objectives, and tolerance for risk. You’ll learn my philosophical basis for portfolio composition and see how to apply it to your situation. Best of all, the approach laid out in these pages will work for you no matter what your goal is.


So let’s talk about investing in that context. Most people have three primary long-term financial goals. They want to be able to pay for college for their children (and/or grandchildren), retire comfortably and in financial security, and help care for or support elderly parents and other family members as needed.1


Whether your goals are these or something else, you’ll enjoy the highest possible assurance of achieving them by following four simple steps. These steps offer you, without question, the most effective approach to virtually guarantee long-term financial success:


1. Save regularly.


2. Hold your investments for very long periods.


3. Build a highly diversified portfolio.


4. Periodically rebalance that portfolio.


That’s all there is to it. This is how we’ve always managed our investments and our clients’ investments. This is how we do it today, and it is how we’ll continue doing for decades to come.



The Importance of Saving Regularly



Companies often invite me to speak to their employees. At one recent seminar on financial planning, one worker raised his hand.


“Can you tell me how to get rich?” he asked.


His question evoked laughter among his coworkers, but he wasn’t kidding. I pondered his question for a moment, and considered telling him about semicovariance or the harmonic mean (both of which you’ll learn about later on2).


Instead, I gave him a simpler, more direct answer.


“Get some money,” I replied.


My answer is a sad truth that most financial advisors are not willing to admit. If you don’t have any money, there’s not much that an investment advisor can do for you. All our strategies and methods begin with one assumption: that you have money to invest.


I don’t mean to sound glib, and I don’t want you to mistake my answer as dismis-sive.3 But the truth is that your financial success begins with your willingness to save. You already have the ability; you merely need to be willing to do so. Many people who tell me they can’t afford to save are spending $50 a month or more on cable TV.4


Don’t blame your income for the fact that you’re not saving money. Making more money has nothing to do with it. You earn more than you did ten years ago — back then, you longed for the money you’re complaining about today! It’s a common occurrence: A study by the National Bureau of Economic Research shows that high-income households have just as much trouble saving money as low-income households; both groups save pretty much the same amount.


So don’t blame your poor savings on your income. Don’t wait for your income to rise. Just start saving, and save every month.


In Ordinary People, Extraordinary Wealth, I revealed that five thousand ordinary Americans became wealthy simply by saving small amounts of money on a regular basis. You’ll find four ways that you can easily create savings in chapter 49 of The Truth About Money.


 







Here are three more ways: Stop smoking, stop drinking coffee, and lose weight. If you buy a pack of cigarettes and a cafe latte every day, you’ll enter retirement with $2.8 million less than you’d have otherwise.5


And a study at Ohio State University found that people thirty pounds overweight spend more on health care, earn less money, get promoted less often, and enter retirement with smaller amounts of savings and only half the assets of slimmer people.6 Cornell University says that women who are sixty-four pounds overweight earn 9% less than average, and Michigan State University found “consistent evidence of weight discrimination” that reduces the incomes of overweight people. The data also showed that as individuals lost weight, they significantly gained wealth.


So if you want to improve your personal finances, quit drinking coffee, stop smoking, and lose weight.








If you want to become rich, marry up — I mean, start saving money. Begin by joining your retirement plan at work (see chapter 9). Once you’re contributing the maximum, divert all additional cash to paying off credit cards.7 Once that’s done, build cash reserves.8 Then, and only then, are you ready to begin your long-term investment program.



Why We’re Long-term Investors



We approach investing with a long-term view, and for one simple reason: It’s the only way you can be sure that you’ll capture the profits produced by the financial markets. Consider the ten-year period ending December 31, 2006. If you had owned the S&P 500 Stock Index9 for the entire 2,516 days that the stock market was open for business, you would have earned 8.4% per year.


But as Figure 1.1 shows, if you missed the ten days that the stock market did best, your return would have fallen to 2.2%. It’s true: 74% of the total profits earned in the entire decade occurred in just ten days. And if you had missed the fifteen best days, you actually would have missed the entire profit of the whole ten years!


Figure 1.1


If you want all the profits, you must be invested all the time
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I hope you didn’t buy this book expecting to learn when to buy or sell. No one is able to tell you that, but I’m one of the few willing to admit it.


But even some of my own clients expect me to have a crystal ball. During the three-year bear market of 2000 through 2002, as the S&P 500 declined 43%, I’d get an occasional call from a client, saying, “Hey! My account is going down! I thought you were watching it!” And I’d reply, “I am watching it. I’m watching it go down!”


Did the caller really think I knew that prices were going to drop? Or that I knew when prices would stop dropping? If the client sold merely because prices were down, the only thing we’d know for sure is that the client would be out of the market when prices returned to former levels.


And, of course, a return to former levels is precisely what happened next. Sure, the Dow Jones Industrial Average was 11,287 on April 11, 2000, and it fell to 7,286 by October 9, 2002. But by May 2007 it had risen to 13,200, and everyone who remained invested throughout the entire period enjoyed the entire 17% gain; that short-term decline had no lasting impact on their portfolio.








Many people don’t realize that stock market returns gyrate. This is quite different from bank CDs (certificates of deposit), where the rate of return is the same from day to day. And not only do stock returns vary constantly, there’s no way to predict when the good returns will occur.


This is demonstrated in Figure 1.2, which displays the calendars for 1997 through 2006. The dots represent the stock market’s fifteen best-performing days, as measured by the S&P 500.10 As you can see, the occurrences of the dots are quite random. And, amazingly, twelve of the fifteen occurred during the three-year bear market of 2000-2002!


Figure 1.2
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This is question #2. If you haven’t answered question #1, STOP! and turn to page 185.


Q Will you be adding money to this account on a regular basis?


a) Yes................................................turn to page 77


b) No................................................turn to page 54








Obviously, investors want to own stocks when stocks make money, but these charts show that you cannot predict when those times will occur. Therefore, we’re forced to conclude (admit, really) that the only way to be certain that we’ll be invested when the profits occur is to simply be invested all the time.


If you need proof that the stock market produces profits in short bursts, look no further than 2006. As everyone knows, 2006 was a fine year for the stock market.


Wait a moment. Did I say “fine year”? That’s not really true. Oh, sure, the Dow Jones Industrial Average11 gained 16.3% in 2006. And the S&P 500 Stock Index12 gained 13.6%, according to Ibbotson Associates. Still, these gains are not what they appear to be.


You see, on January 1, 2006, as shown in Figure 1.3, the S&P 500 stood at 1,248. And that’s where it was on July 20, nearly seven months later! But then the stock market skyrocketed, with the S&P 500 reaching its high for the year on December 5. And that’s where the gains ended.


Figure 1.3
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Indeed, the S&P 500’s entire 13.6% gain for the year occurred from July 20 to December 5 — which means you were treading water through the holiday season, just as you had for the first seven months of the year! So, it’s more accurate to say, “We had a great four and a half months!” rather than, “We had a great year!”


What’s really amazing is that this really isn’t amazing. In fact, it’s common for the stock market to behave this way. Shown in Figures 1.4-1.12, my analysis of the S&P 500 is quite revealing:


In 2005 the entire year’s profit was earned in an eight-week period.


Figure 1.4
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This is question #4. If you haven’t answered questions 1-3, STOP! and turn to page 185.


Q What is your age?


a) Under age 70........................turn to page 202


b) 70 or older.............................turn to page 290








In 2004 the entire year’s profit was earned in a seven-week period.


Figure 1.5
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In 2003 the bulk of the year’s profit was earned in two periods one four weeks long, the other twelve weeks long.


Figure 1.6
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In 1999 half of the year’s profits was earned in the first fourteen weeks, and the other half was earned in the final eight weeks of the year. Virtually nothing was earned in the middle thirty weeks.


Figure 1.7
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In 1998 the entire year’s profit was earned in an eleven-week period.


Figure 1.8
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In 1997 the entire year’s profit was earned in a fifteen-week period.


Figure 1.9
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In 1996 a third of the year’s profit was earned in the first six weeks; the remainder was earned in a second fourteen-week period.


Figure 1.10
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In 1992 the entire year’s profit was earned in a six-week period.


Figure 1.11
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In 1991 60% of the year’s profit was earned in the first fourteen weeks. The other 40% was earned in the last seven weeks, and no profit at all was earned in the middle thirty-one weeks.


Figure 1.12
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This is why it’s essential that you remain invested throughout the year. Although it’s common for the gains to occur in short, dramatic spurts, we never know when they will happen. Thus, being invested all the time is the only way to be certain that you’ll capture all those gains.


This also explains why it’s important that you be patient when investing. People who bought stock mutual funds in January 2006 were probably frustrated as Presidents’ Day came and went with no real profits to speak of. Then came St. Patrick’s Day, Memorial Day, and the Fourth of July — and still nothing! But if you think that’s frustrating, imagine how you’d feel if you sold in July, only to watch stock prices climb 13% in the next few months! Remember that investing is all about staying focused on the long term. Don’t let short-term activity (or inactivity!) distract you.


 







Are you brain damaged?


As far as investing is concerned, you might wish you were. People who have suffered brain damage are better investors than healthy people. So says a 2006 study published in Psychological Science. Researchers at Stanford University, Carnegie Mellon University, and the University of Iowa evaluated how emotions affect investment decision making. The scientists examined the investment decisions of individuals whose injuries prohibited their brains from processing emotional impulses and, therefore, responses to those impulses. Researchers then compared the decisions of this group with people who have no brain damage, to see which set of subjects made better investment decisions.


The study showed that the group of emotionally impaired patients made better investment decisions than those who were healthy.


My colleagues and I consider these findings quite understandable. In our experience, investors routinely base investment decisions on emotions rather than logic. Instead of carefully and dispassionately evaluating important data through a systematic due-diligence process, many investors simply respond to gut instinct. If they are worried about the economy or current events, they want to sell; if they are happy or confident, they want to buy.


The result, not surprisingly, is that investors buy when prices are high and sell when prices are low — which is the exact opposite of how you’re supposed to invest. Thus, people whose brain damage prevents them from acting emotionally have a distinct advantage.


This is not to suggest that you should hope for brain damage. But it does make me wonder who the brain-damaged people really are.








Indeed, short-term unpredictability should not dissuade you from owning stocks and stock mutual funds. Instead, you should simply conclude that making money in the stock market is a matter of “time in” not “timing.” If you’re always invested in stocks, you’re sure to capture whatever gains the market offers.


This is why we believe very strongly that you must invest for the long term; it is the only way to capture the gains.


 







The buy-and-hold approach offers substantial benefits over the alternative strategy of market timing. Timers want to be invested only when profits occur. But no timer has ever succeeded in doing that over any long period. Nonetheless, they try, and in the course of doing so, they incur lots of problems that buy-and-holders avoid:


• Timers pay more than twice as much in taxes as buy-and-holders because their short-term moves don’t qualify for long-term capital gains tax rates.


• Timers incur higher transaction costs because every move generates expenses, and


• Timers lead boring lives. They’re stuck sitting in front of their computer terminals for hours on end, watching the market for signs that it’s time to make a move. Life’s too short for that nonsense.


I once met a guy who said he’s a long-term investor because he’s owned mutual funds for twenty-five years. But he’s never owned a single fund for more than a year or two.


Owning investments for short periods, but doing that for a long time, does not make you a long-term investor. This guy was actually a short-term investor, and he’s been a short-term investor for a looooooong time.








Don’t assume that long term merely refers to being invested for an entire year. Rather, it means that you need to buy your investments and hold them for many, many years — hence the common phrase “buy and hold.” This point is well illustrated by a 2007 study of Morningstar data by the financial firm DiMeo Schneider & Associates, which examined the performance of the top 25% of all stock funds for the ten-year period ending December 31, 2006. Although these funds posted the best ten-year track records, 90% of them suffered below-average returns for at least three consecutive years during the ten-year period. And more than half of them generated below-average returns for five consecutive years.


 







Women are better investors than men.


That’s the conclusion reached by Terrance Odean, professor of banking and finance at the University of California, Berkeley, after analyzing 150,000 accounts at a major discount brokerage firm.


Odean wanted to study the trading patterns of ordinary investors, so he focused on the clients of a discount firm because such investors make their own decisions rather than following the recommendations of stockbrokers and financial advisors. By skipping advice, discount brokers charge lower commissions, which attract do-it-yourself investors.


Odean studied the trading activity and annual returns over a six-year period and concluded that women earn 1.5% more per year in the stock market than men. Single women do even better, earning nearly 2.5% more per year than single men.13


These results are a big deal. But they have nothing to do with stock picking; according to Odean’s data, women are not better than men at picking good stocks. (His data show that men and women have equally poor abilities at picking stocks.)


So if it isn’t stock picking, what is it?


The answer is based on the amount of trading they do. Both men and women, according to the study, detract from their profits by trading actively — and men trade more often than women. In other words, Odean’s study shows that the more you buy and sell, the worse you’ll do. And since men buy and sell more frequently, they do worse, on average, than women.


Like many others, this study (titled “Boys Will Be Boys: Gender, Overconfidence, and Common Stock Investment”) confirms that buy and hold is far better than market timing, which is the practice of buying and selling in an attempt to capture short-term profits or avoid short-term losses. Odean discovered that women turn over their portfolios an average of 53% a year, while men sell 77% of their stocks within a year. Thus, men are flipping their portfolios nearly 50% more often than women.


Odean says men trade more than women because men are more confident in their stock-picking ability. Men believe they have some secret that’s going to help them pick the right stock at the moment it’s going to rise. This false feeling of competency causes them to trade excessively. Since they’re often wrong, their overconfidence hurts them.


Conversely, according to Odean, women tend to feel intimidated by the market, and so they are more likely to hold their investments for longer periods. And the longer they held, the more money they made.


The lesson is clear: The more you trade, the worse you’ll do over long periods.








Would you be willing to hold on to an investment that might be performing poorly (relative to peers) for five years in a row?


It’s a daunting question. Most people would become frustrated. They’d sell, and switch their money into...


...into what, another fund that also has been underperforming for the past several years? Not likely. If you’re upset that your fund has performed poorly for the past three or five years, you’ll replace it with something that has been performing well. Since 90% of the top performers have long stretches of underperformance, that means you’re likely selling your “bad” fund just as it’s about to zoom in performance, and you’re likely to buy a “good” fund just as it is about to enter its own period of underperformance. In other words, by switching midstream, you’re probably locking in your bad returns!


Thus, it is crucial that you maintain a long-term perspective. Buy your investments and hold them for year after year. Now, I’ve been saying this for years — that the buy-and-hold strategy always beats that alternative, which is market timing. One form of market timing is selling a “bad” fund to buy a “good” fund, as we’ve just discussed. Another form is to try to buy stocks before they rise and sell them before they fall. That, too, is doomed to failure, and I’ve said so for years. To be more exact, what I’ve said is that buy-and-hold always beats market timing.


 







Think you’re good enough to figure out when you should get in or out of the stock market? Anyone is good enough to guess correctly once. The problem is, you must guess correctly twice. Indeed, you must know when to get in and out (or out and then in) — for doing only one or the other will lead to disastrous results.


So can you correctly move in and out, and can you do it correctly on a consistent, long-term basis? The academics say you can’t. In a series of studies from 1994 to 2002, scholars14 have shown that from 1926 to 1993, you had a 0.0000000000000 0000000000000000000000000000000000 0000000000000000000000000000000000 0000000000000000000000000000000000 0000000000000000000000000000000000 0000000000000000000000000000000000 0000000000000000000000000000000000 0000000000000000000000000000022883 557% chance of correctly timing the stock market just half the time.








But I must be honest with you. It doesn’t always win. This fact was revealed to me by a study published in the February 2001 issue of Financial Analyst Journal. This study tests and compares — once and for all — the results between the market-timing and buy-and-hold strategies. The authors studied data from 1926 through 1999, in an examination that included six major U.S. asset classes. The objective: to determine whether market timing was effective compared to the buy-and-hold strategy.


They analyzed a variety of monthly, quarterly, and annual market-timing strategies, producing more than one million possible market-timing sequences with, as you’d expect, more than a million different outcomes. Each of these outcomes was compared to the buy-and-hold strategy for the same time period. Now, my position has always been that the buy-and-hold strategy wins 100% of the time against market timers. Yet, to my shock and dismay, this massive, authoritative, and indisputable study concluded that the buy-and-hold strategy did not beat market timing 100% of the time. Imagine my shock. Imagine my shame.


Buy-and-hold wins only 99.8% of the time.


It’s true. The study’s authors determined that market timing works better in only 0.2% of the back-tested real-data simulations. So while I’ve always said that market timers will never beat those who buy and hold, the truth is that this is true only 998 times out of 1,000. Imagine my embarrassment.


 







If you could correctly time the market, how much money could you make?


At the request of Business Week magazine, Ibbotson Associates designed a computer simulation to see how much money you’d have if you had invested $1,000 on January 1, 1926, placing your money into stocks (as measured by the S&P 500 Stock Index) in any month that enjoyed a rise in stock prices and shifting to U.S. Treasury Bills in each month that stocks fell.


By December 31, 2006, your $1,000 would have been worth $30 trillion! (The entire U.S. federal debt is only $8 trillion.) By comparison, if you had maintained your investment in stocks throughout the entire eighty years, you would have accumulated $3 million.


So it’s your choice: You can try to time the market in a desperate and futile effort to amass trillions of dollars. Or you can simply buy and hold, and be content with millions.









Why We Diversify



We diversify because winners rotate. You see, investing is not just about the stock market. Rather, there are sixteen major asset classes and market sectors (depending on who’s counting), so the phrase “stock market” tells only part of the story. Figure 1.13 shows how the sixteen performed over the ten year period from 1997 through 2006. In any given year, some asset classes and market sectors outperform others. But there’s no pattern.


Figure 1.13


The Randomness of Returns


Pick any asset class listed in the year 1997, and then track it through years 1998-2006. You’ll see that returns gyrate wildly from year to year.


[image: image]


You’ve already seen what happens if you invest in the stock market only part of the time. Now see what happens if you invest in only some parts of the total financial marketplace. Figure 1.14 shows that if you had invested in all sixteen major asset classes and market sectors for the entire ten-year period ending December 31, 2006, your average annual return would have been 11.1%. But if you omitted the one market per year that made the most money, your profit would have been 12% less. And if you missed the top two markets of each year, you would have missed 50% of the returns!


This is why we invest pretty much everywhere. Just as my colleagues and I are not good enough to tell you when to invest, we’re also not good enough to tell you where to invest. So by being invested everywhere, all the time, our clients are assured that they’ll enjoy the profits, no matter when they come or where they are found.


This is why my definition of diversification is probably quite different from yours.


Figure 1.14


If you want all the profits, you must be invested in all the markets
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When we ask people to explain what it means to have a diversified portfolio, they often reply that it means owning both stocks and bonds, something like this:


[image: image]


In fact, that’s not at all what I mean. Here’s an example of what I would say is a diversified portfolio:


[image: image]



Do You Really Need to Be Fully Diversified?



You might be wondering why you need to buy “everything” when you can instead just buy the best. After all, every personal finance magazine, from Money to SmartMoney to Kiplinger’s Personal Finance, touts the “best” funds in each issue. So why not just buy the top-rated funds?


Because mutual funds are unable to sustain their track records. In fact, if you ever want to test an investor’s knowledge about mutual funds, just ask him or her if mutual fund ratings, such as those issued by Morningstar, are important: The more important the investor says they are, the less the investor knows about mutual funds.


Indeed, every study ever conducted — including those published by Morningstar itself — shows that fund ratings have no predictive quality. You’re as likely to make lots of money investing in 1-star funds as you are by investing in 5-star funds. That’s because the ratings simply reflect past performance. Ratings are not predictions about future performance, and experienced investors know this; that’s why they disregard fund ratings.


But neophytes think ratings matter. You can’t blame them, really. After all, ratings are common. Cars, consumer electronics, even movies get ratings. Consumers have learned that ratings are reliable — everyone agrees that a 5-star hotel is a great place to stay, and a 1-star movie isn’t worth seeing. Why, then, can’t you rely on fund ratings?


The answer is simple. When you open a refrigerator door, a light comes on. Every time. When you watch a favorite movie, the ending is the same. Every time. Products are identical and can be expected to produce the same results every time. For example, use a toaster ten times the same way, and you’ll get the same results every time.
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This is question #3. If you haven’t answered questions 1-2, STOP! and turn to page 185.


Q How much cash do you have in reserves?


a) Less than 12 months of expenses.........turn to page 82


b) 12 months of expenses or more............turn to page 51








But on the eleventh try, while the toaster is on, turn the electricity off. Think your results will be the same as before?


This explains why mutual funds can’t replicate their past performance: Their environment constantly changes. If next year’s economic environment is different from last year’s — and it will be — you can’t expect a given investment to perform next year like it did last year. Every year is different from the last, with changes in interest rates, inflation, corporate profits, employment levels, political and social issues, and on and on. Neophytes don’t understand this.


Which explains an argument I had with my wife, Jean, last summer. It was one of those funny arguments that only husbands and wives can have. You know the kind I mean.


We were running errands on an extremely hot afternoon. It’s never fun getting into a car that’s been sitting in the summer sun; the car’s thermostat read 115 degrees. So I started the engine, and Jean quickly reached for the knob on the air conditioner and dialed the thermostat all the way down to 65 degrees.


“Whoa, Jean,” I said. “We don’t need to lower the thing all the way down to sixty-five degrees. Just set it at seventy-two.” While I was saying this, I turned the dial back up. At 72, I said, “This is the temperature you want.”


Jean’s response was measured and thoughtful. “Are you crazy!?!?!?!” she shrieked. (OK, she didn’t really shriek. But, hey, this is my story, and I’ll tell it like I want.) “It will take forever to cool off the car if it is set at only seventy-two.” As she dialed the knob back down to 65, she explained, “The car will cool down faster if you set it at sixty-five!”


“You’re nuts!” I protested, grabbing the knob while narrowly avoiding two parked cars. “Think about this, Jean,” I explained. “In order for the car’s temperature to drop from one hundred fifteen degrees to sixty-five, the temperature must first reach seventy-two degrees. Therefore, you’re not accomplishing anything by setting it at sixty-five.”


Jean returned the setting to 65, then stared out the window, giving me a great view of the back of her head. I dialed it back up to 72 and tried again to persuade her. “Look,” I said, “the car is now at one hundred degrees. You want it to be seventy-two. The fan is already on maximum. If you set the temperature at sixty-five, the fan will simply blow longer. Instead of stopping at seventy-two, the fan will continue to blow hard until the temperature reaches sixty-five. That’s too cold!”


Jean disagreed. I know this because she’d turned the knob back to 65 degrees. “It’s too hot in here,” she said. I accepted defeat the way husbands do in situations like this.


Eventually, the temperature dropped to 65. The two of us were now freezing. So what did Jean do? She turned the knob up to 85.


“Whoa, Jean,” I said, sounding like a broken record. “Slow down! Just set it at seventy-two, because . . .” Well, we replayed our conversation, but somehow the dial stayed at 85 degrees. So the temperature began climbing. It passed 72 and approached 80 degrees. Now we were sweating. So Jean cranked the control knob back down again to 65. I felt like I was playing ping-pong in the car. It’s too hot, then it’s nice and comfortable, then it’s too cold, then it’s nice and comfortable, then it’s too hot — you get the picture.


Not that many years ago, automobiles lacked thermostats; you had to adjust the fan to reach the desired temperature from the car’s cooling and heating systems. But today’s cars have thermostats control air-conditioning systems, enabling you to set the temperature you want quickly and efficiently. Left alone, the car will reach its target and stay there without human intervention. But Jean overrode the technology, so the car spent most of the time above or below the target, and we spent most of the time in an uncomfortable environment. Jean thinks I’m crazy, and not necessarily about this topic.


Do you behave like Jean when it comes to your investment portfolio? If you’re unhappy with your current return, do you switch into more aggressive, speculative, high-profit-seeking investments in an effort to earn more? And then, when those investments fall in value (as high-risk investments invariably do), do you sell until prices start rising again, whereupon you plow right back into the investments you had previously sold?


Guess what? You are treating your portfolio like the temperature gauge in your car. You’re bouncing back and forth, wondering why you’re either making too little or losing too much. Stop playing ping-pong with your investments. Build a diversified portfolio instead and hold onto it for decades.


In my next book, I’ll tell you about the clocks in our house. Jean has set them all five minutes fast.



Too Much of a Good Thing Isn’t Good



One of the latest studies showing that past performance does not predict future results was released in 2006 by Standard & Poors.15 The firm measured the performance of mutual funds for the five years ending June 30, 2006, and found that, of the funds that were ranked in the top half of all mutual funds in 2001, only 9% were still in the top-half ranking five years later. Only 1% maintained their top-quartile ranking.


The study showed that one fund, which in 2001 was among the top 1% of all mutual funds, was in the bottom 100th percentile in 2005. Another that was in the top 1% of all funds in both 2003 and 2004 fell to the 100th percentile in 2005. (Yep, it literally went from best to worst in a single year!) And another fund — the only one to outperform the S&P 500 Stock Index every year for fifteen years through 2005 — was among the bottom 100th percentile in 2006, making it among the very worst of all mutual funds.


You must never choose an investment based solely on past performance, and that is why you must never, but never, buy a mutual fund based on its rating.


And for goodness’ sake, don’t buy or sell merely because that’s what everyone else is doing!


Investors are notorious for buying high and selling low. They buy when prices are rising, and they sell when prices are falling — because investors act emotionally.
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This is question #4. If you haven’t answered questions 1-3, STOP! and turn to page 185.


Q What is your age?


a) Under age 70........................turn to page 212


b) 70 or older.............................turn to page 273








Take a look at Figure 1.15 which plots mutual fund cash flows alongside the S&P 500 Stock Index.


The cash flow data are provided by the Investment Company Institute, the trade association of the mutual fund industry. Each month fund companies tell the ICI how much money investors are depositing in and withdrawing from stock mutual funds. These cash flows show that investors place money into stock funds when prices are rising, and they withdraw money when prices are falling.


Figure 1.15


Most people buy when prices are rising and sell when prices are falling — and they wonder why their account values don’t grow


[image: image]


In other words, investors do the exact opposite of what you’re supposed to do! You make a profit by buying low and selling high — but investors do it the other way around. And they do it together, like a herd of buffalo stampeding off a cliff.


This is confirmed by a 2006 study by professors at Cornell University and the University of Texas at Austin. They examined 1.85 million retail stock transactions from 1991 through 1996 and found that the trades are “systematically correlated — that is, individuals buy (or sell) in concert.” The study found no macroeconomic news or analyst earnings forecasts to explain the trading pattern, and said that “investor sentiment” was behind all the trading.


Your mother told you not to do things just because your friends were doing them. But you still don’t listen.



Why We Rebalance Periodically



Imagine you’re driving on a highway. Do you take your hands off the steering wheel? Of course not; you know that if you do, the car will drift into another lane. So you not only keep your hand on the wheel, you make small periodic adjustments — in order to avoid massive occasional ones.


Managing your portfolio is a lot like steering your car. It’s not enough to build a long-term, highly diversified portfolio. You must also maintain it. Otherwise your portfolio will become far riskier than you want and less likely to achieve your goals. Allow me to show you why this occurs and how you can easily solve the problem.


As you’ve already seen, you should build a portfolio featuring as many as sixteen major asset classes and market sectors. But to make the lesson of rebalancing easier to understand, let’s assume we build a portfolio that features only two asset classes: A and B. We’ll also assume that we want equal amounts of each. Turn the page to see what our portfolio looks like.


[image: image]


Naturally, these two asset classes and market sectors perform differently. (If they were identical, we wouldn’t need to invest in both of them.) So over some period of time, asset B grows in value while asset A declines. Here’s how our portfolio now appears:
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