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THE RULES OF INVESTING
What You’ll Wish You Knew at 25

The rules of investing are not secret. In all, they are few, simple, and well-known. Anyone can learn them in an afternoon. 
While simple, they are not easy. And while simple, they are not what many people expect them to be. Once used, however, they are guaranteed to work.
It is, quite simply, there for the taking. 

Rule 1 — Costs Matter

Cost is one of the few things in investing you can control. Cost also matters much, much more than people think. Watching cost also simplifies your investing life.

The Cost of Costs

Investing is not free. No one, it is often said, can “buy the market.” Financial markets, wherever they are, have expenses. So do brokers, mutual funds, and consulting firms. In short, transaction costs, of all kinds, abound.
All of this has been described, quite accurately, as “the croupier’s take.” Yes, you invest, but costs are extracted by those running the game. An iron rule is this: you don’t get “the market”; you only get “the market” minus your costs The market may have gone up 8%, but if your costs are 2%, you get only 6%.
Never will markets be costless. Some minimum expense will be present always. But the range and array of costs varies drastically. Some costs are much higher than they need to be, others are flat-out unnecessary. 
Each fee, to be sure, seems small. A mutual fund may charge “only” 1.6% or the prospectus may mention an official-sounding “12b-1” fee of .5%. Compared to the “cost” of a mortgage or the “cost” of credit-card debt, such fees may seem low, even welcome. 
Such fees, too, may seem inevitable or earned. Often, they are neither. 
Two first principles matter here:

· How much you pay is a choice. In truth, cost is one of the few things you can control in investing.
· Seemingly small differences in cost matter much, much more than you think. More money — for you — is there for the taking. And with no added risk. Not only is watching costs “a free lunch,” perhaps the only one in investing, it also is a quite sumptuous one.
How Much Cost Matters: A First Example
The cost of investing is far from secret. The numbers are public. The math is basic, and fixed. The result is ruthless, even guaranteed. 
If you do this one thing right, and it’s the first thing you do, everything else gets easy.

Just how much difference does it make, and what is the payoff? Just one example can tell the tale.
Assume you have $10,000 to invest in a mutual fund. You plan to leave it for 40 years, since it’s for your retirement. Assume your options are two stock funds with the following expense ratios:

· Fund A = 1.6% (the industry average)

· Fund B = .2%

Assume the market returns 8% over the next 40 years. If investing was costless, you would have $217,244. Of course, in the real world, your return will be the market return minus the cost of each fund. 

Question: How much of that $217,244 will each fund leave for you after costs? In short, just how much does a mere 1.4% difference in cost each year matter over 40 years? 

Think carefully about your answer, and guess what percentage of that $217,244 gain you will lose to costs. Then compare your answer to this chart:

	
	Expense Ratio
	Money Left for

Investor
	Total Cost of Investment
	Cost of Fees
	Foregone Earnings
	% Lost to Costs

	Fund A
	1.6%
	$113,960
	$103,284
	$28,642
	$74, 642
	47.5%

	Fund B
	.2%
	$200,526
	$16,718
	$5,286
	$11,431
	7.6%


Yes, that’s right: Fund A cost you almost 48% of your profits, while Fund B only 7.6%.

The importance of cost is not a trick. It’s just basic math, and the wonders of compounding lost investment opportunities.

Just by choosing the low-cost fund, you increased your return from $113,960 to $200,526, a gain of 76%.

To do the math yourself, go to the official SEC cost calculator or play with the pie charts from SmartMoney here. More examples are in Costs of Fund Costs.
Work the numbers. They come out the same every time. I guarantee it.
The truth, therefore, is this. You put up all the money. You take all the risk. To give away this much of your retirement money for no good reason is just plain stupid.

Of course, the mutual fund industry has no reason to tell you this, so with the exception of TIAA-CREF and Vanguard they won’t.

Cost matters. Watching costs is the surest and easiest investment return you will ever get. Just check the right box.

Costs Are Even Worse Than You Think: A Second Example
Giving away over 40% of your gain, without evening knowing, is bad enough. The cost of costs, however, is even worse. Why? Using an expense ratio of 1.6% understates how much you are giving up. Why? While the official “expense ratio” must be disclosed to investors and always will be listed in the prospectus, the expense ratio isn’t the only cost of investing. You pay other costs as well, some of which aren’t disclosed. Some costs are far from small. Most are unnecessary. Many are hidden.
More Expenses— Beyond “Expense Ratio”
Every mutual fund, under SEC mandate, must disclose the “expense ratio” it charges. But the “expense ratio” is far from the only cost you pay. Other costs you pay after expense ratios may include:

· Loads and Redemption Fees. “Loads” are commissions, pure and simple, paid to the brokers or financial advisors who sell you the funds. Whether paid upfront (e.g., a “load”) or when the fund is sold (e.g., a “redemption fee”), it all is taken off the top. If you invest $10,000 in a fund with a 5% “load,” only $9,500 is invested for you. The other $500 is taken as commission. Even worse, while the SEC calculates this as a 5% load, it actually is$5.26% load (e.g., since only $9,500 is invested, not the full $10,000). These commissions can range from a few percentage points to 5-6% or even much higher.
· 12b-1 Fees. Many a mutual fund prospectus also lists a “12b-1” fee. Since it sounds official, even mandated, most investors never question it. Despite the official sounding name, however, a “12b-1” fee is just the mutual fund charging you a fee to cover its own advertising. The SEC thinks this is just fine.

More Expenses —Transaction Costs
While expense ratios — in essence, the fee the mutual fund charges for services — must be disclosed, mutual funds run up other expenses, too. But not all of these other expenses must be included in the expense ratio. In short, “expense ratio” does not mean “total expenses.”

For example, “transaction costs” — the various costs of trading stock — are not included in the expense ratio. In turn, this sets up a peculiar set of incentives for mutual fund companies. Since transaction costs don’t “count,” they are easily incurred, plus mutual funds — it should not surprise — push to recast expenses as transaction costs to hide them from view.
Together, this gives two more sources of expenses:
· Transaction Costs. Trading costs money. Brokers must be paid. So must the people who provide the market (bid-offer spreads). Trading may impact the market, too, lowering the price received. While these transaction costs are not included in the expense ratio disclosed to investors, they are a cost of the fund. High turnover means high transaction costs. And less for you.

· Soft Dollars. If a mutual fund does research about stocks itself, the cost is added to the expense ratio and disclosed to investors. In contrast, if a mutual fund asks a brokerage do the same research and bundle it as a cost of trading, the research gets reclassified as transaction costs, and isn’t disclosed in the expense ratio. This begets so-called “soft dollar” deals between funds and brokers where research (and other) costs are shifted to brokerages and just added to the costs of trading. Once done, mutual funds get laundered expense ratios and brokers make money. The only one hurt is the investor. The SEC thinks this is fine, too.

More Expenses — Unnecessary Taxes

· Unnecessary Taxes. Most funds are not managed for taxes. Frequent trading increases turnover. Unfortunately, frequent trading changes long-term capital gains (otherwise taxed at lower rates) into ordinary income. Thanks to the mutual fund company, you pay higher taxes. The SEC didn’t require funds to disclose after-tax returns until 2001.

More Expenses — Advisor Fees

· Advisor Fees. Any advisor fees must be added, too. Many often charge a “mere” 1% of total assets each year, while others may have a sliding scale based on the overall size of the portfolio, but .5%-1% of assets is common

More Expenses — The Final Tally
Once totaled, all these “other” expenses could easily tally 3-4% a year, not merely the 1.6% expense ratio. The total sum, once compounded, is absolutely staggering. Run the same calculations using 3% or 4% rather than 1.6%, and see what you get.

Expenses — The Good News
The good news, however, is this: cost is largely a matter of choice, not mandate. You can choose not to pay. Once you know, you need not pay more than minimum amounts.
Lower cost, too, means higher return with no extra risk. This is money (your money, remember) for the taking. Cost is the one and only free lunch you will ever get in financial markets. It’s downright foolish not to take it.
Cost Simplifies the Choice of Mutual Funds and Companies

Understanding the cost of investing has other advantages, as well. Most important, cost simplifies investing. Why? It’s the best way to pick funds and companies.

Low cost, studies tell us, is the single best predictor of superior fund performance. Low-cost funds consistently outperform high-cost funds. Why? Low cost funds have a build-in advantage. All things equal, a high-cost fund (say 2.0%) must beat the market by 1.8% just to yield the same result as a low-cost fund (say, .2%). The odds, as we shall see, are very much against it, especially on a long-term basis. High cost is the equivalent of a built-in headwind.
Cost also simplifies the choice of mutual funds, and mutual fund companies. Yes, there are hundreds of mutual fund companies and thousands of funds, filling page after page in the Wall Street Journal and Barron’s. But when browsing those phone-book-like lists, looking for “good” mutual companies, just apply this rule: never pay a load, never pay a 12b-1 fee, and never pay a high fee, especially for bond funds.

If you do, you will cross off all but a handful of mutual fund companies. Go with Vanguard, TIAA-CREF, and Dodge & Cox, and maybe Fidelity, Schwab or T. Rowe Price. Forget the rest. Then, within these companies, only use index funds or low-cost managed funds with low turnover. You are guaranteed better results. 

The list, and just how short it is, says much about the state of the financial services industry, too. Price competition is virtually nonexistent. Because so few people understand the importance of cost (it is, after all, resoundingly counter-intuitive), the reality of the mutual fund industry is this: more money is to be made by marketing and selective emphasis on “hot” funds, than lowering costs.
Vanguard and TIAA-CREF stand apart from the rest. Why? The low cost of each is explained by organizational structure. Neither, in truth, is a regular for-profit enterprise. Vanguard, for example, is a true mutual company, where the management company is owned by the shareholders of each of the funds. The management of Vanguard funds thus is done at cost, with savings passed on the shareholders. Founded in 1975, Vanguard now is the second largest mutual fund company.

Similarly, TIAA-CREF is managed as a non-profit. TIAA-CREF is the acknowledged leader in retirement plans for colleges, schools, and nonprofits. TIAA-CREF initially sold products only in that market, but in 1996 changes in the tax law let TIAA-CREF sell mutual funds, insurance, and other investing products to the general public, as well, and it now does. With total assets around $350 billion, TIAA-CREF runs one of the largest private pension systems in the world. The company presently is number 81 on the Fortune 500, ahead of American Express, Cisco, and Coca-Cola, and about even with Fed-Ex.
Vanguard and TIAA-CREF both stress investor education as well as low cost, and also are leaders in reform of the mutual fund industry. Each also offer even lower expense ratios for customers or institutions with significant assets. Between the two, Vanguard and TIAA-CREF have everything most people investing for retirement need.

Dodge & Cox is the private firm equivalent. Started in 1931, Dodge & Cox offers only four funds, but all are low-cost, consistent performers managed by teams of advisors stressing fundamentals, long-term perspective, and low-turnover. Dodge & Cox funds are some of the most widely used in the industry.

Cost just made everything a lot easier. By following cost, you not only are guaranteed better results, but you drastically simplify your choice of company.
You don’t need an expert to tell you this. You don’t need to pay an expert to do this, either. Just do it yourself.

The next step is investing. But here, too, the answer is not what most people assume (e.g., pick good stocks, and navigate the moves of the market). The right answer isn’t complicated. It isn’t even expensive, time-consuming, or hard, either. 
Once again, simple is better, guaranteed.

Rule 2 — The Old Rules of Investing No Longer Apply
Investing, it turned out, was simpler than anybody knew.
The last 25 years has seen a revolution in investing. At first, people just assumed good investing meant timing the market and selecting individual stocks with the help of high-fee financial experts and money managers. Most people also assumed mutual fund managers could beat the market, either because of some special financial training or business common sense.
People just assumed managers could forecast markets as easily as meteorologists could forecast weather. People just assumed stock brokers and fund managers knew when the market and individual stocks would rise or fall, and using this special knowledge, could buy or sell at the right moment and “beat the market.” 
It all seemed so simple and reasonable. People knew a good pilot could see, in the clouds, the next day’s weather, just as a doctor, in the charts, the next day’s cure, or a lawyer, in the cases, a court’s next decision. If so, then why couldn’t a good fund manager see, in a balance sheet, the next day’s money? Surely this could be done and, surely, managers could fly around any financial storms.
These all-so-reasonable assumptions defined conventional wisdom for the investing public ever since mutual funds first appeared in the 1920s. For many people today, they still do.
Of course, these assumptions also justified high fees for fund managers. If managers did have special knowledge about the market (and why wouldn’t they?), then managers did something no investor with limited time or training could ever hope to do. If managers could do this special thing — “beat the market” — they easily earned whatever fees they charged many times over. If a person could consistently beat the market, a “mere” 5% commissions on sales or 2% annual expense charge was cheap. If so, customers truly “got what they paid for” and made more money by using active fund managers.
Once tested by modern computers and fancy math, however, this common sense proved false. Led by recent Nobel laureates in finance, modern portfolio theory (MPT) now tells a different story. Much of what fund managers sold as expertise and skill, it turned out, was just well-packaged luck.
Study after study gradually verified what few at first believed was true. Most mutual funds, in truth, consistently fall short of market returns, mostly because of cost. And virtually no active manager consistently times the market. In truth, few managers earn their high fees and few customers “get what they paid for.”
Predictably, Wall Street and academics have been at odds ever since. Wall Street has tradition on its side, along with popular belief. But the numbers, without exception, support the academics.

The political consequences of modern portfolio theory are immense. Quite simply, modern portfolio theory turns the conventional wisdom of investing upside down. Boiled down, modern portfolio theory says this: an interested layperson can manage a personal retirement portfolio by following a few simple rules. Even more important, if you follow these few simple rules, you will beat most professional managers who trade for daily profits. The bonus: you need spend only an hour a year doing it.

This is a powerful and ultimately democracy-producing point.

Of course, the money mills of Wall Street are fired on the traditional (and opposite) beliefs. All of this is to be expected. Make no mistake: if followed by investors, modern finance theory means taking billions of dollars away from advisors and mutual fund companies, and giving them to investors. Don’t expect the people who will lose the money to tell you how to do it.
Thus, expect to be told you are wrong if you use modern finance theory, and expect Wall Street and financial advisors to sell you whatever makes the most money for them. What makes money for them, of course, is the conventional wisdom and the oh-so-reasonable-sounding allure of “beating the market.” Use your backbone instead.

Recommended Reading. If you enjoy a good read, the story of modern finance — basically how a few math nerds and computers changed Wall Street — is delightfully set out in Peter L. Bernstein, Capital Ideas: The Improbable Origins of Modern Wall Street (1993).

Rule 3 — The New Rules Are Simple
The Basics of Simple
The big lesson of modern portfolio theory is this: simple is better. The most respected and ethical veterans of Wall Street say the same thing.
At first, “simple is better” would seem to make no sense. To say the more you know about investing, the simpler investing gets seems to violate common sense. Other disciplines are not like this. Law, as you have found, certainly gets more sophisticated and nuanced the more you know about it. Everything else, from literature to science to medicine to politics, seems to give the same message: expertise matters. If so, why should investing be different?
And yet that is exactly what MPT tells us. Investing, especially for retirement, is different. Investing is one of the few places a different rule holds true. For investing, simpler is better. The more you read, the simpler and the easier it gets. 

Because people assume, at the onset, investing must be complicated, they don’t even look in the direction of MPT in the first place. And even if they do, they don’t at first believe it. This helps explains why the popular beliefs hold sway with so many people.
But investing is simple. Thanks to Nobel Laureates and mountains of data, we now understand you have only to know a few rules.
Stripped of the fancy math, modern portfolio theory boils down to this:

· Risk is Related to Return [Markowitz]. There is no free lunch. To get a higher return, you must take greater risk. Response: Understand what return you need, what risk you are taking, and the level of risk you can tolerate.
· Different Asset Classes Exist. Each asset class has different returns, risks, and cycles. Stocks are different from bonds (and from real estate and cash). Some stocks are also different from other stocks. The same goes for bonds. Response: Know the ups and downs of each asset class.
· Mixing Different Asset Classes Reduces Risk [Markowitz & Sharpe]. Stocks and bonds are better than only stocks or only bonds. Response: Use two (or more) asset classes.
· Diversity within Asset Classes Reduces Risk [Capital Asset Pricing Model]. You are not compensated for risk you can diversity away. Response: Use broadly diversified funds, such as total market and total bond funds. Do the same for other asset classes.
· Market-Timing Does Not Add Value [Efficient Market Hypothesis]. No one can consistently time the market. Response: Buy and hold. Add new money on a regular basis (dollar-cost averaging).
· Individual Stock Selection Does Not Add Value [Efficient Market Hypothesis]. No one can consistently pick stocks. The market reflects all public information, and it does so in seconds. To beat the market, you must (a) know something no one else knows and (b) be right, too. Response: Buy and hold a small number of broadly diversified funds. Don’t worry about individual stocks or sectors.
Based on these principles, the investment decision is reduced to three steps:

· Determine Appropriate Level of Risk. Your level of risk is based on your goals, time horizon, and personal risk tolerance. Each person is different. If the risk you need is higher than what you can tolerate, save more. If the risk you need is lower, be happy.
· Asset Allocation. Construct an appropriate portfolio based on the level of risk. Use several asset classes. Use low-cost and broadly diversified funds, typically index funds. Your goal: minimize risk for a given level of return or maximize return for a given level of risk. 
· Buy and Hold. Pay no attention to short-term market swings. Add to your portfolio on a regular basis (dollar-cost averaging). Rebalance if necessary.

In practice, modern portfolio theory means a simple life for investors: make an asset allocation using a few funds from a few companies, and then leave it alone for a long time.

The significance of MPT for ordinary people investing for retirement is immense, and clear. Once you understand the basics, you need only spend an hour to two a year on the project. What you do in that hour or two not only will be simple, but the kind of simple stamped as best by the leading academics and Nobel laureates in finance theory. If that isn’t enough, the most respected and ethical veterans of Wall Street will agree with you.

This, we are learning, is the nature of markets. It’s hard at first for many people to believe anything as outwardly complex as the stock market is really this simple. But then many people didn’t believe the physical universe could be described by anything as simple and elegant as E = mc2 either.

A Special Note: Modern Portfolio Theory & Future Lawyers

While little reason exists for individual investors to use anything else, MPT has special significance for lawyers. While MPT started with academics, in some cases it’s now required by law. Under the Uniform Prudent Investor Act, adopted as law in many states, trustees must use MPT rather than earlier traditional standards when investing trust assets for beneficiaries. Be forewarned: trustees who ignore Modern Portfolio Theory risk malpractice. Similarly, under the Uniform Prudent Investor Act (§§ 7 & 9), trustees who pay or charge unnecessary expenses risk malpractice, too.
Rule 4 — The New Rules Are Easy to Learn
The investing industry today runs on an interesting paradox: while much money is to be made using modern portfolio theory, little money is to be made telling others about it.

Because modern portfolio theory is simple and easy, and distains the financial news of the day, it won’t sell newspapers or magazines, or keep financial reporters busy. 

This, too, is good news for you. It means you can safely ignore most of what is said, printed, or broadcast about investing. To learn all you need to know, you need only dip into a small library of well-written and recent books.

If you read only one book, read this one:
· John C. Bogle, Common Sense on Mutual Funds: New Imperatives for the Intelligent Investor (1999).

The best short book is:

· Burton G. Malkiel, The Random Walk Guide to Investing: Ten Rules for Financial Success (2003).

After that, and only if you want, read one book on investing a year. The classics include:
· John C. Bogle, Bogle on Mutual Funds: New Perspectives for the Intelligent Investor (1994).
· Jeremy J. Siegel, Stocks for the Long Run: The Definitive Guide to Financial Market Returns and Long-Term Investment Strategies (3d ed. 2002).
· Burton G. Malkiel, A Random Walk Down Wall Street (8th ed. 2003).

· Benjamin Graham & Jason Zweig, The Intelligent Investor (4th ed. 2003).

· William J. Bernstein, The Four Pillars of Investing (2002).
· Richard A. Ferri, Protecting Your Wealth in Good Times and Bad (2003).
· Charles D. Ellis, Winning the Loser’s Game: Timeless Strategies for Successful Investing (4th ed. 2002).

Not surprisingly, all recommend index funds, diversification, and asset allocation based on risk tolerance, the heart of modern portfolio theory. 

Additional resources on investing are listed on the course webpage.
Rule 5 — The New Rules Are Easy to Apply
In application, modern portfolio theory is simple: over 90% of return depends on asset allocation. 

Choose a reasonable allocation to bonds, stocks, and cash. Diversify between asset classes, and diversify within asset classes. 

Also, unless you’ve lived through a real bear market with serious money on the line, you don’t know what real risk and market loss is. If so, it’s not dumb to think your true financial self may be more conservative than you think.

Use as few funds as you need, based on your needs, amount of assets, and situation in life.

Once again, there is good news. Low-cost, diversified funds exist just for this purpose.
One-Fund Option
If you want to keep investing for retirement simple, just dollar-cost average into a single balanced fund made up of several asset classes. If you never do anything else again, this is not stupid.

This could be a fund with a 60/40 allocation of stocks and bonds, such as:

· Vanguard Balanced Index (VBINX)
· Vanguard Wellington (VWELX)
· TIAA-CREF Managed Allocation (TIMAX) or 
· Dodge & Cox Balanced (DBALX)
Another one-fund option is to rotate through some of the Vanguard Life Strategy funds, each of which has a different stock/bond balance. Here, you just switch funds every 10-15 years or so.

Several companies now offer investors an even better option, particularly for people who just want to invest, but don’t want to be bothered by details or choices. This is the so-called “lifecycle” fund, and is the easiest investment option of all for retirement. These are single funds composed of a balanced set of asset classes aimed at particular retirement days. You pick a fund, based on your projected retirement date (even if decades away) and the fund not only gives you a balanced set of assets classes, but it gradually adjusts the asset mix to reflect lower risk standards as you approach retirement age. This is a simple as it gets. You just open an account, set up regular deposits, and then do nothing for decades. 

One prominent example is the Vanguard Target Retirement Fund, which gradually changes the allocation as you get closer to retirement. TIAA-CREF also recently offered a similar set of Lifecycle Funds in late 2005.
The point here is simple: don’t agonize, just pick something and leave it alone for several decades.
In all likelihood, choosing one of these funds will do everything you need. The low costs alone will save you thousands of dollars.

Several Fund Option
If you want to build your own mix, all you need are three funds — Total Market Index, Total Foreign Stock Index, and Total Bond Index — and rebalance when appropriate. If you want more, think about a Money Market fund, as well as ones for REITs (real estate), Small Caps, and Inflation-Indexed Bonds.

Other Options

Modern portfolio theory has fine points and disputes, just like anything else. Some people think a single total stock market fund is best, while others think several funds will do better. In the same way, some people insist on low-cost index funds, others are happy just with low-cost. Some people also like to buy bonds (especially inflation-indexed bonds) directly from the U.S. Treasury rather than using bond funds.

For the really adventurous, even greater slicing of asset classes is possible, and even more asset classes are available.

All this may sound nice (and for some, it is), but don’t obsess about it. If you’ve already done the big things right, just relax.
Fun and Entertainment

If your DNA is such that you cannot live without playing the market, set aside 5% of your assets — no more — and play the market. Don’t expect to win, and don’t think you’re smart if you do. Just consider it either low-cost therapy or high-cost entertainment, and be thankful the remaining 95% is being used correctly.

Fine Points

Don’t get sidetracked by the fine points of asset allocation or modern portfolio theory. After you’ve gained more assets later in life, fine points might matter, but nothing is as important as putting some reasonable allocation away now in some low-cost fund.

Concentrate on the few things everybody agrees on. No one disputes the importance of cost, starting early, or some reasonable asset allocation. Those are the most important anyway. If troubled about the rest, just save more and forget it.

Remember, too, with retirement accounts, you can always change your mind and rollover to a new fund. 
Advice on Other Matters of Finance

Investing for retirement is simple. Most people, because they are never told otherwise, think it’s hard. Many financial advisors want you to believe it’s as delicate and complex as open heart surgery. In truth, doing asset allocation is about as difficult as changing a tire.

This does not mean, however, other parts of your financial life will be as easy. Taxes, pensions, estate planning, insurance, and many other money questions are not as easy as investing. Neither, as you know, are questions of law. Here, experts matter. 

For such other matters, three good starter books are:

· Andrew Tobias, The Only Investing Guide You Will Ever Need (2005).

· Jane Bryant Quinn, Smart and Simple Financial Strategies for Busy People (2006).

· Eric Tyson, Personal Finance for Dummies (4th ed. 2003).

After investing for retirement and education for your children, the two most obvious things to do, all guides agree, are also simple:

· Pay off any credit card debt immediately; and 

· Pay off extra principal on your mortgage, either by taking a 15-year rather than a 30-year, or making one extra payment a year on a longer mortgage.

Without question, expertise and experts are important for many business and money matters. Trading commodities or options, or doing mergers and acquisitions are not activities for the novice or weak of heart. But don’t confuse such flights of finance with basic investing for retirement. Just because some things are gray doesn’t mean other things aren’t black and white. Investing for retirement is black and white. 
Rule 6 – Taxes Matter

There are few iron rules in investing, but here is one: the only return that matters is what you get after taxes.
Tax breaks exist for retirement investing. Take advantage of them. Use a Roth IRA account (it avoids taxes), use a 401k (it defers taxes). 
Roth IRA
If you’re eligible for a Roth Individual Retirement Account (IRA) (and you may not be if you make too much money), do this first. Here’s how a Roth IRA works. You fund the account with after-tax dollars, but when you retire withdrawals are free of federal income tax. 
You don’t need to check with your employer to open a Roth, or anyone else, you just do it yourself. You can contribute to a Roth even if you have a 401k at work. The only downside of a Roth is a relatively low limit per year on contributions (now at $4000 for most people, but climbing soon to $5000 in 2008). By paying your taxes now, you lock in your present rate, rather than any future rate when you retire. (Of course, you also then hope the United States never goes to a national sale tax to replace the income tax.)
With a Roth account, you choose the mutual fund company and the investments. Since you already know about costs, this will save you money.
Roth accounts have another advantage compared to a pre-tax account such as a 401k: when you retire, you aren’t required to withdraw the money. 401k and other pre-tax retirement accounts have rules for required minimum distribution (RMD) by certain ages (so the government can get the taxes you didn’t pay before). The RMD rules, however, do not apply to Roth accounts. With a Roth account, you also can continue to make contributions during retirement, if eligible.
Thus, if you invest well and don’t need the money when you retire, you can let the account grow through your retirement, and then gift it to a beneficiary at your death. The extra time for compounding this allows could multiply your account several times over. When you die, your beneficiary must follow the RMD rules, but withdrawals would still be free from federal tax.

Roth accounts are not just for adults, either. There is no minimum age for a Roth. If a child has earned income, for example, parents or grandparents could give the child matching money for a Roth. Once placed in a Roth, the money can then compound free of federal income tax for 40-50 years until the child retires.
401k Accounts
Most private employers have 401k plans. The fund company is picked by the employer, and employees contribute to listed funds. Some employers even match employee contributions. The growth of 401k plans over the last 20 years is part of a long-term shift from defined benefit accounts (traditional pensions) to defined contribution accounts, such as 401ks, managed by employees. 401k accounts allow pre-tax contributions and deferral of taxes until retirement, all good things. 
Not all tax news for 401k accounts is good, however. All withdrawals from 401k accounts for retirement are taxed as ordinary income. This doesn’t sound bad at first. But, in truth, it means paying more taxes than with identical investments in a regular, after-tax account. Why? The reason is the favorable tax rates for capital gains. In an after-tax account, much of the gain on stocks held long-term would qualify as long-term capital gains. Put the identical stock fund in a retirement account, however, and all gains come out as ordinary income. Obviously, this reduces the benefit of tax-deferral. While this doesn’t matter as much for bonds, since interest payments on bonds in taxable accounts ordinarily are taxed as ordinary income anyway, losing any chance of long-term capitals gains for stock funds is a different matter. 
Also, if you save and invest well, your marginal tax bracket may not drop in retirement as often assumed. Plus, overall tax rates may be even higher when you retire. With a 401k, you lock in future tax rates, whatever those may be.
The Scandal of Cost and Unnecessary Choices — Part II

Many 401k plans, unfortunately, have scandalously high costs. Many employees routinely pay loads and high fees. Most employees and executives don’t know any better (in truth, who would believe such a thing, if not shown the figures?). 
Even worse, the typical plan makes everything unnecessarily complicated for employees. Most employees would be best served by a few simple default plans filled with lost-cost index funds. Instead, most employees are just handed glossy brochures that list a jumbled menu of exotic funds, with little guidance about overall asset allocation and, almost certainly, nothing about the importance of cost.

Given little help, employees often just select whatever “hot” funds did best the previous year (a bad idea) or follow random selections made by friends (a common technique), with little knowledge of the risk they are taking on (often more than they think) or even rudimentary use of modern portfolio theory (because so many just assume investing is too complicated to understand).
In too many cases, high costs and bad choices continue because no one has a reason to change: employers have a plan, mutual fund companies make money, and employees don’t know what they’re missing.

Employee Choices
What, then, should employees do? Here, one rule is simple. If your employer matches contributions to your 401k, that’s free money. Always take advantage of matches.
After that, how much you contribute should be simple, but isn’t. In theory, everyone should contribute as much as possible to their 401k account. But this is before the sticky issue of cost is added in. If you are offered a 401k with low-cost, diversified funds, consider yourself blessed and lucky. Just put together a simple portfolio and be thankful.
Unfortunately, most employees don’t have that option. Most employees are stuck with high-cost funds. In many cases, it’s just ignorance in action because employers and workers don’t know any better. Once you understand the cost of costs, though, it’s positively galling to give high fees to some mutual fund every month, knowing it’s just burning your retirement dollars.

If you are stuck with high-cost funds, the rules are not easy. If you plan on changing jobs soon, you’re probably better paying the fees and then use a rollover to a low-cost company when you leave. Putting up with 2 or 3 years of high costs is not nearly as damaging as putting up with 20.
If you plan on staying, the choice is harder. In the long-run, the best option is to get your employer to change to a low-cost provider. Investigate the costs you pay and then educate both employer and employees on the importance of cost. Unfortunately, most people will not believe you.
If education fails (and it usually does), you have a hard choice. If you are stuck with high-fee funds (typically over 1.5%), it’s possible you may be better off, in pure dollar terms, not contributing to your 401k, paying taxes instead, and putting the money you have left in a low-free tax-managed account of your own choosing. A high-fee 401k that turns capital gains into ordinary income may be worse than a low-fee, after-tax account that produces long-term capital gains, even after the tax-deferral feature of a 401k is taken into account. 
After-tax accounts have less flexibility, though. Sale or exchange of any fund would be a taxable event. Plus, we never know what new law laws or regulation of retirement accounts will bring. Human nature matters, too. Automatic deposit and protection from withdrawal come with 401k contributions. Low-cost after-tax investing doesn’t matter if it doesn’t happen or if the retirement money is spent before retirement.

Typically, this is a hard call. If you are stuck with high fees, there is no easy answer.
SEP, SIMPLE, and Keogh
If you run a small business or are self-employed, you may have other options for retirement accounts. You may be eligible for a Keogh plan (and its high contribution levels) in addition to a Roth even if you have part-time self-employment.
403(b) and 457(b) Accounts for Government Employees (and Others)
Employee of schools and certain non-profit organizations may have 403(b) accounts instead of 401k. State or local government employees may have 457(b) accounts instead. Some workers may be eligible for both. For almost all purposes, these work just like 401k accounts.
Unfortunately, many 403(b) state plans (often involving teachers) are stuffed with high-cost annuities. In terms of cost, many are worse than the typical 401k. All too often these, too, are scandals of cost.
In contrast, federal employees and military personnel have access to one of the best retirement plans around, the Thrift Savings Plan. This uses just five low-cost index funds and is blessed with some of the lowest expense ratios in existence. This is modern portfolio theory in action. If TSP is your plan, you’re fortunate.
Rollovers and Consolidations
New regulations make rollovers and consolidations between 401k, 403(b), and 457(b) accounts much easier. As you change jobs, look to consolidate accounts into low-cost funds. At least here, you can take it with you.
This is easy to do. Just pick a new company and tell them you want to do a rollover. You’ll do some basic paperwork, and they’ll contact your old company and start the transfer.
529 Accounts
If you’re saving for education, consider a 529 account. These are a new type of investment account just for saving for education. 
Two types of 529 accounts exist. The most widely used 529 account is a Roth-like investment account run by the states. These have been around the longest. Governed by federal legislation, these plans give federal tax breaks to investments made in complying state plans. Under the legislation, each state offers a small number mutual fund options and investments for education. You invest after-tax dollars, but withdrawals from complying 529 plans are free of federal income tax when used for education. Significantly, 529 accounts have high contributions limits and can be used by anyone, regardless of income. 

A second type of 529 account, the Independent 529 Plan, was recently approved. Rather than a traditional investment plan, this 529 plan guarantees the tuition units you buy today can be redeemed at future tuition prices. The risk of any future tuition increase thus is borne by the schools, not the investor. Hundreds of small, private schools participate. 
The Independent 529 plan covers tuition, not room and board. Using the Independent 529 plan for tuition and a regular 529 plan for other expenses is thus an option. 
The quality of state 529 programs varies greatly: some programs are wonderful; others have become studies in greed and politics. Unfortunately, some states (such as Indiana) offer 529 plans complete with loads and high fees for financial advisors. In contrast, other states, such as Iowa, use low-cost index funds. 
Costs matter here as much as anywhere. Never pay a load or high fee here, either. The high costs of some state plans may wipe out any tax advantage. 
While every state now has a 529 plan, you are not limited to the plan in your state. A resident of Indiana, for example, could use the 529 plan in Iowa or Utah. 
Some states give tax deductions to residents using the state 529 plan. Even here, however, you must consider the overall cost of the state plan. A low-cost plan from another state may be better than a high-cost plan offered by your own state even after a state tax deduction for contributions. 
After-Tax Investing
Most mutual funds are managed for return, not return after taxes. High turnover changes potential long-term capital gains (taxed at lower rates) into short-term capital gains (taxed at regular rates). For many funds, unnecessary taxes are just one more unstated cost. Thus, funds with low turnover (especially total market index funds) have lower taxes. Low turnover ratio means lower transaction costs and lower taxes.
For bonds, use tax-exempt bonds for taxable accounts. For equity funds, use total market index funds, and tax-managed equity funds.

Annuities often are sold as after-tax investments. While justified in a few cases, the expense ratio and cost of annuities typically is even worse than mutual funds, often in the 2-3% range. Loads and commission may add even more. Plus, many annuities tack on unnecessary redemption fees to keep customers from going elsewhere. Unless you buy one from TIAA-CREF or Vanguard, don’t even think about an annuity. If you’re stuck in a high-cost annuity, see if it’s worth doing a tax-free 1035 exchange to a low-cost company. 
Retirement Accounts versus After-Tax Investing

Remember, a tax-deferred retirement account has more flexibility than an after-tax account. With retirement accounts, you can rebalance funds, change funds, or rollover to a new company without paying taxes. All this is good. If you did the same thing with a taxable account instead, it would be a taxable event. 
But retirement accounts also have more regulations and restrictions than regular accounts. Some restrictions, such as limiting withdrawals before retirement is good; but, good or bad, retirement accounts tend to have more as well as more complicated rules.
The initial tax benefit of retirement accounts also comes with a price: all withdrawals from a retirement account are taxed as ordinary income. In contrast, withdrawals from a taxable account might qualify for long-term capital gains instead, typically for stock funds. (Of course, if Congress has a change of mood on capital gains everything changes.)
If you have both retirement and taxable accounts, the overall balance between them also may be important. Some people keep tax-inefficient funds producing mostly ordinary income (such as bond funds) in tax-deferred accounts, and keep more tax-efficient funds producing long-term capital gains (such as total market equity funds) in taxable accounts. 
Estate Taxes

With retirement accounts, good estate planning is critical. Naming the beneficiary is particularly important, since retirement account benefits often can be stretched out over more than one generation.

Tax-deferred retirement accounts can be a nightmare for estate taxes. As the laws are now written, if you do well and the main asset in your estate is a tax-deferred retirement account, you could up paying both estate taxes and income taxes. Here, there are few easy answers: many factors go into the mix.

Unlike investing, law isn’t easy (as you know). Use an expert here. If you don’t, you’re foolish.

Rule 7 — Starting Early Matters Much More Than You Think

If you are in your 20s, putting something away matters more than anything else. Pay yourself first.

Few are surprised starting early matters. But many are surprised how much it matters. Not thinking about retirement until you are 45 is easy. This is what humans do. It’s also stupid.

The raw numbers are powerful and sobering. Time rightly is described as “the Archimedes lever of investing.” It matters that much. Before you decide what to do with your life, consider but one example. 

Assume you have two options:

· Wait. Starting at age 45, you put away $5000 a year for 20 years. Assume a return of 7%. At age 65 you stop.

· Start Early. Starting at age 25 instead, you put away $5000 a year for 20 years. At age 45 you stop adding new money and let your investment compound until age 65.

In both cases, you invest $5000 a year for 20 years. The only difference is when you start, 25 or 45.

Question: If you wait, you will have just over $238,000 at age 65, not a small amount of money. How much more will you have if you start early? Remember, the same amount of money is invested for 20 years; the only difference is when you start.

Answer: If you start early you will have just over $923,000 at age 65. This is a return greater by 380%.

This one investment decision guarantees a return higher, by orders of magnitude, than picking stocks or mutual funds could ever do. Do this one thing right, and modern portfolio theory and asset allocation, as important as they are, hardly matter.

The math won’t change, I guarantee it. Here, basic math goes a long way.

Thinking about retirement is hard when you’re young. As humans we all want to believe the glow and lamp of youth will never dim. Thinking about retirement seems almost to wish life away. No one likes to do this.

But do it anyway. Once you look at the numbers, there is only one right answer.

Rule 8 — Saving Matters Much More Than You Think

Ben Franklin was wrong. When he said “a penny saved is a penny earned” he was not thinking about taxes. In truth, thanks to taxes, a penny saved is more than a penny earned. The reason is simple: a penny earned is 1 cent minus your tax rate, while a penny saved is a full cent. Thus, a penny saved is the equivalent of a penny after tax. Saving, in short, is the same as a tax deduction.

Don’t underestimate the power of extra savings.

The safest and surest way to reach your retirement goal is to save more. While a simple point, the importance of saving often is underestimated. If you save more, you can take less risk for a given return. Too often, people get behind on saving and then take on extra risk (often more than they should), thinking they can catch up. The results often are not pretty. Looking to the market alone for additional return (say, 3%) means choosing an asset class with significantly greater risk (e.g., stocks versus bonds). When you take on extra risk, the chance of not meeting your goal is increased. Compared to that, saving is sure, easy, and certain.

Once again, the numbers here are dramatic. In your early years, saving matters much more than investment returns. Yes, investment returns matter, but only once you’ve got a significant portfolio. Saving more in your 20s and 30s guarantees a much higher “yield” than high return on a smaller investment. Saving always beats risk.

Over a career, a little extra saving yields exponential gains. Saving 10-15% of your income over a lifetime is the equivalent of a fully-funded pension plan. 

Pay yourself first. Save a percentage rather than a dollar amount, so it will grow with you.

Set up an automatic deposit. You’ll never miss it.

Rule 9 — Emotions Matter

If all of this is so easy (and it is), then why do so many people not do it? Here, too, the answer is easy, but not simple — emotions. 
When it comes to money, emotional maturity matters more than anything else. In truth, emotions matter more than modern portfolio theory, market returns, and taxes, all combined.

Warren Buffett, no stranger to smart investing, starts with this advice: “Success in investing doesn’t correlate with I.Q. once you’re above the level of 25. Once you have ordinary intelligence, what you need is the temperament to control the urges that get other people into trouble in investing.” As usual, he’s right. 

Investing often goes bad because it is mistaken for something else. Money has emotions all its own. Some people see money as a proxy for power, love, or approval. But once they do, good investing stops. The worldly rules of power, love, and approval — once used to guide investing — just don’t work. Strong emotions in the wrong place always mean bad investing.

Investing doesn’t have a life of its own. It doesn’t like or dislike you. And you certainly don’t need it to be a good person. But if you decide to invest (and you should), don’t confuse what the results of it may mean to you or other people with how you do it. 

This is simple, yet critical. Do this one thing right — use the right emotions in the right place — and the remaining rules of investing are details.

Emotions Don’t Let People Invest

Many different emotions swirl around investing. First, some emotions stop people from investing at all. Emotions — especially those about money — often cloud the investing eye. Investing is a choice, and an intensively human one. Matters of asset allocation are easily solved. Knots in the human heart are something else.

If the seeds of investing — optimism, faith in markets, and personal choice — are never planted or, even worse, destroyed at the hands of others, no amount of investing wisdom matters. People without hope or belief in the future will not invest; neither will those without choice or power. Culture and politics, as well as personal and family histories, all may turn people away from the future or make them believe, without reason, they are without the skill or need to invest.

Only one response is appropriate here: understand investing for retirement for what it is — a choice by you that your future is worth your efforts.

Investing is Lonely

Social emotions also come into play. As social beings, humans don’t like to be different. Investing the right way, however, means being different. In fact, good investing is downright lonely.
Thus, the first and surest step toward good investing also is one of the hardest: ignore what most people do. While simple (and true), it’s not easy, just because social emotions get in the way.

For example, most people believe markets can be timed. Most also believe high fees guarantee market-beating results. If you don’t believe this (and you shouldn’t), people won’t like you.

In turn, if you use modern portfolio theory (and you should) don’t expect people to believe you, either. If you tell people you are using modern portfolio theory, they will say you are wrong and argue with you. After all, a certain common sense clings to the old ways of investing. And no one who makes money from conventional investing — from financial advisors to mutual funds to financial publications — can be expected to tell you otherwise. Ignore them.

Be prepared for all this. Being a good investor is not something you will share with others. It will not make you friends, and you will not talk about it with your friends. Don’t plan on telling other people what you are doing. And if you do, don’t expect them to care.

Bad Investment Decisions Often are Unrelated to Investing
Bad investments often are made for reasons unrelated to investing. As social beings, all of us like the attention and approval of others. But social needs, however strong or heartfelt, should not be confused with investing. Investing is a lousy social pastime. In turn, social emotions make bad guides for investing.

A number of different social impulses come into play.

Status. Why do some people pay high fees for investment advice, even when it’s a bad investment? Because it smacks of social status. Some people pay another person to do work they could do themselves because, for them, such actions are a sign of social status. The work could be mowing the lawn, fixing the car, or investing money. Whatever the work is, it is — for them — the supposed outward mark of a successful and focused person. 

For other people, paying someone dressed in a nice suit to “handle” their money is an outward sign of wealth, designed to impress others. For still others, talk about investments, stocks, or portfolios is just a form of bragging meant to fill other needs.

Therapy. Other times, investing is an expensive form of therapy. Any time the events of life bring sadness, people look to others for comfort. If another person helps us when we are sad or vulnerable, we feel comfort and gratitude. Cuddles always are welcome and so is attention. Of course, if we pay people — and money comes their way because of it — they will like and cuddle us even more.

Financial Fairy Tales. Then, too, there’s always the pull of financial fantasy and hot money. Tales of sudden fortune have been told as long as people and money have existed together. Every day in America, especially in America, we are told sudden fortune awaits our hand if only we pick the right number, the right stock, or the right business. Such tales of sudden money entertain and lure not because they are financially true or right, but because they serve other social needs. Some times it’s entertainment, other times it’s inspiration, or even sport. Adults need fairy tales, too.

All of this, of course, is known by people in sales, including good financial advisors. For a fee, they will take care of you. Here, you will get what you pay for. But it may be the most expensive cuddle and one of the worst investments you’ll ever get.
Emotions Always Will Be Part of Investing

Even when investing is done right, emotions won’t go away. Emotions always will be part of good investing. Even buy and hold has its moments. 

The reason is simple: the scent of money moves the human heart, often in the wrong direction. The secret, if one exists, is to know what emotions to expect and how to plan for them.

Here, the task is clear. Even after you invest properly, two powerful emotions — greed and fear — will appear, often without warning. Each will have its day. Each will tempt in its own time. You won’t know when each will appear, but it’s certain each will appear, often when you least expect it.

When greed and fear appear, short-term doubt will clash with long-term conviction, and must be ignored. Expect this. Also, both good and bad will happen, often without warning. Expect this, too.

The way to deal with greed and fear is simple: don’t give in to either. Hoping neither will come is foolish. So is standing in the dark, without a plan. Instead, just do this: plan for them. Plan for each before each appears. Then, when each comes, stick to your plan. And your plan is always the same: leave your allocation in place and look away.

The Best Investment Plans Are Emotionally as Well as Financially Sound

The best investment plan is the one that works. Modern investing works. In part, it works because it’s simple, tested, and grounded in financial truth. But it also works because it turns investors away from some emotions bad for investing.

For example, buy and hold works as an investing policy because it avoids market timing, something modern finance theory tells us is bad. But it also works because it gives investors a psychological edge in the everyday world. Once adopted, buy and hold removes the emotional pull of daily ups and downs in the market. Once asset allocation is set, everything short-term can be placed out of mind. Once done, no daily prediction of market winds ever matters again. Neither does any change, good or bad, in economic season.

Other tools of modern investing such as dollar-cost averaging and index funds work for the same reason. All remove short-term emotions from long-term investing.

In sum:

· Emotions matter more than anything else. Do this right, and everything else is easy.

· Choose to invest. No one else can, should, or will make this decision for you.

· Good investing is lonely. Expect this. Don’t expect approval from others or attention because you are doing it.

· Don’t confuse investing with status, therapy, or fairly tales. 

· Have a plan, in advance, for dealing with greed and fear, and understand why modern portfolio theory helps you do it.

Rule 10 – Keep Investing Simple

This much we know about investing:

· Costs matter.

· The most important Rules are simple, easy to follow, and guaranteed to work.

· Rules of magnitude exist in investing. 

· Simple math goes a long way. Start early and save more.

· Most people will always believe the conventional wisdom of investing.
· The most important things, such as saving and starting early, you don’t need to pay someone else to do for you.

· Modern portfolio theory is simple, but not obvious.

· A balanced, diversified portfolio makes sense in any market.
· What is best for you is what works.

· No portfolio will be perfect. Don’t agonize about fine points.

· Good investing is lonely.
· Bad emotions lose people more money than bad investing.

· Tax breaks exist for the taking. Use them.

Appendix: The Special Problem of Paying for Advice
Giving money to “smart” people to invest is part of the common lore of investing. Many investors think little of paying loads, commissions, fees, and percentages to stockbrokers, mutual fund managers, and other assorted financial advisors who claim special knowledge, expertise, and intuition about making money. 

MPT changes the cost equation for advice, however, and changes it dramatically. Under MPT, much of what many investors pay for — individual stock selection, timing the market, hot mutual funds — no longer matters. Financial advisors will claim, in chorus, “You get what you pay for.” But MPT tells us, in truth, many people pay more than they think for advice they probably shouldn’t take.
Understand, too, that investing is different from many other financial matters. While investing may be simple, other things, such as taxes or legal matters, are not. The question is not whether it’s worth paying a true expert to help you with your taxes or your will (it almost certainly is). Instead, the question is when it’s worth paying for investment advice. Here, two questions matter. First, are you paying for something worth getting? Second, if so, are you paying a fair price for it? In truth, people often pay for bad advice or, else pay much more than they need (or even realize they are paying) for good advice.
There’s nothing wrong with paying a fair price for good advice. What’s wrong is paying dearly for good advice or, even worse, paying anything for bad advice.

The Problem with Financial Advisors

Financial advisors often fail investors in four ways:

· Extra Cost. Paying for financial advice is not bad. Paying dearly for it is. A “mere” 1% fee on total portfolio compounded over many years is bad enough. But it’s also often joined with high-load funds, frequent trades, and high turnover. Too often, such advice just becomes yet another unnecessary cost of investing. 
· Conflict of Interest. Financial advisors often work on commission. If they buy or sell or your behalf, they make money. You, in contrast, should be using “buy and hold.” This is a conflict, pure and simple, between you and the advisor. You make money by buying and not trading, but the advisor makes money by buying and selling, buying and selling, again and again. What is best for the advisor is not best for you.
· Lack of Fiduciary Relationship. The client/advisor relationship is a straight out, arms-length, business relationship. People often naively place all types of advisors about money — from trustees to bankers to financial advisors — together and assume all are fiduciaries. Some, like trustees, are. But financial advisors and many others are not. No regular financial advisor has a legal duty to act in your best interest. Don’t pretend otherwise, regardless of how pleasant or nice or well-dressed the person is or how many birthday cards you are sent. 
· Lack of Expertise. Financial advising is one of the most unregulated industries in America. Most advisors know little about MPT. And if they did, they have no reason to tell you. They must know simple asset allocation. But asset allocation often is something you can do yourself. You won’t need any help picking stocks or hot funds, or timing the market.

If You Must Use One

What, then, should a person investing for retirement do?

First, you need to remember why you need advice. Under MPT, everything comes down to asset allocation. This means choosing a few low-cost funds, consistent with your risk level. Most important, this means learning (perhaps for the first time) what you think about risk. Here, there is no right answer. No one else, however wise about other things, can decide what’s best for you. There is no reason you can’t do all this yourself. It’s not complicated, time-consuming, or difficult.
Nonetheless, there is nothing wrong with a second opinion, especially if you have substantial assets. The goal is not to let someone else decide for you, but to have someone else double-check your assumptions and guide you though the process. For some people, having another person say “yes, I agree with you” helps settle the mind.

Some companies, such as Vanguard and TIAA-CREF, offer extensive on-line tools and education for investing for retirement. Free counseling may also be available to customers, as well as fee-based advice for customers with significant assets. 

If an investor wants more and is considering paying for advice, what should they do? Of course, it only matters if you have a large portfolio and have already done the things, such as saving and starting early, something no one else needs to tell you. If needed, you want a person who meets at least the following tests:

· They Understand the Importance of Cost. Many financial advisors go straight to asset allocation and never talk about cost. Remember, it’s not in the best interest of advisors to educate clients about costs. Make sure, too, any final calculations show results after fees and taxes. Some advisors just offer projected investment returns without deducting costs, fees, and taxes. Rather than pay a percentage or get stuck with high-load funds, find an advisor who charges by the hour. Such “fee only” advisors should be preferred.

· They Understand Modern Portfolio Theory. This eliminates many advisors right away. With 10 minutes, a little software, and a color printer, any person can present a rosy investing future, complete with slick, glossy pie-charts. The most serious credentials, however, belong to Certified Financial Planners (CPF). This requires a public exam, as well as minimum standards for experience and expertise. Others may understand MPT, too, but the CFP label is a plus.

· They Agree with You About MPT. Experts disagree about some of the fine points of MPT. Some, for example, care about total market funds while others look more for a value tilt. Don’t be afraid to ask what camp an advisor is in and why. While experts in any field love to debate fine points, these are not the most important. You just need something who thinks the same way you do. Make sure what your advisor is about to do is what you want done.

· They Are Not Afraid to Show Their Assumptions and Learn about Yours. A good advisor will tell you, straight up, what risk you are taking on. Even more important, they will also state — in detail, for every client to see — all the assumptions behind their projected results, particularly those involving expected returns for each asset class. Here, too, take special note: anyone who automatically assumes historic return rates going forward the next decade is uninformed. A good advisor also will help you work through, in detail, what your long-term plan should be. This should include a full Investment Policy Statement (IPS), setting out your goals and assumptions.

Experienced advisors all say something else of interest, too: sticking with a plan, through good and bad, is critical, and giving in to emotion is the leading cause of failure. Education about investment risk and serious self-testing about your own risk personality are the best (and cheapest) prevention. But not all investors, however much prepared, will do the right thing in the heat of a critical investing moment, often when the market does what all markets do at times — take sudden precipitous drops. The best asset allocation plan, if not followed, will fail. And here is the crux of the problem: your plan must work. As expensive as advice is, failure is even more expensive. 

As a second-best approach, some investors may be better off handing the panic button to another person for safe keeping. If this is the price of success, it’s not a dumb thing to do. Remember, even Ulysses bound himself to the mast to avoid the lure of the Sirens. In the end, what matters is what works
This is yet another reason why a simple, one-fund option may be a good idea. An investor has less incentive to tinker with a single fund. If three or four separate funds are used, it’s easy to react (often badly) to ups and downs of each fund rather than focusing solely on the total return.
Checking Background on Advisors

While you won’t always be using advisors or brokers, you never know when you might want to find such things as:

· Fee schedules and disciplinary records of investment advisors registered with the SEC; 

· Lists of state regulators for brokers (typically those with smaller amounts of assets under management); or 

· Employment and regulatory history for brokers listed with the National Association of Securities Dealers.
If you want to invest, how do you do it? Most people think the first step is picking stocks or mutual funds. This is a common, and expensive, mistake. When choosing investments, the first thing to consider is the cost of investing





You now need only to know the rules of investing specifics. These, too, are few and simple. The investing industry wants you to believe otherwise. As we’ll see, they’re wrong.





The next rules — starting early and saving — are critical. They are absolutely guaranteed to work, have no extra risk, and are totally within your control. Even more important, they matter much more than people think. In simple truth, orders of magnitude are in play. If used, these rules dwarf any plans about specific investments.


While these are well known, few understand just how much they matter. 


Do these things right, and little else matters.





At age 25, here’s what you’ll know:


1. Put the money away now. The extra five or ten years now make a stunning difference.


2. Use Roth accounts if you can, as well as other tax benefits. For investments outside of tax deferred accounts, use tax-managed funds, tax-exempt bonds, or a total market index fund.


3. Choose a fund company with low costs. The longer you do it, the more it matters. Vanguard, TIAA-CREF, and Dodge & Cox are the best.


4. Make a reasonable asset allocation, consistent with your own risk tolerance. 


5. Stick with what you do. Don’t change it.


6. Read an investment book or two a year. By the first year, you’ll already know more than most investors.


7. The best investment of all is education. Even so, it’s not cheap. Remember what it’s like to pay for law school. When you’re older and better off, another student will be sitting in your seat worrying about it, too. Help them.


Good luck.
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