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       Somebody's sitting in the shade today because someone planted a tree a long time ago.

       WARREN BUFFETT

       Vsp

      

       PREFACE

       In  which the author states his biases and tells you how this book should be read

       3ks>

       Over the course of the last three decades, I’ve been an advisor to individual investors, and now - for want of a better description - an advisor to other financial advisors. This book will tell you absolutely everything of critical importance that I’ve learned about investing during that time.

       That’s the good news. It may also be the bad news.

       It’s potentially good news because if one labors diligently and lovingly at this profession for over thirty years, as I’ve tried to do, one learns an awful lot about how markets and investments really work. I need hardly add that, in investing as in life, one learns virtually all great lessons the hard way. At least I did.

       One also discovers the few big things that really matter in successful investing. One does this by experimenting with, and then discarding, the multiplicity of stuff that turns out not to matter much, or to be just plain unknowable.

       That painstaking learning process at some point prompted me to say, “Let me write a little book for my fellow seekers of wealth, so that they can easily learn everything I know without having to make all my mistakes. And in that book, let me tell people just the ultimate essentials, so that they don’t have to spend a lot of time and energy learning to filter out the

      

       noise.” There is, I promise you, a simplicity that lies  beyond sophistication, and this book is my attempt to bring you directly to that happy state, without stopovers, detours, or heavy lifting.

       That pretty much concludes the good news. The bad news (or at least the cautionary news) is this. Against every major point that this book makes, there’s a significant counter-argument. These counter-arguments are often persuasively made, and by quite credible people. Here are three pertinent examples.

       • Many reputable advisors, authors and financial planners believe that you should allocate your assets among stocks, bonds and cash, particularly as you grow older. They feel that this strategy strikes an appropriate balance between your need for good returns and your need for stability and protection of capital.  I strongly disagree.  I believe that if wealth is truly your goal, stocks aren’t part of the answer, they’re the  only  answer because - net of inflation and taxes - they’re the only financial asset that has any real return. Not a better return, mind you:  any return.

       • You will hear powerful arguments for owning individual stocks vs. investing in stock mutual funds. Peter Lynch makes this case, as cogently and charmingly as I’ve ever seen it made, in his first book, Beating the Street. I strongly disagree.  I believe that most investors (not all, just most) will get much better returns from mutual funds - that is, from having professional investors manage their capital rather than trying to manage it themselves.

      

       • Just about everywhere you look these days, you’ll see suggestions that you run your financial affairs -especially your mutual fund investments - on your own, without the involvement (or the cost) of a financial advisor. This thesis is fueled by the explosion of Internet trading, of inexpensive sources of information including mutual fund ratings, and of low-cost/no-cost investment choices.  I strongly disagree.  All my years and all my experience tell me that most investors will achieve far superior lifetime results - with far less pain and suffering - working with a trusted, knowledgeable financial advisor.

       These are my core beliefs. The point is that you’re entitled to treat them as my biases, and therefore you needn’t take them at face value. I’ve tried, in this book, to state both sides of each issue as fairly as I can...but you already know where I’m going to come out. So by all means read and listen to the countervailing arguments. If you can, speak to people who disagree with my beliefs...as well as some who may agree, but with reservations.

       I know that the principles and practices in this book are most families’ best chance to achieve wealth. But in order for this book to work for you, you have to believe in it as deeply as I do. Otherwise, walk away. Don’t just flirt with this stuff. Don’t vacillate. Come all the way in, or go all the way out.

       Some other suggestions:

       • Relax. Try to read this book straight through once just for enjoyment. Investing is supposed to make you feel good, and so is this little book. So take it easy, and have some fun with it.

      

       • This book isn’t primarily about answers, or at least not about the answers you may be looking for (“Which six funds should I buy right now?”). It’s about making sure you get the really important questions framed right. Smart people in general, and good investors in particular, realize that you can never find the right answers until you’re sure you’re asking the right questions. (Examples: What are stocks? What is risk? What does wealth mean to me? Who am U)

       • Although I’ve invited you to read this book critically, try not to argue with it on the first run-through.

       Even as you start coming to points you have trouble accepting (and you will), don’t get hung up on them right away. Read the book all the way through once for its fundamental logic; then go back, if you still need to, and work on the things that trouble you.

       • This book doesn’t say that you’re going to “outperform” everybody in your neighborhood. It says you’re going to become wealthy, and stay that way.

       In that sense, it isn’t about “getting the maximum return,” whatever that means. It’s about getting exceptional long-term results - because wealth itself is exceptional - with a minimum of effort. The law of diminishing returns is a key concept here: not how much you can possibly make, but how well you can do without becoming a market maniac and/or having the management of your portfolio take over your whole life.

       • Any book for a general audience about a semi-

      

       technical subject like investing is going to be too complicated for some readers and too basic for others. If you find yourself falling into the latter category (“too basic”), I’d like politely to suggest the possibility that what you’re looking for either doesn’t matter or doesn’t exist. To the former group (“too complicated”), let me plead that I’ve avoided jargon and math as much as I could. And every time I’ve used a word or phrase you might not recognize I’ve defined it in the Glossary at the back of the book. If, even at that, this book still seems too difficult, run -do not walk - to a financial advisor.

       • A housekeeping note: in the modern era, trying to write both correctly and sensitively around the gender issue becomes a problem of style. The two most common ways of handling this problem are both unthinkable. I simply refuse to fall back on the eye-glazing he-or-she (“An investor should construct his or her portfolio so that...”). And political correctness is no excuse for bad grammar, of the singular-noun-plural-pronoun variety (“When an investor retires, they should...”). My solution is to alternate between masculine and feminine pronouns. But if I lapse, and you catch two instances of “he” to one “she” somewhere in the text, cut me some slack. My heart’s in the right place on this issue, and then some.

       Now before you read on, I’d like you to close the book for a few moments, and look at the image on the front cover. I’ll wait here for you.

       Welcome back. Yes, that’s right, it’s a tree. It’s not a com-

      

       puter screen, or an electronic stock quotation board, or a picture of a frenzied trading floor, or anything like that. It’s a tree.

       You plant it in the earth, and a wonderful force of nature causes it to take root, and to grow. You don’t have to do much

       with it: the air and the water and the nutrients it needs are all

       %

       around the tree, and it knows how to use them.

       You don’t dig it up every ninety days to check on its progress. (Nothing much will have changed in that brief time, and you might harm the tree.) You don’t uproot the tree and store it in your garage over the winter, to protect it from what you regard as “bad weather.” (Though its leaves die and it stops growing for a season, the tree itself does not die. And even leafless, the tree is still producing oxygen, without which you and I could not live.)

       Give the tree enough room, enough light, and enough time. Then leave it pretty much alone. It will give you back air and shade and beauty as it grows - and will go on doing so for your children, after you’re gone.

       That’s what investing is like - if you let it be. Wealth is no less organic than that tree; the growth of wealth in equity mutual funds is no less a force of nature. So here’s my last tip on how to read this book.

       Take it outside. Go sit under a tree. Read it slowly. Read it well. Know that time and nature are on your side. And know that it is a friend who is writing to you.

      

       FOREWORD

       W  hat this hook will do for you, and what it won't

       V-SP

       Wealth is freedom.

       It isn’t a thing, nor is it any accumulation of things. Above all, it isn’t a certain number of dollars in net worth. There are, after all, families who would feel wealthy beyond words to have a net worth of $500,000, and others for whom $5 million wouldn’t begin to be enough.

       Wealth is freedom. At the very least, wealth frees you from financial worry about what will happen to you, and to your children. No matter how much money you have, if you’re still worried, you aren’t wealthy. Freedom from financial fear is thus wealth’s great negative accomplishment.

       Beyond that, wealth is the positive freedom to live the kind of life that is meaningful to you, even - and especially - when you no longer work to earn an income. When your investments, as distinctly opposed to the sweat of your brow, will provide you sufficient income to live a full and joyful life, you are truly wealthy - because you are truly free.

       Moreover, if your investments continue to grow, even as

      

       you draw all the income you need to support an uncompromised life, you’ll be able to bequeath your financial freedom to the people you love. And that ability surely is the ultimate wealth, regardless of how many or how few dollars are involved.

       This book says two fundamental things. First, the process of achieving wealth, as you’ve just seen wealth defined, is actually quite simple - probably much simpler than you think.

       Note that I did not say it was easy, because it isn’t. Though the principles and methods described in this book are simple, they are at times very difficult to stick to. Faith in these principles, as well as the patience and discipline to continue practicing them  no matter what happens , are qualities which most people can’t sustain. That is why most investors fail to become wealthy.

       But - and here is the book’s second fundamental premise -if you  can  keep faith with these few simple principles, wealth is inevitable in the long run.

       Take a deep breath. Begin now to relax, as you open yourself up, perhaps for the first time in your life, to the possibility that these two extraordinary statements are true. (1) It is  simple to accumulate wealth through patient, disciplined investment in equity mutual funds - those funds which invest primarily if not exclusively in common stocks. (2) If history is any guide

      

       (and it’s the only guide we have), and if you give your investment program both enough time and enough money, wealth is ultimately  inevitable.

       Much more than that, no one can truthfully say. There is no magic formula. There’s no quick fix. If you have $200,000 in capital, are three years from retirement, and have suddenly figured out that you’ll need a total of $750,000 to retire on comfortably, neither this book nor anything else can reliably make it happen.

       This is not to suggest that it is impossible to turn $200,000 into $750,000 in equity mutual funds in three years. Maybe you will invest it all in a biotech fund, or in some other sector of the market that becomes blazing hot over the next block of time. It’s possible. It’s also possible that you will win the lottery, or that a relative you didn’t even know you had will die and leave you $550,000.

       But those strokes of good fortune are not  probable , much less inevitable, and therefore fall outside the scope of this book.

       Similarly, if you’re 30 years old, and plan to invest $250 a month until you’re 60, at which time you want your investments to be worth $5 million, neither I nor anyone else can hold you out any reasonable hope of getting there.

       What I  can  say is that if you invest $250 a month for thirty

      

       years, earn an 11% average annual return (which is about what the Standard and Poor’s 500-Stock Index has done over the last seven decades), immediately reinvest all your dividends and capital gains, and pay taxes out of your pocket rather than out of your investments, you’ll have $701,130 at age 60. This isn’t $5 million, but it ain’t chopped liver, either.

       Incidentally, if you invested $1738 a month for thirty years (same 11%, same other assumptions), you’d have your $5 million. This gives you a small insight into the staggering power of long-term compounding, which is one of equities’ greatest benefits. Einstein wasn’t kidding - well, he wasn’t  just  kidding - when he said that mankind’s greatest invention was compound interest.

       And finally, in the interest of fairness, let it be noted that if you invest $250 a month for the next 30 years, and get an average annual return not of 11% but 19%, you will indeed reach your $5 million goal. Again: possible - if only in the sense that nothing is impossible - but not even remotely probable. Somewhere you may find a book which will tell you that you can reliably earn that kind of return; this is certainly not that book.

       I know how you can grow wealth - an income you can’t outlive, a significant legacy for your children and grandchildren - both simply and, in the long run, inevitably. Moreover, I know how your heirs can keep that wealth growing through

      

       succeeding generations. This book will communicate that knowledge to you, but it will not do anything else.

       Thus, this is not “the only investment guide you’ll ever need,” or “the ultimate guide to picking superior funds,” or any of the other empty boasts investment books are apt to make. I don’t say anything at all about wills, trusts, estate planning, life or health or disability insurance, budgeting, mortgages, managing your installment debt, or any of a dozen other absolutely critical steps in constructing a financial life. These threshold issues should be thoroughly explored with a professional financial advisor before you even think about investing in equity mutual funds.

       I also don’t know - and don’t much care - whether you should own your funds through a Roth IRA, a traditional IRA, a 401(k) plan, in your personal account, or all of the above. These are complex financial planning issues (indeed, they’re getting more complex all the time) and you need to address them with a trusted advisor who will take the time thoroughly to understand you and your family. No book can do that - not mine, not anybody’s.

       And, as far as selecting individual funds is concerned, this book foregoes any detailed discussion, for a very simple - and perhaps very startling - reason: in the great scheme of things, it’s just not that important.

      

       No one is ever going to achieve wealth, or fail to achieve it, because of which particular equity funds he owned. Selecting stock funds which prove to be superior can surely cause you to become wealthier, but this can never be the make-or-break issue.

       The most important thing is: did you invest relentlessly in any  stock funds as opposed to  any  bond funds, individual bonds, or CDs. The Megatruth is: real wealth comes to, and abides with, the owners of great companies, not the lenders to great companies. I’m not suggesting that an owner can’t lose;  I’m declaring as an article of faith that a loaner can’t win.

       Beyond that, though, the importance of individual fund selection is relatively small, when compared to the issue of how the investor herself behaves. If you are constantly diving into funds with spectacular performance over the previous three years, then switching funds often as new hot performers grab the headlines, and finally selling out in revulsion and fear when your funds decline 30% in a perfectly normal “bear market” -you not only won’t become wealthy, you’ll lose much of the capital you have. Think of it: one can buy nothing but the highest-rated funds, and yet lose significant amounts of money, if one’s own behavior is sufficiently inappropriate. It’s done all the time.

       The converse is, gloriously, also true. If you steadily accumulate even mundane stock funds month after month and year

      

       after year, if you patiently remain true to your tortoise disciplines even when hares go whizzing past you left and right, and above all if you regard “bear markets” as opportunities to buy more of your funds at sale prices rather than as the onset of Armageddon - you’ll not only achieve wealth, you’ll probably “outperform” 90% of your fellow investors without even trying.

       Thus, a huge percentage of your total lifetime return is attributable to the simple decision to be an owner and not a loaner. And most of the rest of your return depends not on how your stock funds perform vs. their peers, but on how you behave.  Wealth isnt primarily determined by investment performance, but by investor behavior.

       I hope that you find this insight - to use a dreadfully fashionable word - empowering. Investors who think their financial fate is subject to the vagaries of the market, and/or to the personalities of fund managers they don’t really know, often feel like victims. And victims don’t win. But investors who correctly realize that their own behavior is the decisive variable in their long-term return feel (and are) very much in control of their own destinies.

       And that, when all is said and done, is why this book is almost totally devoted to shaping and pointing your beliefs and behaviors, rather than to fund selection - which is much better done by you and a financial advisor who knows and cares about you.

      

       (If the truth that fund selection has relatively little to do with the achievement of wealth strikes you as novel - or even heretical - it’s because the world around you conspires to obscure this message. Most of the financial input you get all day is essentially journalistic. And journalism, by its nature, has to sell you news instead of truth. The ninth time in a row that any investing magazine headlined the real truth - “Own, don’t loan; patience and discipline; slow and steady wins the race; end of story!” - it would go out of business, because its audience would have gotten the message and wouldn’t need to read it anymore. To survive, a magazine has to keep blaring, “Six Hot Funds To Buy Now!” And of course, they’re always six different funds. This is helpful to the magazine, but not to the investor.)

       Which brings us to the final introductory point - a point that is absolutely essential to the logic of this book. Simply stated, most families will be more successful at achieving and preserving wealth with the help of a caring and competent financial advisor than by trying to do it themselves.

       Fund selection is, or ought to be, the smallest part of what a gifted advisor does for you. As vitally important as your portfolio is, it only makes sense as the servant of a plan - ideally, a comprehensive, written financial and estate plan, but at the very least a lifetime investment plan.

       Taking the time to understand you and your family emo-

      

       tionally as well as financially, building that overall plan and helping you fund it with appropriate investments, and guiding you past all the fads and fears of an investing lifetime - serving, in effect, as your own in-house “appropriate behavior” coach - that’s what the great advisors do. And their value is many times their cost, which is - or ought to be - your main concern.

       Can you achieve wealth, as this book defines it, without a financial advisor? Surely. Should you try? Almost certainly not. The entire quality of your later life, and of your heirs’ lives, is riding on this - while estate and tax laws, the global economy and markets, and the bewildering array of investment choices grow daily more complex.

       Don’t try to go it alone. The stakes are too high; the road is too long and often very dark (remember: it’s simple, but it sure isn’t easy). The cost of help is too negligible compared to the benefits. And the number of absolutely wonderful people in the financial community - ethical, knowledgeable, caring people - is just too great.

       So before we talk about anything else, let me tell you how to find the advisor who’s right for you.

      

       Risk is not knowing what you're doing.

       WARREN BUFFETT

      

       CHAPTER ONE

       FINDING YOUR COACH

       Of this you may be absolutely sure: there is a superbly qualified, caring and committed financial advisor out there for you. Moreover, the value of that advisor to you and your family - in incremental return, in mistakes not made, in time and worry you needn’t expend trying to do it yourself - will greatly exceed the cost of the advice.

       Left to your own devices, you’d almost certainly draw the same conclusion. “It’s OK if I mow my own lawn, paint my own house or change my own spark plugs,” you would reason. “I’ve got the time, I can save a few bucks, I need the exercise, and besides, I kind of enjoy puttering around like that.

       “On the other hand, I probably don’t want to do surgery on my own aorta, nor draw up my own estate plan. Too tricky; too much riding on the outcome. The cost is money well spent, because of the years added to my life by my expertly patched aorta, or the estate taxes saved by my professionally drawn estate plan. Oh, yeah, and investing: who has the time or the temperament or the expertise to do their own investing?”

      

       You  would  reason this way - if you weren’t constantly bombarded with essentially journalistic arguments that you’re better off doing it yourself. Why pay an advisor to pick mutual funds for you, when you can just as easily pick no-load funds with five stars from  Forbes’ s (or whatever magazine’s) Honor Roll?

       This line of reasoning sounds seductively logical until you examine its toxic, unspoken premise. Which is, of course, that wealth is primarily driven by individual fund selection. But as we’ve already seen - and this perception is the very spine of the book you’re reading -  wealth is not determined by investment performance, but by investor behavior.  In other words, what your funds do versus other, similar funds is relatively unimportant. The critical issue is what  you  do, and avoid doing.

       • Do you figure out just how much it will take to make your financial dreams a reality?

       • Do you make a lifetime investment plan which reasonably assures the achievement of your goals?

       • Do you fund that plan with the right  kinds  of investments (as opposed to the illusion of “the best” mutual funds)?

       • Do you discipline yourself not to switch funds into whatever’s “hot” at the moment?

       • Do you never lose faith in the plan, regardless of the bear market/sky is falling/apocalypse  du jour ?

      

       These are the decisive issues, and they are entirely behavioral.  Is it not just common sense to know that you are far more likely to behave appropriately ,  and thus achieve your goals, with the help of a knowledgeable ,  caring coach?

       Can you achieve your optimum weight, cardiovascular efficiency and body-fat quotient using only the advice in a $19.95 diet-and-exercise book? Possibly. Is it not much more probable that you’ll stick to your diet, remain faithful to your exercise regimen, and gain the desired outcome working daily with a personal trainer? Clearly it is. The only real question is: what does the help cost and what is it worth to you?

       These days, a professional investment advisor probably costs around 1% per year, expressed as a percentage of the assets you have invested. Maybe it’s a few tenths of a percent more in smaller portfolios - say, under $100,000 - and maybe it’s a few tenths of a percent less in larger portfolios - say, north of $5 million.

       The only worthwhile question, then, is:  will working with an advisor add more than 1% (or whatever) to your total lifetime return ? Does it not seem probable to you that the advisor’s counsel will (a) increase your return by more than 1% a year, and/or (b) save you more than 1% a year in mistakes she helps you not to make, and/or (c) save you time, effort and worry that is worth more than 1% a year to you, and/or (d) all of the above?

      

       If you believe the answer is yes, (1)1 agree with you and (2) let’s get busy and find you a high-quality advisor. If you believe the answer’s no, forget it. Skip to the next chapter, if you like, and use the rest of this book to help you build and maintain your do-it-yourself investing program. There’s no law against it. And I never said you’d fail doing it yourself. I said - and now say again - you’ll far more probably succeed with good help.

       If you’re still reading, it means that you remain willing to entertain the idea of finding expert advice. The question then becomes: exactly what kind of help do you need?

       Think of all the non-investing aspects of a financial life which, I suggested earlier, fall outside the scope of this book: wills, trusts, mortgages, insurance, budgeting and so forth. These are  financial planning  issues, and the person you need to help you with these concerns is a financial planner. If you have gotten those needs met, and/or want your investments handled by someone who just works on investing, you want an  investment advisor.  If you want the entirety of your financial life managed by someone who sees the whole picture -you’re in luck, because this is the primary trend in the financial services industry today.

       You and I grew up in a world where financial services were highly fragmented, in a very unhelpful way. We had to go to a bank for checking, savings and a mortgage; to an insurance

      

       agent for life and health insurance, and for annuities; and to an investment broker for stocks, bonds and mutual funds. No one financial services provider could coordinate our economic lives; thus we tended to have financial products but no financial plan.

       Today, the barriers between the different kinds of financial services are falling all around us. Banks, brokerage firms and insurance companies are merging with each other - or simply reaching out to form strategic alliances - in order to be able to provide comprehensive financial and investment advice.

       And that’s exactly the way it should be. The advisor whom you meet today is more likely than ever to be able to offer you a complete portfolio of unbiased solutions. In that very real sense, this is the golden age of financial/investment planning. Everybody wins. The most competent, most caring advisors are able to work in an environment where they can do the right thing for the client, whatever it is. And your family gets to work with one trusted advisor who can objectively assess your needs and recommend the ideal answers.

       Now, all you have to do is find the advisor who’s right for you. Here again, there’s never been a better time. Advisors today are better trained, better supervised and more highly regulated (if you think that’s a plus) than ever before. They’re subject to rigorous continuing education requirements. They command an awesome array of technology, enabling them to

      

       do sophisticated planning scenarios as well as intensive investment comparisons. And the really good advisors, so many of whom I’ve come to know personally, are more energized and enthusiastic than ever about their capacity to do good for their clients.

       When you get to the end of this book, and particularly if you want to adopt the investment beliefs and behaviors I recommend, you’ll find it that much easier to identify the advisor who’s right for you. This is simply because you’ll have a very clear idea of what you’re trying to accomplish, and what you want your essential investment strategy to be. But in the meantime, let me offer a few thoughts on what your ideal advisor is like, and where you may find him or her.

       First, the advisor who’s really right for you listens to you and cares about you. Empathy, mutual respect and a shared sense of mission are simply  the  critical ingredients in a successful advisor/advisee relationship; without these values, it’ll never work. You should be able to feel the advisor’s genuine interest in you, and his desire to do good for you and your family.

       You should never feel unreasonably pressured to do anything. You’re engaged in a lifelong, and even multigenerational, quest for wealth; nothing has to be invested in today “or you’ll miss it.” This is not to suggest that a good advisor shouldn’t encourage you to act decisively and promptly. The journey of a thousand miles  does  begin with a single step, and the best

      

       time to take that step is usually today (as opposed to, “I want to wait until the market pulls back”).

       The right advisor for you makes you feel as comfortable as if you were talking to your family doctor. But that kind of relationship works both ways: you have to be as willing to answer the advisor’s questions as you are the doctor’s. If she says, “Where does it hurt?” you can’t say, “Won’t tell you that; too personal. Just prescribe some medicine.” Nor will you get very far if you’re always second-guessing your advisor. (“You need an operation to remove a brain tumor.” “No, thanks, I think I’d just like to have an appendectomy.”)

       The advisor’s competence is certainly important, and there are many ways you can test that competence before you make a commitment. But competence alone will not get you where you need to go.

       As we’ll see in a later chapter, the mortal enemy of investment success is fear. (Peter Lynch says, “The key to making money in stocks is not getting scared out of them.”) When you’re watching large percentages of your net worth disappear during a long bear market -  and you will  - your advisor’s faith in the future, and your trust in his judgment, may be what saves you from a panicky decision to sell. And that moment when your advisor’s faith vanquishes your fear may turn out to be the pivotal event in your family’s quest for wealth.

      

       Thus, while it’s important to have an advisor whose technical capabilities you respect, it will prove far more important to have an advisor whom you trust - literally with your family’s financial life.  Do not care what they know until you know that they care.

       Where to start looking for your financial and/or investment advisor? First, try asking friends and neighbors who seem to be doing well financially to provide you with the name of their advisor. You might also ask the senior managers/owners of the company where you work. Certainly a warm recommendation from someone who’s benefiting from an advisor’s counsel is a strong clue to where good help may be found. Also, your attorney and accountant will probably have run across advisors whom they respect, and can refer you to them.

       If your own circle of acquaintances fails to turn up someone you like, you can obtain a list of financial planners in your area from the International Association for Financial Planning (LAFP) by calling 8 00-945-LAFP. The names of professionals who have earned the well-respected Certified Financial Planner (CFP) designation are available from the Institute of Certified Financial Planners (ICFP) at 800-282-7526. The IAFP and the ICFP are merging into a new entity: the Financial Planning Association. Calling either 800 number will get you access to the combined resources of both.

       An organization of financial planners who practice on a fee-only basis (that is, they do not receive any commissions for

      

       the investments they recommend) is the National Association of Personal Financial Advisors (NAPFA) at 1-800-FEE-ONLY. They’ll provide you with a list of their members in your area, and will also send you their Financial Planner Interview questionnaire, which may help you frame the questions you want to ask as you look for your coach.

       If you have substantial sums to invest (usually a minimum of $100,000) you might want to contact the Institute for Investment Management Consultants (IIMC) at 800-449-IIMC. They confer a designation called Certified Investment Management Consultant on advisors who successfully complete their two-level (100-160 total hours of study) course, and they’ll refer you to those near you. CIMCs tend to be investment advisors rather than financial planners, but many are both, or work in tandem with financial planning specialists.

       Large investment brokerage firms with offices in your area, as well as the better regional brokerage firms, are among your best sources of guidance on the specific principles outlined in this book. So are many banks, and some agencies of the well-known life insurance companies. My suggestion is to make an appointment with the managers of a few offices, and tell them what kind of help you’re looking for. Then ask them to recommend a senior, very accomplished person in their office who might take you on, and interview that person.

       Although it will be somewhat time-consuming, and although you will inevitably hear some conflicting advice (that’s

      

       good; it’s part of the learning process), I think you should plan on conducting half a dozen interviews. Your knowledge of your options, of the planning process, of markets and investments, of the quality of advisors, and (above all) of yourself will skyrocket over the course of those six sessions. And you’re virtually sure to find your lifetime coach among the six high-quality professionals you’ll meet using the screens and filters I’ve outlined above.

       If not - have six more interviews. If you still haven’t found someone, it may very well be that you have some issues with your ability to trust. I can’t help you there. Of course, if you’ve had a specific problem with a financial advisor in the past, by all means disclose that to the candidates you’re interviewing. Ask them how they’d have handled the issue, and ask how they’d propose to avoid a recurrence.

       Then: consult your family, consult your heart - and make a decision. All successful equity investing is, as we’ll see, first and foremost an act of faith in the future. I can think of no better start to that process than to make the act of faith implicit in choosing a coach and placing your trust in him or her.

       Conversely, I can think of no worse start than the conclusion, “You can’t trust  any  of ‘em.” Deciding to go it alone for genuinely economic reasons - “I can practice the principles in this book successfully without paying for coaching” - is one thing. Though probably wrong, at least it focuses on the proper

      

       issue. But electing to do it yourself because advisors as a group are not to be trusted is symptomatic of an emotional problem - a problem which doesn’t have anything to do with money -and I’d bet that that problem will at some point bushwhack your investment plan. (Emerson said, “People seem not to see that their opinion of the world is also a confession of character.”)

       It is no harder to find a good financial advisor than it is to find a good doctor, lawyer or accountant. I’ve been working with them for thirty years, and I’m here to tell you they’re practically dropping out of the trees. You just have to know what trees to shake - and now that you’ve read this chapter, you do.

       So just shake those trees six times - and let something (or, more accurately, somebody) wonderful happen to you and your family.

      

       JUST REMEMBER

       *§>  The value of a high-quality financial advisor is a multiple of what he costs. That’s all that matters.

       *§>  Assume that good help costs about 1% a year, expressed as a percentage of your portfolio. If a high-quality advisor can  either  help you increase your return by more than that,  or  save you more than that in mistakes,  or  save you more than that in time, effort and worry...she’s worth it. If the advisor might do  all  those things -  and she very well might - then hiring a coach is a non-decision decision. It’s heaven’s own original no-brainer.

       $ Trust and mutual respect; empathy and a shared sense of mission; those are the hallmarks of your relationship with the lifetime coach who’s right for you. Then, and only then, comes competence.  Do not cart what they know until you know that they care.

       ^ Successful friends/neighbors/colleagues are good sources of referral to your coach; so are other professionals like accountants and attorneys. After that, organizations of advisors - who hold their members to very high standards - are smart places to look. Interview managers of local offices of fine brokerage/bank/insurance firms to see if they have senior advisors appropriate for you. See six

      

       people, more if you have to. This is no harder than finding a good doctor, lawyer or accountant.

       *§>  By the time you’ve shaken the trees six times, you should know.

       ^ Trust yourself. Make the decision.

       S Now relax. The hard part’s over. You’re not alone anymore.

      

       There is nothing new in the world except the history you do not know.

       HARRY S TRUMAN

      

       CHAPTER TWO

       !1Ksp

       AN OWNER, NOT A LOANER

       In  trying to understand any problem, you’re always well advised to break it down into its component parts. By mastering smaller, bite-sized aspects of the problem, you have a better chance to comprehend the whole.

       So let it be with equity mutual funds, which are actually a combination of two completely separate issues: equities (common stocks) and mutual funds.

       Try to think of equities as the best birthday present you ever got in your whole life. Now try to think of mutual funds as the box your present came in. I don’t care how unique or attractive that box and its wrapping were; the thing that warmed and cheered and thrilled you - and the one thing into which the giver put the most love and care - was the present, not the box.

       This chapter begins an extended discussion of your birthday present: equities. All in good time, we’ll sort through the issues concerning the box and the wrapping. Just see, for the moment, that the box/wrapping/mutual fund concerns are separate from, and far less important than, the essential questions of what equities are, how they work, and why they are indispensable to the seeker of real wealth.

      

       Equity - common stock - is nothing more or less than a share in the ownership of a business. (Thus it is not, among many other things, a casino chip or a lottery ticket. There’s a world of difference between an investment and a bet.) Your common sense and your life experience will tell you that it is the owners of good businesses who achieve real wealth in this country.

       Think about it. Nearly everyone you’ve ever known about who achieved lasting financial independence owned a business, or was a manager and/or a stockholder in a business. In a capitalist economy, that’s the way it’s supposed to work. And in America - the greatest capitalist economy that ever was or ever will be - that’s exactly how it does work.

       To start or expand her business, the owner might very well have taken a loan. The lender got a certain amount of security for his loan in the form of some kind of collateral. He also got a stated rate of return in the form of an interest rate on the loan. But no matter how profitable the business may become, the lender doesn’t participate in those profits. On the other hand, if the business is unprofitable for a long enough period of time, and the owner can’t pay the loan, the lender will foreclose on the collateral.

       The lender to a business takes only the risk that the collateral won’t be enough to repay the loan. And, if he’s done his job right, this shouldn’t be much of a risk at all. Having taken not much risk, the lender appropriately receives...not much

      

       return. And no chance at all to hit a home run if the business really takes off.

       The owner of the business takes a good deal more risk than the lender. If she can’t repay the loan, she’ll see the major assets of her business - if not the business itself - taken away. Of course, if she succeeds she gets to keep all the profits, and all of the increased value in her prospering business, above and beyond the face amount of the loan and the interest she has to pay the lender.

       Makes perfect sense, doesn’t it? Indeed, even if you’ve never owned a share of stock or a mutual fund in your life - much less a business - there’s still a good chance that you have personal experience of how wealth comes to the owner and not the loaner. It’s called buying a home, and taking a mortgage to do so.

       In 1978, my family and I bought our first home. We paid $80,000 for it, which seemed to us like all the money in the world at the time. Our down payment was $20,000 and we borrowed $60,000 from a bank in the form of a thirty-year mortgage.

       A short time ago, we sold that home for $627,500. OK, we’ve done some significant improvements over the years, so let’s say that, apples to apples, our $80,000 became $500,000 in a little over twenty years.

      

       What did the lender get? All his principal back (we’d long since paid off the mortgage) and a fixed rate of interest. What did we get? All - not some of, not most of,  all  - the appreciation in the home. The bank made a very good loan, but we made a truly great buy.

       (If this all seems logical to you, then you’ve already got a pretty good handle on the concept of owner vs. loaner. You might just want to pause a moment here, take another deep breath, and pat yourself on the back. Even if you opened this book saying, “Hell, I don’t know the difference between a stock and a bond,” what we’ve just demonstrated is: yes, you do. See, I  told  you this was going to be simple, but you didn’t want to believe me...)

       OK, we know in concept that the lender to a business - the bondholder - doesn’t take much risk and doesn’t get much return. We know, too, that the owner of the business - the stockholder - takes more risk than the lender and gets more (and maybe a whole lot more) return. The next step is to move beyond the concept and see if we can find out just how much more return the stockholder gets, and just how much more risk she takes.

       And here we run smack into the next major idea - one that we all have to know and accept - about investing (and, for that matter, about life). It is the essential unknowability of the future.

      

       Deciding whether to invest in stocks or bonds, and in what mix, would be a lot easier if we could be sure what those two asset classes were going to return, relative to each other, over the balance of our investing lifetime. As with every other aspect of the future (including whether the sun’s coming up tomorrow, and whether we’ll be here to see it if it does), this knowledge is unavailable to us. “Certainty” is not a condition that exists in nature. Reasonable probability, based on an examination of historical bond/stock relationships, is all we have, and it will therefore have to do. The more we look back, Winston Churchill said, the further we may see ahead.

       Let’s look first at the absolute returns of certain asset classes for the period January 1, 1926 through December 31, 1998. This is the period for which we have the most reliable information - before that the data get kind of fuzzy - and you’ll find most professional investors and advisors using this as the standard proxy for “long term.”

       To me, what lends this period great credibility isn’t just its length (seventy-three years) or how good the data are, but how varied these seven decades have been in terms of our economic and political experience. You’ve got both the greatest crash in stock prices and the greatest bull market in our history; the nation’s worst economic depression and its greatest boom; global conventional war, the threat of nuclear extinction, and a glorious peace in which we’re the world’s only remaining superpower. You’ve got deflation in the early 1930s, and hyper-

      

       inflation (at least by our standards) in the late 1970s. High interest rates, low interest rates, Republicans and Democrats... you name it. This period has everything. So any pattern that emerges from this era seems very worthy of our attention. And here’s what we find:

       COMPOUND ANNUAL RATES OF RETURN

       FROM 1/1/26 THROUGH 12/31/98

       Source:  Stocks ,  Bonds. Bills and Inflation® 1999 Yearbook . ©  1999 Ibbotson Associates, Inc. Based on copyrighted works by Ibbotson and Sinquefield. All rights reserved. Used with permission.

       Now, this strikes me as fairly dramatic. It says, broadly speaking, that over this very long, very varied and very meaningful period of time, the owner got paid about twice what the loaner did.

       But wait. Those are the nominal returns. What about  real returns? You see, nominal returns are just the absolute percentage returns you got paid, in a vacuum. The nominal return on a six-month CD averaged close to 16% in 1981; in

      

       1998 it was, let’s say, 4%. So your nominal return in ’81 was four times higher than in ’98. That’s true, and it doesn’t mean anything - because nominal rates of return themselves don’t mean anything. After netting out the very high inflation of 1981 and the very low inflation of 1998, the 4% CD actually had a higher real return!

       The only meaningful measure of long-term return, it seems to me, is the  real  rate you earned: the nominal rate  less inflation.  And the good folks at Ibbotson Associates, who brought you the return figures in the previous chart, also tell us that from 1926 through 1998, inflation as measured by the Consumer Price Index was 3.1%. So let’s back 3.1% inflation out of the average annual  nominal  returns in the chart on the previous page, and see what those asset classes returned in real terms:

       COMPOUND ANNUAL RATES OF RETURN NET OF INFLATION FROM 1/1/26 THROUGH 12/31/98

       Source:  Stocks. Bonds. Bills and Inflation® 1999 Yearbook . ©  1999 Ibbotson Associates, Inc. Based on copyrighted works by Ibbotson and Sinquefield. All rights reserved. Used with permission.

      

       Uh-oh. It’s starting to look, in the only terms that really count, as if the owner didn’t get paid twice what the loaner did, after all. Net of inflation, he got paid  three and four times what the loaner earned.

       Now that’s serious. And when you start compounding that equity premium (the incremental real return of stocks over bonds) for long periods of time, the dollar difference it makes gets pretty staggering. Looking at fairly academic measurements of rates of return on a chart in a book is one kind of experience. Watching real wealth building up on your account statements (or, in the case of bonds, watching it not build up) is, I assure you, a completely different kind of experience.

       If history is any guide, then, for the long-term seeker of real wealth as we’ve defined it, bonds are a non-starter. Does this mean you should never own bonds? Of course not. All it means is you shouldn’t own bonds and tell yourself you’re trying to become wealthy, nor that you’re trying to build up your estate for your children and grandchildren. Bonds have their uses; some are financial, most - as we’ll see in later chapters - are psychological. Yes, bonds have their uses - it’s just that building real wealth over time isn’t one of them.

       What’s that? Still not convinced? All right; I had hoped to spare you this, but now I feel you’ve brought it on yourself. Let’s go back to our historical returns, and factor in taxation. The most reliable “plug” number I’ve seen for an average tax rate over this seventy-three-year period is 28%. See what that does to the real rates of return:

      

       COMPOUND ANNUAL RATES OF RETURN NET OF INFLATION AND TAXES FROM 1/1/26 THROUGH 12/31/98

       5.8%

       Source:  Stocks. Bonds. Bills and Inflation® 1999 Yearbook . ©  1999 Ibbotson Associates, Inc. Based on copyrighted works by Ibbotson and Sinquefield. All rights reserved. Used with permission.

       I guess you can look at this, continue the analysis we’ve been applying up to now, and say that, after inflation and taxes, the owner actually got paid five or six times what the loaner did. That’s true, as far as it goes, but I think that at this juncture it misses the real point. Which is that bonds have historically had virtually no net return at all. The loaner set the world endurance record for treading water. Real wealth went to, and continues to abide with, the patient, disciplined, long-term owner.

       Is this me suggesting that stocks are going to continue to return 11%, bonds 6% and/or inflation stay around 3%? Absolutely not. I have no idea what nominal returns or inflation or interest rates are going to be over the rest of our investing lifetimes. Nor, for the purposes of this discussion, do I think it

      

       matters. What I believe in - and what drives one of this book’s two central arguments about owning vs. loaning - is that yawning chasm of a spread between the real returns of stocks and bonds. Whatever the equity premium turns out to be in the future - whether it’s 2x or 3x or 4x - to the extent that logic and history tell me that the stockholder will continue to earn multiples  of the bondholder’s return, that’s what I need to know. And it’s very nearly all I need to know.

       But there is one other issue, isn’t there? And this brings us to the second of the two central arguments about debt vs. equity that I mentioned a moment ago.

       You will remember that we agreed, at the beginning of this chapter, that the owners of good businesses get - and deserve to get - a substantially higher return than their lenders receive, for the simple and very compelling reason that the owners take on more risk than do the lenders.

       So even I couldn’t blame you if you said to me, “Well, the equity premium may be enough to make  you  a born-again equity zealot, but I’m not there yet. Granted that equities have provided a premium return, but just how much incremental risk do I have to take on in order to get that premium?” This is what I call The Great American Yes, But. As in, “You get much higher returns from stocks.” “Yes, but: what about the risk?” This is a fair question. Indeed, it’s even a good question. Unfortunately, it’s the wrong question.

      

       Remember I said to you, back in the Preface to this book, that people don’t find the right answers because they fail to get the questions framed right? Well, we’ve just stumbled upon a classic example of this - maybe  the  classic example. Once again, the wrong question is, “How much incremental risk do I accept in exchange for the premium return of stocks, and is the premium worth that risk?”

       The right question - the  only  right question - is:

       WHAT IS RISK?

      

       JUST REMEMBER

       All our common sense, and all our life experience, tell us that the owners of good businesses make more money than do their lenders, if only because owners take more risk.

       ^ When you invest in stocks, you’re an owner of

       businesses. When you invest in bonds, you’re a lender to businesses. Everything else is commentary.

       ^ Over the incredibly varied seventy-three-year period (1926-1998) which we use as a kind of proxy for the idea of “long term,” real returns to the owner, net of inflation, have been three to four times what the loaner got. After inflation  and  taxes...don’t ask.

       ^ It is possible that, in the future, return relationships will be very different from what they’ve been in the past. It doesn’t seem probable. And reasonable probability, based on a searching analysis of the past, is about all we’ve got to go on.

       ^ If in the future the real return of equities will likely continue to be some multiple of that of debt, that’s very nearly all the true seeker of long-term wealth needs to know.

      

       *§>  “How much incremental risk do I take on in order to capture equities’ premium return?” - The Great American Yes, But - is the wrong question.

       ^ The right question is: “What is risk?”

      

       So first of all let me assert my firm belief that the only thing we have to fear is fear itself. ..

       FRANKLIN D. ROOSEVELT

      

       CHAPTER THREE

       WHAT THE REAL RISK ISN'T

       The single biggest reason that people fail to achieve wealth in equities - bigger than all the other reasons put together - is that they never really understand risk.

       Misperception of risk actually takes two distinct forms. And most investors, without ever realizing that they’re doing so, fall victim to both of them.

       First, people greatly overestimate the long-term risk of owning stocks. Second, and much more insidious, people seriously underestimate the long-term risk of  not  owning stocks.

       These are not at all two ways of saying the same thing. They’re two completely different issues - so much so that this book is now going to give each its own chapter.

       This chapter speaks to the first misperception of risk: the fear that owning stocks carries with it significant long-term risk of capital loss. It doesn’t, which is why this chapter is called “What The Real Risk Isn’t.”

       The next chapter, predictably called “What The Real Risk Is,” examines the terrible long-term cost of  not  owning stocks - of cutting yourself off from their marvelous potential for

      

       rising income and growing capital, which are exactly the weapons you’ll need to fight decades of increasing living costs during your retirement, and to create a legacy for your children. For, as you’ll see, the great long-term investment risk isn’t losing your money. It’s outliving your money.

       These two chapters complete this book’s central investment thesis, begun in the last chapter. Simply stated, this thesis is as follows:

       (1) The real long-term total return of equities is so much greater than that of bonds that holding bonds is irrational for the true wealth seeker. (“An Owner, Not A Loaner”)

       (2) While stocks are much more volatile than bonds -sometimes horrifically so - the passage of time leaches the risk out of stocks. Moreover, volatility isn’t risk, and volatility passes away, while the premium returns of stocks remain. (“What The Real Risk Isn’t”)

       (3) The great long-term financial risk isn’t loss of principal, but erosion of purchasing power. Stocks increase in value, and raise their dividends, at a much greater rate than inflation saps our purchasing power. The great long-term risk of stocks is, therefore, not owning them. (“What The Real Risk Is”)

      

       If and when you can get your mind around these essential premises, the rest of this book will probably make a lot of sense to you. If you can’t, it won’t. So to the limited extent that I’m asking you to do any real work, it’s in these two chapters. Just thought I ought to warn you.

       Before we begin our explanation of what long-term risk is and isn’t, let’s make sure we’ve got a shared understanding of what “long term” really means. For the purposes of this book, it’s five years and up.

       If you have a goal that will require you to liquidate an investment within five years, it’s obviously a much more specific - and very different - goal than long-term wealth-building. And you probably shouldn’t invest for that goal using common stocks in any form.

       Stocks are too volatile over shorter periods for you to be certain of reaching near-term goals. This is not to say you can’t earn superior returns in stocks over less than five years. It’s simply that you can’t rely on such a favorable outcome.

       So the more important your under-five-year goal is to you, the less you want to put the achievement of that goal at risk. If you need to be absolutely sure of having a big down payment on a house three years from now, or if your daughter’s starting college in a couple of years - if you have  any  goal that requires

      

       a very large, specific chunk of capital within five years - I strongly recommend taking a pass on equities.

       Will stocks produce a positive return over any five-year period? Probably. Will stocks provide a better return than bonds or CDs over those five years? Still probably, but less so. No matter: when your goal is very time-specific and very dollar-specific - such that you  must  liquidate the investment within five years -  “probably” just isn’t good enough.

       And besides, short-term goals like that are completely outside the scope of this book to begin with. Remember that we’re dealing here only with the process of long-term wealth-building as we’ve defined it: an income that you can’t outlive, together with a growing pool of capital that becomes your legacy to those you love.  But that takes time.

       And you’ve got time - perhaps much more than you think. Your heirs have way more time than that.

       So don’t go thinking that, if you’re 59 and planning to retire at 63, you’re within the five-years-no-stocks window. That rule only applies when you’ll need your principal within five years. A retiree won’t. The thing you’ll need when you’re 63 is twenty-five to thirty years of an income stream that’s rising faster than is your cost of living. That, as we’ll see, means stocks. And it most certainly does not mean bonds.

      

       Think - at an absolute minimum - in terms of the rest of your (and your spouse’s) life. Then, as soon as you can, start thinking in multigenerational time. Because that’s when the force of this book’s logic will really begin to come home to you.

       jKsp

       While we’re nailing down our definitions, let’s also make sure we both mean the same thing when we say “stocks.”

       I’m talking about stocks in the broadest sense: the universe of stocks - the asset class - as opposed to any one company’s stock, or even a few stocks. I generally use the S&P 500, which accounts for roughly three quarters of all the value of all the publicly traded stocks in America, as a proxy for the idea of “stocks.” (When I refer to some other group of stocks, it will be to make a point about diversification, and I’ll tell you clearly what I’m doing, and why.)

       Second in importance only to the raw, threshold issue of stocks vs. bonds - of owning vs. loaning - is the issue of getting enough equity diversification - of owning enough stocks - so that your personal results can track, and perhaps exceed, the returns of a large index of stocks. (And, of course, broad diversification is one of the great benefits - some would say the  great benefit - of mutual funds. But I’m getting ahead of myself.)

      

       The fewer stocks you own, the greater are your opportunities to outperform - and to underperform - the market as a whole. Thus, when I make the case that the risk of stocks as an asset class disappears over time, I certainly don’t suggest that the risk of any one stock does so. Put simply and bluntly, stocks as an asset class can’t go to zero, but an individual stock can, and often does. (The stock of the airline Pan Am has actually done it twice now.)

       So just focus on the fact that, for the balance of this chapter, “stocks” means the whole asset class. And the risk characteristics we’ll discuss are generic to that asset class.

       The essential ideas in this chapter are twofold. Or, rather, they are the same idea, alternately traced back into the historical past and then projected into the essentially unknowable future.

       This idea is simply that the principal risk of equities - the chance that you will lose money holding them - has historically declined, and ultimately disappeared, with the passage of time. Looking back in time we find that this is no more or less than a statement of historical fact. The chart on the next page illustrates all the five-, ten- and fifteen-year periods (starting at the end of each month) from 1926 through 1998, and the percentage of those periods in which the S&P 500, with dividends reinvested, produced a positive return.

      

       PERCENTAGE OF ROLLING PERIODS WITH POSITIVE RETURNS FOR THE S&P 500

       100 . 0 %

       This is a testament to the phenomenally curative aspect of capitalism: left to its own devices, the marketplace ultimately heals itself. In bad times, great companies have the resources to stay the course. They have the borrowing power to invest in new plant, equipment and technology. They have the financial flexibility and pricing power to take market share from their weaker competitors, to absorb them, and even to drive them out of business. A free-market economy  goes  down, in other words. But - and this is critical -  it does not stay down.

       The natural law of a free economy - and of the value of the thriving companies which shape and are shaped by such an economy - is one of permanent advance punctuated cyclically by temporary decline. It was ever thus. A line drawn between the peaks and valleys of our economic life (and therefore of stock prices) always has a relentless upward bias. Let me say once more, because it’s this chapter’s mantra:  the advance is permanent; the declines are temporary.  Consult everything you know or can learn about history - or, in a pinch, simply consult

      

       your own life experience - and you’ll find this view borne out.

       Not many of us can remember the Great Depression of the 1930s (which was, in essence, The Mother of All Temporary Declines) giving way to the economic boom of the following thirty years. But most of us have some memory of the somber 1970s, marked by inflation, Watergate, OPEC, gas lines, war in the Middle East, a bloated corporate culture seemingly incapable of competing with Japan, and the second largest stock market decline of the century in 1973-74. A quarter century later, we stand alone at an apex of economic and political power in the world, and the Dow Jones Industrial Average has soared from below 600 to over 11,000. And that’s not counting dividends!

       This is not to suggest that market declines are brief, benign, or much fun. Quite the contrary.

       When you’re watching perhaps a third of your retirement nest-egg disappearing day by day for upwards of a year - with every media talking head in the country reporting this as an unprecedented crisis in the economic life of America - you wouldn’t be human if you did not feel a powerful impulse to sell, and go hide out in CDs for a while. And history tells us that such declines are really quite common. Here’s a somewhat arbitrary table of the eleven bear markets in the S&P 500 since the end of World War II, measuring the market from peak to trough.

      

       I say “arbitrary” because purists will argue that a 20% decline in the index is necessary to turn a “correction” into a true bear market. I count the 1956-7 event simply because it went on for so long - a year and a half from peak to trough. And have you any memory at all of the terribly negative public psychology surrounding the chaos in Russia and throughout the emerging markets of Asia and South America that seemed to threaten global meltdown in 1998 ? If you do, you will know why - for its sheer terror value - I include that year’s decline.

       The issue here is neither semantics (“correction” vs. “bear market”) nor small percentage differences which do not, after all, change the emotional experience of a major decline. The issue here is fear: not what the market is doing, but  how you are reacting to what the market is doing.

      

       We know intellectually that the world doesn’t end, that the apocalypse  du jour  eventually blows itself out like a hurricane, that the greatness of the human spirit and the genius of free market capitalism must and do ultimately triumph. We know intellectually that the depression ended, that Hitler didn’t win, that nuclear winter didn’t happen, that Communism failed, that Japan, Inc. didn’t acquire the U.S. in a hostile takeover, that our raging Federal budget deficit of a decade ago slowly returned to surplus, and on and on. We know intellectually that the advance of capitalism is permanent and that the declines are temporary.

       And yet, since 1982, the only three times when equity mutual funds were in net liquidation - when investors as a whole were pulling out more money than they were investing on a monthly basis - were at or near the market bottoms in 1987, 1990 and 1998. People who had years and years of investing yet to do, who should have welcomed a bear market as a big sale on the quality investments they needed to own more of, instead liquidated their equity mutual funds at panic prices.

       How can we square our well-founded intellectual confidence in the future with the get-me-out-at-any-price-before-Armageddon-engulfs-us-all emotional response that characterizes all major market declines? The short answer is that when it comes to investing in general - and equity investing in particular - the intellect isn’t in the driver’s seat. The emotions are. Specifically, the driving emotion is fear.

      

       It is fundamental to human nature that we fear loss much more than we hope for gain. Or, as Richard Thaler, a University of Chicago economics professor, says, “Losing money feels twice as bad as making money feels good.” Let’s say I offer to flip a coin, and you can call heads or tails. If I win, I have to pay you $175,000. But if you win, you only have to pay me $100,000. Although we have an equal chance of winning, you stand to gain nearly twice what you’re risking.

       You won’t do it, will you? Why? Because the horror of losing $100,000 on something as frivolous as a coin toss outweighs any rational calculation of how favorable the terms of this bet are to you. (Would you do it for $200,000? $250,000? The answer’s still no, isn’t it?) Behavioral economists call this phenomenon “asymmetric loss aversion.” Call it what you will, the undeniable fact is that we react disproportionately to falling markets as opposed to rising ones. (Bull markets have their own psychological pitfalls, but that’s a subject for another chapter.)

       Part of the problem, too, is that people have a hard time making the critical distinction between  volatility  and  loss.  To wit, they mistake the former for the latter. I don’t usually hear people say, “I’ve experienced a perfectly normal, temporary 20% decline in my capital in a garden variety, every-five-years-or-so-on-average apocalypse  du jour/bear  market, but that’s just volatility, and it’ll pass.” I hear people say,  “I’ve lost 20% of my money r  (With the corollary, spoken or unspoken, “And I’d better get out now before I lose more/a lot more/all of it!”)

      

       But what has one actually lost? If the capital isn’t going to be withdrawn for at least five years, and if (historically, anyway) five-year holding periods with dividends reinvested have shown a positive return 93.4% of the time since 1926, wouldn’t you be well advised to just ride it out? You would, of course - if fear were susceptible to reason, which it rarely if ever is. (Intellectual responses to emotional stimuli being, as we’ve agreed, a square peg in a round hole.)

       The ability to distinguish between volatility and loss is the first casualty of a bear market. When the panic response sets in, it becomes virtually impossible for most people to see that markets may inflict volatility, but - in a well-diversified equity portfolio - only people can create permanent losses. And how does one turn a temporary decline into a permanent loss? By selling, of course.

       Let me suggest anecdotally what I mean, by inviting you to look carefully at the following number:

       $ 6 , 200 , 000 , 000 .

       Yes, that’s right, it’s six billion two hundred million dollars. A very large sum of money, wouldn’t you say? Now what, you ask, does it represent?

       It is roughly how much Warren Buffett’s personal shareholdings in his Berkshire Hathaway, Inc. declined in value between July 17 and August 31, 1998. And now for the

      

       six billion dollar question. During those forty-five days,  how much money did Warren Buffett lose?

       The answer is, of course, he didn’t lose anything. Why? That’s simple: he didn’t sell. Was this because he knew something intellectually about the future course of the markets that the rest of us either did not or could not know? Did he predict that, as quickly and savagely as the markets had declined, the S&P 500 would turn around and make new highs? I assure you - as Buffett himself would if he were here - that he did not.

       Buffett (a) had no need to withdraw his capital, (b) had great faith in his holdings as superior businesses, (c) had equally strong faith in the long-term trends of the world economy, even if the short-run outlook seemed pretty awful, and (d), most importantly, is unsusceptible to panic.

       And indeed, these largely temperamental (as opposed to analytical) qualities have stood Warren Buffett in very good stead. Why, look how far he’s come, as an investor, from the stock market “crash” of October 19, 1987 - when he only “lost” $347,000,000! Except he didn’t lose anything  that  day either, because...see (a) through (d), above.  No panic, no sell. No self no lose!  The sky is not falling. The end of the world has been indefinitely postponed.

       The best book that’s ever been written about stocks as an asset class is  Stocks for the Long Run  by Professor Jeremy J. Siegel of the Wharton School of the University of Pennsylvania.

      

       It is an intensive but thoroughly readable analysis of stocks, bonds and inflation from 1802 to the present era. And it offers the most rigorous, most complete intellectual case for stocks vs. bonds you’ll ever see. (In that sense,  Stocks for the Long Run  is this book’s much smarter big brother.)

       Currently in its second edition, the revised and expanded version of this classic book contains a foreword by the legendary economist and investment manager Peter Bernstein, and a new preface by Dr. Siegel. And if you read these closely, you notice a startling and wonderful thing.

       Even as Bernstein and Siegel extol the analytical rigor of the book’s central argument, both men draw the reader’s attention to one sentence that appears in Chapter Five. Indeed, so that there’s no chance we’ll miss it,  both men repeat the sentence  - meaning that it appears in the book a total of three times.

       Now, I’ve been reading non-fiction books, man and boy, for nearly half a century. And I don’t ever remember a book -particularly a book as important as  Stocks for the Long Run -feeling that it needed to say the same sentence three times. So when it happens, I pay very close attention - and hereby invite you to do likewise. The sentence is:

       “Fear has a greater grasp on human action than does the impressive weight of historical evidence.”

      

       Pause a moment, please, and - if your surroundings permit - read this sentence to yourself again  out loud.  And know that, after all your searching, you’ve just found the supreme secret of equity investing. It’s not holding five-star funds vs. three-star funds; it’s not having a faster modem than the next investor; it’s not even knowing a lot about stocks vs. knowing very little. (In fact, it isn’t about knowing, at all.) It is the age-old, never-ending emotional battle between  fear of the future  and faith in the future.

       If you do not give in to fear, you will not sell. Failing to sell, you will remain fully invested in your equity portfolio for the long run. Holding a diversified, high-quality equity portfolio for the long run, you will - simply, inevitably - build real wealth as we’ve defined it.

       The only thing we have to fear is fear itself. No one is asking you not to  feel  the fear, because there are very few of us who ever actually become immune to the emotion. You have to be who you are, and you have to feel what you feel.  You simply have to refuse to act on the feeling.  And that, I believe, is where your financial advisor can and should be of critical help.

       You don’t hire a financial advisor to tell you whether Mutual Fund Raindrop A will beat Mutual Fund Raindrop B to the bottom of the window over the next two years. (He doesn’t know that, and neither does anyone else.) You most assuredly

      

       do not hire an advisor to predict what the markets, or the economy, or interest rates will do next. (She doesn’t know that, and - heaven knows - neither does anyone else.) You hire an advisor to help you achieve wealth that you believe you mightn’t achieve on your own.

       If wealth is the product of successful long-term equity investing, and if giving in to fear is by far the greatest obstacle to that success,  then the highest and best function of an advisor may simply be in convincing you not to lose faith - not to sell.

       I suggested earlier that part of the advisor’s value to you is denominated in the saved cost of mistakes he helps you not to make. This contribution, though perhaps not objectively measurable, may, at a critical moment in your investing career, be decisive to the outcome of your family’s quest for wealth. In fact, the cyclicality of markets being what it is, and the immutability of human nature being what  it  is, your advisor’s intervention may be critical  several times  over an investing lifetime. That’s because victory over fear in one bear market may strengthen you for the next, but it certainly doesn’t vaccinate you to the point of immunity - especially if, next time out, you meet a much bigger bear.

       A skeptic may greet this eternal truth with the response that, since he is never going to sell in fear, here is yet another reason why he doesn’t need an advisor. My questions are twofold. (1) Can you be absolutely sure of that? Combat veterans

      

       will tell you that, no matter how long and rigorous one’s training, you never know how you will respond to the horror of war until the shooting starts. (2) Are you willing to wager your family’s lifetime investment success (against an advisor’s annual fee of, say, 1% of your assets) that your stoicism is that fireproof? Or might the advisor’s fee be better regarded as the annual premium on an insurance policy against lonely panic?

       Take all the time you need to ponder these questions, because one fine day your family’s financial future will turn on your answers to them. In the meantime, let me leave you with a little footnote on the psychology of fear-based “sell” decisions.

       Nobody who sells out of fear admits to himself that that’s what he’s doing. No one says, “I see clearly - intellectually -that I’m mistaking volatility for risk, that I’ve fallen victim to that peculiar form of mental illness called pessimism, that I’ve given in to fear. But I can’t stop myself from making this emotional decision which I’m going to regret for the rest of my life.”

       What really happens when fear takes over is that it immediately dragoons the intellect into ginning up a rationalization for the crazy decision that it - fear - dictates.

       Most often the front-line rationalization is current-events-driven. (“This awful impeachment crisis (1974), this cancerous inflation (1979-81), this terrible recession (1982), this in-

      

       sidious Japanese world takeover (1988), this cataclysmic banking crisis and this Gulf war (1990), this runaway Federal deficit (1994), this emerging market meltdown (1997-98), this awful impeachment crisis (1998)...this will be the ruin of us all.”)

       The intellect, which is slowly sinking into the primeval ooze of fear that’s flooding its circuits, barely has time to cry out, “But we’ve had wars/inflation/deficits/banking crises/impeachments before, and we came out even stronger.” Then it disappears, totally swamped by fear; its last signal is the four-word death song of the fear-based seller: " This time it’s different

       Moreover, nobody who’s panicking out of equities ever actually says, “I’m never coming back.” The rationalization here is,  “YU get back in when the market is much lower and this unprecedented trouble is finally over In reality, by the time the market is down enough - and the apocalypse  du jour well-publicized enough - for most people to get really scared, most of the trouble is already behind you, and the market’s already done most of the declining that it’s going to do. (That doesn’t necessarily mean it’s going to come roaring back anytime soon; it just means that it’s already way too late to sell.)

       Markets anticipate the economy, and usually change direction well ahead of it. That’s why, for example, the stock market bottoms out about halfway through a recession. My point is that if you’re waiting for a clear, unequivocal sign that the crisis  du jour  is over, you most often turn around and find that

      

       the market is long gone on the upside. So the fear-driven seller ends up buying back higher...or not at all.

       How to avoid all this conflict, anxiety and emotional/fi-nancial distress? Easy: don’t sell. If the market’s decline is bothering you that much, stop watching it. (This is a corollary of Murray’s Law of Riding the New York City Subway, which states that, if you don’t make eye contact, you’re not really there.) I promise you that, if the price of your home were listed every day in the newspaper, you’d have been scared into selling it two or three times in the last twenty years. But it’s not, so you didn’t - and look where the price is compared to twenty years ago.

       And when nothing can hold back the fear...when you feel yourself being overwhelmed by it...run, do not walk, to an experienced advisor who has seen the bear come and go several times. Because if you haven’t sold yet, there’s still hope. And it isn’t too late to ask for help.

       But perhaps you have begun to think about another possible answer to the problem of declining markets. Maybe you’re saying, “Why subject myself to the emotional and financial rigors of the bear? Why not just stay in the markets during advancing phases, and get out when the market’s about to get (however temporarily) massacred?”

      

       Let me be mercifully brief; this will only hurt for a moment.  It can't be done.  No one has ever been, and no one will ever be, able consistently to call market tops and bottoms.

       Please don’t take my word for this. Ask Warren Buffett. Ask Peter Lynch. Ask the six potential advisors you’re going to interview, and see if all six don’t warmly confirm the utter folly of trying to “time” the market. (If, by some perverse chance, a candidate to be your advisor tells you that he  can time the market, quickly place between yourself and him a mirror, a crucifix, and a clove of garlic. Then run like hell.)

       Time in  the market, as opposed to  timing  the market, is not  a  way of capturing the long-term returns of equities; it is the only practicable way. You have to stay in it to win it.

       Moreover, not only can you not time the market, but you shouldn’t even try. Because, even if your timing were perfect -and it won’t be - you historically don’t gain much by it. This may seem counterintuitive, but look at the example on the next page. It shows the results of mo imaginary investors, one of whom annually invested $10,000 in the S&P 500 Index at the market low for the year in each of the last twenty years. The other invested $10,000 at the market high for each of those years. One investor had, in other words, perfect timing (at least on an annual basis), while the other had the very worst timing possible. Both investors reinvested their dividends. In the end, their returns are separated by just 1.7% per year.

      

       $10,000 INVESTED AT THE MARKET’S YEARLY HIGH AND LOW POINTS 1979-1998
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       And so we see,  finally,  that as you would be a builder of long-term/multigenerational wealth as we’ve defined it, you have to buy and hold equities. Buy them, even when every talking head on TV is blathering that the market is “too high,” whatever that means. (If you think the market’s “too high” now, wait ‘til you see it twenty years from now.) Buy them, even when the same talking heads are all crying that “this market’s going lower.” Buy them, at the only right time to buy them: when you have the money to invest. Buy them, and keep buying them.

       Then, hold them. Hold them, no matter how sick the market looks. Hold them, regardless of the economy, or interest rates, or oil prices, or hemlines, or whatever. Hold them, when all about you cry, “This time it’s different.” Hold them, when fear is a constant taste in your mouth, and every fiber of your being cries, “Get out; get to safety.” Hold them, most, when everyone you know is selling them, and telling you to your face that you’re crazy to hang on. Hold them, just for one more day. Then tomorrow, hold them for just one more. Hold them, because your advisor says hold them, and because you have faith in her advice.

       Hold them, finally, because that’s the only way to wealth for you and for the generations of the family you love.

      

       JUST REMEMBER

       People fatally misperceive risk, in two distinct ways.

       They overestimate the risk of holding stocks, and underestimate the risk of  not  holding them.

       S  The long-term risk of stocks to principal historically does not exist. No fifteen-year period (with dividends reinvested) since 1926 shows a negative return. And since the end of WWII, the longest it’s taken for the S&P 500 to recover from a bear market (again, dividends reinvested) is three and a half years.

       5  The world does not end. People just fear that it’s ending. In part this is because people fear loss much more than they hope for gain. Therefore they react much more emotionally to declining markets than to rising ones.

       ^ Volatility isn’t risk, and temporary decline isn’t loss. No panic, no sell. No sell, no lose. Remember your mantra: six billion two hundred million dollars.

       *§>  “Fear has a greater grasp on human action than does the impressive weight of historical evidence.” Jeremy Siegel, Stocks for the Long Run.

       6  The highest and best function of your financial advisor may simply be in convincing you not to give in to fear -not to sell. The decision not to sell will one day be the most important investment decision you ever make. Do not assume you’ll be able to make it alone.

       No one can time the market. You have to stay in it to win it.

       ^ Buy equities. Hold equities. Everything else is commentary.

      

       It's not what you don't know that hurts you, it's what you know that just ain't so.

       SATCHEL PAIGE

      

       CHAPTER FOUR

       WHAT THE REAL RISK IS

       The real long-term risk of equities is not owning them.

       This is the risk that most people totally underestimate. They reason that what you don’t own may not help you, but it can’t hurt you - simply because you don’t own it.

       But not owning equities will prove fatal to the achievement of wealth as we’ve defined it: an income that you cannot outlive, and a growing pool of capital for your heirs. Please note that I didn’t say that avoidance of equities  may be harmful  to wealth. The phrase I used - and now use again - is  will prove fatal.

       Turn that idea around, now. Instead of saying “avoidance of equities will prove fatal to wealth,” what happens if we say “committing yourself entirely to bonds, CDs and other debt instruments will prove fatal to wealth as we’ve defined it”? Are these not two ways of expressing the very same truth? You bet they are.

       We saw in Chapter Two that, net of inflation, you can’t build wealth by investing in debt. What this chapter says is that you can’t even  hold  wealth, much less continue to grow it, investing in debt.

      

       Particularly as people approach retirement - when the conventional wisdom says you should switch out of stocks and into bonds for “safety” and “income” - the idea that bonds are hazardous to your wealth is bitterly countercultural. Well, countercultural it may be, and therefore terribly difficult to accept, emotionally. But accept it you must, or - sometime during the thirty years you and/or your spouse are retired -you’re probably going to run out of money. If you’re both lucky enough to die  before  you run out of money, chances are there’ll be relatively little left for your heirs. Assuming that’s not what you want to happen, please read this chapter very carefully -and as often as you need to.

       Perhaps the best place to start this line of inquiry is with the number in the middle of that last paragraph: thirty years. If, a generation ago, your father retired at 65 and died at 73 -which is just what the average man did in those days - you may have a hard time thinking in terms of retiring tomorrow at 62, and (assuming your spouse is also 62) one of you living until 92. But again, that’s what modern actuarial tables tell us is going to happen. (And if you’re 52, or 42, or 32, the plot thickens even further, doesn’t it?)

       Now go back to page 45, and look at the long-term inflation rate, as expressed by the Consumer Price Index. Did you remember that it’s 3.1%? Well, at 3.1% inflation, compounding for thirty years, consumer prices will just about triple. Or, if you prefer, your dollar will lose two-thirds of its purchasing power. Either way you express it, you’ll need three dollars of

      

       income in order to purchase what one dollar of income will buy today.

       Now, maybe consumer price inflation will be less than 3.1% over the thirty years that you’re retired. Maybe, instead of tripling, your living costs will only double. Then again, maybe prices will rise more than the trendline 3.1%. We can’t know that in advance. All we can do is consult our life experience and our common sense, both of which tell us that (a) it sure feels like our cost of living goes up all the time in real life, and (b) over long periods of time, it goes up a whole lot. Even low inflation isn’t  no  inflation, and when you compound even a low inflation rate over decades of retirement, the results are pretty sobering.

       If the foregoing discussion seems like a mathematical/economic abstraction, and it makes your head hurt, see if this doesn’t clarify the issue once and for all:
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       This is a make-believe (except in two important respects) first class United States postage stamp. (The Post Office gets very upset if you copy a real stamp, and since we already had the tree thing going, anyway...) The very-much-wof-make-be-lieve aspect of this illustration is that in 1975, a postage stamp really did cost ten cents.

       Now, this may not be very scientific, but the postage stamp is sort of my personal bonehead proxy for the insidiousness of inflation in everyday life over long periods of time. And from 1975 to the day you’re reading this page is still less than the standard-issue twenty-first century two-person retirement life expectancy.

       Suppose you’d retired in 1975, and all you needed to buy every year was one postage stamp that cost ten cents. And you found that, by investing in bonds and CDs, you could get an income of twenty cents - in other words,  twice  your annual living costs. I’m betting that you’d have felt like you were in the catbird seat, and that no power on earth could have persuaded you to invest in stocks - which were still struggling back from the biggest bear market of the postwar period, and which finished the year at Dow 850.

       Today, even if your bond/CD income is just where it was in ’75 (and it may not be; interest rates are a good deal lower now, and have been for a while), your twenty cents in annual interest can’t buy a thirty-three-cent stamp. You’ve either figured out a way to cut your living expenses by more than 35% - probably

      

       slashing your standard of living to the bone - or you’re under water. And you’ve begun eating into principal.

       How did that disaster befall a nice, “conservative” retiree like you, who shunned “risky” stocks and stuck with “safe” bonds and CDs? That’s easy: you fundamentally misperceived risk (and therefore safety), in not one but two ways. First, you greatly overestimated the risk of holding stocks for the long run. (If you’ll look back at page 61, you’ll see that there’ve been five bear markets since 1975 - some of them real howlers - but the Dow’s gone from 850 to over 11,000.)

       Second, and this is the theme of this chapter, you fatally underestimated the risk of  not  holding stocks for the long run. So, yes, your cost of living tripled, but your capital would have increased over ten-fold. Much more to the point, even the cash dividend of the S&P 500 went up about four and a half times. Which means that, had you invested in equities for dividend income instead of in bonds for interest income, your cash income would have grown much more than did your living costs. You’d have stayed far ahead of inflation on your dividends alone, leaving your capital to compound merrily on for your children and grandchildren .  And isn’t that exactly how we’ve been defining wealth?

      

       Why do so many people - heck, why does nearly every-

      

       body - get this wrong? The reality of long-term erosion of purchasing power stares back at you, not just every time you stick a postage stamp on a letter, but everywhere you look.

       I paid $3,000 for the top-of-the-line Ford Galaxie 500 in 1968, and $30,000 for a Ford Explorer in 1998. My first apartment in beautiful, historic Brooklyn Heights, New York rented for $185 a month in 1966; today, one of my daughters pays more to rent a parking space in the very same building. (I’m guessing the apartment rents for $1800, at least.) I vividly remember when I was in college - and John F. Kennedy was a president, not an airport - buying a summer suit for $50. I have trouble finding a really good dress shirt for $50 today.

       How many dozens of these examples can you think of from your own life? How clearly is the slow, relentless uptrend in your living costs a part of the reality of your personal experience? And why, when it comes to investing for - and during -retirement, does this most vivid reality get obscured, overshadowed by...something else? What is the hypnotic force that causes even very intelligent retirees to cast aside everything they know about real life, and start intoning, over and over again, “Safety. Income. Yield...”

       A part of the answer, I think, is that we are unconsciously assuming something closer to our parents’ life expectancies than our own. This is only human: we know what we’ve seen, and we don’t know what we haven’t seen yet. There may also

      

       be a touch of survivor’s guilt in there, as well (“My poor dad didn’t make it to 72; how can I believe I’m going to see 92?”).

       The next ingredient in this toxic soup of misapprehension is, as we saw in the last chapter, our much greater fear of loss as opposed to hope for gain - perhaps magnified even further by advancing age. (“If I’m 45 and I run out of bullets, I can go back to work and earn the money to buy more bullets. If I’m 65 and I run out of bullets...I’m out of bullets. The heck with that. Nothing ventured, nothing lost.”)

       Finally - and most importantly - I’m convinced that the culprit is  culture,  in several of its aspects.

       First of all, the defining psychological/economic event of the last century for Americans was the Great Depression of the 1930s. This long, bitter economic contraction is associated in most people’s minds with the stock market crash of 1929, the assumption being that the crash caused the depression. It didn’t.

       This is no time to be arguing reality when the whole issue here is perception, but it was a transcendently awful series of monetary and fiscal policies by the Federal Reserve and the government that cased the stock market event to cascade into a national economic catastrophe. Put another way, the October 1987 “crash” was much greater by any measure than the 1929 event, and could easily have become a worldwide economic disaster  had the Greenspan Fed not done exactly the

      

       opposite of what was done in 1929 and thereafter.  Bottom line reality: the crash didn’t cause the depression, and we’d never make the same mistakes that did cause it again.

       The perception that forms our collective unconscious, however, is of a stock market crash as the root cause of the greatest economic disaster of all time - and of a stock market that didn’t recover for years and years. Even aging baby boomers, born much too late to have any personal memory of the depression, were raised by people who’d been scarred and sometimes shattered by it. And those well-meaning people programmed us, almost pre-consciously, with the mantra, “If it happened once, it can happen again. If it can happen again, it  will  happen again.” Dad and mom may be gone now, but in the deep recesses of our fear-based unconscious, that tape may still be playing.

       Once again, at the risk of appearing to reason with fear, let me interject a few salient but frequently overlooked facts. Between the 1929 crash and the market bottom on July 8, 1932, stock  prices  went down close to 90%.  Dividends went down by only about 50%.  Why? Of course: because companies were not doing anywhere near as badly as their stocks. And here’s the best number of all: the Consumer Price Index went down by about 25%. Indeed, 1930-32 was the only period of major deflation in the cost of living in this century. Those were the years when Eddie Cantor (who got wiped out in the crash for the same reason everyone else did, and you won’t: he was holding stocks using 90% borrowed money) sang, “Potatoes are

      

       cheaper, tomatoes are cheaper, now’s the time to fall in love” - a joyous hymn to deflation.

       Do you not see the beauty of this? In The Mother Of All Temporary Declines, if you were living on your dividends and you didn’t panic out of your stocks, your dividend income came down a lot, but so did your cost of living. (OK, not quite as much, so maybe you had to close up the house in Newport for a couple of seasons. But your dividend income and your living costs stayed within some reasonable range of each other.) If you’d invested in bonds, granted your capital held up better, but interest rates went south of 3% for most of the 1930s -and so did your interest income.

       By the way, if you  weren't  living on your dividends, but reinvesting them, this story gets even better. Because dividends held up so much better than stock prices, reinvested dividends bought very large numbers of very low-priced shares. Reinvested bond interest, as you might suspect, didn’t buy much of anything, because interest rates were so low. Thus, if you placed half your fortune in stocks and half in bonds the day before the 1929 crash, and reinvested the income, it only took about seven years for your stock account to be worth more than your bond account...with the so-called Great Depression still raging on.

       OK, OK, I promise: no more reality. We’re dealing here with a culture-wide shared perception of the 1929 crash. And what we realize is that the culture has, through the magnifying

      

       lens of fear, (a) connected the crash causally to the depression, in a way that it’s really not, and (b) greatly underestimated how well stocks really performed (particularly compared to bonds), both as an income-producing investment and as a vehicle for capital accumulation, during those terrible years.

       Another important way culture blots out reality is linguistic. Words have tremendous power to shape our perception of the world, particularly when everyone around us assigns the same meaning to those words. If the entire culture has told you all your life that, in retirement, stocks are too risky and bonds are safe, I can hold a 1975 ten-cent stamp and a current stamp in front of your eyes for five minutes every hour on the hour for a year. And you’re still going to believe - nay, to  know - that, in retirement, stocks are too risky and bonds are safe. (It takes a village to raise a bad investor.)

       Edward Sapir, who did seminal work in linguistics early in the twentieth century, wrote:

       “Human beings..are very much at the mercy of the particular language which has become the medium of expression for their society...The fact of the matter is that the ‘real world’ is to a large extent built up on the language habits of the group...We see and hear..as we do because the language habits of our community predispose certain choices of interpretation.”

      

       I’d like now to examine seven words that American culture uses in very specific ways when it thinks and talks about investing. The combined effect -  not of the seven words ,  hut of what the culture thinks the seven words mean - explains why people go into thirty years of potentially tripling living costs with a fixed-income investment strategy...and believe they’re being not just rational, but extremely prudent.

       The seven words which, like The Shadow of old radio days, have the power to cloud men’s minds are (1) “money,” (2) “risk” and its opposite (3) “safety,” (4) “income” and the related concept (5) “yield,” (6) “conservative” and its opposite (7) “speculative.” An American pre-retiree might be capable of using all these words within three sentences spoken over thirty seconds, and would believe that he was speaking the plainest imaginable common sense. Observe:

       “As we approach retirement, we can’t afford to take the risk of speculative investments like stocks. We need to keep our money safe in conservative investments like bonds and CDs. Besides, we need income, and bonds yield more than stocks.”

       The speaker of these three sentences will believe in them as passionately as he does in democracy, the flag, baseball and apple pie. And believing (and practicing) these bedrock cultural principles, he’s doomed, because none of these words mean what he thinks they mean, and some of them actually

      

       mean the opposite. Let’s start with the most important word of the seven: “money.”

       To grasp the point I’m going to make - and to begin to take your own cultural/linguistic temperature on these issues -please reach into your pocket or wallet, and take out one American greenback. Doesn’t matter what denomination it is; just haul out one piece of that precious printed paper, and hold it in both of your hands, making heavy eye contact with the dead president (not to slight Ben Franklin or Alexander Flamilton) pictured thereon. Got it? OK. Now: please tell me what you are holding in your hand,  using only one word.

       I’m willing to bet that the one word you used was  money. That’s your first mistake. Don’t worry, it’s  everybody's  first mistake, so powerful is the culture of language. That’s the whole point.

       The thing you’re holding in your hand is  currency.  In no long-term sense is it  money , if by money we mean a constant, reliable store of value, as in “If I hold on to my money, I’m safe.” Currency is a terrific medium of exchange; without it we’d be doing things like bartering oranges for Buicks, which gets pretty cumbersome, especially if the orange grower and the Buick dealer don’t speak the same language.

       But if, ten or fifteen years into retirement, you go out shopping for oranges (or a Buick) with the same number of units of

      

       the currency you’ve always had, and discover that oranges (or a Buick, or the maintenance on your condo, or a month’s supply of your medicine) now cost twice as many currency units as they used to, then you learn - vividly but much too late -that currency isn’t money. And that, even as you were carefully safeguarding the number of currency units you had, you were (at a compound rate of 3.1% per year, or whatever)  losing your money.

       You see, in the long run, the only sane definition of “money” is “purchasing power.” If my living costs double while my capital, and the interest thereon, remain the same, my purchasing power has halved, and therefore - there is no other rational way to look at it -  I’ve lost half my money.  (And when my inexorably rising living costs catch up to and then surpass my fixed income, that’s the beginning of the end.)

       By the same token, if my living costs double and my dividend income from stocks also doubles, my purchasing power has remained the same, so  I’ve preserved my money.

       Where does the fatal cultural mistake of confusing currency with money come from? Well, part of it may be our predisposition to regard the U.S. greenback as extremely stable (“sound as a dollar”), which it certainly is  relative to other currencies.  But that’s only saying that other world currencies have historically lost purchasing power at a faster rate than ours has. Sadly, you can’t eat (or buy a Buick with)  relative  stability.

      

       In the back of my mind, though, I wonder if this and all other cultural/linguistic roads don’t lead back to the depression - which was an anomaly of  deflation , such that the currency not only held its value but increased in value. (Remember the 25% three-year drop in the CPI?) In that searing period, living costs actually went down, so the value of a dollar went up - i.e. we experienced the opposite of long-term reality. If the depression is as defining as I think it is, that may explain why we unconsciously think currency has some immutable, permanent value - that it is, in other words, money, which it is so clearly not.

       As soon as you’re able to make the all-important currency/ money distinction, one by one the other cultural/linguistic dominos begin to fall. If money is purchasing power, “risk” is that which threatens purchasing power, and “safety” is that which preserves and enhances purchasing power  over time.

       Well, then, since bonds and CDs provide a very small return net of inflation (and since even that small margin is all but wiped out by current income taxation), it becomes difficult to see how they offer true safety - that is, how they safeguard your purchasing power/money. What bonds/CDs are good at -and this will turn out to be the only thing they’re  any  good at, as you’ll see when we redefine “income” and “yield” - is stabilizing the number of units of the currency you have at any given time. Sorry, but what good is that, since  currency isn't money ?

      

       Stocks, on the other hand, are exceptionally efficient in preserving - and considerably enhancing - purchasing power. (Moreover, the increasing values of stocks are taxed at capital gains rates, which have historically been much lower than ordinary income tax rates.) We saw on page 45 that, since 1926, the S&P 500’s total return has averaged 11.2% a year, while inflation was 3.1% - a “margin of safety,” if you will, of over 8% a year. (Jeremy Siegel, in  Stocks for the Long Run , demonstrates that stocks’ real - net of inflation - return has been averaging 7% a year  since 1802.)  If safety is implicit in the preservation and enhancement of purchasing power (money), stocks are safer than bonds/CDs by orders of magnitude.

       But you give something up - or, more precisely, you trade something off - to get equities’ far greater real safety. Being much more volatile than bonds, stocks subject the number of units of the currency you’ve got at any given time to much wider fluctuations. But again, why does the long-term/multi-generational investor care about that, since  volatility isn't risk and  currency isn't money ?

       At the end of the day, you have a choice to make, and that choice will basically determine whether you run out of money in retirement or endow yourself and your heirs with wealth as we’ve defined it. The choice is: on which end of your investing lifetime do you want your insecurity, so that you can have security on the other end?

      

       You can have blissful emotional and financial security on this  end of your remaining lifetime - right here, right now. We’ll get you some money market funds, a six-month CD, Treasury bills, and maybe some very high-grade corporate bonds maturing in the next five years. The number of currency units you’ve got will hardly fluctuate at all. You’ll get a little current income, and you’ll sleep like a baby. Of course, one day - and that day may not come for twenty years or more - you’ll run out of money. Perfect security on this end of your investing lifetime; total insecurity (indeed, disaster) on the other end.

       Alternatively, you could elect to take your insecurity on this end by investing in equities. If we get you a little exposure to small-company stocks and emerging markets - which fluctuate more widely, and provide higher long-term returns - we can increase your insecurity on this end even more. The number of units of the currency you’ve got at any given time will bounce around all over the place, and so may your blood pressure.  Terrific  insecurity on this end...peace, serenity, rising income and capital values far beyond inflation and taxation -wealth, in other words - at the other end.

       Safeguard your currency now, risk your money/purchasing power later on. Or risk the number of currency units you have now to safeguard (and continue to increase) your purchasing power/money later on.  There is no such thing as no risk.  There’s only this choice of what to risk, and when to risk it.

      

       I think you see what risk and safety really mean now, so I hope you’ll choose the right risk. When you do, though, you’ll be going against your instincts, your acculturation, and the conventional wisdom. That’s how you know you’re right. If most folks were right, most folks would be wealthy - and, in retirement, would only get wealthier. Since most folks sure aren’t wealthy, it should be clear to you that conventional wisdom (about “risk” and “safety,” in particular) is anything but.

       This is just another reason - if you still needed another -why an advisor whom you trust is going to prove indispensable. For to achieve wealth, you’ll have to row upstream against the culture’s definitions and rules, and even against your own instincts, for the rest of your life. The comfort and strength of another pair of hands on the oars may, at a critical moment (or moments ), be what it takes to bring you and your family safely home.

       We’ve just seen that “risk” and “safety” (and their adjectives “risky” and “safe”) not only don’t mean what you were acculturated to think they mean, they actually mean the opposite, once you define “money” not as currency but as purchasing power. We can therefore quickly - and by exactly the same logic - dispense with the adjectives “conservative” and “speculative.”

       These two words, as our culture uses them, amplify - or are used interchangeably with - “safe” and “risky.” Our lin-

      

       guistic reality-distortion field implies that those investments most likely to limit fluctuation, i.e. to hold nearly constant the number of currency units you own, are “conservative.” By the same fatally flawed cultural reasoning, those investments subject to great variability in price (i.e. they can go down a lot in the short to intermediate term, which is what frees them to go up a lot in the long term) are to be regarded as “speculative.” I’m hoping you already realize that it’s the other way around.

       What should a truly conservative investor be laboring to conserve? Why, his money, of course. And what, to the long-term/multigenerational investor, is money? Right again: money is purchasing power. Therefore, those investments are genuinely conservative which most reliably and consistently maintain (and even increase) their owners’ purchasing power.  Stocks are conservative.

       What is a speculative investment? I would say it is one which has the possibility of a favorable outcome, but also carries the very real - and not at all unlikely - possibility of an unfavorable result.

       Bonds will conserve money (as we now define it for the long run) only if the currency holds or increases its purchasing power. That is, bonds will maintain purchasing power if there’s zero inflation, and will increase purchasing power if there’s deflation. Judging by the experience of the twentieth century, this isn’t just a speculative posture. It’s a  very  long-shot bet.

      

       Even if you do get zero inflation, and are able to hold the purchasing power of your capital, you’re still not going to be happy, for two reasons. First, interest rates are going to totally collapse, because they rise and fall with inflation. So if you’re hoping for zero inflation during thirty years of retirement, you’d better start thinking about interest income in the l%-2% range if you re lucky.  Be careful what you wish for...

       The second reason zero inflation won’t make the bond investor happy is that, if history is any guide, you’re  still  gonna wish you’d bought equities. Jeremy Siegel found that in the nineteenth century, when technological breakthroughs and massively increasing crop cultivation held U.S. prices virtually constant, stocks still returned 7% a year over (negligible) inflation.

       But put these issues of the return  on  your money aside, and let’s summarize the point we’ve been making about the return  of  your money. To wit: if decades of  some  inflation (as opposed to  no  inflation) are probable, and if in the long run money is purchasing power, it is equities which are “conservative” and bonds that are highly “speculative” - just as it’s equities that are “safe” and bonds that are “risky.”

       Finally, we assault the last cultural/linguistic stronghold of misperception: the closely related notions of “income” and “yield.” Here, once again, we will have occasion to marvel at the terrible price which fear induces us to pay for near-term (and ultimately illusory) certainty.

      

       The conventional wisdom  (uh-oh)  says that, in addition to their stability and promised return of your capital on a date certain, bonds and CDs pay a substantially higher current cash return (in the form of interest) than do stocks (in the form of dividends). And since retirees need to live on the income from their investments, this fact completes the case for the preferability of debt securities. That is, higher current yield is better than lower current yield. The “analysis” stops there. In other words, it takes one component of total return - current cash payout - and makes it the only consideration.

       You can’t actually do that. (Well, you  can , but you’ll run out of money in retirement and leave your children nothing.) There is no one decisive variable, because everything in investing is a trade-off. If the newly issued twenty-year bonds of a company “yield” 6%, while it’s stock “yields” only 1.5%, what should that suggest? Simply that, twenty years from now, the income and capital value of the bond will still be the same, but the dividend and the price of the stock may be much, much higher. More current “yield,” less potential for increase in value. Less current “yield,” more potential for increased value  and increased dividend income over decades to come.

       The only thing that matters to the rational long-term investor is  total return.  How does anyone manage to hallucinate that an asset class (bonds) whose total return for the last seven decades or so has been about 6% will be a better long-term investment than an asset class (stocks) whose total return has

      

       been 11%? How, you ask? Easy: by completely ignoring the most important (if least certain) component of total return: long-term appreciation (or, in bonds, the absence thereof).

       Have you calculated that, as you go into thirty years of retirement, you’ll need to draw 6% a year from your investments? Well and good. Now there only remains one important question, and when you ask it  this way , you suddenly see the toxic illusion of “yield” for what it is:

       Do you want to draw 6% from an asset class whose total return has historically been 6%, or do you want to draw 6% from an asset class whose total return has been 11%?

       For it is, I promise you, just as simple as that. The artificial distinction that people unconsciously make between current cash income and principal obscures the one essential truth:  it’s all money.  And the only thing that matters is the total return that the money earns, versus how much you’re wanting to draw out.

       You’d never look at the well in your backyard and say, “I can only safely draw out the water that got in there from snowfall; if I draw out the rainfall, I risk depleting the well.” Rainfall, snowfall:  it’s all water.  And as long as you draw out less than nature puts in, you’ll be fine.

      

       If your plan is to take 6% from an asset class whose total return has been 6%, (a) you’ve got no margin for error, (b) you’d better pray that inflation doesn’t gradually raise your living costs, because your income is stuck, at least for a while, (c) you’d also better pray that the long-term inflation rate doesn’t  fall , either, because your interest income will eventually drop  below  your living costs, as long-term interest rates follow inflation down. You’re between a rock and several very hard places.

       On the other hand, if your plan is to draw 6% from an asset class whose total return has averaged 11%, (a) you’ve got a considerable going-in margin for error, (b) your income can grow over time as companies raise their dividends, and (c) the rest of your total return - historically 5% or thereabouts - can be left alone to compound for your heirs.

       Of course, there are going to be years when it neither rains nor snows. In bear markets, your capital will decline significantly,  and  you’ll be knocking it down even further with your regular withdrawals. Mightn’t that cause you to run out of money? That depends on a lot of things: how much your portfolio had been earning before the bear struck, what percentage you’re withdrawing each year, how much the market goes down, and how long it takes to come back.

       But if you’ve built in a sufficient margin for error - withdrawing 6% a year as opposed to 8% or 9% - and if you’ve hedged your bet by squirreling away a year or two’s living expenses in a money market fund, so you can shut your equity

      

       withdrawals off altogether for a while if the market gets really ugly, the chances are overwhelming that you’ll be fine. (When we get to Chapter Five and look at the history and mechanics of systematic withdrawal from equity mutual funds, you’ll see exactly how.)

       That takes care of the words “income” and “yield,” and completes our discussion of the seven deadly words whose cultural/linguistic implications combine to blind us to longterm financial reality. But even after you root these seven imps out of your unconscious, you have to be ever vigilant against further assaults by culture and language. This is especially true when the attack comes via journalism, which (1) always gets financial issues all wrong, (2) always has an agenda but never admits it, and (3) is America’s leading producer of groupthink - the conventional wisdom that isn’t.

       As recently as the last couple of years, we’ve observed journalism’s lock-step groupthinking agenda at work on proposals to partially privatize Social Security, and to invest - or perhaps allow individuals to invest - part of the annual contributions in equities. Now, given the fact that the Social Security trust fund currently earns about 1.5% after expenses, and the seven-decade average annual return of large-company equities was over 11%, you might suppose this line of thinking had the seeds of a good idea in it somewhere. Not journalism.

       Every single article I saw in newspapers and magazines, and every talking head on every TV I looked at, described

      

       these proposals using exactly the same four words, and never any others. Without exception, they said the proposals provided for the investment of Social Security funds, and I quote, “in the stock market.” It was almost as if a directive had gone out from Groupthink Central, mandating the use of only those four very heavily loaded words.

       “The stock market” is a phrase that still means - and journalism knew that it means - “casino” to older Americans. (The culture taught them well, as we’ve seen.) Not surprisingly, polls showed that nearly two thirds of Americans surveyed thought this was a bad idea.

       But suppose journalism had described the proposals as calling for investing “in an index of the 500 largest publicly held companies in America, whose total return from dividends and capital appreciation has averaged 11% per year over the last seventy years, vs. the 1.5% Social Security funds currently earn.”

       It’s essentially the same proposal, but look at the different emotional effect it has when it’s presented this way. I’d be willing to be that at least two thirds of those surveyed would have loved  it.

       Be careful of words. Be very careful of who’s using them to mean what. And be downright scared when everyone is using them to mean the same thing - because that’s your cue that they mean something else, and may actually mean the oppo-

      

       site of the conventional interpretation. Above all, be careful of letting journalism do your thinking for you, because journalism ain’t your friend.

       I  am  your friend, and I conclude this chapter with the same great truth that began it:  the real long-term risk of equities is not owning them.

       Here endeth the lesson.

       ?Ksp

       Should these last three chapters on equities (and particularly this one) be taken, finally, to mean that everyone should always own 100% equities in their long-term (minimum five-year time horizon) portfolios? The answer is an unequivocal yes and no.

       Logically, rationally, financially: yes. There is simply no rational  case to be made for the inclusion of debt investments in a long-term/multigenerational portfolio whose goal is wealth as we’ve defined it. And therein lies the rub. Because, of course, investing isn’t primarily rational.

       All investing, and especially equity investing, is first and last a battle with your own anxiety. And bonds, though they may be an irrational long-term investment, do serve as an anxiety-management tool for many people (to the ultimate destruc-

      

       tion of their wealth, but there I go being rational again). Bonds should therefore be regarded like any other strong tranquiliz-ing drug: they relieve the symptoms of the emotional disturbance but do not treat the disturbance itself; prolonged habitual use may (will) have very serious negative side effects.. .and some people are simply unable to cope without them. In that narrow sense, I’m not saying that no one should ever own bonds.

       But only in that sense. And, in the long run, it will be far better to treat the underlying disturbance (anxiety manifesting itself as irrational fear of equity volatility) rather than merely to palliate the symptoms. Ultimately, I think that that’s one of the most important functions of a gifted, empathetic financial advisor: not to cause some whiz-bang superportfolio to pop out of an electronic box, but to help families find the emotional strength to own what they need to own, instead of what they want to own.

      

       JUST REMEMBER

       *§>  Not owning equities, especially during a thirty-year retirement, will prove fatal to wealth as we’ve defined it.

       If you think that what you don’t own can’t hurt you, think again.

       ^ A totally fixed-income investment strategy in a rising-cost world is suicide. It may be suicide on the installment plan, but it’s still a plan for suicide.

       *§>  Since 1975, the price of a postage stamp more than tripled, interest rates on bonds and CDs went down (a lot), and the dividend of the S&P 500 went up four and a half times. Which asset class turned out to be “safe,” and which was “risky” for the retirement investor?

       S  Blame it on the culture. It says “money” when all it means is currency, which is no store of value, and whose purchasing power erodes a little every day. The only sane long-term definition of “money” is “purchasing power.” And the real risk isn’t losing your money. It’s outliving it.

      

       ^ Investments that preserve and even accrete “money” (i.e. purchasing power) over the long term are “safe.” Stocks preserve and enhance purchasing power. Stocks are “safe.”

       *§*  Investments that get ravaged by decades of rising living costs, and are not able to preserve “money” (i.e. purchasing power) are “risky.” Bonds and CDs are “risky.”

       ^ Ditto “conservative” and “speculative.”

       ^There’s no such thing as no risk. Pick which end of your remaining life you want blissful security on; the price is terrible insecurity on the other. Embrace volatility and anxiety now for wealth later on. Or take comfort in “guaranteed” debt instruments now, and face destitution later on.

       ^ Current “yield” isn’t the test of an investment’s income-producing potential. Total return is. Rainfall, snowfall: it’s all water. Do you want 6% from an asset class whose total long-term return has been about 6%? Or do you want 6% from an asset class whose total long-term return has been 11 %?

      

       Beware groupthink in all its cultural/linguistic forms, especially that distilled by journalism. Journalism ain’t your friend.

      

       Money,  which  represents  the prose of life, and which is hardly spoken of in parlors without an apology, is, in  its  effects and laws, as beautiful as roses.

       RALPH WALDO EMERSON

      

       CHAPTER FIVE

       BEHAVING YOUR WAY TO WEALTH

       Equities neither make you wealthy nor keep you wealthy. You have to do those things yourself. You can’t, as we’ve seen, build and hold wealth without equities. But the converse is even more importantly true:  equities can't do it without you. Your appropriate behavior with respect to equity investments - and not the relative “performance” of those investments - is the variable that will govern your financial success.

       And, in the end, your own behavior is the only thing you can ever really control.

       Let me string those two ideas together for you in one sentence, so that you can’t miss the beauty and wonder of this liberating truth.  The single most important variable in the quest for equity investment success is also the only variable you ultimately control: your own behavior.

       Most people put huge amounts of energy into variables they can’t control, and which won’t have much if any real effect on their total lifetime return: trying to figure out which

      

       way the market’s next zig or zag will be, or which large-company growth fund will outperform its peers, to name two. But, as we’ve observed before - and will again - wealth as we’ve defined it isn’t driven by investment performance but by investor behavior.

       In this chapter, we look at four behavioral tactics, to be practiced in different seasons of your investing lifetime, which will have a decisive effect on the quality of your later life and on your legacies to those you love. Indeed, when you take the two basic strategy decisions we’ve already made - be an owner, not a loaner; never get scared out of equities - and add these four tactical “how-to” behaviors, you’ve probably accounted for 90%  or more  of your total lifetime return. Which particular mutual funds you select may - I say again  may  - account for the other 10%. But don’t be surprised if it’s even less than that.

       The four behavioral tactics are:

       • setting goals in dollar-specific, date-specific terms,

       • establishing a plan for achieving those goals, assuming a specific rate (or rates) of return,

       • investing the same dollar amounts at regular intervals, so as to harness the power of dollar-cost averaging, and

       • meeting your retirement income needs via systematic withdrawal from your equity mutual fund portfolio.

      

       Like equity investing itself, these behaviors are simple, but far from easy. (If they were easy, most people would be doing them, and most people would be wealthy.) That’s why I recommend sharing these plans with your family, so that everyone will become a stakeholder (and a cheerleader), thereby increasing the chances that you’ll stay on plan. It’s also, of course, why you want an advisor/coach involved: to be the sounding board and the constant voice of belief and encouragement that keeps you plugging away at your plan despite ever-changing fads, fears and “Six Hot Funds To Buy Now” magazine articles.

       Just before we plunge into the four behaviors that will -simply, inevitably - translate our newfound equity belief system into wealth, two caveats are necessary. The first is that, before you start a long-term investment program, you need to make certain that your life and income are adequately insured. Your wealth-building program is going to work, provided that you’re given enough time to work it. If you’re not given that time, or if your income is interrupted by disability, it won’t matter how behaviorally disciplined you were. First things first.

       The second caveat is that you ought not to begin your equity investing program until your debt situation is under good control. That means no interest-bearing credit card balances -because, after all, why would you invest in an asset class whose historical return is in the 11%-12% range while servicing 19%-20% credit card debt? All your high-cost debt should be liqui-

      

       dated before you start investing, and I wouldn’t mind seeing you pay down a chunk of your home mortgage, either. The classic economic argument that you should hold a 7%-8% mortgage as long as you can invest at 11%-12% is fine, as far as it goes. But since emotions are such a huge factor in equity investing, the incremental peace of mind that comes from reducing debt may, at a critical moment, be priceless.

       Behavior #1: Set specific dollar/time goals. What do you want to do, when do you want to do it, and what’s it going to cost? A cabin on the lake “someday” isn’t a goal. But a retirement income of $50,000 a year over Social Security starting at age 62 and rising 3% a year to offset inflation -  that's  a goal. Getting to your threshold goal of $50,000 a year over Social Security at age 62 is the part you have to work on right away. And the older you are, the more assiduously you have to work on it.

       Now, let’s assume that you’ll be able to draw 6% a year from your investments (you’ll see why when we get to Behavior #4: systematic withdrawal). The question then becomes: of what sum of capital is $50,000 equal to 6%? We divide .06 into $50,000, and get $833,333.

       So, in this first behavior, we find out exactly how much capital it will take to fund our retirement income goal  and keep our income and principal growing. And if you can do those two things for the rest of your life, you can be reasonably sure of “outperforming” - in the only terms that really matter - 90% of your American contemporaries.

      

       Quantifying your income goal, and capitalizing it at 6%, gives you one answer (how much capital do you need to retire on) which raises three more questions: (1) how much capital have you got now, (2) how much time do you have to get from where you are now to $833,333, and (3) how much money do you need to invest every month from now to your retirement date, at some realistic rate of return, in order to close the gap? These questions are the midwives assisting at the birth of The Plan.

       Behavior #2: Make a specific plan for closing the gap. Let’s say you just turned 50, want to retire at 62 with the $833,333 cited above, and have $240,000 right now. Let’s say further that you are open to the idea of building an equity mutual fund portfolio with a fair amount of small-company exposure, such that you think you ought to be able to compound it at 12% a year. Well, assuming you’re willing to bite down hard and pay taxes out of your own pocket rather than from your investments, you’re done. At 12% compounded, your $240,000 is going to turn into over $900,000. (Even at 10%, you’ll virtually get to your goal.)

       Want to build in a couple of hundred thousand dollars of margin-for-error capital? Good idea. If you don’t know how to figure out on a calculator what monthly sum you need to invest 144 times between age 50 and age 62 to accumulate $200,000 at 12% (and I don’t, either), take a look at the chart on the next page. Split the difference between ten and fifteen years at 12%, and you get about $325/month. Double that

      

       (because the chart gives you values for an accumulation of $100,000, and you’re trying to get to $200,000) and you know what you’ve got to do each month. And very do-able it is.

       DOLLARS YOU MUST INVEST PER MONTH TO GET TO $100,000 AT RETIREMENT

       Now, what if you’re 50, want to retire at 62 with $100,000 over Social Security (which means you’ll need $1,800,000 in capital throwing off 6% a year), and so far you’ve managed to save exactly zip. But now you’re in your peak earning years, and the kids are mostly all educated and launched. And you just might be able to swing the $5640 a month it’ll take you to get there in twelve years at 12%. Granted, you’ve got your work cut out for you, but you’ve also got a lot of options, among them working for a couple or three more years, and/or

      

       taking $75,000 (let’s say) rather than the whole $100,000 in the first few years after you do retire. You and your advisor may also elect to take on more exposure to small-cap and emerging markets than you otherwise might have, reasoning that the increased volatility of those styles of investing will produce premium returns...particularly (as we’ll see in just a moment) to someone who’s investing systematically every month.

       And, make no mistake about this, your plan has to be carried out in monthly investments, for psychological even more than for financial reasons. Don’t tell yourself you’re going to do it in one big chunk out of your annual bonus, because we both know you won’t. One year the whole kitchen will have to be remodeled, and one year somebody will offer you the deal of a lifetime on the boat of your dreams, and the days will dwindle down to a precious few...Fahgeddaboudit. It has to be treated like your most important monthly bill. Because, of course, that’s exactly what it is.

       (By the way, this chart - illustrating as it does the awesome power of compounding - also tells you why younger readers of this book have it knocked. Young people tend to look at the wealth-building glass as half empty - they have so little money to invest - when they should be seeing that it’s at least half full: they’ve got so  much time.)

       OK, so what do you do if you’ve started a brave and disciplined investing program predicated on a 12% annual return,

      

       and three years into the mission you find you’ve been getting 8%? Again, you’ve got options. The critical issues are (a) that you have a plan, so you can monitor how close to, or far away from, the plan your actual results to date are, and (b) that you take the psychological and financial responsibility for making the plan work - rather than blaming “the market,” your mutual fund managers, and/or your investment advisor.

       One of your options is to just continue to march, reasoning that, in the great cyclical scheme of things, a period of below-trendline returns will be followed, at some point, by a period of overperformance. This is certainly true, as far as it goes, but the key phrase in the foregoing sentence is “at some point.” From 1966 to 1982, with dividends reinvested, the S&P 500 only returned something like 5% a year (this was the Vietnam/Watergate/OPEC/inflation era, and it featured the biggest bear market, in 1973-74, of the postwar period). As unlikely as the recurrence of such a long, dark period of underperformance is, it’s not impossible. The average 11%-12% returns are, after all, just that: averages, which means that reality spends about as much time below them as above them. (Indeed, the S&P 500 average return itself has been pulled upward more than one full percentage point by the overperformance of the 1990s.)

       Nothing  may  be the right thing to do if you undershoot in the early years of the plan, but I’d vote for doing something. Most people  will  do something, of course: they’ll change mutual funds. This is almost always the wrong response, as we’ll

      

       see when we get to Chapter Six, on building and maintaining fund portfolios. For the moment, just observe that in switching funds, most people are trying to close the performance gap by manipulating a variable they can’t control. Typically, they get out of funds that have underperformed in recent years (and may therefore be cyclically about to do very well) and into funds that have shot the lights out in recent years (and may therefore be about to go cold, particularly if they get huge inflows of “performance”-chasing money that they can’t invest well). This may sound like a vicious cycle, but it’s really a downward spiral.

       I recommend concentrating on behavioral responses you can  control: increasing your monthly investment, planning to work a year or two longer (even if it’s only part-time), trimming or at least postponing the start of your withdrawal program. These are  actions  (or at least planned actions), and when you take action in a constructive, responsible way, good things start to happen. Whereas if you live in  reaction  (“Fund A is underperforming! Maybe Fund B will save me! Or C! Or D!”), you give up control, and compound not your money but your mistakes.

       It’s not about what markets do. It’s not about what your funds do, either absolutely or relative to other funds. It’s about what you - aided, especially in the darkest hours, by your advisor/coach - do. And nearly everything you have to do can be summed up as:

      

       Behavior #3: Invest the same amounts monthly, in the same funds, so as to harness the power of dollar-cost averaging. Compounding is only one of two powerful wealth-creating engines which are activated by regular monthly investment. The other is dollar-cost averaging, which completely relieves you of any need to try to “time” markets, sectors or individual funds. Dollar-cost averaging (DCA) does that for you.. .because you invest consistently every month, giving DCA the chance to do its glorious work. It’s heaven’s own market timing system for the blissfully clueless.

       The principle of DCA is fairly simple. By investing the same dollar amount every month, you buy larger and larger numbers of fund shares when the market declines. You buy, in other words, more and more aggressively as share prices get cheaper and cheaper. When markets rise again, your same dollar investment buys fewer and fewer shares as they become progressively higher priced. Logically, you buy the largest number of shares precisely at panic-induced market bottoms, and the fewest shares at euphoric market tops - which is, of course, exactly the opposite of what most investors do.

       You end up with a below-average cost, because so many of your fund shares were purchased at relatively low prices and so few were bought at high prices. And below-average costs mean above-average returns. The genius of DCA is that, when you abandon any hope of timing markets/investments and simply toss in the same number of dollars every month,  your “timing” becomes perfect .

      

       If a verbal description of this wonderful device doesn’t do it justice, perhaps an illustration will. In the chart on the next page, I’ve chosen to illustrate what happens to someone who has what the world would regard as the worst possible “timing”: he starts investing right at the top of the market, which marks the onset of a major, protracted decline.

       Our investor starts putting $1000 a month into a fund (which will serve as a proxy for “the market”) at its peak price of $20 a share; the fund then declines 30% over the course of a year, which is about equal to the average post-WWII bear market. In a second year, the fund/market struggles back to its previous peak, but makes no progress beyond that; this, too, is about average.

       The net effect is that after two years, the fund/market has done nothing; it ends valued at the same $20 it started at. But, of course, the important thing isn’t the performance of the fund/market; it’s the behavior of the investor - calm, consistent, disciplined, unafraid - which makes all the difference.

       Because the investor systematically bought progressively larger numbers of shares as the price declined - and then fewer shares as prices inevitably recovered - his $24,000 invested is now worth over $28,500. He’s enjoyed a 17.59% annualized rate of return (because only half his capital was invested at any given time, on average). Moreover, he’s accomplished this in a market which - in the rosiest possible view of things - has flatlined. And which, in most people’s view, has been to hell and back.

      

       THE JOYS OF DOLLAR-COST AVERAGING IN A BEAR MARKET

       Investor Return 17.59% Annualized

      

       Now, a searing market decline, and a struggling market recovery, are never going to be as neat and logical as this fanciful illustration. Moreover, nothing in this gently undulating picture prepares you for the hysteria with which journalism will be trumpeting the end of economic life as we have known it (and this will go on long after the actual market bottom has passed, so relentless is journalism’s effort to find and stress the negatives).

       You can reality-check DCA by asking your advisor for real-life, real-fund illustrations of how dollar-cost averaging really worked in some of the larger bear markets we looked at on page 61. Fund companies are happy to create any scenario you might want to look at, and when you actually see DCA work - in alleged market “disasters” like 1973-74 and the 1987 crash - you’ll become a true believer.

       Perhaps the niftiest thing about DCA, however, isn’t its financial effect but its alteration of an investor’s psychology. To wit: DCA makes you love - and long for - bear markets.

       On the day that our daughter Karen Elizabeth graduated from Duke in 1991, her mother Joan (who is much, much smarter than I am, and to whom this book is dedicated) turned to me and asked, “What are we going to do with all this extra money?” I suggested that I wasn’t aware that we were getting any extra money, and she said she meant the money we weren’t going to be spending on Duke. Looking about that beautiful campus, Joan asked, “How much has all this been costing us?”

      

       I said, “Tuition, room, board, books, clothes, plane fares and gas for Her Highness’s Jeep, about $25,000 a year.” Joan said that sounded like about two grand a month, and, with the aid of my $3.99 Sharp EL-233 calculator, I was able to tell her that it was actually $2,083.33.

       “Terrific,” she said. “How can we make that two-thou-sand-and-whatever-the-hell-you-said keep disappearing from our checking account every month, and reappearing in an investment instead of in the Duke University bursar’s office?”

       It was then that I introduced Joan to the wonderfulness of mutual funds’ automatic investment plans, where you give them one specimen check and tell ‘em what dollar amount to take out of your checking account every month, and they do the rest. “Good,” said Joan. “Let’s do it.” I asked if she cared at all about what fund we chose, and she started to get those tight little lines around her mouth that always appear when she thinks I’m missing the point, which happens quite frequently. “No,” she explained.

       (Joan apparently thought that the critical issue was whether we actually invested the extra $25,000 a year or let it slip away. Thus, the question of which fund we invested it in must have seemed to her, at best, secondary. What is one to do with a person like that?)

    

  
    
       Unable to restrain myself, I then plunged into an explanation of why that’s such a terrific way to invest, because of the

      

       way DCA operates. That got her attention. “Oh,” she said, “so what we really want is for the market to get killed for the next couple of years”

       That was exactly right, of course. When you’re dollar-cost averaging, you want the stock market to decline the way the Boston Irish used to vote: early and often. In the long run, a bear market is really just a Big Sale, anyway. (October 19, 1987 was the biggest one-day sale on the great companies in America that was ever held.) So you’d like to give DCA as many opportunities as possible to go running out into a panic-stricken marketplace to buy as many barrelsful of low-priced shares as your monthly investment can pay for.

       It is irrational in the extreme for someone who is not finished buying yet to want the market to go up. I can understand someone who’s already amassed wealth, and is no longer investing fresh capital, hoping the market will rise. And I can particularly sympathize with someone who’ll soon need, for whatever reason, to be a seller; such a person might well wish the market to go up.

       But for the great mass of the rest of us, still accumulating wealth month by month, bear markets (big sales) can’t come along too often, or go down too much.

       Moreover, the dollar-cost averager thrives on the premium volatility - which is the prerequisite, in an efficient market, to

      

       the premium returns - of things like small-cap stocks and emerging markets. The more volatile a sector is - the more it streaks to higher highs and crashes to lower lows around its trendline - the better DCA works. Higher highs mean we buy even fewer thimblesful of high-priced shares at euphoric tops, and lower lows mean we acquire even more barrelsful of panic-priced shares at the bottom of a fire sale. That’s why, along with dol-lar-cost averagers everywhere, I say: I ¥ VOLATILITY. (Come to think of it, that’d make a really cool license plate...)

       One caveat. (There’s always at least one caveat; neither DCA nor anything else is a panacea.) We dollar-cost average because we have to, not because we want to, since most of us are working our way to wealth and investing some of our earnings each month. But should you receive a lump sum which you need to invest - a legacy, a settlement, a bonus - don’t dollar-cost average with it. Go ahead and invest it. DCA with a lump sum is a form of closet market-timing, against very long odds.

       The stock market in the United States goes up on about 70%-75% of all trading days. (It even closes higher on about 40% of the trading days in a bear market.) Looked at another way, the market goes up nearly four out of every five years. So to take an investible lump sum and say, “I’m going to dollar-cost average in over the next two or three years,” may appear to be laudable prudence. In fact, it’s a long-shot bet. It says, in

      

       effect, “The market’s going to decline significantly over the next two to three years; it’ll go down deep enough and long enough for me to come out ahead of where I’d be if I just invested it all today.” This is market-timing  and  bucking the historical odds, either of which would be enough to make it a major no-no, but both of which together render it financially indefensible.

       There may be an  emotional  (i.e. non-rational) defense for dollar-cost averaging with a lump sum: “If I invest it all today and I see it down 30% a year from now, there’s a good chance I’ll (a) bail out and/or (b) kill myself.” This is yet another reason why your advisor/coach was sent into the world: to talk you through deeply felt but ultimately counterproductive non-rational episodes. Remember: it’s OK to feel the feeling, it’s just not OK to act on the feeling. (Start giving in to your deeply felt but non-rational impulses now, and pretty soon you’ll be buying bonds. And we all know where  that  leads...)

       OK, so now we’ve examined three of the four great behavioral steps to wealth in equities: deciding on a dollar-specific, date-specific goal (or goals); figuring out what monthly investment it will take, at reasonable rates of return, to get us there; and employing the market-timing genius of dollar-cost averaging to make us consistently smart, opportunistic bargain-hunters, without our having to even think about it. Do these things consistently, and your chances of success - of ar-

      

       riving at retirement (or whatever goal) with the desired pool of assets - are very high.

       Now you retire, and it’s time for your investments to be paying you instead of the other way around. What’s the plan?

       Behavior #4: Systematically withdraw  6%  of your equity account balance. Increase your annual withdrawal to keep pace with your living costs. Historically, this should leave lots of room for your income, and your heirs’ patrimony, to keep on growing. In the last chapter, we formulated the essential retirement income question, “Do you want to take 6% a year from an asset class whose total return has historically been 6%, or do you want to take 6% from an asset class whose total return has been 11%?” The force of this question is to make you focus on the only thing that matters: long-term total return (as opposed to, among other things, current yield).

       The average annual 11% seven-decade-plus total return of the S&cF 500 was composed roughly of 3% dividend income (call it snowfall) and 8% appreciation (call it rainfall). And I say again: snowfall, rainfall... it’s all water . If you are drawing 6% a year out of a well into which nature is pouring anything remotely like 11%, you’re going to be fine this year, you’re still going to be fine thirty years from now, and your heirs are going to be fine (and will bless your memory) when you’re gone.

      

       The only question is: what happens when there’s a long drought? I think we all intuitively fear a major bear market in which, by taking withdrawals from a diminishing asset base, we go into a financial tailspin that we can’t pull out of, and run out of money. My answer: possible. But, at 6%, historically improbable in the extreme.

       (Not good enough, you say? You need  absolute  certainty? I’ve got your absolute certainty, right here. It’s called bonds. Live long enough, and you’re virtually certain to run out of money. Once again: absolute certainty is not a condition that exists in nature, and there’s no such thing as no risk.)

       Let’s look at a real-life, real-fund example. Massachusetts Investors Trust (MIT) is America’s very first mutual fund; it was started in 1924 by the company now called MFS, and its investment objective is reasonable current income and longterm growth of capital. Since the end of World War II, the absolute worst time you could have started a systematic withdrawal plan from MIT was right at the beginning of 1973 -the cusp of the longest, deepest bear market  by far  in this period (and the second worst, after 1929-32, in the twentieth century).

       In this illustration, you put $1,000,000 in MIT on the first of January, 1973, and then - with the market already dropping like a stone, as you can see - withdrew your 6%, or

      

       $60,000, at year-end. Each year-end thereafter, you increased your withdrawal 3% to offset long-term inflation. Meanwhile, whenever the fund made income or capital gains distributions to shareholders, you reinvested them.

       You paid no sales charge on your initial investment of $1,000,000 (as you wouldn’t now), nor was there any charge to make withdrawals. MFS pays its dealers a 0.35% (thirty-five hundredths of one percent) 12b-l fee for marketing and investor service; this comes out of your fund assets and should therefore be counted as part of your compensation to your advisor. You’re assumed to pay taxes out of your withdrawals and/or from some source other than the fund.

       Get a load of your account value at year-end 1974, just after you made your second annual withdrawal. (This was roughly coincident with the bottom of the market, which also occurred in December, as we saw on page 61.) That’s right: $542,817, or roughly a 46% decline in your initial investment. But that was the worst of it.

       By 1990, your withdrawal had reached nearly $100,000 a year, even though your capital value was still below the original $1 million. By the end of 1998, your withdrawal had more than doubled from its original level, to over $125,000. And your capital value was over $1.6 million.

      

       Please understand that I’m not making any representation about the future performance of Massachusetts Investors Trust, the equity market, or anything else. Past performance is no guarantee of future results, and it may not even be an indication. I’m not saying that this is the worst that  can  happen, but merely that this is the worst that  did  happen, in this fund during this period.

       Ask your advisor to show you the results of some of the other great old funds that have been around throughout this period. (For that matter, ask him to show you what would have happened in MIT if you’d started a couple of years earlier and/or later, rather than at the precisely “wrong” time I’ve illustrated.)

       I simply ask: can you imagine a bond-based retirement income strategy in which your income would have doubled and your capital value risen  60 % in a similar length of time?

       jKsp

      

       Total $1,000,000 $2,313,183 $722,835 $1,678,274 $2,401,109

       Total ending amount:

       $ 1 , 625,891

       Copyright© 1993-1999 by Wiesenberger®, A Thomson Financial Company,

      

       Even in a bear market worse than ’73-’74 (or, more probably, one that you just  fear  is going to be worse), there are many options and tactics you can fall back on. One is simply to start into your systematic withdrawal program with a year or two’s living expenses squirreled away in a money market fund. That way, when you feel your anxiety rising in inverse proportion to a free-falling market, you can cut back on - or stop altogether - your systematic withdrawal, and live off that emergency fund. (Imagine what the illustration above would look like if you’d taken no money out during the two worst years.)

       You may also be able simply to economize for a while, such that you don’t take your annual “cost-of-living” increase, or even reduce your annual withdrawal from the “nice to have” down to the “need to have” level until the rains come again. I’m not suggesting that these fallback positions are especially pretty; I’m also not saying that they’ll ever be necessary. The point is simply that if it starts to feel like your plane is tailspinning, you don’t have to hold the throttle wide open until you hit the ground. You’ve got options.

       So if your fund portfolio marches merrily along throughout your retirement - providing a steadily growing income stream for you while continuing to build up your legacy to your children - when do you sell? I hope the answer is already obvious to you: you don’t.

       Why would you? Isn’t the great tree that you planted so

      

       long ago still thriving and growing, still offering air and shade and beauty to the people you leave behind? Aren’t the great companies in your fund portfolios, and the great managers who run those funds, continuing to grow stronger and smarter and more valuable in a new millennium of globalizing free-market capitalism? Isn’t the best, as always, yet to come? Why sell? Leave your children to care for the tree in their own way.

       The right time to buy equities is always when you have the money. The only time to sell them is when you need the money. Otherwise...just let ‘em grow.

       Vs?

       Forgive me for repeating myself, but I find I need to close this chapter with the same categorical statement that opened it. Your willingness to embrace the belief system about equity investing which emerges out of Chapters Two through Four, and your discipline in following the lifetime behavioral system in this chapter, will account for at least 90% of your total lifetime return. Everything else, including (and especially) selecting specific funds for your portfolio, will account for the other 10%, tops. Put your time and energy into the variables you can control, and you will - simply, inevitably - achieve wealth as we’ve defined it. Put all your effort into the variables you can’t control - markets, relative “performance” - and you’ll not only drive yourself nuts, you’ll be the hare upon whom all the tortoises will have the last laugh.

      

       JUST REMEMBER

       ^ Equities don’t make people wealthy; people make themselves wealthy. The most important variable in your equity quest is also the only variable you ultimately control: your own behavior.

       ^ Set formal, written goals; make them date-specific and dollar-specific. Exactly how much money will you need, and exactly when will you need it?

       Make a written investment plan for accumulating the capital you need, using realistic assumptions of return.

       S  Invest the same dollar amounts each month in the same investments. That way, even when some of your funds seem to be lagging - and especially when the whole market craters - the genius of dollar-cost averaging is buying you barrelsful of low-priced shares.

       *§>  DCA empowers you to view bear markets as an opportunist rather than a victim.

       ^ Six percent systematic withdrawal from an 11% asset class (equities) has historically been a formula for an income you don’t outlive  and  a growing patrimony for your children.

       Buy when you have the money. Sell when you need the money. Everything else is market-timing, which is another term for madness.

      

       To  every thirty there is a season, and a time to every purpose under heaven.

       ECCLESIASTES 3:1

      

       CHAPTER SIX

       i s r3 ^‘

       GROWING A FUND PORTFOLIO FOR ALL THE SEASONS OF YOUR LIFE

       Since 1995, about all you had to do to achieve superior equity performance was to own the Standard & Poor’s 500-Stock Index. You’d have done this by investing in an unmanaged portfolio called an index fund, whose only function in life is to replicate, as nearly as possible, the behavior of the S&P 500.

       Now, since most mutual fund investors - and the huge preponderance of all the money that’s ever been invested in mutual funds - arrived at the party during these last five years, it’s understandable that many people see S&P 500 Index investing as a panacea. Small wonder, then, that Vanguard’s Index 500 Fund, which had less than $10 billion in investor assets at the end of 1994, had over $90 billion by Labor Day, 1999.

       The people who’ve made a secular religion out of the S&P 500 would presumably be stunned to learn any or all of the following data:

       • Ranked within 266 U.S. diversified equity funds, the Vanguard Index 500 was beaten by 94% of the other funds in 1977. And over the next six years (1978 through 1983), Van-

      

       guard Index 500 was outperformed, respectively, by 74%, 77%, 48%, 70%, 70% again, and 48% of the 266 funds in the rankings.  You could have thrown darts at the list ofU.S. diversified equity funds and outperformed the Vanguard Index 500 Fund.  Seems almost blasphemous, doesn’t it?

       • As recently as the period 1990 through 1993, the Vanguard Index 500 Fund, ranked within the same 266 equity funds, was beaten by, respectively, 44%, 48%, 52% and 70% of the other funds.

       • Turning to a comparison of indexes themselves, from 1976 through 1983, small-company stocks (as eventually represented by the Russell 2000 Index) outperformed the S&cP 500-Stock Index cumulatively by nearly 100%.

       • From 1983 through 1988, Morgan Stanley’s Europe, Australasia, Far East (EAFE) Index outperformed the S&P 500 by  more than  a cumulative 100%.

       What are we to infer from these rather startling statistics? A whole bunch of things, actually. And all of them will help us arrive at a coherent approach to constructing an equity fund portfolio for all of the seasons of your life and into the lives of your heirs.

       First, the panacea  du jour  ain’t a panacea, and neither is anything else. The current S&P 500 Index fund mania, like

      

       the small-cap stock mania of the early 1980s and the foreign-stock mania of the mid-to-late years of the same decade, is just that: a mania. In fact - and this may be a source of its power -it’s actually two manias mushed together.

       One, which we’ll get to later in the chapter, is the craze for passive vs. active investing. This is the belief that an index -any index - will always do better than some very large perecentage of the portfolio managers who are trying to outperform that index (largely but not solely because of the incremental expense of active management).

       Second, and more to the point, the S&P 500 Index is weighted for the stock market capitalization - i.e. the sheer size - of the 500 companies in it. (In the jargon, the index is cap-weighted.)  So the ten largest companies in the index, say, can sometimes move it as much as or more than do the 100 (relatively) smallest.

       The period from 1994 to this writing late in 1999 has been a golden age for the 50-or-so very largest growth companies: names like Microsoft, General Electric, Intel and Cisco Systems. As with all manias, the early reasons for these stocks’ outperformance are quite good: globalization of big brand names, operating efficiencies from megamergers, a roaring U.S. economy, a strong dollar that attracts foreign investors to dollar-denominated big-name stocks, technology-driven productivity gains, low interest rates, low inflation.

      

       Later, the reasons become not-so-good (“These stocks will keep doing great because they’ve been doing great”), momentum becomes a self-fulfilling prophecy, and fair valuation gives way to full valuation, which in turn becomes relative overvaluation and then grotesque overvaluation. (Unfortunately, valuation isn’t a timing tool. Grotesquely overvalued stock groups tend to become even more grotesquely overvalued -until the moment when the bubble bursts. Trying to time that moment isn’t investing; it’s the rankest form of speculation. Indeed, it’s musical chairs.)

       Big-cap growth stocks, of the kind that dominate and drive the S&P 500, will not continue forever to outperform every other sector of the equity market - any more than small-cap did after 1976-83, or foreign stocks did after 1983-88. Moreover, no one on earth can time the process whereby one sector will cede supremacy (for a few years) to the next, and the next. As always, the author of the Book of Ecclesiastes was right when he wrote, three thousand years ago, “To every thing there is a season, and a time to every purpose under heaven.”

       And this becomes the text for my sermon on diversification, which I regard as the key to all successful equity fund portfolio construction.

      

       But why mutual funds, as opposed to all the other forms

      

       of pooled and/or managed portfolios that are available to the investor today?

       My answer is: I’m not recommending equity mutual funds instead of equity portfolios inside a variable annuity, or inside a variable universal life insurance policy. I’m not even recommending equity mutual funds as opposed to individually managed portfolios (sometimes referred to as “wrap accounts”), where money managers run one or more stock portfolios which you own outright, i.e. where your assets aren’t pooled with those of other investors.

       Because every investor has a different tax and estate situation as well as different financial goals, some of these vehicles for equity investment are right for some people and wrong for others. And some families’ situations are sufficiently complex to warrant owning several different equity vehicles to fund their different goals. That’s just another reason you hire a financial advisor: to understand the nuances of your personal circumstances, and to help you select the most efficient means to creating, enjoying and bequeathing wealth in equities.

       I’m just using mutual funds as a proxy for the idea of professionally managed portfolios of equities  as opposed to you picking individual stocks.

       But mightn’t you do better buying and holding a very carefully selected portfolio of perhaps ten or a dozen truly superb companies? Warren Buffett, the greatest stock-picker of all time,

      

       certainly thinks so; he dismisses diversification as “protection against ignorance.” Buying and holding just a few stocks would certainly be cheaper than having your portfolio managed. And it’d also probably be more tax-efficient, in that you wouldn’t trigger capital gains for decades if you just held on.

       My answer is twofold: (1) You’re not Warren Buffett, neither am I, and neither is anyone else; (2) even many superb companies stop being superb after a while, and you often won’t know this until after the stocks are way down and the lights start going out. A generation ago, a buy-and-hold stock portfolio might have included such blue chip growth stocks as IBM, Xerox, Polaroid, Kodak, Control Data and Wang Laboratories. Some of these stocks are trading fairly close to where they were ten, twenty and thirty years ago. And some of them are gone. To everything there is a season...

       The plain fact is that a portfolio of a very few stocks gives you tremendous opportunity to outperform  and to underperform  a more broadly diversified, professionally managed approach. And since most of the terrific stocks you’re likely to consider are widely and minutely followed by large numbers of research analysts and portfolio managers, you’ll still be David, but you’ll be up against several dozen (to several hundred) Goliaths at a time.

       You’re also, I believe, more susceptible to many of the psychological pitfalls of investing when you’re stock-picking vs.

      

       having professional investors working for you. “I really understand this company,” “I’ve gotten to know the management,” “My favorite analyst says earnings prospects are still solid,” and the like, are the kinds of emotional traps people tend to fall into when they fall in love with - and build big positions in - individual stocks. That doesn’t mean that mutual fund investing doesn’t have its own plethora of pitfalls. It’s just my years telling me (and now you) that most people are somewhat less likely to get their egos and identities tangled up in mutual funds than in particular stocks.

       So: back to the issue of a broadly diversified set of managed and/or pooled portfolios - can we just keep calling them mutual funds for the sake of consistency?

       We noted earlier that, even in the last 20 years, such diverse sectors as small-company stocks, foreign stocks and now huge-company growth stocks have enjoyed long and glorious seasons in the sun.

       Ideally, I suppose, we’d like to have all our capital in the one sector that’s king of the hill at any given moment, and then leap to the next hot sector just before  it  becomes the top of the pops. This is market timing at its most exquisitely impossible; no one can even begin consistently to do it.

       Besides, if we don’t have a huge pool of capital to start

      

       with, the only way we’re ever going to make any real money when a sector goes on a tear is to have been patiently loading up on it, month after month and even year after year, while some other sector was grabbing the headlines.

       How do you make sure you’ve got some reasonable exposure to whatever sector is going to be the next big mover, when you can’t time sectors? And how do you maximize the chances that you’ve patiently accumulated a significant position in that sector before it takes off? I’m hoping the answer is already clear to you: (1) diversify across many or most of the major equity sectors, and (2) dollar-cost average by investing the same amount in each sector every month.

       Even in generally rising or falling markets, some sectors will be performing better than others. Moreover, overseas markets may behave very differently from the U.S. market, and even from each other. Broad equity diversification, therefore, can capture the long-term returns of the different equity sectors. And it will mute, to some extent, the overall volatility of your portfolio, since all your sectors won’t usually be soaring or cratering in unison. Small cap vs. large cap, international vs. domestic U.S., growth stocks vs. value stocks: they all tend to run on different cycles, though the timing of those cycles can’t be predicted.

       That logic leads me to a basic portfolio that has five mutual funds in it, each representing a very different sector or investment style:

      

       Large-cap growth Small-cap growth

       Large-cap value Small-cap value

       International

       We know that growth and value tend to move countercyclically to each other, and end up in about the same place in terms of overall long-term return. (From time to time you will run across arguments that growth permanently outperforms value or vice versa. Ignore them.) We know, too, that big-cap and small-cap stocks usually dance a contrapuntal minuet; the latter does indeed produce a higher long-term return (with, and because of, higher volatility).

       Finally, we know that foreign markets do their own things at their own times, often (though not always) irrespective of U.S. markets. So international investing - in addition to putting you on the front lines of the global capitalist revolution -can raise your overall portfolio return while reducing your overall portfolio volatility. (Foreign markets  themselves  are, of course, way more volatile than ours - anybody remember some of the Asian markets halving in a matter of weeks not that long ago? - so remember: it’s only lower  portfolio  volatility we’re talking about, here.)

       Could you take this elegant, simple five-part portfolio and diversify it even further? Well, sure you could - although I’m not sure the incremental gain would be worth the trouble. You could, for instance, divide your international exposure into a

      

       number of more specific sub-categories: Europe, Asia and Latin America, for instance, or mature markets and emerging ones, or big cap and small cap. But up around seven to nine different funds/accounts, I think you’re at the point of ceasing to be an investor; you’re turning into a collector. And north of ten funds, you’re  so  diversified that what you actually own is one huge, very inefficient and terribly expensive index fund.

       And that’s probably my cue to step out of the logic of equity diversification for another moment, and review the issues surrounding indexing, also known as passive investing.

       Again, we have to separate the issue of indexing vs. active management from the hyperperformance of the S&P 500 in the second half of the 1990s. The latter is an argument neither for nor against indexing - it’s simply a testament to the ability of the Nifty Fifty growth stocks to dominate one cap-weighted index. In 1998, for instance, when the S&P 500 returned a smashing 26%, half that return came from just 15 stocks. And about 40% of the stocks in the index actually went  down.

       An index - any index, be it the S&P 500, the NASDAQ Composite, or the Russell 2000 - tells you the average return of all the money that’s invested in all the stocks in that index. In other words, any index starts out as a 50 th  percentile performer. Half the dollars invested get a higher return, and half of them get a lower return.

      

       But you and I can’t buy an index; the closest we can come is to buy an index  fund,  which should give us the index return less the expenses of running the fund.  Happily, index fund expenses should be pretty low. There are no research or other active management costs, just the mostly mechanical expenses of keeping the fund’s portfolio as nearly identical to the index as possible, plus legal and accounting expenses, mailings and distributions to shareholders, and some small profit for the fund’s sponsor. Vanguard Index 500 Fund, the largest of the S&P 500 Index funds (and the one whose management is most publicly hawkish about keeping costs low), has averaged less than 0.30% in annual expenses (three-tenths of one percent, or - in the jargon - thirty basis points).

       The fund’s actively managed peers, often called large-cap blend funds (because they own big-company stocks in both the growth and value categories) probably averaged one full percentage point more - say a total of 1.30% - in research, trading and other costs associated with the effort to provide performance superior to that of the index. And therein lies the crux of the argument.

       The indexers say that the incremental costs of active management aren’t worth it. They hold that the market is so efficient that active research won’t be able consistently to select enough stocks that are priced so wrong (relative to the other stocks in the index) that they’ll return more than the index plus  the incremental management costs.

      

       Indexers - the rational ones, at least - do  not  suggest that active managers can’t beat an index fund. Indeed, a fair estimate is that - again, given the higher costs of active management - an S&P 500 Index fund should perhaps beat 60%-65% of the money that’s invested in its peer group of funds. But, contend the indexers, the third-or-so of active managers who do beat an index fund can’t be identified in advance. Ten years into his tenure (hey, that rhymes!) at Magellan Fund, Peter Lynch had a superb record. But you couldn’t know for sure whether Lynch or Joe Blow from Kokomo - or neither, or both - would beat the S&P in the next block of time, because there’s no compelling statistical evidence for the persistence of performance in equity mutual funds.

       These arguments make my eyes glaze over. First of all, as I’ve said all along, wealth isn’t driven by the relative performance of investments, but by the absolute behavior of investors. When CNBC’s ace market commentator Chicken Little comes on and says that the sky is falling, are you any less likely to bail out of an index fund than an actively managed fund? Is it possible that, no matter how effective S&P 500 indexing is vs. active management, people are becoming badly underdiversified by throwing too much of their money at that index very late in the big-cap growth cycle? Do you need the behavioral coaching of a gifted advisor any less because you’re indexing?

       Remember: all we’re doing in this chapter is slicing and dicing the last 10% or so of your total lifetime return, since

      

       the first 90% - governed entirely by the beliefs and behaviors prescribed in earlier chapters - is already in the barn. (Or it’s not, because you didn’t buy into the previous chapters - in which case putting a lot of energy into the issue of indexing vs. active management will be akin to rearranging the deck chairs on the  Titanic.)

       Moreover, all indexes aren’t created equal. The market for the 500 largest publicly held companies may be so deep and liquid, and the research capabilities brought to bear on those 500 stocks so ferocious, that it’s relatively hard to pick stocks that are mispriced relative to the index. But this is surely not the case in smaller, shallower, less efficient markets where research coverage is much more hit-and-miss (the small-cap arena, for example) or where the quality of financial disclosure itself is spottier (as is the case in many emerging markets). In such situations, active management (stock picking) can yield significant rewards.

       But even that’s somewhat beside the point. Which is, of course, that the issue isn’t really active vs. passive investing. The issue is cost.  There are some surprisingly high-expense-ratio index funds out there. Perhaps more to the point, there are lots of actively managed funds that follow a long-term, buy-and-hold, low-turnover investment strategy, and which therefore have relatively low expenses. And these, I believe, are the kinds of funds long-term investors like us should be looking for.

      

       So let’s leave it at this. (1) Indexing, in general, and the red-hot S&P 500 Index in particular, aren’t a panacea. (2) If you and your advisor decide to make an S&P 500 Index fund a core holding, and build a portfolio of actively managed funds around it, that’s fine. (3) But trying to index all five of the basic sectors/styles I recommended above probably isn’t smart. It won’t get you killed, but it may - particularly in small-cap and emerging markets - cause you to leave some significant money on the table.

       Vs?

       OK, now back to our continuing discussion of building an equity fund portfolio for all the seasons of your life. So far we know that we’re going to have a relatively few funds - say five, one from each of the major sectors/styles of equities. One cautionary note: make sure you’re really diversifying by sector/ style, not just by the stated investment objective of the fund. For example, here’s a “portfolio” of five funds diversified by investment objective:

       Growth Growth and income

       Dividend growth Equity income

       Balanced

       And at first glance, that may seem like a whole lot of diversification. But then you’ll look at the top ten stock holdings in the five funds, and find out they’ve all got Pepsi or Coke, Merck or Pfizer, Disney or Time Warner, Bank of New York or J.P.

      

       Morgan, and McDonald’s or McDonald’s(J). From the standpoint of diversification, this is like eating a balanced diet of white bread, rye bread, whole wheat bread, pumpernickel bread and a sesame seed bagel. A “portfolio” like that will probably soar  and  dive in tighter formation than the Blue Angels!

       Now, since you probably don’t need me to tell you how to pick index funds, let’s talk about how to select actively managed funds. First, though - and this is critical - let’s make sure we completely understand the most important way  not  to pick funds:  short-term (five years or less) “performance.”

       I’ve tried to drop hints all through this chapter that investing in a rear-view mirror is as close as you’ll ever get to a guarantee of underperformance. This is simply because meteoric runs by sectors/styles are finite, and because whoever/whatever shot the lights out in the last five years is a pretty good candidate to go into hibernation - just when “performance” junkies, incited by “Six Hot Funds To Buy Now!” journalism, are pouring in like lemmings.

       Look back at small caps after 1976-83, or the EAFE foreign stock index after 1983-88. Or look at this little gem, which I’ve been carrying around in my wallet since I first saw it several years ago. It lists the average returns of the six top-performing equity fund categories (by investment objective) for the five years through February 28, 1989 - and then compares them to the next five years, through the same date in 1994.

      

       How much do you love it? There’s a  perfect inverse correlation  (the group that did best in the first period did worst in the next, the group that did second-best did second-worst, and so on) in these five-year rankings. So if you’re looking for a reliably terrible way to invest, look no further than blockbuster five-year “performance” numbers.

       OK, so what should you and your advisor be looking for? Well, first and foremost, I think you should seek out managers who have a significant body of experience. Yes, I know - in some cold, distant, mathematical way - that there’s no  overall statistical evidence for the persistence of performance. But I also know that Buffett tends to continue to be Buffett, Lynch to be Lynch, Mario Gabelli to be Mario Gabelli, and John Templeton to be John Templeton - until they retire or die. Genuinely good, smart people (and those two attributes are not the same thing) tend, if anything, to get better and smarter. They also tend to be disciplined (and humble) enough to stick to what they’re good at, and you need your managers to stay

      

       disciplined if you’re going to stay diversified. That means sticking to their knitting even - and especially - when their style of knitting is out of vogue. You don’t want to wake up one morning and find out that all five of your managers own the Nifty Fifty growth stocks.

       I like managers who’ve been running their funds for a good long time, so that the longer-term record of the fund actually tells you something useful about the manager. (That means I don’t follow managers who change jobs a lot, nor funds that change managers a lot.) I don’t look for managers who are necessarily outperforming “the market” - how could one ask a small-cap manager to have outperformed the S&P 500 1995-98? - but I do want to see that, in the long run, the manager is doing better than most of his peers, i.e. funds that own the same kinds of stocks.

       Your advisor should know the manager personally (or at least his firm should) and ultimately so should you. Even the most quantitative advisors I know - who rely chiefly on very rigorous, higher-mathematical screening methods - spend a fair amount of time eyeball-to-eyeball with their managers, probing for intellectual and emotional consistency. And you may very well want to become part of that process at some point, if only for the incremental comfort of knowing the people to whom you’ve consigned your family’s hopes for wealth. (I once took my children’s mother to see a money manager who I thought was the bee’s knees. She thought he was a phony.

      

       She turned out to be right. I’m not sure what that tells you, but I did seem to feel the need to share it with you, as part of my therapy.)

       Beyond that, the big thing I look for is low turnover. I’m a long-term buy-and-holder, and that’s what I want from my managers. (Buffett: “Our favorite holding period is forever.”) Consistently high turnover tells me that the manager is trading stocks rather than investing in them, and/or trying to call shortterm turns in the market. These are two things I don’t believe anyone can consistently do well, and I don’t want anyone trying to do them with my money. You shouldn’t, either.

       Low turnover is, to me, almost a character trait, and it usually leads to a low expense ratio as well as more tax-efficiency. I haven’t said much about taxes yet - and after this paragraph I’m not going to say anything else at all - because taxes should always be the tail, never the dog. Everything else being equal, I’d certainly rather pay taxes later (at long-term capital gains rates, one hopes) than sooner. And a low-turnover, buy-and-hold management style plays to that preference. But you should never make an investment decision primarily based on taxes. Second only to short-term performance, taxes are the dumbest variable you can isolate on.

       If you follow these guidelines, won’t you screen out the 28-year-old next Peter Lynch, because he doesn’t have a record? Sure you will - and a couple of dozen 28-year-old palookas

      

       who aren’t going anywhere but to Palookaville. Won’t you screen out someone who apprenticed at a big fund company, got a lot of experience managing two or three different funds in turn, and is just now starting a new fund, all on his own, that’s going to be great? Yes, and you’ll screen out mediocrities who are starting their own funds because they became unemployable anywhere else. This isn’t a science, and I’m not a scientist.

       I just said: if you’re seriously committed to achieving wealth, are trying to filter out the unbearable cacophony of fund advertising and journalism, and are looking for criteria that will help you find managers of demonstrated competence and character, start with these. (If your advisor has other criteria that both you and she agree might be more appropriate for you, start with those. Just (a) have a consistent, disciplined approach to fund selection - don’t dither about it - and (b) get going.)

       And, before you know it, you’ll be dollar-cost averaging every month into five equity funds with experienced, disciplined, successful managers who invest for the long term, don’t turn their portfolios over too much, and therefore keep their expense ratios pretty low. You’re on your way.

       But now, you mostly have to do just about the hardest thing you’re asked to do in investing:  nothing.

       Mutual funds have been around since 1924. There’s as much money invested in mutual funds today as there is on deposit in commercial banks. Thanks to the greatest bull mar-

      

       ket of all time, and to the boom in 401(k) plans (which have largely replaced corporate pension plans), a staggering percentage of American households are investing in funds. So why is wealth as we’ve defined it still so terribly rare? One huge reason is implicit in the following statistic:

       The average holding period for mutual funds in the U.S. is about three years.

       The panic response to savage market declines is, as ever, a significant contributor to the phenomenon of people getting into and then out of funds far too quickly. But it’s only a part of the problem - and, given the fact that we haven’t had a real old-fashioned bear market in a very long time, it’s a relatively small part.

       The much larger issue is the trading mentality that seems to have seized America as the Internet has gained widespread use, and as financial journalism - sponsored more and more by Internet brokerages - has become more stridently supportive of the so-called “empowerment” offered by the Web. “Who Needs A Broker?” pieces have crowded magazines and the airwaves.  Business Week  magazine (the same  Business Week  that brought you the all-time classic journalistic howler, “The Death of Equities” cover essay in August 1979, with the Dow at 875) recently lionized a retiree who, “empowered” by the Internet, traded in and out of his mutual funds twenty-two times in the first four months of 1999. Internet croupiers and their jour-

      

       nalistic admirers may present this as taking control of your own financial destiny; it’s actually cutting your own throat.

       A few years ago, there was a wonderful little tome going around called  Life’s Little Instruction Book , by a fellow named H. Jackson Brown, Jr. It was crammed with about 500 little vignettes of good advice for the body, mind and soul, my favorite of which was Instruction No. 63: “Remember that all news is biased.” Financial journalism’s bias (well, one of its biases, anyway) is a blind hatred of financial advisors. Of course, groupthinking journalism doesn’t use the phrase “financial advisor,” knowing that those words might connote something positive; it uses the pejorative “broker” to smear the rest of us advisors with the image of the old-fashioned churn-‘em-and-burn-‘em stock jockey of yesteryear. Then, every five minutes, it cuts away to yet another Internet trading service ad showing a cold-calling con artist, or ridiculing advisors in some other cartoonish way. Meanwhile, it holds the moral high ground of “empowerment,” which turns out to be groupspeak for “Day-trade your way to total destitution in a few short months for just $8 a trade!”

       Hear me on this:  The more often you change your portfolio, the lower your lifetime return will he.  There is a perfect inverse correlation between turnover and return. If you don’t intuitively believe this, make the time to read a paper called “Trading Is Hazardous to Your Wealth: The Common Stock Investment Performance of Individual Investors” by two scholars at the University of California at Davis, Brad M. Barber

      

       and Terrance Odean. It’s a study of the trading patterns and returns of over 66,000 households for the period 1991 to 1996. And it amply demonstrates the observation of Benjamin Graham (Warren Buffett’s teacher), “The investor’s chief problem - and even his worst enemy - is likely to be himself.”

       The closer you get to the markets - the more you become absorbed in the year-to-year, then month-to-month, then day-to-day zigs and zags - the more often you will switch funds, trying to capture some illusion of hot “performance.” You’ll gradually fall away from the disciplines you’ve been using to achieve your long-term return goals. Then you’ll lose sight of the goals themselves. And at some point, like any gambler or drug addict, you’ll just be living for more action.

       For, make no mistake about it:  portfolio turnover is a drug. But the more you take the drug, the worse it makes you feel, so you take more and even more of the drug to try to feel better. Then you decide that you could more quickly get even if you bought options, or leveraged your investments with borrowed money. And that’s the beginning of the end.

       Select your five funds as if they were all going to he in your estate.  Invest 20% equally in each of the five - otherwise, even though you may not admit it, you’re making market predictions. And you’re probably going to make the wrong prediction (a) because we all do, but particularly (b) because, left to your own devices, you’re going to be staring into that old rearview mirror. (“I think I’ll put 30% in big cap and 10% in small cap, instead of 20% and 20%, because big cap has been doing

      

       so much better these last few years.”  Clang!)

       Having built your five-pointed shining star of a portfolio, your next temptation - which will never stop coming back while life and breath remain in you - will be to tweak it. “Tweak,” in this context, is a very precise, technical investment term which translates, “Tear off one of its legs and try to beat the portfolio to death with it.”

       You see, if the portfolio is properly diversified, some of its components will be shooting the lights out while others are lying there, bleeding quietly into the carpet. Then, without warning, they’ll do a role reversal. This is a good thing. First, it means you’re truly well-diversified, so that you’re going to get the long-term returns of all your equity components, but the  overall  portfolio will enjoy somewhat reduced volatility. (Because its sectors/styles are running on different cycles, as we saw earlier, the entire portfolio will tend not to soar and crash in formation.)

       Second, and potentially even more important, your dollar-cost averaging program will be systematically buying barrels-ful of the laggard(s) while reluctantly acquiring thimblesful of whatever’s flying. No one ever got wealthy paying top dollar; most seriously monied people got that way buying things that were distressed, out of favor, and therefore on sale. DCA is the  ultimate  smart shopper.

       So leave it alone.  Do not - as most Americans do, soon or late (or both) - sell the thing that’s on sale to buy the thing

      

       whose price just got marked up a whole lot. Because that’s a formula for owning things that soared in value  before  you bought ‘em, and dumping things that soar in value (relatively) soon  after  you sell ‘em. And  that’s  a formula for becoming a very, very bad investor.

       Dollar-cost averaging is the best portfolio manager the world has ever known. And it will work perfectly...unless you reach in and try to “help” it - which, I say again, will be a constant temptation. And so I leave you with this Zen question: how many multiples of her 1%-or-so-a-year fee is your advisor worth  if she can just talk you into doing nothing for the next 30 years ? Because, once you have your properly diversified fund portfolio in place, and once you’re dollar-cost averaging evenly into its five components each month.. .nothing will be the rarest and the most valuable thing that you can do. But without help, you may find it impossible - as most people do, which is why most people ain’t wealthy.

       Yes, but...in the real world, some of your portfolio managers are going to leave and go elsewhere, some are going to retire, and some are going to die. So be it. Then you have some decisions to make. Fortunately, in the person of your advisor, you have a friend and a coach and an empathetic counselor to help you make those decisions.

       If a very good manager whose work you’ve come to respect and rely on goes elsewhere, my bias would be to follow him/her. Ideally, I’d try to get on a conference call with the old

      

       manager who’s moved on, and another call with the new manager of the old fund. I’d also probably look at a couple of other good funds in the same sector/style. Then I’d consult my advisor’s head and my own tummy, if you take my meaning, and make a decision.

       If the manager has gone completely off the landscape, I’d again want to hear what the new manager(s) had to say. But I’d also ask my advisor, “If the late lamented manager was king/ queen of this style, who are the crown princes/princesses?” Just remember: this isn’t a science, and the new person you’re about to pick to run 20% of your portfolio cannot, in the great scheme of things, be critical to the success or failure of your overall long-term/multigenerational wealth-building program. Only you can be that.

       And finally: what if you’re already wealthy? Most of this book has been devoted to the process of building wealth you don’t yet have, but what if you’ve got a spouse, three kids, seven grandchildren and twenty million bucks? What if you’ve achieved all your goals - or inherited from people who achieved all theirs - and your material needs and wants are totally satisfied?

       In that case, I recommend the following six-step program. (1) Thank God every day. (2) Bless America, where your fortune is safer than in any country in any era in human history. (3) Ignore Behaviors #1 through #3 from Chapter Five, be-

      

       cause you don’t need ‘em. You’re there already. (4) Follow every other word in this book to the absolute letter. (5) Teach this book to all your children. (6) As they become old enough, teach it to all your grandchildren, because wealth is ultimately the ability to keep the wealth going - and growing.

       Then, go paint a picture, or hit some golf balls. Teach your granddaughter to fish. Teach an inner-city kid to read. And don’t ever look at the markets again for the rest of your life, if you don’t want to.. .because you don’t have to. You’re wealthy. And unless a future generation loses this book - or, far worse, loses faith in it - your family will always be wealthy. Simply, inevitably wealthy. Now, go in peace.

       But no matter where you are on your path to wealth -whether you’ve just, by reading and believing this book, taken the single step that begins every long journey, or whether you’ve long since taken up permanent residence at journey’s end -I’m going to leave you with one mantra.

       Please say it aloud at least once every day for the rest of your life. This won’t take long, since your mantra is only five words. But those words are the key to all successful equity investing.

       One fine day, your ability to say these five words - and to believe them with everything you’ve got - may make your fortune. One terrible day, when the whole financial world is crash-

      

       ing around you, these five words - even if you have to say them 100 times - may save you. And they are, of course:

       OPTIMISM IS THE ONLY REALISM

       We humans have been walking on the earth in our present form for about 100,000 years, but we made our most important invention - the microprocessor, the entire computer on a tiny chip - less than 30 years ago. From ATMs to anti-lock brakes to the Hubble telescope to the Internet, we live in an entirely new technological era. And that technology is still in its infancy.

       Societally, the new world is even younger: just about ten years. It was born on November 9, 1989, the day the people of East Berlin began tearing down the Wall, and the men who were there to shoot them went and helped them instead. This new world is a global capitalist economy; who knows what it will accomplish when it grows up?

       There will always be problems. (And journalism will always refer to any problem as a “crisis,” whether it is one or not.) There’ll always be an apocalypse  du jour - and, on those rare occasions when there’s none, we will simply, a la Y2K, hallucinate one. (There was an illusory Y1K crisis - medieval man believed the world would end - and I have perfect confidence that there will be an equally over-hyped Y3K crisis, although I may not see it.)

       Today will always be the hardest day on which to invest, and the only day we’ll ever have. (You can put it off until to-

      

       morrow, but (a) there’s a 70% chance the market will be higher tomorrow, and (b) tomorrow, when it gets here, is just going to be today all over again.) And I have never met, and will never meet, anyone who doesn’t wish he’d bought equities when “today” was twenty years ago.

       One of these todays, the Dow Jones Industrial Average is going to be 50,000. (Why do I say that? Because I’m afraid that if I tell you the truth, which is that one day it’ll be 100,000, you’ll accuse me of hyperbole. Of course, if you’d told people in July of 1932 - when the Dow hit 40 - that it’d be 11,000 before the end of the century, they’d have probably said  you were nuts, too.)

       I don’t have to know when it’ll be 50,000 (although, at the rate it’s been going since 1926, it’d get there around the year 2030). I just have to know  that  it’s going to get there. And that, please God, a lot of the Murrays I’m investing for today are going to see and enjoy it.

       I also don’t know - and don’t care - whether the Dow, currently around 11,000, will see 15,000 or 7,000 first. (Heaven knows, I  hope  it goes to 7,000, because I’m nowhere near finished investing yet. But the market is rarely that accommodating, so I’ll just keep patiently dollar-cost averaging.) The zigs and zags don’t concern me, and you’ll be a much better investor when they stop concerning you.

       And so, until we meet again, keep intoning your mantra. Optimism is the only realism. And we ain’t seen nothin’ yet.

      

       JUST REMEMBER

       No sector or style of equity investing consistently outperforms all others. Small caps crushed the S&P 500 for years in the fairly recent past; so did foreign stocks.

       &  Don’t confuse the issue of indexing vs. active management with the issue of the (relatively) recent hyperperformance of the Nifty Fifty growth stocks, which dominate and drive the S&cP 500.

       *§>  Now it can be told: when this book says “mutual funds,” it doesn’t just mean mutual funds. It means professional investment management  in whatever form(s)  vs. you picking your own stocks.

       ^ Broad diversification across the major sectors/styles of equities can capture the long-term returns of all those sectors while providing some moderation of overall portfolio volatility, because different sectors/styles/ countries run on different cycles.

       *§>  A five-fund portfolio for all seasons might include: (1) large-cap growth, (2) large-cap value, (3) small-cap growth, (4) small-cap value and (5) international funds.

       *§>  Don’t underdiversify by betting the ranch on the illusory panacea  du jour.  Don’t overdiversify, becoming a collector instead of an investor.

      

       ^ The funkier and less ferociously researched a sector/style/ market is (e.g. small cap and/or emerging markets), the more value active management is able to add, as opposed to indexing.

       At the end of the day, the issue isn’t indexing vs. active management. It’s cost.

       ^ Beware diversification only on the basis of funds’ stated investment objectives. This usually turns out to be what Peter Lynch calls “diworseification.”

       ^ There is no reliably worse way to invest in equity mutual funds than chasing the last few years’ “performance” hot streaks. None.

       ^ There is no statistical evidence for the persistence of performance. If statistics predicted anything useful, the Forbes  400 richest people would all be math professors. However, truly good managers tend to remain good managers.

       *§>  Low turnover is almost a character trait. It leads to low cost, which (see above) is what it’s all about.

       Know your managers.

      

       ^ Don’t change funds unless the managers change, and maybe not even then. Portfolio turnover correlates negatively with return. Let dollar-cost averaging rebalance your portfolio by buying more of funds/managers that are out of phase with the market, and refusing to chase what’s hot.

       <§>  The Internet (without a financial advisor to mediate between you and it) merely “empowers” you to make every mistake in the book faster, cheaper and more often. All modems should come with a warning label: “Wisdom sold separately.”

       S  If you’re already wealthy, dispense with Behaviors #1 through #3 in Chapter Five, and treat the remainder of this book as if it were gospel.

       *§>  Teach this book to your children. Teach it to your grandchildren.

       Optimism is the only realism. It’s the only worldview that squares with facts, and with the historical record.

       We ain’t seen  nothin  yet.

      

       GLOSSARY

       active management  - the practice of attempting to cause one’s portfolio to return more than the benchmark index of that portfolio, either through superior stock selection or by becoming more or less fully invested.

       asset allocation  - the spreading of risk and reward which attends upon the purchase of securities in different asset classes - stocks, bonds and cash equivalents - as opposed to  diversification.

       asset class  - the totality of a given type of security, e.g. common stocks, bonds, and/or cash equivalents.

       basis point  - one one-hundredth of one percent. If the bellwether 30-year Treasury bond goes from a 6.05% yield to 6.10%, its yield is said to have risen five basis points.

       bear market  - a major decline in stock and/or bond prices, usually defined as a decline of at least 20% in the relevant market index from a previous high.

       bond  - a borrowing, secured to the lender by the borrower’s promise to pay interest and/or principal at certain dates. In corporate finance, the debt of a corporation. Used interchangeably in this book with the phrase  fixed-income investment  and the word  debt.

       bull market  - a major rise in stock and/or bond prices, sometimes defined as an increase of at least 20% in the relevant market index from a previous bear market low; also, a market that is trading in new high ground.

       capital  - the amount of one’s principal as opposed to the income expected from that principal.

      

       capitalization-weighted  (or  cap-weighted)  - describes a stock index weighted for the total stock value of each company in the index. It therefore skews the index to be hugely affected by the price action of the very largest companies in the index. If you had a cap-weighted index of six companies, one of whose stocks was worth a total of $10 billion and the other five worth $2 billion each, half of each day’s change in the index would be caused by the one largest company.

       capitalize  - in financial/investment planning, one divides a needed level of income by the percentage one believes one’s portfolio can reasonably return, in order to arrive at the capital value required to produce the needed income. An income of $50,000, capitalized at (i.e. divided by) 6%, equals $833,333 of capital necessary.

       cash  - actually, a cash equivalent: a security which is highly liquid, has a known market value and has a maturity date, when acquired, less than three months away. Also, a pool of such securities, e.g. a money market fund.

       CD - a bank certificate of deposit, or debt instrument issued to a depositor for a specific length of time and usually with a fixed rate of interest. Like other deposits in participating banks, CDs are guaranteed (within limits) by the Federal Deposit Insurance Corporation (FDIC), a federal agency established in 1933.

       common stock - ownership of a corporation, represented by shares that are a claim on the corporation’s earnings and assets; usually entitles the holder to vote on the affairs of the corporation. Used interchangeably in this book with the words  stocks  and  equities.

       compounding  - earnings realized on both principal and earnings that were realized earlier. As the pool of capital expands, the same percentage return adds commensurately more wealth to that pool.

      

       conservative  - adjective used in this book to describe an asset class which has demonstrated superior long-term effectiveness at conserving  purchasing power,  i.e. wealth. By this definition, stocks are more conservative than bonds.

       correction  - a moderate decline in stock and/or bond prices, usually defined as a decline of at least 10% but less than 20% in the relevant market index from a previous high.

       CPI  - the Consumer Price Index, a measure of the change in prices of a fixed basket of goods bought by a typical consumer, including food, shelter, utilities, transportation, medical care and other items. The CPI is computed, and published monthly, by the Bureau of Labor Statistics of the U.S. Department of Labor.

       debt  - see  bond

       diversification  - the spreading of risk and reward which attends upon the purchase of different types of securities within the same asset class, as opposed to  asset allocation.  Examples: purchasing bonds (or bond funds) of different quality issuers and/or different maturity dates; purchasing U.S. and foreign and/or large- and small-company stocks or stock funds.

       dividend  - generally, the distribution of part of a corporation’s earnings to its shareholders.

       dollar-cost averaging  - a method of accumulating assets by investing the same dollar amount in the same securities at regular intervals. The investor thus buys more shares at relatively low prices and fewer shares at relatively high prices. This results in a lower average cost than if the investor regularly bought the same number of shares.

       Dow jones Industrial Average  - a price-weighted average of thirty very large publicly traded stocks; the oldest and most

      

       widely quoted of all market indicators. The thirty stocks in the DJIA usually represent 15% to 20% of the market value of all New York Stock Exchange-listed stocks.

       EAFE  - Morgan Stanley Capital International’s Europe, Australasia, Far East Equity index, a benchmark for managers of international stock portfolios.

       equities  - see  common stocks

       equity premium  - a concept of the incremental return of stocks over bonds (because of concomitant equity volatility) which persists over long periods of time.

       expense ratio - the total dollar expenses incurred by a mutual fund or other managed/pooled investment divided by its total assets. In general, investments with lower  portfolio turnover will achieve a lower expense ratio, though turnover is by no means a fund’s only major expense.

       fixed income investment  - see  bond

       growth stock  - a stock which is valued for its ability to grow its earnings rapidly and consistently, rather than for the relationship of its assets to its stock price. Growth stocks usually sell for much higher price-earnings multiples than do more cyclical  value stocks.  A growth stock is a growth stock until the company’s growth stalls - at which point it may (or may not) become a value stock. Ford was a growth stock until the car market got saturated; then it became a value stock. IBM was once the ultimate growth stock, lost its way and became a value stock - and is now a growth stock once again. Remember: this is finance, not physics. If you’re looking for immutable scientific laws, look elsewhere.

       interest  - the cost of borrowed money, paid by a borrower to a lender.

      

       liquid  - securities and/or markets in which large purchases and sales can be made quickly and easily with negligible effect on the price of the securities/markets. Thus, the U.S. stock market is far more liquid than that of Malaysia or Singapore, and the stock of a very large company is much more liquid than that of a very small one.

       market timing  - the purchase and/or sale of securities based primarily if not solely on the expectation of a general rise or fall in a market (or in a market sector), as opposed to investment based on the fundamental intrinsic value of securities (or one’s perception thereof). Market timing is thus a form  oispeculation  rather than of investment.

       money  - in the short run, the sum of one’s cash, cash equivalents, and readily marketable investments. In the long run, purchasing power.

       mutual fund  - an open-end investment company which pools investor funds and manages the investment of those funds, usually to a specific purpose or end. A mutual fund has a floating number of outstanding shares because it stands ready to sell or redeem shares at their current  net asset value.

       net asset value (NAV)  - the current market value of the shares of a  mutual fund , at which price the fund stands ready to redeem (and, in the case of a fund with no sales charge, to sell) its shares. NAV is calculated daily by most funds; the closing market value of all the fund’s securities holdings are added to all other assets (typically cash), all liabilities are subtracted, and the result (total net assets) is divided by the total number of fund shares outstanding.

       Nifty Fifty  - colloquially, the fifty or so very largest, most visible growth stocks. In times of great enthusiasm (e.g. 1995- ) and great revulsion (e.g. 1973-74) the Nifty Fifty have often outrun the overall market - in both directions.

      

       nominal return  - the stated or implied percentage return of an asset in constant dollars, unadjusted for inflation. A $1000 bond which pays $80 in annual interest provides an 8% nominal return; a stock that rises in price from $100 to $110 in a year has provided a 10% nominal return. See  real return.

       passive investing  - creation and maintenance of a portfolio which, as nearly as possible, replicates its benchmark index. (This is sometimes called passive management, but that’s an oxymoron.)

       portfolio turnover - the extent to which a fund manager sells securities out of his portfolio in order to buy other securities. Generally, the higher the level of turnover, the higher a fund’s expense ratio.

       principal  - in practical terms, the sum of the market values of all one’s investments; also, the face value of one’s debt investments, as distinguished from the interest payable thereon.

       purchasing power  - the value of money as measured by the goods and services it can buy. This book uses purchasing power as the long-term definition of  money.

       real return  - the nominal (stated or implied) percentage return of an asset less inflation. A bond that pays 10% interest when inflation is 6% has a 4% real return. See  nominal return.

       risk  - in general, the chance of a long-term, irreversible diminution in one’s wealth; also, the chance that one will be forced to dispose of an investment at a temporarily depressed price. In this book, which defines wealth as long-term  purchasing power ;  bonds  are held to be high-risk investments, because they have historically been at best marginally effective in preserving purchasing power.

      

       Russell 2000 - a market capitalization-weighted index of small-capitalization stocks, computed and published by Frank Russell Company of Tacoma, WA. The 1000 largest publicly traded companies are in the Russell 1000 Index, which acts a lot like the S&P 500; the Russell 2000 is made up of the next 2000 companies. The total market capitalization of the Russell 2000 is probably not much more than 10%-12% of that of the Russell 1000.

       safety  - generally, the probability of maintaining the value of one’s wealth. Since this book defines wealth as long-term  purchasing power ; stocks are held to afford a relatively high level of long-term safety, in that they have historically enhanced purchasing power.

       S&P 500 - The Standard & Poor’s Composite Index of 500 Stocks. A market value-weighted index measuring the change in the total market value of 500 of the largest publicly traded stocks relative to the base period 1941-43. The S&P 500 accounts for roughly three quarters of all the publicly traded equity in the U.S.

       speculation - the purchase and/or sale of securities based primarily if not solely on the expectation of a change in market price as opposed to a change in intrinsic value.

       stocks  - see  common stocks

       systematic withdrawal - the practice of taking fixed withdrawals from a pool of capital at regular intervals. As long as the amount/ percentage being withdrawn is sufficiently less than the total earnings of the pool of capital, both the amounts withdrawn and the capital itself can continue to grow.

       total return - the sum of the cash distribution of a security and the price appreciation (or depreciation) of that security. A stock which rises in price from $50 to $55 per share in a year while paying a dividend of $1 per share has provided a total return in that year of 12%.

      

       value stock - typically, a company in a relatively mature and/ or commodity industry, whose earnings cycle with the economy, and/or with the waxing and waning of that industry. Paper, chemical, oil and automobile stocks are classic value stocks, and investors try to anticipate where they are in their cycles. When the market gets so excited that it starts pricing a value industry as if it were  a growth  industry (e.g. oil in 1979-81, just before OPEC collapsed), it is usually a sign that the inmates have taken over the asylum.

       “wrap” account  - a portfolio of stocks or funds whose managers/sponsors are compensated by an all-inclusive (“wrap”) fee, usually calculated as a percentage of portfolio assets; investors do not pay commissions on portfolio purchases and/or sales.

       yield  - the stated cash distribution of a security divided by its price. Not to be confused with  total return.  Generally, the higher a security’s current yield, the lower its total return; e.g. bonds yield more than stocks, and have a much lower total return.

      

       BIBLIOGRAPHY

       The ideal companion volume to this book - particularly for those still struggling with my contention that equities are the “safest” long-term investment - is Jeremy Siegel’s  Stocks for the Long Run.

       The critical role of emotions and temperament in investing is explored in Gary Belsky and Thomas Gilovich’s very readable  Why Smart People Make Big Money Mistakes - And How to Correct Them: Lessons from the New Science of Behavioral Economics .

       Peter Bernstein’s wonderfu \ Against the Gods: The Remarkable Story of Risk  has deservedly become an instant classic since its publication in 1996.1 imagine that people will still be reading it - and becoming better investors for having done so -fifty years from now.

       It’s no easy read, but Michael Rothschild’s  Bionomics: Economics as Ecosystem  is a peerless presentation of free-market capitalism as a force of nature - and, therefore, of optimism as the only realism.

       For a better understanding of the terrible psychic wound that is the depression of the 1930s, read David M. Kennedy’s

      

       epic  Freedom from Fear: The American People in Depression and War 1929-1945.  As the title implies, this is also about the way our society and economy experienced World War II.

       Charles R. Morris’s  Money ,  Greed ,  and Risk: Why Financial Crises and Crashes Happen  is an excellent short course in the persistent cycle of financial excesses, and it sure beats learning about these phenomena from your own bitter experience.

       Most books about mutual fund portfolio selection and management aren’t worth the paper they’re printed on. But if you’d like to look over the shoulder of a very analytical financial advisor as he develops an approach to fund portfolios, you might try Ronald K. Rutherford’s  The Complete Guide to Managing a Portfolio of Mutual Funds.  Although this is a book by an advisor for other advisors, not for the investing public, it offers a window into the state of the art (as well as the limitations) of quantitative fund analysis.

       Finally, read David McCullough’s biography of Harry Truman. It doesn’t bear directly on markets or investments; it’s just good for your soul.
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