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I Don’t Think So
I believe that passive index investing is the best investment philosophy for individual investors.   Besides minimizes costs and allowing easy diversification, it allows us to ignore the media’s noise and devote our time to the more important and enjoyable things in life.  As a bonus, it outperforms active management more often than not.

Now, I’d like to talk about some things that I don’t believe.

· I don’t think the irreversible trend of replacing defined benefit plans with defined contribution and salary deferral plans is a good thing.  In fact, I think it will lead to one of the great economic disasters in our history when millions of baby boomers will be unable to financially sustain themselves once they can no longer work.

·  I don’t think replacements to traditional defined benefit plans (401k/IRA/403b/457 etc.) will succeed as long as the commissioned brokerage industry is the primary source of “advice” for individuals.   It is an unworkable arrangement which places the financial interests of brokers and brokerage firms at odds with those of their clients.  Both sides hope to retain as much of the gain produced by the client’s account as possible.  Only a very small percentage of employees have the depth of knowledge to bypass the brokerage industry and invest successfully on their own.
· I don’t think it’s a comforting thought that what most people know about the local housing market they probably learned from a real estate agent.

· I don’t think it’s difficult to predict that as young people pay ever increasing amounts for their homes, salary deferral retirement plans will be seriously under funded.

· I don’t think most people know the true costs of home ownership.  Upkeep, repairs, remodeling, mortgage interest, property tax, landscaping, and insurance continue year after year.  If you put a dollar value on your sweat equity and consider the closing costs to buy and sell, you’ll be lucky to keep up with inflation over a 10-15 year period.  And the money spent on a home can’t be invested elsewhere. Residential real estate has appreciated at a less than spectacular 5% annually during the last 50 years.

· I don’t think most of us understand the impact that the investment industry’s $15 billion advertising machine has on our thought process and emotions.   Each advertiser would like you to believe that they are smarter than the competition or that they have some secret that will bring high returns with low risk.   It is truly laughable. We wouldn’t believe equivalent claims from any other industry group. 

· I don’t think individual investors should feel foolish or stupid for past financial mistakes.   Investing is an ever changing, complicated part of life.  To do it successfully requires a level of education that most of us don’t have.  The question to ask is “How do I get from where I am today to my financial destination?” 
· I don’t think one in twenty investors knows their portfolio’s rate of return.   I don’t think one in fifty knows how the return compares to a similar portfolio of passive index funds.

· I don’t think that most people have enough personal liability protection.  They don’t realize the importance of an adequate umbrella liability policy.

· I don’t think most people recognize the need for Limited Powers of Attorney (LPOA) for healthcare and incapacity.

· I don’t think that it is possible to get quality financial advice at a price that is less that what you would have to pay for annual lawn care.

· I don’t think most people realize that the older you are, the greater your expected lifespan becomes.   Consider a married couple, both 55 years old.   There is a 50% chance that one of them will live to age 92.

· I don’t think most people realize that the exceptional market returns of the mid to late 90s were a once in a lifetime event.  These returns gave investors the illusion of easy money.   An argument can be made that since these returns were so much greater than long term averages, we should expect a period of lower than normal returns in the years ahead.

· I don’t think anyone should buy a Variable Annuity or a Variable Universal Life Insurance policy  without an analysis of the contract by a third party professional who has no economic interest in the sale.

· I don’t think that there is a single person on the face of the earth who can be relied upon to accurately predict the value of any significant economic variable a year from today.   Please don’t confuse guesses with the gift of prophecy.

· I don’t think most investors realize that when they ask, “Where is the market headed?” those financial professionals that are the quickest to reply are the ones most to be avoided.

· I don’t think most people know the answer to the most important financial question they can ever ask themselves.   The question?   “How large does my nest egg need to be so that I can retire at the lifestyle of my choosing and not worry about running out of money?”

· I don’t think that you can ever be sure that the recommendation of a commissioned broker is being made for your benefit or the broker’s. This is not to say there are not honest brokers, but how can you tell? The commissioned brokerage industry is a marketing driven asset eating machine.

· I don’t think people realize the practical impossibility of finding the next Microsoft and putting it in your portfolio before it starts its climb to stardom.   Your losing picks will bring you to financial and emotional despair long before you find the needle in the haystack.   My solution?   Buy the haystack, it’s cheap.

· I don’t think most people can identify the most valuable asset they own.    It is the sum of their character, education, natural talent, training and experience.   For most of us, this human capital is our greatest income producing asset.

· I don’t think many younger investors understand the place for bonds in their portfolio.   The reason younger investors need bonds is not for the income stream, but because bonds are not 100% correlated to stocks.   Many times bonds will rise as stocks decline.  Adding bonds to a 100% stock portfolio can lower volatility and increase total return.

· I don’t think most retirees know that a 100% bond portfolio has historically had more volatility and lower return than a portfolio of 20% stocks and 80% bonds.   This is for the same reason as mentioned above.  If your retired parents don’t understand this, have them give me a call.

· I don’t think most people realize that the most important step in attaining lifetime financial goals is to design a workable financial plan.   One that you can stick with through good times and bad and that can be modified as life events warrant.

· I don’t think most investors have absorbed the historical truth that in any given year, 75% of actively managed stock mutual funds will under perform their benchmark index.   Let’s play a game.   You hit me once and then I’ll hit you three times.   How long would you play?

· I don’t think most people know that it is possible to develop a successful long term financial plan without owing any individual stocks or timing the market.

· I don’t think most people realize the consequences of unnecessary fees paid for investment expenses. Their true cost becomes the initial expense plus all its lost compounding. For example, for the last 20 years, the S&P 500 Index has yielded a 13% annualized gain. A no-load S&P500 Index fund with a .2% annual expense ratio would have yielded 12.8% annually.   During this time period, the average actively managed U.S. stock mutual fund has returned 10%.  One dollar invested in the S&P 500 Index Fund grew to $11.12.   One dollar invested in the average actively managed fund grew to $6.73, just 57% of the market’s return.  It’s not economics, it’s arithmetic.

· I don’t think most people appreciate the fact that best way to gain long term wealth is not by stock picking, but by saving as much as you can and investing it as efficiently as possible.

· I don’t think you should invest in anything that you don’t fully understand.   Don’t buy based on words only.  Your first line of defense is numbers, be sure you do the math.   If math isn’t your thing, find someone you can trust who loves to crunch numbers.

· I don’t think most people can look at each of their financial assets and answer the following questions -

1. Why do I own this asset?

2. Do I completely understand how this investment works?

3. When would I sell this asset?

4. What purpose does it serve in my portfolio?

Without knowing the answers to these questions, our future financial decisions will be influenced more by emotions than intellect as we react to the noise of today’s news.

· I don’t think you should buy a mutual fund from a broker until you get an answer to this question. “In the last five years, how has this fund performed, after subtracting front end load and expenses, vs. its benchmark index?”   During the silence that follows, head for the exit.

Disclaimer 

The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.   Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
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