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Out of Control

My grandmother was a worrier. When I started taking flying lessons, it just about put her over the edge.  Her advice to me was to fly low. To her way of thinking, if you had to fly, it was safer if you were closer to the earth.  When she was about 90 years old, I asked her, "Gram, did it ever do any good to worry?"  "No" she said. I would love to be able to say that I have followed my grandmother's advice in the intervening 20 years, but it would be a lie. I think we worry mostly about things over which we have no control.  It's not totally our fault.  Every day the media presents 24 hours of bad news. The human mind was not designed to absorb the grief and tragedy that occurs around the world every day.  Here are a few worrisome topics that we’ve been hearing about lately and over which we have not the slightest control –

Interest Rates
Avian Flu

Budget Deficits
Job Security

Election Results
Corporate Profits

Your Employer's Financial Stability
Judicial Appointments

Judicial Decisions
Housing Costs and the Housing Bubble


Oil Company Profits

Stock Prices

Holiday Retail Sales

Outsourcing Labor and Production

Inflation

Paris Riots

Consumer Confidence

Natural Disasters

Political Scandals

The Unemployment Rate

Corporate Scandals

Acts of Terrorism

Rising Property Taxes

Wars and Rumors of War

Crime

Pay Cuts

Income Tax Rates                                                                     Oil and Natural Gas Prices   

Capital Gains Taxes                                                                  Rapidly Disappearing Pension Plans

That's enough for now - I think you get my point.  Given another five minutes, we could double the length of the list.   Let's take Grandma’s advice and not waste any more time worrying about things that we cannot control. Here’s a list of six things important to your future prosperity over which you have complete control. 

· Your personal financial plan.  There's no use postponing it any longer. Right now is the best time to develop a plan that will get you on course to arriving at your financial destination.  Without a plan, designed for your unique situation, it is going to be very difficult to attain financial freedom. Traditionally, retirement lifestyle was a function of a company pension, Social Security and personal savings.   In the future, your retirement lifestyle will be chiefly determined by how much you saved and how well you invested invested during your working years. 

A financial plan should include an analysis of your investments, insurance coverage, retirement accounts, employee benefits, funding for major expenses, estate planning and risk tolerance.  It will be necessary to meet with and pay professionals to do the job properly.  The peace of mind that results from having a financial plan that you understand and commit to is a great worry reducer.

· Your asset allocation.   Once you commit to developing your financial plan, the next most important decision will be asset allocation.  That is to say, which assets you put in your portfolio and in what proportion. You can be 100% in cash or 100% in emerging markets or anywhere in between. It’s your choice.  We live in an amazing time -- anyone can buy nearly anything for almost nothing.                    In a world where nothing is predictable, protection is paramount.  Grandma knew that you shouldn’t put all your eggs in one basket. Today, we say that you must be properly diversified.  A portfolio should be designed so that it consists of asset classes that are not "perfectly correlated".  In other words, assets that do not move in lock step with one another.  When one declines, another will be rising.   If you don’t know how to design this type of portfolio on your own, or don't want to, find a fee-only financial planner who can.

· How much you save every year.  Your most important task in a world of disappearing corporate pensions and uncertain government benefits is to save as much as possible.    The old adage of saving 10% of income is probably obsolete.  It is a relic of a prior world in which corporations provided defined benefit pensions to their employees.  In olden days, if spending exceeded monthly pension and Social Security benefits, personal savings made up the difference.  In the future, income from personal savings will be the primary source of retiree income. The amount that you save and invest today will determine your retirement lifestyle. For most workers, a 401(k) or 403(b) salary deferral plan is the centerpiece of their retirement portfolio. Funding these plans to the maximum is essential for most employees.  

· How much you pay every year.  By this I mean, the cost you pay to have access to financial markets. Remember, there is no difference between costs and losses.  The future will likely bring lower investment returns than we enjoyed in the 1990’s. Paying 5.75% front end loads and fees that consume perhaps twenty percent of a fund’s annual gain is unacceptable. Consider the following example of an investment held in a  taxable account – 

The S&P 500 Index gains 4% in a disappointing year. Fortunately, your Super Timer Growth Fund gains 8%.  Great! Then the fund subtracts its 1.5% active management fee.  Now your return is 6.5%, still well above the S&P 500 Index. Ads appear everywhere.  Your broker calls to give you the good news. Unfortunately, the fund subtracts a 12b-1 fee of .25% from your account. This fee is paid to your broker’s firm and allows the fund to be on that firm’s recommended list.  Your return is now 6.25%.  Unfortunately, the fund actively trades; all gains are short-term and taxed as ordinary income.  If you are in the 25% tax bracket, the after tax gain is now 4.7%.  You paid a 5% front end load and hold the fund for five years.  Subtract another 1%, since you must amortize the front end load over the holding period.  So in the end, after taking the risk of investing in common stocks, your net return is 3.7%. Not so great. There’s nothing fancy in this illustration, just simple arithmetic.

 The traditional brokerage industry is primarily concerned with the profitability of the corporation, the happiness of its shareholders and the commissions that can be generated for brokers.  Knowing your investment costs is essential. Don’t get angry with me if I say that you’re probably the only person in your broker’s office who doesn’t know what your costs are. This ignorance is universal, the product of a well-oiled, highly efficient, asset eating sales machine.  Fortunately, it is surprisingly easy to design a globally diversified portfolio without sales loads and annual expenses that are 1/5th of those charged by a commissioned broker.

· Your emotional response to the daily market movements.  Once a well-designed financial plan is in place, you can ignore the market's ups and downs.  The market’s daily volatility will be insignificant noise. Let your friends and neighbors watch “Mad Money” and join the herd stampeding after the latest hot fund or market segment.  Once a financial plan is in place, your only concern will be whether or not you achieved your annual target growth rate.  If a 6% annual return for the next 20 years is what you need to attain your financial goals, then a year in which your portfolio rises 6% is a great year.  
· Tax planning.  There’s nothing you can do about how Congress changes the tax code, but that doesn’t mean you can’t use the rules to your advantage. There are times when you will sell assets. You may be reallocating your portfolio, paying college tuition, or drawing down your nest egg in retirement.   Consideration should be given to minimizing taxes.  In taxable accounts, you can offset sales that yield capital gains with sales that produce capital losses.   Don’t forget that up to $3,000 of capital losses can be deducted from ordinary income each year. Non working spouses can fund deductible IRAs if AGI is less than $150,000. Consider gifting appreciated assets to charities or family members instead of giving cash. For example, pay tuition expenses by gifting appreciated assets to your college student.  The student sells the asset, pays the tuition and is taxed on the gain at their lower capital gains rate. This could reduce the tax paid by the family on the asset sale by 2/3.  
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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