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Ten Things That You Don’t Need

1. Sector Funds – You can find one of these funds for almost any sector of the economy. Market sectors that are predicted to do well in upcoming years seem to be ideal places to invest.  Unfortunately, this is just another form of market timing.  Predictions about the future are nothing more than guesses.   Inevitably, the most popular sector funds are those that have done well in the recent past.  However, the past does not foretell the future.  Rarely is today’s best investment something that you wish you had invested in 2 years ago.  For those of us who believe in a passive index philosophy, we already own all market sectors and adding sector funds just duplicates a portion of our current holdings.  

2. Individual Stocks - The stock market is risky, a portfolio of stocks may decline in value.  An investment in individual stocks adds specific company risk to the general risk of the market. The particular circumstances of a company or its industry can cause its stock to decline in value while the market as a whole is rising. If you invest in the total US stock market, individual company risk becomes negligible.  The failure of any one company will be inconsequential, since you also own the competitors who will benefit from its decline.

3. Subscriptions to Investment Magazines or Newsletters – Avoid all articles with the following words in the title - “Can’t Miss”, “Now” “Millionaire” or “Hot”.  Find four articles on any topic and two will fall on each side of the debate.  This year it’s the housing bubble and oil prices. A cover article of a 1979 issue of Business Week proclaimed “The Death of Equities.”  Constant noise and breathless predictions that change by the day. What’s the point?   Nobody knows what the future holds any more than you do. These publications will be around forever, but if you design your portfolio for the long term, you’ll be able to ignore them all and get on with life.   
4. Variable Annuity – Don’t consider a variable annuity unless you are already contributing the maximum amount to your 401k, IRA or other retirement plan and have surplus cash flow you can put aside until age 59 1/2 (there is a 10% tax penalty for withdrawals before age 59 ½).   In a world of single digit stock returns (I’m not predicting, just preparing) paying up to 3% per year in underlying annuity costs puts your net return in the fixed income range. The death benefit offered by variable annuities may be inconsequential. After your death, unlike most assets, there is no stepped-up cost basis for your heirs. The annuity is taxed as part of your estate, and your beneficiary still must pay ordinary income tax as gains are distributed.  One bright spot - the commissions are fabulous. The state insurance commissions that oversee these products traditionally have taken a laissez-faire approach to regulating the industry.  With complaints mounting over high costs and inappropriate recommendations, states are beginning to take action.
5. Single Country Funds – These funds invest in individual countries with fast growing economies.    Their popularity is understandable, since every year some country’s market is red hot and handily outperforms the US stock market. And, of course, brokers love to sell good past performance.  A well diversified portfolio should have assets invested in international index funds. Therefore, individual country funds become redundant.  Just like betting on individual stocks, betting on one country’s economy increases risk without guaranteeing extraordinary performance. 
6. Wrap Accounts – Brokerage firms try to compete with fee based planners by replacing commissioned sales with an annual fee.  These accounts are particularly bad for clients who trade infrequently and therefore don’t need commission relief.   Often touted as a lower cost form of investing, they do not eliminate mutual fund management expenses or 12b-1 fees. If you are considering one of these of accounts, become familiar with the various classes of fund shares being offered and their underlying expense structure.

7. Anxiety to Do Something Now – The advent of 24 hour business news has been a regrettable development.  There is no more potent weapon to unsettle the individual investor’s peace of mind.  Why do we think it is necessary need to follow the movement of all the world’s markets like the Weather Channel follows a cold front advancing across the Midwest?  We have been brainwashed by an unrelenting media barrage, orchestrated by people with a desire to make us active buyers and sellers of financial assets.    At least the Weather Channel is doing some public good by giving a warning of approaching storms.  There is some short term predictive ability to weather forecasting.   We’re all still waiting for someone to discover a formula to predict the movement of tomorrow’s markets.    History shows that wealth accumulates slowly, a byproduct of economic growth, proper asset allocation and attention to costs.   That’s the way it has been in the past, and most likely the way it will be in the future.
8. Non-deductible IRA or 401k contributions –  It might be better to invest the money elsewhere because –
· The money earned on these after tax contributions will be taxed as ordinary income.  Since most people use their qualified retirement accounts as the place for equity holdings, this turns a capital gain (currently taxed at 15% maximum) into an ordinary income gain, taxed at the investor’s marginal tax rate.  
· If the IRA/401k declines in value, losses cannot be “tax harvested”. Unlike non-qualified accounts, losses in qualified accounts cannot be used to offset capital gains. In some cases, losses in non-qualified accounts can be partially recovered by deducting up to $3,000 per year against ordinary income.

· At age 70 1/2, minimum required distributions are required from all IRAs, even if the money is not needed.   The greater the IRA value, the larger the required annual minimum distribution.  

· Heirs will not receive a stepped up basis when an IRA or 401k is inherited. Taxes on the assets will still have to be paid as they are withdrawn.   When non-qualified accounts are inherited, heirs receive a stepped up cost basis.

9. Life Insurance for Children –  The  most common reasons to own life insurance are –
· To provide for family living expenses after the loss of income from the deceased.
· To provide heirs a sum of money or to pay inheritance taxes after the death of an individual

· To pay for childcare that may be needed in the event a non-working spouse dies with minor children are still living at home.

             I have yet to find a good reason to own life insurance for healthy children.

10. Long Term Bond Funds or  Long Term Bonds – Yield on these assets are only slightly greater than intermediate term bonds, but the price will be much more volatile, since longer term bonds are more effected by interest rate changes.  In a rising interest rate environment, long term bonds lose more value than shorter term securities. For those holding individual bonds to maturity, the variations in value are meaningless, but the money is tied up for a long period of time.  Today, we are experiencing a flat yield curve.   This means that yields do no rise significantly as maturities increase.   Currently, you can buy 5 year US Treasury that yields 4.16% while the 10 year US Treasury is yielding only 4.29% and the 30 year US Treasury is yielding only 4.48%
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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