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PERSONAL FINANCE1  
 (1/1/17) 

 
1. THE PERSONAL FINANCE MANTRA 
 
1. There are three crucial things to do in order to end up with a decent 
retirement portfolio: Save, Save, and Save.2 
 
You need to know how much to save, where to put your savings, 
and how to allocate your savings between different savings 
instruments.  
 
2. I assume that almost all of you will have access to 401ks and IRAs so that you 
will be saving tax-free most of the time. I also assume that you have control over 
your 401k and a reasonable set of investment alternatives. If you do not you 
should think hard before you join a firm with such a poor pension plan.3 
 
3. I also assume that most of you will work for about 42 years, and that you will 
live to be about 100. 
 
4. I will argue that you should therefore invest extremely aggressively, 
and hold almost all of your portfolio in stocks because you have 
such long time horizons; 42 years earning and adding to your portfolio and 
then 40 years living off, and adding to, the portfolio. 
 
5. Because compounding pays off mostly in the long run, being young gives you 
a great advantage when planning for your retirement. 
 
6. If you want to manage your own money then here in the footnote, is some 
advice from Bill Bernstein (I have corresponded with him over the years but I 
don’t get any reward from recommending his books on finance, which I highly 
endorse).4,5 

                                                
1 Although I have written this Commentary for you, my ECON 206 students, you may wish to discuss its contents 
with your parents, grandparents, other relatives and your friends. Many people find finance boring, and others 
find it very confusing, which is why so many people ignore retirement planning until very late in their lives and 
why individual investors on average do so poorly. 
2 http://www.nytimes.com/2015/03/04/business/americans-arent-saving-enough-for-retirement-but-one-
change-could-help.html?_r=0 
3 http://www.fool.com/investing/general/2015/04/22/terrible-advice-i-hope-young-people-ignore.aspx 
4 http://www.efficientfrontier.com/ef/103/probable.htm 



PROFESSOR ALLAN SLEEMAN 2 

2. COMPOUNDING 

1. Say you invest $100 at a 10% compound rate of interest6 at the beginning of 
year 1. At the end of the year you get your $100 back plus $10 interest on your 
$100, that is you have $100 + $10 = $110.  

You then reinvest the $110 for a second year at10%. At the end of the year you 
have $110, plus 10% interest on $110 = $11. Therefore your initial investment of 
$100 is worth $121 at the end of year two.  

If you now invest the whole $121 for another year at 10%, then at the end of the 
year three you have $121 plus $12.10 in interest, making a total of $133.10. 

If you invest the $133.10 for another year you would have $133.10 + $13.31 = 
$146.41. Therefore the $100 you invested on day 1 of year 1 is worth $146.41 at 
the end of four years if you can earn a 10% rate of return.7 

But this calculation ignores inflation; it is in nominal dollars not constant 
(real/inflation adjusted) dollars. A very rough rule of thumb would be to lower 
nominal returns by two percentage points to account for recent inflation (3% 
would be more reasonable for the historical inflation). That is from 10% nominal 
to 8% real, although inflation in recent years has been well below 2% and may 
continue to be low if the economy remains sluggish. 

2. The Rule of 72 is useful to approximate “doubling times” when 
compounding. 

Something growing at a compound rate of 1% per period (in our case, a year), 
will double in value in approximately 72 periods (years).  

Therefore, something growing at 10% per year, will double every 7.2 years 
(approximately). Something growing at 5% per year will double every 14.4 years. 

                                                                                                                                            
5 http://www.amazon.com/Investors-Manifesto-Prosperity-Armageddon-
Everything/dp/1118073762/ref=sr_1_3?s=books&ie=UTF8&qid=1457325833&sr=1-3&keywords=Bill+Bernstein 
6 A reasonable approximation to the nominal return on large cap US stocks between 1928 and 2005, although 
the rate of return in the last ten years has been lower. (Remember that nominal means before removing the 
effect of inflation.) Compound means that you reinvest and earn interest on the interest. 

7 There is a formula which enables you to calculate the value of any amount invested, for any number of years, 
at any rate of interest but I will not bother you with it, or any of the other formulas; you can learn about these 
formulas in a beginning finance course if you are interested. 
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Say you invest $1,000 out of your first year’s salary. If, and a very big if, you can 
obtain a 10% rate of return your $1,000 will be worth $2,000 after 7.2 years (x2), 
$4,000 after 14.4 years (x4), $8,000 after 21.6 years (x8), $16,000 after 28.8 years 
(x16), $32,000 after 36 years (x32), and approximately $64,000 after 43.2 years 
(x64).  

If you join the labor force at 23 and retire at 65 you will have worked for 42 
years, and that $1,000 you saved from your first year's salary will have grown to 
almost $64,000 if you get a 10% rate of return. If the rate of inflation is 3% over 
that period then your real rate of return will only be 7%, with a doubling time of 
10.29 years and so your $1,000 will grow to about $16,000 of real purchasing 
power by the time you retire.  

If you invest $1,000 at the beginning of every year for 42 years at a 10% nominal 
rate of interest then you will end up with $592,000; the $42,000 you invested 
and $550,000 of interest. If you allow for 3% inflation and get a 7% real rate of 
return then you will end up with about $160,000; $42,000 you invested and 
$118,000 of interest. 

Assuming that you average $70,000 a year (in constant 2017 dollars) over your 
working life then if you save 15% of your before tax income, that is, $10,500 a 
year, and if there is a 7% real rate of return, then you will accumulate $1,600,000 
by the time you retire in today’s purchasing power. That should be enough to 
keep you in comfort until you die.  

You should save 15% to 17% of your pre-tax income; unless you know 
that you are going to inherit large sums of money later in your life. 

Notice how compounding starts slowly but builds up rapidly towards the end of 
the investment period; in the first 7.2 years you added $1,000 but in the last 7.2 
years you added $32,000.  So save now, not next year! 

If your future employer matches (in whole or in part) your contributions to your 
401k, then maximize your contributions; you are being given money tax-free. 

You should have a Buffer Fund containing a year’s salary in case you become 
unemployed and have to search for a new job. 

3. Obviously this investment process involves making decisions under 
uncertainty; in particular we do not know when we will die. Pension planning is 
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difficult because the only things that under our control are the amount that we 
save and the amount that we withdraw from our portfolio. Errors in either of 
these decisions can be catastrophic. We have little control over when we die, 
and we do not know what will be the future returns on the assets in our 
retirement portfolio. Caution suggests that we assume that we will live a long 
time – I assume that my wife who is four years younger than me will live until she 
is a hundred years old, which determines the “time horizon” of our portfolio. 
Future returns on our assets are also highly problematic. If you retired in 1990 
then you would have been blessed by the high returns on stocks during the last 
decade of the twentieth century. But if you retired in 2005, as I did, then you 
would have had to weather a major downturn in stock prices, although “the 
market” has been remarkably resilient during the last years of the Great 
Recession. The good news is that over the last ninety years the US stock market 
has generated excellent returns in the long run, and you have a very long time 
horizon. 
 
3. INVESTMENT CATEGORIES8 
 
1. You can hold very liquid assets, such as cash and short-term money market 
accounts (CDs, certificates of deposit); bonds (private and government); 
stocks/shares/equity; real estate; art; gold and other commodities9, among other 
things.  
 
Liquid means: easily convertible into cash with minimal loss of value.  The more 
liquid the asset the “safer”10 it is and the lower the rate of interest that it earns. 
You can cash your 6-month Certificate of Deposit the day after you buy it, but 
there will be a penalty for doing so. You can sell your $500,000 home for cash 
within 24 hours, but don’t expect to get anything like $500,000 for it. 
 
2. In general there is an inverse relationship between risk and reward (return), a 
topic I will return to below. 
 
3. A bond is a loan to a firm or the government. Bonds pay a fixed rate of 
interest and your interest is paid before dividends and you get paid first if the 

                                                
8 I will elaborate on these in section 5 below. 
9 http://www.visualcapitalist.com/the-periodic-table-of-commodity-returns/ 
http://www.bloomberg.com/news/articles/2015-06-08/here-s-a-few-facts-and-charts-that-gold-bugs-might-not-
like 
10 If the rate of inflation is positive then the purchasing power of cash is eroded over time. The value of your 
cash holdings will halve every 24 years if the rate of inflation is 3%. Cash is perfectly liquid but a poor investment. 
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firm goes bankrupt. The US government cannot go bankrupt and has never 
defaulted on its interest payments (although in recent years the Congress has 
brought us close to default). Bonds are therefore “relatively” less risky than 
stocks and thus have historically earned a lower rate of return.  
 
There is little point in investing in bonds with maturities (the maturity of a bond 
is when the capital is repaid) – longer than two years, because the increased 
return with longer maturities is relatively small. 
 
4. Bond prices vary inversely with the current rate of interest. Currently interest 
rates are historically low and they are therefore likely to rise in the future, but I 
would not attempt to predict when that will happen. Stock prices are also lower 
when interest rates are higher. 
 
5. The terms stock, shares, and equity all refer to the same thing. You have a 
piece of paper that gives you part ownership of a firm. The piece of paper 
entitles you to dividends (although some firms do not pay dividends)11, that is, a 
share of the profits (what finance professors call the “earnings”) of the firm. You 
will also make capital gains if you can sell the stock for more than you paid for it. 
 
Technically, the value of a piece of common stock is equal to the expected 
discounted12 future earnings of the firm over your time horizon. Valuing a piece 
of stock is therefore tricky because you need to know the future earnings, 
something that you cannot know with certainty in the real world. 
 
Because investors’ expectations about the future change, sometimes radically in 
an hour, stock prices fluctuate a lot around their trends. 13  Most of these 
fluctuations are “noise”, investors reacting to what are essentially random 
events. The finance media are now commenting on “financial news” twenty-four 
hours a day; they are desperate for something to say and therefore come up 
with “explanations” for what are actually random events. (News anchor: Why 
was the S&P500 was up 25 points today? Investment expert: I haven’t a clue; 
probably some random event.) 

                                                
11 If the firm retains its earnings, rather than paying them out as dividends, then the firm’s stock price will rise and 
you get your return as a capital gain. The capital gains tax rate is 15% but dividends are taxed as income. 
12 The earnings will be received in the future and so today they are worth less than their future value, because 
by deferring receipt of the money you forgo the possibility of investing it. Discounting has nothing to do with 
inflation; it is about opportunity cost. Discounting is the inverse of compounding. If, at a 10% rate of interest, 
$100 will be worth $146.41 in four years time, then $146.41 dollars receivable in four years is only worth $100 
today. (See CM 21.) 
13 Finance professors treat these fluctuations as a measure of risk, a position that I will challenge below. 
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Because stocks are perceived to be more risky than bonds, they pay a higher 
return, the so-called “equity premium”. 
 
4. Real estate, art, “collectibles”, and gold are illiquid assets and are risky in the 
sense that you may have to sell when the market is down and also, with the 
exception of real estate, they do not generate a flow of income.14 
 
5. Instead of buying individual stocks and bonds, I would advise you to buy 
mutual funds. A mutual fund is simply a “club”, which pools the contributions of 
the members so that they can buy a wider selection of stocks and bonds; you 
get better diversification by buying mutual funds. You own part of the mutual 
fund in proportion to your contribution. If everyone in my two classes invests 
$10,000 then our investment pool is $1,200,000 and we can collectively own 
many more stocks than we can individually. 
  
Because stocks and bonds dominate most portfolios, I will confine my discussion 
to these two types of asset. From now on I will assume that you hold your bonds 
or stocks in mutual funds.  
 
You should buy what are called “no-load funds” with low fees. I 
would recommend Vanguard and Index Fund Advisors (IFA) mutual funds. IFA is 
where I have my portfolio. (It is illegal for them to pay me for sending them 
clients!)  
 
I strongly recommend looking at the IFA site15 before thinking about what to do 
with your money. In my opinion the IFA site is the best investment site on the 
web; one of the very few that provides information about how their portfolios 
have behaved going all the way back to 1928! The site also contains a wealth of 
excellent investment advice and is actually fun to visit. 
 
4.  INVESTMENT STRATEGIES 
 
1. There are two approaches to investing: active and passive.16 Active investors 
attempt to beat “the market”. Passive investors attempt to track “the market”, 
which, in the long run keeps going up and so your portfolio will, in the long run, 

                                                
14 I will discuss buying a house below. 
15 https://www.ifa.com/?gclid=CPe_0oCFq8sCFUdrfgodflQMOg 
16 Passive investment is also called, “buy and hold”. 
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also increase in line with the market increase. Active investment involves market 
timing, attempting to predict when the market, a segment of the market, or an 
individual company’s share price is going to rise, or fall. 17  The academic 
evidence is overwhelmingly strong that market timing does not 
work, and that market timers do significantly less well than buy-and-
hold or passive investors. The IFA site will take you through the evidence. 
 
This does not mean that individuals cannot make large sums of money by 
actively trading, but it does mean that we cannot tell whether those gains were 
the consequence of skill or luck. There are about 5,000 stocks listed in the US. 
With 308,000 investment advisors giving advice on which of them to buy, some 
of them will be right some of the time. But the evidence is that these streaks of 
luck dissipate over time.18,19  
 

 
 

Would you have invested with these people in 1978? The “kid” in the front row 
is now worth $82,000,000,000. The two ladies in the front row are multi-
millionaires. 

 
Remember that although you are engaging in a voluntary trade, and so both 
parties must “believe” that they are gaining, when buying and selling stock you 
are in a zero-sum game. It is not possible for you both to be correct. (And the 

                                                
17 A “Bull” market is a rising market; a “Bear” market is a falling market. A simple mnemonic: bull and buy both 
have u’s and bear and sell both have e’s.  
18 I have about sixty students in each class. I ask you all to toss a quarter six times and record whether it landed 
heads or tails. Would you be surprised if there was a least one student who tossed six heads or six tails? (The 
probability is 1 in 64 for six heads and 1 in 64 for six tails).  Would you expect the same student to toss another six 
heads or tails if we repeated the experiment? Would you pay the student for advice on what the coin toss will 
be next time it is tossed? 
19 If your great grandparents had invested the 2016 equivalent of $550 in Coca-Cola in 1919, when it first 
became publicly traded, then today those shares would be worth about $11,000,000. But if your grandparents 
had bought Eastman Kodak then the shares would have been essentially worthless by 2012. 
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“person” you may be betting against may be a computer program that has 
every trade ever made on the NYSE in its memory and processing speeds in 
milliseconds.) 
 
Investment advisers give you advice on how to invest your savings. Almost all of 
this advice is worthless. The advisers charge you fees for their advice. You 
should use a fee only, registered, investment adviser, someone who 
charges you a management fee that is a percentage of the value of 
your portfolio, and who has a fiduciary responsibil ity to advise you 
in your best interests.  
 
Vanguard and IFA have low fees and accept clients with relatively small sums of 
money to invest. Your fee should not be much more than 1% per year of the 
value of your portfolio. Beware of firms like Edward Jones20 who will say that 
their fee is only $40 a year but charge you 2% on your capital and a 2% 
commission for reinvesting dividends. And you will pay every time they make a 
trade, trades that they often know to be poor (not all of their advisors have 
investment qualifications). At the moment, there is little regulation of investment 
advice, although the problem is so serious that the Obama Administration is 
trying to introduce stricter regulation of pension advisors.21 Investment advisors 
will recommend particular stocks (which their parent companies may have over 
bought and wish to sell off), particular sectors (for example, pharmaceuticals or 
energy stocks), particular countries or parts of the world (Japan or Emerging 
Market stocks22), or asset classes (such as large growth or small value), or mutual 
funds that have had a good run of luck in the recent past, or are managed by 
managers who are thought to be exceptionally good.23 The empirical evidence 
is very clear that none of these strategies work.24  
 

                                                
20 Edward Jones’s employees have been convicted of fraud and the company had to make a  $20m payment 
because it overcharged on municipal bonds. The second link will let you download a 120-page study 
(published in February 2016) that reveals the way in which the financial industry “polices” itself.   
http://www.stockbrokerfraudblog.com/brokerage_firms/edward_d_jones/ 
http://www.valuewalk.com/2016/02/financial-adviser-misconduct/  
21 See http://fortune.com/2016/03/07/the-most-horrendous-lie-on-wall-street/ and  
http://www.nytimes.com/2015/04/15/your-money/financial-services-rules-to-protect-retirement-
savings.html?_r=0 
22 Emerging markets are stocks in countries such as Brazil, Russia, and India. 
23 http://www.nytimes.com/2015/03/15/your-money/how-many-mutual-funds-routinely-rout-the-market-
zero.html 
24 According to the SPIVA Scorecard compiled by S&P Dow Jones Indices, through mid-year 2016, 85% of 
actively managed U.S. equity funds underperformed the S&P 500 for 1 year, 3 years and 10 years. 
https://us.spindices.com/documents/spiva/spiva-us-mid-year-2016.pdf 
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There are three proven ways to make a lot of money in the stock market: invest 
other people’s money, write books and newsletters on how to invest, and 
passively invest.  
 
https://www.ifa.com/12steps/step1/active_versus_passive_investing - ChartFlashID41 
 
https://www.ifa.com/12steps/step3 
 

When I look at tables showing the returns to various types of investments I see 
no pattern. Indeed, I should not be able to see a pattern because computer 
programs that are designed to recognize patterns do not see patterns in the 
returns. In this sense the markets are what finance academics refer to as 
“efficient”, they price assets to reflect available information. Therefore, unless 
you have private information not available to someone else (in which case you 
may be in danger of investigation by the SEC for “insider trading”), the only 
reason that you can want to trade is because you interpret the data (guess what 
will happen next week, next month, next year) differently than the person you 
plan to trade with. For every seller there must be a buyer; the buyer believes 
that she gains from buying, the seller believes that she gains from selling. They 
cannot both be correct! You are not likely to be able to do better than 
someone working forty or more hours a week, specializing in some sub-set of 
the market, and with the best computers available, manipulating huge 
databases using algorithms devised by very bright mathematicians and 
physicists.25 
 
5. DIVERSIFICATION 
 
1. If you cannot predict the future then your optimal strategy is to 
diversify – put your money into as many baskets as possible. A wonderful 
feature of investing is that it is a strange sort of “horse race” in which you win if 
you bet on all of the horses; this is because the market rewards you on the 
average distance the horses travel, not on which one is in first, second, or third 
place at some point in time. Sometimes the market goes down (the horses travel 
backwards!) and your portfolio becomes smaller, but on average the market 

                                                
25 I don’t have time to discuss hedge funds but here are a couple of links to Jim Simons fabulous success, but he 
won’t hire economists or finance types (except to execute trades) and I think that most of his money was made 
in esoteric trades.  
http://www.businessinsider.com/jim-simons-interview-scientists-save-wall-street 
https://en.wikipedia.org/wiki/Renaissance_Technologies 
Hedge funds have been in vogue in recent years, but as more and more of them are created their returns 
have become mediocre and many fail to beat the market. 
http://www.nytimes.com/2015/05/18/business/dealbook/facing-low-returns-and-balky-investors-more-hedge-
funds-close-doors.html 
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goes up; and these horses keep on running. You are interested in how the 
market performs over your time horizon, not its performance over days, weeks, 
or months. You are not interested in which horse is currently ahead, but how far 
the average horse has travelled. 
 
2. Buying mutual funds rather than individual stocks or bonds 
increases your diversif ication, if you purchase them carefully.26  
 
3. Diversif ication means “slicing and dicing” – splitting your money 
amongst many different “asset classes”. Here is a nice classification of 
asset classes that I modified from an article, “Investing 101”, from the 
Nerdwallet website. (But it does not include REITS27 and does not distinguish 
between domestic and foreign bonds.) 

THE MAIN ASSET CLASSES 

An asset class is simply a grouping of similar types of investments.  Say you 
invested only in these types of produce – apples, bananas, broccoli, and spinach 
– your general asset classes would be “fruits” and “vegetables.” 
 
Each of these general asset classes can be broken down into sub-classes by size, 
industry, location, etc.   

Equities (stocks): owning a piece of a company.  

Fixed Income (debt): lending money to a company or government for 
interest (government bonds, other types of bonds). 

Cash and cash equivalents: the money in your savings account, in your 
pocket, or hidden under your pillow. Certificates of Deposit (CDs). 

Real Estate and Commodities: owning something physical like property, 
commodities (oil, minerals, timber) and precious metals like gold.28 

There are many sub-categories of stocks/equities. 

STOCKS 

                                                
26 A single bond will usually cost you about $10,000. 
27 A REIT is a real estate investment trust. It is like a mutual fund but allows you to invest in (primarily) commercial 
real estate. 
28 Foreign exchange is also an asset class but not something that an individual investor should be involved in. 
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1. Growth Versus Value 

Growth: A stock that is expensive relative to earnings but investors think the 
price is justified by high potential for future growth; “startups” with negative 
earnings, but huge potential upside, are growth stocks. (Amazon and Google 
went for years without making profits.) 

Value stock: A stock that has a low price relative to earnings, dividends, or its 
book value; there’s usually not much expectation this company’s stock price will 
skyrocket anytime soon, but investors are happy to hold it because there’s low 
downside risk (it is already near rock bottom) and a high dividend yield 
(dividends paid per dollar invested). 

Blend: A mix of the two. I would stay away from these. 

Warren Buffett (and his mentor Benjamin Graham) believe in value investing 
while equally prestigious investor Philip Fisher was a diehard growth fan.  Either 
strategy can work, but you need to decide if you’re looking for price 
appreciation (growth) or a steady income stream (value). 

2. Location 

This is where a company is based.   

U.S.: companies based in the good old U.S.A. 

Foreign Developed: companies based in Canada, the IK, Western Europe, 
Japan, South Korea with developed economies and generally accepted 
currencies. 

Emerging Markets: companies in countries with relatively undeveloped 
economies, generally thought to be a more volatile, riskier class, but with higher 
expected returns; the BRIC countries (Brazil, Russia, India, and China) are the 
largest emerging stock markets. 

3. Market capitalization (small-cap, mid-cap, large-cap) 

‘Market capitalization’ is just a fancy way of saying: “How big is this 
company?”  Market cap is defined as the total value of a company’s 
tradable stock  (the number of outstanding shares times the price of a 
share). The breakdown is: 
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Large-Cap: Companies whose value exceeds about $5 billion.  (Think Wal-Mart). 

Mid-Cap: Companies whose market value is in the middle, usually around $1 to 
$5 billion. 

Small-Cap: Companies whose market value is typically less than $1billion; 

Micro-Cap: A very small company, often worth less than $300 million. 
(Dimensional Fund Advisers (DFA) purchases micro-cap company shares; almost 
no other mutual fund does so.)(IFA invests primarily in DFA funds.) 

Larger companies tend to be more stable and less risky than younger, smaller 
ones, like startups.  But, smaller companies can have a lot more growth potential 
along with that risk.  

However, growth stocks often perform poorly and some value stocks are cheap 
because they are awful companies that will go out of business and make your 
shares worthless. 

I am going to concentrate on stocks and assume, for reasons that I will explain 
below, that you will hold almost your entire portfolio in stocks.  

A passive investor has to determine an asset allocation and then 
stick to it, ignoring what is happening to the market. 

At the end of each year you re-balance your portfolio, selling some of your 
winning asset classes and buying some of your losing asset classes. This seems 
counter-intuitive, but a buy and hold strategy means that you maintain your 
asset allocation unchanged from year-to-year, and decade-to-decade.29 If your 
growth stocks did well last year you will end up with a higher proportion of 
growth stocks than you originally decided on, and if small value did poorly then 
you will end up with a smaller proportion of small value stocks than you planned. 
You therefore sell the large cap and buy more small cap, “rebalancing” so that 
the proportions in your sliced and diced portfolio remain constant over time.  

 

 

                                                
29 Your asset allocation is supposed to be driven by your given “risk” tolerance. The only reason that you might 
change your allocation is when you form a long-term relationship with someone, or you have children, or, 
perhaps, if you retire. 
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6. HOW TO DETERMINE YOUR ASSET ALLOCATION.  

1. First you must decide how to divide your portfolio between stocks 
and bonds. I believe that someone in their early twenties should have an 
extremely aggressive portfolio in order to take account of the historical fact that 
stocks have outperformed bonds, which does not mean that you will always do 
better holding stocks, or that if you hold stocks for a long time they will 
necessarily be worth more. But on average your stock heavy portfolio will do 
better than one with a higher proportion of bonds. 

According to finance professors the risk of your portfolio is measured by its 
standard deviation.30 And risk and return are inversely related. Therefore, stocks 
give a higher return in the long run (the equity premium) because they are more 
volatile; their values fluctuate more around their steeper trend than the values of 
bonds around their flatter trend. 

I  believe that risk is not the same thing as variability, although they are related. 
In my opinion what we are dealing with is uncertainty, a situation in which the 
probability distribution of future returns is unknown. What we all wish to avoid is 
being forced to sell stock when its market value has fallen. Volatility (standard 
deviation) is related to risk, but the fundamental flaw in the academic literature is 
that it implicitly assumes that you will sell your entire portfolio at once, even if 
liquidating it means selling at very low prices. In fact you should never have to 
sell more than a fraction of your portfolio in any year. Risk should be thought 
of as how long can you outlast the bad return years. The risk of being 
out of the market is considerable. You can see from the chart that bull markets 
have dominated since the end of WW2; note that the “dips” do not start at zero 
but at the top of the previous “hill”; remember that the market trends upwards 
over time.  

(To read the diagrams you will need to increase the page size.) 

 

                                                
30 (If you know no statistics skip this footnote and buy yourself a used copy of Wheelan’s “Naked Statistics”.) As 
every little girl with golden curls knows, a mean is a weighted average, and a standard deviation is a measure 
of the average variation around the mean. Finance professors spend their lives pretending that stocks are 
normally distributed (they actually work with the variance), when they know full well that this is not true. But 
doing the math with non-normal distributions is really hard, and “get it writ not get it right” is the key to 
academic success in economics and finance.  
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Say, for sake of argument, that the value of your portfolio has halved over the 
last week. A 50% drop for a properly diversified portfolio in a week has never 
occurred as far as I am aware. (Please correct me if I am wrong.)31 What should 
you do? Nothing, or, better, buy some more stock while it is cheap. 

Why? Because you only lose money when you actually sell the stock for less 
than you bought it for. So, the last thing that you want to do is to panic 
and sell your portfolio and convert everything into cash. If you do this 
then you will lose half of your portfolio’s value. And, you then have to work out 
when you should re-enter the market, a problem that is just as difficult as 
predicting when the market will tank. Historically, being out of the market has 
led many investors to obtain very poor returns on their investments as the last 
chart shows. 

                                                
31 The S&P500 fell 51% from 2008 to 2009, but those highly paid market commentators seldom point out that the 
S&P500 is not a properly diversified portfolio. The IFA 90 portfolio has a higher return with lower volatility than the 
S&P500. 
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What is your worse case scenario? That your portfolio will stay down for a 
number of years. During that period you will have to sell some stock each year 
at a loss, how much you sell depending on how much you need to live on in 
addition to your social security checks. If you go onto the IFA site you will see 
for each of their portfolios rolling average returns.32 These tell you how many 
consecutive months the portfolio did poorly or did well. You will see that even 
with a portfolio completely dominated by stocks, so long as you are properly 
diversified, the number of years that you are likely to have to sell stock when it is 
doing poorly is likely to be few.  So, don’t panic!!!33 

2. The second decision is how to allocate the stock between US and 
foreign stock. US stocks are becoming a smaller and smaller part of the world 
stock market34 and diversification in the face of extreme uncertainty about the 
future suggests that you should hold a significant amount of foreign stocks. (I 
think that your holdings should roughly reflect each sector of the world’s 
markets by capitalization – for example, Europe, Asia – but this is complicated 
by currency fluctuations.) When the US market tanks then other markets usually 
tank too, but when US stocks are bullish the correlation between US and foreign 
stocks declines and you get greater diversification.  

3. You then have to divide your stock holdings between large and 
small, growth and value. An equal split is reasonable but the empirical 
evidence supports giving slightly higher weights to value and low cap stocks. 

4. Not all mutual funds are equal. A major problem with mutual funds is 
what is called “style drift”, which means that there is no law that requires 
Sleeman’s “Brilliant Small Value Fund” to only buy small value stocks. In fact, 
mutual fund managers often switch their investment strategy to take account of 
what is currently doing well; in fact they have strong financial incentives to do 
so, because they are paid on performance. So, if large growth stocks are doing 
very well, and small value stocks are doing very poorly, then the Sleeman may 
start loading up with large growth stocks without changing the name of the 

                                                
32 Here is one for their Portfolio 90 https://www.ifa.com/portfolios/90/ Note that IFA gives you (simulated) data 
back to 1928. In column G you will see that the longest period in which the portfolio made a negative return 
was 7 years, from 1/68-12/74 a period in which some commentators predicted the death of stocks. Notice that 
if you scroll down to Figure 2, that IFA says that the risk of Portfolio 90 is 22.37, whereas the risk of Portfolio 30 is 
7.10. I suggest that you spend some looking through the site, you will get an excellent free education in 
personal investment. 
33 http://bencarlsonyahoofinance.tumblr.com/post/114490394040/what-constitutes-long-term-in-the-stock-
market 
34 The US now represents about one third of the world’s stock markets by capitalization, compared with about 
half fifteen years ago. https://www.quandl.com/collections/economics/stock-market-capitalization-by-country 
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fund. In which case you will end up holding more large growth stocks and fewer 
small value stocks than you think you hold. 

https://www.ifa.com/12steps/step6/style_drift_alters_risk_exposure/ 

5. I believe Dimensional Fund Advisor (DFA) mutual funds are the best mutual 
funds available anywhere in the world, and the mutual fund industry continually 
votes them to be number one. Alas, DFA is not interested in your paltry 
$15,000,000 investment and so you cannot buy DFA funds directly. But all is not 
lost, because DFA allows some 700 investment firms to act as retailers for their 
funds.35 In the Seattle area Merriman Capital36 has access to DFA. As I wrote 
above my wife and I (and my son and daughter-in-law) have our pension funds 
with IFA because they use DFA funds. My guess, and it is only an informed 
guess, is that DFA funds add about one percentage point to our portfolio’s 
returns, because they minimize style drift and spend their money on honing their 
trading efficiency rather than on advertising. 

Another advantage of DFA mutual funds is that their small cap funds are really 
invested in small companies, whereas Vanguard’s small cap funds are really 
medium cap. 

7. KEEPING TRACK 

1. If you adopt a buy and hold strategy you do not need to keep track of what 
the market, or your portfolio, is doing. In fact you are well advised to try not to 
monitor what your portfolio is doing and to try not to listen to, or read about, 
what is happening in the market. You will get a quarterly statement from your 
investment firm, which charges you a fee based on the value of the portfolio at 
the beginning of the quarter. The statement ought to tell you what has 
happened to your portfolio over the previous quarter, the previous year, and 
since inception (when you started investing with the firm). It also ought to give 
you information about how major indexes have behaved over those periods. 

2. There are a number of stock market indexes that are routinely quoted. The 
S&P500 is often used as shorthand for “the market”. Unfortunately the best-
known stock market index is also generally agreed to be the worst, the Dow 
Jones Industrial Average, the “Dow”. It is of course followed in minute detail by 

                                                
35 DFA is selects these retailers very carefully and requires their staffs to be highly qualified and to take special 
training with DFA. 
36 http://www.merriman.com/ is an excellent site for learning about personal investment. 
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financial commentators who have to fill their articles and their airtime with 
something. (Very few of these commentators have any training in finance or 
economics.) 

3. One common error is to believe that because your portfolio is increasing in 
value (taking into account inflation!) that your adviser is doing a good job. But 
between 1982 and 2000 the S&P gained almost 200%, one of the greatest Bull 
markets in US history. Almost anyone could have made money during this 
period; the obvious question was: how well did you do relative to the S&P500? 

 

 

8. RETIREMENT 

1. I hold heretical views on what you should do in retirement, so you need to 
be more than usually skeptical of what I write. 

2. The standard rule is that when you retire you should rearrange your portfolio 
so that the percentage of bonds in your portfolio should be the same as your 
age. This means that since I was 78 on June 3rd 2016, we should hold 78% bonds 
and 22% stock. In fact our portfolio is about 97% stock and about 3% bonds. 
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3. The standard rule is based on modern finance theory’s concept of risk. 
According to your finance professors the risk of your portfolio is measured by its 
standard deviation. I argued above that this concept of risk is flawed.  

If you retire at 65 and you have a life expectation of 35 years or more, you 
should be able to outlast a bad series of years, particularly if you retire with 
$1,600,000 in your portfolio. A “safe” withdrawal rate is 4%37 and you could last 
five years of low returns and still have well over a million dollars in your 
portfolio.38 

4. If you hold most of your portfolio in bonds then you will see your portfolio 
grow slowly at best, whereas if you hold mostly stock you have the opportunity 
to make your portfolio grow even in years during which you are making 
withdrawals (technically, drawdowns). You will then have the opportunity to 
leave money to your relatives, friends, your favorite charities and good causes, 
and to make your pets wealthy.  

However, if you follow my advice and ignore the views of the majority of the 
investing community, many of whom are smarter than I am and certainly more 
knowledgeable about finance, and you run out of funds early in your retirement, 
there is no point in coming crying to me – I will be dead. 

5. However, having a large proportion of your portfolio invested in stocks 
requires a certain “intestinal fortitude”, which is why IFA emphasize risk 
tolerance and have a survey to try to assess how you will react when storm 
clouds cover the sky and the waves crash over the gunnels. Buy and hold 
requires you to have strong nerves, to ignore all of those rats scurrying to 
throw themselves overboard. The USS Stock Market has stayed afloat and sailed 
through many stormy seas. Do not abandon ship! 

9. BUY OR RENT? 
 
1. An increasing number of Americans own or are buying a house, some more 
than one. In recent years house ownership in the US has become equivalent to 
                                                
37 The government has allowed you to invest tax-free and so it wants its money back. It therefore requires you to 
make minimum drawdowns each year, depending on your age. This money is currently taxed at 15%. Of 
course, there is no reason why you should spend that money after it is taxed, you should probably re-invest 
most of it. https://www.hesta.com.au/approaching-retirement/your-options/minimum-and-maximum-
drawdowns.html 
38 Notice that if your portfolio shrinks by 50% then to get back to where you started from the market has to 
recover by 100%. You started with $1m. You drop to $500k, a 50% drop. To get back to $1m you need to add 
$500k, a 100% increase relative to your $500k. But recoveries are usually rather rapid. Which is one reason that 
you should not be out of the market of you can possibly avoid doing so.  
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the French peasants’ desire to own land.  And politicians in the US have 
increasingly claimed that owning your own home is part of your natural rights.  
 
2. The decision to own or buy is only partly about investment, it is largely about 
temperament. How much do you enjoy looking after your house and garden? 
How good are you at DIY? Are you willing to be “house poor”? Do you think 
that your status in life requires you to own a house? Do your parents own a 
house? Do your friends and relatives (two quite different groups) own houses? 
 
3. Owning requires you to spend money on maintenance, replacing roofs and 
water heaters, and tending your lawn (and garden if you have one). You also 
have to pay property taxes and utilities. But you get tax relief on the interest 
payments on your mortgage (welfare for those in the top half of the income 
distribution). 
 

 
 
4. Housing, as I wrote above, is an illiquid investment and over the long run has 
not been a particularly good investment. Between 1890 and 1990, taking into 
account house size and quality as well as inflation, house prices changed very 
little. Between 1990 and 2006 house prices “bubbled” and then crashed. 
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http://www.huffingtonpost.com/2011/03/24/housing-prices-real-nominal_n_840182.html 

However, some people have made a lot of money in real estate, but it has 
usually in commercial real estate.39 
 
5. Location, location, location are the three major determinants of 
the price of a house. The market naturally reflects supply and demand. The 
increase in income inequality in the US and other developed countries has given 
the upper end of the market a boost. But unlike, say, England, land is relatively 
abundant in the US and therefore much of the demand for housing can be met 
by simply building new houses and extending our cities and towns.  
 
Buy the cheapest house in the neighborhood, not the most expensive one. 
Don’t spend $100,000 on improving a house that usually sells for $200,00 unless 
you plan to stay in the house for long enough to get $100,000 of benefit from 
the improvements. If you like “funky” houses then you need to be able to find a 
“funky” person to buy your house. None of these “rules” are absolutely binding. 
 
As the US population ages, and when it stops growing around 2050, there will 
be changes in the demand for housing, smaller houses will gain in value as older 
people downsize and the overall demand for housing may decrease.   
 
6. Consider three little pigs. All three little pigs earn $100,000 a year before tax. 
The first little pig, takes out a thirty-year mortgage at 5% on a $250,000 house. 
At the end of 30 years she has a house on which she has paid $483,120. The 
house may have appreciated in value but much of that appreciation would 
simply reflect inflation. The equity in the house is usually only available for her to 
spend when she sells the house, but the house generates housing services. 
 
The second little pig lives in an apartment and saves more than the first little pig 
and will have a larger more liquid portfolio after 30 years. She can now buy the 
first little pig’s house if she wants to. 
 
The third little pig lives in an apartment and does not save, but she enjoys 
travelling and buying clothes and partying. After 30 years she does not have a 
house and she has no portfolio. 
 

                                                
39 http://www.vox.com/2015/9/2/9248963/donald-trump-index-fund 
https://www.nationaljournal.com/s/54699/1-easy-way-donald-trump-could-have-been-even-richer-doing-
nothing 
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Which little pig was wise, and which little pigs were foolish? We cannot say, 
assuming that they all made rational decisions based upon their preferences, 
they all maximized their satisfaction.40 
 
https://en.wikipedia.org/wiki/List_of_countries_by_home_ownership_rate 

10. INSURANCE 

1. Insurance companies are profitable businesses, and so, on average, you will 
pay more for your peace of mind than you will get in benefits from your 
insurance. It is important to insure against major hazards: your house 
burning down; totaling your car; or having a major hospitalization. Many people 
go bankrupt in the US each year because they cannot pay for their medical bills. 
In general it is not a good idea to insure against minor risks such as your cell 
phone failing after its warranty has ended. 
 
2. When you insure choose a high deductible, low premium option  - remember 
“moral hazard”. (Indeed the whole of this Commentary is very closely related to 
CM24.) 
 

11. FINAL THOUGHTS 
 
1. When choosing a job, making a retirement plan, or choosing 
whether to buy a house, let your preferences determine what you 
do. Do not base your decisions on what is expected, or usual, or what your 
friends and relatives do. It is your life; live it well. And although I urge you to 
save as much as you can, don’t forget to set aside some money to enjoy life. 
Enjoyment can be purchased quite cheaply if you think about it. Sometimes my 
wife and I take what we call a “home holiday”. We stay in Bellingham, eat out at 
decent restaurants, go for walks in the parks, wander around Fairhaven, go 
home and watch a favorite movie, or play or opera or ballet on DVD, or read 
books. And so to bed! 
 
2. I did not have time to lecture on the economics of Happiness this quarter. I 
would urge you to look at the first part of CM18. Psychologists have collected a 
great deal of empirical evidence about what makes us happy. Their basic 
conclusion is that it is relationships not things that are really important 
in our l ives. You cannot choose your relatives but you can choose 

                                                
40 http://updatedpriors.blogspot.ca/2014/04/own-or-rent-thinking-aloud-about-housing.html 
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the person you will spend your l ife with, and you can choose your 
friends. 
 
Money and economics are not things that we can ignore, but compared to love, 
honor, truth, empathy, loyalty, and a good sense of humor they are not, in my 
opinion, very important. 
 
3. Be skeptical, not least of what I write and say. Revere facts over opinions, be 
open to argument, and try to be rational without losing your sense of humor and 
your humanity.  
 
4. Live a good, happy, and prosperous life. 
 

http://wtop.com/wtop-saves-you-money/2016/12/buying-a-car-say-no-to-the-
84-month-loan/  

(6,485) 


