
Let’s Learn Investing Part 1 

In their totality, investors are inevitably average, so beating the market is a zero-sum game. 

Relying on typical approaches that apply to most of life’s challenges is ‘destined to leave you 

poorer.’ For example, an investor is advised AGAINST following these life principles, which in 

most situations are smart: 

 ~If you don’t know how to do something…hire an expert 

 ~You get what you pay for 

 ~If there’s a crisis take action 

 ~The best predictor of future performance is part performance. 

In short, the principles that work in most aspects of our daily lives, simply lead to failure in 

investing. 

What We Will Talk About: 

-How to get on a sound financial footing before you start investing 

-What the various types of investments actually are 

-How to protect your investments against inflation 

-Steps to building an effective investment portfolio 

-How to decide if you need a financial advisor, and how to choose one if you do 

-How to determine when to rebalance your portfolio, and how to do it 

 

Choose a Sound Financial Lifestyle 

“Take 100 Americans at age 25. By age 65, one will be rich, 4 will be financially independent, 

and the other 95 will reach retirement age unable to self-sustain the lifestyle to which they have 

become accustomed. Without assistance from government programs, many would literally 

starve.” 

Borrowers: Live on debt. When they want a vacation, they take a loan or leverage their home 

equity. Have the ability to live a high life, but are living on an edge. An unforeseen change in 

their life can send them off a cliff and into bankruptcy quickly. “They robbed tomorrow, to pay 

for today.” 



Consumers: They do not life on debt. They live on paychecks. Their lifestyle is considered to be 

more responsible than the borrower. This is the average American. They can’t afford to pay cash 

for major purchases such as a home, new car, or big screen TV. Big purchases come down to the 

question: ‘Can our paychecks afford to pay the monthly payments?’ “Although Consumers 

believe they own their lifestyle, the truth is that they are just renting it. Like the Borrowers, a job 

loss, accident, or illness could hold dire financial consequences.” 

Keepers: While others pay attention to their net income, the Keepers are interested in their net 

worth. The first thing they do with every paycheck is make a payment toward their future 

freedom. Eagerly participate in any employee saving/matching programs at work. Contribute the 

maximum legal amount to Roth IRA accounts yearly. They wear nice clothes, live in a nice 

home, take vacations, and enjoy the things money can buy. They simply realize what the 

Borrower and Consumer do not (or choose to ignore), by making a long-term commitment and 

having a financial plan to build wealth, the odds are they will always have more money than they 

need or even want. 

3 Steps to Start:  

Switch from paycheck mentality to net worth mentality  

Pay off credit card or other high-interest debt 

Establish an emergency fund 

Know What You’re Buying 

Equity Fund = Stock Fund 

Equity Mutual Fund: Aggressive Growth Funds, Growth Funds, Growth and Income Funds, 

International Funds, Sector and Specialty Funds (REITs and Health Care) 

Bond Mutual Fund: Short/Intermediate/Long Term are available. Within each of these 

categories, taxable and tax-exempt funds are available. 

Mutual Fund Management Styles: 

Active Management vs Indexing  

Indexing: The fund attempts to replicate as close as possible the return of a particular 

benchmark such as: S&P 500, Wilshire 5000, or Barclay’s Capital Aggregate Bond Index. 

Active: Attempt to select stocks and bonds that they hope will outperform their benchmark, or 

achieve similar returns as the benchmark with less risk. Actively managed funds have higher 

associated costs. Because of this extra cost, you need a bigger return to overcome that cost. 

Vanguard  Offers: low-cost, actively managed fund. There are other similar companies as well. 



Read the Prospectus: This is the single best way to find out about the objectives, costs, past 

performances, and other important information about a mutual fund. Do not invest in a mutual 

fund until you have read and understand the prospectus. 

Mutual Fund Advantages: 

-Diversification 

-Professional Management (whether index or active, professional managers are at the helm) 

-Low minimums 

-No loads or commissions (You can buy the funds directly from the mutual funds company 

without having to use a broker or advisor) 

-Liquidity 

-Automatic Reinvestment (You can arrange for fund’s dividends and capital gains to be 

automatically reinvested in the fund) 

-Convenience (You can buy and sell mutual funds by mail, phone, or online. Automatic 

purchased from your bank account can also be arranged, as can periodic withdrawals) 

-Customer Service (You can call your mutual fund’s customer service department for advice and 

aid, they are often open extended hours) 

-Communications and Record Keeping (You will receive statements on a regular basis, showing 

any activity in the account as well as the required tax-reporting information). 

Funds of Funds 

“Funds of Funds allow investors to obtain a nicely diversified portfolio by choosing a SINGLE 

mutual fund that meets their desired asset allocation. These invest in other mutual funds, and 

usually include stock, bond, and money market funds – thus the name, funds of funds.”  

Some of these maintain stable ratio of stocks, blonds, and cash – it is up to the investors to 

switch to a more conservative fund as they get older and closer to retirement. LifeStrategy funds 

offered by Vanguard are good examples of these types of funds, let’s look at some examples: 

LifeStrategy Growth Fund: Fairly Aggressive, 80% stock/20% bond 

- Total Stock Market Index  

-Total Bond Market Fund 

-Total International Stock Index 



-Total International Bond Fund 

LifeStrategy Conservative Growth Fund: 40% stock/60% bond 

-Invests in the same 4 groups, but at different ratios. 

Life-Cycle Funds will automatically reallocate over the years to become less aggressive and 

more conservative. With these, there is no need for an investor to have to change their portfolio 

as they age and get closer to retirement. The ‘Target Retirement’ series of funds from Vanguard 

and the Freedom series of funds from Fidelity are good examples of this fund type. 

Annuities: 

‘An investment with an insurance wrapper.’ 

 Fixed Annuity:  

A fixed annuity is similar to a bank CD, but it is actual an insurance product that agrees to pay 

you a SPECIFIC rate of return, for a SPECIFIC period of time (usually one to five years). After 

that period of time, your rate of return will revert to market rates as determined by the insurance 

company that issued the annuity. Offer a short term rate, which is often better than a CD, but 

long term often have lower rates (a ‘gotcha!’ feature). If the insurance company ever has 

financial problems, so will you. Fixed annuities offer tax deferral, even when purchased with 

non-qualified (after-tax) funds. 

Variable Annuity: 

These are an insurance contract that allows you to invest in a number of sub-accounts. Sub-

accounts are basically like mutual funds, with some insurance coverage thrown in. These have a 

surrender fee (if you take it out early, you pay a fee/don’t get all of your money back). Variable 

fund expenses tend to be much higher than non-annuity mutual fund counterparts. Example: 

Morningstar’s Principia annuity sub –accounts have annual expenses of ~3%. Vanguard’s Total 

Stock Market Index, which has total annual expenses of 0.17%. More than 15x the cost. The 

value of your variable annuity will depend on the performance of the mutual funds you choose to 

invest in. Like fixed, Variable Annuities will offer tax deferral, when purchased with after-tax 

funds. Unlike a fixed annuity, the money you invest in a variable is segregated from your 

insurance company’s operating funds. The safety of your fund is not tied to the financial strength 

of the insurance company. 

Since variable annuities are already tax-deferred, there is typically no benefit to investing in an 

annuity inside an already tax deferred retirement plan such as a 401k, 403b, or IRA. There would 

be no additional benefit. 

 



Immediate Annuity: 

This is a contract between you and an insurance company. In exchange for payment, the 

insurance company will promise to pay you a specific AMOUNT of money, on a regular basis, 

for the remainder of your lifetime. And if you are willing to accept smaller payments, the 

insurance company will guarantee that those payments will continue for you and your spouse’s 

lives. You cannot outlive this income stream. These are back by the financial security of the 

insurance company. You must check the safety ratings of the insurance company before you 

decide to use them for an immediate annuity (or really for anything). There are no surrender fees 

associated.  

Once you purchase an immediate, you can’t get your money back. There is high cost associated 

with these, they are usually not worth it to MOST investors. 

EXCHANGE-TRADED FUNDS: 

ETFs are basically mutual funds that trade like stocks on an exchange. Generally, they have a 

low cost. ETF expenses can be as low, or even lower, than many mutual funds that track the 

same index. Unlike regular mutual funds, which are priced at net asset value only once a day at 

the close of business day, ETFs are priced continuously throughout the day by an open market 

system.  This makes ETFs attractive to investors who wish to trade during the day and know the 

exact price of their trade. Downsides: You must use a broker EACH time you buy and sell, 

which means you’ll be charged a commission. ETFs are not suited for those who make a number 

of smaller purchases. B/c ETFs are market traded, they can trade at a slight premium or discount 

to the value of the underlying securities held in the fund. Usually this is not a very large amount, 

but you should be aware of it.   

ETFs are appropriate for investors who can make LARGE, ONE-TIME purchase with the 

intention of holding them for a long time. They may also be good for investors who can’t find a 

low-cost index fund to cover a particular segment of the market that they’re interested in.  

Vanguard offers ETFs without commission. In general, ETFs are good for buy and hold method, 

but not as a day trading mechanism. 

Preserving Buying Power with Inflated Protected Bonds 

An inflation rate of 3% means that when a 25 year old investor retires in 40 years, he will need 

$3,262 to buy the same basket of goods and services that he can buy for $1,000 today. Our true 

return, is how much we have left after we subtract the inflation amount from our return. 

 

 

 



I-Bonds: 

These are inflation US savings bonds. They are issued by the US Treasury – hypothetically risk 

free. They are issued with affixed rate that is promised to provide a true return. The I-bond is 

made up of two parts.  

 Part 1: Fixed/Real rate that’s in effect at purchase. This is the amount you’ll get over and 

above inflation. Part 2: Variable adjustment that is calculated 2x annually. It’s based on inflation 

over the last 6 months. 

Adding these two components gives you the current yield for the next 6 month period. A 

drawback of these is that the government taxes you on the real rate as well as the inflation gains 

portion. As a result of this ‘double tax’ it is possible that SOME investors with I bonds, who cash 

in while in a high tax bracket, can actually lose money.  Many will wait to cash in until they are 

into retirement, and therefore in a lower tax bracket (usually). It is actually very inefficient to 

make money with these after taxes.  The fixed rates offered as of 2014 are around 0.1%, in 1998 

this rate was 3.4%. Therefore, especially in today’s economy, they are not really worth it or so it 

seems. 

TIPS are types of I-bonds that must be held until maturity, whereas a tradition I-bond can be 

cashed out at any time. TIPS usually have higher return rates than traditional.  However, you are 

paying taxes on the ‘income’ from the TIPS yearly, even though you don’t get the income until 

the maturity. This is called ‘phantom income.’ 

Keep it Simple with Index Funds 

Over a 20 year investing period, passive investing outperforms as many as 90% of actively 

managed funds. The idea is keeping costs very low. Purchasing a load fund forma a broker 

usually means incurring a sales charges of 4-6%. With a no-load index fund, all of your money is 

put to work for you. Research shows that load funds don’t perform any better than no-load funds. 

If you subtract the cost of commissions, load funds from brokers perform worse very often. 

Small fees can mean a lot, for example: 

Assume someone puts $10,000 in a mutual fund, leaves it there for 20 years, and gets a return of 

10%. If the fund has an expense ratio of just 1.5% through your broker, the fund is worth $49, 

725 at the end. If your expense was just 0.5%, it would be worth $60,858. Just this 1% difference 

in expenses ends up making an 18% difference in returns after 20 years of compounds. 

How to Buy an Index Fund  

There are a number of fund companies that sell index funds. Many of them will also charge you 

a healthy commission and high yearly management fee. DO NOT BUY THOSE. Repeat: Do not 

buy load index funds with high annual expense ratios. You are buying an index, cheap is the 



goal, and cheap is beautiful. Only consider in investing in no-load funds with annual expense 

ratios of 0.5% or LESS. Once you have narrowed the field, you will find 2 basic categories of 

index funds: index mutual funds and exchange-traded funds. 

If you are just starting you may not be able to afford the $3,000 minimum required from 

Vanguard. If that’s the case, you may want to set up an automatic investment plan with TIAA-

CREF (www.tiaa-cref.org). It will waive its minimum investment fee if you agree to deposit at 

least $50 per month in an IRA or mutual fund account. Other firms you may consider are 

Fidelity, T. Rowe Price, USAA, or Schwab. However, Vanguard traditionally has the lowest 

fees. 

It is common for actively managed funds to have great before-tax returns and sub-par after-tax 

returns, due to the trading that goes on in actively managing the funds. For that reason, it is 

recommended keeping any actively managed funds in a tax-deferred or tax-free account, such as 

401ks, SEPs, Keoghs, or Roth IRAs. 

Asset Allocation 

You should be able to decide what a suitable stock/bond/cash allocation for your personal long-

term asset allocation plan is. This is the most important portfolio decision you will make. It is 

important for maximum diversification that our stock allocation contains various subcategories.  

Keep Costs Low 

Sales Charge on Purchases 

Many investors pay a front-end sales commission (the load) when they buy their fund shares. For 

example if you invest $10,000 with a 5% front-end load, only $9,500 will actually be invested. 

Returns you look at may be overstated because they do not factor in the front-end load. 

Deferred Sales Charge 

These are often called a ‘back end’ load or contingent deferred sales load (CDSL). These charges 

will typically decrease to 0% if the investor holds his or her shares long enough. You will have 

your full invested amount invested immediately. These types will also typically have an annual 

12b-1 fee. Mutual Fund investors should avoid load funds. If financial advice is needed, use a 

fee-only financial planner – not a mutual fund salesperson who has a conflict of interest. 

No-Load Mutual Funds 

These do not have any commission or sales load fees. However, they do have other fees. 

Purchase Fees: Charged to new shareholders to help defray costs associated with a fund 

purchase. Exchange Fees: A fee when a shareholder exchanges from one fund to another within 

the same group of funds. Exchange fees are sometimes used to limit expensive fund transactions, 

http://www.tiaa-cref.org/


discourage market-timing, and lower fund expenses to long-term investors. Account Fees: Fee 

that some funds impose separately on investors for maintenance on their accounts. A shareholder 

whose fund falls below a certain minimum balance may be charged a fee to defray the costs of 

maintaining that account. 

Redemption Fees 

A fee that may be charged when a shareholder sells their shares. Redemption fees help 

discourage market-timers who are costly for the buy-and-hold investors. These fees are paid 

directly to the fund and NOT to a broker. 

Management Fees 

Fees paid from fund assets to the fund’s investment advisor or affiliate for portfolio 

management. These do NOT INCLUDE the purchase fee, exchange fee, low-balance fees, or 

redemption fees. 

12b-1 Fees 

12b-1 fees are fees paid by the fund out of fund assets to cover distribution expenses and 

sometimes shareholder service expenses. These fees are controversial, because they may hide the 

salesperson’s deferred sales commission. The SEC allows funds with 12b-1 fees of less than 

0.25% to call themselves a no-load. 

When you add these fees all up, they are called the fund’s Total Annual Fund Operating 

Expense. This is expressed as a percentage of the fund’s average net assets. This ‘expense ratio’ 

is available from the mutual fund company and must be disclosed in the fund’s prospectus. 

However, NOT ALL FEES of a mutual fund are shown in the prospectus, just the main ones 

discussed above.  Fees that exist, which may not be in the prospectus are: Hidden Transaction 

Costs (a mutual fund incurs cost every time it buys or sells a security. Transaction costs, caused 

by fund turnover, include broker commissions, bid-offer spreads, and market impact costs – 

together this may exceed the entire expense ratio), Soft-Dollar Arrangements (some mutual fund 

companies have soft-dollar arrangements with their brokers), Spread Costs (In addition to broker 

commission, every time a security is bought or sold there is a hidden spread that is the difference 

between the market maker bid and ask prices). In 2004, the average annual spread between bid 

and asked prices was 0.34% and the average spread for index funds was 0.06%. 

Turnover: Refers to the amount of buying and selling activity that is done by the fund manager 

in a given year. A turnover of 100% indicates that the manager buys and sells the average stock 

in the fund portfolio every 12 months. Turnover is expensive, because it includes the cost of 

broker commissions, spreads, market impact costs, and increased management costs. Funds with 

low turnover have a higher average return than similar funds with high turnover. 

 



Adding it all together: 

When you total the expenses associated with the average equity mutual fund in the USA, you get 

about a 3.3% fee of average assets. What does this really mean? From 1926 to 2004, the 

compound annual return for stocks was 10.5%, after you subtract the 3.3% you are left with 

7.2%. This does not mean you lose 3.3% of your money, you are really losing nearly one-third of 

your investment gains.  

Let’s look at some examples of the damage of cost: 

Ted is 25 years old, he has zero savings, but is about to start his first job. He is dedicated to 

invest $3,500 every year into his Roth IRA account until age 65. Without inflation adjustment, 

and estimating a stock return of 10.5%, Ted would accumulate $1,961,765 using this method. 

However, after taking out the 3.3% mutual fund cost, he will be knocked down to $788,745. This 

is actually less than HALF of his original total, because the costs have compounded. If Ted 

continues to invest after retirement, he will return $205,988 on his 10.5% model, but only 

$56,790 on his 7.2% model. This is quite the difference. 

Considering that, a Vanguard Fund, has an average fee of 0.19% (there will still be hidden fees, 

etc). The expense ratio may be the most reliable predictor of future mutal fund performance. 

Take Aways:  

-Avoid all load funds and favor low-cost index funds 

-Always read the prospectus to determine the published costs of any fund we are considering. 

-Always know a fund’s turnover so that we have an idea of the fund’s hidden transaction costs 

-Do not use wrap accounts 

-Remember that low-cost is the best predictor of investing success 

Taxes 

How Mutual Funds are Taxed 

Two sources of mutual fund income are subject to tax: dividends and capital gains.  

 Stock Dividends: As of 2014, the maximum rate of tax on qualified dividends are as 

follows: 0% on any amount that otherwise would be taxed at a 10-15% rate, 15% on any amount 

that would be taxed at rates greater than 15% but less than 39.6%, 20% on any amount that 

otherwise would be taxed at a 39.6% rate. 

The lower rates on qualified dividends increase the tax-efficiency of STOCKS relative to 

BONDS (whose yield is taxed at ordinary income tax rates). For this reason, and the fact stocks 



benefit from lower capital gains tax rates, you may consider placing stocks in a taxable account 

and bonds in tax-advantaged accounts. You must check with your mutual fund company to 

determine if the stock mutual fund you intend to purchase is invested primarily in stocks that pay 

‘qualified’ dividends or not. US corporate dividends are usually qualified. The rate of 

qualification is lower when you are investing in international funds (however, this may be offset 

at times by a Foreign Tax Credit). 

 Bond Dividends: Bond mutual fund dividends are ACTUALLY bond yields but are 

described as dividends when distributed to shareholders. Bond dividends are therefore NOT 

qualified by the IRS for the lower tax rate as mentioned above for stocks. They will be taxed at 

whichever rate of income tax bracket you fall in (up to 39.6%). So what does one do, to be 

efficient about taxation in this case? Place taxable bonds in tax-sheltered accounts whenever 

possible. 

 Capital Gains: A capital gain occurs when a stock OR a bond is SOLD FOR A PROFIT. 

This profit is the difference between the purchase cost of stock/bond and their sale price when 

sold. If the stock or bond share is lower, then the difference is called a capital loss. 

  Realized Capital Gains/Losses: A mutual fund manager takes on a realized 

gain/loss nearly every time a security is sold. At the end of the fund’s fiscal year, the manager 

will add it all up to arrive at the net. If it is a net profit, the capital gains will be passed on to fund 

shareholders and reported to the IRS on form 1099-DIV during tax time. If the net is a loss, the 

fund will carry forward the excess losses to offset gains in future years. 

  Unrealized Capital Gains/Losses: Represent the value of profits in the fund’s 

securities which have not yet been sold. If the current market value is more than you paid, the 

unsold security is said to have an unrealized gain (because you haven’t cashed it in). The net 

unrealized gains can be found in the fund’s prospectus and financial statements. Before 

purchasing a fund for a taxable account, determine the amount of the fund’s unrealized gains, 

since they may become realized gains – especially in funds with a high turnover. EXAMPLE: 

1998: Physician in San Francisco invested $50k in BT Investment Pacific Basin Equity. Seven 

weeks after buying the BT fund, BT had paid out $22,211.84 in taxable capital gains. This was 

taxable at the doctor’s income rate of 39.6%. This means he immediately OWED $9,000 in 

federal taxes and $1,000 in state taxes. [Taken from Money magazine, article by Jason Zweig] 

One of the easiest ways to reduce your taxes for capital gains is to be in the zone of a long-term 

capital gain (have held for over 12 months), as opposed to short-term capital gain (less than 12 

months).  The tax rate difference is approximately half.  

Turnover and Taxes 



Remember, there is no capital gains tax on profitable securities within a fund until the security is 

actually sold. Therefore, you should look for a fund with low turnover. This gives you TWO 

main advantages when it comes to taxes: 

1) Low turnover indicates that the fund’s securities are being held for longer time periods, 

which results in fewer realized capital gains that are subject to tax 

2) The funds that are sold will have lower long-term capital gains taxes 

So, what all of this sums up to is that for maximum tax efficiency: 

1) Favor funds with LOW dividends 

2) Favor funds with QUALIFIED dividends 

3) Favor funds with LOW turnover 

4) Favor funds such as tax-efficient index funds and tax-managed funds 

Investing in Taxable Accounts 

Many investors do not qualify for IRS-approved retirement plans, or they may qualify by due to 

having high income, are cut off and only allowed to invest so much in them at once (contribution 

limit).  

In General: Most Tax Efficient: Low-yielding cash, money market -> Tax-managed stock funds 

-> total-market stock index funds -> mid-cap and small-cap index funds -> Active stock funds -> 

Balanced funds -> taxable bond funds -> REIT funds -> High-yield bond funds. Least Tax 

Efficient. 

A good resource for locating a fund’s tax efficiency is Morningstar.com. They will provide a 

‘Tax-Cost Ratio’ which is the percentage of point reduction in fund return resulting from taxes 

for an investor in the maximum federal tax bracket. It is wise to use only long-term holdings in 

taxable accounts. It is very important to avoid selling or exchanging profitable mutual funds 

when in a taxable account. Every sale will have a tax. Use index/tax-managed funds in taxable 

accounts. 

1) Keep turnover low 

2)  Use only tax-efficient funds in taxable accounts 

3) Avoid short-term gains 

4) Buy fund shares AFTER the distribution date (if we buy a fund before a distribution date, 

we will have to pay taxes on the distribution. If we buy after the distribution date, we will 

avoid this tax) 

5) Sell fund share BEFORE the distribution date 

6) Sell profitable shares after the new year (delay the taxes) 

7) Harvest Tax Losses (This is the practice of selling losing investments in taxable accounts 

for the purpose of obtaining tax losses to reduce current and future income taxes) 



Tax-Sheltered Accounts 

401k, 403b, IRA, etc… 

The 401(k) 

This is a deferred compensation pan which an EMPLOYEE can elect to contribute a portion of 

their wages to the plan on a pretax basis. These have a yearly contribution limit of $17,500. 

Employer contributions to deferred compensation plans are NOT reported on the employee’s 

W02 form and are also not reported as income on the employee’s income tax return. However, 

they ARE included as wages subject to Social Security, Medicare, and unemployment taxes. 

Pros: Automatic withholding, choice of investment funds (usually mutual funds), loans 

for hardship withdrawals are often available, if you switch jobs you can roll over your 401k into 

a new plan, there is protection from claims of creditors. 

Cons: Administrative costs are high (plan administration fee, investment fees, individual 

service fees, hidden sales commissions), many have poor investment options, detailed 

information of exactly where your $$ is going can be inadequate, capital gains are converted into 

ordinary income, access to your money is restricted. Unfortunately, many 401k plans do NOT 

offer a good selection of low-cost mutual funds that you can use to build a diversified asset 

allocation plan. 

Every 401k plan files an annual report on a series Form 5500. This document contains the plan’s 

assets, liabilities, income, and expenses. It also shows the administrative fees and other expenses 

paid by the plan. However, it will not show expenses deducted from investment results, fees paid 

by your individual account, or fees paid by employer. 

The 403(b) Plan 

The 403b is designed for non-profit businesses such as schools, churches, and certain medical 

institutions. 80% of the money invested in 403b’s are held inside annuities, the rest is invested in 

stand-alone mutual funds. The major downside to these is the limited choice of investments 

available. Most offer only high-cost annuities sold by the brokerage and insurance firm. Not a 

good choice most of the time. Most 403b plans are at the mercy of commission based salesmen, 

which presents a conflict of interest. You can visit 403bwise.com/index for more detailed 

information on examining if your 403b is acceptable. If you need to ‘escape’ your 403b plan 

after realizing inefficiency, you can do what is called a 90-24 transfer and switch your money to 

a group such as Fidelity, T. Rowe Price, or Vanguard for a low tax, low fee option (with greater 

diversification options). 

 

 



The IRA (Individual Retirement Account) 

Earnings on an IRA are not taxed until they are distributed. These can be established at mutual 

fund companies, banks, insurance companies, and brokerage firms. The maximum contribution 

is only $5,500 per year, unless you are older than 50 (then you get an extra $1,000).  

Withdrawals are taxable at your income tax rate. There is a 10% penalty if you take out your 

money before age 59.5. There are however, some exceptions to this penalty.  Ways to avoid the 

penalty include: 

1) You have medical expenses that are more than 7.5% of your gross income 

2) The distributions are not more than the cost of your medical insurance 

3) You are disabled 

4) You are the beneficiary of a deceased IRA owner 

5) You receive distributions in the form of annuity type programs 

6) The distribution is not more than your qualified higher education expenses 

7) You use the distributions to buy/build a FIRST home ($20,000 maximum withdrawal) 

 

Non-Deductible Traditional IRA 

You may also contribute to one of these. They have 2 big downsides. They turn capital gains 

into higher-taxed ordinary income, and they require an IRS 8606 form to track your gains. At 

each withdrawal you will use your records to determine what percentage is taxable. If you 

later decide to convert to a Roth or consolidate IRAs, the taxes will be a mess. Generally, you 

want to avoid this. However, if you plan to use the back-door Roth, you will need to do it 

using a non-deductible IRA which will get rolled over into the Roth. 

Roth IRA 

Contributions to the Roth IRA are not tax deductible, where traditional IRA may or may not 

be. Securities which remain in the account (For roth and traditional) are not taxed. However, 

when traditional are taken out they will be fully taxed, non-deductible will be partially taxed, 

and Roth will not be taxed at all. Usually, if your income if above 6-figures, you will be 

prices out of the income bracket and NOT ALLOWED to buy any Roth IRA investments, if 

you want Roth, you will have to use the back-door method – which involves the additional 

paperwork. Roth is more liquid, you can withdraw the money at any time without penalty. 

Converting an IRA Account from Traditional to Roth 

Remember, when you put money in a Traditional IRA you have not yet paid taxes. So, when 

you switch from Traditional to Roth (which has NO TAXES on withdrawal), you will pay a 

tax at the time of transfer which is equal to your income tax bracket. 

 



Placing Funds for Max After-Tax Return 

If you have both tax-advantage retirement accounts and taxable accounts (some only have one 

type), then you want to place the most tax-Inefficient funds into your tax-deferred account, and 

put the other funds into your taxable account. 

Diversification 

The more different securities you own, the more fluctuation you can handle in any given 

investment. When one goes down, another will go up, and so on. Index funds by definition are 

diversified.  It can be more efficient to just buy an index, as opposed to buying 100 individual 

funds which you must track and manage one by one. You may also buy mutual funds that own 

different segments of the equity markets. Within each of the major market categories, there are 

mutual funds that segment the market further by size (large caps, mid caps, small caps, and 

micro caps). Some funds focus on just a particular sector of the market such as health care or 

tech. Others are commodity based such as gold, precious metals, corn, etc. 

Diversification is important within your stock investments, but diversification also means 

balancing with bonds.  Often when stocks go down, bonds go up, and vice versa. When 

investments move together they are said to have a high correlation coefficient. +1.0 means 

perfect correlation, -1.0 means pure negative correlation. 

Just because you have a mutual fund of some sort, does not automatically mean that it is 

diversified. Even though by definition, a mutual fund is a ‘diverse’ variety of stocks.  Case in 

point, if all of the energy stocks in your mutual fund have a high correlation, you may as well 

have only a few stocks, because they are acting as one. The lower your correlation coefficient, 

the more diversified your portfolio is. 

Performance Chasing 

“Past performance, does not predict future performance,” in the world of investing. Data has 

proved this again and again.  Index funds, by nature are seldom top performers over short periods 

of time. More importantly, index funds are almost never bottom performers either.  We routinely 

see mutual fund advertisements displaying their funds ‘5-star ranking,’ do not be swayed by this.   

The definitive study of market timing investments was made by John Graham together with 

Campbell Harvey at Harvard University. The study tracked 15,000 market-timing predictions by 

237 newsletter writers from 1980-1992; their conclusion was: There is no evidence that 

newsletters can time the market. Consistent with mutual fund studies, winners rarely win again 

and losers often lose again. Additionally, 94% of these newsletters had gone out of business by 

the end of the study. Point being, even the professionals can’t predict the market, the average 

investor probably can’t predict it either. Same applies for magazines and people on the news who 



attempt to inform you of how the stocks are going to ask. They are getting paid to give their 

opinion, they are not getting paid to be correct. Don’t be emotionally swayed by the media. 

Should You Hire a Professional Advisor? 

If you choose to hire a professional, make sure they have the same goals and strategy that is in 

align with you.  Otherwise, either 1) You won’t get what you want or 2) They will try to do what 

they want, but it is not how they usually work, so they are not a true expert in what you are 

asking them to do, thus you will get sub-par returns. You can buy good no-load, low-cost 

investments directly from the company without paying any loads or commissions to brokers – 

once you are educated. 

Many professional financial designations (financial advisor, financial planner, investment 

consultant, etc) require no certification, education, or degrees. There are over 150 formal 

designations which one of these people may have according to the Financial Industry Regulatory 

Authority. If they have a title from one of the 150 listed, that means that they DO have at least 

some sort of formal certification or training. Some of these titles are highly regarded, and some 

are lowly. An example of highly regarded is CFA (Chartered Financial Advisor) and CFP 

(Certified Financial Planner). 

CFA Requirements: 4-year undergrad degree, must be working in financial field, have either 3 

years of professional experience involving decision making, or 4 years of full time work 

experience. In addition, must have 750 hours of documented study and must pass a 3-stage 

comprehensive standardized exam and may only take 1-stage of the exam per year. There are 

similar rigorous requirements for a CFP.  

Therefore, if you want to hire an advisor, it is recommended to select one with one of these two 

highly regarded designations for the best odds of desired results. You must be aware of how you 

are paying these people: Are they receiving a commission for their services (fee-based), are they 

keeping a percentage (fee-only) of your AUM (Assets Under Management). AUM rates range 

between 0.25% up to 2%.  Opposing these two fees, which are often ongoing, there is also the 

option of a one-time fee or an hourly rate fee. With these 2 methods, you will meet with a 

planner, pay him/her, make a plan, and then go do it on your own. 

The Certified Financial Planner Board of Standards offers free online info on how to choose a 

planner, if you decide you need one. (www.cfp.net). 

Tracking Your Progress 

Principles of Rebalancing 

This is the act of bringing your portfolio back to the target asset allocation after market forces or 

life events have changed the percentages of our various asset classes and segments of those 

http://www.cfp.net/


classes. Rebalancing serves to control risk. Rebalancing is when we sell our high performing 

assets, and buy more of the underperforming assets in our segment. This is the goal. Sell high, 

and buy low. Don’t get emotional about selling a ‘winning’ stock, the law of RTM (reversion to 

mean), tells us that over time –what goes up, must come down. All will average out in the end. 

Studies show that on average, investors who ‘keep their winners’ do not win in the end. 

How do we know if it is time to rebalance? 

Need to know desired asset allocation. This is determined when we first establish our plan, and is 

revised as necessary if our lives change. 

Assessing Your Portfolio 

There are a number of ways to actually track your portfolio performance. Personal Finance 

Programs such as Quicken can be used. Many mutual fund companies also offer a portfolio 

tracking service. Vanguard offers Portfolio Watch, a free online service that shows the 

percentages of the various asset classes in your portfolio. Morningstar.com also has free tools. 

The typical time frame to rebalance is either quarterly, semiannually, or annually. However, 

Morningstar tracking shows that those who rebalance every 18 months reaped many of the same 

benefits as those who rebalance more often, however pay less in costs. Also remember the rule 

for long-term capital gains – if you hold it longer than 12 months, you get around a 50% tax cut. 

 

How to Actual Rebalance 

Your first thought may be to simply sell your outperforming assets and buy more of the 

underperforming ones. This is one option, but there may be better options available to us: 

1) For those who need current income, rebalancing might also be accomplished by 

withdrawing funds from the asset class that is ‘winning’ 

2) Investors can direct new money into funds that are below their target asset allocation 

3) For mutual funds: You can choose to have the distributions in your taxable account 

directed to your money market account, and then redirected to the fund that needs it for 

rebalancing 

4) If you use a portfolio manager service (Cheapest! Portfolio Solutions of Troy, MI or 

Vanguard’s Asset Management Service), you won’t have to worry about doing 

rebalancing because it’s part of their. There is a cost involved and a minimum investment 

required. 

Guidelines to Rebalancing 

1) Rebalance Tax-deferred accounts first, since there are no tax consequences 



2) Use tax-loss harvesting in your taxable account as part of your rebalancing strategy. If 

you have losers to sell, then sell them prior to Dec. 31, so you can get the tax benefits for 

this year’s tax returns. 

3) If you have ‘winners’ to sell in your TAXABLE account, wait until after Jan. 1 to sell in 

order to push the tax bill into the following year. 

4) The more often you rebalance your portfolio by selling profitable funds in your taxable 

account, the sooner you pay taxes on any profits 

5) Consider owning a fund of funds that meets your desired asset allocation requirements, 

such as LifeStrategy, Target Retirement Series, or Fidelity Freedom Series that 

AUTOMATICALLY handles the rebalancing for you. 

6) Broad Market Index funds rebalance themselves AUTOMATICALLY. 

Thinking about Retirement 

Remain financially flexible during your retirement.  Life is not predictable. Keep your fixed 

living expenses as low as possible. Retirement is not the time to have a huge mortgage, 

expensive care payments, or credit card debt.  Spend less during bear markets, and splurge in the 

bull markets.  Even though you are retired, you can still set up a way to earn viable income if 

needed (assuming you are retired, but still able enough to be productive). Working part-time in 

retirement can have a financial and psychological benefit as you are staying productive, 

contributing to society, and staying mentally sharp. 

“Since the stock market has an average return of 10%, I can safely spend 10% of my portfolio 

each year and not run out of money.” = this is WRONG. 1) The performance of the market may 

be lower than it was in the past 2) when stock market returns are above average, they are usually 

well over 10%. When they are below, they are usually negative and reduce the value of the 

portfolio.  If your portfolio is dropping during the years of your retirement and you are taking out 

10%, you will run out of money – because you are making a double loss/drain on your account. 

In retirement, when you no longer have a substantial income, it is far more important to keep 

what we have than risk it to get more. As a GUIDELINE: Begin by taking out no more than 4%-

5% of your portfolio’s beginning value per year. Be aware that withdrawal rates are before taxes, 

so a portion of your withdrawal will go to taxes (unless you have already paid taxes on the 

account such as with a Roth IRA). You can raise that 4% to a higher amount as you age, for 

example if you are 85 years old, you can take out more than the 4% (most likely) because you 

won’t have many years left which your finances need to last. 

Protecting Your Assets  

Types of insurance to consider: 

1) Life insurance 



2) Health Care Coverage 

3) Disability 

4) Property insurance 

5) Auto 

6) Liability Insurance to protect against lawsuits 

7) Long-term care insurance (takes care of you if you can no longer take care of yourself in 

your old age, and you have no family to take care of you) 

Common Insurance Mistakes 

1) Insuring the unimportant while ignoring the critical 

2) Insuring based on the odds of misfortune 

3) Insuring against specific, narrow circumstances 

Some uninformed people will insure the TV they bought from Best Buy, but they will not have 

liability umbrella policy.  Losing a TV can be an expense, losing a lawsuit can be self-ruining. 

Never fail to buy insurance simply because the odds of misfortune are low, the lower the odds, 

the cheaper the insurance price. It balances out.  In general, comprehensive and broad policies 

are the best, the more specific you get with qualifications, the less likely the insurance company 

will actually pay you when the tragedy happens. 

What Should you Do? 

1) Insurance against big disasters that you can’t afford to pay for out of pocket.  

2) Carry the largest possible deductibles you can afford. The larger the deductible, the more 

you are self-insuring and the cheaper the premium will be 

3) Only buy coverage from the best-rated insurance companies. You need insurance 

companies you can depend on when you need to file a claim. 

Health Care (Obamacare is confusing, but these are basics – do your own research…) 

If you are not covered by a group plan and need to purchase your own health care insurance, 

the most important feature is major medical coverage. This covers big bills such as 

hospitalization, x-rays, lab work, surgery, and rehab services. The lifetime benefit of the 

policy should be a minimum or $1 million and preferably $2 million.  You can reduce the 

cost of health insurance by taking the highest deductible and co-payment that you can afford. 

If you are under age 65, consider a health savings account (HSA). HSAs combine high-

deductible health insurance with tax-favored savings. It works as follows: You get coverage 

from a qualified health insurance plan with minimum deductibles of $1,000 for single and 

$2,000 for families. Each year, you are allowed to deposit an amount up to the amount of the 

deductible in a HAS, subject to a maximum amount. Contributions to an HAS are tax 

deductible. Money in these accounts can be used to pay for the deductible or non-covered 



medical expenses such as dental or vision care. Any money taken out is tax free. Any money 

that stays in the account is tax-deferred basis. 

Long-Term Disability Coverage 

More than 50% of personal bankruptcies are caused by illness and medical bills. These 

people had health insurance. It did not save them. The max amount you can usually purchase 

is 60% of your income. Consider buying your own policy with after-tax dollars instead of 

buying one through an employer. Then, if you ever need to use the disability money, the 

income will be tax-free. If you switch jobs frequently (which happens in today’s world) this 

is another reason not to get it through your employer. Qualities to look for: 

1) Covers your inability to work in YOUR SPECIFIC occupation 

2) Requires a waiting period of no more than 90 days before coverage begins 

3) Carries a cost-of-living adjustment 

4) Covers partial disability 

5) Provides the longest benefit in your own occupation at least until age 65 

 

 

 

 

 


