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To our delightful grandchildren, Porter, Mackie, George, Jade, Morgan, Charles, and Ray



 PREFACE TO UPDATED EDITION

At her death in 1999, at the age of 91, Oseola McCarty bequeathed $150,000 to the University of
Southern Mississippi. For her generosity, she received an honorary degree from the university and the
Presidential Citizens Medal, the second highest civilian award in the United States. Her gift was all
the more extraordinary because she earned her living washing clothes.

At a very young age, Ms. McCarty was taught by her mother to be a great saver. She made tradeoffs,
spending what she needed to live on, but forgoing any luxuries. She had a used TV, but only watched
shows that she could pick up over the airwaves. She did not own a car, electing to walk everywhere.
She lived in a house that she inherited from her uncle. Over the course of her lifetime, she amassed a
remarkable nest egg, estimated to be about $250,000.

Ms. McCarty was the very model of a disciplined saver. Her example shows that a little bit of will
power—and yes, thrift—can add up to big things. This is Lesson No. 1 in any sound financial plan,
and it is Lesson No. 1 in this wonderful book by Burton G. Malkiel and Charles D. Ellis.

Over the past several decades, Malkiel’s Random Walk Down Wall Street  and Ellis’s Winning the
Loser’s Game have helped millions of people to understand the fundamentals of investing and to reach
their financial goals. In Elements of Investing, Malkiel and Ellis distill their wisdom and experience
into a sensible plan for people to save and invest.

Some money managers warn that successful investing can be carried out only by the most
sophisticated and talented professionals. And, of course, these managers claim to be members of that
small club. Malkiel and Ellis argue that successful investing should not be the province of a select
few. Football games are not always won by the best quarterback. They are won in the trenches.
Investors have to win the war of blocking and tackling.

Elements of Investing provides a road map that can multiply your savings to reach your financial
target. It starts with understanding the answers to some basic questions, like when will you need this
money? And how well can you tolerate investment risk? The answers to those questions can help you
build an appropriate asset allocation between stocks, bonds, and cash.

It should be a balanced approach, and the investments should be broadly diversified. Most
importantly, the authors stress that the investments must be low cost. One certainty about investing is
that, for a given return, the more you spend to earn it, the less of it you will keep. The authors
conclude that the best way to implement your plan is to invest in low-cost index funds.

This approach is certainly not sexy. Blocking and tackling is not sexy. But, I daresay that most
investors would be better off if they followed this strategy. Indeed, it’s the kind of approach that we
espouse at Vanguard. It has served many clients very well over the years.

This updated edition of Elements of Investing brings a clear-eyed perspective to the current
environment, including a new chapter describing the aftermath of the global financial crisis, and its
impact on the way people are rethinking their approach to investing. Pundits bombard us with claims
that the old rules no longer apply. They say that we are in a protracted environment of low returns and
high volatility, and that people should abandon buy-and-hold investing and become more
opportunistic. Malkiel and Ellis take umbrage with these claims, and at Vanguard, so do we.

The authors reaffirm the views they expressed in the first edition and they provide supporting
evidence. Diversification, rebalancing, dollar-cost averaging, and low-cost indexing remain the best



 
path to achieve investment success.

This book is a must-read for all investors—those new to investing and those who have been at it for
a while. It should be required reading in high school because the power of compounding is particularly
valuable at a young age. But veteran investors will also benefit from reading this book as it debunks
many misconceptions and identifies behavioral biases that stand in the way of successful investing.
And, just to make sure you do not fall prey to the siren’s song of a better way, you should reread this
book every several years.

Over the course of my career, I’ve seen time and again how the simple principles discussed in this
book have helped ordinary people achieve extraordinary results.

George U. “Gus” Sauter

Chief Investment Officer, Vanguard
October 2012



 FOREWORD
In The Elements of Investing, Charley Ellis and Burt Malkiel, two of the investment world’s greatest
thinkers, combine their talents to produce a remarkable guide to personal finance. Having already
written two of the finest books on financial markets, Ellis’s Winning the Loser’s Game  and Malkiel’s
A Random Walk Down Wall Street , why should the authors revisit the subject of their already classic
volumes? The sad fact is that in the cacophony of advice for individual investors, few sane voices are
raised. In writing The Elements of Investing, the authors provide an important service to the lay reader,
honing their message to the bare essentials by heeding Albert Einstein’s dictum that “everything
should be made as simple as possible, but not simpler.”

Investors have three tools to deploy in the portfolio management process—asset allocation, market
timing, and security selection. Asset allocation involves setting long-term targets for each of the asset
classes in which an investor invests. Market timing consists of short-term bets against the long-term
asset allocation targets. Security selection deals with the construction of the asset classes that an
investor chooses to employ.

Ellis and Malkiel correctly focus on asset allocation since asset allocation accounts for more than
100 percent of investor returns. How can it be that more than 100 percent of returns come from the
asset allocation decision? Market timing and security selection involve significant costs in the form of
management fees paid to outside advisors and commissions extracted by Wall Street brokers. Such
costs ensure that investors will underperform by the totality of investment management costs, which
represent transfers from investors to their agents. Hence, the expensive activities of market timing and
security selection reduce the returns available for the community of investors and that is the reason
asset allocation explains more than 100 percent of investor returns.

Ellis and Malkiel observe that investors consistently make perverse market timing decisions,
chasing hot performers and dumping laggards. Study after study of mutual fund trading concludes that
investors buy high and sell low, subtracting value with their timing decisions. Ellis and Malkiel
sensibly advise investors to adopt a coherent long-term strategy and stick with it.

Security selection decisions further reduce returns. Ellis and Malkiel cite depressing statistics
regarding the failure of the majority of mutual fund managers to exceed the returns of low-cost,
passive, market-matching index strategies. The documented dismal numbers only begin to capture the
enormity of the situation. Ellis and Malkiel cite numbers only for funds that survived, a relatively
successful subset of the mutual fund universe. The failures, which as a group produced miserable
returns, are nowhere to be measured. Many funds disappeared. The Center for Research in Security
Prices collects data on all mutual funds, dead or alive. As of December 2008, the Center tracked
39,000 funds, only 26,000 of which are active. The 13,000 failed funds do not show up in the authors’
studies of past returns because the failed funds do not have current track records. (They disappeared,
after all.) Considering the experience of mutual funds, dead and alive, reinforces Ellis and Malkiel’s
advice to take the low-cost, passive approach.

Of course, even in a slim volume, quibbles arise. I view home ownership more as a consumption
good and less as an investment asset. I cast a skeptical eye on Ellis and Malkiel’s implicit
endorsement of stock picking in their confessions regarding personal success in security selection. (Is
it surprising that two of the greatest figures in modern finance would figure out how to beat the
market? Yes, they can pick stocks—the rest of us cannot.) I more emphatically recommend Vanguard,
which, along with TIAA-CREF, operates on a not-for-profit basis and thereby eliminates the money



 
management industry’s pervasive conflict between profit motive and fiduciary responsibility.
Quibbles aside, The Elements of Investing delivers an important and fundamentally valuable message.

When I was a doctoral student at Yale in the late 1970s, my dissertation advisor, Nobel laureate
James Tobin, suggested that I read A Random Walk Down Wall Street  to learn about how markets
really work. Burt Malkiel’s wonderful book provided a critical foundation for my academic work.
When I returned to Yale in the mid-1980s to manage Yale’s endowment, I came across Investment
Policy, the predecessor to Winning the Loser’s Game . Charley Ellis’s marvelous volume informed my
approach to investment management in countless ways. Now, Charley Ellis and Burt Malkiel have
produced a magnificent primer on investing for all of us. Follow their recommendations and prosper!

David F. Swensen

Author of Unconventional Success: A Fundamental Approach to Personal Investment
Chief Investment Officer, Yale University

July 2009



 INTRODUCTION

In 104 years of study and experience,* here are the Elements of Investing we wish we’d always known.
Experience may well be the best teacher, but the tuition is very high. Our objective is to provide
individual investors—including our delightful grandchildren—the basic principles for a lifetime of
financial success in saving and investing, all in 208 pages of straight talk that can be read in just two
hours. There are many good books about investing. (Indeed, we’ve even written a few ourselves.) But
most investing books run to 400 pages or more and go into complex details that tend to overwhelm
normal people.

If you’re like most people, you have neither the patience nor the interest to plow through that much
detail. You want to get the main things right. Still, having unbiased information about financial
decision making and avoiding costly investing errors is critically important.

That’s why we present the most important lessons in this easy-to-read, jargon-free little book. If you
happen to be familiar with William Strunk Jr. and E. B. White’s classic book The Elements of Style,
you will recognize one of the original sources of inspiration for this book—and why we are so brief. If
you are unfamiliar with Strunk and White, don’t worry. All you need to know is that they whittled
down the art of powerful writing to a few basic rules of usage and composition. In less than 92 pages,
they shared everything about writing that truly mattered; brevity and precision became instant virtues.
Strunk and White’s wafer-thin classic has chugged along for decades. No doubt it will outlive us all.

We now dare state our goal on the equally important topic of investing. How surprising to us that
everything of importance on such a heady topic can be reduced to rules you can count on one hand.
Yes, investing can be that simple if your brain remains unclouded with taxing complexities. These
rules will truly make a difference.

Our promise: Reading this book will be the best time you could spend to put yourself on the right
path to long-term financial security. Then, over your lifetime, you can pick this book up again to scan
its lessons and remind yourself what is elemental if you want to turn a loser’s game into one you can
really win.

*54 for Burt and 50 for Charley.



 IT ALL STARTS WITH SAVING

This is a short, straight-talk book about investing. Our goal is to enhance your financial security by
helping you make better investment decisions and putting you on a path toward a lifetime of financial
success and, particularly, a comfortable and secure retirement.

Don’t let anyone tell you that investing is too complex for regular people. We want to show you that
everybody can make sound financial decisions. But it doesn’t matter whether you make a return of 2
percent, 5 percent, or even 10 percent on your investments if you have nothing to invest.

So it all starts with saving.

- - - - - - - - - -

It doesn’t matter whether you make a return of 2 percent, 5 percent, or even 10 percent on your
investments if you have nothing to invest.

- - - - - - - - - -



 CHAPTER I

SAVE

Save. The amount of capital you start with is not nearly as important as organizing your life to save
regularly and to start as early as possible. As the sign in one bank read:

Little by little you can safely stock up a small reserve here, but not until you start.
The fast way to affluence is simple: Reduce your expenses well below your income—and Shazam!

—you are affluent because your income exceeds your outgo. You have “more”—more than enough. It
makes no difference whether you are a recent college graduate or a multimillionaire. We’ve all heard
stories of the schoolteacher who lived modestly, enjoyed life, and left an estate worth over $1 million
—real affluence after a life of careful spending. And we know one important truth: She was a saver.

But it can also go the other way. A man with an annual income of more than $10 million—true story
—kept running out of money, so he kept going back to the trustees of his family’s huge trusts for
more. Why? Because he had such an expensive lifestyle—private plane, several large homes, frequent
purchases of paintings, lavish entertaining, and on and on. And this man was miserably unhappy.

I n David Copperfield, Charles Dickens’s character Wilkins Micawber pronounced a now-famous
law:

Annual income twenty pounds, annual expenditure nineteen pounds nineteen and six, result
happiness. Annual income twenty pounds, annual expenditure twenty pounds ought and six, result
misery.
Saving is good for us—for two reasons. One reason for saving is to prevent having serious regrets

later on. As the poet John Greenleaf Whittier wrote: “Of all sad words of tongue and pen, the saddest
are ‘It might have been.’”* “I should have” and “I wish I had” are two more of history’s saddest
sentences.

Another reason for saving is quite positive: Most of us enjoy the extra comfort and the feeling of
accomplishment that comes with both the process of saving and with the results—having more
freedom of choice both now and in the future.

No regrets in the future is important, or will be, to all of us. No regrets in the present is important,
too. Being a sensible saver is good for you, but deprivation is not. So don’t try to save too much.
You’re looking for ways to save that you can use over and over again by making these new ways your
new good habits.†

The real purpose of saving is to empower you to keep your priorities—not to make you sacrifice.
Your goal in saving is not to “squeeze orange juice from a turnip” or to make you feel deprived. Not at
all! Your goal is to enable you to feel better and better about your life and the way you are living it by
making your own best-for-you choices. Savings can give you an opportunity to take advantage of
attractive future opportunities that are important to you. Saving also puts you on the road to a secure
retirement. Think of saving as a way to get you more of what you really want, need, and enjoy. Let
saving be your helpful friend.



 FIRST DO NO HARM
The first step in saving is to stop dis saving—spending more than you earn, especially by running up
balances on your credit cards. There are few, if any, absolute rules in saving and investing, but here’s
ours: Never, never, never take on credit card debt . This rule comes as close as any to being an
inviolable commandment. Scott Adams, the creator of the Dilbert comic strip, calls credit cards “the
crack cocaine of the financial world. They start out as a no-fee way to get instant gratification, but the
next thing you know, you’re freebasing shoes at Nordstrom.”

Credit card debt is great—but not for you (or any other individual). Credit card debt is great for the
lenders, and only the lenders. Credit cards are a wonderful convenience, but for every good thing there
are limits. The limit on credit cards is not your announced “credit limit.” The only sensible limit on
credit card debt is zero.

Credit card debt is seductive. It’s all too easy to ease onto the slippery slope—and slide down into
overwhelming debts. You never—well, almost never—get asked to pay off your debt. The bank will
“graciously” allow you to make low monthly payments. Easy. Far too easy! Your obligations continue
to accumulate and accumulate until you get The Letter, saying you have borrowed too much, your
interest rate is being increased, and you are required to switch, somehow, from money going to you to
money going from you to the bank. You are not just in debt, you are in trouble. If you don’t do what
the bank now says you must do, legal action will be taken. Be advised! Never, never, never use credit
card debt.

START SAVING EARLY: TIME IS MONEY
The secret of getting rich slowly but surely is the miracle of compound interest. Albert Einstein is said
to have described compound interest as the most powerful force in the universe. The concept simply
involves earning a return not only on your original savings but also on the accumulated interest that
you have earned on your past investment of your savings.

- - - - - - - - - -

The secret of getting rich slowly, but surely, is the miracle of compound interest.
- - - - - - - - - -

Why is compounding so powerful? Let’s use the U.S. stock market as an example. Stocks have
rewarded investors with an average return close to 10 percent a year over the past 100 years. Of
course, returns do vary from year to year, sometimes by a lot, but to illustrate the concept, suppose
they return exactly 10 percent each year. If you started with a $100 investment, your account would be
worth $110 at the end of the first year—the original $100 plus the $10 that you earned. By leaving the
$10 earned in the first year reinvested, you start year two with $110 and earn $11, leaving your stake
at the end of the second year at $121. In year three you earn $12.10 and your account is now worth
$133.10. Carrying the example out, at the end of 10 years you would have almost $260—$60 more
than if you had earned only $10 per year in “simple” interest. Compounding is powerful!



 THE AMAZING RULE OF 72
Do you know the amazing Rule of 72? If not, learn it now and remember it forever. It’s easy, and it
unlocks the mystery of compounding. Here it is: X × Y = 72. That is, X (the number of years it takes to
double your money) times Y (the percentage rate of return you earn on your money) equals . . . 72.

Let’s try an example: To double your money in 10 years, what rate of return do you need? The
answer: 10 times X = 72, so X = 7.2 percent.

Another way to use the rule is to divide any percentage return into 72 to find how long it takes to
double your money. Example: At 8 percent, how long does it take to double your money? Easy: nine
years (72 divided by 8 = 9).

Try one more: at 3 percent, how long to double your money? Answer: 24 years (72 divided by 3 =
24).

Now try it the other way: If someone tells you a particular investment should double in four years,
what rate of return each and every year is he promising?

Answer: 18 percent (72 divided by 4 = 18).
For anyone whose attention is attracted by the Rule of 72, the obvious follow-on is surely

compelling: If a 10 percent rate of return will double your money in 7.2 years, it will double your
money again in the next 7.2 years. In less than 15 years (14.4 years to be exact), you’ll have four times
your money—and sixteen times your money in 28.8 years.

So if you’re 25 and you skip one glass of wine at a fancy restaurant today, you might celebrate with
your spouse the benefit of compounding with a full dinner at that same restaurant 30 years from now.
The power of compounding is why everyone agrees that saving early in life and investing is good for
you. It is great to have the powerful forces of time working for you—24/7.

Time is indeed money, but as George Bernard Shaw once said, “Youth is wasted on the young.” If
only we could all train ourselves at a young age to know what we know now. When money is left to
compound for long periods, the resulting accumulations can be awe inspiring. If George Washington
had taken just one dollar from his first presidential salary and invested it at 8 percent—the average
rate of return on stocks over the past 200 years—his heirs today would have about $8 million. Think
about this every time you see Washington on a U.S. dollar bill.

Benjamin Franklin provides us with an actual rather than a hypothetical case. When Franklin died in
1790, he left a gift of $5,000 to each of his two favorite cities, Boston and Philadelphia. He stipulated
that the money was to be invested and could be paid out at two specific dates, the first 100 years and
the second 200 years after the date of the gift. After 100 years, each city was allowed to withdraw
$500,000 for public works projects. After 200 years, in 1991, they received the balance—which had
compounded to approximately $20 million for each city. Franklin’s example teaches all of us, in a
dramatic way, the power of compounding. As Franklin himself liked to describe the benefits of
compounding, “Money makes money. And the money that money makes, makes money.”

A modern example involves twin brothers, William and James, who are now 65 years old. Forty-five
years ago, when William was 20, he started a retirement account, putting $4,000 in the stock market at
the beginning of each year. After 20 years of contributions, totaling $80,000, he stopped making new
investments but left the accumulated contributions in his account. The fund earned 10 percent per
year, tax free. The second brother, James, started his own retirement account at age 40 (just after
William quit) and continued depositing $4,000 per year for the next 25 years for a total investment of
$100,000. When both brothers reached the age of 65, which one do you think had the bigger nest egg?



 
The answer is startling:

William’s account was worth almost $2.5 million.
James’ account was worth less than $400,000.

William’s won the race hands down. Despite having invested less money than James, William’s
stake was over $2 million greater. The moral is clear; you can accumulate much more money by
starting earlier and taking greater advantage of the miracle of compounding.

We could run through dozens of other examples using actual stock market returns. One investor
might start early but have the worst possible timing, investing at the peak of the stock market each
year. Another investor starts later but is the world’s luckiest investor, buying at the absolute bottom of
the market every year. The first investor, even though she may have invested less money and had the
worst possible timing, accumulates more money.

Luck in picking the right time to invest is all well and good, but time is much more important than
timing. There is always a good excuse to put off planning for retirement. Don’t let it happen to you.
Put time on your side. To get rich surely you have to do it wisely—which means slowly—and you will
have to start now.

Like all financial tools, the Rule of 72 needs to be applied wisely. It’s great when it’s working for
you but ghastly when working against you. That’s what makes credit card balances so dangerous. With
credit card debt, 18 percent is the “normal” interest rate charged. And if you don’t pay promptly,
you’ll soon be paying interest on interest—and interest on the interest on the interest.

Credit card debt is the exact opposite of a great investment. Wouldn’t you like to have an
investment that compounded at such a rapid rate? Of course you would. We all would. At 18 percent, a
debt doubles in just four years—and then redoubles again in the next four years. Ouch! That’s four
times as much debt in just eight years—and it’s still compounding! That compounding is why banks
have distributed credit cards so widely to people they don’t even know. And that’s why you should
never ever use any credit card debt.

SAVVY SAVINGS
We can hear the chorus of complaints already: “I know that the only sure road to a comfortable
retirement is to spend less than my income. I know that regular savings is the key to building wealth,
but I can’t make ends meet as it is!” In this chapter, we offer you some help by presenting a number of
savvy savings tips. Still, success will be up to you.

Saving is like weight control. Both take discipline and both depend on the right framing—the right
way of thinking about the discipline. Start with a single and powerful insight: People who are thin like
being thin, and people who save like saving. For many, the key to successful saving is to see saving as
a game, a game of control where you put yourself in control and make the important choices even
though your world is filled with thousands of daily temptations.

In both saving and weight control, successful people concentrate their thinking on the benefits they
will enjoy. Savers take pleasure in being savers and in having savings just as weight watchers take
pleasure in being thin, looking their best, receiving compliments, being in good health, and knowing
they’ll enjoy longer lives. Savers enjoy the inner satisfaction of being in control of their finances and
knowing they are ensuring their own financial independence and future happiness.

Warren Buffett, widely regarded as the world’s greatest investor, is famous for modest personal



 
spending even though he counts his net worth in the tens of billions. To Buffett, a dollar spent early in
his life costs him $7, $8, or more—the amount that dollar would have become over time if he had
invested it.

Because they center their thinking on enjoying the benefits of achieving their goals, most savers and
most slim people take pleasure in the process of saving and the process of keeping trim. They do not
think in terms of deprivation; they think in terms of making good progress toward achieving their
goal. As they make progress toward their goal, they have the fun and satisfaction of achievement.

You can, too.
The secret to saving is being rational. Being rational is simple, but by no means easy, because we’re

all so human and are hard wired to be flawed as savers and investors. For most of us, the best way to
start being more nearly rational is to discuss the topic openly and honestly with one or more good
friends. This works best if your friend is your spouse because he or she is as important to you as you
are to her or to him and, of course, you depend on each other.

If, after candid discussion, you like what you see about your spending, that’s really great. Carry on!
However, if like most of us you notice some things you do that you don’t like, think of these “misses”
as invitations to do better.

The easiest way to save is to skip all impulse purchases. Make up a shopping list before you go to
the store and stick to your list. This will help you stay focused on figuring out not only what you do
with your money, but why. Practice “double positive” shopping when you and your spouse or friend go
together: Agree that nothing gets purchased without both of you saying yes.

Saving provides you with the extra money you can use to make your future better. Learn by self-
observation how you could increase your success rate on spending wisely and on saving. The goal is
clear: Get the most of what you really want out of your life.

Every month or two, go over your expenditures, including credit card charges, together. Did each
expenditure give you equal value for money? Were they all equally worthwhile to you? Probably not.
Now focus on the most questionable few. Could you have had as much fun or memories as good
without one or two of them? Could you have quite happily substituted an alternative?

Do you ever get talked into spending more than you meant to by friends or salespeople or
advertisements? Have you never been showing off—not even a little? Since almost all of us are
influenced by what we see our peer group doing, chances are high that you are influenced, too. So take
a little extra time to decide for yourself.

Here’s an easy test of whether you are being influenced by what your neighbors will think: If you
were the only person who would ever know, would you spend the money? Keeping up with the Joneses
and the Smiths, as we all know, is a powerful force for spending. We like to be like our friends.
Teenagers are not the only ones who dress the way “everyone” dresses. That’s why brands like Prada,
Givenchy, and Polo are so valuable.

Take a careful look at all your expenditures and “triage” them into three baskets—best value, good
value, and dubious value. Then look for a few that, on reflection, are not really of high value to you.
Then stop them from taking your money away from you! Drop that money into a jar, or a bank, just as
a squirrel saves acorns for winter.

If you stayed in a smaller, plainer hotel room, would you really care? If a superior room is worth it
to you, fine. But if not, you have an opportunity to save and direct your savings to something you
really do care about.

For some city dwellers, taking a subway is better than finding a taxi because it is a lot cheaper and



 
often faster. For others, a taxi is worth the extra expense. And some people—each with one of those
two different kinds of preferences—are happily married to each other. Their secret is to agree to
disagree and to set limits.

One of us loves fine wines, knows a lot about them, and has a substantial collection. He “shops” the
wine list in a restaurant for value and almost always orders a superb wine at a bargain price. He gets
great joy from the selection process and from drinking the wine with dinner. The other never drinks
any wine. To each his own. Both are happy campers.

There are small ways to save and there are big ways to save. Let’s list some of each.

SMALL SAVINGS TIPS
Here are some ways to save on a few “little things,” but they can be fun and they do add up:

Buy Christmas cards on December 26 or 27—for next year.
If you’re out for dinner, find the two dishes you like best and order the less costly one and pocket
the difference. Or consider ordering a second appetizer—often “starters” have the best flavors—
and pocket even more.
Instead of going out to the movies, rent a recent release from Netflix, make your own popcorn,
and drink what’s in your refrigerator.
Buy books—even current best sellers—secondhand on Amazon.com.
Set the thermostat a few degrees lower in winter and wear a sweater.
Exchange your morning $4 latte for a simple cup of coffee.
Keep a record of all your expenditures. You’ll likely find that you really don’t need a lot of things
you are now buying.
Take the change out of your pockets each day and put it into a piggy bank. It can eventually add
up to a vacation. Or at the end of each month, put the funds into an investment plan.
Shop for low-cost auto insurance—and a further discount if you have a good driving record.
Next vacation, think of a fun place that is nice but out of season.

BIG WAYS TO SAVE
Here are some big ways to save. These really add up:

If you feel you need life insurance, buy inexpensive term insurance sold by local savings banks or
available on the Internet.

Term life insurance rates have been going down because people are living longer, insurance
companies are better at segmenting customers by risk, and the Web is cutting the cost of
distribution. (Check out Term4Sale.com and Accuquote.com.) Ten years ago, the “standard”
man at age 40 paid $1,300 for 20-year $100,000 term life insurance. Today he pays only $600.
Nice savings.

Concentrate your investments with low-fee managers. We will show you later what the low-fee
investment products are and how you can get them.
Buy nearly new pre-owned cars or use a smaller car—or both.
Self-insure small and moderate risks by having high deductibles on your auto insurance or fire
insurance. Much of the cost of insurance is paperwork on numerous small claims. Chances are,



 
you can self-insure on most losses and really only need insurance against major problems that are
unlikely.
Cut your spending back to what you were spending two or three years ago.
Ask your employer to help you save by automatically deducting 5 percent or 10 percent of your
weekly pay and adding it to your tax-advantaged investment account. If you pay yourself first,
you’ll pay less in tax and be less likely to spend every nickel you earn.
Enroll in a “Save More Tomorrow” plan. These plans commit you to save some part—and only
part—of next year’s raise.

Think in terms of opportunity cost. Think of every dollar you spend as the amount it could grow into
by the time you retire. Ben Franklin famously advised, “A penny saved is a penny earned.” He was
right but not entirely right. The Rule of 72 shows why. If you save money and invest it at, say, a 7
percent average annual return, $1 saved today becomes $2 in about 10 years, $4 in 20 years, and $8 in
30 years, and so on and on, inevitably growing. So the dollar a young person spends on some
nonessential today would mean that $10 or more will be given up in retirement.

If you need further discipline, remember that some say the only thing worse than dying is to outlive
the money you have set aside for retirement.

LET THE GOVERNMENT HELP YOU SAVE
Throughout history, people have changed their behavior to avoid taxes. Centuries ago, the Duke of
Tuscany imposed a tax on salt. Tuscan bakers responded by eliminating salt in their recipes and giving
us the delicious Tuscan bread we enjoy today. If you visit Amsterdam, you will notice that almost all
the old houses are narrow and tall. They were constructed that way to minimize property taxes, which
were based on the width of a house. Consider another architectural example, the invention of the
mansard roof in France. Property taxes were often levied on the number of rooms in a house and,
therefore, rooms on the second or third floor were considered just as ratable as those on the ground
floor. But if a mansard roof was constructed on the third floor, those rooms were considered to be part
of an attic and not taxed. So follow the historical tradition. Tax minimization should be a key
objective in the way you organize your financial life. And by minimizing taxes, you can have more to
save and invest.

We are not suggesting that you attempt to cheat the government. Don’t even begin to think of that.
But we do urge you to take full advantage of the variety of opportunities to make your savings tax
deductible and to let your savings and investments grow tax free.

In the United States, consumers have long lived beyond their means; consumption expenditures have
been excessive, savings inadequate, and indebtedness dangerously high. As a matter of national
policy, a number of tax incentives have been established to encourage Americans to save. But millions
of Americans are not taking advantage of these incentives. For all but the wealthiest people, there is
no reason to pay any taxes at all on the earnings that you set aside to provide for a secure retirement.
Almost all investors, except the super wealthy, can allow the earnings from their retirement
investments to grow tax free. We describe the vehicles available to you in the Appendix at the end of
this book.



 OWN YOUR HOME
“Neither a borrower nor a lender be,” declared Polonius in Shakespeare’s Hamlet. As usual,
Shakespeare had it right—almost. As with every good rule, there’s one exception: a mortgage on your
family home. While we believe you should never take on credit card debt, a mortgage makes sense for
four reasons:

1. It enables a young family to have a nice place to live when the kids are growing up.
2. Your bank will not let you borrow more than you can sensibly handle given your income. (This
was true for 70 years. Then, as we’ve recently painfully learned, banks lent too much and we have
all suffered the global financial crisis. Now sensible mortgage lending is going to be the rule
again. Thank goodness!)
3. A mortgage is a very special kind of debt: When you take out a mortgage, you decide when to
pay the money back. (Being in debt is different. When you’re in debt, as in credit card debt, the
lender decides when you have to pay it back. That decision can come your way at a most
inconvenient time.) And remember the tax advantages of owning a home financed with a
mortgage. The mortgage interest costs are tax deductible, so Uncle Sam helps out by lowering
your tax bill.
4. The rate of interest you will pay on a home mortgage is substantially below the interest rate on
credit card debt.

The price of homes has risen along with inflation for more than 100 years, so housing usually has
been a good inflation hedge. Of course, that wasn’t the case during the great real estate bubble of
2006–2008, but house prices have now returned to more normal values and home ownership is once
again a sensible investment in family happiness.

HOW DO I CATCH UP?
“Okay, coach,” you might say at this point, “I wish I’d read your book when in my twenties. But I
didn’t begin to save, or get out of debt, early in life. Now, in my fifties (or even sixties), I have little
or no accumulated savings. Is there any way to close the money gap?”

Fortunately the answer is yes, and Uncle Sam provides some extra tax incentives to help you catch
up. But it won’t be easy. The only way to make up for lost time is to start a disciplined program of
saving—now. The tax laws make it possible for investors over 50 to make extra contributions to their
tax-advantaged retirement plans. By making additional contributions to employer-sponsored 401(k) or
individual retirement plans, older investors can reduce current taxes and ensure that all of the earnings
from their investments accumulate tax-free.

While there are lots of uncertainties as you look forward to retirement, one thing is certain: By
spending less, you can save more—and saving more is essential. It’s never too late to downsize your
current lifestyle and start saving. You could consider selling your large house and moving into a
simpler, less expensive place. Or you could move to a less expensive location where living costs and
taxes are lower. You don’t have easy choices, but with discipline you can make up for lost time.

You may decide to push back your retirement date a few years. There’s no law that says age 60, 65,
or even 75 is the particular age at which you should stop working. Indeed, people who work at least
part-time into their seventies are generally healthier and more alert than those who do nothing. And



 
postponing retirement can often fatten your Social Security benefits.

If you do own a home, consider making the most of your home equity. As this book is being written,
mortgage rates are low. If you have not refinanced your home, do so now. With long-term mortgage
rates below 5 percent in 2012, you can slash your monthly payments and put the savings to work in
your investment portfolio. If you are retired and have considerable equity in your home, you might
consider a “reverse mortgage,” where you borrow against the value of your home. Instead of paying
your mortgage off, you gradually receive payments up to the amount of the loan. Of course this is not
saving, and it will not provide an inheritance for your heirs, but it may help you meet your expenses.

- - - - - - - - - -

Even if you failed to save enough on a regular schedule earlier in your life—the first
fundamental rule for achieving financial security—it’s never too late to start.

- - - - - - - - - -

Live modestly and avoid taking on credit card debt. Even if you failed to save enough on a regular
schedule earlier in your life—the first fundamental rule for achieving financial security—it’s never
too late to start.

*This line is from a poem entitled “Maud Muller,” written in 1856.
†Or as Malcolm Gladwell suggests in Blink, you might try to get taller. Being six feet tall adds over
$5,000 a year to your income because our society prefers taller people—so they enjoy better-paying
careers.



 CHAPTER II

INDEX

“Diz ‘n’ me gonna win 50 games.”
“We will land a man on the moon and return him safely in this decade.”
“I shall return.”
Each of these major plans met one great test: clarity. If your plan is clear, it will be easier for you to

stay on plan. The other test of a good plan is that it works. It works for you because it’s doable. It
works in the market because it’s realistic. It works because it helps you achieve your objectives.

Great coaches all agree with a simple summary of how to succeed in athletics: Plan your play and
play your plan. That’s why you’ll want to develop a clear and simple financial plan and stay the
course.

Here, we present a remarkably simple plan for investing that uses low-cost index funds as your
primary investment vehicles. Index funds simply buy and hold the stocks (or bonds) in all or part of
the market. By buying a share in a “total market” index fund, you acquire an ownership share in all the
major businesses in the economy. Index funds eliminate the anxiety and expense of trying to predict
which individual stocks, bonds, or mutual funds will beat the market.

- - - - - - - - - -

This simple investment strategy—indexing—has outperformed all but a handful of the
thousands of equity and bond funds that are sold to the public.

- - - - - - - - - -

This simple investment strategy—indexing—has outperformed all but a handful of the thousands of
equity and bond funds that are sold to the public. But you wouldn’t know this when Wall Street throws
everything but the kitchen sink at you to convince you otherwise. This is the plan we use ourselves for
our retirement funds, and this is the plan we urge you to follow, too.

NOBODY KNOWS MORE THAN THE
MARKET

It is difficult for most investors to believe that the stock market is actually smarter or better informed
than they are. Most financial professionals still do not accept the premise—perhaps because they earn
lucrative fees and believe they can pick and choose the best stocks and beat the market. (As the author
Upton Sinclair observed a century ago, “It is difficult to get a man to understand something when his
salary depends upon his not understanding it.”) The cold truth is that our financial markets, while



 
prone to occasional excesses of either optimism or pessimism, are actually smarter than almost all
individuals. Almost no investor consistently outperforms the market either by predicting its
movements or by selecting particular stocks.

Why is it that you can’t hear some favorable piece of news on the radio or TV or read it on the
Internet and use that information to make a favorable trade? Because an army of profit-seeking, full-
time professionals will have likely already pounced on the news to drive the stock price up before you
have a chance to act. That’s why the most important pieces of news (such as takeover offers) are
announced when the market is closed. By the time trading opens the next day, prices already reflect
the offer. You can be sure that whatever news you hear has already been reflected in stock prices.
Something that everyone knows is not worth knowing. Jason Zweig, the personal finance columnist
for the Wall Street Journal, describes the situation as follows:

I’m often accused of “disempowering” people because I refuse to give any credence to anyone’s
hope of beating the market. The knowledge that I don’t need to know anything is an incredibly
profound form of knowledge. Personally, I think it’s the ultimate form of empowerment. . . . If you
can plug your ears to every attempt (by anyone) to predict what the markets will do, you will
outperform nearly every other investor alive over the long run. Only the mantra of “I don’t know,
and I don’t care” will get you there.*

This doesn’t mean that the overall market is always correctly priced. Stock markets often make
major mistakes, and market prices tend to be far more volatile than the underlying conditions warrant.
Internet and technology stocks got bid up to outlandish prices in early 2000, and some tech stocks
subsequently declined by 90 percent or more. Housing prices advanced to bubble levels during the
early 2000s. When the bubble popped in 2008 and 2009, it not only brought house prices down, it also
destroyed the stocks of banks and other financial institutions around the world.

- - - - - - - - - -

Nobody knows more than the market.
- - - - - - - - - -

But don’t for a minute think that professional financial advice would have saved you from the
financial tsunami. Professionally managed funds also loaded up with Internet and bank stocks—even
at the height of their respective bubbles—because that’s where the action was and managers wanted to
“participate” (and not get left out). And professionally managed funds tend to have their lowest cash
positions at market tops and highest cash positions at market bottoms. Only after the fact do we all
have 20–20 vision that the past mispricing was “obvious.” As the legendary investor Bernard Baruch
once noted, “Only liars manage always to be out of the market during bad times and in during good
times.”

Rex Sinquefield of Dimensional Fund Advisors puts it in a particularly brutal way: “There are three
classes of people who do not believe that markets work: the Cubans, the North Koreans, and active
managers.”

THE INDEX FUND SOLUTION
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