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A New York Times Bestseller A Business Week Bestseller

“[Solin’s] recommendations are sound and simple to put into effect... it is clear he is on to something.”

—The New York Times

 

 

“This is the simple hands-on, how-to and why book many readers have been looking for. My advice: Take this book to the beach. Check out Mr. Solin’s blog. Leave the Wall Street prattle behind.”

—Scott Burns, syndicated columnist

 

 

“A no-nonsense, no-fuss guide for investors of all experience levels and financial resources.”

—Kirkus

 

 

“Solin does a great job of keeping his advice simple; his guide can be read and digested in a couple of hours.”

—Library Journal

 

 

“It’s tightly written, always on-point and not weighed down with anecdotes and aphorisms, and could be just the instruction book that you were looking for but never received with that thick pension package from your company’s HR department.”

—The Miami Herald

 

 

“This slim and easy-to-read explanation of the basics urges readers to do away with stockbrokers and other advisors and instead rely on low-cost index funds. Active managers, it argues, have a hard time beating the market.”

—Kiplinger Personal Finance at Kiplinger.com

 

 

“Solin tells you what Wall Street won’t—the winning strategy for them is the losing strategy for you. He provides simple, straightforward, but smart advice that will help you create a small fortune or prevent Wall Street from turning your large fortune into a small one.”

—Larry Swedroe, author of The Only Guide to a Winning Investment Strategy You Will Ever Need

 

 

“For the busy, for the bewildered and for the burned, The Smartest Investment Book You’ll Ever Read will provide the enlightenment and the gumption to free yourself from the clutches of the investment industry and the wisdom and direction necessary to get yourself back on track. Dan Solin has done it again with a little gem that belongs on every investor’s bookshelf.”

—William Bernstein, author of The Four Pillars of Investing

 

 

“Every employee with a 401(k) plan should be following the advice in Dan Solin’s book and every employer should insure that the 401(k) plans they offer permit employees to do so. I am giving this book to all of my clients and hope that they will distribute it to their employees.”

—Joseph Concheck, president of National Benefit Programs

 

 

“In 90 minutes you will become smarter than 95 percent of those professional investment managers who’ve been profiting at your expense.”

—Mark T. Hebner, author of Index Funds: The 12-Step Program for Active Investors

 

 

“As an attorney representing investors, Dan Solin brings a unique perspective to the obstacles individuals often confront in achieving rates of return that should be theirs for the taking. Anyone applying his simple but powerful message will enhance their chances of investment success.”

—Weston J. Wellington, vice president of Dimensional Fund Advisors
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A SIMPLE PLAN THAT WORKS IN GOOD TIMES AND BAD

Wise men profit more from fools than fools from wise men; for the wise men shun the mistakes of fools, but fools do not imitate the successes of the wise.

—Cato the Elder (234-149 BC), from Plutarch, Lives

 

 

 

In this book I explain how more than $4 trillion has been invested by the most sophisticated money managers in the world. They aren’t calling up their brokers looking for the next hot stock or fund. In fact, they don’t use any brokers at all. They don’t engage in any market timing. They are unconcerned about short-term market gyrations. They have a very simple way to maximize their returns: They buy the global markets, using low-cost index funds.

I lay out how individual investors could follow the same strategy and fundamentally change the way they invest. This advice is as relevant today as it was when the book was first published in November, 2006.

At that time, the stock market was booming. Wall Street was enjoying record bonuses. The housing market made us all feel like there was no end in sight to the growth in equity in our homes.

Then came the crash of 2008. How the mighty have fallen!

Wall Street as we knew it has largely disappeared. Icons like Lehman Brothers and Bear Stearns are gone. Trillions of dollars of your money has been lost. Housing auctions, where eager buyers camped out to “buy and flip,” have been replaced by foreclosures.  One school district in New York City reported that 20 percent of its students are homeless.

Huge endowments at Harvard, Yale and Stanford each lost more that 25 percent of their value—representing billions—largely due to speculative “alternative” investments that were all the rage at the time.

Retirees and those planning for retirement have been the hardest hit. They’ve been forced to adjust to the new economic reality of less money to live on and the looming possibility of running out of money altogether.

Is it possible that the simple, easy-to-implement strategies in The  Smartest Investment Book You’ll Ever Read could have mitigated these losses?

Yes!

I advised readers not to rely on stock picking, market timing, stock brokers, or advisors. I described them as “emperors with no clothes” who fleeced investors by pretending to be able to time the markets and pick stocks and mutual funds. I set forth overwhelming evidence showing no one has these skills.

I told readers not to use these “investment pros.” Instead, I recommended that people take charge and implement a very different investment strategy:•  Determine the correct asset allocation (the division of a portfolio between stocks and bonds);
•  Buy a globally diversified portfolio of three low-cost index funds directly from major fund families like Vanguard, Fidelity and T. Rowe Price;
•  Rebalance periodically to keep the asset allocation intact.



This advice was so easy that many were skeptical. What about the insights of brokers with their huge research departments? Many  investors were incredulous. They could not believe doing research was a waste of time and irrelevant to maximizing their returns.

The securities industry criticized my advice as being for only “novice” investors, but not for those who had the time to do research or rely on others who could do it for them.

The evidence in my book (based on Nobel Prize-winning research) set forth the dismal record of active management. It was just too compelling.

As evidenced by the thousands of emails I received, it seems that an avalanche of investors dumped their brokers and adopted my investment strategy. Many expressed the view that they knew something was wrong with the system but they didn’t believe there was any alternative.

When the markets tanked, the securities industry, which brought the world to the brink of a global depression, fought back. One financial expert proclaimed on CNBC that “buying and holding isn’t going to make you money anytime soon.”

The head of investment strategy at a major firm announced the death of diversification: “A diversified approach worked like a charm until October last year [2007] ... But diversification failed in 2008.”

No wonder the question I get asked most often is: Is the advice in your book still valid?

Here’s the answer: Absolutely.

Did your broker predict the crash of 2008 and tell you to “flee to safety”? If he did, did he also tell you to get back into the markets so that you would benefit from the rapid market recovery in 2009?

Probably not.

Then why would you rely on market timing and stock picking today?

What about diversification? I recommend a globally diversified portfolio. In 2008, everything went down. Did diversification fail?

Not at all. It worked exactly the way it was designed to function.

The bond portion of a globally diversified portfolio increased in value in 2008. The stock portion went down. Investors who were properly allocated between stocks and bonds didn’t panic. If they needed funds from their portfolio, they liquidated some of their bonds. They didn’t have to sell stocks at a big loss in a down market. They could hang on for the long term, which is the basic tenet of my recommended investment strategy.

Is buy and hold really “dead”?

Not at all.

Let’s take a worst-case example for a buy and hold strategy: Assume an investor followed the advice in my book and invested $10,000 on October 1, 2007. She could not have picked a worse time. The Dow closed at a record 14,087.

When the markets plunged, she didn’t panic. She ignored the advice of the financial pundits to “flee to safety.” She did nothing.

How did her portfolio do as of September 30, 2009?

Here are the results for the four levels of risk set forth in this book (using Vanguard index funds):[image: 002]



Compare these results to your actively managed portfolio.

Remember, if you have less than 5 years before you’ll need a significant portion of your investments, you should be exposed to no stock market risk.

If you qualify for an aggressive portfolio (80 percent stocks and 20 percent bonds), you have represented that you have 12 years or more  before you will need to touch your funds. That’s long enough to give you plenty of time for a full recovery and a return to profits.

While short-term data is not reliable, these results speak well for both buy and hold and for the fundamental investing principles I recommend.

How did active managers fare in the bear market? They are supposed to be the real “investment pros.” They get paid millions of dollars to “beat the markets.” How hard can it be to outperform a static index?

It must be very difficult.

According to a report prepared by Standard & Poor’s, more than 70 percent of all actively managed U.S. stock mutual funds underperformed their benchmarks for the five-year period ending 2008.

The underperformance in some sectors was stunning: 85 percent of actively managed small cap funds underperformed their benchmark, and 96 percent of actively managed small-gap growth funds returned less than their benchmark.

The poor performance of actively managed funds was not an anomaly. The results were consistent with the previous five-year cycle.

Here’s the bottom line according to Standard & Poor’s: The “belief that bear markets favor active management is a myth.”

Smart Investing has withstood the test of time and baptism by fire.

Yet 90 percent of investors are lured by the false promise of greater returns without greater risk. They continue to fall prey to brokers peddling everything from hedge funds to gold. Every day these brokers advise their clients to buy and sell stocks and actively managed mutual funds, with little regard to risk and no regard for the data indicating this is a zero sum game for the investor (although it does turn a tidy profit for the broker).

The financial media shamelessly aids this farce with endless  predictions about the markets. These are nothing more than the musings of self-promoting financial pundits looking for the opportunity to generate business for their firms.

Smart Investors operate in an alternative universe. You have found a better way. Do not veer from your course. There are plenty of sheep waiting to be shorn. Don’t be one of them.

For those who are new to academic-based investing using index funds, welcome aboard. You are about to start a journey to superior returns with minimal stress. For many, it will unfortunately come after you have suffered meaningful losses relying on your broker. Others will be starting your investing journey. To all of you, let me say this: If you follow the basic principles in this book, you will never become a victim of the securities industry.

 

DANIEL R. SOLIN

OCTOBER 15, 2009




PART ONE

BECOME A SMART INVESTOR: CHANGE YOUR INVESTMENT LIFE FOREVER
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An Unbelievable Chimp Story

The investor’s chief problem—and even his worst enemy—is likely to be himself.

—Benjamin Graham, author of The Intelligent Investor

 

 

 

 

There is a chimpanzee in a remote region of Sierra Leone that routinely performs open-heart surgery. His success rate is higher—and his mortality rate lower—than many of the finest heart surgeons in the world.

I made that up.

But if you read that report in the newspaper, you would think that either:1. That chimp is really extraordinary; or
2. Those heart surgeons are not very good.


If the story were true, and you needed a heart operation, you might seek out the chimp and avoid the heart surgeons.

The Financial Times of London annually runs a contest, pitting a neophyte investor against market analysts. In 2002, a five-year-old London girl chose stocks randomly from one hundred pieces of paper  listing companies on the Financial Times Stock Exchange. Her results were compared to those of a top financial analyst and those of a woman who used the “movement of the planets” to choose her portfolio.

Over a period of one year, the little girl won handily. Very handily, as a matter of fact. Her stocks gained 5.8 percent. In stark contrast, the portfolio of the professional analyst lost 46.2 percent. The analyst was also bested by the financial astrologer, whose stocks lost only 6.2 percent.

The little girl celebrated by going to McDonald’s. I suspect the analyst continued to dine at more expensive establishments.

There are some excellent peer-reviewed studies that demonstrate that the stocks most highly rated by financial analysts consistently underperform the market.

Those reports are fact.

Either the little girl is very good, the analysts are very bad or the much-touted skill of stock picking is not something that any smart investor would want to bet the farm on.

And the chimp? Well, he still doesn’t perform open-heart surgery.
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An Unbelievable True Story

Most individual investors would be better off in an index mutual fund.

—Peter Lynch, former manager of the Fidelity Magellan Fund,  Barron’s, April 2, 1990

 

 

 

 

There are 100 million individual investors in the United States. They hold $8 trillion of stocks. More than $7.5 trillion of this money is invested the wrong way—by money managers who engage in what I call “hyperactive management”: trying to “beat the market” by picking winners and timing the market. This is dumb money.

In sharp contrast, trillions of dollars of assets of pensions, foundations and university endowments are invested the right way—by money managers who seek market returns by investing in all of the stocks and bonds in broad market indexes. This is smart money.

Ironically, investing for market returns—being among the smart money—is much easier than investing hyperactively, because:■ You don’t have to pay any attention to the financial media.
■ You don’t have to sift though mountains of often-conflicting and confusing information from self-styled experts.
■ It is less expensive. MONEY MANAGERS are professionals who invest money on behalf of others. They take funds from individuals, pension funds, foundations and other endowments and invest it in markets according to particular criteria. Money managers are usually paid based on a percentage of the total money they invest. Therefore, if their investments make money and the pool of money they invest grows, so does their income.



■The results are demonstrably superior.
■The vast majority of investors do not need any advisor or broker. You can deal directly with brand-name mutual fund families or use Exchange Traded Funds (ETFs).
■It should take you only ninety minutes or so a year.



Why then does such a gap exist between the investing strategy of smart money and the way most individual investors invest? It is because most investors use financial consultants employed by the major brokerage firms or independent financial advisors who earn commissions or fees for selling financial products.

Virtually all of these brokerage-based financial consultants and most independent financial advisors manage money using dumb-money management techniques. They engage in market timing and  stock picking because doing so makes them money.




THE TRUTH ABOUT DUMB MONEY INVESTING 

Most financial advisors who work within this dumb-money system believe they have the ability to choose stocks and mutual funds that will outperform most other stocks and mutual funds—at least, that is what they tell their clients.

Or, if they admit they can’t time the market and pick stocks, they tell their clients they can put the client’s money with a money manager who can do these things.

But there is little independent, peer-reviewed, scientifically valid  evidence that anyone can successfully engage in either market timing or stock picking consistently over the long term. In fact, all the evidence concludes that the opposite is true. To be sure, every year some managers do “beat the market” by beating their benchmark index. A few managers even do it for many years in a row. But the number of managers who beat the market is the amount one would expect, given statistical chance. The fact that they beat the market is not proof that they are better at what they do than others. They beat the market due to simple statistical rules.

MARKET TIMING refers to the supposed ability to forecast whether the market is at a peak or in a valley, and to profit from that prediction.

 

STOCK PICKING refers to the supposed ability to select stocks that are undervalued and will outperform the market over some future period of time.


Financial consultants, money managers and mutual fund managers who attempt to beat the market are engaged in what I call “hyperactive management.” And I call these investment professionals “hyperactive brokers and advisors” because that is what they are.

Smart-money investors avoid those advisors and money managers. They invest directly with fund managers who know that, absent a lucky streak, the market return is really the best return.

You should invest this way, too—for market returns.

If you ignore this advice, you are doing yourself a huge disservice. The  securities industry adds costs. It subtracts value. Advisors who counsel their clients that they can beat the markets are assured of success in one area: transferring money from their clients’ pockets to their own.




WHY HYPERACTIVE MANAGEMENT IS SO EXPENSIVE 

The biggest problem with hyperactive management is expenses. They are so substantial that, when coupled with taxes and other hidden costs, the odds against a hyperactively managed portfolio beating the comparable market returns over an extended period are very, very long.

 The SECURITIES INDUSTRY is made up of the brokerage firms, investment banks, insurance companies, and other entities that develop, package and market stocks and bonds in order for corporations and government entities to raise capital from outside investors and for investors to seek investment returns.


The success of hyperactive brokers and advisors is really not success in investing, but success in selling. Their success in selling is based on five sacred beliefs, all of which are untrue:1. Hyperactive brokers and advisors can beat the markets;
2. Hyperactive brokers and advisors can time the markets;
3. Market timing and stock selection are really important;
4. The more expensive a product or service, the more valuable it must be;
5. Things that are exclusive or elitist are more valuable.


It is a system that depends on its ability to convince you, through the expenditure of hundreds of millions of dollars of advertising, that you need to listen to these “experts.” You don’t. Smart Investors don’t give their money to hyperactive brokers or advisers to do things that they can do better themselves.
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Smart Investing Takes Less Time than Brunch

The first key to wisdom is defined, of course, as assiduous and frequent questioning.

—Pierre Abélard, 1079-1142, Sic et Non, translated by W. J. Lewis

 

 

 

 

So why is this the smartest investment book you’ll ever read? Because it is simple. It is understandable. It doesn’t beat around the bush and it doesn’t pull punches. It tells you exactly why you should call your stock-picking, market-timing, stockbroker or investment advisor today and tell him or her you are taking control of your money.

You are moving your money where you can get superior long-term returns without the hassle and worry you currently have with your investments. You have seen the light—the light of investing for market returns.

If that isn’t smart, I don’t know what is.

Brokers and investment advisors cannot beat market returns over the long term.

They talk the talk, but they can’t walk the walk.

There are hundreds of academic studies that demonstrate this fact conclusively.

If investors knew this, they wouldn’t use these brokers or advisors. But the securities industry, assisted by the financial media, perpetuates the myth that they are able to beat the markets consistently over the long term, and they hide the data that demonstrate conclusively that this simply is not true.

Investors of all stripes lose billions of dollars a year because they don’t understand that there is an easy, sure-fire way to achieve market returns without using brokers or investment advisors.

And achieving market returns is a big deal. That’s because there is ample data indicating that, over the long term, simply achieving market returns will beat 95 percent of all professionally managed investment portfolios.

Now that I have told you this secret, I am going to explain how you can achieve market returns. It is simple, easy and not expensive.

It should not take you very long to read this book. But it is an investment of time that can change your life.

Once you have read the book, it shouldn’t take you more than ninety minutes to fill out the necessary forms to have your money managed in a smart way. And after that, it shouldn’t take you more than ninety minutes a year to make sure your investment portfolio continues to be structured the way you want it to be.

And you can do this yourself—you won’t have to pay a broker or advisor.

Now, if taking control of your financial life in ninety minutes a year isn’t smart, I don’t know what is.
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