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	4. Front Matter
Dedication
This book  is dedicated to my daughter Jessica, for whom it is written and
who inspired me to write it. And to the readers of www.jlcollinsnh.com
whose questions and comments over the years helped me more fully
understand what those aspiring to financial independence want and need to
know.
 


	5. Disclaimer
The ideas, concepts  and everything else in this book are simply my opinion
based on what has worked for me and what has kicked me in the ass. It may
not continue to work for me and it may not work for you.
While I hope the book answers some of your questions and provides
valuable guidance, I cannot possibly know the full details of any reader’s
personal situation or needs.
As the author, I make no representations as to accuracy, completeness,
currentness, suitability, or validity of any information in this book and will
not be liable for any errors, omissions, or delays in this information or any
losses, injuries, or damages arising from its display or use. All information is
provided on an as-is basis.
You are solely responsible for your own choices. There are absolutely no
guarantees here.
 


	6. Acknowledgements
I am an  avid reader. As such, I have read the acknowledgement page of many
books. I’ve always scoffed. Sure, I’d think to myself, some people might
have done a bit to smooth the rough edges, but the real heavy lifting was
done by the author who is now just being nice.
Then I wrote this book.
Editing
The Simple Path to Wealth wouldn’t exist were it not for my editor, Tim
Lawrence (www.timjlawrence.com), and that is no idle or simply kind
assertion.
His guidance has certainly made the finished product a far better piece.
But his relentless encouragement, persistence and faith in the value of and
need for the book are what finally dragged me across the finish line. He even
relentlessly forced me to pare down my use of the word “relentless” of which
I am overly fond. But as he is not editing this Acknowledgement page, I get
to slip it in again thrice more.
So arduous was this task, near the end he fled for the peace and sanctuary
of a monastery. I’m pleased to report, after half a year, he has returned to the
rest of us.
Since then he has been living nomadically. Last I heard he was
somewhere in Southeast Asia. He writes about adversity and resilience.
Remarkably, he is still speaking to me.
Cover Design
 


	7. Since the moment  I first shared it as a work in progress, the cover of this
book has received rave reviews. My guess is you would have given it one too
had you been asked. So when I say designer Carol Chu
(www.heycarolchu.com) did a brilliant job, I do so without fear of
contradiction.
Where such talent comes from, who knows? I can tell you, she was a
White House intern in the 90s (before Monica Lewinsky’s time) and she’s
burned through three passports; collecting stamps from Haiti, India, Estonia,
Japan, France, Denmark, Norway, Finland and Italy along the way. The
Russian border patrol once detained her, seizing her passport.
She’s been a professional designer for over 15 years and outside of her
day job, she’s illustrated three books and authored two. She restores and sells
mid-century furniture with her poet husband as a side hustle. They met in a
blizzard.
All that is well and good, but when it comes to her success with this cover
and working with me, my money says the key is that experience with the
Russians.
Cover Illustration
I love the illustration on this book’s cover. I’ve been friends with Trisha Ray
(www.trisharay.com) dating back to my bicycle trip thru Ireland where she
and her then fiancé kidnapped me, hauled me up to Galway for a music
festival and then abandoned me on the side of the road to find my own way
back. How could we not wind up friends?
She has lived and worked in twelve countries on four continents and
currently resides in New Mexico with her musician partner and a worried cat.
Now that she has sold her import/export company, she has more time for her
travels with backpack and sketchbook. Her book, Meanwhile, Back in Los
Ranchos, is filled with her wonderful illustrations and short, well told stories
about the adventures that lead to them. “I was arrested twice. Once for
reckless parking and once for grave digging. I was guilty of both.”
 


	8. There is even  a story, with pictures, about me in there. But not about my
kidnapping.
Interior Design
Mary Jaracz has worked as a professional graphic designer for nearly 15
years. She’s won awards for her book designs, a rock band T-shirt design,
and for her homemade Oreo recipe.
Easily lured into a challenge, she’s learned a variety of art forms including
glassblowing, ceramics, wood block carving, and fabric design. Mary and her
husband enjoy trying to keep up with their late 1800s historic home and their
two sons. She can be contacted at maryjaracz@gmail.com.
Should you need the inside of your book designed, or just a good Oreo
cookie recipe, I strongly urge you to do so. Assuming, after dealing with me,
she ever accepts another assignment.
Proofreading
Because I am a bit obsessive, I used two proofreaders. The two I found each
had a bit more than just professional proofreading expertise.
Dr. Kelly Paradis has a Ph.D. in atomic physics and currently works
as an academic medical physicist at a major medical center in the
Midwest. So, of course, when she raised her hand to volunteer I told
her she wasn’t quite educated enough to proofread The Simple Path to
Wealth.
Her graduate work focused on the application of trapped atoms for
quantum information and she now applies the principles of physics to
treating cancer with radiation therapy, speaking both nationally and
internationally about research applications in the field. So, then I
figured, “Well, maybe.”
In addition to the proofing, she also checked all the math. Probably
because she had learned to question my judgement.
 


	9. When she’s not  in the lab lighting things on fire or blowing them
up, Kelly, her husband, and their cat Apollo write about their own
journey to financial independence at www.frugalparadise.com.
Rich Carey is a Lieutenant Colonel in the United States Air Force so,
of course, I told him he didn’t rank highly enough for this task.
He has spent most of his 16-year military career overseas. In this
time, he has worked with NATO, the United Nations, various foreign
militaries and law enforcement organizations, and has even been
involved in international peace negotiations. He is fluent in Chinese
and also speaks Japanese. More importantly, for my purposes, he is a
native English speaker.
His avocation is financial independence and his approach has
allowed him to pay off his D.C. townhouse and student loans in six
years. He also has purchased several rental properties which he owns
mortgage-free. He writes about his journey at
www.richonmoney.com.
Fact checkers
As the concepts, opinions and approaches presented in this book often run
counter to the norm, it was especially important to me that the facts be
correct. So I used three fact checkers.
Two of the very smartest writers on financial independence out there
today are the Mad Fientist of www.madfientist.com (a financial blog that
includes the occasional travel post) who is still trying to preserve some of his
privacy and Jeremy Jacobson of www.gocurrycracker.com (a long-term
slow travel blog that includes the occasional financial post) who doesn't care.
When I read their work, both these guys routinely have me sitting back in
my chair thinking, “Wow. I never thought of that.” Or, “I never thought of
that in quite that way.” When you’ve been knocking around this investing
stuff as long as I have, that’s no small thing.
They were just what I needed to keep this book on track.
 


	10. As was Matt  Becker of www.momanddadmoney.com. Matt is a fee-only
financial planner. As you’ll read in the book, I’m a fairly harsh critic of the
profession and many in it. But Matt is one of the “good guys” and his insights
and perspective have broadened my own. This book is better for it.
Readers
As the book came together, I wanted to make sure it “worked” for my target
audience.
What I needed were people who were smart, who loved reading and who
knew little about personal finance but who were interested enough to read a
book on the subject. I also wanted people who didn’t know me personally as
to eliminate any bias.
My contacts connected me with three:
Tom Mullen is a globe-trotting Management Consultant and the
author of several books on wine, travel and leadership. You can
find him, and sample his splendid writing, on
www.roundwoodpress.com and www.vinoexpressions.com.
As an avid reader, middle school reading specialist and college
professor, Kate Schoedinger was a perfect choice to read the
drafts. She made sure the concepts in this book were clear for the
non-financial-types, as she is, in her own wry words, “no financial
professor or specialist.”
Brynne Conroy is a personal finance blogger and freelance writer.
On her site, www.femmefrugality.com, she shares helpful tips and
money tricks, largely in the realms of day-to-day savings and
increasing income. But she’s only recently entered the area of
investing, making her a perfect reader for this project. She’s smart,
knows good writing and enough on the subject to make sure I
stayed on track.
 


	11. Foreword
Pete Adeney, a.k.a  Mr. Money Mustache (www.mrmoneymustache.com),
graciously agreed to write the foreword. Pete is a major force in the world of
financial independence and has been a longtime supporter of my blog and
investing approach. He is also the first person I asked to be a speaker at our
annual Chautauqua event in Ecuador, and he has been there every year since.
Those were reason enough to ask him. The fact that he readily agreed and
then proceeded to turn out the brilliant piece that follows, is humbling. I owe
you, my friend.
Emotional support
Creating this book has been a long and sometimes stressful process. The
emotional rollercoaster had me at times depressed, at times foaming-at-the-
mouth raving and at times giddy with delight. My wife, Jane, endured it all
without stabbing me in my sleep. That there is not an award for this is one of
the great shortcomings of our civilization.
In short, with all their help, this book is as good as I am able to make it.
Any shortcomings, flaws or inaccuracies are entirely mine and very likely
result from those few moments when I failed to follow their wise counsel.
Thank you for reading it.
 


	12. Foreword
There’s no shortage  of stuff you really should be learning in this world, and
no shortage of books about exactly that same stuff. Every bit of knowledge
you could ever hope for is already waiting right there in a book somewhere.
Or a whole shelf of books. Heck, you could probably fill an entire
underground parking garage with all the books that have been written on the
subject of investing alone, and still find more pouring out onto the ground
when you climbed back out.
The problem is that most of those books are boring and you end up setting
them down with a bookmark somewhere around page 25, never to return.
Even with the best of skills and intentions, I find that the writers of most
books about stock investing cannot seem to get it right. They drag it out
painfully or write paragraphs so dry and dense that you find yourself re-
reading the same passage over and over for half an hour while your mind
wanders off to more interesting pastures.
JL Collins takes this old style of investment book writing and disregards it
completely. He creates the stuff that your mind wants to run to when it is
tired of reading about stocks. Instead of esoteric equations about measuring a
stock’s alpha and comparing it to its beta, he compares the entire stock
market to a large mug of beer and explains why it’s still worth buying even
when it comes along with an unpredictable quantity of foam.
He lights up the campfire and just starts telling stories, and if those stories
just happen to be about exactly what you wanted to learn in the first place,
your new knowledge is a happy side effect.
This is exactly what happened in real life a few years ago, when Jim
started writing a series of blog posts on www.jlcollinsnh.com about good
investing. I read them all as they came out, and they were so good I started
referring my own readers to them. The readers liked them so much they
referred others. Their numbers reached the thousands, then the hundreds of
thousands.
 


	13. Word kept spreading  about the Stock Series, and still does to this day,
because it is something people actually enjoy reading. Sure, the author has
the technical chops and demonstrates them well in his own enviable financial
life. But readers don’t keep coming back just to bask in technical wizardry—
they are there to enjoy the fire and hear a good story.
I think that amazing response is what motivated Jim to rewrite and expand
his great Stock Series into this even-better book. The Simple Path to Wealth
is a revolutionary book on stock investing (and good finance in general)
because you’ll actually read it, enjoy it, and then be able to immediately put
the lessons profitably into action with your own money.
You’ll be relieved to hear that you can be very successful by holding only
a single Vanguard fund over your entire lifetime. You can branch out and get
a little fancier if you like, but there is nothing to lose, and everything to gain,
by keeping things as simple as you can.
Although very few people actually follow it, I have found that the road to
a wealthy life really is simple and quite enjoyable to follow, so it only makes
sense that a book about it should have those same fine traits. This one does.
Peter Adeney
a.k.a. Mr. Money Mustache
Colorado, June 2016
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	16. Beginnings
“If you reach  for a star, you might not get one. But you
won’t come up with a hand full of mud either.”
— Leo Burnett
 


	17. Chapter I
Introduction
This book  grew out of my blog, www.jlcollinsnh.com. The blog, in turn,
grew out of a series of letters I had begun to write to my then teenage
daughter. These letters concerned various things—mostly about money and
investing—she was not yet quite ready to hear.
Since money is the single most powerful tool we have for navigating this
complex world we’ve created, understanding it is critical. If you choose to
master it, money becomes a wonderful servant. If you don’t, it will surely
master you.
“But Dad,” my little girl once said to me, “I know money is important. I
just don’t want to spend my life thinking about it.”
For me this was eye-opening. I love this stuff. But most people have better
things to do with their precious time than think about money. They have
bridges to build, diseases to cure, treaties to negotiate, mountains to climb,
technologies to create, children to teach, businesses to open and build.
Unfortunately this benign neglect of things financial leaves you open to
the charlatans of the financial world. The people who make investing
endlessly complex, because if it can be made complex it becomes more
profitable for them, more expensive for us, and we are forced into their
waiting arms.
Here’s an important truth: Complex investments exist only to profit those
who create and sell them. Further, not only are they more costly to the
investor, they are less effective.
Here are a few key guidelines to consider:
Spend less than you earn—invest the surplus—avoid debt.
Do simply this and you’ll wind up rich. Not just in money.
 


	18. Carrying debt is  as appealing as being covered with leeches and
has much the same effect.
Take out your sharpest knife and start scraping the little
bloodsuckers off.
If your lifestyle matches—or god forbid exceeds—your income,
you are no more than a gilded slave.
Avoid fiscally irresponsible people. Never marry one or otherwise
give him or her access to your money.
Avoid investment advisors. Too many have only their own
interests at heart. By the time you know enough to pick a good one,
you know enough to handle your finances yourself. It’s your
money and no one will care for it better than you.
You own the things you own and they in turn own you.
Money can buy many things, but nothing more valuable than your
freedom.
Life choices are not always about the money, but you should
always be clear about the financial impact of the choices you make.
Sound investing is not complicated.
Save a portion of every dollar you earn or that otherwise comes
your way.
The greater the percent of your income you save and invest, the
sooner you’ll have F-You Money.
Try saving and investing 50% of your income. With no debt, this is
perfectly doable.
The beauty of a high savings rate is twofold: You learn to live on
less even as you have more to invest.
 


	19. The stock market  is a powerful wealth-building tool and you
should be investing in it. But realize the market and the value of
your shares will sometimes drop dramatically. This is absolutely
normal and to be expected. When it happens, ignore the drops and
buy more shares.
This will be much, much harder than you think. People all around
you will panic. The news media will be screaming Sell, Sell, Sell!
Nobody can predict when these drops will happen, even though the
media is filled with those who claim they can. They are delusional,
trying to sell you something or both. Ignore them.
When you can live on 4% of your investments per year, you are
financially independent.
What is so simple and clear now I personally had to learn the hard way,
and it took decades. Those initial letters to my daughter, then
www.jlcollinsnh.com and now this book are all my efforts to share with her
what works, where the minefields lie and how simple it all can and should be.
My hope is that with it her path will be smoother, her missteps fewer and her
own financial freedom will come sooner and with fewer tears.
Now that you’ve picked up this book, my hope is the same for you. We’ll
discuss all those bullet points above and more. So let’s get started together.
We’ll begin with a parable.
 


	20. Chapter II
A parable:  The Monk and the Minister
Two close boyhood friends grow up and go their separate ways. One
becomes a humble monk, the other a rich and powerful minister to the king.
Years later they meet. As they catch up, the portly minister (in his fine
robes) takes pity on the thin and shabby monk. Seeking to help, he says:
“You know, if you could learn to cater to the king, you wouldn’t have to
live on rice and beans.”
To which the monk replies:
“If you could learn to live on rice and beans, you wouldn’t have to cater to
the king.”
Most all of us fall somewhere between the two. As for me, it is better to be
closer to the monk.
 


	21. Chapter III
My story:  It has never been about
retirement
For me, the pursuit of financial independence has never been about
retirement. I like working and I’ve enjoyed my career. It’s been about having
options. It’s been about being able to say “no.” It’s been about having F-You
Money and the freedom it provides.
I started working when I was 13; even earlier if you count selling
flyswatters door-to-door and collecting pop bottles from the side of the road
for the deposits. For the most part, I’ve enjoyed work and I’ve always loved
being paid.
From the beginning, I was a natural saver. Watching my money grow was
intoxicating. I’ve never been sure how this started. It might be hardwired into
my genes. It might be my mother seducing me with the image of the red
convertible I’d be able to buy when I turned 16. But that was not to be.
My father’s health failed before that birthday and shortly thereafter so did
his business. My savings went to pay for college and I learned it is a fiscally
insecure world. Convertibles came later. To this day it stuns me to read about
some middle-aged guy laid off from his job of twenty years and almost
instantly broke. How does anyone let that happen? It is the result of failing to
master money.
Long before I heard the term, I knew I wanted F-You Money. If memory
serves, the phrase originates in James Clavell’s novel Noble House, and from
the moment I read it, my goal had a tangible form and an unforgettable name.
 


	22. In the novel,  a young woman is on a quest to secure her own “F-You
Money.” By this, she means enough money to be completely free of the
demands of others and able to do exactly what she wants with her life and
time. She’s after 10 million, far more than it takes to reach simple financial
independence. At least for me. It helps to have a bit of the monk inside.
The other thing I quickly figured out is that financial independence is at
least as much about being able to live modestly as it is about cash, as our
opening parable describes.
Unlike in the novel, for me enough F-You Money isn’t necessarily enough
to live on for the rest of your life. Sometimes it’s only just enough to step to
the side for a while. I first had mine at age 25 when I’d managed to save the
princely sum of $5,000; something achieved after working two years at
$10,000 per year.
It was my first “professional” job and it had taken me two long post-
college years supporting myself doing minimum wage grunt work to find it.
But I wanted to travel. I wanted to spend a few months bumming around
Europe. I went to my boss and asked for four months of unpaid leave. Such a
thing was unheard of in those days. He said “no.”
Back then I had no idea that working relationships were negotiable. You
asked. Your employer decided and answered. Done.
I went home and spent a week or so thinking about it. In the end, as much
as I liked the job and as tough as I assumed finding another would be, I
resigned. I wanted to go to Europe. Then a funny thing happened. My boss
said, “Don’t do anything rash. Let me talk to the owner.”
When the dust settled, we agreed on a six-week leave which I spent riding
my bicycle around Ireland and Wales.
While I might not have initially realized such things could be negotiated, I
learned quickly enough. I also asked for and received a month of annual
vacation going forward. That got me to Greece the following year. My eyes
were opened. F-You Money not only paid for the trip, it bought me room to
negotiate. I’d never be a slave again.
 


	23. Since then, I’ve  quit jobs four more times and have been kicked to the
curb once. I’ve sat on the sidelines for as little as three months and for as long
as five years. I’ve done it to change careers, to focus on buying a business, to
travel and—the time it wasn’t my call—with no plan at all. I did it most
recently in 2011 and the intention this time is to remain retired. But who
knows? I do like getting paid.
My daughter was born during one of these, ahem, unpaid leaves. These
things happen when you have time on your hands. Now an adult, she has
grown up with anything from dad working 18-hour days and constantly away
from home, to dad sleeping late and lounging around. But she always knew
that I was doing, for the most part, exactly what I wanted to do at the time.
I like to think that these experiences taught her the value of having money
and the joy of work when you aren’t effectively a slave to it.
When she was about two, her mom went back to school. This was during
my business-buying phase and I had lots of free time.
While Mom was at the university in the evenings, my daughter and I spent
endless hours watching The Lion King over and over. And over. I’ve
probably seen that movie more times than all other movies combined. We
still laugh remembering the teacup towers and Lincoln Log cabins we built.
These hours were the foundation of the relationship we’ve grown to cherish.
Even though I didn’t have a paycheck coming in at the time, we also
decided my wife should quit her job to become a stay-at-home mom. While
she liked the idea, this was a very tough call for her. Like me, she’d been
working since childhood and loved it. She felt that without a job, she
wouldn’t be contributing.
“We have F-You Money,” I said. “We don’t care about fancy cars or a
bigger house. If you kept working what could we possibly buy with the
money that would have more value than you being home with our daughter?”
Put in those terms, the choice was easy. She quit. It was far and away the
best “purchase” we ever made. Of course, this also meant we had no working
income. However, for the three years we both weren’t working, our net worth
actually grew. It was the first time we fully realized we had moved beyond
just having F-You Money. We had become financially independent.
 


	24. As for me,  I failed in finding a business to buy though the search morphed
into consulting work and a couple of years into that a client hired me for
more money than I’d been making at the job I’d left years earlier. Such is the
price of failure in the U.S.
When we moved to New Hampshire, my wife volunteered in our
daughter’s grammar school library. Their hours, of course, matched perfectly.
After a couple of years the school offered her a paid gig. It wasn’t the
corporate job she’d been used to, but it was also stress-free and fun. She’s
never looked back.
For the most part, over the 34 years we’ve been married at least one of us
has been working. That handily solved the tough problem of health insurance.
During the early 1990s, when we had an overlapping employer-less few
years, we bought a high deductible catastrophic health plan. It is too long ago
to remember the details and they likely wouldn’t apply today anyway. But
that’s what we’ll seek out if and when my wife decides to hang it up before
we hit 65 and Medicare. For now, she loves working with the kids at her
school and the time off it allows her for our traveling.
As I’ll detail later in the book, and as its title implies, our investments are
the soul of simplicity.
You’ll also see I’m not a fan of the “multiple income stream” school of
investing. Simple is, in my book (pun intended), better. So we have no cattle,
gold, annuities, royalties and the like.
When I quit work in 2011 and we fully settled into our financial
independence, we still had a couple of leftover investments from earlier
times. These represented the last remnants of the many investing mistakes
I’ve made over the years. Now in retirement, we’ve burned those up first as
we needed the cash. They mostly revolved around the idea that I could pick
investments that would outperform the basic stock index. It took me far too
long to accept just how impossibly difficult a task that is. Three things saved
us:
Our unwavering 50% savings rate.
Avoiding debt. We’ve never even had a car payment.
 


	25. Finally embracing the  indexing lessons Jack Bogle—the founder of
The Vanguard Group and the inventor of index funds—perfected
40 years ago.
Looking back, what is striking to me is how many mistakes I’ve made
along the way. Yet those three simple things got us to where we wanted to be.
That should be encouraging to anyone out there who has also made poor
choices along the way and who is ready to change.
When my journey began, I knew no one else following such a path. I had
no idea where it would or could lead. I had no one to tell me stock picking
was a sucker’s game or that swinging for the fences isn’t needed to reach
financial independence. That last point alone would have saved me the
$50,000 of my money Mariah International (a gold mining penny stock)
burned through while failing, and failing to make me rich.
So now I’m (again) retired and it feels great. I love not having to keep
regular hours. I can stay up till 4 am and sleep till noon. Or I can get up at
4:30 and watch the sun rise. I can ride my motorbike any time the weather or
my pals beckon. I can hang around New Hampshire or disappear for months
at a time to South America. I post on my blog when the spirit moves me and I
might even get another book or two written. Or I can just sit on the porch
with a cup of coffee and read the books others have written.
One of my very few regrets is that I spent far too much time worrying
about how things might work out. It’s a huge waste, but it is a bit hardwired
into me. Don’t do it.
The older I get the more I hold each day precious. I’ve become steadily
more relentless in purging from my life things, activities and people who no
longer add value while seeking out and adding those that do.
It’s a big beautiful world out there. Money is a small part of it. But F-You
Money buys you the freedom, resources and time to explore it on your own
terms. Retired or not. Enjoy your journey.
But first, please be sure to carefully read the important notes that follow.
 


	26. Chapter IV
Important notes
Note  #1: Things change
At some points in this book, I’ve cited various laws and regulations, and used
specific numbers for things like the expense ratios of mutual funds, tax
brackets, limits on contributions to investment accounts and the like. While
these were all accurate at the time of writing, like many things in this world
they are subject to change. Indeed, frequently during the various rewrites of
the manuscript I found myself having to update them.
By the time you read this book, some will surely be out-of-date. As they
are used primarily to illustrate the broader concepts I am presenting, this
shouldn’t matter much. However, if you find for your situation or even just
for your own curiosity it does, by all means take the time to look up the most
current rules and numbers for yourself.
Note #2: On the projections and calculators used in
this book
In Chapters 3, 6, 13, 19, 22 and 23 you will find various “what if” scenarios.
In creating these, I had first to select a given calculator and then the
parameters to enter. By definition, this means these scenarios are only for the
purpose of making or demonstrating a point. While the data and input are
accurate, the results are not, and cannot be, a prediction of what the future
will hold.
In each case, the URL for the calculator used is provided along with the
settings chosen. For example:
 


	27. 1. http://dqydj.net/sp-500-return-calculator/
(Use: Dividends  reinvested/ignore inflation)
2. http://dqydj.net/sp-500-dividend-reinvestment-and-periodic-
investment-calculator/
(Click “Show Advanced” and check “Ignore Taxes” and “Ignore
Fees”)
3. http://www.calculator.net/investment-calculator.html (Click “End
Amount” tab)
In running these scenarios, I chose:
To select “Dividends reinvested” because this is typically what
investors do (and should do) while investing to build their wealth.
To ignore inflation (too unpredictable), taxes (too variable between
individuals) and fees (also variable and if you choose the index
funds I recommend, minimal).
If you want to see what the numbers look like including any of these
variables, I encourage you to visit the calculators and run the numbers with
your own specifications.
Most often in running these scenarios, the period of time I’ve chosen has
been January 1975 - January 2015, for these reasons:
It is a nice, solid 40-year period and this book advocates investing
for the long term.
1975 is the year Jack Bogle launched the world’s first index fund
and this book advocates investing in index funds.
1975 happens to be the year I started investing, not that this matters
to you.
As it happens, from January 1975 - January 2015, using the parameters I
chose above, the market returned an average of 11.9% per year. As you’ll
learn reading this book, the actual returns for any given year were all over the
place. But when the dust settled, over that 40-year period, the average was
11.9%.
 


	28. That is a  breathtaking number.
Already I can hear the naysayers howling: From January 2000 - January
2009 the market wasn’t returning anywhere near 11.9%. True enough.
Returns then were an ugly -3.8% with dividends reinvested. But that time
frame encompassed one of the very worst investment periods of the last 100
years.
During one of the best, January 1982 - January 2000, returns blew past
11.9%; averaging around 18.5% per year. More recently, since January 2009
until January 2015 the return has been 17.7% per year.
The fact is, in any given year, it is exceedingly rare that the market will
deliver any specific return. Moreover, the average market return will vary
dramatically depending on exactly what period you choose to measure.
So, this left me with a bit of a dilemma. The real, actual return for that 40-
year period was 11.9%. But, and let me be absolutely clear about this, in no
way should it be used as an expected return going forward.
I am NOT for a moment suggesting that you can count on 11.9% annual
returns in planning for your future.
The idea that someone might think I am gave me serious pause.
So I considered using a different time span. But given the variables above,
that would only project a different percentage equally unlikely to hold going
forward.
Using the same 40-year span but with different parameters was an option.
Those results look like this:
Without reinvesting dividends: 8.7%
Without reinvesting dividends + inflation: 4.7%
Reinvesting dividends + inflation: 7.8%
But for the reasons mentioned above these seemed even less useful, even
if less shocking.
 


	29. I briefly considered  just using a random percentage that seemed
reasonable, say 8%. Indeed, as you’ll see, I do use 8% in a couple of
illustrations. It is commonly said the market returns between 8-12% annually
and for those cases using the lower end of that range seemed most
reasonable. But still that’s just pulling a number out of the air and who is to
say what’s “reasonable”?
In the end, as you’ll see, I mostly went with the breathtaking 11.9%. As
they say, it is what it is. But, and again,…
I am NOT for a moment suggesting that you can count on 11.9% annual
returns in planning for your future.
We are only doing a bit of “what-if” analysis here to explore the
possibilities. If 11.9% strikes you as too high—or too modest—you can run
the numbers using the percentage or time period that seems most reasonable
to you.
Whatever you choose, it won’t be what happens each year even if it turns
out to be reasonably correct in measuring the decades. Nobody can predict
the future precisely, and that’s something to remember any time you are
looking at exercises such as these.
 


	30. Part I:
Orientation
“The tide  is high but I’m holding on.”
—Blondie
 


	31. Chapter 1
Debt: The  Unacceptable Burden
A couple of years after I was out of college, I got my first credit card. They
were tougher to come by in those days. Not like now when my unemployed
pet poodle has his own line of credit.
The first month I racked up about $300 or so. When the bill came, there
was each charge listed by vendor, with the total at the bottom. In the upper
right-hand corner there was a box with a $ sign in it and a blank space beside
it. Under this in bold letters it read: Minimum payment due: $10.
I could hardly believe my eyes. I get to buy $300 worth of stuff and they
only require me to pay them back $10 a month? And I can still buy more?
Wow! This is awesome!
But still, in the back of my mind I could hear my father’s voice: “If it
sounds too good to be true, it is.” Not “it could be” or “it might be.” It is.
Fortunately, my older sister was sitting nearby. She pointed out the fine
print. The part about them planning to charge me 18% interest on the $290
they were hoping I’d let ride. What? Did these people think I was stupid!?
As a matter of fact they did. It was nothing personal. They think the same
of all of us. And unfortunately, all too frequently they’re not wrong.
Pause for a moment and take a look at the people around you, literally and
figuratively.
What you’ll often see, if you scratch the surface just a bit, is an
unquestioning acceptance of the single most dangerous obstacle to building
wealth: Debt.
For marketers, it is a powerful tool. It allows them to sell their products
and services far more easily, and for far more money, than if it didn’t exist.
Do you think the average cost of a new car would be pushing $32,000
without E-Z financing? Or that a college education would cost over $100,000
if it were not for readily available student loans? Think again.
 


	32. Not surprisingly, debt  has been promoted as, and largely embraced as, a
perfectly normal part of life.
Indeed, it is hard to argue that it has not become “normal.” As I write, here
in the U.S. Americans carry a total debt burden of ~12 trillion dollars:
~8 trillion in home mortgages.
~1 trillion in student loans.
~3 trillion in other consumer loans such as credit card debt and
auto loans.
By the time you read this, these numbers will undoubtedly be higher. And
most disturbingly, almost no one you know will see this as a problem. In fact,
most will see it as their ticket into the “good life.”
But let’s be clear. This book is about guiding you towards financial
independence. It is about buying your financial freedom. It is about helping
you become wealthy and putting you in control of your financial destiny.
Look around at those people again. Most will never achieve this, and their
acceptance of debt is the single biggest reason why.
If you intend to achieve financial freedom, you are going to have to think
differently. It starts by recognizing that debt should not be considered normal.
It should be recognized as the vicious, pernicious destroyer of wealth-
building potential it truly is. It has no place in your financial life.
The idea that many (indeed most) people seem to happily bury themselves
in debt is so beyond my understanding it is hard to imagine how, let alone
why, the downsides would need be explained. But here are a few:
Your lifestyle is diminished. Set aside any aspirations to financial
freedom. Even if your goal is living the maximum consumer
lifestyle, the more debt you carry the more of your income is
devoured by interest payments. A (sometimes huge) portion of
your income has already been spent.
You are enslaved to whatever source of income you have. Your
debt needs to be serviced. Your practical ability to make choices
congruent with your values and long-term goals is seriously
constrained.
 


	33. Your stress levels  build. It feels as if you are being buried alive.
The emotional and psychological effects of being saddled with
debt are real and dangerous.
You endure the same type of negative emotions experienced by
any addict: shame, guilt, loneliness, and above all, helplessness.
The fact that it’s a prison of your own making makes it all the more
difficult.
Your options can become so narrowed and your stress levels so
high, you risk turning to self-destructive patterns that only
reinforce the dependence on spending. Drinking perhaps, or
smoking. Or, ironically, shopping and still more spending. It’s a
dangerous, self-perpetuating cycle.
Your debt tends to focus your attention on the past, present and
future exclusively in the worst possible way. You become fixated
on your past mistakes, your present pain and the disaster looming
ahead.
Your brain tends to shut down on the subject with the vague hope
it will all resolve itself in some magical way and in the magical
time of later. Living with debt becomes hardwired in your financial
attitudes, habits and values.
OK, but what do I do about the debt I have?
While the mantra here is “avoid debt at all costs,” if you already have it, it is
worth considering if paying it off ahead of schedule is the best use of your
capital. In today’s environment, here’s my rough guideline:
If your interest rate is...
Less than 3%, pay it off slowly and route the money to your
investments instead.
Between 3-5%, do whatever feels most comfortable: Either put the
money to debt payment or investments.
More than 5%, pay it off ASAP.
 


	34. But this is  just looking at the numbers. There is a lot to be said for
focusing on just getting it out of your life and moving on. Especially if
keeping your debt under control has been a problem for you.
OK, I’m gonna pay it off! What now?
Countless articles and books have been written about ridding yourself of
debt. If after reading this chapter you feel you need more guidance and help,
by all means embrace them. But be careful not to let the pursuit of the
methods get in the way of the doing. The truth is, there is no easy way. But it
is pretty simple.
Here’s what I’d do:
Make a list of all your debts.
Eliminate all non-essential spending, and I mean all of it. Those
routine $5 coffees, $20 dinners and $12 cocktails add up. This is
what will free up the money you need to pour on the debt flames
that are burning up your life. The more you pour, the sooner you
stop burning.
Rank your debts by interest rate.
Pay the minimum required on all your debts and then focus the rest
of your available money on the one with the highest interest rate
first.
Once you’ve blown that one away, move on to the second highest
and right on down the list.
Once you’re done, send me a note and let me know. I’ll be raising
my glass in a kudos salute to you!
Here’s what I would not do:
I would not pay a service to help. This only adds to your cost and
such credit counseling services have no magic formulas or
techniques to make this less painful. You, and only you, can do the
work.
 


	35. I would not  worry about trying to consolidate your loans into one
place, not even for a lower interest rate. You are going to pay these
puppies off fast and hard. Once they’re gone your interest rate will
be Zero. That’s your goal, not merely taking your rate from 18% to
12%. Focus your time and attention there, rather than on exploring
clever strategies.
I would not pay off the smaller loans first for the psychological
boost. I know this is a key part of at least one popular strategy, and
if it makes you more likely to stay the course, so be it. But as
you’ll learn reading further in this book, I’m not a fan of such
crutches. Better to adapt yourself and your attitudes to the numbers
than to adapt the strategies to your psychological comfort levels.
In short, nothing fancy. Just do the work and get it done.
This is not going to be easy. Simple, yes. Easy, no.
It will require you to rather dramatically adjust your lifestyle and spending
to free up the money you need to direct toward your debt.
It will require serious discipline to stay the course over the months, maybe
years, it will take to eliminate your debt.
But here’s the good news, and it really is awesomely good:
Once you’ve ingrained that lower spending lifestyle and made diverting the
excess cash to your debt your path, you will have also created exactly the
platform required to begin building your financial independence.
Once the debt is gone, you need only shift the money to investments.
Where once you had the satisfaction of watching your debt diminish,
you’ll now have the joy of watching your wealth build.
Waste no time. Debt is a crisis that needs immediate attention. If you are
currently in debt, paying it off is your top priority. Nothing else is more
important.
Look again at those people around you. For most, debt is simply a part of
life. But it doesn’t have to be for you.
You weren’t born to be a slave.
 


	36. A few cautionary  words on “good debt.”
Occasionally you will hear the term “good debt.” Be very cautious when you
do. Let’s briefly look at the three most common types.
Business loans
Some (but not all) businesses routinely borrow money for any number of
reasons: acquiring assets, financing inventory and expansion to name a few.
Used wisely, such debt can move a business forward and provide greater
returns.
But debt is always a dangerous tool and the history of commerce is littered
with failed companies ruined by the debt they took on.
Astutely dealing with such debt is beyond the scope of this book, other
than to say those who use it successfully do so with great care.
Mortgage loans
Taking on a mortgage to buy a house is the classic definition of “good debt.”
But don’t be so sure.
The easy availability of mortgage loans tempts far too many into buying
houses they don’t need or that are far more expensive than prudent.
Shamefully, this overspending is often encouraged by real estate agents and
mortgage brokers.
If your goal is financial independence, it is also to hold as little debt as
possible. This means you’ll seek the least house to meet your needs rather
than the most house you can technically afford.
Remember, the more house you buy, the greater its cost. Not just in higher
mortgage payments, but also in higher real estate taxes, insurance, utilities,
maintenance and repairs, landscaping, remodeling, furnishing and
opportunity costs on all the money tied up as you build equity. To name a
few.
More house also means more stuff to maintain and fill it. The more and
greater things you allow in your life, the more of your time, money and life
energy they demand.
 


	37. Houses are an  expensive indulgence, not an investment. That’s OK if and
when the time for such an indulgence comes. I’ve owned them myself. But
don’t let yourself be blinded by the idea that owning one is necessary, always
financially sound and automatically justifies taking on this “good debt.”
Student loans
When I was in college at the University of Illinois from 1968-72, the total
annual cost was $1,200. This $1,200 covered everything: tuition, books, rent,
food and even a little entertainment.
Each 12-week summer I worked taking down diseased Elm trees. I was
paid $20 a day over a six-day week. I saved $100 a week and by fall had the
$1,200 needed for the school year.
Of course, I lived in one room of a dilapidated old house that should have
been condemned. White rice and ketchup were served as dinner two or three
times a week.
Fast-forward to 2010-14, my daughter’s college years. The all-in yearly
cost averaged $40,000 at the University of Rhode Island, also a state school.
New York University, her other option, would have run ~$60,000 per year.
As a former colleague of mine once said, that’s like buying a new BMW,
driving it for a year and throwing it away. Then buying another. For four
consecutive years.
Inflation certainly played a role. Using the CPI (consumer price index),
what cost $1 in 1970 took $6.19 to buy in 2014. A six-fold increase.
In the same time period, a 4-year state school college education went from
$4,800 to $160,000. A 33-fold increase.
Make no mistake: Easily obtained student loans have flooded the system
with money.
Universities have been and continue on a building boom. Fancier prices
require fancier settings.
The average salary of a university president in 1970 was ~$25-30,000.
Today it averages around $500,000 and can run into the millions.
Not only has this driven up the cost of everything college related, it has
effectively eliminated the option of living cheaply.
 


	38. That ramshackle house  I lived in? Torn down to make way for fancy new
dorms.
Eat in on rice and ketchup? No worries, my friends did the same. It was a
source of pride. Today, it would be a source of embarrassment as all your
student loan funded pals go out for sushi.
Moreover, one of the more unfortunate results of spiraling college costs
and debt is the way it has warped the very concept of higher education.
Rather than the pursuit of learning and culture, it has become the pursuit of
job training in an effort to secure employment that will justify the astounding
cost and debt incurred.
Even successfully applied, this shackles young people to jobs long after
the appeal has faded. Youth should be spent exploring—building and
expanding one’s horizons—not grinding away in chains.
Here’s the real kicker: Unlike other kinds of debt, as truly awful as they
are, you can never walk away from your student loans.
They survive bankruptcy. They will follow you to your grave. Your
wages, and even Social Security, can be garnished to pay them.
No wonder banks are falling all over themselves to issue this debt.
I am a firm believer in personal responsibility and that debts freely taken
on should be faithfully repaid. But the ethics of encouraging 17 and 18-year-
olds—who likely have little financial savvy—to almost automatically accept
this burden give me serious pause.
We are creating a generation of indentured servants. It’s hard to see the
ethics or benefits in that.
 


	39. Chapter 2
Why you  need F-You Money
Shortly after 9/11 my company kicked me to the curb.
Six months earlier our division president had taken me to a congratulatory
lunch for a record-breaking year. We were growing explosively and
embarrassingly profitable. Over a bottle of fine wine we discussed my very
bright future.
It was the best job I’ve ever had. We had a great team, great leadership,
great fun, and I made great money. I had just cashed a bonus check for more
than I had ever made in a single year before.
A year later, my little girl and I were sitting on the couch watching a news
broadcast. The concerned news crew was filming people standing in a
depression-era style bread line. They were, the reporter said, the newly poor
suffering from job loss in the dismal economy. I was still unemployed and
licking my wounds.
“Daddy,” said my then eight-year-old, “are we poor?” She was gravely
concerned.
“No,” I said, “we’re just fine.”
“But you don’t have a job,” she said. She was thinking, I’m sure, just like
those poor jobless souls on the TV. Who even thought she knew what a job
was?
“That’s no problem, honey. We have money that’s working for us
instead.”
That’s what I said, but what I was thinking was: This was exactly why I
had worked so hard to be sure I had F-You Money. In fact I’d been working
on it long before I heard the term.
 


	40. I may not  have known at first what it was called, but I knew what it was
and why it was important. There are many things money can buy, but the
most valuable of all is freedom. Freedom to do what you want and to work
for whom you respect.
Those who live paycheck to paycheck are slaves. Those who carry debt
are slaves with even stouter shackles. Don’t think for a moment that their
masters aren’t aware of it.
As already described, I first accumulated the modest amount of F-You
Money I needed to negotiate extra vacation time two years into my first
professional job. By 1989 the amount and the freedom it provided had grown
substantially. Not enough to retire, perhaps, but easily enough to say F-you if
needed.
The timing was fortunate. I wanted to take some time off to pursue
business acquisitions. When one morning I found myself and my boss in the
office hallway screaming at each other, it occurred to me perhaps the time
had come.
I may not have owned a Mercedes, but I owned my freedom. Freedom to
choose when to leave a job and freedom from worry when the choice wasn’t
mine.
Good thing. It turned out I was unemployed for three full years after 9/11.
I’m really lousy at job hunting.
 


	41. Chapter 3
Can everyone  really retire a
millionaire?
“I wonder if it would actually be possible for every single person to retire a
millionaire?”
That very provocative question was posed on my blog a few years back.
It’s been rattling around in my brain ever since.
The short answer is a qualified “Yes!” it is possible for every middle class
wage earner to retire a millionaire. Though it’s never going to happen. And
that’s not because the numbers don’t work.
The numbers tell us that, compounded over time, it actually takes very
little money invested to grow to $1,000,000. Over the 40 years from January
1975 - January 2015 the market has averaged an annual return of ~11.9%
with dividends reinvested (~8.7% if you spent your dividends along the
way).1
At that rate just $12,000 invested in the S&P 500 stocks in 1975
would be worth over a cool million ($1,077,485) today.2
Don’t have $12,000 lying around? That’s OK. If you started in January
1975 and invested $130 per month ($1,560 a year) by January 2015 you
would have had $985,102.2
Not quite a million, but not a hand full of mud
either.
Want nothing less than the full million? Kicking it up an extra $20 to $150
per month—or $1,800 a year—would have gotten you to $1,136,656.2
Your
million plus a new Tesla and Corvette.
If you think about it, this is pretty amazing considering all the financial
turmoil of the past 40 years. However, it’s important to know that
compounding takes time, so it helps to start young.
Of course, a million dollars is a very arbitrary goal. Perhaps the better
question is: Can everybody achieve financial independence?
 


	42. On blogs like  www.earlyretirementextreme.com and
www.mrmoneymustache.com, you’ll find countless stories of people with
modest incomes who by way of frugal living and dedicated savings get there
in a remarkably short time. For example, if you can live on $7,000 per year as
the author of Early Retirement Extreme contentedly does, $175,000 gets it
done figuring an annual withdrawal rate of 4%. (See Chapter 29)
On the other hand, I remember having lunch with a friend of mine in 1995
shortly before Christmas. He’d just gotten his annual bonus: $800,000. He
spent the lunch complaining that it simply wasn’t possible to make ends meet
with just a lousy eight hundred thousand dollar year-end bonus. Somewhat
stunningly, listening to him list his expenses, he was right. He was burning
through more than $175,000 every three months. Financial independence was
a distant dream for him.
Money is a very relative thing. Right now I have roughly $100 in my
wallet. For some (very wealthy) people out there, $10,000 has less relative
value to their net worth. For (even wealthier) others, it’s $100,000. For still
others (the vast number of very poor in the world), $100 might be more than
they’ll see in an entire year.
Being independently wealthy is every bit as much about limiting needs as
it is about how much money you have. It has less to do with how much you
earn—high-income earners often go broke while low-income earners get
there—than what you value. Money can buy many things, none of which is
more important than your financial independence. Here’s the simple formula:
Spend less than you earn—invest the surplus—avoid debt
As we discussed in the introduction, do only this and you’ll wind up rich.
Not just in money. But if your lifestyle matches or exceeds your income, you
forfeit your hopes of financial independence.
 


	43. Let’s consider an  example. Suppose you make $25,000 per year and you
decide you want to be financially independent. Using some of the lifestyle
tips from the blogs above, you’d want to organize your life in such a fashion
as to live on $12,500 annually. Two important things would immediately
happen. You’d have reduced your needs and created a source of cash with
which to invest. Now let’s use our calculators to play with some scenarios.
Assuming you’ll be financially independent when you can live on 4% of
your net worth each year, you’ll need $312,500 ($312,500 x 4% = $12,500).
Investing your $12,500 each year (We’d invest in VTSAX—Vanguard’s
Total Stock Market Index Fund) and assuming the 11.9% annual return of the
market over the last 40 years, you are there ($317,175) in ~11.5 years.3
At this point suppose you say, “OK I’m done with saving and I’m going to
double my spending and spend my full earned $25,000 from now on. But I’ll
leave my $312,500 nest egg alone.” In 10 short years it will have grown to
$961,9463
without you having to add a single dime. That amount yields
$38,478 a year at a 4% withdrawal rate. You can now not only quit working,
you can give yourself a (rather substantial) raise.
For the sake of simplicity, I’ve ignored taxes at this point. However, I’ve
also assumed you’ll never see an increase in income. Plus, I’ve tossed in
VTSAX and 4% withdrawal rates. Don’t worry, we’ll look at those in depth a
bit later. For now, we’re just doing a bit of “what if” analysis to help you see
that your money can buy you something far more valuable than stuff.
Unfortunately, few will ever even see this as an option. There are
pervasive and powerful marketing forces at work seeking to obscure the idea
that such a choice exists. We are relentlessly bombarded with messages
telling us that we absolutely need the latest trinket and that we simply must
have the most fashionable of currently trending trash. We’re told that if you
don’t have the money, no problem. That’s what credit cards and payday loans
are for.
It is this thinking that makes it so hard for most people to see that it is
possible to reach a million dollar net worth on an income of $25,000. This is
not some evil conspiracy at work. It is simply business pursuing its own
needs. But it is deadly to your wealth.
 


	44. The science behind  the art of this persuasion is truly impressive, and the
financial stakes are huge. The lines between need and want are continually
and intentionally blurred. Years ago, a pal of mine had bought a new video
camera. It was the best of the best and he was filming every moment of his
young son’s life. In a burst of enthusiasm he said: “You know, Jim, you just
can’t raise a child properly without one of these!”
Ah, no. Actually you can. In fact, billions of children have been raised
over the course of human history without ever having been videotaped. And
horrific as it may sound, many still are today. Including my own.
You don’t have to go far to meet someone who will tell you about all the
things they can’t live without. You likely know your share of people like this.
But if you want to be wealthy—both by controlling your needs and
expanding your assets—it pays to reexamine and question those beliefs.
 


	45. Chapter 4
How to  think about money
Level I: It’s not just about spending
Get yourself a nice, crisp one of these:
Now prop it up on the table in front of you and give some thought as to
what it means to you. For instance…
You might think about what you could buy with it right now. One
hundred dollars buys a very nice dinner for two at a good
restaurant. A fancy pair of sneakers. A tank of gas for your big-ass
pick‘em up truck. A few bags of groceries. Maybe a nice sweater?
I dunno. I don’t buy much stuff, so this is hard for me. I did just
buy a $119 L.L. Bean bed for my dog. It’s going back. He won’t
sleep in it.
 


	46. You might think,  Mmmm…I could invest this money. Historically
the stock market returns somewhere between 8-12% a year on
average. I could spend that each year and still always have my
$100 earning more for me.
You might think, but inflation and market drops are a concern. I’ll
invest my $100 but only spend 4% a year. Any extra earnings I’ll
re-invest so my $100 grows and the money it throws off keeps pace
with inflation.
You might think, I’ll invest this money and I’ll re-invest what it
earns and then re-invest what that earns, and years from now, after
the power of compounding has worked its magic, I’ll think about
spending it.
You can probably come up with other variations, but looking at these it’s
easy to see that one view will keep you poor, one will get you into the middle
class, one will take that a step further and the last will make you rich.
Consider Mike Tyson
Mr. Tyson was one of the most intimidating and formidable boxers of all
time. Few have mastered the “Sweet Science” (boxing) better. The “Dismal
Science” (economics)—not so much. After earning some $300,000,000, he
wound up bankrupt. A lifestyle reputed to cost $400,000 a month didn’t help.
And as is always the case with the suddenly wealthy and financially unaware,
I suspect sharks looking to bite off chunks of that fortune for themselves
rapidly surrounded him. But the root of the problem is that at the time he
understood money only in terms of buying stuff.
I don’t mean to pick on Mr. Tyson. (I’m not NUTS after all.) In this
attitude towards money, he is not alone. The world is filled with athletes,
performers, lawyers, doctors, business executives and the like who have been
showered with money that all too often immediately flowed right off of them
and into the pockets of others. In a sense, they never really had a chance.
They never learned how to think about money.
 


	47. It’s not hard.  Stop thinking about what your money can buy. Start thinking
about what your money can earn. And then think about what the money it
earns can earn. Once you begin to do this, you’ll start to see that when you
spend money, not only is that money gone forever, the money it might have
earned is gone as well. And so on.
Clearly, none of this is to say we should never spend money. Rather, it is
to fully understand the implications when we do. Consider buying a car for
$20,000.
Even the least financially sophisticated person should see that once you
buy the car you no longer have the twenty grand. I sure hope so, anyway.
However, distressingly it appears that most people don’t understand that
in choosing to lease or borrow money to buy their car they are basically
saying, “Geez. I don’t want to pay twenty thousand dollars for this car. I want
to pay much, much more.”
Level II: Consider Opportunity Costs
What you might not have considered, and what I’d like you to look at now, is
the concept that even if you pay in cash, that car is going to cost you far more
than $20,000. There is an opportunity cost to no longer having that money
available to work for you. “Opportunity cost” is simply what you give up
when you commit your money to one thing (like a car) over another (like an
investment), and it’s easy to quantify.
All you need to do is select a proxy for how the money could be invested
and earning for you should you choose not to spend it. Since I’ll be
constantly talking about (and explaining) VTSAX (Vanguard’s Total Stock
Market Index Fund) later in the book, let’s use that.
For now, all you need to know is that VTSAX is a total stock market
index fund and as such it mirrors the market’s average returns of 8-12%
annually. As our proxy it gives us a tangible number to use as our opportunity
cost. Let’s use the lower end of the range: 8%.
 


	48. At 8%, $20,000  earns $1,600 per year. So your $20,000 car actually costs
you $21,600. The original $20,000 plus the $1,600 it could have earned. But
that’s just in the first year, and you are suffering this opportunity cost every
year. Over the 10 years you might own the car, that’s 10 x $1,600: $16,000.
Now your $20,000 car is up to $36,000.
That’s really still understating things, however. We haven’t even
considered what those annual $1,600 chunks could have been earning
themselves. And what those earnings could then have been earning. And so
on.
Should you not already be depressed enough about all this, remember that
the $20,000 is gone forever and so is the $1,600 in lost earnings year after
year with no end. At the end of the day, it’s one expensive damn car.
You have probably heard of “the magic of compounding.” In short, the
idea is that the money you save earns interest. That interest then earns interest
itself. This causes a snowball effect as you earn interest on a bigger and
bigger pool of money. Like the snowball it starts small, but as it rolls along it
soon begins to grow in a rather spectacular fashion. It’s a beautiful thing.
Think of opportunity cost as its evil twin.
One of the beauties of being financially independent is that by definition,
you have enough money such that the power of compounding is greater than
the opportunity cost of what you spend. Once you have your F-You Money,
all you need do is make sure you continue to reinvest to outpace inflation and
keep your spending below the level your stash can replenish.
If you are not yet financially independent and you see this as an attractive
goal, you’ll be well served to look at your spending through the prism of
opportunity cost.
Level III: How to think about your investments
Warren Buffett is rather famously quoted as saying:
Rule #1: Never lose money.
Rule #2: Never forget rule #1.
 


	49. Unfortunately, too many  people take this at face value and leap to the
conclusion that Mr. Buffett has found a magical way to dance in and out of
the market, avoiding the inevitable drops. This is not true and in fact he is on
record speaking to the folly of trying: “The Dow started the last century at 66
and ended at 11,400. How could you lose money during a period like that? A
lot of people did because they tried to dance in and out.”
The truth is that during the crash of 2008-9, Buffett “lost” about 25 billion
dollars, cutting his fortune from 62 billion to 37 billion. (That left over 37
billion being the reason I was wandering around at the time irritating friends
by saying, “Gee. I only wish I could have lost 25 billion!”)
Like the rest of us, Buffett was unable to time the market and in fact,
knowing market timing to be a fool’s errand, he didn’t even try.
But unlike many others, Buffett didn’t panic and sell. He knew that such
events are to be expected. In fact, he continued to invest as the sharp decline
offered new opportunities. When the market recovered, as it always does, so
did his fortune. So did the fortunes of all who stayed the course. That’s why I
put “lost” in quotes.
Now there are likely many reasons Mr. Buffett didn’t panic as that 25
billion dollars and all the potential it represented slipped away. Having 37
billion left surely helped. Though another clue is in how he thinks about the
money in his investments.
Mr. Buffett talks in terms of owning the businesses in which he invests.
Sometimes he owns them in part—as shares—and sometimes in their
entirety. When the share price of one of his businesses drops, what he knows
on a deep emotional level is that he still owns precisely the same amount of
that company. As long as the company is sound, the fluctuations in its stock
price are fairly inconsequential. They will rise and fall in the short term, but
good companies earn real money along the way and in doing so their value
rises relentlessly over time.
We can learn to think in this same way. Again, let’s use VTSAX in
exploring this idea.
 


	50. Suppose yesterday you  said, “Mmm. This idea of owning VTSAX makes
sense to me. I’m gonna get me some.” And having said that, you sent
Vanguard a check for $10,000. At yesterday’s close the price of VTSAX was
$53.67. Your $10,000 bought you 186.3238308 shares.
If VTSAX shares are trading at $56 per share a week from now, you
might say, “Mmm. My $10,000 is now worth $10,434. Yippee. Mr. Collins
sure is smart.”
If, however, the shares are trading at $52 per share a week from now, you
might say, “Damn. My $10,000 is now only worth $9,689. That Collins guy
is a bum.”
That’s the typical way average investors look at their holdings. As little
slips of paper or, more accurately in this day and age, little bits of data that go
up or down in value. If that’s all they are, drops in the price on any given day
can be very, very scary.
But there is a better, more accurate and more profitable way. Take a few
moments to understand what you really own.
At $56 per share or at $52 per share, you still own the same 186.3238308
shares of VTSAX. That in turns means you own a piece of virtually every
publicly traded company in the U.S.—roughly 3,700 the last time I checked.
Once you truly understand this, you’ll begin to realize that in owning
VTSAX you are tying your financial future to that same large, diverse group
of companies based in the most powerful, wealthiest and most influential
country on the planet. These companies are filled with hardworking people
focused on prospering in the changing world around them and dealing with
all the uncertainties it can create.
Some of these companies will fail, losing 100% of their value. Actually,
they don’t even have to fail and lose all of their value to fall off the index.
Just dropping below a certain size or what’s called “market cap” will be
enough.
As those fall away, they are replaced by other newer and more vital firms.
Some will succeed in a spectacular fashion, growing 200%, 300%, 1,000%,
10,000% or more. There is no upside limit. As some stars fade, new ones are
always on the rise. This is what makes the index—and by extension VTSAX
—what I like to call “self-cleansing.”
 


	51. If I were  to seek absolute security (a very different thing than the smooth
ride most mistake for safety), I’d hold 100% in VTSAX and spend only the
~2% dividend it throws off.
Nothing is ever completely certain, but I can’t think of a surer bet than
this.
We live in a complex world and the most useful and powerful tool for
navigating it is money. It is essential to learn to use it. And that starts with
learning how to think about it. It is never too late.
Oh, and somebody please send Mr. Tyson a copy of this book. It’s not too
late for him either.
 


	52. Chapter 5
Investing in  a raging bull (or bear)
market
As of January 2015, the S&P 500 stood at 2,059, up sharply from its March
2009 low around 677. This is the very definition of a raging bull market.
Whether you are considering investing a new chunk of cash that has come
your way, or thinking about selling and sitting on the sidelines for a while, it
is times like these that test your core investing principles and beliefs.
Here are some of mine:
It is simply not possible to time the market, regardless of all the
heavily credentialed gurus on CNBC and the like who claim they
can.
The market is the most powerful wealth-building tool of all time.
The market always goes up and it is always a wild and rocky ride
along the way.
Since we can’t predict these swings, we need to toughen up
mentally and ride them out.
I want my money working as hard as possible, as soon as possible.
For novice investors, it is very difficult not to look at the past market
swings and think, “If only!” If only I had sold when it was up. If only I had
bought when it was down. But wishing doesn’t make this possible.
Since I launched www.jlcollinsnh.com in 2011, the market has been on
one of its great bull runs, coming off one of its great bear crashes. On a fairly
regular basis, I get questions and concerns like these:
“Is NOW a good time to invest, right before a possible stock
market crash?”
 


	53. “...a lot of  people seem to think a stock market crash is just around
the corner.”
“I fear I’m entering at the wrong time.”
“I’m afraid I’m investing right before a stock market crash...”
“My fear had held me off for months, but I feel because I’m
holding off I’m losing out.”
“I just want to get off to a good start, not a bad one.”
“Maybe I should wait until after the crash so I don’t lose a chunk
of money.”
“Should I just hold off until after a crash so I can make the most of
my money?”
“I’m just so fearful since I’m so new to this...”
If the market happened to be plunging into one of its periodic bear cycles
these questions, and the psychology, would be much the same:
“Should I wait until the market has bottomed out and then invest?”
This is all about fear and greed, the two major emotions that drive
investors.
Fear is perfectly understandable. Nobody wants to lose money. But until
you master it, such fear will be deadly to your wealth. It will prevent you
from investing. Once you are invested, it will cause you to flee in panic for
the exits every time the market drops. And drop—repeatedly on its relentless
march upward—it will. The curse of fear is that it will drive you to panic and
sell when you should be holding. The market is volatile. Crashes, pullbacks
and corrections are all absolutely normal. None of them are the end of the
world, and none are even the end of the market’s relentless rise. They are all,
each and every one, expected parts of the process.
Inevitably, as we’ll discuss in Part II, there is a major market crash
coming, and another after that. Over the decades you’ll be investing,
countless smaller corrections and pullbacks will occur as well. Learning to
live with this reality is critical to successful investing over the long term. And
successful investing is by definition long term. Any investing done short term
is by definition speculation.
 


	54. Therefore, if we  know a crash is coming, why not wait to invest? Or, if
currently invested why not sell, wait till the fall and then go back in? The
answer is simply because we don’t know when the crash will occur or end.
Nobody does.
Don’t believe me? Think you can? Test yourself here:
http://qz.com/487013
You may have heard that a lot of people think a stock market crash is just
around the corner. That’s certainly true, but there are also lots of people who
say we are just at the beginning of this boom and we will never see the S&P
this low again. Every day, heavily credentialed experts are predicting a
market crash. At the same time, equally credentialed experts are predicting a
boom. Who’s right? Beats me. Both are predicting the future and nobody can
do that reliably.
So, why all the predictions? Simply because booms and busts are exciting!
Get it right and your Wall Street/television reputation is made! Predicting
them equals ratings, especially if the predictions are extreme. Predict the
Dow soaring to 25,000 or crashing to 5,000 and people perk up. There is big
money to be made doing this, for the gurus and cable TV shows anyway.
For serious investors, however, all of this is useless and distracting noise.
Worse, if you pay attention to it, it is positively dangerous to your wealth.
And your sanity.
 


	55. The Dow Jones  Industrial Average 1900 – 2012
Credit: www.stockcharts.com
History can help, but only on the broadest of scales. You see it in the chart
above. The stock market always goes up. There are powerful reasons why. I
can say—with almost absolute certainty—that 20 years from now the market
will be higher than it is today. I’d even say with a high degree of confidence
that 10 years out it will also be higher. 120 years of market history bears this
out.
However, this says nothing as to what the next few days, weeks, months
or even years will bring.
Here’s the problem. There is simply no way to know where in time we
are.
 


	56. Take another look  at that chart. Could we be at a moment similar to
January 2000 when the market peaked and went on to lose almost half of it’s
value? Or in July of 2007 when it did the same? Sure, it is easy to see that
pattern in retrospect.
Or could that pattern have run its course, and now we find ourselves in a
period more like the time the market passed 1,000 or 2,000 or 3,000 or 4,000
or 5,000? Where each level was left in the dust, never to be seen again? Beats
me.
What we do know is that each of these milestones was surpassed at times
like today when people were every bit as convinced that the market was too
high and ready for a crash.
With that said, let’s assume we do know that right now, at 2,102, the S&P
500 is at a peak and about to crash. Maybe a magic genie has told us so.
Clearly we’ll sell (or at least not buy). But now what? We want the gains
only the market can deliver. So we want back in at some point. But when? Is
this a 10% pullback? If so, we’ll want to buy at 1,892 or so.
What if it’s a 20% decline, the official definition of a bear market? Then
we don’t want to buy until around 1,682.
But what if we do that and it turns out this is a crash!! Damn! In that case,
we should have waited until it dropped all the way down to 1,200 or so.
Where’s that pesky genie when we really need him?
The point is that to play this market timing game well even once, you need
to be right twice: First you need to call the high. Then you need to call the
low. And you must be able to do this repeatedly. The world is filled with sad
investors who got the first right and then sat on the sidelines while the market
recovered and marched right on past its old high.
Market timing is an un-winnable game over time. How can I be so sure?
Simple:
The person who could reliably do this would be far richer than Warren
Buffett, and twice as lionized.
 


	57. Nothing, and I  mean nothing, would be more profitable than this ability.
That’s what makes it so seductive. That’s why gurus constantly claim they
can do it, even if only a tiny bit. Nobody can. Not really. Not in any
consistently useful way. Believing in Santa Claus is more profitable.
Breeding unicorns is more likely.
But I don’t care that this timing can’t be done. Using the following
illustration, let’s demonstrate what I’d care about if I were you.
Let’s assume you are 30 years old. You have some 60 or 70 investing
years ahead. I’d look at that chart and note that some 60 years ago the Dow
was trading at ~250. By January 2015 it was around 17,823. That’s through
60 years of turmoil and financial disasters, just like the ones sure to come
over the next 60 years.
Or just consider the last 20 years and the history of the S&P 500. In
January 1995 it was around 500. By January 2015 it reached 2,059. And that
includes 2000-2009, one of the all-time worst stretches in market history
capped off by a crash second only to the Great Depression.
It is in this where the real magic is found. The stock market’s wealth-
building power over time is nothing short of breathtaking.
But so is the ride along the way. Whether you invest today or sometime in
the future, I guarantee your wealth will be cut in half more than once over
those 60 years. You’ll suffer many other setbacks as well. It is never fun—
but it is the process—and the price you and everybody else must pay to enjoy
the benefits.
Thus the question is not “Should I invest in stocks now?” Rather it is
“Should you invest in stocks at all?”
Until you can come to terms with the harsh facts above, the answer is no.
Until you can be absolutely certain that you can watch your wealth get cut in
half and still stay the course, the answer is no. Until you are comfortable with
the risks that come with the rewards you seek, the answer is no.
In the end, only you can decide.
Fortunately, investing doesn’t have to be an all or nothing proposition. If
you are willing to give up some performance, there are ways to smooth out
the ride a bit. It is done with asset allocation, which we’ll discuss in Chapter
14.
 


	58. Note:
In referencing the  market’s performance in this chapter, you may have
noticed I jump between using the Dow and the S&P as the indexes. I prefer
the S&P because it is broader and therefore a bit more precise. But the Dow
goes back further in history and is more useful (and available) for the long
view. If you overlay their charts over time, they track together with
remarkable consistency, making them, for our purposes, indistinguishable.
 


	59. Part II:
How to  harness the world’s most
powerful wealth-building tool
“Simplicity is the keynote of all true elegance.”
—Coco Chanel
 


	60. Chapter 6
There’s a  major market crash
coming!!!! and even famous
economists can’t save you
One day a few years back, I found myself feeling a bit testy. I had just
finished an article in a popular money magazine and reading this particular
magazine is, in and of itself, enough to make me testy.
This particular article featured an interview with a famous economist and
finance professor at an equally famous and prestigious university. There were
impressive photos of the good professor looking serious and imposing.
To begin Part II of our financial journey together, I’m going to tell you
some of what he said and why he’s wrong. It is typical of the “common
wisdom” you’ll come across outside this book and in exploring it together
we’ll touch on some key subjects we’ll examine in detail in later chapters.
Oh, and that major market crash that’s coming? Don’t worry. I’m also
going to tell you why it doesn’t matter.
First, in fairness to the famous economist, I have no quarrel with most of
his ideas. Where I do, it is possible the good folks at the magazine didn’t
quite get it right. Perhaps they simply didn’t place the emphasis correctly.
Maybe someday this economist and I will have a few laughs over a cup of
coffee about it. Or not.
In the interview the professor contends that the long-held theory of
efficient markets—which says existing share prices almost instantly
incorporate and reflect all relevant information—is morphing into what he
calls the “adaptive markets hypothesis.” The idea is that with new trading
technologies the market has become faster moving and more volatile. That
means greater risk. True enough and so far so good.
 


	61. But he goes  on to say this means “buy and hold investing doesn’t work
anymore.” The magazine interviewer then points out, and good for him, that
even during the “lost decade” of the 2000s, the buy and hold strategy of stock
investing would have returned 4%.
The professor responds: “Think about how that person earned 4%. He lost
30%, saw a big bounce back, and so on, and the compound rate of
return….was 4%. But most investors did not wait for the dust to settle. After
the first 25% loss, they probably reduced their holdings, and only got part
way back in after the market somewhat recovered. It’s human behavior.”
Hold the bloody phone! Correct premise, wrong conclusion. We’ll come
back to this in a moment.
Magazine: “So what choice do I have instead?”
Professor: “We’re in an awkward period of our industry where we haven’t
developed good alternatives. Your best bet is to hold a variety of mutual
funds that have relatively low fees and try to manage the volatility within a
reasonable range. You should be diversified not just with stocks and bonds
but across the entire spectrum of investment opportunities: stocks, bonds,
currencies, commodities, and domestically and internationally.”
Magazine: “Does the government have a role in preventing these crises?”
Professor: “It’s not possible to prevent financial crises.”
In the online comments for the article, a reader named Patrick nailed the
flaw: “So, markets are efficient except when they’re not. And buy and hold
doesn’t work because most people don’t stick to it at the wrong time. OK
wisdom, but is this news?” Gold star, Patrick.
Worse still is the professor’s recommendation to hold “the entire spectrum
of investment opportunities.” This is his solution to dealing with the new
investing world his “adaptive markets hypothesis” implies?
Seems odd, since he contends “buy and hold” no longer works, to suggest
investors buy and hold nearly every asset class imaginable. Huh?
 


	62. Let’s accept the  professor’s premise that markets have gotten more
volatile and will likely stay that way. I’m not sure I buy it, but OK, he’s the
credentialed economist. We can also agree that the typical investor is prone to
panic and poor decision-making, especially when all the cable news gurus are
lining up on window ledges. We certainly agree that it is not possible to
prevent financial crises. More are headed our way.
So the question that matters most is: how do we best deal with it?
The professor (and many like him) says:
Treat the symptoms.
He defaults to the all too common canard of broad asset allocation. He
would have us invest in everything and hope a couple of those puppies pull
through. To do this properly would require a ton of work. You would need to
understand all the various asset classes, decide what percentage to hold of
each and choose how to own them. Once you did that you’d need to track
them, rebalancing as necessary. The result of all of this effort is to guarantee
sub-par performance over time while offering the slim hope of increased
security. I am reminded of the quote: “Those who would trade liberty for
security deserve neither.” I say:
Toughen up cupcake and cure your bad behavior.
This means you must recognize the counterproductive psychology that
causes bad investment decisions—such as panic selling—and correct it in
yourself. In doing so, your investments will be far simpler and your results
far stronger.
To start you need to understand a few things about the stock market:
1. Market crashes are to be expected.
What happened in 2008 was not something unheard of. It has happened
before and it will happen again. And again. In the 40 odd years I’ve been
investing we’ve had:
 


	63. The great recession  of 1974-75.
The massive inflation of the late 1970s and early 1980s. Raise your
hand if you remember WIN buttons (Whip Inflation Now).
Mortgage rates were pushing 20%. You could buy 10-year
Treasury Notes paying 15% or more.
The now infamous 1979 Business Week cover: “The Death of
Equities” which, as it turned out, marked the coming of the greatest
bull market of all time.
The Crash of 1987, including Black Monday, the biggest one day
drop in history. Brokers were literally on the window ledges and
more than a couple took the leap.
The recession of the early 1990s.
The Tech Crash of the late 1990s.
9/11.
And that little dust-up in 2008.
2. The market always recovers. Always. And, if someday it really doesn’t, no
investment will be safe and none of this financial stuff will matter anyway.
In 1974 the Dow closed at 616.4
At the end of 2014 it was 17,823.4
Over
that 40 year period (January 1975 - January 2015) it grew, with dividends
reinvested, at an annualized rate of 11.9%.1
If you had invested $1,000 and
just let it ride, it would have grown to $89,7902
as 2015 dawned. An
impressive result through all those disasters above.
All you would have had to do was toughen up and let it ride. Take a
moment and let that sink in.
Everybody makes money when the market is rising. But what determines
whether it will make you wealthy or leave you bleeding on the side of the
road is what you do during the times it is collapsing.
3. The market always goes up. Always. Bet no one’s told you that before. But
it’s true. Understand this is not to say it is a smooth ride. It’s not. It is most
often a wild and rocky road. But it always, and I mean always, goes up. Not
every year. Not every month. Not every week and certainly not every day.
But take a moment and look again at the chart of the stock market in the last
chapter. The trend is relentlessly, through disaster after disaster, up.
 


	64. 4. The market  is the single best performing investment class over time, bar
none.
5. The next 10, 20, 30, 40, 50 years will have just as many collapses,
recessions and disasters as in the past. Like the good Professor says, it’s not
possible to prevent them. Every time this happens your investments will take
a hit. Every time it will be scary as hell. Every time all the smart guys will be
screaming: Sell!! And every time only those few with enough nerve will stay
the course and prosper.
6. This is why you have to toughen up, learn to ignore the noise and ride out
the storm; adding still more money to your investments as you go.
7. To be strong enough to stay the course you need to know these bad things
are coming—not only intellectually but on an emotional level as well. You
need to know this deep in your gut. They will happen. They will hurt. But
like blizzards in winter they should never be a surprise. And, unless you
panic, they won’t matter.
8. There’s a major market crash coming!! And there’ll be another after that!!
What wonderful buying opportunities they’ll be.
I tell my 24-year-old that during her 60-70 odd years of being an investor,
she can expect to see 2008 level financial meltdowns every 25 years or so.
That’s 2-3 of these economic “end of the world” events coming her, and
your, way. Smaller collapses will occur even more often.
The thing is, they are never the end of the world. They are part of the
process. So is all the panic that surrounds them. Don’t worry. The world isn’t
going to end on our watch. It is hubris to think it will.
Of course, over those same years she’s going to see several major bull
markets as well. Some will rage beyond all reason, along with the hype that
will surround them.
When those occur, the financial media will declare “this time it’s
different” with all the same confidence as when they claimed the end had
come. In this too they will be wrong.
In the next few chapters, we’ll discuss why the market always goes up,
and I’ll tell you exactly how to invest at each stage of your life, wind up rich
 


	65. and stay that  way. You won’t believe how simple it is. But yer gonna have to
be tough.
 


	66. Chapter 7
The market  always goes up
In 1987, on what was later to be called Black Monday, I called my broker at
the end of a very busy day. Remember that this was when we all still had
stockbrokers. When we were in the dark ages before cell phones, personal
computers, the internet and online trading.
“Hi Bob,” I said cheerfully. “How’s it going.”
There was a long silent pause. “You’re kidding,” he said. “Right?” He
sounded dreadful.
“Kidding about what?”
“Jim, we’ve just had the biggest meltdown in history. Customers have
been screaming at me all day. It’s a panic. The market is down over 500
points. Over 22%.”
That was the point at which I joined the rest of the planet in being
absolutely stunned. It is hard to describe just what this was like. Not even the
Great Depression had seen a day like this one. Nor have we since. Truly, it
looked like the end of the financial world.
A week or so later Time Magazine featured a cover with huge type
declaring:
The Crash
After a Wild Week on Wall Street, the World is Different
Of course, in this they were completely wrong. Crashes, even huge ones
like this, are a normal part of the process.
As any educated investor does, I knew that the market was volatile. I
knew that on its relentless march upwards there could and would be sharp
drops, corrections and bear markets. I knew that the best course was to hold
firm and not panic. But this? This was a whole ‘nother frame of reference.
 


	67. I held tight  for three or four months. Stocks continued to drift ever lower. I
knew this was normal, but unfortunately I knew it only on an intellectual
level. I hadn’t yet learned it deep enough in my gut. Finally, I lost my nerve
and sold.
I just wasn’t tough enough. That day when I sold it was, if not the absolute
bottom, close enough to it as not to matter. Then, of course and as always, the
market again began its inevitable climb. The market always goes up.
It took a year or so for me to regain my nerve and get back in. By then it
had passed its pre-Black Monday high. I had managed to lock in my losses
and pay a premium for a seat back at the table. It was expensive. It was
stupid. It was an embarrassing failure of nerve. I just wasn’t tough enough.
But I am now. My mistake of ’87 taught me exactly how to weather all the
future storms that came rolling in, including the Class 5 financial hurricane of
2008. It taught me to be tough and ultimately it made me far more money
than the admittedly expensive education cost.
As one of my blog readers put it: “We’ve stayed the course, with a side-
dish of panic.”
It’s a great line, and staying the course is always served with a side dish of
panic. That’s why ya gotta be tough.
Here’s our chart of the stock market’s history again:
 


	68. The Dow Jones  Industrial Average 1900 – 2012
Credit: www.stockcharts.com
Can you find my 1987 blip? It’s there and easy to spot, but not quite so
scary in context. Take a moment and let this chart sink in. You should notice
three things:
Through disaster after disaster the market always makes its way
higher over time.
It’s a wild ride along the way.
There is a Big, Ugly Event.
Let’s talk about the good news first. We’ll tackle those other points later.
To understand why the market always goes up we need to look a bit more
closely at what the market actually is.
 


	69. Publicly traded companies  are companies that issue stock that can be
purchased by individuals and organizations. When you buy stock in a
company you own a piece of that business. The stock market is made up of
all the companies that are publicly traded.
The chart above represents the DJIA (Dow Jones Industrial Average). We
are looking at the DJIA because it is the only group of stocks created as a
proxy for the entire stock market going back this far. Way back in 1896 a guy
named Charles Dow selected 12 stocks from leading American industries to
create his Index. Today the DJIA is comprised of 30 large American
companies.
But now let’s shift away from the DJIA Index, which I only introduced for
its long historical perspective, to a more useful and comprehensive index: the
CRSP U.S. Total Market Index.
Don’t let that technical sounding name scare you. For our purposes here,
all you need to understand is that it is an index of virtually every publicly
traded company in the U.S. More importantly, it is the index that Vanguard
currently uses to model their Total Stock Market Index Fund, VTSAX. By
design they are almost precisely the same. Since we can invest in VTSAX,
going forward I’ll be using it as our proxy for the stock market overall. Last
time I checked, and this will vary, VTSAX held about 3,700 companies. This
means that in owning VTSAX, you own a piece of all these businesses.
In 1976 John Bogle, the founder of The Vanguard Group, launched the
world’s first index fund. It tracked the S&P 500 index, allowing investors to
own the largest 500 or so companies in the U.S. in one low-cost fund. It
instantly became the single best tool for taking advantage of the market’s
relentless climb.
Then, in 1992, Vanguard created the Total Stock Market Index Fund and
investors could own in this one fund not just the 500 largest U.S. companies,
but virtually the entire U.S. stock market.
 


	70. Now a quick  note about something that can be confusing. Vanguard’s
Total Stock Market Index Fund comes in multiple varieties: VTSAX,
VTSMX, VTI and a couple of others. We’ll talk about why and how these
vary a bit later. But what is important to understand now is that they each
hold exactly the same portfolio created using that CRSP index. Essentially,
they are the same. VTSAX is what’s called the Admiral Shares version. It is
the one I personally own and that’s why I’m using it here.
So now we know what the stock market actually is and we can see from
the chart that it always goes up. Let’s take a moment to consider: how can
this be? There are two basic reasons:
1. The market is self-cleansing.
Take a look at the 30 DJIA stocks. Care to guess how many of the original 12
are still in it? Just one. General Electric. In fact, most of today’s 30
companies didn’t exist when Mr. Dow originally crafted his list. Most of the
originals have come and gone or morphed into something new. This is a key
point: the market is not stagnant. Companies routinely fade away and are
replaced with new blood.
The same is true of VTSAX. It holds almost every publicly traded
company in the U.S. stock market. Now, picture all 3,700 of these companies
along a classic bell curve graph that describes their annual stock performance.
Generic Bell Curve Graph
Those few at the left will be the worst performing. Those few to the right,
the best. All those between are at various points of performance.
 


	71. What is the  worst possible performance a bad stock can deliver? It can
lose 100% of its value and have its stock price drop to zero. Then, of course,
it disappears never to be heard from again.
Now let’s consider the right side of the curve. What is the best
performance a stock can deliver? 100% return? Certainly that’s possible. But
so is 200%, 300%, 1,000%, 10,000% or more. There is no upside limit. The
net result is a powerful upward bias.
We could model all 3,700 stocks in VTSAX this way and we’d find that
as some stars fade, new companies launch, grow, prosper and go public. This
process of the new replacing the dead and dying is what makes the market
(and VTSAX as its proxy) self-cleansing.
But note, this only works with broad-based index funds. Once
“professional management” starts trying to beat the system, all bets are off.
They can, and most often do, make things much worse and they always
charge more fees to do so. We’ll talk a bit more about this in a later chapter.
2. Owning stock is owning a part of living,
breathing, dynamic companies, each striving to
succeed.
To appreciate why the stock market relentlessly rises requires an
understanding of what we actually own with VTSAX. We own—quite
literally—a piece of virtually every publicly traded company in the U.S.
Stocks are not just little slips of traded paper. When you own stock you
own a piece of a business. These are companies filled with people working
endlessly to expand and serve their customer base. They are competing in an
unforgiving environment that rewards those who can make it happen and
discards those who can’t. It is this intense dynamic that makes stocks and the
companies they represent the most powerful and successful investment class
in history.
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