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			MAIN IDEA

			The financial meltdown of 2008-2009 has dramatically changed the long-term investment landscape. As surprising and counterintuitive as it may sound, by the perverse calculus of finance, this has created a massive buying opportunity for those who know what they’re doing. The stocks and bonds of some once-mighty corporations have been battered and as they recover-as they always have in the past – generous returns will be enjoyed by those investors who are brave, disciplined and liquid.

			To prosper as an investor in the years ahead, understand and operate by these five principles:
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			“Over the past three decades, the powers that be have handed investors, particularly those saving for retirement, a very raw deal indeed. First and foremost, the traditional pension plan has been replaced with an investment mess of pottage: poorly designed, overly expensive, and thus miserably performing defined-contribution plans that seem almost consciously designed to fail. Worse, the average American is assumed to somehow possess the expertise and, more importantly, the emotional discipline to execute a competent lifetime investment plan, a goal that even many Wall Street professionals fall well short of. I hope I have provided you with the tools to personally avoid becoming a casualty of this looming catastrophe. Needless to say, you have a great deal of skin in this game. I have enumerated several skill sets that every competent investor should master. Tie them together into lists that could be stuck to your refrigerator. Grab your breakfast, look regularly at these lists, and embrace this manifesto.”

			– William Bernstein

			About the Author

			WILLIAM BERNSTEIN is a financial theorist. He is also a retired neurologist and cofounder of a financial investment advisory firm, Efficient Frontier Advisors. Dr. Bernstein is the author of several books on finance and economic history including The Four Pillars of Investing and The Intelligent Asset Allocator. Dr. Bernstein is an advocate of modern portfolio theory which suggests investment returns are determined more by the asset allocation of the portfolio than by the selection of individual investments which outperform the market.

			Dr. Bernstein’s Web site is at www.EfficientFrontier.com.

			Important Note About This Ebook

			This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.

			Summary of The Investor’s Manifesto
(William J. Bernstein)

			1. Don’t be greedy – risk/return always applies

			Prior to the 2009 downturn, lots of investors lost sight of the fact risk and return are always related. They fell into the trap of assuming the markets could only go in the one direction. Reality has been imposed with a passion. There’s no escaping the fact the best potential returns are available when things are the scariest so if you’re keenly aware of the risks in investing at present, that’s good. It’s asign there’s money to be made as long as you know what you’re doing.

			“Nothing is more likely to make you poor than your own emotions; nothing is more likely to save your finances than learning how to use cool, dispassionate reason to hold those emotions in check.”

			– William Bernstein

			As much as we might wish otherwise, risk and return are ever present when it comes to investment decisions. If you choose to chase high returns, you’re automatically saying you’re prepared to live with high risk whether you realize it or not.

			Consider, for a moment, what your long-term goal is as an investor? When you cut through all the background noise, you will have to admit there are only two logical reasons why you would want to invest in anything:
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			An investment portfolio which is attempting to generate noteworthy gains will be structured quite differently from one which is designed to fund your retirement. The “outstanding gains” portfolio will have a higher level of risk whereas a retirement funding style portfolio will be much more conservative.

			“If done properly, successful investing entertains as much as watching clothes tumble in the dryer window. Always remember that the more exciting a given stock or asset class is, the more likely it is to be over-owned, overpriced, and destined for low future returns. In most years, a portfolio designed to minimize your chances of dying poor will spread among so many securities and asset classes that its performance will not do much to quicken the pulse. If you do feel compelled to seek excitement in finance – and I do not recommend it – hive off a small portion of your portfolio with which to amuse yourself. Segregate this account, which should be no larger than 10 percent of your nest egg, from the rest of your portfolio, and never add to it. When it is gone, it is gone, and hopefully with it the thrill of stock picking.”

			– William Bernstein

			Humans have some inbuilt biases which are unhelpful when it comes to making sound investment decisions. When you want to act as an investor, you sometimes have to make a conscious decision to go against what your knee-jerk reactions to a situation would be. Some of these more obvious hindrances to sound investment decisions are:

			
					We all crave easy-to-understand narratives – and therefore sometimes we try and put a story to the random movements of the financial markets when in reality no such narrative exists. At present, the prevailing narrative seems to be: “The world economy is imploding and corporate profits are collapsing. Therefore, stocks will become worthless in the future.” This is obviously false. Solid well-run corporations always have made profits and they will continue to do so in the future. A single narrative just cannot capture the complexities of the market in its entirety.

					For some reason, we expect our financial investments to entertain – to go on some sort of financial adventure. Perhaps this is why people invest in IPOs even though studies show initial public offerings are very high risk. Everyone wants to get in on the ground floor of the next Amazon.com.

					We are too easily frightened -we rush to sell stocks at the first sign of bad news rather than hanging in there until problems are sorted out.

					We often extrapolate the recent past too far into the future when evaluating stocks – and expect things to never change. When the markets do enter a new phase – as they inevitably do – we’re shocked.

					We all believe we’re better than average – when it comes to generating investment returns. We believe we can pick winning stocks and better mutual fund managers than others.

					We feel social pressure to keep up with the Joneses – we envy those who own a glamorous stock, have a high profile money manager or spend lots on their lifestyles.

			

			There’s no escaping these human behavioral flaws so all you can do is be aware of why you’re acting the way you do and do the best you can to offset these tendencies. Specifically, you can:

			
					Beware of any glib narrative explanation of what’s happening.

					Be comfortable having dull investment portfolios.

					Remind yourself risk is ever present in investments.

					Rebalance your portfolio yearly, no more frequently.

					Stop making analogies altogether.

					Relish the randomness of the financial markets.

					Treat any stock market patterns as coincidences.

					Stop looking for patterns where they don’t exist.

					Acknowledge other investors know more than you do.

					Make boring rather than exotic investments.“Risk and reward are flip sides of the same coin: Long-term high rewards – the very best kind – do not come without occasional ferocious losses; perfect safety condemns the investor to low returns.”
– William Bernstein


			

			2. Diversify as widely as possible at all times

			Picking individual stocks which will do well in the years ahead is a bad idea for individual investors. It can’t be done consistently and despite what you’d like to think, you’re no exception. But what may surprise is this also applies to actively managed funds. They don’t know what will happen in the future any more than you and what’s worse, they’ll charge you a fee despite their ignorance. Avoid actively managed funds at all times.

			What does it take to be a successful investor? When you boil everything down, there are four basic requirements:
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					A successful investor needs to be interested in the process -because if managing money is not something you enjoy, you won’t dig into all the various intricacies of money with passion. Most people tend to enjoy finance as much as they do a trip to the dentist.

					Investors needs to be good at maths -beyond understanding algebra or knowing how to use a spreadsheet. To succeed as an investor, you’ll need a working knowledge of statistics and the laws of probability.

					To do well as an investor, you need a good grasp of financial history -how various bubbles arose in the past, what caused them and what resulted. You need to be driven enough to actually dig into history enough to understand the Great Depression, the South Sea Bubble and much, much more.

					You need the emotional discipline to execute your planned strategy – regardless of what you read in the newspapers month after month, what your spouse says or what the current state of the share market is. To succeed as an investor, you not only have to know what to do but you also have to be able to bring yourself to do what’s required.

			

			At a guess, probably no more than 10 percent of the general population would meet these criteria. Historically, this was okay since your retirement savings were probably managed in a pension plan provided by your employer but today with 401(k)s, 403(b)s and 457s, you’re expected to be much more proactive in managing your own investments to provide for your retirement needs. However, irrespective of whether you actually have what it takes to be a good money manager yourself or not, there is one bedrock principle of effective investment practice which you have to apply if you plan on being a long-term success:
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			The simple and undeniable fact is when it comes to the financial markets, nobody can predict with any degree of certainty how events will play out in the future. There will always be major and minor upheavals. The stock market as a whole will ebb and flow. The general economy will cycle between vigorous growth and stifling recession. Your investments have to be sufficiently diversified so that come what may, you’ll still be moving ahead.

			Diversification requires that you spread your investments:

			1. Across asset classes

			You aren’t genuinely diversified if you put some of your money in the stock of Company A and the balance in stock of Company B. Both investments are in the same investment class and therefore are likely to rise or fall in sync. Rather, you become diversified when you put some of your money into domestic stocks, some into foreign stocks and the balance into bonds. These are all different asset classes and should rise or fall in response to varying market and economic conditions.

			2. Between stocks and bonds

			Stocks generate the best gains in capital growth most of the time so you want to have some of your investment funds positioned there to benefit from that. In turbulent markets, however, the certainty of bond payments is important for your peace of mind. You will always want to have a foot in both camps to succeed over the long term.

			3. Long-term vs. short-term

			Historically, the stock markets have been more volatile than the bond markets. There’s no reason to believe the future will be any different so therefore, invest in stocks only the money you don’t plan on using for a decade or two. That gives an appropriate timeline for your investments to appreciate in value. Money that you’ll be needing over the next ten to twenty years should be allocated to the bond markets.

			It’s very easy to assume professional fund managers who do this kind of thing for a living would be better at selecting investments than you. The data shows this is not the case. For a year or two, various fund managers outperform the market but then get replaced by the next group of managers who strike it lucky for a year or two. Nobody outperforms the overall market year after year over their entire careers. Therefore, don’t fall into the trap of assuming diversification is not needed if you go with actively managed funds. They can’t predict the future any better than you can. The only way to be prepared for any eventuality is to diversify.

			“The primary decision facing you, the investor, is the overall percentages of the portfolio allotted to stocks and bonds; this determines the risk-return characteristics of the mix.”

			– William Bernstein

			“Since we cannot predict in advance which stock and bond asset classes will perform the best, we diversify. During periods of sharp market declines, all stock asset classes tend to drop, but in the long run, diversification among stock asset classes often works quite well, thank you. The portfolio’s the thing; do not pay too much attention to its best and worst performing asset classes.”

			– William Bernstein

			3. Always be wary of the investment industry

			With only a mere handful of exceptions, the financial services industry exists to steal your money. Their whole aim is to transfer your wealth into their pockets – they will end up vacationing on their yachts while you pore over the statements their firms issue you and wondering where your money went. Avoid full-service brokerage houses and most mutual funds at all costs.

			“Wake up, smell the coffee, and observe the private jets and eight-figure bonuses of brokerage executives, paid for by you, and the sub-par returns earned for you by these inept clowns. If you find yourself sitting, literally or figuratively, in a large, leather-and-mahogany-filled office across from someone who flies from vacation house to vacation house, pivot 180-degrees and run like hell. As your father probably told you, when you cannot figure out who is the patsy at the poker table, then you are it.”

			– William Bernstein

			The investment industry is a minefield of potential pitfalls for the average investor. In some ways, Wall Street can be viewed as the world’s largest bad neighborhood. It’s a sham which exists solely for the purpose of fleecing the unwary. The problems with the investment industry as a whole stem from a few root causes:

			
					Brokers and financial advisors are not required to meet any statutory educational requirements – meaning anyone can get a foot in the door, even those who are totally incompetent. Brokers are not even required to graduate high school much less study for years to pass grueling exams.

					Nobody goes into finance to help make the world a better place – they are attracted by the chance to make huge multi-million-dollar bonuses.

					If you look deep enough, you’ll always uncover some sort of “agency conflict” – where the same brokerage house is generating a commission from those who are selling and a commission from those who are buying the same investment. Financial advisors and brokers are there to maximize the profits for their shareholder owners rather than to maximize returns for their customers.

					Brokers are very good at selling their services – but they do no better than the average person at making profitable investments. They don’t know more than you do, even though they hope you will think that. Nobody is responsible for keeping track of how brokers actually invest and how those investments actually perform so brokers are free to make all kinds of outlandish claims without any fear of being shown up as lying.

					Brokers are not required to disclose any secret commission revenue they may derive from recommending one investment over another – and so they don’t. That means it’s impossible to get unbiased advice. It’s the main reason why brokers never recommend investing in index funds which charge 0.1 to 0.2 percent in annual fees. Instead, they will steer people towards actively managed mutual funds which typically charge 2 percent a year in fees and transaction expenses but which will pay them a commission. Or they will find buyers for special stocks and investments which pay the broker a success fee of one kind or another. There are incredible conflicts on interest which are built into the system.

					Analysts who are employed by the brokerage firms are no better – they openly tout stocks for the sole purpose of generating business for their firms rather than presenting unbiased information and recommendations.

					Brokers are not regulated in the same way doctors, lawyers and other professionals are regulated – as they are not legally considered to be “fiduciaries”. In simple terms, that means brokers are not required by law to put a client’s interests first. If your broker fleeces you, it won’t take long at all for you to discover you have no avenues of legal redress available.

					For all their claimed benefits, mutual funds are little or no better – since they typically focus more on assets under management than they do on growing the size of the returns they pay out. Most mutual funds are basically marketing companies in disguise. Many mutual fund managers will start lots of little mutual funds and then advertise those which perform exceptionally well while allowing those which do not to die a natural death. As more money flows into these random success stories, fund management costs drop substantially but these per-share savings are never passed on to the fund holders by a lowering of fees. Furthermore, mutual funds cannot resist the temptation to take kickbacks from brokerage companies in return for preferential treatment. They are not required to disclose these potentially shady deals and therefore they do not.

			

			Taking the broad view of the problems engineered into the investment industry, the only sane approach is to invest in a stock index fund which owns shares in the market as a whole rather than trying to pick winners and losers. It also needs to be a fund which is owned by the mutual fund shareholders themselves in order to remove any potential conflicts of

			
			
					Fidelity Investments

					Dimensional Fund Advisors (DFA)

					The American Funds Group

			

			
			
			
			
					Since commerce began, there have always been companies that generate more capital than they need and others which require capital to fund their operations.

					Throughout history, companies which need money have secured it by taking out loans or by offering equity. Loans or bonds have a predetermined rate of interest, a set payment schedule and are legally enforceable. Equity has a lower legal standing and is thus riskier which in turn necessitates a higher long-term return in order to attract investors.

					Whenever there is social, political or military upheavals, the prices of both stocks and bonds can decline, sometimes dramatically. Generally speaking, this sets the stage for high future returns but there have been instances where the losses end up being permanent.

					There have been all kinds of stock market “bubbles” where the market gets ahead of itself and acts irrationally. In the 1970s, almost any company with “-tronics” in its name was overvalued as electronics became popular with investors. Similarly, the “dot com” boom saw any company which announced it was going with e-commerce add millions to its valuation overnight from 1995 to 1999. These bubbles are always short lived and eventually the stock market corrects itself and returns to basing valuations on normal business fundamentals.

					Money is a commodity and therefore its value is closely linked to demand and supply. As capital becomes more abundant, its price – the rate of interest people who have it charge -always falls. In 3,000 B.C., ancient Summerian borrowers paid 33 percent a year for loans of grain and 20 percent for loans of silver. By 2,000 B.C., Babylonian debtors could borrow silver at 10 percent. Around 1,000 B.C., the Greeks were paying interest rates of about 6 percent and at the height of the Roman Empire, borrowers were paying 4 percent.

					Shareholders in a company are always the last in line to receive a payoff. Therefore, they take more risk and accordingly you would expect equity investors to be paid more on average than bondholders.

					The first company to spread ownership among many people by offering shares was around 1150 A.D. when a water mill in Bazacle in southern France divided its ownership into shares. The shares in this utility company traded until 1946 when France’s socialist government nationalized the company.

					Around 1600 A.D., the English and Dutch East India Company sold shares in their trading ventures which aimed to exploit the East Asian spice trade. These ventures ended up being enormously successful and often paid returns in excess of 100 percent.

					When the Roman Empire collapsed in the fifth century A.D., a small group of refugees sought shelter in Venice, then an obscure lagoon nestled on Italy’s Adriatic coastline. Venice was constantly at war with its trading rivals including Genoa and the Ottoman Turks. To finance these conflicts, Venice issued bonds which yielded 5 percent interest. The Venetian treasury forced its wealthiest citizens to buy these bonds in exchange for periodic interest payments. Bond holders were also allowed to transfer their securities to someone else’s name, thereby giving birth to the modern bond market and secondary markets for these securities. Over the next three to four hundred years, the prices of these bonds ebbed and flowed in synch with Venice’s progress in wars and all kinds of other state activities.

					Vigorous stock markets would eventually crop up in Russia, Egypt, India, China and elsewhere. The advent of World War I saw the St. Petersburg Exchange closed down and it never has reopened. Similarly, once vigorous stock markets in Cairo, Bombay, Buenos Aires and Shanghai have become either defunct or at least moribund. For the past two hundred years, U.S. stock markets have enjoyed an unbroken run of success but there is nothing which guarantees they will go on forever. In just the same way as once robust markets elsewhere in the world eventually ran out of steam and ceased operations, there is nothing to say the same thing couldn’t happen in the U.S. one day. This is another reason why stocks have to incorporate a risk premium.

			

			
			
					The most important exercise in the overall investment process is always to estimate future returns. This is the essence of making sound investment decisions. A dangerous approach is to use historical returns to estimate future ones. Almost every newcomer to investment falls into this trap. The marketplace conditions always change which means there are no guarantees the returns earned in the past can be repeated in the future. The only sane way to estimate future returns for stocks is to add the dividend yield to the dividend growth rate. To illustrate:	A company sells for $100 a share and pays a $3 dividend.

	Now imagine it increases its dividend by 4 percent to $3.12.

	The company’s share price will go up 4 percent to $104.

	To that $104, we add the $3 dividend = $107 in total.

	Thus, the value of the company has gone up by 7 percent.




					This is known in finance as the Gordon Equation after its developer. The Gordon Equation can also be used to determine the future return of bonds. To calculate this, subtract the expected failure rate from the coupon or nominal interest rate.

					When looking at investment returns, you always have to factor in the rate of inflation as well. Most first-up investors fail to do this but inflation has a far reaching impact on returns. Until you factor in inflation, you cannot begin to calculate your real return. By focusing on after-inflation returns, you’re looking at actual purchasing power. Smart investors know this is the true measure of growth.

					It’s tempting and alluring to think somewhere out in the investing world is a guru who can pick winning stocks better than you. You want to find this guru so you can invest in his or her actively managed mutual fund. Be assured such a guru does not exist. Fund managers can’t beat the market over the long haul. One or two might have an exceptional year and do well, but this year’s heroes have a way of turning into next year’s zeroes with alarming predictability. Even legends like Warren Buffett have down years and when you look at his track record, Berkshire beats some indexes (like the S&P 500) handily but lags behind the performance of others (like the DFA Small Value Fund). There is also a significant “Buffett Premium” which gets added into the market value of Berkshire’s stock, rightly or wrongly.

					Investment newsletters fare badly as well. They typically talk up their successful recommendations and let their less-than-spectacular picks fade into obscurity. When an academic study of 132 newsletters was carried out, it was found none of them could consistently beat the market.

					Trying to cherry pick individual winning stocks is called active investing. The alternative is to invest passively, which is what index funds do. An index fund buys shares in every stock in the market. In this way, an index fund tracks the value of the market as a whole. If you want to have an investment which mirrors the performance of the overall stock market, you can buy shares in an index fund.

					The world’s largest index fund is the Vanguard 500 Index which invests in S&P 500 stocks. Vanguard was founded by John Bogle in the 1960s. Bogle began by creating a service corporation which runs Vanguard’s funds which is owned by the mutual funds themselves. Thus, in effect, Vanguard is a nonprofit organization which is run exclusively for the benefit of its customers. This ownership structure is unique in the investment industry and it means Vanguard charges lower management fees than everyone else. Vanguard has now moved to set up a large number of index funds, each of which focuses on applying passive investment strategies to different markets. Vanguard also offers bond investment funds which are also index funds based around short-, intermediate- and long-term bonds.

					Most investors get nervous when the stock market declines. This is the opposite of what you’d expect. If you were to buy a new car and you got told the price had just gone down by 10 percent, you’d be ecstatic. By contrast, when the stock market goes down, people get concerned about the future. Rather than celebrating because you can now buy more of the stock you want with the money you have, you wonder whether other investors know more than you do. Investing in an index fund removes all these kind of vagaries and variations.

					Never forget the markets as a whole are brutally and incredibly efficient. Anything you might find out about a stock or bond has already been factored in to its market price. Whenever you buy an individual stock or bond, you’re trading with someone who feels it is the right time to sell rather than buy more. That person will likely be smarter and better informed than you are. They will probably be working just as hard as you are, if not harder. They might be a corporate insider who knows a lot more about the company’s future prospects than you do. They might be a professional investor who does this all day every day. Bear in mind you can’t beat them consistently. You might strike it lucky for a trade or two but you won’t be consistently successful.

			

			
			
			
			
					Before you can invest, you must establish a saving habit first. The essence of investing is you defer your current expenditure in favor of having money available to buy things in the future. Before you start focusing on how to invest, learn how to save. Establish a saving habit and plan on doing this throughout your entire life and do not stop saving until you die. Operate on the basis you can never save too much.

					There’s also no point starting an investment portfolio until you’ve built up a living expenses buffer first. Put away enough money for six month’s living expenses in the event of job loss or serious illness. Put this money into a taxable account which earns interest but which will not penalize you for immediate withdrawals. Also put aside any money you plan on spending on a house down payment or anything similar. Put that money into a high-grade short-term bond or certificate of deposit with your bank. Do not put this money into equities which can vary widely in price from one month to the next.

					Plan on diversifying right from the outset. Don’t believe diversification only comes into its own once your investments become sizable. Diversify as widely as you can at all times and in all your investments.

					Remember, companies die – they merge with other entities, they undertake spin-offs into new lines of business and they cease operations all too frequently. Over the thirty plus years you want to be an active investor, there will be a considerable turnover of companies in your portfolio. Therefore, you have to start with a large pool of companies in your portfolio in order to achieve true diversification.

					Remind yourself while it would be great to have all winners in your investment portfolio, it isn’t realistic. You will end up with some assets which show steady appreciation, some which fall in value and others which fail altogether. If you’re lucky, you may even have a stellar performer which generates exceptional returns. Remind yourself that’s fine. It’s the overall performance of your investment portfolio that counts, not what happens to each individual investment.

			

			
			
					Decide how you will allocate your investment capital.

					Allocate your stock and bond investments.	44.1% – United States of America

	28.3% – Europe

	14.9% – Asia/Pacific

	9.4% – Emerging Markets

	3.3% – Other




			

			
			
			
			
					Keep adding to your investment portfolio each and every year until you retire.

					About once every couple of years- and not more frequently-rebalance your investment portfolio.
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