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PREFACE

When I started writing about investing more than a dozen years ago, I thought it would be easy to encourage people to embrace a simple, low-cost strategy that routinely beats the vast majority of professional money managers. In fact, this approach is so hands-off it has been dubbed the “Couch Potato strategy.” What could be easier? But the fact is, while thousands of Canadians have found both financial success and peace of mind following this path, many still have a long way to go. Investing remains a struggle for most of us, and the obstacles in our path are different now.

There are reasons for optimism. For one, the strategy—known more formally as index investing—has a lot more street cred than it did when I created my blog, Canadian Couch Potato, back in 2010. At that time, indexing was still a fringe idea, even though its roots stretched back to the 1970s. Even if you were a believer, implementing the strategy meant assembling a portfolio yourself using multiple funds, many of which were only cheap relative to the ridiculously overpriced mutual funds that dominated the marketplace. Brokerages often charged $29 per trade, a huge barrier for people with modest amounts to invest. Today, index funds are cheaper and more user-friendly than ever, and they can often be bought commission-free.

But the easy access has brought a new set of challenges. Now that you can buy and sell stocks for free on your phone and connect with opiniated traders on Reddit, investing has turned into a game for many people. The Couch Potato strategy doesn’t provide anything like the excitement of r/WallStreetBets or speculating on cryptocurrencies. Boring works, but it’s still boring, and FOMO (fear of missing out) is a real problem for the youngest generation of investors.

For the record, I didn’t invent the Couch Potato moniker. The credit—or blame—goes to Scott Burns, a journalist who coined the term in a 1991 article in the Dallas Morning News. Burns suggested putting half your money in a fund tracking an index of US stocks and the other half in a similar fund that held a cross-section of bonds. All you needed to do was occasionally make two trades to get the portfolio back to that 50/50 target. “You need to pay attention to your investments only once a year,” Burns wrote. “Any time it’s convenient. Any time you can muster the capacity to divide by the number two.” He went on to show that this simple formula would have outperformed the majority of professional money managers during the gloom of the 1970s and the boom of the 1980s. Adopting this effortless approach, he declared, “means more time at the beach, if you are so inclined. Or more time being a couch potato.”

When MoneySense magazine launched in Canada in 1999, founding editor Ian McGugan brought the idea north of the border and offered model Couch Potato portfolios using products that were little-known at that time: exchange-traded funds, or ETFs. I had been contributing to MoneySense almost from the beginning, but it was only in 2009 that I took up the mantle and started writing regularly about the benefits of the strategy for the magazine, and later on my own blog.

Of course, we weren’t the only ones banging the drum. Other authors have recommended the same strategy with similarly slothful nicknames: the Sleepy Portfolio, the Lazy Portfolio, the Easy Chair Portfolio, the Gone Fishin’ Portfolio. All of these names conjure up images of laziness and apathy. Indeed, many years ago I wrote an article that called the strategy “the investing equivalent of flopping in front of the TV with a bag of Cheetos.”

I now realize there’s a problem with this terminology. It’s supposed to make investing sound more approachable and less intimidating; but if you miss the irony, it’s easy to infer that the strategy is for people who have decided investing is too much work, so they prefer to spend their time snoozing and hoping it all works out for the best. The truth is, some of the world’s most respected financial thinkers—several of whom are Nobel laureates—have been recommending it for decades. And if you think the strategy is appropriate only for investors with modest five-figure portfolios, think again. Even large institutions like pension funds and endowments use similar strategies to manage billions. They just don’t use whimsical names to describe them.

No matter what strategy you use, or what you call it, there’s another huge obstacle to success, and that’s investing with no context. Too many people see investing as little more than a series of transactions. They view each holding in isolation rather than as an ingredient in a larger recipe. And they see their portfolio as an end in itself rather than as a tool to help them achieve important life goals. That’s why I’ve organized this book as a series of gradual, progressive steps you can follow as you put together an investment plan you can manage on your own. I want to drive home the idea that building the right portfolio is a thoughtful, repeatable process.

I’ll start by introducing you to the principles of index investing and the piles of evidence behind them. Then I’ll show you how to set financial goals and determine how much risk you need to take to reach them. After that, I’ll teach you how to design a simple, low-cost, diversified portfolio suited to your objectives. I’ll guide you through the maze of ETFs available today, help you understand how they work and show you how to pick the right ones.

I’ll also point out the hurdles you’ll need to overcome as you get started. I’ll explain how to open an account with an online brokerage so you can build and maintain your portfolio on your own. I’ll walk you through the process of making trades so you can buy and sell ETFs on the stock exchanges without making costly errors. And finally, I’ll share some wisdom about the most difficult part of investing: sticking to your plan when the media, the market gurus, your brother-in-law and your own self-doubt are threatening to sabotage all your hard work.

Let’s do this.




[image: Images]

STEP 1

STOP TRYING TO BEAT THE MARKET

I vividly remember when I first let go of the idea that successful investing was about beating the market.

It was in the summer of 2008, when I was a full-time journalist and a regular contributor to MoneySense. Up to that point, I had almost never written about investing: most of my work for the magazine centred on topics like saving money on kids’ music lessons or getting a good deal on a gas barbecue. But that year, the editors planned an event called the Seven-Day Financial Makeover and invited three couples and one single person to a week-long boot camp in a Toronto hotel. There were workshops led by experts covering everything from smart spending to debt management to investing. I was supposed to be there as a reporter, but I ended up getting a makeover of my own.

MoneySense was an early adopter of the Couch Potato strategy, which involves investing in a portfolio of low-cost index funds. These funds get their name because they’re designed to mimic popular benchmarks for the stock and bond markets rather than having someone pick individual securities or make tactical moves based on forecasts. During the workshops, the experts explained that this simple strategy with the playful name delivered higher returns than the majority of mutual funds and money managers.

I was fascinated, but skeptical. It sounded like someone was selling a golf strategy that could beat most players on the PGA Tour. It took me a while to appreciate why that’s a poor analogy. Professional golfers routinely shoot under par, but the vast majority of investors—both amateurs and pros—fail to outperform their benchmark indexes.

Inspired by the workshops, I hungrily read everything I could about the theory and practice of indexing, studying the math and the logic behind it. Once I understood how and why the strategy works, I fired my advisor, sold my high-fee mutual funds, opened an online brokerage account and rebuilt my portfolio with ETFs.

A few weeks later, in September 2008, the markets crashed and I lost more than 20% of my savings. I went from couch potato to mashed potato.

But I didn’t lose faith in the strategy—and not because I was an experienced investor with nerves of steel. The reason I held on was because I had done my homework and I knew what to expect when markets fell. I was stressed and scared like everyone else, but I wasn’t tempted to abandon the strategy, because I was no longer under the illusion that a more active approach would have improved my situation. Indeed, it likely would have made it worse.

You don’t need to read dozens of books on index investing to get to that place, but a review of the evidence that the strategy works should help you build confidence in the approach and stick to it even when markets are in freefall.

The feeling isn’t mutual

Our discussion has to begin with mutual funds, which are still the primary way most Canadians invest. Starting in the 1980s, mutual funds brought investing to the masses by allowing almost anyone to build a diversified portfolio of stocks and bonds with as little as a few thousand dollars.

Now, if you spend a lot of time on personal finance blogs or on forums like Reddit, you’ve no doubt noticed a lot of mutual fund bashing. Enlightened do-it-yourself investors have already figured out the problems with the mutual fund business in Canada, and if you’re one of these people, then what I’m about to say might seem like old hat. But you’d be in the minority: although mutual funds don’t get a lot of love in the traditional press or on social media, at the end of 2020 Canadians still had almost $1.8 trillion invested in mutual funds, about seven times more than in ETFs.1

It’s important to get past the knee-jerk opposition to mutual funds. There’s absolutely nothing inherently wrong with them. ETFs get all the good PR these days from both do-it-yourselfers and the financial media, but in many ways the mutual fund structure is actually better—or at least it’s more user-friendly. Mutual funds are easier to buy, either directly from the fund company or through an online brokerage: you don’t need to learn how to place an order on a stock exchange, and you don’t need to pay the $9.95 commission charged by most brokerages on ETF trades. It’s also a snap to set up automatic contributions with mutual funds, which makes monthly saving almost painless. You can’t do that with ETFs.

So let’s agree the mutual fund structure isn’t the problem. The two reasons mutual funds are failing so many investors are that most are way too expensive and most use losing strategies.

We’ll start with fees. The research firm Morningstar regularly publishes a report that evaluates the mutual fund marketplace in 26 countries. For many years, Morningstar called out Canada for having the highest fund costs in the world. In 2013, Canada received a big fat F on fees and expenses—no other country was even close. By 2017, the situation had barely changed and Canada still had the worst rating in the category. The most recent report, from the fall of 2019, saw Canada climb to the lofty heights of “below average.” Morningstar found the median management expense ratio (or MER) for both balanced and equity mutual funds was just under 2%, while for bond funds it was a touch below 1%.

When you buy a mutual fund through an advisor, about half of that fee is for the ongoing services you’re supposed to be getting, such as financial planning. This is called a “trailing commission.” Morningstar acknowledged that if you’re a DIY investor, you can find mutual funds with more reasonable fees: “When purchasing funds without advice,” the report says, “investors have found it increasingly possible to invest without paying . . . trailing commissions, or at least a much smaller trailing commission.” But even if that’s true, the inescapable fact is that no one needs to pay 2%, even if they use an advisor.

What do these high fees mean over the long term? Larry Bates, author of Beat the Bank, has created a tool he calls the T-REX Score, which does a great job of showing the corrosive effect of fees over time. For example, assume you start with a $10,000 investment and over the next 25 years you earn a 5% annual return before fees. Your investment would grow to $33,864. Now assume that return is reduced by a 1.5% annual fee. Your investment would grow to just $23,632 over 25 years, because the compounding of costs means you keep only 57% of the overall investment gains: the other 43% is lost to fees.

If you were to reduce your costs to 0.25% annually—which is easy with a do-it-yourself ETF portfolio—what effect would that have? Over 25 years, your portfolio would grow to $31,904, and you would keep 92% of the gains. So you can see the enormous difference fees can make over an investing lifetime.

Now let’s talk about performance. You would think that with all these money managers charging high fees and collecting huge salaries it would be easy to find actively managed funds with superior performance. But you would be wrong. (An “actively managed” fund is one whose goal is to outperform the overall market, as opposed to a “passively managed” index fund, which is designed simply to deliver the same return as the broad market.) The index provider S&P Dow Jones keeps a scorecard that measures the percentage of funds that beat their benchmarks over various periods. The 2020 scorecard for Canada found that over the previous 10 years, less than 16% of Canadian equity funds outperformed the indexes, or about one in seven. For US equity and global equity funds, that number was less than 35%.

One of the counterarguments you’ll often hear is that it’s easy to weed out the lousy mutual funds and focus on the few that have delivered index-beating returns in the past. If you do that, the story goes, you can even ignore fees, since costs don’t matter if the fund delivers good performance. As one popular investment writer has put it, “If a mutual fund with a 2.5% management expense ratio returns 10% a year after expenses and an ETF with a 0.50% MER gains just 8%, which would you choose?”

This might sound reasonable on the surface, but the obvious flaw is that the investor needs to make the choice before the results are in. If a high-cost mutual fund delivered index-beating returns during the past five years, sure, you would have done well to have bought that fund five years ago. But unless you’re a time traveller, that information is useless. It’s the same logical error people use when they call a low-probability bet in poker and then say they made the correct decision when their miracle card arrives.

But surely a few years of above-average returns can help you decide which funds to add to your portfolio, right? Nope: the evidence is clear on that question. The fact that a fund has performed well recently does not mean it’s likely to do so in the future. Here’s a recent finding that makes the point well: S&P Dow Jones publishes a report called The Persistence Scorecard, which looks at funds that were top performers in the past to see how they fared in the following years. In its December 2019 report on US funds, it found that fewer than 3% of equity funds that were in the top quartile of performers were still there after five years.

If past performance doesn’t help you predict future returns, what does? Fees. Even Morningstar, which publishes widely followed rankings of mutual funds, has admitted that costs have more predictive power than its own star ratings. Morningstar’s Russel Kinnel put it like this: “If there’s anything in the whole world of mutual funds that you can take to the bank, it’s that expense ratios help you make a better decision. In every single time period and data point tested, low-cost funds beat high-cost funds . . . Expense ratios are strong predictors of performance.”2

If you’re currently working with an advisor who uses high-cost, actively managed mutual funds, you might be tempted to bring up this evidence and perhaps make a suggestion that he or she consider rebuilding your portfolio with low-fee index funds. But suggesting this would probably be futile. Advisors who use actively managed mutual funds aren’t being cynical: they genuinely believe they’re doing the best thing for their clients, and they probably invest their own money the same way. A 2018 research paper examined data on more than 4,000 Canadian mutual fund advisors and found that “they purchase funds with better-than-average historical returns and they overwhelmingly favor expensive, actively managed funds.”3 In other words, these advisors might be ignorant, but they’re not dishonest. They’ve already seen the evidence we’ve just discussed—believe me, everyone in the industry is aware of it—and they’ve chosen to ignore it. You can make a different choice.

Taking stock of stock picking

While the mutual fund industry in Canada is still enormous, it’s not growing at anything like the pace it once did, as more and more investors become aware of the high fees they’re paying for chronic underperformance. This is encouraging, but unfortunately many mutual fund refugees have turned to picking individual stocks. This has the advantage of low costs—especially now that commissions at online brokerages are less than $10 and some mobile apps allow you to trade for free—but its chances of success are just as slim, and it’s riskier than investing in mutual funds, which at least have the benefit of broad diversification.

Index funds allow any investor to capture the returns of the whole equity market at negligible cost and almost no effort. That means the only rational reason to engage in stock picking today is that you believe you can identify companies that will outperform the overall market. Some skilled (or lucky) investors have been able to do this—as with mutual funds, there are always success stories that make stock picking sound appealing. But here again, the research reveals that the probability of beating the market over the long term is distressingly low.

The fact is, identifying companies that will outperform is far more difficult than it sounds. Stock pickers often use folksy wisdom that makes it sound like common sense. They tell you to simply buy companies with a recognized brand, or those with a competitive advantage, or those that make products you use every day. They might encourage you to select stocks that pay reliable dividends or focus on companies in industries that are poised for growth. It’s easy to see why this approach is so appealing. It’s intuitive, easy to understand and empowering.

So, what’s wrong with this way of thinking? It’s based on a misunderstanding about how stocks are valued. The price of a stock is not determined by the company’s current assets, its current sales or its current profitability—or at least, those are only part of the picture. Ultimately, the price of a stock reflects investors’ expectations of what the company will do in the future.

Let’s consider a couple of real-world examples. In early 2021, the market valued Tesla Motors at over US$800 billion. That was almost four times more than Toyota, 10 times more than General Motors and about 17 times more than Ford. Was Tesla valued so highly because it has more cash in the bank, sells more cars or makes bigger profits than these other three automakers? Clearly not, because none of those things is true.

Another example: in 2021, Amazon was one of the largest companies in the world, valued at over US$1.6 trillion, and yet its profits are a small fraction of its revenues and it has never paid a dividend to its shareholders.

How can we explain this? It’s actually quite simple. The stock market settles on a company’s value not based on what it has done in the past, but on its expectations for the future. Tesla’s lofty stock price reflects the market’s anticipation that your kids will be driving more electric cars and fewer F-150s. It expects that all of the things Amazon is doing—and that’s a pretty comprehensive list nowadays—will replace existing businesses and technologies and eventually make the company far more profitable than it is today.

From time to time, all companies experience a day of reckoning, when investors decide whether their expectations were met. If they were exceeded, the stock will usually go up; if they fell short, the stock will typically go down. The absolute numbers don’t necessarily matter. If a company announces it made $50 million in profits last quarter, its stock could still fall if shareholders had been expecting $80 million. On the other hand, a company could have lost money in the previous quarter, but if those losses were smaller than anticipated, the stock might benefit from a big bump.

The point here is that it’s not just about how a company performs: it’s about how it performs relative to what was expected. Over the next decade or so, it’s possible that Tesla will sell a lot of cars but not nearly as many as the market anticipated when it valued the company at $800 billion. And Ford may lose a chunk of its market share but still fare better than investors had predicted. If both those things were to come to pass, then Ford’s stock would likely deliver a higher return than Tesla’s.

What this ultimately means is that publicly available information about a company does not give you an edge. If you want to reliably outperform the market by picking stocks, you need to know something that has escaped the notice of everyone else, and that includes analysts and hedge fund managers who are extremely skilled and highly motivated. If you know something they don’t, then you’re probably misinformed—or you’re trading illegally as an insider.

The financial author Larry Swedroe explained it like this: “Every time you hear or read financial news or a recommendation on a stock . . . ask yourself: ‘Am I the only one who knows this information?’ If the answer is no, the market has already incorporated that information into prices—and the information can’t be exploited. Possession of an insight isn’t sufficient. You can only benefit if other traders don’t have the insight.”

To drive home this point, Swedroe likes to compare stock picking with betting on a football game. When the powerful Kansas City Chiefs play the woeful Cincinnati Bengals, it doesn’t take a genius to identify which team is the favourite to win. So, based on all the available information—the teams’ records, injured players, home-field advantage—skilled bookmakers establish a point spread that makes the odds of winning the same no matter which side of the bet you take. If the point spread is 10 and you bet on the Chiefs, they have to win by at least 10 points or you lose the wager. If the bookmakers are doing a good job, the chance of the favourite covering the spread is about 50/50. In other words, the knowledge that Kansas City is a better team is worthless information.

Yet, most people who bet on football games put their money on the favourite. In one study on sports betting,4 the researchers looked at over a thousand NFL games and found—as expected—that the favoured team covered the spread almost exactly half the time. But they also found that people bet almost two-thirds of their money on the favourites.

Think about this the next time you wonder why anyone would buy a so-called “bad company” rather than one that has delivered consistent profits or shows promising growth. In the stock market, the “bookmakers” are the analysts who pore over every detail about public companies, and their actions establish a price for the millions of shares that trade each day. These analysts all know which companies have consistent sales, a competitive advantage, a low price-to-earnings ratio and a record of dividend increases, and this knowledge is reflected in the price for those stocks. Struggling companies are just as easy to identify, and their stock prices reflect their financial reality, too. In the end, buying Tesla rather than Ford, or Amazon rather than Walmart, is like betting on the Chiefs to beat the Bengals. Unless you can consistently “cover the spread”—and there is no reason to believe you have that ability—you won’t beat the market over the long term.

Of course, if you talk to people who pick stocks, it’s easy to get the impression they’re all killing it: most will happily share their success stories with you. You’ll have to take them on faith, though, since it’s impossible to know for sure how well individual stock pickers are really doing. Unlike mutual funds, the guy posting screenshots of his trading app on Instagram isn’t required to publish audited financial statements. But studies have tried to measure the success of stock pickers.

Brad Barber and Terrance Odean, two California finance professors, published a 2011 paper5 summarizing the findings of research on the behaviour and performance of individual investors from around the world. It’s not very flattering. They found that investors showed some persistent tendencies: they sold winning stocks and held on to losers; they tended to chase performance; and they tended to hold poorly diversified portfolios. Barber and Odean summed it up like this: “The majority of the empirical evidence indicates that individual investors, in aggregate, earn poor long-run returns and would be better off had they invested in a low-cost index fund.”

Let’s consider the idea that many people hold undiversified portfolios. All investors need to take risk, and even a portfolio with thousands of stocks is not immune to a market crash. However, investors who hold a small number of individual stocks can suffer big losses whenever a single company declares lower-than-expected earnings, let alone when one goes bankrupt. Investors are usually rewarded for taking risk in a broadly diversified portfolio, but they are not compensated for taking single-company risk; holding a small number of stocks offers the possibility of dramatically beating the market, but this potential is offset by the risk of punishing losses.

How many stocks do you need to hold to eliminate single-company risk? A commonly held belief is that 15 to 30 names provide enough diversification, as long as they are spread across several sectors. However, many academics now believe that number should be much higher—in the hundreds. In his review of the research on diversification, the author William Bernstein put it this way: “To be blunt, if you think that you can do an adequate job of minimizing portfolio risk with 15 or 30 stocks, then you are imperilling your financial future and the future of those who depend on you.”6

I don’t mean to suggest picking stocks is always doomed to fail. Some patient, disciplined investors have built considerable wealth this way. But many of them did so by taking outsized risk—even if they didn’t realize it—by making large bets on a small number of companies; similar bets by other investors have led to devastating losses.

Moreover, just because some long-term stock pickers have amassed a large portfolio doesn’t mean they beat the market. Over the last 30 years, the annualized return of the MSCI All Country World Index, which measures the global stock market, was about 8%. A stock picker earning 7% could have built a small fortune over that period and still lagged that benchmark. And since individual investors almost never calculate their returns accurately, we’ll never really know.

The point here is that reliably picking stocks that will outperform the market is extremely difficult and unduly risky, and the evidence is overwhelming that most investors lack the skill and discipline to do so. The good news—as I’m about to share—is that it’s also entirely unnecessary.

The market takes a beating

Mutual fund investors and stock pickers often have very different philosophies and styles, but there’s one thing they have in common: they both seem to take it for granted that investing is about trying to beat the market. I want to suggest that the first step in becoming a successful investor is to let go of that idea. Focusing on achieving above-market returns is an enormous waste of time, energy and money, because the probability of doing so over a lifetime is extremely low.

Why, then, do so many investors believe their primary job should be to outperform the indexes rather than simply accepting market returns with minimal work and trivial cost? It hasn’t always been this way. Hard as it is to imagine, there was a time when the whole idea of beating the market barely existed. Time for a history lesson.

Back in 1934, two Columbia Business School instructors named Benjamin Graham and David Dodd published a doorstop called Security Analysis, in which they outlined an approach for valuing stocks. Fifteen years later, Graham wrote The Intelligent Investor, which the author’s most famous student, Warren Buffett, has called “the best book on investing ever written.” Both volumes are still widely read today.

Most people who read Graham believe identifying undervalued stocks can help them beat the market. But that wasn’t what Graham had in mind with his first editions. In the early 1930s, before the United States passed effective securities laws, public corporations didn’t have to disclose sales figures or other important information, which made valuing companies extremely difficult. It also made the stock market a Wild West: in 1933, the year before Security Analysis appeared, the market lost more than 50%.

Graham’s goal was simply to help investors select prudent, profitable companies at reasonable prices rather than engaging in speculation, which was what most stock market participants did at that time. The concept of beating the market didn’t even mean much, because there was no way of buying the market in the 1930s. There wasn’t even an accurate way to measure its overall performance, since early stock market indexes such as the Dow Jones Industrial Average were severely limited. (It’s still a deeply flawed index, by the way, as we’ll discuss in Step 5.)

Wealthy investors had the option of buying mutual funds, the first of which appeared in 1924. But even then, early mutual funds were not created to beat the market. Because most people at that time had no clue about how to evaluate a company, and because brokerage fees were extremely high, the idea of the average Jane or Joe assembling a diversified portfolio of stocks for the long term was almost unheard of. As Rick Ferri writes in The Power of Passive Investing, mutual funds in this period simply aimed “to select superior securities that paid reasonable dividends, to secure profits without undue speculation, and to conserve principal.”

Then things began to change. The S&P 500 appeared in 1957, and this new index—which measures the performance of 500 large US companies—became a useful barometer of the overall stock market. As computing power improved, academics were able to compile and analyze the performance of funds and compare them to this index. They soon designed studies to try to identify skilled money managers, but to their surprise, they found this was impossible: once they adjusted for risk, the researchers could not separate skill from luck. They also found that most active managers underperformed the index, and suggested most people would have been better off had they just bought the S&P 500. The money managers were quick to point out that, while this might have been true in theory, you couldn’t buy an index.

By the mid-1970s, that was no longer a good excuse. A new idea had emerged: the index fund. Rather than hiring a manager to do expensive, time-consuming research on individual companies, the first index fund simply bought all the stocks in the S&P 500, in the same proportion as the index. (For example, a company that made up 4% of the index would also get a 4% allocation in the fund.) Now, for all practical purposes, anyone could get the same return as the overall market, minus only a small fee.

That first fund—now called the Vanguard 500 Index Fund—was launched in 1976. It was the brainchild of John Bogle, who would go on to become one of the greatest investor advocates of all time. Bogle later described his index fund using a lovely metaphor: “Don’t look for the needle in the haystack. Just buy the haystack.”

Predictably, the idea was ridiculed by the investment industry, who called it “Bogle’s folly.” One manager described indexing as “the pursuit of mediocrity,” while another dismissed it as “a formula for a solid, consistent, long-term loser.” The chairman of Fidelity Investments scoffed, “I can’t believe that the great mass of investors are going to be satisfied with just receiving average returns. The name of the game is to be the best.”

Index funds were anything but an overnight success; it took decades for them to become mainstream. But their creation forced the financial industry to change its focus. As Rick Ferri writes: “For the first time, fund companies took the stand that it wasn’t enough to simply offer diversification through a pooled basket of securities that investors couldn’t achieve on their own at the same cost. The new mission was to beat the market.”

How many funds accomplished that feat? According to the research firm Lipper, from 1984 through 2009, the Vanguard 500 Index Fund earned an annualized return of 9.2%, outperforming two-thirds of the US equity mutual funds that existed throughout those 25 years.7 Moreover, they found that about half of the funds in existence when the Vanguard 500 was launched had closed their doors by 2009. You can bet that funds don’t shut down when they’re beating the market—the usual practice is for the underperformers to be quietly merged with more successful funds. Once you take this survivorship bias into account, the humble index fund that was mocked as a guaranteed loser actually outperformed more than 85% of its competitors over a quarter of a century. Ferri calculates that if you measure returns on an after-tax basis, the number exceeds 90%. How’s that for mediocrity?

During the decade that followed that initial Lipper survey, index funds soared in popularity as actively managed funds continued to lag. In every single year from 2010 through 2019, the majority of large-company US equity funds underperformed the S&P 500, and over the full 10 years, a staggering 89% failed to match the index’s return.8 Meanwhile, John Bogle’s humble Vanguard 500 fund was well into its fifth decade, and it had amassed some US$520 billion in assets.

What would Buffett do?

And what about all those stock pickers who have moved away from expensive mutual funds and believe they have the skill to build a diversified portfolio of individual companies that will outperform the broad market? You know, the ones who use Ben Graham’s The Intelligent Investor as a how-to manual or who point to Warren Buffett as proof you can outperform the S&P 500 over decades?

Perhaps they should heed the words of the masters themselves. Late in his life, Graham acknowledged that consistently identifying undervalued stocks had become futile. “I am no longer an advocate of elaborate techniques of security analysis in order to find superior value opportunities,” he said in an interview shortly before his death in 1976.9 “This was a rewarding activity, say, 40 years ago, when our textbook . . . was first published; but the situation has changed a great deal since then. In the old days any well-trained security analyst could do a good professional job of selecting undervalued issues through detailed studies; but in the light of the enormous amount of research now being carried on, I doubt whether in most cases such extensive efforts will generate sufficiently superior selections to justify their cost.”

If that was true in 1976, imagine how much more difficult it is to identify undervalued companies today, with every conceivable piece of information being almost instantly reflected in the price of stocks. As Larry Swedroe explained to me in an interview: “There’s no doubt the competition is much tougher now, even compared with the 1990s. Today pretty much everyone is an MBA or PhD in finance. They’re all armed with the latest academic research and high-powered computers, and they are working at firms that hire world-class scientists and mathematicians. Where is your advantage? It’s really incredible to think that people like you or me are going to beat these people at the game. We would never think we can beat Novak Djokovic in a tennis match. But somehow investors think they’re going to compete, and the odds of that are incredibly small.”

Even Graham’s most famous student agrees. As far back as his 1996 letter to Berkshire Hathaway shareholders, Warren Buffett wrote: “Most investors, both institutional and individual, will find that the best way to own common stocks is through an index fund that charges minimal fees. Those following this path are sure to beat the net results delivered by the great majority of investment professionals.”

In his 2013 shareholder letter, Buffett went further: “My money, I should add, is where my mouth is: What I advise here is essentially identical to certain instructions I’ve laid out in my will . . . My advice to the trustee could not be more simple: Put 10% of the cash in short-term government bonds and 90% in a very low-cost S&P 500 index fund. (I suggest Vanguard’s.)”

Who wants to be average?

I know how hard it is to give up the idea of beating the market. But I think it should be liberating, because the truth is you don’t need market-beating returns to meet your financial goals.

Many people are put off when they first learn about index investing, especially the part about earning “average” returns. Most of us aim for excellence in the things we care about: we don’t want to be average at our jobs or raise average kids or have average intelligence. So why on earth would we aim for average investment returns?

The problem here is a misunderstanding of the word “average.” Do you imagine yourself in a room full of investors, about half of whom are doing better than you are? If so, you’ve missed the point. Indexers don’t strive to be average investors; they try to earn returns that equal the market averages. There’s a huge difference between those two ideas.

Over the 50 years from 1971 through 2020, the annualized return on Canadian stocks was 9.6% while for international stocks it was 9.3%. US stocks delivered 11.4% annually (in Canadian dollars) over that period. Now let’s be clear: There is absolutely no guarantee returns will be that good over the next 50 years. The point is that most investors didn’t earn anything close to those numbers, so if you had simply earned index-like returns, you wouldn’t have been an “average investor.” You would have been a superstar.

People with a regular savings plan and a disciplined investment strategy can reach their financial goals if they are just able to earn close to the market averages. Over the long haul, those who simply earn index-like returns are likely to do better than 80% to 90% of investors, including professional money managers. How does average sound now?

A better way forward

We’ve spent a lot of time discussing the problems with the way most people invest. Now I want to propose a solution. Its formal name is index investing, or passive investing. But because it’s the opposite of the active approaches you may be used to, it’s also known as the Couch Potato strategy. It harnesses the power of index funds and long-term discipline to capture the returns of the overall markets at extremely low cost.

In the pages to come, I’ll go into a lot of detail about index funds and how they work, so for now let’s just review the basics.

An index is a selection of stocks or bonds used to represent an entire market, or a specific part of a market. I’ve already talked about one of the most popular, the S&P 500, which includes 500 of the largest public companies in the US. Traditional indexes like this one assign a weighting to each company based on its size: or more technically, on its market capitalization, which is the number of outstanding shares multiplied by the current price of those shares. As a result, huge companies like Apple and Amazon have a larger weighting in the index, and therefore have more influence than smaller ones like Whirlpool and Ralph Lauren. These 500 companies make up about 80% of the US stock market, so the S&P 500 is a reasonable proxy for the market as a whole.

An index fund tracking the S&P 500 simply buys all 500 of these stocks in the same proportion as in the index itself. So the fund can be expected to deliver the same return as the index, minus only a very small fee.

Of course, the global stock market goes well beyond the US, and you can buy index funds tracking the Canadian and international equity markets as well. There are also bond index funds that hold a cross-section of government and corporate bonds with maturities ranging from one year to more than 30 years.

Although index fund fees are extremely low, they’re not zero, and there is often some drag from transactions and taxes. But if an index fund is well-managed, the difference between its performance and its underlying benchmark will be very small. A shining example: during the five years ending in 2020, the iShares ETF tracking the S&P/TSX Composite Index—which includes about 250 of the largest companies in Canada—returned 9.33% and matched its benchmark index precisely.

All of this means that any investor can effectively buy the whole market with minimal cost and effort. Combine several of these index funds in your portfolio—and I’ll explain exactly how to do that—and you can assemble a globally diversified portfolio with thousands of stocks and bonds, capturing everything the markets have to offer.

As we’ve seen, by simply “owning the market” you will almost certainly enjoy better performance than the vast majority of investors who buy actively managed funds or try to pick their own stocks. Over the long term, index funds offer the highest probability of achieving your investment goals.

Perhaps the greatest value of the Couch Potato strategy is that it allows you to focus on what’s really important. In his book The Gone Fishin’ Portfolio, Alexander Green identifies six factors that affect a portfolio’s performance: how much you save, how long your investments compound, your asset allocation, how much you pay in expenses, how much you lose to taxes and the return on your investments. Only the last of these is beyond the investor’s control. “No matter how proficient you are as an investor, you cannot control your portfolio’s annual investment returns,” Green writes. “Yet this is the factor that so many investors spend their time fretting about.”

I hope by now you agree there is a better way to think about investing. But before you set off on your financial journey, you need to be clear about your destination—and that’s where we’ll turn in Step 2.
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STEP 2

SET YOUR FINANCIAL GOALS

One of the most common problems with new investors is a tendency to put the cart before the horse. By that I mean they want to talk about investments, even specific funds, with no context. For these folks, an investment plan never moves past “What ETF should I buy?” Many have no financial plan, are not saving regularly and may even have credit card balances or other consumer debt. (In most cases, you shouldn’t even think about investing until you’ve paid off any non-mortgage debt.) Other folks are frugal spenders and disciplined savers, but they still need to consider all of their financial circumstances before turning their attention to the details of investing.

Your plan has to start with big-picture goals. If you’re in your 30s, your plan will be very different if you want to retire at age 50 than it would be if you’d prefer to work until 65. If you’re 70 and drawing down your portfolio in retirement, you need to consider whether you want to spend almost all of your savings or leave a large legacy for your kids and grandkids.

Once you’re clear about your life goals, you need to map out a strategy for achieving them. It’s not enough to wistfully talk about quitting work early or preserving wealth for the next generation: you also need to think hard about how you’re going to achieve those objectives. Without a concrete plan, your financial goals will likely end up as unfulfilled wishes.

In this respect, adopting a new investment plan is similar to getting into shape. Consider Michelle and Harold, who have both decided it’s time to get serious about their health and fitness. After speaking to her doctor, Michelle decides to set a goal of losing 20 pounds during the next 12 months. She also wants to increase her cardio fitness to the point where she can comfortably run a 10K. Michelle carefully plans her meals, packing healthy lunches to bring to work and purging all junk food from her house. She sets aside time every morning to work out, she weighs herself regularly and she keeps a log to gauge her progress.

Harold has just as much energy and motivation as Michelle, but he takes a different approach. He, too, wants to drop some extra weight and improve his fitness, but he doesn’t set any specific targets. Rather than following a meal plan, he just tries to cut down on his snacks here and there. In the first two weeks, he loses four pounds and brags to his friends, but then he quickly gains them back and soon quits stepping on the scale altogether. Harold exercises occasionally, but he doesn’t have a daily regimen. He spends a lot of time reading fitness magazines, and he’s convinced that finding the best shoes is the key to becoming a good runner.

Which of these two people is likely to be in better shape one year, five years or 20 years from now? The answer is obvious: when you have specific goals and a disciplined plan for achieving them, your chances of success skyrocket. Yet, the fact is, most investors have much more in common with Harold than with Michelle.

The Harolds of the world might be genuinely interested in improving their financial lives, but they have no plan. If they have goals at all, they are likely to be vague: “To get the best returns I can” or “To have enough money to retire.” Rather than following a consistent strategy, they take a scattershot approach to investing—a few dividend stocks they heard about on a podcast and a couple of mutual funds that got a five-star rating. Harold-like investors spend their energy fussing about specific ETFs while ignoring the amount of money they’re contributing to their accounts. That’s no different from the would-be runner who wants to know whether Reebok is better than Nike before he’s spent a minute on the treadmill.

Carl Richards, a financial planner and author, put it like this in The Behaviour Gap: “You would never spend time researching and debating whether to travel by plane, train or car until you figured out where you are going.” Richards elaborated on this idea when I interviewed him about the book. He stressed that too many investors start with the product—in other words, by worrying about which funds to include in their portfolio—rather than with the plan. “The reason this is so important is that if we start with the product, we are inevitably going to be disappointed,” he told me. “And that leads to buying things high and selling things low.”

Instead, Richards suggests giving your investments some context. “For instance, you may think education is really important for your kids and you want to save enough to send all of them to school. So how much will that cost? There are online calculators that can help you figure out you need to save, say, $200 a month for this long. Then you figure out when you will need the money, and how much risk you’re prepared to take. That’s the plan. Then you go and find products or investments to populate that plan. It’s the last step, but we get it all backwards.”

The point here is that a portfolio is not an end in itself: it’s a tool to help you reach your life goals. The first step in improving your financial fitness is defining those goals and coming up with a strategy for achieving them.

What makes a good goal?

If you’re a long way from retirement, your financial plan doesn’t have to be complicated or precise, since you can’t be expected to know what your career or life situation might be like 20 years down the road. The important idea is to start connecting your investments to life goals, which will help you when it comes time to design your portfolio.

At the most basic level, the financial planning process comes down to a formula with four inputs: How much money will I need? When will I need it? How much am I currently saving? What rate of return will I need to reach my target?

A simple goal might be as follows: “I want to build a nest egg of $500,000 by the time I quit working in 20 years. My portfolio is currently $80,000. I will contribute $5,000 this year and raise that amount by 5% annually. With those assumptions, I’ll need an annualized return of 5.5% to reach my target.” You can see how a specific goal like this is far better than “I want to save enough to fund my retirement.”

Your goals must also be realistic. If you’re 53 years old and you’ve been a spendthrift your whole life, will you really have the discipline to put aside 30% of your income for the next 12 years so you can retire at 65? Many investors also overestimate the returns they can expect. If your goals are based on compounding at 8% to 10%, you’re likely to fall well short of your target, so you’ll need to adjust your expectations.

What happens if you run the numbers and discover your goals are unachievable? What if you just can’t save enough or your required rate of return is way too high? There’s no easy solution here. You will either have to find a way to earn more money now, work for more years than you’d like to or plan to make do with less. While no one wants to be in this position, it’s better to figure it out now so you can take the appropriate steps.

If you’re saving for an objective that’s many years in the future, it’s helpful to set milestones along the way so you can gauge your progress. How large should your portfolio be five years from now? How about in 15 years? If you’re handy with a spreadsheet, plug in your target numbers and update them at least once a year to make sure you’re on track, making adjustments when necessary.

One important note: While setting goals is an important part of the investing process, all financial plans have limitations. They can’t anticipate every situation that might arise in the economy, or in your personal life, especially if your targets are a decade or two away. A financial plan is not meant to be a detailed map that will tell you the exact location of every straightaway, speed bump or hairpin turn. Think of your plan as a compass that will keep you pointed in the right direction, even if you never know exactly what lies ahead.

How much is enough?

One of the most common questions in financial planning is: How much money do I need to save in order to enjoy a comfortable retirement? Of course, the answer depends on many factors. Do you want to work as long as your health and your boss will allow you, or are you part of the FIRE (financial independence, retire early) movement, yearning to quit working as soon as you possibly can? Will your portfolio be your only source of cash flow, or do you also have a pension from your employer or a condo that generates rental income? Do you plan to retire quietly to putter in the garden and play with your grandkids, or do you plan to travel the world flying business class? Considering these variables is an essential part of the goal-setting process.

What we do know is that our expectations often don’t match our actions. In 2018, CIBC asked a sample of Canadians how much they thought they needed to save for retirement.1 The average estimate for those over age 55 was $518,000, while for millennials the average figure was $917,000. Those are big numbers. Yet about a third of respondents hadn’t saved anything—and that included boomers who were close to retirement.

People’s ideas about a comfortable retirement also vary widely. According to Statistics Canada,2 the median after-tax income of senior families (that is, households where the highest income earner was 65 or older) was $63,500 in 2018. If a couple is eligible to receive Canada Pension Plan and Old Age Security benefits, they may not need to have saved much to achieve that level of after-tax income. And if they can also look forward to a modest employer pension, they’ll probably be well above that median. However, if you’re earning a six-figure salary and spending all of your after-tax income today and you have no employer pension, there’s no way your government benefits are going to fund that kind of lifestyle in retirement, so you’ll need to rely on your portfolio to make up the shortfall.

Your personal circumstances matter a lot, too. The conventional retirement wisdom is that you should plan to replace about 70% of your final annual employment earnings. For example, if your pre-tax household income before retirement is $100,000, you should be able to live comfortably on a retirement income of about $70,000. That $70,000 would come from a combination of Canada Pension Plan, Old Age Security, employer pensions (if you have them) and cash flow from your investment portfolio. But a lot of good research suggests that 70% figure isn’t very useful.

Consider two parents who earn a high income but also have a big mortgage and three kids needing braces and summer camps, and who max their RRSPs every year. This couple can reasonably expect their expenses to fall dramatically in retirement, since their mortgage will likely be paid off, their kids will have moved out, they’ll no longer be making RRSP contributions and they’ll pay a lot less tax because their income will be lower. A couple like this might easily manage with a pre-tax retirement income that’s only about 50% of what it was during their peak earning years.

Contrast that with a single person or couple with no kids, and who rent their home. These folks may not see their retirement expenses decline much at all. Indeed, if they work long hours today and plan to travel more in retirement, their expenses might even go up. So that 70% income-replacement estimate might be too low to sustain their lifestyle.

The point here is that rules of thumb are not very helpful when determining how much you and your family will need to save for retirement. This is an important decision that requires more than a back-of-the-napkin calculation.

How much can I withdraw?

One of the persistent myths in retirement planning is the idea that you should be able to live off the income from your portfolio, without touching the capital. If you need an annual pre-tax income of $50,000 from your investments in retirement, the thinking goes, then your portfolio needs to be large enough to generate that amount in dividends and interest. Do a little math here, and you’ll quickly realize this goal is unrealistic for the vast majority of people.

Granted, it would be ideal to live off dividends and interest, because if you never have to sell any portion of your holdings, you’ll never run out of money. Unfortunately, only the wealthiest among us can afford to do that. Gone are the days when you could buy GICs and government bonds yielding a safe and reliable 6%, allowing you to leave the principal untouched. Today, high-quality bonds and GICs typically pay less than 2%, while a diversified equity portfolio might generate 2% to 3% in dividends. That means a balanced portfolio would need to be at least $2 million to generate $50,000 in annual income—and that’s before taxes and fees. If all your savings are in an RRSP, that $50,000 would be fully taxable, so the amount available for spending is likely to be a lot less.

If that sounds discouraging, it doesn’t need to be. It’s never really been clear to me why the starting point of a retirement plan would be to have, say, a million dollars on the day you quit working and a similar amount on the day you die. You’re not a pension fund that needs to generate income indefinitely; you’re a normal human with a finite lifespan. So why wouldn’t you expect to draw down some of your capital in retirement?

I think it’s helpful here to make a distinction between income and cash flow. The former term refers to cash distributions paid by stocks, bonds or funds: in other words, dividends and interest. Cash flow, by contrast, includes not only these distributions but also the proceeds from selling investments in the portfolio. While retired people say they need income from their nest egg, it’s more accurate to say they need cash flow. After all, if you rely on your portfolio to cover $2,000 a month in expenses, it makes no difference whether those dollars come from dividends, interest or realized capital gains. Your retirement plan should start with the expectation that your withdrawals will be a combination of all three.

What’s a sustainable withdrawal rate? If you’ve done any preliminary retirement planning, you’ve probably come across the 4% rule. This guideline is based on useful research designed to find a safe drawdown rate for a retirement portfolio, but it has been highly misunderstood. The original study (from the 1990s) assumed a 30-year retirement, which is reasonable for someone quitting work in their 60s. It also assumed a balanced portfolio of half stocks and half bonds, with returns and risk based on historical data. And, most important, that 4% withdrawal rate was based on the portfolio’s starting value, and it increased with inflation annually. For example, if you retired with $1 million and inflation was 2% annually, you would be withdrawing $40,000 in year one, $40,800 in year two, $41,616 in year three and so on. Using these assumptions, your chances of running out of money before you die were found to be very low.

Unfortunately, the 4% rule has been used for a lot of simplistic calculations that lead to dangerous conclusions. First, it’s not helpful if you plan to retire early: remember, the research assumed a 30-year retirement, so if you’re hoping to quit working at age 45, you’ll need to plan for a lot longer than that, which means lowering the withdrawal rate accordingly. Nor is the 4% rule useful if your portfolio is significantly more or less risky than half stocks and half bonds. Indeed, the expected return on bonds—and probably stocks, too—is much lower today than it was when the original research was done, and more recent studies suggest even a 4% withdrawal rate is optimistic.

As you can see, setting concrete targets for retirement is not straightforward, and drawing up a comprehensive financial plan is not something most people can do on their own. If you’re a DIY investor and you’re wondering about retirement readiness, I suggest you hire a fee-for-service financial planner to review your situation. Look for a planner who charges by the project, not one who earns commissions on the investments or insurance products they sell, as this has obvious conflicts of interest.

Good advice isn’t cheap: you should expect to pay between $3,500 and $7,000 for a comprehensive retirement plan, or more if your situation is complex. The price tag comes as a shock to some people, and that’s because the financial industry has been so effective in hiding its fees in investment products. To give you some perspective, if you have a $300,000 portfolio and are paying 1.5% in mutual fund fees, you’re forking out $4,500 every year—and if you’re getting any retirement planning at all, it’s likely to be superficial. If you’re managing your own portfolio and paying much lower investing fees, consider using some of those savings to engage a fee-for-service planner from time to time, especially if you’re close to retirement. It will usually pay for itself by preventing costly mistakes.

Get serious about saving

And now the part no one wants to hear. Investing can be fun, while saving is just hard work. Alas, pretty much all financial goals start with saving your money. An indexing strategy can help you earn everything the markets have to offer at a very low cost. But the fact is, whether your portfolio earns 2% or 12% makes no difference if you’re spending more money than you earn.

Many people believe you need a high income to become wealthy—and, sure, a big paycheque certainly helps. But lots of people who pull down big salaries don’t end up wealthy, because they spend all the money they earn—and then borrow more. Meanwhile, plenty of Canadians with modest incomes build seven-figure portfolios thanks to decades of frugal living and diligent saving.

I’m not going to be judgmental about how you decide to spend or save your money. If you want to save 80% of your income and live on ramen and bananas so you can retire at 35, knock yourself out. If you prefer to work until you’re 70 because retirement doesn’t appeal to you, that’s fine, too. Either way, almost no one becomes rich because they earned market-beating investment returns. They get wealthy primarily because they spent less than they earned and invested their savings wisely. Okay, maybe they inherited all their money. Or they bought a house in Vancouver 20 years ago. But you get my point: your first priority, before you even think about building a portfolio, should be determining how much of your income you can (and should) put aside for investment to meet the goals you’ve defined for yourself.

Once you’re committed to saving, the second essential ingredient in a successful investment plan is time. You can retire wealthy if your investments earn market returns—no more, no less. But for most people, it’s going to take three or four decades.

Your savings patterns will evolve during your lifetime as your income and your priorities change. An online calculator will reveal that you can save $1 million by tucking away $500 a month if you have 40 years to save and you earn a 6% return. Unfortunately, life isn’t as simple as a savings calculator, which is why these kinds of projections have limited value. No one saves exactly $500 a month for 40 years. Your capacity will vary widely depending on your age and circumstances, and that’s exactly what you should expect when you create your investment plan.

If you’re in your 30s with a big mortgage, kids and a modest salary, you’re doing well if you can save a couple hundred dollars a month. On the other hand, if you’re in your late 50s, enjoying your peak earning years with a paid-off house and no dependants, you should be able to save much more than that—maybe even half your take-home pay. You should continually review your savings plan and adjust it when necessary, but make sure you’re always saving as much as you reasonably can today: don’t kick the can down the road.

That said, there are some periods in life when you should probably put investing on hold while you address other financial priorities. If you have high-interest debt, paying that down should take precedence. It’s certainly possible to save for retirement or a child’s education even while carrying a mortgage and making car payments—if you delay investing until you’re 100% debt-free, you may not have enough time to reach your goals. However, if you’re carrying a balance on a credit card or you have an unsecured line of credit, it almost always makes sense to pay those off first, before you start to invest. Paying off a $5,000 balance on a credit card that charges 19% interest is equivalent to making a $5,000 investment that earns a 19% risk-free return. Once that high-interest debt is gone, then you can start getting serious about building wealth.

Young people can also put off investing if they’re struggling to save for a shorter-term goal, like a wedding or a down payment on a home, or if they’re already juggling child care and a big mortgage. Many people preach the virtue of starting to invest at a young age, and for good reason. Not only does starting young allow your money to compound for more years, it also establishes healthy habits early in your career. But young people earning average salaries in a city with a high cost of living will find very little left for TFSA and RRSP contributions. And that’s fine, as long as you make good decisions around the other aspects of your financial life. If you have a mortgage and children, your first financial priorities should be making sure you have adequate life insurance and a cash cushion for emergencies. Don’t even think about investing until these necessities are looked after.

Make your savings automatic

You’ve probably heard a lot of advice about how much money a responsible person should be saving, and here again, rules of thumb are not very helpful. If you should save 10% of your income, is that 10% of your pre-tax salary or 10% of your take-home pay? Big difference. There’s clearly no one-size-fits-all answer here, but let’s consider a few ideas to help you establish an effective long-term savings plan.

If your job pays a regular salary, the best way to save is through automatic contributions that go right into your investment account on payday, before you have a chance to spend the money. Figure out your after-tax income and arrange to set aside a portion of every paycheque. If you earn a salary of $40,000, your after-tax income should be about $32,000, or $1,230 per biweekly paycheque. You might try saving $75 per pay period: that’s 6% of your after-tax income, which is a reasonable place to start.

People earning higher incomes can probably set more aggressive savings goals. Again, if you have competing priorities like a mortgage and young kids, you’re probably not going to be able to max out your RRSP—which requires saving 18% of your gross income—and that’s okay. But figure out what you can manage, and make it automatic.

“Pay yourself first” has become a cliché because it works. Sure, you could wait until the end of each month and then save whatever is left after paying all your expenses. You could wait until the annual RRSP deadline and contribute any extra cash you have lying around. But the fact is, people following this approach rarely wind up with any surplus cash. A seat-of-the-pants savings plan is unlikely to lead to long-term success—remember Harold and his undisciplined approach to getting fit? It doesn’t work.

Think about why the government deducts income tax from your paycheque before you receive it and why your mortgage lender doesn’t ask you to pay whatever you think you can manage. Most people never get behind on their income taxes or home loans because they never see the money earmarked for those purposes. Make your savings a fixed expense, too, and you’ll be well on your way to meeting your investment goals. It’s impossible to overstate how important this is.

If your employer offers a group savings program, you should probably take full advantage, especially if the employer matches at least part of your contribution. Defined benefit pension plans are rare in the private sector these days, but many companies offer defined contribution plans and group RRSPs. Many workplace plans even offer index funds as options. These are rarely as cheap as ETFs, but if your employer is matching part of your own contributions, it will more than offset any additional fees, and the automatic payroll deductions will enforce those regular savings.

When saving is more important than low fees

I want to take some time now to emphasize just how important it is to focus on savings when you’re a young investor.

One of the most attractive features of an indexing strategy is its low costs. Indeed, keeping fees to a minimum has become something of an obsession with DIY investors, and this is mostly a positive thing. Canadians have often been oblivious to investing costs in the past, and reducing your fees by 90% from, say, 2.5% in an old-school mutual fund to 0.25% in an ETF portfolio can mean the difference between success and failure in a retirement plan. But the focus on rock-bottom fund fees can also be a huge distraction for new investors.

This might sound like heresy in a book about index investing. Indeed, when I first made this argument on my blog, one angry commenter pushed back: “What? That is the worst advice I’ve ever heard.” I used to think so, too. But if you do the math, you’ll see that when your portfolio is modest, you don’t need to agonize over small differences in fees. As long as you get the broad strokes right, you can forget about making already-low fees even lower, because it would have a tiny effect in dollar terms. Instead, you should direct your energy to saving more, which will have a much bigger impact.

To illustrate this idea, let’s look at two investors at different stages of life. Christopher is in his early 20s and has just started his first full-time job. He’s already saved $5,000 in his TFSA and he plans to sock away another $100 a month. Like many new investors, Christopher is preoccupied with trying to decide between two portfolios, one of which is easier to set up and maintain, but it carries an additional cost of 0.50%.

Well, it turns out that if Christopher starts at $5,000, saves $100 a month and earns 5% annually with the simpler portfolio, he’d have $13,344 after five years. If using cheaper ETFs boosted his return to 5.5% annually, his portfolio would be worth $13,600. In other words, the cheaper option increased his portfolio by a mere $256 over five years. And even then, this assumes he managed the portfolio perfectly and didn’t lose some of that $256 by trading too often or by making mistakes. This is a key point: DIY investors who compare the MER of different portfolios almost always ignore the added complexity and transaction costs that come with supposedly cheaper options.

Now let’s consider Nicole, who is in her 50s and has accumulated $300,000. Nicole is well along in her career and is now maxing out her TFSA with contributions of $500 a month. If she earns 5% annually, her portfolio will grow to $417,696 in five years. If she boosts her returns by half a percent annually by lowering her investing costs, the portfolio will grow to $427,416 over that same period. What netted Christopher $256 over five years gave Nicole a boost of almost $10,000.

Let’s change the focus and see what would have happened if Christopher used the simpler, but slightly more expensive portfolio, and increased his monthly contribution from $100 to $150. Now with that 5% annual return, his TFSA would grow to $16,825 after five years. If he were able to dig deep and double his monthly contribution to $200, that would grow his portfolio to more than $20,300. That’s about 34% larger than with the $100 monthly contribution.

This should make it clear that, at this stage of his investing career, Christopher is far better off squeezing more out of his monthly budget rather than trying to optimize his portfolio. I’m not suggesting that finding an extra $50 or $100 a month in savings is nothing—but it’s $2 or $3 a day, which is doable for many people. I’ve never liked the suggestion that you can change your financial future by cutting out that daily latte—your commitment to savings needs to be a lot greater than that over your lifetime. But here’s one situation where it might apply. Certainly, finding an extra couple of dollars a day will have a much more dramatic effect on your portfolio than small differences in investing costs. For Nicole, on the other hand, lower costs can translate to thousands of dollars every year. At this point, even saving 0.10% or 0.20% adds up to real money.

Look, keeping costs low should be a goal at every age. But the truth is, if your portfolio is less than six figures, small differences in fund fees matter a lot less than you think. For now, it’s better to focus on spending less than you make, saving the difference and investing with low-cost diversified index funds, even if your portfolio is not the absolute cheapest option available. Once you’ve built significant wealth—and you will—you can focus on reducing your investing costs further and then watching your portfolio compound even more. Lay a foundation of good habits, and by the time you enter your peak earning years you’ll be primed for success.

Now we’re ready to move on to Step 3, a crucial but often overlooked part of your investment plan: understanding and controlling the amount of risk in your portfolio.
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STEP 3

FIND THE RIGHT MIX OF STOCKS AND BONDS

Risk and return are two sides of the same coin. Over the long term, investors who want to grow their portfolios will have to endure some level of volatility, but taking on too much risk can be disastrous. All investors need to find the right balance of stocks and bonds for their situation and temperament; in other words, they need to decide on an appropriate asset allocation.

Stocks have delivered outstanding returns over the long run, but they have punished investors with excruciating losses over shorter periods. According to the Credit Suisse Global Investment Returns Yearbook1, between 1900 and 2019, US stocks returned 9.6% annually, compared to 4.9% for bonds. A dollar invested in bonds in 1900 would have grown to $327 by the end of 2019. That same dollar invested in stocks would have grown to more than $58,000 over the same period.

But if you were a stock investor during all 120 of those years, you would have taken some swift kicks in the groin. Following the crash of 1929, it took seven years for the market to recover, after which it plunged again and stayed in the red for another seven years. The S&P 500 plummeted almost 15% in 1973 and another 26% the following year. More recently, following the bursting of the dot-com bubble between 2000 and 2002, and again during the global financial crisis of 2008 and 2009, stock investors lost between a quarter and half of their money. And who needs to be reminded of the pandemic-fuelled crash of early 2020, when a globally diversified stock portfolio lost about 30% in just a few weeks?

Bond investors had their share of rough patches, too, but nowhere near as long or as deep. Since 1970, long-term Canadian bonds have had just six calendar years with negative returns, and the biggest annual loss was a modest −7.4%. In the US, where the data go back all the way to 1927, long-term government bonds experienced a double-digit loss in just two years (2009 and 2013).2

But while bonds are clearly less volatile than stocks, they can still lose value during periods of rising interest rates. That’s why conservative investors also look to savings accounts and GICs for safety. It’s true you won’t lose your principal with these investments, but even they are not without risk. The silent killers of all investment returns are inflation and taxes, which can reduce the real return on “safe” investments to zero, or even turn them negative.

The hard truth is there is no such thing as a risk-free investment. Building a portfolio is about finding the right balance between risk and reward. That balance depends on your situation, your goals and your stomach lining.

What’s the right asset allocation for you?

The first variable to consider is your time horizon, or the number of years you have to achieve your investment goal. The more years you have in front of you, the more risk you can afford to take in your portfolio and the higher your expected returns should be.

Here’s another unhelpful rule of thumb you’ll often hear: the bond allocation in your portfolio should be roughly equal to your age. That is, if you’re 40 years old, you should hold 40% bonds and 60% stocks. This actually isn’t a bad starting point; it does get at the important idea that your investments should become more conservative as you get older. But it’s more complicated than that.

More important than your age is your specific goal, which we just spent so much time on in Step 2. If you’re 40 and you plan to retire when you’re 65, then you’ll usually be rewarded for enduring the volatility of stocks. Inevitably, you’ll suffer a few market crashes before you quit working, and some of them will be deeply painful, but you’ll have plenty of time to make up those losses. If you’re relatively young and you won’t need to tap your portfolio for a couple of decades, consider a portfolio that’s weighted more toward equities.

However, if you’re investing for a short-term goal, you don’t have the luxury of waiting for beaten-up stocks to recover, so you need to consider safer investments that may earn lower returns. This is true no matter what your age. In general, any money you need in less than five years should not be in stocks. Even balanced portfolios of 50% stocks and 50% bonds have lost money over that length of time. If you’re saving for a down payment or another major purchase in the near term, your top priority has to be protecting your principal. Keep this money in a high-interest savings account or GICs.

In addition to your age and your investment horizon, you should also consider the stability of your income. If you’re a senior public servant with above-average job security, you can keep a larger portion of your portfolio in stocks compared to, say, a commissioned salesperson. If your job would be at stake following a market crash or during a recession, then you should be more cautious with your investments. This applies to retired folks as well: if you have a gold-plated pension that covers all of your regular expenses, you can afford to take more risk in your portfolio than someone who relies on their RRIF for almost all of their income.

All of this can get confusing if you’re juggling more than one financial goal at a time. Young parents, for example, might be saving for a down payment in three years, building an education fund for a child who will start university in 15 years and tucking away money in an RRSP for a retirement that is three decades away. A family in this situation should treat each of these goals differently. With a short-term goal like saving for a house, you’re wise to stick to cash, while a portfolio designed to build a nest egg for retirement could be weighted heavily in favour of stocks. The education goal would require a balanced portfolio between those extremes.

Of course, your time horizon gets a bit shorter every year, and you may need to dial down the risk in your portfolio as you approach your goal. If you have a defined contribution pension or group RRSP with your employer, you might even be able to use what’s called a target date fund, which does this for you automatically. For example, if you’re planning to retire around 2040, you would buy the appropriate target date fund and it will gradually decrease its allocation to stocks as you approach that goal.

If you’re investing on your own, you don’t have to be that systematic, but you should revisit your stock and bond targets every few years to see if they’re still appropriate. Remember, though, that your time horizon doesn’t end at your planned retirement date. You’re not spending your life savings on the day you quit working; you need to make your portfolio last throughout your retirement, which could be three decades or more. That’s why it’s appropriate for a 40-year-old to think in terms of a 40- or 50-year time horizon for their retirement savings.

If you’re lucky enough to be investing with a long time horizon, you can afford to take more risk with your portfolio, but you may not need to. If you do all your driving in the suburbs, you don’t need the power of a Ferrari. By the same token, if you can accomplish your financial goals with low- or medium-risk investments, it makes no sense to build a 600-horsepower portfolio.

Consider Samir, a 35-year-old with a three-year-old daughter, Safa. He’s able to set aside $200 a month in an RESP and has a goal of saving $50,000 by the time Safa is 18. Using a spreadsheet, he calculates that he’ll meet that target with an annual return of about 2%. Even though it will be 15 years before Samir needs to start tapping the RESP, he might not need to take any risk with stocks, since he can expect to earn that modest return from a conservative portfolio of GICs and bonds. He could choose to take on more risk with stocks in the hopes of building a bigger RESP, but he doesn’t need to if he’s confident that $50,000 will be enough to achieve his goal.

Now let’s consider Samir’s retirement portfolio. He has $20,000 in his RRSP, and he wants to grow it to $1 million by the time he is 60. He calculates that, based on his projected savings rate, he’ll need a 6% return to hit that target. Samir can’t hope to earn a return like that with conservative investments; he would have to build a portfolio heavily weighted to stocks.

As you can see, knowing your target rate of return—that is, the average annual return you’ll need to reach your financial goal—can help you in two ways. First, it will help you avoid taking unnecessary risks that could end up backfiring. Imagine if Samir had never bothered to consider this idea and simply invested all his RESP savings in stocks. If a market crash were to occur while Safa was in high school, she might find herself applying for student loans.

On the other hand, if Samir hadn’t calculated the necessary rate of return for his RRSP savings, he would not have known how much risk he needed to take to meet his goal of retiring at 60. At least now he has time to adjust his retirement plan. If he’s not prepared to accept the volatility of an aggressive portfolio, then he’ll need to find a way to increase his contributions, work for more years or plan on retiring with less money.

More volatile than you think

Which brings us to the final piece of the asset allocation question: determining how much risk you’re able to tolerate. You might have plenty of time to endure the ups and downs of the stock market, but do you have the stomach?

During the last century, there have been only four 10-year periods when returns on US stocks were negative: two were during the Great Depression, and the others were in the early 2000s. In the last 60 years, the longest period of negative returns in the Canadian stock market was the six years from 1969 to 1974. There has never been a 15-year period when a broadly diversified portfolio of Canadian or US stocks would have lost money.

Knowing this, you might argue that every investor with a horizon of at least 15 years should be 100% in stocks. Indeed, that might be reasonable for an experienced, aggressive investor. But most people are not emotionally equipped to handle the ups and downs of an all-equity portfolio. Even young people with long time horizons are not immune to panic, and many sell their stocks whenever the market takes a tumble. There are few certainties in investing, but here’s one of them: letting your portfolio be ruled by emotion will lead to ruin. Selling your investments after they have fallen in value will be devastating to your long-term results.

Panicking during a market decline doesn’t make you a coward—it just makes you human. It’s a trait behavioural economists call “loss aversion.” Our brains are hard-wired to react to losses more powerfully than we respond to gains. Research suggests that the pain we feel when we lose $100 is about twice as intense as the pleasure we get from receiving the same amount of money. If our portfolios go up 20%, we’re pleased. If they fall 20%, we’re despondent.

The thing is, stock markets are a lot more volatile than people realize. Consider that stock markets in the developed world delivered an annualized return in the neighbourhood of 8% over the last 120 years. Using that average as the midpoint in a range, it seems fair to say that “normal” historical stock returns are within the range of 5% to 11%. To test this idea, I looked at equity index returns for Canada, the US and international developed markets (in Canadian dollars) since 1970. Sure enough, during this 50-year period, annualized returns for all three of these markets were near the high end of that range, at about 9% to 11%.

But what about year-by-year returns? If you held a global portfolio with equal amounts of Canadian, US and international stocks throughout those five decades, how many times would your annual return have fallen within that supposedly normal range of 5% to 11%? I’ve challenged people with this question many times, and no one ever comes close. The answer is seven. Yup, only seven times in 50 years. In other words, “normal” returns weren’t normal at all.

Now we’ll consider the probability of more “abnormal” outcomes. If the average long-term return for stocks is 8%, let’s look at years when returns were a full 10 percentage points higher or lower than that. It turns out there were 11 years with losses of at least 2%, and 19 others with gains of at least 18%. In other words, the probability of a significant loss or a huge gain was 60%, or three years out of every five. That’s about four times more frequent than so-called “normal” returns.

In his book Debunkery, Ken Fisher looked at an even larger data set from 1926 through 2009 and found much the same result. The annualized return of US stocks over this period was 9.7%, and the simple average was 11.7%. But over one-year periods, returns almost never looked like this. Two-thirds of the calendar years produced gains of more than 20% or losses of more than 10%. Returns were between 10% and 12% only five times in 84 years. “Normal annual returns are extreme,” Fisher writes. “It is hard to get people to accept the degree to which that’s true.”

There are a couple of lessons here. First, a “normal” year for stocks has always been one with very high or very low returns. If you expect stocks to deliver slow and steady performance, change your expectations, because that has never happened. Sharp declines and soaring recoveries have always been normal.

The second lesson is harder to hear. The “long term” is probably longer than any of us wants to admit. If you think it’s seven to 10 years, that’s fantasy. You have to look at rolling 20-year periods before there’s a very high probability of equity returns close to that 8% average. This means if your time horizon or temperament prevents you from thinking that far ahead, you need to dampen your portfolio with an allocation to high-quality bonds. This will lower your expected return, but that is the inevitable trade-off between risk and reward.

Now that you understand how volatile stock markets truly are, how do you know how much risk you can endure? If you’ve ever worked with an advisor, you may have filled out a risk tolerance questionnaire that asked how strongly you agree with statements such as: “I am willing to experience large declines in the value of my portfolio if it will likely increase my long-term returns.” You may have been asked to consider scenarios such as: “If your fund dropped in value by 10% in one year, would you sell, buy more or do nothing?”

As you’ve probably figured out, such hypothetical situations can only tell you so much. It’s like being asked, “How long could you keep your arm in a bucket of ice water before the pain caused you to remove it?” Could you really make a useful estimate? Unless you have experience submerging your limbs into freezing liquids, you can only guess. In the same way, no investor truly knows his pain threshold until he’s watched his portfolio get ravaged. In his timeless book, Where Are the Customers’ Yachts?, first published in 1940, Wall Street trader Fred Schwed Jr. put it like this: “There are certain things that cannot be adequately explained to a virgin either by words or pictures. Nor can any description that I might offer here even approximate what it feels like to lose a real chunk of money that you used to own.”

Even the discussion about losses of 10% or 20% don’t come close to capturing the real risk of the stock market. During an investing lifetime, you should be prepared to see your money cut in half at least once or twice. In The Warren Buffett Way, Robert Hagstrom describes the great investor’s advice on this matter: “Unless you can watch your stock holdings decline by 50% without becoming panic-stricken, you should not be in the stock market.”

Perhaps even more difficult than the painful but short-lived downturn is the prolonged bear market. Devastating as the 2008–09 crash was, the recovery was faster than anyone expected. The swiftness of the rally that followed the COVID crash of 2020 was even more remarkable. Compare those experiences to the aftermath of the dot-com bust at the turn of the millennium: a portfolio of equal parts Canadian, US and international stocks saw three consecutive calendar years of negative returns. That was a long, excruciating ordeal, and many investors jumped ship well before things turned around in 2003, missing out on the multi-year bull market that followed.

If you were invested during the dot-com bubble or the global financial crisis or the COVID crash, try to recall how you acted. Did you sell your stocks? Did you grit your teeth and hold on, confident the markets would rebound eventually? Did you do the unthinkable and buy more stocks? Your actions during this period are a much better indicator of your risk tolerance than any questionnaire could ever be.

Understanding correlation

Let’s review what we’ve learned so far. First, we saw how stocks have delivered higher long-term returns than bonds, but that this reward came with the risk of significant losses over shorter periods. I also described how investors in stocks and bonds must consider their time horizon, their required rate of return and their ability to keep their emotions in check. Now let’s put these ideas together in the context of building a portfolio. This is critically important: your overall mix of stocks and bonds will likely have a greater influence on your long-term rate of return than any other investment decision.

To understand why, let’s dig a little deeper. You already know your portfolio should be diversified, but there’s an important subtlety many investors miss. It’s not enough to simply include many different assets in the portfolio. These assets must also have low correlation, which is a tendency to move independently of one another.

Assets have low correlation when they are sensitive to different risks. If you own an oil company stock, you’ll reduce some of your risk by buying four or five other oil companies. But a portfolio of half a dozen oil stocks is not well-diversified: a drop in the price of crude would have a negative effect on all of your stocks.

You could improve the situation by adding stocks that aren’t directly affected by oil prices, like banks and technology companies, since these industry sectors have low correlation with each other. To go one step further, you could include stocks that have negative correlation with the price of oil: transportation companies, for example, might see their profits rise when the fuel for their trucks and planes gets cheaper. Every company and every industry is vulnerable to specific risks, but by holding many stocks in every sector you minimize the chances that any single event or economic trend will be devastating.

Of course, I’m not suggesting you piece together your portfolio one stock or one sector at a time based on this idea; the best way to build a fully diversified equity portfolio is to use index funds that hold hundreds, even thousands, of stocks, effectively allowing you to own the entire market. But that’s still not going far enough. All stocks share certain risks simply because they’re stocks. During a widespread crisis, risky assets tend to plummet together as investors run for safety. That’s why a truly diversified portfolio should also contain assets that have low correlation with equities in general. Even better would be those with some negative correlation—that is, assets that tend to go up when stocks go down.

Unfortunately, in the real world, no two assets with positive expected returns have perfect negative correlation. It’s also important to understand that correlations are not constant. The same two assets may trend in opposite directions for a long time—even a decade or more—then move hand-in-hand with each other for a time, and then behave independently. This means there is no simple formula for combining multiple assets in a portfolio to achieve the optimal mix.

However, there are two asset types that have historically made good dance partners: stocks and high-quality government bonds. In most countries, over the very long term, the two have moved independently, and for long periods their correlations have been negative.

At the risk of getting too technical, it helps to know that correlation is expressed as a number between −1 and 1. A correlation of −1 effectively means that when one asset goes up, the other goes down at the same rate. A figure of 1 means the two assets move more or less in lockstep. A correlation of zero means the movements of the two assets are unrelated.

In Canada since 1956, the correlation between stocks and long-term government bonds has been 0.24, which is very low indeed. And there have been only three years in the last half-century when Canadian long-term bonds and stocks were both negative: 1974, 1981 and 1994. During almost all periods longer than a few years, investors would have enjoyed better risk-adjusted returns with a portfolio that contained both of these assets.

Let’s also consider some of the worst years for Canadian stocks in recent times and see whether bonds offered any protection. In both 2001 and 2002, stocks lost more than 12% while the broad-market bond index was up over 8% in both years. In 2008, when stocks fell by 33%, bonds were up more than 6%. In 2011, when equities lost almost 9%, bonds rose about 10%. And during the first half of 2020, the losses on Canadian stocks were almost exactly offset by the gains in bonds.

I don’t mean to suggest that high-quality bonds will always save the day when markets crash, but there’s a reason why stocks and bonds have long been the primary building blocks of any portfolio. By combining them in different proportions—in other words, by varying your asset allocation—you can create a portfolio suited to your investment goal, your time horizon, your target rate of return and your comfort with risk.

The only free lunch in investing

You wouldn’t be shocked if I told you a portfolio of half stocks and half bonds is less volatile than an all-stock portfolio. But in the 1950s, a young economist named Harry Markowitz discovered that when you put two or more uncorrelated assets together in a portfolio, the effect isn’t always what you’d expect. Time for another short history lesson.

Markowitz used two stocks with very different characteristics to demonstrate his idea: Coca-Cola and Santa Fe Railway.3 During the period he looked at, Coca-Cola was relatively stable, producing an average annual return of 5.5%. Santa Fe, meanwhile, had an average annual return of almost 20%, but it was highly volatile—some years saw huge losses, and others saw huge gains.

Markowitz combined these two stocks in a portfolio that was 80% Coca-Cola and 20% Santa Fe. Not surprisingly, he found that this combination produced a higher return than Coca-Cola did on its own. But here’s where it gets interesting: the volatility of the two-stock portfolio was lower than Coca-Cola’s on its own. That’s right: adding Santa Fe not only raised the return, it also lowered the risk.

This probably sounds too good to be true, since one of the first rules of investing is that increasing returns must come at the cost of higher risk. But as Markowitz showed—and his idea, called Modern Portfolio Theory, won him a Nobel Prize in 1990—diversification can be an exception. By combining assets that don’t move in lockstep with each other, it’s possible to lower volatility without sacrificing returns.

You can apply this same idea to a portfolio of stocks and bonds, since these two assets have low correlation with each other. As you would expect, gradually adding stocks to an all-bond portfolio will increase its expected return. But the amount of risk in the portfolio will not increase at the same rate: a small allocation to stocks actually lowers the risk of the overall portfolio.

It turns out this idea has held up remarkably well since Markowitz’s day. In Canada, during the 40 years ending in 2020, an all-bond portfolio would have delivered an annualized return of 8.6%. The standard deviation for the portfolio—which is a measure of volatility—was 6.1%. Meanwhile, a portfolio of 80% bonds and 20% global stocks returned almost 9% annually, or 0.40% more than bonds on their own. That part isn’t surprising. But what if I told you the stock and bond portfolio also had a lower standard deviation of 5.9%?

Eventually, of course, adding more stocks will increase risk along with the expected return. In theory, there is a point where the investor would enjoy the highest return per unit of risk. Unfortunately, this sweet spot can never be identified precisely, but that mix of 80% bonds and 20% stocks is pretty close. That’s why many believe retirees should keep at least 20% of their portfolio in equities, even if they’re very risk-averse.

It works the other way around, too. Historically, a portfolio of 20% bonds and 80% stocks has been significantly less volatile than an all-equity portfolio, with only modestly lower returns. So even if you’re a very aggressive investor, you should probably keep at least 20% of your portfolio in bonds.

The magic of diversification can also work when combining stock markets from different parts of the world. Over the 40 years ending in 2020, the return on Canadian stocks was 8.2% while for US stocks it was 11.6% and for international stocks it was 8.5%. That’s an average of 9.4%. The standard deviation of these three markets—remember, the higher the number, the more volatile—ranged from 13.8% to 15.3%. But if you combined equal amounts of Canadian, US and international stocks in a portfolio, the annualized return over 40 years was 9.8%, significantly higher than the average of the three individual markets. And the volatility was 12.7%, lower than that of any individual region.

Once again, thoughtful diversification can deliver higher returns with less risk. No wonder it’s sometimes called the only free lunch in investing.

Mixing the ingredients

Asset allocation is not an exact science: you cannot choose a mix of stocks and bonds and expect it to deliver a specific rate of return. But it’s helpful to look at history for insight into how various portfolios would have performed over the last century.

According to data from Credit Suisse that go all the way back to 1900, the annualized return for stocks in developed countries has been about 5% above inflation. For bonds, the figure was 1.9% over inflation.4 Based on these numbers, a traditional balanced portfolio of 60% stocks and 40% bonds would have delivered an annual return of about 3.76% above the inflation rate. Credit Suisse notes that global inflation has averaged about 3% since 1900, so let’s round things off and say that a 60/40 portfolio has historically returned somewhere between 6% and 7%.

The big question is whether you can rely on future returns to look like the past. I’ve spent a long time arguing that forecasting the markets is a waste of time, so let’s agree that no one knows what returns will look like over the next decade or two. But if you’re trying to build a portfolio for a specific investment goal, you need to make some assumptions about future returns. These assumptions don’t need to be precise, but they must be reasonable. Historical data is a good place to start, but you can’t ignore current conditions such as inflation, interest rates and stock market valuations.

With that in mind, there are good reasons to expect that balanced portfolios will struggle to deliver returns of 6% to 7% going forward. The main reason is low interest rates. Bonds have historically returned almost 5% annually, or close to 2% over the inflation rate, according to the data from Credit Suisse. It’s hard to see how an investor could expect that to continue in the foreseeable future, with high-quality bonds in many countries yielding less than 1%.

One place to look for a realistic estimate of future returns for bonds is to visit the web page of an ETF that tracks the overall Canadian bond market, such as the Vanguard Canadian Aggregate Bond Index ETF (VAB). Look for the fund’s “yield to maturity”: this is the total return you should expect if interest rates don’t change. Granted, rates change all the time, but they do so in unpredictable ways. While not perfect, this is the most reasonable predictor of bond returns over the medium term.

Predicting returns for stocks, even over the long term, is not just unreliable—it’s futile. Analysts love to describe stocks as expensive or undervalued, suggesting they can use this information to forecast whether returns will be higher or lower than the historical average. But the research is clear that valuations have very limited usefulness.

A 2012 research paper from Vanguard5 examined 15 commonly used methods for forecasting stock returns to see how much predictive power they would have had in the past. These included price-to-earnings ratios, dividend yield, earnings growth, consensus GDP growth and recent stock returns. For fun, the researchers even looked at the relationship between future stock returns and average rainfall in the US. Well, it turned out that rainfall was more useful than eight of the 15 other methods—which is to say that most of the techniques people employ to forecast future stock returns are utterly worthless. Even the most useful method only explained about 43% of the future performance of stocks.

So don’t get clever when you’re trying to estimate stock returns in your own financial plan. That average over the very long term—about 5% above inflation—is a reasonable enough assumption.

Here’s an example of how you might make your calculation. Let’s assume inflation in Canada is currently 1.5%. If you can expect stocks to return 5% above inflation, you would use a figure of 6.5%. Then you visit the web page for a broad-market bond ETF and find that the yield to maturity is, say, 1.8%. You can use this as the expected return on the bond portion of your portfolio.

Now that you understand how to make a reasonable estimate for the returns on stocks and bonds, you can think about an appropriate asset mix. If you’re considering a portfolio of 60% stocks and 40% bonds, multiply your expected return for stocks by 60% (6.5% × 60% = 3.9%) and your expected return for bonds by 40% (1.8% × 40% = 0.72%). Then add those two numbers together to get an estimated return for the portfolio: 3.9% + 0.72% = 4.62%.

If your target rate of return is 5% or 6%, then this exercise will tell you that a portfolio of 60% stocks probably isn’t going to cut it. If you’re comfortable with a more aggressive approach, that’s fine, but remember that most people overestimate their risk tolerance. If possible, you should consider increasing your savings rate or giving yourself more time.

I need to stress that expected returns should be viewed with a time horizon of at least 20 years. They are the “normal returns” we discussed earlier: they tell you absolutely nothing about what to expect from your portfolio in any given year, or even over five or 10 years. The less time you have, the more you should err on the side of caution.

Once you have decided on an appropriate mix of stocks and bonds, you should stick with your plan. Resist the temptation to change your strategy based on where you think markets are headed in the short or medium term. Changing your asset allocation should never be done on a whim.

Not only does an appropriate asset allocation match your investments to your goals, it also helps you make decisions about where to invest any new cash you add to the portfolio. This is a hugely important point that many people never fully grasp.

For example, sometimes a client will say to me, “I’m about to add $50,000 to my portfolio. How do you plan to invest it?” What they typically mean is something along the lines of, “Do you think now is a good time to buy stocks, or should we put the money in bonds?” But my answer is always the same: “We’ll look at your asset allocation and invest the $50,000 according to that long-term target. If your portfolio is currently underweight in stocks, we’ll buy more stocks; and if it’s underweight in bonds, we’ll buy more bonds. If the portfolio happens to be right on target, we’ll buy a bit of both.” This removes all the guesswork and ensures that every dollar you add to the portfolio is being invested in a way that’s consistent with your long-term objectives. Otherwise, it’s just guessing.

That said, there are occasions when it is appropriate to reconsider your asset allocation. Your time horizon gets a little shorter every year, so you will want to reassess your portfolio’s risk level as you get older. An investor who started in her 30s with a portfolio that was 70% equities might want to dial back to 50% as she approaches retirement—as long as her financial plan confirms she would still be on track to reach her goals.

Another reason for making changes to your asset allocation is a major life event; for example, if you inherit a large sum of money, you may want to lower your risk level to protect your new wealth rather than aggressively trying to grow it. You can also make your portfolio more conservative if you discover that you’re well ahead of your projections because you’ve saved more than you planned for or because you’ve enjoyed exceptionally good returns. An investor in the 1990s who expected 7% stock returns and got 15% would have ended up with a portfolio much larger than he’d projected. Rather than tempting fate, he would have been prudent to switch to a more conservative portfolio that was higher in bonds and GICs. (Although my guess is, he would have been more likely to have loaded up on Nortel.)

Finally, it’s fine to change your asset allocation if you realize you overestimated your risk tolerance. If you thought you were equipped to handle a portfolio of 70% or 80% stocks, but you find it’s keeping you awake at night, then dial back the risk a little. As we’ve discussed, it’s not always easy to estimate your tolerance for market turmoil. By admitting your mistake now and making an adjustment, you’ll be much more likely to stay the course and to achieve your investment goals.

In the next chapter, we’ll go beyond this broad discussion and examine which specific types of stocks and bonds you should include in your portfolio and which ones you can safely ignore.
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STEP 4

FINE-TUNE YOUR ASSET ALLOCATION

I magine you’re packing a suitcase before a vacation to an island known for its unpredictable weather. What should you bring? You should probably pack both a swimsuit and a windbreaker, a sun hat and an umbrella as well as flip-flops and rain boots. That way, no matter what conditions you encounter, you’ll be prepared.

The same is true in investing. In your lifetime, you’re going to experience bull and bear markets, rising and falling interest rates, high and low inflation, a strong and weak Canadian dollar, recession and prosperity and everything in between. During each of these conditions, some investments will thrive while others will get pummelled. There will always be economists, stock analysts and market gurus who will confidently predict what’s coming and tell you to adjust your portfolio accordingly. But smart investors ignore these forecasts and prepare for all kinds of weather—by diversifying. When you spread your investments across several types of assets, you ensure you’re not too vulnerable to anything the markets throw at you.

In the last chapter, we looked only at the overall mix of stocks and bonds in a portfolio. But these can be further divided into many categories, or asset classes. An asset class is a group of investments with risk and return characteristics that are similar to one another, but distinct from other groups. Is your portfolio diversified if it includes 30 Canadian stocks and nothing else? In some ways, yes: you’ve protected yourself from the risk that any individual holding will wipe you out. But Canadian stocks have many things in common, such as sensitivity to our country’s political and economic climate and our currency. These factors likely have no bearing on stocks from other countries, so we can group Canadian equities together as an asset class. We can also consider US stocks and international stocks as separate asset classes.

The bond market, too, can be sliced up into various categories: Canadian, US and international bonds are discrete asset classes, since interest rates behave differently in each country. And it’s not just about geography. Government and corporate bonds can also be considered distinct asset classes. In a country like Canada, government bonds are less risky and, as a result, usually pay lower yields than bonds issued by even blue-chip companies. Slicing and dicing further, there are also real-return bonds (a type of government bond with its yield tied to inflation) and high-yield bonds, which are issued by troubled companies or governments and therefore pay higher rates to compensate investors for the added risk. These are separate asset classes, too.

It’s become increasingly popular for investors to look for alternative asset classes that have little in common with either stocks or bonds. Commodities such as gold and other precious metals are good examples, and these are easy enough to add to an ETF portfolio—although as we’ll discuss, I don’t recommend it.

Other types of investments might be classified as distinct asset classes, but they’re not practical for folks like you and me. For example, huge pension or endowment funds may allocate a share to private equity (companies that are not traded on a stock exchange) or natural resources such as timberland, but these asset classes cannot be replicated by index funds. Collectibles such as rare coins, fine wine and artwork also fall into this category.

Deciding which asset classes to use, and in what proportion, is the essence of building a diversified portfolio. Remember the previous chapter, when we discussed correlation and the magic of diversification? Any time you combine two or more asset classes, you have an opportunity to reduce volatility without sacrificing returns, or to increase your expected return without additional risk.

But for this to be effective, you need to diversify your portfolio thoughtfully: it’s not just about adding more and more holdings. Each asset class must play a specific role in the portfolio. Adding redundant asset classes is like packing three pairs of boots for your island vacation when one pair would do just fine. The other two pairs just make your suitcase harder to carry and more expensive to stow on the plane.

For the average investor, stocks and bonds offer a sufficient range of asset classes to choose from, providing enough diversification without getting into riskier or more exotic investments that are harder to manage. So let’s start with an overview of these main ingredients in a diversified portfolio, and then we’ll get to the recipes for combining them.

Stock up on equities

Not so long ago, it was almost impossible for the typical investor to build a globally diversified portfolio of stocks. Even professionals often dealt only in Canadian and US companies, ignoring about half the world’s markets, primarily because it was too expensive and impractical to include overseas stocks in the mix. But ETFs have brought the world to the doorstep of every investor, so building a global equity portfolio should be your starting point if you want maximum diversification. It will still be volatile and it will still suffer losses, but no single risk—say, a deep recession or high inflation, a currency crisis or political upheaval in a foreign country—will affect all of world’s companies to the same extent.

By some definitions, every country’s stock market is a distinct asset class, but when building a portfolio, it’s more helpful to carve up the global equity markets into three major groups: Canadian, US and international equities. This latter category can be subdivided further into developed markets (including western Europe, Japan and Australia) and emerging markets (including China, India, Brazil and so on).

Let’s talk about US equities, since no other country is even close in stock market heft: the US is now home to more than half of the global equity pie. (The second-largest market is Japan’s, which is less than one-seventh the size.) Index funds tracking the broad US market hold more than 3,500 stocks.

Even more important than the sheer number of companies is their variety. Many countries—including Canada—are concentrated in just one or two sectors. But if you break down the US market by category, you’ll find significant holdings in technology, financials, consumer goods, health care and industrials. That’s the main reason why US equities should be a significant part of your portfolio: they give you exposure to the largest and most diversified market in the world.

There’s one more argument for holding US stocks: they give you exposure to the US dollar, which is the world’s most important currency. Why does this matter? Remember when we talked about correlation, which is the relationship between different asset classes and their tendencies to move up or down? It turns out that—for Canadian investors, anyway—the US dollar tends to have a low or even negative correlation with the global stock market. This means that when stocks around the world crash, investors often flock to the US dollar as a safe haven, which can reduce losses for investors who hold US stocks and benefit from the strength of their native currency.

On to international equities, which in investing lingo refers to the stocks of developed countries outside Canada and the US. We’re talking here about Japan, the UK, France, Germany, Switzerland, Australia, Sweden, Hong Kong and so on. Developed countries in Europe and Asia make up about 40% of the global market, and indexes tracking these countries can contain 2,500 to 3,500 stocks. And because they include so many countries, your risk is spread out: a crisis in Japan, for example, will likely have little effect on the UK market and vice versa. International stocks are also denominated in several currencies (the yen, euro, pound sterling, Swiss franc and so on), which adds another layer of diversification.

To give your portfolio truly global coverage, you should also include emerging markets, which are countries with less-developed economies and maturing stock markets. China is by far the largest in this category. (Even though its economy is enormous, the number of publicly traded companies that are open to foreign investment is much smaller, so its share of the global equity market is not much more than Canada’s.) Other emerging markets include Taiwan, India, Brazil and South Africa. Taken together, emerging markets make up about 10% to 15% of the global pie, which is a larger share than any single country except the US.

Emerging markets can be expected to grow faster than those of developed countries, so there is a lot of opportunity here. From 1988 through 2020, the MSCI Emerging Markets Index delivered an annualized return of almost 11% (in Canadian dollars), which was higher than international and Canadian markets and only a bit behind the US. However, those juicy returns came with much more volatility than that of developed markets. There’s no reward here without more risk. Indeed, emerging markets may have unstable governments and laws that are not always friendly to business. The stocks may also be less liquid than in North America and Europe, making them more expensive to trade.

Now let’s head back home and discuss Canadian equities and the share they deserve in your portfolio. Canada is a small country that makes up only about 3% of the global equity market, although that’s enough to make it fifth or sixth in the world. Indexes tracking the broad Canadian market include about 250 stocks, which might be quite well-diversified if they weren’t so concentrated in big banks (which make up more than a third of the market) and natural resources (oil, gas and materials make up about another third). Sectors like health care and consumer goods barely move the needle.

Still, there are several good reasons for including a healthy allocation to Canadian equities in your portfolio. First, there’s currency risk. Consider an aggressive investor whose portfolio is all equities. If she holds just 3% of those stocks in Canada, because that’s the relative size of our market, then almost all of her portfolio will be denominated in foreign currencies, even though her expenses are likely to be in loonies. That’s not the best way to match your assets to your liabilities. As I’ve said, some foreign currency exposure is a good thing, but 97% is probably too much.

Now consider cost and taxes: Canadian equity index funds are generally cheaper than international equity funds, often by as much as 0.20%. Dividends on Canadian stocks are also taxed more favourably than those of international stocks, especially for people with lower incomes. This holds true even if you’re investing in an RRSP or a TFSA: that’s because US and international dividends may be subject to foreign withholding taxes even in these sheltered accounts. In most cases, if Canadian, US and international stocks all deliver the same returns before fees and taxes, Canadian stocks will come out ahead after these costs.

And so, we arrive at the big question: How much should you allocate to each of these equity asset classes? A good starting point is to hold equal amounts of Canadian, US and overseas stocks. For example, if your overall portfolio target is 60% stocks, you’d hold 20% in Canada, 20% in the US, and 20% in international equities. You can split that last category into 15% developed markets and 5% emerging markets. (That mix of three-quarters developed and one-quarter emerging is a good rule of thumb.)

This is an idea that is often challenged by investors who argue that Canada’s market is too small and too poorly diversified to justify an equal share alongside the US and overseas markets. But there are good arguments for overweighting Canadian equities, and they have nothing to do with patriotism.

We’ve already mentioned currency risk, lower costs and taxes. But the strongest argument for holding a bigger share of Canadian stocks is that—at least in the past—it has reduced volatility in balanced portfolios. Using data covering the 30 years ending in 2014, a report by Vanguard1 found that the least volatile equity portfolios contained between 20% and 40% Canadian stocks, with the rest of the portfolio made up of US and international equities.

Ironically, this Vanguard report was actually designed to encourage investors to hold a smaller share of Canadian equities, not a larger one. Their data, from 2012, suggested the average Canadian investor held about 60% of their equities in domestic stocks. I’m surprised that number wasn’t higher. In the years following the 2008–09 financial crisis, it was common to see Canadians holding 100% domestic stocks and arguing passionately that there was no reason to look beyond our own borders.

Hard as it is to imagine today, the first decade of the millennium was a gong show for US and international stocks, at least from a Canadian perspective. Measured in Canadian dollars, the S&P 500 delivered an annualized return of –4% from 2000 through 2009, while international stocks lost almost 2% per year, partly due to a strong loonie. Canadian stocks, meanwhile, returned 5.6% annualized—not bad considering this period included the dot-com crash and the global financial crisis.

Following this golden age, the number of investors who argued for a 3% allocation to Canadian stocks was—hang on while I do the math here—zero. Now, following a decade in which the US soundly trounced every other market, many Canadians are attracted to the idea of tilting their portfolio to the US. Mostly they’re putting a rational spin on performance chasing.

Here’s something to consider: during the four decades from 1970 through 2010, the returns on US, international and Canadian stocks were remarkably similar; measured in Canadian dollars they ranged from 9.3% to 9.9%. Over the very long term, it’s reasonable to expect these three asset classes to perform similarly, though over shorter periods—as we’ve just seen—their returns can vary widely. In the 1980s, international stocks ruled the day. In the 1990s, and again from about 2009 to the present, it was the US. During the first decade of the 2000s, Canada had its moment in the sun. Since we don’t know who the next winner will be, the best approach is to hold all three asset classes all the time, rebalancing when necessary.

Bonds that shape us

On to the other key building block of a balanced portfolio. Bonds—or fixed income in investing jargon—are the yin to the yang of stocks. Though it’s too boring to grab any headlines, the global bond market is actually much larger than the stock market. So, what part of this enormous asset pool should you own?

There’s really just one essential type of fixed income in your balanced portfolio: investment-grade Canadian bonds. An investment-grade bond is one with an extremely small chance of default. This includes government bonds (both federal and provincial) as well as those issued by blue-chip corporations with strong balance sheets. The term investment-grade is used to distinguish these safe investments from high-yield or “junk” bonds that carry far more risk.

There was a time (ask your great-grandparents) when investors held bonds specifically for the income they generated. In days of yore, you could get 6% or 8% from safe government bonds with minimal risk. Today, of course, interest rates are much lower, often barely above inflation. But high-quality bonds are still the best way to dampen the volatility of a portfolio.

As I’ve noted, government and corporate bonds are actually two discrete asset classes. And indeed, some investing experts believe only the former should be a core holding in your index portfolio. They feel that corporate bonds, while typically offering higher yields than government bonds, are not worth the additional risk. If you share this view, I won’t argue too strenuously with you, and there are a number of perfectly suitable ETFs that hold only Canadian government bonds.

That said, I recommend including a mix of government and high-quality corporate bonds in your portfolio, and you can do this easily with a single fund. The most widely used bond indexes in Canada include about 70% to 80% government bonds, with the remainder in corporates, a blend that should suit most investors.

These so-called “broad-market” bond funds also include a cross-section of maturities. About 40% to 45% are short-term bonds (which mature in less than five years), another 25% or so are intermediate (maturing in 5 to 10 years) and the rest are longer-term bonds with maturities of more than 10 years.

In general, bonds with short maturities are the least volatile and have the lowest expected returns. Longer-term bonds are much more sensitive to interest rate movements, and they can endure wide swings in value, but the trade-off is that they typically pay higher yields. Again, a balanced approach is appropriate for most investors. A broad-market bond index fund gives you some of everything, so you can get all the fixed-income exposure you need with a single holding.

By now you may be wondering why I’ve spent so much time extolling the virtues of global diversification in stocks and then argued that only Canadian bonds are a core asset class. Again, this has nothing to do with waving the flag; there are very good reasons to prioritize domestic bonds in your portfolio.

The first is that Canadian bonds, not surprisingly, are denominated in Canadian dollars. And in almost all cases, you do not want to take currency risk with bonds. Remember that the primary reason for holding bonds is to reduce the volatility of a balanced portfolio that also holds stocks. If your bonds are denominated in US dollars or other foreign currencies, you’re undermining that goal.

Let’s unpack this idea. Bonds denominated in your native currency are not especially volatile. Yes, they will rise or fall in value any time interest rates change, but for the most part these moves are pretty modest. That falls apart once you add currency risk. If you hold US bonds, for example, their value won’t change very much in US dollars. However, if you measure your returns in Canadian dollars—and you should—the value of those bonds will rise and fall based on the exchange rate. During periods when the Canadian dollar is very strong, those US bonds could easily see double-digit losses. That’s not what you want from the supposedly safe part of your portfolio.

The good news is there are US and international bond ETFs that use a strategy called currency hedging, which is designed to remove the effect of exchange rates. We’ll talk more about this strategy in the next chapter, but the point to remember here is that if you’re going to add global bonds to your portfolio, currency hedging is essential.

Before we wrap up our discussion of fixed-income investments, let’s take a quick look at an alternative to bonds: guaranteed investment certificates, or GICs.

GICs get little respect, and that’s a shame because these humble investments can play a useful role in a balanced portfolio. GICs, which are issued by banks, credit unions and mortgage lenders, pay a fixed rate of interest for a period of one to five years. And they usually offer significantly higher yields than government bonds of the same maturity. Normally a higher yield means more risk, but because GICs are backed by the Canadian Deposit Insurance Corporation (CDIC), a Crown corporation, or by similar provincial programs, they don’t carry any more risk than a government bond, as long as you don’t exceed the limit, which is usually $100,000 per issuer.

A second benefit is that GICs are stable. Bonds fall in price when interest rates rise, making it possible to suffer losses in a bond fund, even over periods of a year or two. That won’t happen with a GIC: their face value remains unchanged whether rates rise or fall, and many investors find that stability comforting.

But before you buy GICs instead of bond funds, you should be aware of their limitations. The most important is illiquidity: you cannot sell a GIC before it matures. (Cashable GICs are available from some issuers, but they always pay lower yields.) If you need to sell some of your fixed income for an unexpected expense, or if you need to rebalance your portfolio after a downturn in stocks, you won’t be able to do that if you hold only GICs.

The second knock against GICs is the flipside of one of their advantages: while they don’t lose value when interest rates rise, neither do they get a boost when yields fall. This means that during a bear market for stocks—which often leads to falling interest rates—your GICs won’t deliver the offsetting benefit you should expect from bonds.

Since bonds and GICs each have pros and cons, you might consider a balanced approach and use both in your portfolio. For example, you could use GICs for about half of your fixed-income allocation and use a bond ETF for the other half.

Stuff you don’t need

If your portfolio contains nothing but the asset classes we’ve just discussed—Canadian, US and international developed and emerging stocks, balanced with an allocation to high-quality bonds—you’ve got all the ingredients of an elegantly diversified portfolio. You don’t need anything else.

However, human nature being what it is, you will likely be tempted to add more moving parts to your portfolio. You might be hoping to add even more diversification, or enhance your returns, by layering on other types of assets such as those I will touch on below. But while there may not be anything inherently wrong with these types of investments, they’re likely to just add unnecessary complexity, making your portfolio more costly and troublesome to maintain with little or no benefit.

Consider real estate investment trusts, or REITs. These are publicly traded businesses that own real estate such as shopping malls, apartments, hotels and commercial properties. They’re required by law to pass along most of their revenue to their shareholders to avoid paying corporate taxes, so they are popular with investors who like steady streams of income. And because property owners can raise rents as the cost of living goes up, REITs may also add some inflation protection.

REITs are technically stocks, but because they hold property they are often considered a separate asset class, and it’s true they’re not highly correlated with the broad stock market. It’s also reasonable to argue that since most real estate is privately held, it’s underrepresented in most stock market indexes, at least relative to its impact on the overall economy.

In my opinion, however, it’s not necessary to have a separate allocation to REITs. In most cases, these companies are already part of the broad-market equity funds that will make up the majority of your portfolio, so you’re just making a decision to double dip on specific companies. This really isn’t much different from adding a second helping of utilities stocks or technology stocks on top of a broad-market index fund that already includes these companies.

There are some practical problems, too. If you stick to Canadian REITs, there just aren’t that many of them. ETFs devoted to this asset class typically include fewer than 20 holdings, and they can be dominated by a small number of very large companies. The fees on these ETFs are also significantly higher than broad-market equity funds, and because they spin off so much income—which, by the way, is not eligible for the dividend tax credit—they’re quite tax-inefficient.

A second asset class that’s popular with income-oriented investors is preferred shares. These are often considered a hybrid investment, somewhere between equities and fixed income. They’re technically stocks, but they have a fixed dividend that must be paid before the company distributes any of its earnings to common shareholders, which makes them a little like a corporate bond. Their yields can be quite high compared to common stocks and bonds, but they have less potential for price appreciation.

The most significant benefit of Canadian preferred shares is that their dividends are taxed more favourably than interest. So investors may find them appealing in taxable accounts, at least as an alternative to corporate bonds. They make much less sense in tax-sheltered accounts such as TFSAs and RRSPs.

I don’t recommend preferred shares for several reasons. The first is that the Canadian stock market is already dominated by financial institutions, and since the majority of preferred shares are issued by banks and insurance companies, adding a separate allocation simply concentrates risk in this sector.

Preferred shares can also have many complicated features, most of which favour the company and not the investor. Using an ETF that tracks a preferred share index allows you to invest in a diversified basket of preferreds instead of trying to make difficult decisions about individual issues. But it can still be quite difficult to understand what you’re holding and how those preferreds are expected to behave under various market conditions.

The most compelling reason to avoid preferred shares is that their risk–reward trade-off has historically been poor. We must always be wary of drawing conclusions from relatively short-term performance, but for what it’s worth, from its inception in 2007 to the end of 2020, the S&P/TSX Preferred Share Index delivered a return of less than 2% annually, dramatically underperforming both Canadian stocks and bonds.

Over longer periods, preferreds have not usually compensated investors for their risks. Swapping out a modest allocation of bonds for preferred shares tends to lead to lower returns and higher volatility, which is the exact opposite of a diversification benefit. That’s why your portfolio doesn’t need this asset class.

Now let’s discuss some specific types of bonds. I’ve argued your portfolio needs only high-quality, investment-grade bonds issued by Canadian governments and blue-chip corporations, and that’s all you’ll find in a traditional broad-market bond index fund. But there are several other categories of bonds that investors may be attracted to.

One of these is real-return bonds. One of the biggest knocks against bonds—especially those with long maturities—is that they are vulnerable to inflation. Real-return bonds are designed to remedy this: their value gets adjusted as the Consumer Price Index changes. If you were to buy both a 10-year traditional bond and a 10-year real-return bond, and over the subsequent decade inflation was higher than expected, the real-return bond would outperform.

In theory, this sounds like an attractive feature, but again we’re faced with several practical problems. There’s only a tiny number of real-return bonds issued in Canada, and those issued by the federal government have extremely long maturities, many going out to the 2040s and beyond. Bonds with very long terms like this are subject to big price swings, so double-digit losses and gains are possible. You don’t need that kind of volatility on the bond side of your portfolio, which is supposed to be the stabilizer. Give real-return bonds a pass as well.

Another potentially enticing asset class is high-yield bonds. Not so long ago these were called “junk bonds,” but they’ve since got an image makeover. High-yield bonds are issued by companies with poor balance sheets or by countries with low credit ratings. They pay a higher yield than investment-grade bonds because they also carry a much higher risk of default.

The strongest argument against high-yield bonds is that fixed income is supposed to provide safety in a portfolio.

During the financial crisis of 2008–09, boring old government bonds provided a safety net, while high-yield bonds crashed along with stocks. Here again, the risk-reward trade-off is poor. If you want to take more risk in pursuit of higher returns, you’re better off just increasing your allocation to equities rather than buying riskier bonds.

If there’s one asset class that has more emotional appeal than any other, it has to be gold. Investors who are attracted to precious metals often tout them as a hedge against inflation. If you lived in Germany in the 1920s, or more recently in Zimbabwe, that was true. But these are examples of catastrophic hyperinflation, which is extremely rare in developed countries. And frankly, were this to happen in Canada, a modest allocation to gold wouldn’t help you very much.

It’s also important to know that for Canadians the price of gold has not been anything close to an inflation hedge. During many periods when inflation spiked, the value of gold fell. During the 22 years from 1983 through 2004 (a period of relatively high inflation), gold lost more than half its purchasing power.

It’s true that gold has little correlation with stocks and bonds, and during periods of crisis it’s perceived as a safe haven and may rise in value. For that reason, it might be a good diversifier in a balanced portfolio. But it’s a volatile asset whose price is based almost entirely on sentiment; after all, gold generates no income and has no potential for growth, so it’s difficult to understand how it’s valued. It’s one more unnecessary component that’s not worth the trouble.

It can be tempting to add more and more asset classes, or to tweak your allocation to each one, all the while convincing yourself that every new holding will increase your returns or make your portfolio more diversified. And the investment industry is happy to exploit that idea: it’s common to find articles arguing that traditional portfolios of stock-and-bond index funds are “old school” and that what’s needed are alternative asset classes with better risk–reward trade-offs. These are often pitched as sophisticated strategies used by hedge funds or institutions, and it’s easy to be enticed. But here’s something that should encourage you not to fuss about small differences in asset allocation.

In his book Global Asset Allocation, Meb Faber compared the long-term performance of a traditional balanced portfolio (40% bonds and 60% stocks) to various other popular models, some of which include alternative asset classes such as real estate, inflation-protected bonds, gold and other commodities. Faber found that during the 40 years from 1973 through 2013, the annualized returns on all of the portfolios were remarkably similar. In fact, with just one exception, they were all within one percentage point, ranging from 9.60% to 10.45%, a finding that Faber admitted was “astonishing.” (For the record, even the single outlier delivered a tidy 8.53%.)2

To be sure, each portfolio in Faber’s study had its day in the sun and its day in the doghouse. During periods of high inflation like the 1970s, portfolios without real estate or commodities struggled. But those portfolios shone in the next two decades, when stocks enjoyed several long bull markets. Nothing worked well in every individual decade, but everything held up over the full 40 years.

Faber compared long-term asset allocation to baking chocolate chip cookies: “As long as you have some flour, baking soda, sugar, eggs, butter, and chocolate chips, the exact amount really doesn’t matter. Some people like vanilla in the recipe, other people nuts, and some even more chocolate. But as long as you have some of all of the main ingredients, the results are usually similar, and delicious.”3

All right, now that we’ve reviewed the main ingredients, it’s time at last to turn our attention to specific ETFs. The sheer number of products available to investors today is dizzying, and it can be difficult to separate the wheat from the chaff. In the next chapter, I’ll suggest a process you can use to select the right ETFs for your portfolio.




[image: Images]

STEP 5

SELECT YOUR ETFs

By now I hope you’ve settled on a mix of stocks and bonds that suits your financial goals and risk tolerance, and that you’ve decided which specific asset classes to include in your portfolio. At this point, you may have noticed that we’re on Step 5 and we’ve barely discussed specific ETFs. This was intentional. I wanted to stress that successful investing is primarily about following the right process to achieve your goals, not about choosing the right products. However, once you’ve gone through the important planning steps, it’s certainly worth spending some time selecting the best index ETFs for each of the asset classes in your portfolio.

Throughout this chapter, I’m going to assume you will use an individual ETF for each asset class in your portfolio. Recall the core asset classes that should form the backbone of every diversified portfolio: Canadian stocks, US stocks, international stocks and investment-grade Canadian bonds. If you stick to just these asset classes, you will select four index-tracking ETFs for your portfolio—five if you include emerging markets. In practice, you may not need that many: there are now some excellent ETFs available that combine all these asset classes in a single product, and I’ll have much more to say about these in Step 8. But even if you use these one-fund solutions, it’s still worth understanding how they’re assembled.

We’ve talked a lot about indexes and index funds so far, but now that we’re going to discuss ETF selection, it’s worth a deeper dive. How are indexes built, and why are they useful for investors? You can’t make good ETF decisions unless you understand these fundamental ideas.

Say you want to know how Canadian stocks performed last year. About 1,500 companies trade on the Toronto Stock Exchange, but clearly not all of them have the same influence on the overall market. That’s where an index is useful. We’ve already discussed the S&P 500 Index, which includes 500 of the largest public companies in the US. In Canada, a similar index is called the S&P/TSX Composite: it comprises about 250 of the largest and most frequently traded stocks in the country. Like its American cousin, this index assigns more influence (or weight) to larger companies, and less influence to smaller ones. Shopify, Royal Bank and TD Bank are the biggest public companies in Canada, and each makes up more than 5% of the index. By contrast, Sleep Country, Hudson’s Bay Company and Cineplex are much smaller and are assigned only a fraction of 1% each. This is the traditional way to build an equity index, but as you’ll see, it’s not the only methodology.

The firm that produces the index—in this case, S&P Dow Jones—gathers information about the price changes and dividend payments of all these stocks and distills it into a single arbitrary number. Let’s say at the beginning of the year the S&P/TSX Composite Index had a value of 15,000, and by the end of the year it had risen to 16,500. You could conclude the Canadian market as a whole was up 10%.

Every country with a stock market has similar indexes. Again, the S&P 500 is the most common in the US, but there are many others. The Russell 3000 Index, for example, includes not only the largest companies but also many mid-sized and smaller companies, which makes it more complete than the S&P 500.

Countries such as the UK and Japan have their own stock market indexes—you may have heard of the FTSE 100 or the Nikkei 225, for example—but as a Canadian investor, you’re more likely to encounter international indexes that include several countries. One of the most common is the MSCI EAFE (that stands for Europe, Australasia and the Far East). Another is the MSCI Emerging Markets Index, which includes China, Taiwan, South Korea, India and about 20 others.

There are also indexes for the bond market. The FTSE Canada Universe Bond Index, for example, includes more than a thousand government and corporate issues, from short to long term, representing a cross-section of all the high-quality bonds that trade in the country.

When indexes were first created, they were designed to be simple, standard ways of measuring a market’s performance. The granddaddy of them all is the Dow Jones Industrial Average, created way back in 1896 and still widely followed today—although it really shouldn’t be. The Dow includes just 30 companies, hand-picked by a committee, and instead of being weighted according to a company’s size, it’s weighted by share price. A company whose shares are trading at $50 has more influence than one whose shares trade at $30, regardless of how large those two companies are. This made sense 120 years ago when the calculations were made with pencil and paper, but it’s almost useless today, and the Dow Jones Industrial Average is a relic that survives only because it’s owned by the same company that publishes the Wall Street Journal. So do yourself a favour: ignore the Dow and avoid index funds or ETFs that track it. There are much more diversified and representative indexes for the US stock market.

Indexes were not originally designed as benchmarks for money managers. But their role expanded once computing power made it practical. By the 1970s, John Bogle and his firm, Vanguard, pioneered the idea of using popular indexes as an investment strategy, and the index fund was born, as we discussed back in the first chapter. The first of these, the Vanguard 500, simply bought all the companies in the S&P 500, in the same proportion as the index. It was a revolutionary idea: an investment fund whose holdings were determined not by stock-picking gurus or economic forecasters, but simply by following a third-party index designed to represent an entire asset class.

Index mutual funds were slow to gain traction in the US, and in Canada they were almost unheard of in the 1980s, which was the heyday of the mutual fund industry. Then in the early ’90s, a new investment product appeared: the exchange-traded fund, or ETF. An ETF is not fundamentally different from a mutual fund: both typically hold a diversified collection of stocks and bonds. But rather than being purchased from a dealer, or directly from the fund company, ETFs are traded on an exchange, just like stocks. That means they’re available to anyone with an online brokerage account.

The first successful ETF was actually a Canadian creation and was launched on the Toronto Stock Exchange in 1990. (The experiment had been tried in the US the year before, but it was quickly shut down by a lawsuit.) This pioneering product was called Toronto Index Participation Shares, or TIPS, and at first it held the 35 largest publicly traded companies in Canada, later expanding that number to 100 companies. TIPS ultimately evolved into what is today the iShares S&P/TSX 60 Index ETF, traded with the ticker symbol XIU. It’s still one of the largest and most frequently traded ETFs in Canada.

By 1993, the US investment firm State Street Global Advisors created the first ETF that tracked the S&P 500 Index. The iShares family of ETFs followed several years later, and by 2001, Vanguard—who created the index fund revolution—finally entered the ETF marketplace as well.

All of these early ETFs simply tracked well-known stock and bond indexes, so index investing and ETF investing were effectively synonymous. But that hasn’t been true for a long time. The marketplace has exploded in the last 10 years or so, and the ETF industry has adopted almost all of the bad habits of their mutual fund predecessors. Most new ETFs are now actively managed and not particularly cheap. If they track indexes at all, these are really just methodologies for stock picking. Most have no place in a Couch Potato portfolio.

Unfortunately, with thousands of choices now available, it’s harder than ever for DIY investors to understand what they’re buying. What are the different ways that indexes can be constructed? What makes one methodology better than another? If you’re trying to choose an index fund for, say, US stocks, what criteria should you use? That’s where we’re headed now. I’m going to walk you through the process for evaluating and comparing index funds so you can make the best choices when it comes to your portfolio.

One warning before we dive in: it’s not always easy to find clear, complete information about specific ETFs. The place to begin is the fund’s web page, which almost always includes the most important details, such as the fund’s benchmark index, its annual fee, its historical performance and its current holdings. But in some cases, you may need to find and read through an ETF’s literature, such as its Fund Facts summary, its prospectus or its semi-annual Management Report of Fund Performance, all of which are usually linked on the fund’s web page.

Which index does the fund track?

An index fund, by definition, is tied to a specific index, or a set of rules that determine which stocks or bonds are included. The first step in your research should be to zero in on the fund’s benchmark index and learn a little about its methodology.

So far, our discussion of indexes has mainly involved the most popular, such as the S&P 500 in the US, and the S&P/TSX Composite in Canada. There are ETFs that track these indexes, of course, but they’re not the only good choices available. Today there are several index providers—that is, companies that create the methodologies, gather the data and publish the performance of the benchmarks used by investment funds. S&P Dow Jones maintains the two we just mentioned, and other large providers include MSCI, FTSE and Solactive, to name just a few.

For the most part, the specific index provider doesn’t matter very much: none of these firms is consistently superior to the others, and in many cases they all have indexes that are very similar. In the last few years, it’s become increasingly common for ETFs to use indexes created by lesser-known firms, because the big guys like S&P charge high licensing fees. It’s a bit like the decision to use generic prescription drugs instead of brand names.

The most important things to understand about a fund’s index are how it decides which stocks or bonds it will include and what proportion is assigned to each one. Most firms publish their methodologies, and they’re usually easy to find with a Google search. Be warned, though, the methodology may include a lot of equations and complex language you might not understand. These technical details aren’t important for the average investor; what you really want to know is the overall strategy. Is the index designed to be as broad and inclusive as possible, or does it impose a lot of rules and screens?

Traditional stock indexes select the largest and most frequently traded companies and weight them by market capitalization. A company’s “market cap” is determined by multiplying its stock price by the number of shares outstanding. For example, if a company has issued 100 million shares and its current share price is $25, its market cap is $2.5 billion. An index that assigns each company’s proportion based on this measure is called a “cap-weighted” index.

Both the S&P 500 and the S&P/TSX Composite are cap-weighted. In the US index, the largest companies include Microsoft, Apple, Facebook and Amazon, while giants like Royal Bank, Shopify and TD Bank make up the largest proportion in the Canadian index. As a company grows or shrinks in size, it automatically makes up a larger or smaller share of the index, too.

In a cap-weighted index, size isn’t the only thing that matters. Virtually all indexes also consider liquidity: in other words, if a stock is rarely traded, or if its shares are closely held by a small group of owners, it may be impractical to include in an index. The methodology might also include other rules: some Canadian equity indexes, for example, exclude limited partnerships, as opposed to conventional corporations. For the most part, these rules will not have a dramatic effect on the performance of an index, compared to a competitor who does not impose the same rules.

An index methodology will also include rules about how frequently it will be updated. Consider an index designed to hold the largest 100 companies in a given country. At some point, company number 101 may grow larger than company number 100, so the latter will be dropped from the index and replaced with the former. But such changes don’t happen on a daily basis. Indexes are often reviewed and updated quarterly, at which point funds tracking these benchmarks will be obligated to sell their shares of any company dropped from the index and purchase the shares of any new additions.

There’s another important rule that some cap-weighted indexes impose. In a small market like Canada, a single company may get so large that it dominates the index, and this introduces the same risk investors face when they buy individual stocks. Canadians learned this lesson during the dot-com bubble near the turn of the millennium: Nortel Networks made up more than a third of the S&P/TSX Composite Index in mid-2000. When it turned out the company was wildly overvalued, index investors were hit as hard as everyone else who had loaded up on Nortel shares.

To protect against another debacle like that, many traditional indexes now set a limit on the weight any individual company can carry. The flagship Canadian equity ETFs offered by both iShares and BMO, for example, track the S&P/TSX Capped Composite Index, which does not permit any individual stock to make up more than 10%. This is a sensible safeguard.

Cap-weighted indexes are the traditional tool of index investors, and they should be your default choice when comparing ETFs. There are several reasons for this. First, they are the most representative of the overall stock market; so, if you accept the premise that it’s extremely difficult to beat the market, then it follows that you should buy the market. And that means choosing a cap-weighted index fund.

Second, in almost all cases they’re the cheapest. Today you can buy ETFs tracking the major cap-weighted indexes for as little as 0.03% to 0.06%, which is practically free. Funds tracking alternative indexes—which we’ll get to in a moment—almost always cost more. Sometimes five to 10 times more.

Finally, cap-weighted index funds—especially those tracking the broad market—typically have the lowest turnover, which means stocks are rarely sold and replaced. This can result in fewer realized capital gains, making these ETFs more tax-efficient if you hold them outside of TFSAs and RRSPs.

I also recommend looking for indexes that give you the broadest possible exposure to the asset class. For example, the S&P 500 is not a bad benchmark for US equities, but because it holds only 500 companies, it actually represents only about 80% of the overall market. Other ETFs track broader indexes: the iShares Core S&P US Total Market Index ETF (which trades with the ticker XUU) holds not only the stocks in the S&P 500 but also more than 3,000 mid-sized and small-company stocks that cover virtually the entire US market. Total-market funds provide more diversification, and in many cases they’re not significantly more costly.

Now let’s consider a couple of popular indexes that do a lousy job of representing an asset class. We’ve already discussed one: the Dow Jones Industrial Average. Not only is this index weighted according to a company’s share price rather than its market cap (for historical reasons that make no sense today), but it includes just 30 companies, all of which are selected by a committee. The Dow is still widely quoted in the media as though it were a proxy for all US stocks, and it does have a high correlation with the broad market. But when you can just as easily choose an index that offers complete market coverage, why elect to hold one with a tiny, hand-picked sample?

The popular NASDAQ 100 Index is even more problematic. For all its faults, the Dow at least makes an attempt to represent the overall market when selecting companies for inclusion. The NASDAQ 100, by contrast, is built from the largest 100 non-financial companies listed on the NASDAQ, one of the two major US exchanges. Right off the bat, that not only eliminates financial services companies (which make up about 15% of the US market) but also all 3,000 or so stocks listed on the (larger) New York Stock Exchange. The NASDAQ 100 is poorly diversified across economic sectors, with about 50% allocated to information technology companies (with big holdings in Apple, Microsoft and Amazon) and another 20% to communications services (Facebook, Google, Netflix).

But wait, you say, the NASDAQ 100 has been a superstar for more than a decade. And it’s true: from 2011 through 2020, the NASDAQ 100 delivered an annualized return of 17.1% (in US dollars), almost 4% higher than the S&P 500. In the current era of high-flying tech stocks, that’s what you’d expect. But, as always, big bets can also go the other way. Technology companies were also the darlings of the 1990s, but they were devastated when the dot-com bubble burst in early 2000: by October 2002, the NASDAQ 100 had lost a staggering 78% in less than three years. Total-market indexes got pummelled, too, of course, but nowhere near as badly.

Speaking of the dot-com bubble, that event was a reminder that while cap-weighted indexes have many advantages, they are far from perfect. As many critics have pointed out, if a stock happens to be overvalued, it gets a bigger share of a cap-weighted index, while undervalued stocks get underrepresented. If your goal is to buy undervalued stocks, a cap-weighted index isn’t the tool you’d select. Some people argue they’re especially vulnerable to bubbles, like the dot-com mania I just described.

Let’s acknowledge that the flaws in traditional index funds are real. But the problem is always the same: what’s a better alternative? It’s fine to call a stock “overvalued,” but this often comes down to an observer’s opinion. The whole premise of index investing is that it’s extraordinarily difficult to identify which companies are overvalued or undervalued. The market may not perfectly reflect every stock’s intrinsic value—whatever that means—but it’s more reliable than any single analyst. You can’t consistently identify mispriced stocks simply by looking at a ratio like price-to-book or price-to-earnings. If it were that simple, then active mutual funds and stock pickers would be far more successful than they are.

Whenever people criticize traditional cap-weighted index funds, I like to dust off a famous quote from Winston Churchill: “No one pretends that democracy is perfect or all-wise. Indeed, it has been said that democracy is the worst form of government except all those other forms that have been tried.” I’d make the same argument about cap-weighting: it’s the worst strategy for building an index except for all the others.

Still, it’s worth reviewing some alternatives that are available to investors who like the idea of rules-based methodologies but would like to avoid the problems with cap-weighting.

One simple way to avoid concentrating too much on a few large companies is to build an equal-weighted index. As you’ve probably guessed, an equal-weighted index simply assigns the same proportion to each stock, so they all have the same influence. This methodology can be sensible for ETFs that focus on individual sectors of the economy, where the total number of stocks is small.

For example, the iShares and Vanguard ETFs that focus on Canadian real estate investment trusts (REITs) are both cap-weighted. There are only about 20 stocks in this sector, and the largest three make up close to half the fund, so there’s a lot of concentration here. By contrast, the BMO Equal Weight REITs Index ETF (ZRE) includes very similar holdings, but with each company making up only about 4% or 5% of the fund. I don’t recommend using narrowly focused sector ETFs at all, but if you feel you must, then an equal-weighted index is going to be much less top-heavy and, you could argue, more diversified.

Equal-weighted indexes are not just confined to sector ETFs, though. There’s been an equal-weighted version of the S&P 500 since the early 2000s, with each of the 500 companies getting a 0.20% share of the index. In this case—when the original index includes hundreds of companies from all sectors of the economy—the argument for equal weighting is much weaker. It’s also a distortion of the overall market.

Here’s what I mean: Some economic sectors, such as banking, are dominated by a small number of behemoths, while others, like consumer retailers, may include a large number of relatively small firms. In an equal-weight index, the impact of each sector depends on the number of companies, not their size or impact on the economy, which doesn’t make a lot of sense. To use an extreme example, an equal-weighted index of the Canadian stock market would give the same influence to the Big Five banks as it would to five small mining companies. Which is a bit like giving tiny Prince Edward Island the same influence as Ontario and British Columbia in a federal election.

Equal-weighted indexes highlight the challenge faced by any attempt to fix the shortcomings of cap-weighting: the alternative indexes usually just end up exchanging one flaw for another.

Is smart beta really smart?

In the last 15 years or so, as the ETF industry has expanded, countless other alternative indexes have appeared, all of them designed to outperform traditional cap-weighting. These strategies are different from traditional active management, which relies on picking individual stocks and making tactical moves in and out of the market. “Alternative indexing,” if we can use that term, is still based on broad diversification across hundreds of individual companies, and there’s no market timing involved. Most important, there’s no flashy fund manager relying on hunches: the stocks in the index are selected and weighted according to consistent rules.

One of the pioneers of alternative indexes was the US firm Research Affiliates, who created what it called fundamental indexes back in 2005. As I’ve said, in a cap-weighted index, the influence of each company depends on its size: specifically, its share price times the number of shares outstanding. Fundamental indexes, on the other hand, assign each company a weight based on its, well, fundamentals: specifically, its total sales, dividends, cash flow and book value. In general, this means the indexes give less influence to large-growth stocks and more to mid-size companies that meet the traditional definition of undervalued.

These days, just about every ETF provider is getting into this game, launching new funds that promise to improve on plain-vanilla index ETFs. Collectively, many of these strategies have been dubbed “smart beta,” and they’re the most significant trend the industry has seen in years. Of course, most new financial products are not designed to benefit investors: they’re primarily designed to put your money into the pockets of their creators. So let’s take an open-minded but skeptical look at smart beta ETFs to see if they’re really worth adding to your portfolio.

We’ll start by decoding the language. What exactly is beta anyway, and what’s so smart about it? In finance, beta is a measure of risk: a stock with high beta is more sensitive to the stock market’s ups and downs than one with low beta. Because an index fund is designed to mimic the performance of the overall market—no more, no less—you could say it’s designed to simply capture beta. By contrast, active investors who try to outperform the indexes by picking stocks or timing the market are said to be looking for “alpha.”

Smart beta falls somewhere between these two extremes. Academic research suggests there may be ways to outperform a simple index fund by investing in stocks with certain characteristics (I’ll describe these in a moment). Therefore, many new ETFs use indexes that screen for these stocks by following a set of rules. Yes, they’re looking to do more than simply capture market returns, but it’s probably going too far to say these ETFs are looking for alpha in the traditional sense. So these strategies have come to be known as smart beta.

Investors should understand that smart beta, even if it is grounded in empirical evidence, has much to do with marketing. No one is clamouring to launch old-school index ETFs these days: they would need to compete with enormous, well-established names such as Vanguard and iShares, who can charge minuscule fees because they manage hundreds of billions in assets. If you’re going to launch a new ETF, it makes more business sense to promise index-beating returns and charge higher fees—which is what the mutual fund industry has been doing for decades. Now that mutual funds are falling out of favour, the industry has found a more palatable way to peddle its wares.

That said, while smart beta ETFs are more expensive than plain-vanilla ETFs, they’re usually cheaper than actively managed funds: they typically have fees in the range of 0.15% to 0.75%. A mutual fund charging 2% has an almost insurmountable obstacle over the long term, but let’s admit that a smart beta ETF with a much lower fee has at least a fighting chance.

Now that we understand the general idea behind smart beta, let’s get more specific—and a bit more technical. Smart beta ETFs are designed to target what are called “factors”: shared characteristics that can help explain the risk and return of a group of stocks. Factors need to have rigorous academic research behind them. It’s not enough to show that a certain characteristic led to outperformance over, say, the last eight years in the UK. There must be evidence that these outsized returns are persistent over the very long term (decades, at least) and in almost all countries.

There’s no master list that everyone agrees on, but there are a few factors most people acknowledge, and these are the ones you’re most likely to encounter on the ETF menu. The oldest is value. Value investing has its roots in the 1930s with pioneers such as Benjamin Graham, Warren Buffett’s mentor whom we met in Step 1. But it was only in the 1970s and 1980s when studies confirmed that stocks with low prices relative to their fundamentals delivered higher returns than the overall market. There are several ways to define a value stock, but the most common measures are low price-to-book and price-to-earnings ratios. Stocks with high dividend yields may also be lumped in with value stocks.

Since the 1980s, research has shown that company size is also a factor. Specifically, small companies (or “small caps”) have often delivered higher returns than large companies over the very long term. The most widely accepted explanation is that investors are rewarded for the additional risks: small companies are more sensitive to business cycles, have a higher cost of capital, are more likely to go belly-up and tend to have more dramatic swings in their stock prices.

Next up is momentum. There’s plenty of evidence that when stocks rise in price, they continue that trend for months before eventually settling back to earth. Likewise, stocks that have recently fallen in price tend to keep dropping in the medium term. The sweet spot for these trends seems to be more than two or three months, but less than one year. This makes momentum one of the most challenging factors for investors to capture. It’s fleeting, so any strategy targeting momentum stocks will likely see a lot of turnover.

One of the more surprising factors leading to higher expected returns is low volatility. Most investors take it for granted that risk and return are related, so slow-and-steady companies might be expected to deliver lower long-term returns than highly volatile stocks with a lot of upside. But the evidence suggests the opposite. Low-volatility stocks actually tend to outperform—if not earning higher returns, at least logging similar returns with less risk. There may be behavioural reasons for this: investors may prefer the lottery-like quality of high-volatility stocks—which offer the possibility of outsized returns—and therefore will overpay for them.

Among the more newly identified factors is quality (sometimes called profitability), which is also one of the harder concepts to define and explain. In general, companies with strong balance sheets and profitable businesses tend to see their stocks outperform. While that might seem obvious—like saying good hockey teams win more games than weak ones—it’s not, because in an efficient market these high-quality companies should be expected to have higher stock prices. Yet there is evidence that they have delivered outsized returns even if they’re not cheap.

Now that I’ve identified five different factors that have been shown to outperform the market over the long term, you’re probably licking your chops. Which means it’s time for a more critical look. As with many investing strategies, there’s often a chasm between theory and practice, and smart beta ETFs face a number of hurdles as they try to tap into the factors that researchers have identified.

The most obvious is higher costs. Traditional index ETFs may be “dumb beta,” but their costs are rock-bottom. Smart beta ETFs are cheap compared to active mutual funds, but they often carry management fees above 0.50% and sometimes even much higher. They may also have higher trading costs, because the indexes they track are more frequently rebalanced. Even if a smart beta index manages to outperform before costs, the ETF may lag once you account for fees, transactions and taxes.

More important, you might not get what you expect. One of the challenges with smart beta ETFs is knowing what’s under the hood. Many have similar-sounding names, and they may promise to target the same factor while using very different strategies. As a result, their performance can vary in unpredictable ways.

Consider two value ETFs now available in Canada. The iShares Canadian Value Index ETF (XCV) chooses companies according to ratios like price-to-earnings, price-to-book and dividend yield. It holds around 50 companies and is heavily skewed to the big banks. Meanwhile, the First Asset Morningstar Canada Value Index ETF (FXM) uses a completely different methodology to choose its 30 stocks, and the Big Five banks are not among them. With such huge differences in holdings, it shouldn’t be surprising that the annual returns on these funds have varied by as much as 12 percentage points.

Another example: Are you attracted to low-volatility ETFs because you think they’ll smooth out the ups and downs of the stock market? If so, you can choose low-volatility Canadian equity ETFs from PowerShares, BMO and iShares. Unfortunately, each of these uses a different methodology, leading to significant variation in performance.

The point is that if you’re shopping for a smart beta ETF, you may not really understand what you’re buying. There are many ways to build an index that targets value or low volatility or high quality, and the methodology used by your ETF may have little in common with the ones discussed in the academic research. The factor might be real, but your ETF might not be capturing it.

Even if you have a degree in finance and the time, skill, data and inclination to do your own research, it’s awfully difficult to compare smart beta strategies and choose the most sensible one. Many investors will be tempted to simply choose the one with the best recent performance—and we all know how that usually turns out.

We also need to consider whether the factors will persist. Some of those identified by academics—notably, value—have been battle-tested and might well endure, either because they are rewards for assuming higher risk or because investors have behavioural biases that are unlikely to go away. But others have shorter histories, smaller samples, vague definitions and less-compelling explanations.

What’s more, as these strategies become more widely known and pursued, it seems likely the premiums will shrink. That means research from decades ago might not be relevant anymore. For example, researchers noticed the outsized returns on small-cap companies during an era when analyzing and trading these illiquid stocks was difficult and expensive. Now that low-cost brokerages and ETFs have dramatically reduced transaction costs, the premium seems to have shrunk or even disappeared. At the end of 2020, the Russell 2000 Index—the most widely tracked benchmark for small-cap US stocks—had lagged the large-cap Russell 1000 over the previous 40 years.

Critics wonder whether any factor can persist for long once it has become widely known. It’s hard to explain why low-volatility or high-quality stocks should be expected to outperform riskier companies. Same with momentum stocks: who wouldn’t want to chase what’s been hot and be rewarded with higher returns? Once these ideas get out, won’t investors gobble up these stocks, making that free lunch disappear?

Even if the factors do show outperformance over extremely long periods, smart beta can feel stupid for decades. It can take extraordinary patience to get through the inevitable rough patches. I’m not just talking about two or three years of disappointment. Large-cap growth stocks in the US outperformed value stocks by 3.3% annually over the 15 years ending in 2020 (as measured by the Russell 1000 Growth and Russell 1000 Value indexes). How many investors can tolerate a decade or more of massive underperformance before they lose faith and switch to something else?

It’s true, there have been many periods of five and even 10 years when stocks underperformed bonds, but most of us remain confident that equities will deliver a premium over the long term. I’m not sure investors will have the same conviction when—and it’s definitely when, not if— factors like value, size or momentum lag the market over long periods. Most people lose patience when their strategy underperforms for a year or two. Then they jump to another one that has enjoyed some recent success, probably just before the music stops.

If you’re an active investor, smart beta ETFs are certainly a better choice than undisciplined stock picking, and most are a cheaper alternative to high-fee mutual funds. But if you’re currently an index investor—or on your way to becoming one—I suggest resisting the temptation. Part of being a successful indexer is accepting that your goal should be to achieve market returns at the lowest cost. Getting seduced by smart beta is likely to do more harm than good, because once you convince yourself there’s something better out there, you’re liable to start second-guessing your decisions. You’ll fall into the trap of thinking that indexing is “settling for average,” which is exactly what the industry wants you to think. Enlightenment comes when you understand that traditional indexing gives you the highest likelihood of reaching your investment goals, and that it’s not settling at all.

Does the fund use currency hedging?

If you’re selecting an ETF for US or international stocks, there’s another decision to make: whether to use currency hedging. Any time you invest in foreign stocks, you’re adding a second layer of risk. That’s because the prices of these stocks are denominated in US dollars, euros, British pounds, Japanese yen and a host of others. If the loonie rises against any of these currencies, the value of your investment—as measured in Canadian dollars—will fall. On the other hand, a falling loonie boosts returns for Canadians with foreign investments.

Currency fluctuations can have a dramatic effect on the performance of non-Canadian equity funds. There have been years when the US stock market delivered a negative return in its local currency but the US dollar appreciated so strongly against the loonie that US stocks eked out a positive return when measured in Canadian dollars. And vice versa.

That’s why many Canadian ETFs use a strategy called currency hedging, which is designed to eliminate these fluctuations. In theory, a 10% return on the stocks in their local currency should translate to a 10% return in Canadian dollars, regardless of any changes in the exchange rate. Funds using this strategy usually have a term such as “hedged to CAD” or “currency neutral” in their names.

There is no question that currency hedging can protect investors from losses over some periods. Back in 2002, the loonie averaged about US$0.63 before soaring above par in 2007 and again in 2011 and 2012; so, hedging definitely worked in a Canadian’s favour during that decade. But, of course, it works the other way around, too. Between 2012 and 2020, the Canadian dollar trended downward, so currency-hedged funds significantly underperformed.

Over the long term, currency fluctuations will go in both directions, and no one can predict which one will win out. So you might argue that it doesn’t matter whether you use hedging or not, as long as you’re in for the long haul. But I recommend avoiding currency-hedged ETFs in most cases, and here’s why.

If your goal is to reduce volatility and risk in your portfolio, currency hedging should not be expected to help. Several studies have shown that adding foreign currency exposure actually tends to lower volatility for Canadian equity investors. This is likely because the US dollar—as well as the euro and Swiss franc—tend to have negative correlation with the global equity markets. Negative correlation is what diversification is all about: any part of your portfolio that goes up when stocks go down is a boon, and hedging wipes that out.

By the way, don’t be fooled into thinking that buying ETFs on the US exchanges affects your exposure to foreign currencies. This is a confusing point that trips up many investors.

Consider Morty, who buys an ETF tracking the S&P 500 (which holds US stocks) on the Toronto Stock Exchange. This fund is bought and sold in Canadian dollars. His sister Cheryl buys an S&P 500 ETF on the New York Stock Exchange in US dollars. Many people believe that only Cheryl has exposure to US currency here, because Morty’s ETF is traded in Canadian dollars. But that’s not the case, because currency exposure comes from the underlying stocks, not the trading currency of the ETF.

If Morty and Cheryl look up the performance of their ETFs on the fund providers’ websites, they’ll look different, because Morty’s ETF reports returns in Canadian dollars, while Cheryl’s reports in US dollars. But if they both measure their returns in loonies, the performance of their ETFs will be the same.

The principle is similar when you consider international stocks—though it’s even more confusing. Say Morty buys a Canadian ETF that holds stocks in Europe and Japan, while Cheryl buys a US-listed ETF tracking the same index. Since currency exposure comes from the underlying stocks, both investors will be affected by movements in the euro, pound, Swiss franc and yen. But doesn’t Cheryl also have exposure to the US dollar, because her ETF trades in that currency? The answer is no: if Cheryl measures her returns in Canadian dollars, the exchange rate between the loonie and the US dollar has no effect.

That’s why I generally recommend that DIY investors use only Canadian-listed ETFs. While the management fees on US-listed funds are often lower, the cost of converting currency to buy them, as well as the extra complexity in managing them, are usually not worth the small benefit. Canadian-listed equivalents give you the same useful exposure to foreign currencies, and they’re much more user-friendly.

Does an index fund’s past performance matter?

For many active investors, comparing funds usually starts with reviewing past returns. If Fund A returned 9% over the last five years and Fund B returned 8%, the former was clearly superior. If you’re an index investor, you probably understand that past performance doesn’t predict future results. But isn’t it still worth looking at historical returns when comparing ETFs? Yes, but context is everything.

At the most basic level, let’s agree that a passively managed fund cannot be held accountable for the returns of the market. Experienced investors understand this, but newbies will often ask why a traditional index portfolio includes Canadian, US and international equities, when US stocks have so significantly outperformed during the last decade. Surely that US index fund is superior to this other one tracking international stocks?

Well, I hope by now you understand that you can’t blame an index fund for the performance of the market it’s pegged to. That would be like blaming the thermometer if the temperature isn’t to your liking. Rather, an index fund must be judged according to how closely it follows its benchmark. This is what’s called tracking error.

You can think of tracking error as the difference between theory and practice. The returns of an index are hypothetical: in the real world, investment funds have management fees, transaction costs and taxes to contend with, so it’s unusual for an index fund to deliver exactly the same performance as its benchmark. If a fund returned 7.5% in a given year and its benchmark index returned 8%, then the fund’s tracking error was –0.5%.

The question, then, is what’s an acceptable tracking error? To answer this, you need to look at the various factors that can reduce the return of an index fund. The most obvious is fees. If a fund’s MER is 0.10%, then it’s reasonable to expect its performance to lag its benchmark by that much. These days, with the rock-bottom cost of total-market ETFs, tracking error can be negligible. A well-run ETF may even trail its benchmark by an amount less than its annual fee.

For example, over the five years ending in 2020, the iShares Core S&P/TSX Capped Composite Index ETF (XIC) tracked its benchmark index precisely, even though its fee is 0.06%. The Vanguard Total Stock Market ETF (VTI) in the US has an even longer record of minuscule tracking error: it has trailed its index by just a single basis point annually since its inception in 2001.

Transaction costs can be a significant contributor to tracking error, but in large, well-managed cap-weighted ETFs this is rarely the case. These funds have very little turnover—that is, they simply aren’t trading very often—and unlike those of us using online brokerages, institutional fund managers aren’t paying significant commissions.

If you dig into a fund’s annual report you can verify this by looking for what’s called the trading expense ratio, or TER. Like a fund’s MER, this number is expressed as a percentage, calculated as transaction costs divided by the fund’s total assets. For many traditional ETFs, it can be rounded down to 0.00%. More specialized ETFs may have TERs around three to 10 basis points, while more active ones can easily see this number grow much higher, and these costs will show up in the fund’s tracking error.

In ETFs that hold US and international stocks, another major contributor to tracking error is the withholding tax on dividends. Many countries levy a tax on dividends paid to foreign investors. For example, the IRS withholds 15% when dividends from US stocks are paid inside a Canadian-listed ETF. These withholding taxes will reduce the fund’s reported performance, sometimes significantly.

To use a real-world example, the Vanguard US Total Market Index ETF (VUN) trailed its benchmark index by 0.43% annually over the five years ending in 2020. The fund’s MER is 0.16%, which leaves another 27 basis points to account for. Since the average yield on US stocks during those five years was about 1.8%, withholding taxes would have reduced that by 0.27% (that’s 1.8% × 15%). This explains the additional tracking error perfectly.

With bond funds, and occasionally international equity funds, another potential source of tracking error comes from sampling. These days most traditional ETFs include all of the securities in their benchmark index. For instance, you can be confident your S&P 500 ETF holds all 500 stocks. But other benchmarks are more difficult or even impossible to replicate perfectly. A fund manager may not be able to efficiently purchase all of the bonds in a particular index, for example, so instead she will do the best she can with what’s available. This is called sampling.

For a large, well-established ETF tracking a broad market, this usually works out well—but not always. For example, the iShares Core S&P US Total Market Index ETF (XUU) has an MER of just 0.07%, which is significantly lower than that of Vanguard’s US Total Market Index ETF (VUN), which we just discussed. However, iShares did a poor job with its sampling in 2020, and the ETF lagged its benchmark by a whopping 1.52% that year.

Over longer periods, the tracking error of XUU has been much lower, but it should be something to watch. A consistently high tracking error—especially if it is always negative—is a red flag and suggests the fund managers aren’t doing their job well. This is a reminder that it’s not enough to compare ETFs solely on the basis of their MER by assuming a fund that is cheaper by three or four basis points will automatically outperform a competitor by that same amount. An ETF with a slightly higher fee but consistently lower tracking error might turn out to be a better choice.

You can usually learn the fund’s tracking error by visiting its web page: the major ETF providers (including iShares, Vanguard and BMO) publish both fund returns and benchmark returns, which makes comparisons easy. You can also find this information in the Management Report of Fund Performance: this document is typically published twice a year, and you can download a copy on the fund provider’s website.

By now I hope you have a solid understanding of the theory behind index investing, the fundamentals of building a diversified portfolio and some insight into choosing ETFs from the vast and growing menu of available options. At this point, you may be fully on board and ready to move ahead with your new investment plan. But implementing that plan can be challenging. Which online brokerage should you use? Which account types should you open? And if you already have a significant portfolio of individual stocks or expensive mutual funds, how and when do you make the transition? I’ll address all of these questions in the next chapter.
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STEP 6

OPEN YOUR ACCOUNTS

You’ve chosen a mix of stocks and bonds, selected your individual asset classes and figured out which index ETFs you want to use. Now you’re probably feeling all dressed up with no place to go.

It’s time to start putting your plan into action. Throughout this book, I’ve assumed that most readers are interested in being do-it-yourself investors, managing their own portfolios using an online brokerage. And very soon, I’ll offer advice on how to choose a brokerage, open your accounts and make the trades necessary to build your portfolio with ETFs. But before we do that, it’s worth pausing to consider the other options: hiring a human advisor or working with a robo-advisor, which is something of a hybrid between DIY and a full-service option.

Let’s talk about full-service advisors first. Before we get into this, here’s the full disclosure: I make my living as a portfolio manager and financial planner, and my clients pay a fee based on a percentage of the assets we manage. You could argue that I have a vested interest in encouraging people to work with an advisor rather than investing on their own. But if you know anything about my background, you’ll know I was a journalist and investor advocate for many years before I became a licensed advisor, and to this day I’m committed to helping people become better do-it-yourself investors if that’s the option they prefer.

We’ve spent a lot of time talking about how active investing strategies are unlikely to add value once you account for fees. But a small number of advisors don’t use active strategies: my clients, for example, hold only index ETFs and GICs, the same products I recommend for do-it-yourselfers. I can’t add any value by helping them beat the market; however, a good advisor can build and maintain a portfolio with discipline, use the most tax-efficient strategies, assist their clients with detailed retirement planning and provide a host of other services that have nothing at all to do with outperforming the indexes.

Remember, just because ETFs can deliver market returns to any DIY investor in theory, the reality is that few people have the skill set or the desire to manage an ETF portfolio on their own. The fact you’ve made it to Step 6 in an investing book puts you in a small minority. (Really, don’t you have something more interesting to read?) Do-it-yourself investing can be an excellent option, and it’s easier than it’s ever been, but it’s not appropriate for many people—maybe even most people.

To use a simple analogy, DIY home renovations are cheaper than paying a contractor. Quality materials are more widely available than ever, and you can learn how to do many projects by watching YouTube. But it doesn’t mean every homeowner should be putting up their own drywall and installing hardwood floors just because it’s less expensive. Many people simply don’t have the ability, and many others don’t have the time or the desire to put in that kind of effort. The same is true with investing.

One of my great frustrations, however, is that finding a good advisor who charges a reasonable fee is difficult in Canada, especially if your portfolio is modest. Even if you have $200,000 or $300,000 to invest, which frankly is more than most Canadians have, your choices may be limited to old-school salespeople who are paid by commissions. This creates an obvious conflict of interest and almost ensures they will fill your portfolio with expensive, actively managed mutual funds. Many are not licensed to use ETFs, so if you’re interested in being an index investor, this option just isn’t going to work.

Even if you’re able to find a fee-based advisor—that is, one who is paid a percentage of the assets they manage for you and who therefore has less incentive to use expensive products—it’s not unusual to pay 1.25% to 1.5%. To qualify for lower fees, many firms require you to have at least half a million, and often more than $1 million invested, and clearly that excludes the vast majority of the population.

There’s another obstacle for people who want to follow an indexing strategy but would rather have someone else do the heavy lifting. Although many advisors now include ETFs in their client portfolios, the vast majority use them in active ways, making tactical moves or choosing narrowly focused ETFs, which are very different from the ones I’ve recommended here. Advisors who use nothing other than plain-vanilla cap-weighted ETFs are exceedingly rare. If that’s the strategy you want to embrace and you don’t have a portfolio in the mid–six figures, then DIY is an option you should at least consider.

Who would most benefit from an advisor? First, those with portfolios large enough to qualify for a reasonable fee—say, less than 1%. In my experience with both DIY investors and clients, another important consideration is the complexity of the portfolio. If all your investments are in an RRSP or TFSA, managing on your own can be quite easy. But if you’re a couple with two RRSPs, two TFSAs, a taxable account, and especially if you have a corporation with an investment account, then managing all of those moving parts can quickly become overwhelming.

You also need to be honest about your own personality traits. If you’re a procrastinator, if you react emotionally to market volatility or if you tend to tinker with your portfolio, then a good advisor can keep you on track. But again, if you’re the type of person who reads investing manuals for fun, then you’re likely a good candidate for managing your own ETF portfolio.

What about robo-advisors?

What if you’re reluctant to go full DIY, but you can’t find an advisor who shares your investment philosophy, charges a reasonable fee and is willing to work with you? The good news for Canadians is that there are an increasing number of online services that will build and maintain an ETF portfolio at significantly lower cost than a human advisor. You may know them by their informal name: robo-advisors.

Probably the best-known is Wealthsimple, which was one of the first on the scene in 2014. But there are many others, including Nest Wealth, Justwealth and CI Direct Investing. In most cases, these firms are owned by larger investment dealers—for example, Power Financial, an enormous financial services firm, owns a significant stake in Wealthsimple, and National Bank has a large investment in Nest Wealth. Moreover, a number of banks and brokerages have their own branded robo-advisor services. The Bank of Montreal has BMO SmartFolio, Royal Bank has RBC InvestEase, and Questrade has Questwealth Portfolios.

This isn’t the place to go into a comprehensive comparison of the various robo-advisors. There’s a lot of information online to help you here, including annual comparisons in the Globe and Mail and on MoneySense.ca. In general, a robo-advisor is a service that will build and maintain an ETF portfolio for you. Once you open your account, determine your risk tolerance and contribute your cash, pretty much everything else is done for you: the robo-advisor selects the ETFs and assembles a diversified portfolio that matches your goals.

In most cases, the portfolios are not dramatically different from what I’ve recommended here: they cover our core asset classes of high-quality bonds, Canadian stocks, US stocks and international stocks. But many of them also include real estate, preferred shares and so on. Some use the plain-vanilla, cap-weighted ETFs I recommend, while others use smart beta funds (which we discussed in the last chapter) or even actively managed ETFs.

Perhaps the greatest benefit of robo-advisors is that they automate almost everything. You can set up a regular monthly contribution and your cash is immediately invested, typically with no trading commissions. When the ETFs pay dividends, these are reinvested automatically as well. And if your portfolio drifts away from its target—say, it should be 40% bonds but this has fallen to 35%—the portfolio is automatically rebalanced. We’ll talk a lot more about rebalancing in Step 8, but for now let’s just say it’s an important tool for controlling risk, and robo-advisors will take care of it for you.

Unlike an online brokerage, which we’ll get to in a moment, you can’t make your own transactions with a robo-advisor. This means if you get nervous about the financial headlines, you can’t just log into your account and sell all your stocks; nor can you buy or sell individual stocks, which a lot of investors like to do, even if most of their portfolio is in ETFs. I consider this a good thing, because it removes the temptation and the ability to deviate from your long-term plan.

The cost of using a robo-advisor obviously varies among firms, but it’s typically about 0.50%, and you can qualify for lower fees if your portfolio is large. That cost doesn’t include the management fees on the ETFs themselves, but you would pay those anyway as a DIY investor. One of the best features of robo-advisors is their extremely low minimums: you can often invest with as little as $1,000. This makes them an attractive option for people who need help to build and manage their portfolios but don’t meet the minimum account size for a human advisor.

What’s the catch with robo-advisors? The quibbles are pretty small. In my view, most robo-advisors favour portfolios that are unnecessarily complicated. While virtually all of them focus on ETFs, not all of these are traditional index products. Remember, the investment industry is built on the idea that it can add value by beating traditional indexes, despite widespread evidence to the contrary. It’s still difficult for an advisor—even the robo version—to resist the temptation to add smart beta funds or alternative asset classes to a simple cap-weighted portfolio. This almost always adds unnecessary costs, with little or no benefit. Moreover, some robo-advisors (such as Questwealth) are unabashedly actively managed, so while they may be relatively cheap, they have little or nothing to do with index investing.

In the same vein, many robo-advisors offer multiple options, ostensibly because “every investor is different.” While that may be literally true, the fact is, a simple index portfolio is appropriate for almost every investor; the only thing that needs to be customized is the relative mix of bonds and stocks. I’m not sure it’s helpful to offer multiple options for investors who are likely already overwhelmed by choices.

That said, some robo-advisors offer so-called socially responsible investing options, which include ETFs that screen for companies according to their environmental, social and governance track records. If this is important to you, then a robo-advisor offering these services may be a good choice, since building a portfolio of these specialized ETFs on your own is challenging.

The final caveat I will offer about robo-advisors is not a criticism, just an observation. Despite their name, many of these services do offer some level of human contact, but you’re not going to get any financial planning, or even any meaningful level of individualized service. A robo-advisor can’t offer you advice on whether you should pay down your mortgage or contribute to your RRSP, tell you to take advantage of your employer’s savings plan or tell you whether you have enough money to retire. Many investors don’t need these services, and so they shouldn’t pay for them. However, if you do need financial planning, and not simply investment management, a robo-advisor isn’t likely to meet that need.

In this case, you may want to consider using a robo-advisor to manage your ETF portfolio and seeking out a fee-for-service financial planner during important transitions in your life. These planners don’t manage and recommend investments: they simply charge a flat fee or an hourly rate for their services, which removes most conflicts of interest.

Going full DIY with an online brokerage

Okay, you have no interest in working with a full-service advisor, and you want lower costs and more flexibility than you can get with a robo-advisor. If that’s the case, then you’re ready to go full DIY, building and maintaining your own ETF portfolio.

An online brokerage—also called a discount brokerage—is a service that allows you to buy and sell ETFs, stocks, mutual funds and GICs in your own accounts. Unlike the full-service brokerage your dad used, these online counterparts do not offer financial advice to clients—in fact, they are prevented by law from doing so. As a result, they charge much lower fees. Most investors who use online brokerages make all their transactions without ever speaking to anyone; if you do pick up the phone to place an order or get some customer service, the person on the other end cannot make recommendations. They can only carry out your instructions.

A lot of new DIY investors get hung up on the choice of an online brokerage. It’s true, there are many to choose from, as all of the banks have a brokerage arm—RBC Direct Investing, Scotia iTRADE, BMO InvestorLine and so on. There are a number of non-bank-owned firms with good offerings as well: Questrade, Qtrade and Virtual Brokers, to name a few.

Fortunately, there are some good resources that will help you compare brokerage offerings: the Globe and Mail, for example, does a comprehensive review of all the major online brokerages every year, and this is worth searching for online. If you want to canvass your fellow investors about their experiences with online brokerages, head to a forum like Reddit to ask for opinions and read reviews.

As you consider the various features, remember that many will be completely useless if you’re a long-term ETF investor. Several online brokerages are aimed at highly active traders: they offer a host of bells and whistles, including research services, real-time quotes and super-fast trading platforms. These glitzy services have little value for you: after all, as a disciplined indexer, your goal should be to keep trading to an absolute minimum.

I don’t have strong opinions about individual brokerages, and I’m not going to make any recommendations. Again, if you’re a long-term ETF investor who doesn’t trade very often, you will probably find that the major brokerages are similar in terms of fees and features, with a few notable exceptions.

Here’s my general advice: It’s convenient to do your banking and your investing with the same company, so the place to start your search is probably the brokerage arm of the bank where you hold your chequing account. If that doesn’t pan out, you can widen the net and consider a couple of the independent brokerages, many of which get excellent reviews from their clients.

As you evaluate your options, there are several items you should focus on. The first is administrative fees. Most online brokerages waive these if your account balance (or the sum of all your accounts) is higher than a certain amount: for example, a brokerage might charge a $25 quarterly fee for an RRSP under $25,000 but no fee on larger accounts. In some cases, you can lump all your household accounts together to qualify for these minimums. If both you and your partner are opening accounts, it might make sense to keep them at the same brokerage.

Visit the brokerage’s website to find its list of fees, and pay attention to the fine print, especially if you’re investing a small amount. If you don’t qualify for no-fee offerings, then you should probably look elsewhere, because admin fees will take a big bite out of small accounts.

Next up: trading commissions. These are the most high-profile feature of an online brokerage. Any time you buy or sell an ETF, you’ll potentially pay a commission, and this is indeed one place where brokerages can differ greatly. The standard commission these days is between $6.95 and $9.95, although a few independents offer zero-commission trading on ETFs, and even a couple of the big banks have some limited commission-free offers.

Questrade, for example, has long offered free purchases of all ETFs, though you still pay their standard commission (between $4.95 and $9.95) when you sell. Qtrade and Scotia iTRADE have a limited menu of ETFs that trade commission-free. National Bank Direct offers commission-free trades on ETFs as long as you purchase at least 100 shares at a time.

Commission-free trading is an excellent feature, and it can significantly reduce the cost of DIY investing. But just as many investors focus solely on management fees and ignore all the other less-obvious costs, others choose a brokerage based solely on the appeal of commission-free ETF trades. Consider your own habits and whether trading costs will really have a large impact.

For example, if you’re contributing a couple hundred dollars a month to your account, then paying $6.95 to $9.95 every time you make a trade will quickly erode your returns, so you should definitely look for a commission-free option. However, if you have a larger portfolio and make relatively infrequent lump-sum contributions, a few commissions a year would amount to a trivial cost. If you’re in this situation and you’re more comfortable keeping your investments at a brokerage that charges $9.95 for each trade, there’s nothing wrong with that decision.

If you’re shopping around at the non-bank brokerages, you should also consider the scope of products available. All brokerages allow you to buy stocks and ETFs, but they may be limited in their other offerings. Some offer little or nothing in the way of GICs, which you may want to include in your portfolio alongside bond ETFs. Others (such as Questrade) require you to buy GICs by phone.

What type of account?

Once you’ve selected an online brokerage, it’s time to start the account-opening process. If you’re using the brokerage arm of the bank where you do your chequing and savings, this process will probably be quicker and easier, since the institution already has your ID and other personal information on file. You may be able to do everything online. In other cases, you’ll be able to start the process online, but you might need to print, sign and mail documents to the brokerage to complete the application process.

Now is the time when you’ll need to select the types of accounts you want to open. If you already have investment accounts at another institution and you’re planning to transfer them to your new online brokerage, then you will obviously need to open new accounts of the same type. We’ll discuss more about transfers later. For now, let’s assume you are just getting started and you don’t have any existing investment accounts.

It’s worth spending a bit of time here discussing the differences between the two most popular tax-advantaged account types in Canada: TFSAs and RRSPs. Both can be extremely useful in building your wealth, and in an ideal world you would max out both of them. But most people can’t do that, so here are some things to consider if you have limited funds to invest and are trying to decide which account is more appropriate.

It may be helpful to think of the TFSA and the RRSP as mirror images of each other. With a TFSA, you don’t get a tax deduction when you make the contribution, but neither do you pay any tax when you eventually make a withdrawal. With an RRSP, it’s the other way around: you get to deduct contributions from your income, so there’s an immediate tax benefit. But when you eventually make withdrawals in retirement, they’re fully taxable.

As long as the money stays in a TFSA or an RRSP, all of the growth—dividends, interest and capital gains—are sheltered from tax, so your money compounds more quickly than it would if you paid tax on that growth every year.

Don’t listen to people who make unqualified statements about which account type is better, because this always depends on your circumstances. Here’s a key point many people don’t appreciate: if you were in the same tax bracket for your whole life, the TFSA and RRSP would be essentially the same. Either you’d pay the tax on the way in or the way out, and it doesn’t really matter which. But most people don’t earn the same income every year, so their tax bracket changes over time, and you need to consider this when you decide between the two account types.

Generally, use a TFSA if you’re in a low tax bracket now but expect to earn more in the future. For example, if you’re in an entry-level job and you’re looking forward to a couple of promotions during the next few years, a TFSA probably makes more sense for now. On the other hand, if you’re a high-income earner, you’ll get a significant benefit from the RRSP’s tax deduction. And when you retire, especially if you don’t have a pension, you’ll likely be in a lower tax bracket than you are today. An RRSP is particularly useful if you make contributions when your tax rate is high, and then make withdrawals when it’s low.

There are many exceptions, of course, but here’s a rule of thumb. Marginal tax rates vary from province to province, but Ontario is roughly in the middle, so we’ll use it as an example. You’re in the lowest tax bracket (20%) if you earn less than about $45,000. People at that income level should almost always favour the TFSA. If you earn $80,000, your marginal tax rate is over 31%, so an RRSP is probably a better choice for your retirement savings. And if your income is significantly higher—once you’re in the six figures, you’re being taxed at more than 43%—then prioritizing the RRSP is almost a no-brainer, because that tax deduction is so valuable. If you’re in that middle ground—between $45,000 and $80,000 in Ontario—you likely won’t go too far wrong either way, at least in terms of tax savings. But that’s not the only factor to consider.

One of the big differences between the two account types is that money withdrawn from TFSAs can be re-contributed the following calendar year with no penalty, whereas money withdrawn from an RRSP is not only taxable, the contribution room is lost forever. This means TFSAs are a great option if you’re a young person saving for a medium-term goal, like a down payment on a home, while RRSPs should be earmarked for long-term retirement savings only. (There are programs that allow you to borrow from your RRSP to buy your first home or to go back to school, but these are a bit complicated to administer. While they may be appropriate if you need cash for a down payment or university tuition and all of your money is locked up in a registered account, I would usually not invest in an RRSP today with the specific goal of using these programs later in life.)

Cutting ties with your advisor

Most of what we’ve just talked about applies to new investors who are opening their first accounts with an online brokerage. But what if you’ve been working with an advisor for a number of years, you’ve built a significant portfolio of mutual funds or individual stocks and now you want to make a switch. You’ve decided it’s time to leave your advisor and strike out on your own. A lot of people find this difficult, both emotionally and logistically.

Breaking loose from your advisor can be awkward if he or she is a friend or family member. Even if your relationship is purely professional, most people don’t relish the thought of firing someone. It would be one thing if your advisor has been obnoxious or arrogant or has provided terrible service. But that won’t be true in most cases. It’s more likely you’ll decide you no longer believe any advisor can reliably pick market-beating stocks or funds, you’ll feel that your fees are too high and you’ll have developed an interest in managing your own investments.

These revelations don’t usually come overnight, so chances are you’ve already discussed indexing or ETFs with your advisor during a review meeting. Maybe she listened respectfully, or maybe she dismissed the whole idea with a sweep of her hand. Either way, she’s probably not going to be surprised when you say you want to leave. All advisors lose clients from time to time, and while they may be disappointed, most will respect your decision and do what they can to make the transition as painless as possible.

When you break the news, don’t make it personal. Just explain that you’ve done the research and concluded that active management is not worth the fees. If your returns over the past several years have lagged their benchmarks, the advisor will be hard-pressed to counter your argument. But you should expect some pushback.

Here’s the playbook advisors typically use to make you second-guess your decision:

“Index funds offer no chance of beating the market.” Of course, this is obvious to you now, but you might still be swayed by an advisor who frames this as though you were giving up, resigning yourself to mediocre returns. They will often support their argument by pointing to certain funds or stocks in your portfolio that have significantly beaten the market, even over periods of five years or more. Remember, there will always be examples of outperforming investments over every period. By now you know these are rare, they don’t usually persist and they can’t be identified in advance.

If you’ve done your own research on the benefits of indexing, you might be inclined to present some evidence of your own, entering into a debate about the relative merits of each strategy. I discourage this, because it’s futile. No active advisor is ever going to concede that indexing is a superior strategy, so there’s no point in trying to convince him or her. If you’ve made your decision, then your advisor needs to respect that. You don’t need to change each other’s minds.

“Active managers can protect you during a downturn.” During turbulent markets, active managers can move to cash or bonds to protect investors from losses. During painful bear markets like the financial crisis of 2008 and, more recently, the pandemic-related crash of early 2020, many active advisors did protect their clients from losses by selling equities before the market bottomed. This no doubt offered those clients a lot of comfort at the time. Index investors, by contrast, saw their ETFs fall at the same rate as the markets.

Unfortunately, defensive strategies are a double-edged sword: although they can reduce losses in the short term, these managers are often sitting on the sidelines when the markets rebound. While most Canadian stock funds beat the indexes in late 2008 by moving at least some portion of their portfolios to cash, more than 70% lagged in 2009, when the market rebounded sharply. The recovery following the crash of 2020 was even more swift and unexpected. Advisors could have reduced losses for their clients by selling equities at the first sign of trouble, but how many bought in again before prices had come all the way back? Not many, it turned out. According to S&P Dow Jones, 88% of Canadian equity funds lagged the market during 2020.1

The fact is, over the long term, managers who try to switch between defence and offence usually do worse than those who stayed fully invested all the time. You know this, and deep down, your advisor might know it, too. But here again, there’s no point engaging in an argument with an advisor you’re planning to fire. He or she may be using fear tactics to encourage you to stay, which is unprofessional and provides another reason for you to cut ties.

“ETFs are dangerous.” Speaking of fear tactics, this one has been increasingly common, as ETFs have gained enormous traction with investors. The argument goes beyond simply warning that “indexers have no protection, so they will lose as much as the markets.” Some advisors argue that index ETFs are distorting the markets, because investors are buying and selling them without understanding the fundamentals of the underlying companies. The widespread use of ETFs and the popularity of indexing are presented as a grave danger not only to capital markets but to the economy as a whole. Google “Are index funds evil?” and you’ll find a surprising number of articles with similar titles, many of them in the mainstream financial press.

The explanation for these articles doesn’t require a conspiracy theory. In almost all cases, it’s simply a matter of advisors and investment firms protecting their own turf. In recent years, billions of dollars have poured out of active mutual funds and into index-tracking ETFs, as investors have come to understand the importance of low fees and the unlikelihood of consistent outperformance. Many of the reports on the alleged dangers of ETFs and indexing are created by firms who make enormous (but shrinking) profits peddling their supposed expertise. They have a vested interest in undermining investor confidence. I can assure you they have absolutely no interest in your well-being, only their own.

Here’s another insider tip. In Canada, investment advisors can be licensed in different ways and some are permitted to sell only mutual funds: they cannot deal in stocks or ETFs. If you’re working with one of these advisors and you ask about the possibility of adding ETFs to your portfolio, he or she might not be honest with you. Rather than admitting they’re not licensed to sell ETFs, advisors sometimes resort to disparaging them. It’s sad, but these advisors are probably under relentless sales pressure from their dealers, so they do what they need to. That doesn’t excuse the behaviour, but it helps to explain it. And it’s another reason not to waste your time and energy engaging in a debate over active versus passive strategies with an advisor you’re planning to leave.

Making the transition to an online brokerage

All right, you’ve made the decision to ditch your advisor, you’ve broken the news and now it’s time to follow through and transfer your accounts to your new online brokerage. Some people are intimidated by this process, and they put off making the move because they think it will be a huge chore. Others make the opposite mistake, blithely thinking that switching investment firms will just take 20 minutes of paperwork and a couple of days to transfer the funds.

The truth lies somewhere in the middle: moving your advisor-managed funds to an online brokerage will require some concerted effort on your part, and even in the simplest cases it can take a couple of weeks for the transfer to actually occur. And unfortunately, if your current portfolio is a mess of exotic or illiquid investments, the transition can be a lot slower and more difficult. Here’s a guide to get you started.

Your first step—and you may want to do this even before you tell your advisor you’re leaving—is to open new accounts with your online brokerage. You don’t need to fund the accounts right away, so it’s often easiest to choose your brokerage and go through the account-opening process before you initiate any transfers.

To do this, you need to identify exactly which types of account you currently have open with your advisor. For example, if you have a TFSA, you will need to open a new TFSA with your online brokerage. That’s simple enough. But it’s not always as straightforward with RRSPs, because there are a few different flavours. Your advisor may have opened a spousal RRSP rather than a regular RRSP. Or you might have a locked-in RRSP (known as a locked-in retirement account, or LIRA, in some provinces), which is designed to hold the proceeds from a pension you had with a former employer. You might lump all of these together as RRSPs in your mind, but they’re different, and if you don’t set up the same account types at your new brokerage, the transfer will get rejected and you’ll create frustrating delays.

It’s also important to understand that transfer requests are always initiated by the receiving brokerage, not by the dealer that currently holds the investments. This means you can’t say to your advisor, “I just opened new accounts with an online brokerage. Here are the account numbers: please transfer the assets there.” It actually happens the other way around: you inform your online brokerage that you have existing investments elsewhere, and you complete their transfer forms. After you’ve signed and submitted these forms, your new brokerage will contact your current advisor’s dealer and request the transfer. (In many ways, this makes things easier because your new brokerage will be anxious to help you with the process, since they’re gaining a client, not losing one.)

When you request the transfer, the forms will ask whether you want them to occur “in kind” or “in cash.” An in-kind transfer means the investments will simply be moved to your new brokerage account without being sold. In most cases, this is preferable, because if your current portfolio moves in kind, you can wait for everything to arrive, sell all the holdings yourself and rebuild your portfolio immediately. This is especially seamless if your portfolio includes only tax-sheltered accounts, such as TFSAs and RRSPs. (If you’re transferring a taxable account, then there may be capital gains taxes to pay after you sell your holdings. But that would also be true if your former advisor sold the holdings before the transfer.)

Many people worry about transitioning to a new portfolio during a market downturn, because they feel like it will mean selling their current portfolio at an inopportune time. Or they worry about the opposite issue: buying their new ETF portfolio after markets have enjoyed a long rally and prices seem high. But if your current portfolio has a roughly similar asset mix to the new one you’ve planned, the timing actually makes little difference. After all, you might be selling low, but you will be buying equally low. Or, if you’re worried about buying high, remember you’ll be doing so after selling high.

This is especially true if you transfer your investments in kind. In that case, depending on the specific investments you’re currently holding, you may even be able to liquidate the old portfolio and buy your new ETFs the same day, or at least the next day. By contrast, if you request the transfer in cash, there may be a period of several days when that money is uninvested while it’s in transit. If you get really lucky or unlucky, the market could move sharply during that interval: if it moves higher, you’ll miss the gains because your cash will be sitting idle. If it falls sharply, you’ll avoid some losses. Being out of the market for a few days is not likely to have a huge impact, and it’s a coin flip whether it will work against you or in your favour. Bottom line? If you’ve made the decision to transition to a DIY portfolio, don’t use it as an opportunity to become a market timer.

But let’s get back to the idea of in-kind versus in-cash transfers. As I’ve said, if you can move everything in kind, then you probably should, but there are several factors to be aware of. First, your online brokerage might not be able to accept certain types of securities. Some investment firms use proprietary mutual funds that are available only to their clients: these funds may not be eligible for transfer to another brokerage, so you will have no choice but to have the advisor sell them first and then transfer the proceeds in cash.

Second, some firms hold a lot of individual stocks, which they can usually transact at extremely low cost. I’ve seen investors hold more than a hundred stocks in their accounts. While you can probably transfer these to your new brokerage account, consider the cost of selling them. If you pay $9.95 a trade, you could find yourself running up hundreds of dollars in commissions to liquidate a complex stock portfolio. In this case, you’re probably better off requesting the transfer in cash, so you might ask your current advisor to look after selling all the stocks, presumably at far less cost than you would incur if you did it yourself.

This raises another important issue for investors making a transition. If all your investments are in TFSAs and RRSPs, you can ignore this part. But if you have a large non-registered—that is, taxable—investment account, then you have another decision to make because, if your holdings have significant capital gains, selling the investments could trigger a big tax bill.

Let’s say you hold a US equity mutual fund that has an annual fee of 2%, which is way too high, and you’re anxious to switch to a low-cost ETF. However, you’ve held this expensive fund for 10 years and even though it’s lagged the market, it’s still gone up in value by $50,000 over that period. If you sell it now, you will lock in that capital gain, half of which will be added to your income this year, and you’ll pay tax on it. If you’re in a 40% tax bracket, it’s going to cost you $10,000 in taxes to sell the fund. You could reasonably decide that you would rather divest gradually—perhaps half this year and half next year to spread out the tax bill. If so, try to move the fund in kind so you can control when to sell it.

There’s another reason why you may not want to sell all of your current investments immediately, even after you have made the decision to switch to an ETF portfolio. If you’re working with a commission-based mutual fund advisor, some of your holdings may carry deferred sales charges, or DSCs. The DSC is one of the most predatory practices in the industry. Thankfully, it’s rarely used with new purchases these days, but it’s still common for investors to hold funds that will trigger deferred sales charges when they’re sold.

A deferred sales charge is a penalty you’ll pay if you sell your mutual fund before a specified period. A typical DSC starts at 5% or 6% if you sell within one year, and it declines annually until it reaches zero after six or seven years. A slightly less terrible version is called a “low-load fund,” and it carries a smaller deferred sales charge that usually expires after three years.

If you think these types of funds may be part of your portfolio, ask your advisor for a written summary of the DSCs that would apply if you sold them today and for a schedule of how those fees will decline in future years. If your advisor is less than forthright, you may be able to call the fund companies directly to get this information.

If the DSCs are small, I’d suggest swallowing them and making a clean break. But you do need to consider the trade-off. If you invested $50,000 and you’re facing a 5% charge, that works out to a whopping $2,500. Even if you’re planning to buy ETFs with lower management fees, it would take years to break even after paying a penalty like that. On the other hand, if the mutual fund itself has an extremely high MER of 2.5% and the deferred sales charge would be only 1% or 2%, then you’re probably better off eating that so you can take advantage of low-fee ETFs right away. It won’t take you long to recoup the cost.

The nature of the mutual fund matters a lot, too. If it’s a well-diversified equity fund with a modest fee (say, less than 1.5%), then holding on to it to avoid a large DSC could make sense. If it’s a highly speculative fund that invests in biotech start-ups, for example, and it has a very high MER, then the deferred sales charge may be the least of your worries. You should be more concerned about the excessive risk: ditch the fund immediately, even if it comes with a penalty. Write it off as tuition for your investing education.

If a deferred sales charge is very large and you’re inclined to hold on to the mutual fund, find out whether it’s possible to transfer the fund to your new online brokerage account. You will still trigger the DSC if you sell the funds before the minimum holding period is over, but at least this way you’ll have the funds in an account under your direct control and you can make a clean break with your advisor.

Here’s a useful trick if you find yourself holding a lousy mutual fund with a large DSC: look at the other mutual funds offered by the same firm and see if you can find a lower-cost, lower-risk alternative. Usually the best option here is a diversified bond fund, since these typically have the lowest MERs and are unlikely to be dramatically different from the index. You may be able to switch your high-cost, high-risk DSC fund into this less expensive, safer option. Your brokerage may allow you to place a “switch order,” which moves money directly from one fund to another in the same family, without placing a sell order followed by a buy order. Most mutual fund firms allow you to do this without triggering the deferred sales charge. Then you can hold that cheaper, more conservative fund as part of your portfolio until the DSC expires.

Transferring a large portfolio from one brokerage to another doesn’t always go smoothly, and it rarely happens quickly, but think of it like the hassle and expense of home improvement. It’s no fun when you’re up to your ankles in sawdust, but once it’s complete and you’re looking at a newly renovated portfolio, you won’t regret it. Indeed, you’ll be wondering why you didn’t do it a few years ago.

In the next chapter, we’ll get into the nuts and bolts of building the portfolio that you’ve worked so hard to design. This includes how to make ETF trades on an exchange.




[image: Images]

STEP 7

BUILD YOUR PORTFOLIO

So, here we are. Your accounts are open and all the assets you want to invest have been successfully transferred. Now it’s time to get online and start buying ETFs.

To do that, you’ll have to understand how to place trades on an exchange. This isn’t terribly difficult, but it can be confusing and even a bit intimidating if you’re accustomed to letting an advisor look after your investments. It can also be nerve-wracking to place large orders, because mistakes can be costly. On the other hand, if you’re a do-it-yourself investor with a lot of experience buying and selling individual stocks, this next part is going to be easy for you—although there are some important differences between stocks and ETFs.

I’ll be as specific as possible in what follows, but I can only give you the broad strokes here because the order screens, menus and processes are slightly different at each online brokerage. If you’re new to DIY investing, I strongly encourage you to look on your brokerage’s website for videos or other tutorials that give step-by-step instructions for buying and selling. Many even offer webinars and other resources to get you familiar with the platform. These can be extremely useful, but remember to maintain your skepticism of the industry: your brokerage wants you to buy and sell as frequently as possible, because that’s how they make money, and so they’ll do everything they can to turn you into a trader. Ignore that part of their advice and just focus on the how-to.

If you’re looking for step-by-step instructions on how to build an ETF portfolio, I highly recommend the YouTube video series created by my colleague Justin Bender. There are episodes devoted to each of the big bank brokerages as well as Questrade, and each video walks you through the process of buying the ETFs in his model portfolios. Just go to YouTube or Google and search for “how to build an ETF portfolio” followed by the name of your brokerage. Or you can visit Justin’s website, Canadian Portfolio Manager (canadianportfoliomanagerblog.com) and look under the heading Video Tutorials.

Placing your orders

Before you jump in and start making trades, take some time to plan your purchases. This will minimize the chance of costly errors. In what follows, we’ll assume you have $100,000 in a single account, with a target asset mix of 40% bonds and 60% equities.

Start by determining how much of each individual ETF you will need to buy. In this case, if you have $100,000 to invest and your portfolio will include 40% in bonds, then you’ll need to buy $40,000 of your bond ETF. You’ll remember that in Step 4 we suggested splitting the equity allocation in your portfolio equally between Canadian, US and international stocks. So, if you’re using separate ETFs for these three asset classes in the equity portion of your portfolio—which you’ve set at 60%—then you’ll be buying $20,000 of each. (For simplicity, we’ll ignore emerging markets.) The math is simple here because we’re using round numbers, but in practice that won’t be the case, so double-check your calculations.

Once you’ve planned your trades, it’s time to fire up your online brokerage account and go to the order screen. You’ll need to know the ticker symbol for any ETF you want to purchase: just like stocks, ETFs are identified by a unique combination of three or four letters. If you don’t already know the ticker symbol for each of the ETFs you want to buy, visit the fund provider’s website. Your brokerage may also have a search function that can help. In this example, we’ll assume your chosen bond fund is the BMO Aggregate Bond Index ETF, with the ticker symbol ZAG.

The next step is to get a quote, which you can do simply by entering the ticker symbol in the appropriate box on the order screen. Depending on your brokerage, you may also be asked to specify whether your ETF trades on a Canadian or US exchange. (Some brokerages, notably Questrade, ask you to enter a suffix after the ticker symbol: for example, “.TO” for ETFs that trade on the Toronto Stock Exchange.) Once you’ve done the required steps, click the button to submit your request for a quote.

ETFs, like individual stocks, have two prices that appear in every quote: the “bid” and the “ask.” The bid price is what you will receive if you sell the ETF, while the ask price (which is always higher) is what you will pay when you buy it. We’re placing a buy order, so we’ll be focusing on the ask price. Using ZAG as an example, let’s assume the ask price comes up as $16.94 per unit.

Now we have to do a little math to figure out how many units to buy. Unlike mutual funds, ETFs cannot be purchased in precise dollar amounts. As with stocks, you need to place an order for a specified number of shares, and you have to make your trades in whole numbers. You can’t buy 297.73 units: you can buy either 297 or 298.

Since we want to purchase $40,000 worth of ZAG, we determine the appropriate number of units by dividing that dollar amount by the ask price. Our trusty calculator tells us that $40,000 divided by $16.94 gives us 2,361.27509 and a bunch more decimal places. When placing a buy order, always round down, not up, or you may not have enough cash in the account to fill your order. In this case we’re going to buy 2,361 units of ZAG.

In this simple example, I’ve assumed you’re using a brokerage that charges no trading commissions. In most cases, the brokerage will charge a commission, so you have to factor that in. If the commission is $9.95, you really have only about $39,990 available. So you should divide this dollar amount by the ask price: $39,990 ÷ $16.94 = 2,360.68477. In this case, you need to round down to 2,360 units, one fewer than you would have purchased if there were no commission to consider.

Now it’s time to enter your buy order. There are two basic types: the first is called a “market order,” which tells the brokerage to buy the specified number of units at the current market price, which may be higher or lower than your most recent quote. A market order will typically get filled immediately. The second type is called a “limit order.” This allows you to specify the maximum you are willing to pay for the units.

Here’s where I tell you that ETF investors should always use limit orders—no exceptions. If you use market orders when buying or selling ETFs—especially large, frequently traded ones—the vast majority of your trades will be uneventful. But occasionally you may get an unpleasant surprise, with your order being filled at a much higher or lower price than you expected. It’s best to just get in the habit of using limit orders all the time.

A good practice is to place a limit order a penny above the ask price. In our ZAG example, if the ask is $16.94, place your limit order at $16.95. That way, if the price of the ETF ticks up slightly during the time it takes you to punch in the numbers, the order will still get filled.

Some investors push back at the idea of entering limit orders like this. They think entering a value higher than the current ask price is telling the market they’re willing to overpay. But that’s not true: a stock exchange matches orders from buyers and sellers and fills them at the best mutually agreed upon price. If you enter a limit order to buy ZAG at $16.95 and there are units available for $16.94, your order will get filled at the lower price.

Along these same lines, don’t think you’re being clever by entering a limit order at a price below the current ask. If the ask price is $16.94 and you enter an order to buy at $16.93, your order likely won’t get filled. It might get filled eventually if the ETF’s price happens to tick down because of movements in the market, but that would be due to good luck, not any shrewdness on your part.

The key point is that limit orders are not designed to help you haggle a better price. They simply protect you from seeing your order filled at a price you didn’t expect. Maybe the quote you obtained was stale, or perhaps the price of the ETF will move during the minute or two it takes to make your calculations and enter the order details. Limit orders could even protect you if you entered the wrong ticker symbol. It’s a best practice that all the ETF providers recommend, so take their advice. Never use market orders, and when you’re buying units, place your limit orders so they’ll get filled immediately: at the ask price or a penny above.

Before you click “submit” to enter your order, you’ll also be asked to specify how long you want your limit order to remain open, if it isn’t filled immediately. The default is a “day order,” which lasts until the markets close that afternoon. You might have the option to leave the order open for as long as 30 or even 60 days, but there’s no situation where you should ever do this. Always use a day order. Remember, our goal is for the order to get filled immediately.

When you’ve entered all the details of your order, click the button to submit it. You’ll be asked to review your trade, so take this opportunity to double-check that you’ve entered everything correctly. If so, hit “confirm.” Your order should get filled within a second or two. If it doesn’t, the ETF might have moved up in price, and you’ll have to modify your limit order accordingly.

If your trade went through—in this example, you’d be the proud owner of about $40,000 worth of the BMO Aggregate Bond Index ETF—then you can repeat the process for the other funds in your portfolio.

For Canadian equities, you might use the iShares Core S&P/TSX Composite Index ETF (XIC), for example. Since this asset class makes up 20% of your $100,000 portfolio, you’ll need to purchase $20,000 worth of this ETF. Enter the ticker symbol in the order screen, find out the current ask price, divide $20,000 by this number (factoring in the cost of the trade, if applicable) and calculate the number of units you need to purchase. Enter a limit order for that number of units (at the ask price or a penny above), double-check it and then submit.

Do the same for your US equity ETF and again for your international equity ETF, and you’ve just built a diversified portfolio with the core asset classes.

One more technical note about trading ETFs. When you buy shares on a stock exchange, the holding shows up in your account immediately, but the trade doesn’t settle for two business days. That means you’re not the official owner of the shares until the settlement date. (The opposite is true when you sell shares: you are still the official owner until two business days after the transaction.) Why does this matter? Well, if an ETF announces it will pay a dividend to unitholders as of Wednesday, June 30, and you make your purchase on Tuesday, June 29, you won’t receive the dividend.

Understanding settlement dates is also important if you are buying and selling different types of investments. For example, GIC purchases settle the same day, or the next business day, depending on the dealer. If you sell units of an ETF and then use the proceeds to buy a GIC immediately, the trades will settle out of order and your brokerage can charge you interest. You need to wait for the ETF sale to settle first, and then buy the GIC.

That wasn’t so hard, was it? Well, it might have been. If you’ve never traded online before, start slowly. It takes some time to feel comfortable. If you recently got out of high-priced mutual funds and moved a six-figure sum into your brokerage account, you’ll be making some large trades, and you’ll want to get your feet wet first. Some brokerages allow you to set up a practice account, where you can enter trades using play money. This is a great way to get familiar with the process before you start placing orders with real cash.

All of the trading instructions we’ve just covered assume that you’ll be placing orders to purchase ETF units. And as long as you’re saving money and adding cash to your portfolio, most of the trades you make will be buy orders. But from time to time, you will need to sell ETF units as well. The good news is the process is quite similar.

Start by determining the dollar amount of the trade: for example, say you need to sell $10,000 worth of your bond fund, ZAG. This time, when you get your quote, you’re going to look at the bid price rather than the ask price, because the bid is the amount you will receive when you place an order to sell.

Here we’ll assume the bid price for ZAG is $16.92. Divide $10,000 by this number, and you get 591 units plus a string of decimal points. When you’re selling, you should round this number up rather than down, otherwise you won’t get the full $10,000. In this case, you should place your order to sell 592 units of the ETF. If you’re paying a trading commission of $10, you’ll likely need to sell an additional share to make sure the proceeds are at least $10,000.

When you’re selling ETF shares, the rule about limit orders still applies. In this case, however, enter the limit order at the bid price or a penny below. (Here’s a memory aid to help you keep this straight: when you place a limit order, think AA and BB—that is, set the price above the ask, or below the bid.) Returning to our example, if the bid price is $16.92, enter your limit order to sell at that price or a penny below. Again, you don’t need to worry you’ll get an unfair deal: the exchange will always match your order to the best price available.

Tricks of the trade

As a buy-and-hold ETF investor, you likely won’t be making many transactions, but here are some tips to make sure you’re trading as efficiently as possible.

First, unless you’re using a brokerage with zero commissions, making small trades can be costly. If you’re with one of the big bank brokerages that charges $9.95 per trade, you probably shouldn’t be placing orders for less than a few thousand dollars. If you place a trade for $1,000 and pay a $9.95 commission, you lose 1% right off the top. There’s no point in seeking out the lowest-cost ETFs if you’re going to give back all of those savings through trading commissions.

This is why I’ve always argued that, as wonderful as ETFs can be, they’re not necessarily the best products for people with modest portfolios who are making small, regular contributions—say, a couple hundred bucks off each paycheque. If this sounds like you, then look for an online brokerage that charges no commissions on ETF trades or consider a robo-advisor.

Even if you are using an online brokerage with no commissions, it doesn’t mean transactions are entirely free. Remember we said that every ETF quote includes a bid and an ask price. The difference between these is called the bid-ask spread, and it represents the cost of your transaction. I’m simplifying things a bit here, but let’s say the value of an ETF is exactly $20 per unit. If you get a quote for this ETF, it might have a bid price of $19.99 and an ask of $20.01. When you’re buying, you will always pay slightly more than the true value of the ETF, and when you sell, you’ll receive slightly less. For a long-term investor making infrequent trades, this is a trivial cost, but if you trade too frequently, these differences add up. If you were to buy 100 units of an ETF and then immediately sell those same 100 units, you would lose a little bit on the bid-ask spread, even if the market didn’t move and you paid no commission to the brokerage.

Another word about bid-ask spreads. If you’re used to trading stocks, you know that a large, frequently traded stock typically has a very tight bid-ask spread, perhaps only a penny. On the other hand, a small company that trades only a few shares each day will have a much wider spread. Stocks with a big gap between the bid and ask prices are said to be less liquid, which means they’re more costly to buy and sell. Moreover, if a stock doesn’t trade frequently, the very act of placing a large order can move the price. Say you want to buy 10,000 shares of a company that normally trades only several hundred shares per day. The current ask price might be $10, but such a large order might cause that price to move up, because the market sees this as increasing demand. As an ETF investor, though, you don’t need to be concerned about this. ETF prices are set according to the prices of the underlying stocks or bonds, and this isn’t influenced by how frequently the ETF itself is bought and sold.

Say I launch a new fund tracking the S&P 500 and I buy all 500 stocks in the index before my ETF starts trading on the exchange. Because there are many other well-established ETFs tracking this index, chances are that few people will be attracted to mine. In fact, it may go several days without anyone buying or selling units. Now, if my ETF were a stock, it would probably have a gigantic bid-ask spread, and its price wouldn’t move until someone placed an order to buy or sell it. But that’s not what happens with an ETF: the price of my fund would go up and down based on the value of the underlying stocks, all of which are traded in enormous volume every day. Even with no buyers or sellers, the price of my ETF would change according to the movements of the S&P 500 Index.

ETFs trade so efficiently thanks to the “market makers” who operate behind the scenes. A market maker is an investment dealer (often one of the big banks) hired by the fund company to create and redeem large blocks of ETF units as necessary. If there’s a large inflow of new cash into a popular fund, for example, the market maker will buy the underlying stocks or bonds in the open market and turn these into units of the ETF. If a lot of investors are redeeming their units, the market maker will do the opposite: sell the stocks and bonds and remove the ETF shares from the market.

This is why ETF providers insist that trading volume doesn’t make any difference to the liquidity of an ETF: even if the fund isn’t particularly popular, its price should always be fair and you should be able to buy or sell without significant transaction costs. This is true in theory, and it usually holds up in practice, but it’s worth paying attention to the bid-ask spread when you buy an ETF. As a general rule, the spread should be no more than two or three cents, especially if the share price is less than $30 or so.

What you may have figured out is that ETFs with high share prices are less expensive to trade. Let’s look at a couple of extreme examples. ETF number one has a value of $10 per share; its current bid price is $9.99 and its ask is $10.01, for a spread of two cents. If you wanted to buy $50,000 worth of this ETF, you would need to buy 5,000 units. Since we can assume the true value of the ETF is the midpoint between the bid and the ask, the cost of this transaction is half the spread: one cent per unit, or $50.

Now consider ETF number two, which has a bid price of $99.98 and an ask of $100.02, for a spread of four cents. Again, we’ll assume the true value of this ETF is halfway between the bid and the ask, or $100 per share. If an investor wanted to buy $50,000 worth, she would buy 500 units and the transaction cost would be about two cents per share, or $10. So even though the bid-ask spread on ETF number two is much wider than on ETF number one, the transaction is actually much cheaper for ETF number two, because the share price is 10 times higher.

All of this leads to a common question about how an ETF’s share price is determined. It may be helpful here to look at two ETFs that track the same index and therefore have virtually identical holdings. The iShares Core S&P/TSX Capped Composite Index ETF (XIC) is a popular Canadian equity fund, and on one recent day it was trading at about $25.45 per share. Meanwhile, the BMO S&P/TSX Capped Composite Index ETF (ZCN)—which tracks the same index and therefore holds the same stocks—was trading at about $21.57, almost $4 per share less than XIC.

Some investors have wondered whether ZCN is therefore “cheaper” than XIC. Absolutely not. ETF share prices are completely arbitrary. When a new fund is launched, the fund company decides how many units to put on the market and then divides the total value of the fund by that number. Say I’ve prepared a new ETF for launch and it has $10 million in seed money. If I decide to create 500,000 units, then each one would be valued at $20. If I decided to launch the fund with 400,000 units, then each would be worth $25. Think of it as a restaurant selling pizza by the slice. The whole pizza might be worth $12, so you could cut it into 12 slices and charge a buck apiece, or six slices and charge $2 each, or four slices and charge $3.

There is something of a trade-off to consider when setting an ETF’s share price. If the price is very high—say, $175 a share—then it would be cheaper to transact. But if you wanted to buy $5,000 worth of this ETF, you’d have the choice between buying 28 units and getting $4,900 or buying 29 units and getting $5,075, neither of which is very close to your intended amount. A lower unit price makes the ETF somewhat more expensive to trade, but it can get a lot closer to your $5,000 target. In Canada, new ETFs are typically launched with a unit price between $20 and $40, so the fund companies seem to think that’s the sweet spot.

Here’s another trading tip: In North America, stock exchanges are open between 9:30 a.m. and 4:00 p.m. Eastern Time. If you’re planning to make trades in your portfolio, schedule some time during this window to do so. Never—and I mean never—place an order on a stock exchange when the markets are closed and expect it to get filled when they open the next day. (This is doubly true if you use a market order, but you should never do it with a limit order either.) When markets open each morning, it can take a little time for ETF prices to be updated and adjusted, so you don’t want your order to be sent a millisecond after the opening bell. Indeed, most ETF providers recommend you wait 10 or 15 minutes after the markets have opened and that you stop trading 10 or 15 minutes before they close, since pricing anomalies are most likely to occur during the first and final minutes of trading.

These limitations can be a bit of a challenge for people who live outside the Eastern Time zone. If you’re in Vancouver, the markets open at 6:30 a.m. local time and close at one o’clock in the afternoon. You may need to get up early and make your trades before you go to work, unless you can do them on your lunch hour.

One more pitfall to be aware of: both the Canadian and US stock markets are closed on holidays, but the holidays are sometimes different in these two countries. The Toronto Stock Exchange, for example, is closed for Canada Day on July 1 and Boxing Day on December 26, while the US market is open both days. Meanwhile, the US market is closed on Martin Luther King Jr. Day in January and on Memorial Day in May, while Canadian exchanges remain open.

To see why this can be a problem, imagine it’s Memorial Day and you’re buying a Canadian-listed ETF that holds US stocks. Since the TSX is open, you can buy and sell units of that ETF. However, the fund is full of US stocks, and with markets closed south of the border, the prices of those stocks might not fully reflect any changes that may have occurred since the previous trading day. You could see the bid-ask spread on your ETF much wider than usual, and that should be a signal not to place your trade. To be safe, don’t make any ETF trades on days the US market is closed. If you’re a long-term investor, it’s not going to make any difference if you wait one more day.

Using DRIPs

In Step 6, we explained how robo-advisors automatically reinvest the cash when ETFs pay dividends or interest, which allows you take full advantage of compounding. If you’re using ETFs in a self-directed account, you can get the same advantage by enrolling in a dividend reinvestment program, or DRIP. These are especially useful if your brokerage charges $9.95 per trade, because no commissions are charged when you use a DRIP.

When you’re enrolled in a DRIP, you’ll receive your dividend and interest payments in the form of new ETF units rather than cash—with the caveat that only whole units can be purchased. For example, if the ETF is currently trading at $25 per unit and your holding pays a $127 dividend, you’ll receive five new units plus $2 in cash.

All discount brokerages offer DRIPs, and you can usually enroll easily online. Unfortunately, not every ETF is eligible at every brokerage, so you might need to call the customer service desk if you’re not sure whether your funds are on their list.

DRIPs are a great way to keep your investments compounding in a TFSA, an RRSP or another tax-sheltered account. But I generally don’t recommend them in non-registered accounts, as they can complicate your recordkeeping. If you’re making a few commission-free trades every year anyway, it’s easier to just mop up the idle cash in your taxable account at that time.

Should you use US-listed ETFs?

Let’s wrap up this chapter by addressing a common question: Should you buy ETFs listed on the US exchanges or just stick to those traded in Canadian dollars?

There’s no question that US-listed ETFs offer some advantages over those from Canadian providers when it comes to foreign equities, whether that’s US, international or emerging markets. The most obvious is lower fees.

You can see this by comparing versions of certain ETFs from Vanguard and iShares, two popular Canadian ETF providers that have US parent companies. The Vanguard US Total Market Index ETF, which is traded in Canada with the ticker symbol VUN, has an annual fee of 0.16%. This ETF doesn’t actually hold its underlying stocks directly: instead, it simply holds another ETF, listed in the US. That fund, the Vanguard Total Stock Market ETF (VTI), has a fee of just 0.03%.

US-listed ETFs may also be more tax-efficient in RRSPs. A full explanation is complicated, but the main idea is that US and international stocks are subject to a withholding tax on dividends paid to Canadians. However, US securities held in an RRSP are exempt from withholding taxes, thanks to a tax treaty between the two countries. If you use US-listed ETFs for your foreign equities in an RRSP, you may be able to reduce or eliminate this tax drag. (Note: This applies only to RRSPs and related retirement accounts, such as RRIFs. There is no similar tax advantage to using US-listed funds in TFSAs, RESPs or non-registered accounts.)

That sounds like two great reasons to use US-listed ETFs for the foreign equities in your portfolio. Unfortunately, the lower fees and tax advantages come with other costs. Trades on a US exchange must be made in US dollars. If all you have are loonies, you’ll need to convert your currency before making a transaction. The currency exchange rates charged by online brokerages are usually terrible, especially on smallish amounts, and these costs can erode much or all of the benefit of using US-listed funds.

If you’re investing in a non-registered account, there’s another downside to using US-listed ETFs: additional bookkeeping. Investors need to report their capital gains and losses in Canadian dollars, so you’re responsible for recording the exchange rate on the day you buy and the day you sell. Brokerages don’t do this for you, so you need to make the calculations yourself and report any gains or losses accurately when you file your tax return.

If your non-registered account includes US-listed ETFs with a cost of more than $100,000, you’ll also need to report this to the Canada Revenue Agency using Form T1135, the Foreign Income Verification Statement. This form is not straightforward and adds unnecessary complexity to your financial life.

You’ll recall from Step 5 that you still have exposure to foreign currencies if you use Canadian-listed ETFs to hold your US and international equities. Many investors believe they have more exposure to the US dollar if they use US-listed ETFs, but I’ll remind you again that this is not true.

For these reasons, I recommend that do-it-yourself investors stick to using ETFs that trade on the Toronto Stock Exchange. This is always the case for TFSAs and RESPs and almost always true for taxable accounts. If you have large foreign equity holdings in your RRSP, and you’re an experienced investor who is comfortable with the added complexity, then you can make a good argument for US-listed funds, but only if you have US cash to invest or you’re able to convert your currency cheaply.

Take a moment to catch your breath here, because you’ve come a long way on your journey. After a lot of careful planning, you’ve finally built your portfolio. It’s well-diversified, it’s super cheap and it should be easy to manage. (Easy, but not entirely effortless.) Over time, as the markets move, and as you add or withdraw money, your portfolio will need a little maintenance. In the next chapter, we’ll discuss the fine art of rebalancing.
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STEP 8

KEEP IT IN BALANCE

You’ll remember that back in Step 3 we argued that your portfolio’s overall mix of stocks and bonds will likely have the greatest influence on your long-term returns. That mix is also the most important risk-management tool you have. By putting a greater share of your money in bonds and GICs (and perhaps cash), you can dial down the risk in your portfolio; and by shifting more to equities, you can be more aggressive.

There’s just one problem with this idea: your asset allocation won’t stay constant. As the markets move from week to week and month to month, your portfolio’s stock-and-bond mix will evolve. Often these changes will be small, but they can also be dramatic. If your portfolio is 60% stocks and 40% bonds before a sharp downturn, it can easily fall to 50/50 in a few weeks. Or if you’re lucky enough to build your new portfolio immediately before a big surge in the markets, you might find yourself at 70% equities before the rally is over.

While it’s fine for your asset allocation to waver a little, you should occasionally adjust your portfolio to get it back to its targets. You typically do this by selling a portion of the assets that have done well and using the proceeds to prop up the underperformers. This process is called rebalancing. Just like you take your car to the service centre for oil changes and tire rotations, you should rebalance your portfolio regularly to keep it properly aligned and running smoothly.

Many people assume rebalancing is designed to boost returns, but that’s not necessarily the case. Think about it like this: if stocks outperform bonds over the long term, a portfolio that is never rebalanced will naturally become more and more heavily weighted to equities. More often than not, rebalancing will mean trimming your equity holdings and moving that money to bonds. Reducing your exposure to stocks is therefore not likely to improve your returns over the long run, but that’s not why we do it. The real goal is to keep your portfolio’s risk level consistent over time.

That said, when you rebalance between asset classes that have comparable expected returns, the process might help you do more than just control risk. For example, I’ve recommended allocating equal amounts to Canadian, US and international equities. Over the long term, these asset classes have performed very similarly. However, stocks in different countries will have dramatically different short-term results. That’s why a globally diversified portfolio is likely to reduce the amount of volatility you will have to endure. But there’s an added benefit: if you make a point of always trimming the best performers and propping up the laggards, you’ll be following a strategy that forces you to routinely buy low and sell high.

Another benefit of regular rebalancing is that it helps you control bad behaviour. Whenever you add money to your account, you need to make a decision about where to allocate those new dollars. If you’re like most investors who simply follow their emotions, you’ll likely add the money to whichever asset class has recently enjoyed the highest returns. Or you’ll become an armchair economist, basing your decision on your outlook about which region or sector is likely to perform best in the current environment. In other words, many investors either chase performance or make useless forecasts. Over the long term, this can be disastrous. A disciplined rebalancing process helps you avoid this trap and keeps you on course.

How often should you rebalance?

The stock and bond markets are constantly moving, so your portfolio will never be in perfect balance for long. And that’s fine. Rebalancing comes with trade-offs, so you don’t want to do it too frequently: buying and selling can carry transaction costs and trigger taxes that will overwhelm the benefits. Besides, index investing is supposed to be low maintenance, not a full-time job.

There are three general strategies to choose from. The first is rebalancing by the calendar. Perhaps the most common advice is to simply rebalance once a year, but there’s nothing magical about this interval. Indeed, academic studies have tried to determine the optimal rebalancing period—monthly, quarterly, semi-annually, annually or even every two years—and the research is inconclusive. Since there’s no clear benefit to rebalancing more frequently, doing so once a year should be just fine for most investors.

In most cases it doesn’t matter which date you choose, but there are some practical reasons for rebalancing early in the year. If your habit is to make a lump-sum TFSA contribution every January, or if you make your RRSP contribution just before the deadline, then it may be convenient to rebalance at the same time. In addition, just about all ETFs declare distributions at the end of the calendar year, and these get paid out in early January. This means the cash balance in your account is likely to be highest at that time, and you can reinvest all that idle money when you rebalance.

Annual rebalancing has the benefit of being simple and convenient. The downside is that you may go many months with an off-target portfolio if a big market move occurs shortly after your rebalancing date.

If you’re the type of investor who checks her account more frequently than once or twice a year, consider rebalancing by thresholds. With this tactic, you rebalance whenever an asset class drifts off target by a certain percentage. Financial author Larry Swedroe has long recommended what he calls the “5/25 rule,” which says you need to rebalance only when an asset class is off by an absolute 5% or a relative 25%.

Here’s what we mean: If your target bond allocation is 40%, you would rebalance any time it was off by an absolute 5%—that is, above 45% or below 35%. For asset classes with smaller targets, the “relative 25%” figure is more useful. If you’ve allocated 10% to emerging markets, you’d rebalance any time it was 2.5 percentage points above or below that target (because 2.5 percentage points is 25% of 10%). In this case, that would be when your allocation dipped to 7.5% or rose to 12.5%.

This method requires you to monitor your holdings more closely, and you’ll need to be comfortable with a spreadsheet. Threshold rebalancing may also be harder emotionally, because you’ll be doing it after every significant market correction and rally, and you’ll always be selling what’s hot and buying what’s not. While this is a sensible long-term strategy, it usually won’t feel like it at the time.

When markets are very volatile, you may find yourself rebalancing in both directions. This may have been the case in 2020, when the fastest decline in market history was followed by one of the swiftest recoveries. If you mustered the courage to rebalance your portfolio around the time when markets bottomed in mid-March, selling bonds and buying beaten-up stocks, you may have had to rebalance again later in the year, this time selling stocks and buying more bonds.

A third option is to rebalance your portfolio with cash flows. In other words, whenever you add new money or make withdrawals. Let’s say you’ve allocated equal amounts to Canadian, US and international equity ETFs and you’ve just contributed several thousand dollars to your account. Instead of investing one-third of the cash in each of the three ETFs, start by determining which of the asset classes is furthest off its target: if Canadian and international equities are slightly underweight and US equities are above their target, add some money to the Canadian and international ETFs only, to get the holdings as even as possible. Remember, you don’t need to be precise: the point is to avoid adding new money to any asset class that is already overweighted.

This rebalancing strategy is ideal for people who have smallish ETF portfolios and contribute every month. But you would have to use an online brokerage that charges no trading commissions, because it won’t be cost-efficient to make a lot of small trades. When your contributions are large relative to the overall portfolio, you might be able to use this method to keep the portfolio very close to its targets for a long time: you may only need to sell overweight holdings after a big crash or a relentless rally. But with larger portfolios (or smaller contributions) this may not be possible, because there won’t always be enough new money to prop up all the lagging funds. If your portfolio is $300,000 and you’re adding $500 a month, each individual contribution isn’t going to move the needle very much. It’s also impractical to do this monthly if you’re paying commissions on ETF trades.

Rebalancing your portfolio only when you add new money is an excellent strategy for taxable accounts, in particular. Selling your ETFs after they’ve gone up in value will result in taxable capital gains; however, if you’re able to keep your portfolio in balance by simply buying more shares in the asset classes that have lagged, you won’t trigger any tax hits.

If you’re in the drawdown stage and no longer adding money to the portfolio, you can also rebalance with cash outflows. For example, if you’re taking income from a RRIF in retirement, you’ll be required to make prescribed withdrawals from the account each year. This may require you to sell either equities or bonds, or a combination of both, so you can use this opportunity to rebalance the portfolio at the same time.

There’s no reason why you can’t use some combination of all three of these rebalancing strategies—by the calendar, by thresholds and with cash flows. You might schedule an annual rebalancing date but make an interim adjustment if an asset class moves off target by five percentage points after a dramatic market surge or a sharp correction. And if you make any contributions or withdrawals in the account, you can do a little rebalancing then, too.

The one-fund alternative

Rebalancing sounds simple, but it’s often difficult to do, both practically and emotionally.

Think about it: rebalancing usually involves buying stocks during a brutal bear market or selling them after a long rally, which is the exact opposite of what our lizard brains want us to do. It shouldn’t be surprising, then, that many investors don’t rebalance at all, and eventually their portfolios end up drifting well away from their original targets.

There’s a lot of research suggesting that people do better when the rebalancing decision is taken out of their hands. A report from Vanguard following the 2008–09 financial crisis found that investors who used balanced funds—which hold a target mix of stocks and bonds and are rebalanced automatically—experienced an advantage during the crash and the five years that followed: “Although popular financial media analysts sometimes deride these investments as being too simple or generic,” the report said, “such strategies may actually help to insulate investors from one of the most insidious risks their investment portfolios face: their own behavior.”1

Given a finding like this, wouldn’t it be great if you could have a low-cost ETF portfolio that rebalanced itself? Well, we talked about one option back in Step 6: robo-advisors not only select the individual ETFs in your portfolio, they also make any necessary trades to keep your asset mix very close to its long-term targets. These online services can be useful for people who aren’t willing to go full DIY, and with annual fees of about 0.50%, they’re reasonably priced, especially for smaller portfolios.

But there’s another option, which up to now I’ve only mentioned in passing. Throughout this book, I’ve mentioned specific funds as examples to illustrate important concepts, and I spent a whole chapter explaining how to choose an ETF for each asset class. But there is a special category of ETF that deserves a closer look, because it solves many of the behavioural and practical problems we’ve just discussed. I’m talking, of course, about the family of “one-fund solutions,” or asset allocation ETFs, which allow you to build an extremely well-diversified, low-cost portfolio with a single trade. No rebalancing necessary.

Asset allocation ETFs are relatively new on the scene: Vanguard Canada launched the first ones in January 2018. That December, iShares followed suit, retooling a couple of existing ETFs into more traditional balanced index portfolios. BMO ETFs joined the party a few months later, so now the three largest ETF providers in Canada all offer these products.

Let’s pop the hood on one of them to introduce you to the main ideas. The Vanguard Balanced ETF Portfolio (VBAL) has a target asset allocation of 40% bonds and 60% stocks. Like all asset allocation ETFs, it’s what’s called a “fund of funds” because its underlying holdings are seven other ETFs: three for bonds and four for stocks.

You’ll recall that in Step 4 we introduced the core asset classes, which are Canadian, US and international stocks (both developed and emerging markets) and investment-grade bonds denominated in Canadian dollars. Well, VBAL and other asset allocation ETFs include all of these asset classes wrapped up in one cozy package, so you get maximum diversification without the complexity.

The Vanguard Balanced ETF Portfolio allocates 40% to fixed income: about 23% to Canadian bonds and 17% to US and international bonds (all hedged to the Canadian dollar). The 60% allocation to stocks is divvied up with about 18% to Canada, 24% to the US, 13% to international developed markets and 5% to emerging markets.

All of the equity ETFs track total-market indexes, which we talked about in Step 5. These indexes include large-, mid-and small-cap stocks, rather than just focusing on the biggest companies, like the S&P 500 does. This means you’re getting access to virtually all segments of the global stock market. In fact, according to Vanguard, the asset allocation ETFs provide “a high level of exposure to around 94% of public market securities.”

Take some time to let that sink in, because one of the problems with asset allocation ETFs is they seem too simple. This is especially true for people with portfolios of at least six figures. “Surely I’m not going to put my life savings into a single investment?” But calling an asset allocation ETF a single investment is highly misleading. If you held the seven underlying ETFs separately, you might feel more diversified, but of course your holdings would be exactly the same. Break it down even further, and there are close to 30,000 individual stocks and bonds in this “single investment.” Don’t make the mistake of thinking more holdings equals more diversification. An asset allocation ETF is just a convenient wrapper for your own little piece of the global economy.

Of course, a mix of 40% bonds and 60% stocks won’t be suitable for every investor, so Vanguard offers a whole family of asset allocation ETFs that combine those seven underlying holdings in different proportions. These range from the Vanguard Conservative Income ETF Portfolio (VCIP), which has just 20% stocks, to the Vanguard Growth ETF Portfolio (VGRO), which is 80% stocks. There is even the Vanguard All-Equity ETF Portfolio (VEQT), which dispenses with the bonds altogether and holds only the four stock ETFs.

The iShares family of asset allocation ETFs is very similar, even down to the names and ticker symbols. The iShares Core Balanced ETF Portfolio (XBAL) uses that traditional mix of 40% bonds and 60% stocks, though the breakdown of individual asset classes is a little different from its Vanguard counterpart. The iShares versions include US but not international bonds, and there’s a slightly higher allocation to corporates. And while XBAL also uses total-market funds covering Canadian, US, international and emerging market equities, it’s tilted a little more to the US than VBAL. Like Vanguard, iShares also offers a family of these products, combining the asset classes in different proportions (including an all-equity version), so there’s something for everyone, whether you’re conservative or aggressive.

And what’s the cost for these all-in-one portfolios? The Vanguard asset allocation ETFs carry an MER of 0.25% while the iShares family comes in at 0.20%. That difference is very small—it’s five dollars a year on every $10,000 invested—and you won’t go wrong with either. Because the two companies use a slightly different asset mix, their performance will vary a little over short periods, but over the long term any differences are likely to be insignificant.

I happen to think asset allocation ETFs are the best thing to come out of the investment industry in the last several years. If your equity allocation is a multiple of 20—that is, 20%, 40%, 60% or 80%—you can build your portfolio with a single fund. If it falls between those numbers—for example, you want to hold 30%, 50% or 70% stocks—then you can combine one of the all-equity ETFs with a bond ETF and, when necessary, rebalance with just two trades.

Asset allocation ETFs are even more attractive if you use a brokerage that charges no trading commissions and offers a dividend reinvestment plan, or DRIP. And since all brokerages allow you to set up automated contributions of new cash, you can easily combine all the important ingredients of a successful investment plan: you’ve got a broadly diversified portfolio that requires no rebalancing, your annual fees are super low, you’ve got a regular savings plan and your transaction costs are close to zero. All that’s left is to log in to your accounts from time to time to invest your new contributions.

Breaking up is hard to do

Despite the enormous advantages of asset allocation ETFs, some DIY investors continue to resist them. As we’ve just discussed, some people seem to feel that holding a single ETF isn’t well-diversified, even though these funds are simply wrappers for six or seven individual ETFs, each of which holds hundreds or thousands of securities. But others push back because they feel they can optimize their portfolio for low cost and tax-efficiency by using individual ETFs instead.

Let’s consider cost first, using the Vanguard Balanced ETF Portfolio (VBAL) as an example. This fund holds seven underlying ETFs, and it has an MER of 0.25%. Now, if you were to buy each of the seven holdings individually, in the same proportion, the MER of your portfolio would be 0.16%. So the convenience of having everything in a single ETF will cost you 0.09% a year. Given that one of the pillars of index investing is to keep your fees low, perhaps it’s not surprising that many people ask why anyone would pay that premium.

Way back in Step 3, I argued that too many investors are so laser-focused on MER that they ignore all the other costs inherent in investing, both monetary and behavioural. This is a classic example. The first point we need to make is that 0.09% is a small difference in cost, especially if your portfolio is modest. Even on a $100,000 portfolio, it’s $7.50 a month—not nothing, but less than a basic subscription to Netflix. We pay a little more for convenience in many aspects of our lives—buying prepared foods instead of cooking from scratch, taking an Uber instead of the bus—and many of these conveniences are far more expensive than the 0.09% we’re talking about here.

Some perspective might help. Not so long ago, the idea that anyone could build a globally balanced portfolio that required almost no maintenance for 0.25% annually would have seemed like an impossible dream. Keeping costs low is paramount to investing success, but we can let go of the idea that every basis point in MER is a barrier to a successful retirement. Taking your costs from extremely low to absurdly low doesn’t need to be anyone’s primary goal, especially when the additional cost brings so many other benefits.

One of the best arguments for asset allocation ETFs came during 2020. Both the pandemic-fuelled downturn and the recovery were remarkably fast, and the whole year was a period of widespread uncertainty for everyone, not just investors. In hindsight, the ideal time to rebalance turned out to be mid-March, though few people had the courage to do it. Even if they did, selling bonds turned out to be a challenge, as the bond market seized up temporarily, resulting in pricing anomalies in fixed-income ETFs. These problems eventually sorted themselves out, but it was a stressful time to be making trades.

If you held an asset allocation ETF, however, you didn’t need to do anything: the fund managers, with far more tools and experience at their disposal, made the rebalancing trades for you, sparing you both the emotional and the practical challenges. The Vanguard Balanced ETF Portfolio (VBAL) delivered 10.2% in 2020 simply by sticking to its long-term asset mix during a time when most investors found it extremely challenging to do so. That was worth far more than 0.09%.

Now let’s talk about tax-efficiency. This is a big topic, and a full discussion is beyond the scope of this book. But because it’s such a popular objection to the asset allocation ETFs, I feel I need to introduce the idea here.

Investments in TFSAs, RRSPs and non-registered accounts are all taxed in different ways. At the most basic level, assets in a TFSA grow tax-free indefinitely, and no tax is payable when you eventually make withdrawals. It makes good sense to keep assets with the highest growth potential in a TFSA to take full advantage of this tax shelter: in other words, fill up your TFSA with stocks and keep low-growth assets, such as bonds and GICs, in other account types.

Other examples: as we touched on in Step 7, you can reduce the foreign withholding tax on dividends by using US-listed ETFs for foreign equities in your RRSP. And in a non-registered account, where the interest from bonds is fully taxable, you can improve your tax-efficiency by using a specialized type of bond ETF that pays smaller cash distributions without sacrificing total return. You might also choose to hold most of your Canadian equities in a taxable account, to take full advantage of the dividend tax credit.

If you use the same asset allocation ETF in all of your accounts—TFSAs, RRSPs and non-registered—you forfeit these advantages. This is another reason DIY investors sometimes resist using a one-fund solution and instead prefer to use individual ETFs for each asset class, with different funds held in different account types.

It’s true: using a single asset allocation ETF in all of your accounts isn’t optimal for tax-efficiency. But as I’ve spent a lot of time arguing, your portfolio doesn’t need to be optimal: it just needs to be excellent. And like small differences in MER, slight tax advantages often work out to modest dollar amounts.

These decisions shouldn’t even be on your radar if your portfolio is less than six figures. Even then, consider a $100,000 balanced portfolio held in an RRSP: if we assume 20% of the portfolio is in US equities, the tax advantage of using a US-listed ETF to avoid foreign withholding taxes works out to less than $5 a month. Again, not nothing, but a good trade-off when you consider the convenience of the one-fund option.

My colleague Justin Bender, a portfolio manager at PWL Capital, did a thorough analysis of the tax-efficiency of the Vanguard asset allocation ETFs when they’re held in a non-registered account. He estimated the additional tax drag that would come from the bonds in the asset allocation ETFs, compared with using a specialized bond ETF designed for tax-efficiency—in this case, the BMO Discount Bond ETF (ZDB). For VBAL, which is 40% bonds, he estimated the additional tax cost at just 0.10%.2

If you feel these potential costs and tax savings are significant, that’s fair enough, but it’s crucial to consider real-world factors that might reduce or eliminate them altogether. Almost everyone who makes comparisons between an asset allocation ETF and a portfolio with multiple holdings assumes that the latter portfolio will be managed perfectly, with disciplined rebalancing and zero transaction costs. They also tend to assume their asset location strategy—that is, their decision to hold different asset classes in different account types for tax-efficiency—will remain consistent over time. In practice, this is never the case.

This should be obvious if you’re using a brokerage that charges commissions for every ETF trade: a portfolio of multiple funds will always have more transaction costs than a one-fund alternative, and these can easily overwhelm any perceived savings in MER. It’s less of an issue in a brokerage that charges no commissions, but it’s still a factor thanks to bid-ask spreads. And if you’re adding US-listed ETFs to the mix, your portfolio will inevitably be more costly, since you have to factor currency conversion into the mix.

Managing a portfolio of multiple ETFs is also significantly more complicated, as it requires you to rebalance manually. Even if you have your emotions under control, the logistics of rebalancing can be difficult if you have a large portfolio spread across multiple accounts, and each of those accounts holds different asset classes. If you’re not comfortable using a spreadsheet, good luck even understanding what your asset allocation is now, let alone planning a series of trades to get it back to its original targets.

In a complex portfolio, rebalancing decisions aren’t always straightforward. Say, for example, your TFSA holds only equities, and your RRSP includes both stocks and bonds. You’ve just made your annual $6,000 contribution to the TFSA, and when you check your rebalancing spreadsheet you notice your bond allocation is below its target. Now what do you do with the cash you just put in your TFSA? Do you add a new bond holding there? You could, but wasn’t your goal to hold all equities in the TFSA for maximum tax-efficiency? Should you instead buy more equities in the TFSA, and then rebalance by selling equities in the RRSP and buying more bonds there? There may not be a straightforward answer, and anyone who is regularly adding money to their portfolio will face a lot of head-scratchers like this.

If there’s one thing I’ve learned by working directly and indirectly with ETF investors, it’s that rebalancing across multiple accounts is more difficult than people expect. Eventually the enthusiasm you once felt for taking control of your own finances starts to fade, and instead the exercise becomes confusing and frustrating.

Several years ago, our firm worked with do-it-yourself investors to help them set up ETF portfolios they could manage on their own. The service was enormously successful, and everyone was thrilled with their portfolio when we completed the process, at which time we provided them with a rebalancing spreadsheet and instructions for using it. But a significant number of those investors came back to us after a year, two years, even longer, after finding themselves unable to plan and execute the necessary trades to rebalance their portfolios. Asset allocation ETFs didn’t exist at the time, but if they did, we certainly would have suggested them for these investors.

I don’t have any data to support this, but I’m confident that if you were to take a hundred investors using asset allocation ETFs and compare them to a hundred investors managing portfolios of multiple ETFs, the former would outperform on average, even after accounting for costs and taxes. The challenges of managing a complex portfolio are real, and there is far more potential for making costly mistakes.

In the interest of full disclosure, I should say that with my clients—except in small accounts, such as RESPs—we do use individual ETFs for each asset class, and we do hold different asset types in different accounts, with the goal of keeping both costs and taxes to a minimum. Why am I suggesting DIY investors do something different? It’s simple. When you manage hundreds of accounts and you’ve been doing it every day for years, you gain some experience and expertise. As a professional portfolio manager, I also have access to software and other tools that DIY investors don’t have, and this makes the job significantly easier. Finally, clients pay me a fee specifically to manage their portfolio, so I feel an obligation to keep their costs and taxes low in any way I can, even if it’s more work. (For the record, I use asset allocation ETFs in some of my personal accounts.)

Okay, I’ll stop dwelling on the resistance to one-fund portfolios. I’ve actually been pleased to see how popular these ETFs have become, as many people warm to the idea that simple solutions are usually preferable, even if they aren’t the absolute cheapest. They see them as a way of overcoming so many of the roadblocks DIY investors face, and the clearer the road in front of you, the more likely you’ll be to stay on course.

Which brings us to the last step in our journey to portfolio Nirvana. While we’ve come a long way, the truth is, it’s often easier to become a passive investor than to stay one. Newly minted indexers—and even those who have been doing it for many years—should be prepared for temptation. Like a dieter walking by the dessert table, you will regularly feel the urge to abandon your plan, and the financial industry, the media and your own human instincts will conspire to make you second-guess your decisions. In the next and final chapter, we’ll look at the most common challenges index investors face and I’ll offer suggestions on how you can overcome them and set yourself up for long-term success.
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STEP 9

STAY THE COURSE

Congratulations: if you’ve made it to Step 9, it means you’re the proud owner of a well-designed ETF portfolio. Pop the champagne (or prosecco, if you’re looking for a lower MER) and pat yourself on the back, because you’ve accomplished something most investors never do. You’ve set realistic financial goals, drawn a road map for reaching them, dramatically reduced your investing costs and stopped chasing the dream of beating the market. You’ve tipped the odds of investing success in your favour.

Unfortunately, we’re not done yet. It’s not enough to understand the theory behind indexing. It doesn’t really matter that the academic evidence favours passive investing, nor that decades of real-world performance have proved it works. All of that will become meaningless when your buddy tells you how he made a killing on Tesla or when you read about a hot fund that has beaten the market five years running. Or when a high-profile money manager announces that ETFs will kill capitalism and its blood will be on your hands.

Staying the course is the most difficult part of being an index investor. And what’s the biggest threat to your long-term success? It’s not low interest rates, or high fees, or looming inflation or the threat of another market crash. In the words of the legendary Benjamin Graham, “The investor’s chief problem—and even his worst enemy—is likely to be himself.”

Don’t take that personally. Humans simply aren’t programmed to be rational, disciplined investors. We all have what psychologists call cognitive biases, or mental blind spots that interfere with good decisions. We also have to fight against emotions that make it difficult to stick to a long-term strategy. Here’s an overview of the biggest obstacles you’ll face along the way and some advice for overcoming them.

Analysis paralysis

The server at a fine restaurant hands you a dessert menu with three choices: cherry cheesecake, chocolate mousse or crème brûlée. They all sound delicious, but chances are you’ll have little trouble making a selection. Now imagine the menu lists 150 mouth-watering options. Suddenly your simple choice has turned into “a kind of misery-inducing tyranny,” in the words of Barry Schwartz, author of The Paradox of Choice: Why More Is Less. No matter which treat you choose, you’ll be left wondering whether one of the other 149 choices would have been better. You may even decide to skip dessert altogether because, as Schwartz writes, “unconstrained freedom leads to paralysis.”

We all love choices. But whether it’s desserts or ETFs, a huge number of options often leads to worse decisions and lower satisfaction. In one study commissioned by Vanguard, researchers found that 75% of employees enrolled in their workplace retirement plans when they had just four funds to choose from, but only 60% did so when they had 59 options. Many employees who were overwhelmed by choice simply did nothing. A host of others picked the most conservative choices (bond or money market funds) rather than making any attempt to learn about the funds with more potential for growth.1

I see this behaviour all the time in investors who are still on Step 5 or 6. If becoming an index investor just meant choosing from two or three ready-built portfolios, the strategy would likely be a lot easier to embrace. But analysis paralysis continues to afflict people even after they have implemented their new portfolio. They second-guess their early decisions as they do more reading or learn about new funds. There’s nothing wrong with doing your homework, but at some point, you need to let go of the idea that there’s an optimal portfolio. As a sappy but wise poet once put it, “When you are faced with decision, make that decision as wisely as possible, then forget it. The moment of absolute certainty never arrives.”2

Investors may also feel paralyzed by the thought of investing a large lump sum: “What if I invest it all today and the market drops 5% next week? I’m going to feel like an idiot.” Fair enough. Putting a big chunk of cash into the markets is always stressful, no matter what market conditions happen to be.

This decision might be easier if you re-frame it. Imagine you received a $200,000 cash inheritance and you’re nervous about investing it because you feel stocks are overvalued and bonds will suffer if interest rates rise. Should you hold on to the cash until it feels right to invest?

Now flip the question around and imagine you instead inherited a $200,000 portfolio of stocks and bonds. Would you immediately sell everything and sit on the cash? Ignoring taxes and transaction costs, this is exactly the same decision presented in two different ways, yet most people would likely answer yes to the first and no to the second. If you wouldn’t be willing to sell your inherited stocks and bonds, then you shouldn’t be reluctant to invest your cash.

That said, it’s entirely reasonable to invest a lump sum gradually if it helps you overcome paralysis. To revisit our example, say you’ve received a windfall that represents a large share of your overall net worth, so you’re understandably nervous. You decide to use a strategy called dollar-cost averaging, or DCA. It involves investing your lump sum in a series of instalments. That way, if there’s a market correction, your losses will be reduced and you’ll have the opportunity to invest the next chunk of cash at lower prices.

Let’s clear up a common misunderstanding first: some people believe that such a strategy is likely to result in higher returns, but the research is pretty clear that most of the time it won’t. Studies comparing DCA to lump-sum investing over various historical periods are quite consistent in their findings: investing all at once tends to come out ahead about two-thirds of the time, which makes sense when you consider DCA only delivers higher returns if stock prices trend downward over the period, and we know stocks go up more often than they fall.

But that’s the mathematical argument, and it ignores the human factors. I’ve worked with many investors who had six- and even seven-figure sums of cash to invest, and believe me, this is not an easy thing to do. You need an iron stomach, and academic studies don’t reduce the anxiety. Sure, the lump sum comes out ahead two-thirds of the time, but the other one-third of the time you could lose a huge amount of your nest egg. Think of it this way: if you play Russian roulette, you’ll win five times out of six, but I’m guessing those odds don’t tempt you to play.

So there’s nothing wrong with using dollar-cost averaging to reduce the stress and the possibility of regret. But if you do this, your plan should have nothing to do with current market conditions or your economic outlook. Don’t tell yourself you’re going to invest one-quarter of your cash now and another quarter only after stocks have fallen 10%. Because it’s possible prices won’t ever be 10% lower and you’ll continue to sit on cash while the markets run away on you.

Nor should you base your DCA strategy on specific events, such as “I’ll invest some now and some after the election” or “I’ll wait for the central bank’s next interest rate announcement.” Because the markets have already anticipated whatever you think is going to happen, and very often this turns out to be wrong, anyway.

Whatever you do, don’t rely on vague criteria like “I’ll invest the rest when things settle down and I feel more comfortable.” If you do that, you’ll find yourself in an impossible situation: if markets rise sharply, you’ll be worried we’re overdue for a correction. And if they fall, you’ll worry they’ll go down further. I’ve seen it happen many times, and it’s a recipe for paralysis.

Here’s an example of how to employ DCA more systematically. Say you have $200,000 and you eventually want a portfolio of 60% equities and 40% fixed income. I suggest you start by investing all of the fixed income ($80,000 in this case). Although bonds can certainly move up and down in value, their fluctuations are very small compared to those of equities. Just go all-in on the fixed income and only use DCA with the $120,000 you plan to invest in equities. Of that amount, you might invest $30,000 immediately and another $30,000 in three months, six months and nine months. Mark the dates on the calendar and ignore the financial news on those days, or you may talk yourself out of it.

One final caveat: dollar-cost averaging is not stress-free. Indeed, I like to say it just turns one difficult decision into three or four. Investors who plan to invest a large sum gradually on specific dates often back out after the first or second instalment—they insist on delaying the next purchase until it “feels like the right time,” which of course, it never does.

Addiction to predictions

The human brain hates randomness and uncertainty, and we’re programmed to make predictions about the future, even when most of our previous forecasts were inaccurate. Ask anyone where they think markets are headed, and you’re likely to get a confident reply, even though no one can possibly know that. As the financial journalist Jason Zweig writes, “Presented with almost any data, your investing brain will feel it knows what’s coming—and it will usually be wrong.”

Index investors are not immune to this. “Do your ETF portfolios still make sense in the current environment?” is a question I’ve been getting for a decade, during all sorts of market conditions. The whole premise behind a passive investment strategy is that we cannot predict which asset classes will outperform in the short term, so we hold all of them, all the time, with long-term targets. We don’t adjust the mix every six months based on news headlines; we rebalance only when the portfolio drifts away from those targets. This isn’t because we’re too dim, or too lazy. It’s because when the future is unknowable, the wisest move is to diversify.

It may help to remember where the flood of market commentary is coming from. I spent the first half of my career as a journalist, and I understand the pressure faced by the mainstream media. They’re competing for the attention of readers, listeners and viewers with short attention spans. Imagine how popular they would be if they routinely said, “There’s a lot happening in the financial markets today, but since it’s already been factored into current prices, and since the future is unpredictable, investors should just stick to their long-term plans. Tune in tomorrow and we’ll say exactly the same thing.”

You should also keep in mind that many market commentators work in the financial industry, selling their research or actively managing money for clients. That’s especially true today, when many media outlets can no longer pay for objective journalism, so they assign stories to industry professionals who write for free simply to get exposure. It’s clearly in the best interest of these folks to “talk their book” and to make investors feel confused and uncertain so they can lure new clients.

I should stress here that no one is saying these market commentators are unintelligent or uninformed—on the contrary, some of them have PhDs and access to the best technology and most comprehensive data. But what they don’t have is a crystal ball. The world’s greatest meteorologists with the most sophisticated tools can describe how a hurricane forms in the Atlantic or measure the wind speed in a tornado with great accuracy. But that doesn’t mean they can tell you how much it will snow in Calgary next winter.

Not only does expertise not make you a better forecaster, it may actually make you worse. Many studies have demonstrated that expertise leads to more confidence—and perhaps more fame, as the media love commentators who offer strong opinions—but not to more accuracy. Do your best to tune out the financial media and stay focused on your plan.

The urge to pick stocks

I’ve never had the slightest interest in buying individual stocks, but this seems to put me in the minority, even among people who claim to be passive investors. A lot of otherwise disciplined people seem to enjoy setting aside a portion of their savings for “play money,” which usually means buying a few stocks in addition to holding a more diversified portfolio. Indeed, many of the indexing pioneers who played a huge role in my own education have succumbed: they wrote books urging investors to simply buy index funds and tune out the noise, yet they don’t seem to follow their own advice.

Burton Malkiel is the author of the landmark 1973 book A Random Walk Down Wall Street, the first best-seller to expose the failure of active management. He’s the one who came up with the now-famous metaphor: “A blindfolded monkey throwing darts at a newspaper’s financial pages could select a portfolio that would do just as well as one carefully selected by experts.” In a 2020 article, CNBC called Malkiel “the father of passive investing.”3 Yet he has admitted to buying individual stocks in his own portfolio “because it’s fun.”4

Remember Harry Markowitz, whom we introduced in Step 3 as the creator of Modern Portfolio Theory, which described how and why diversification works? In 2018, at the age of 91, Markowitz told Barron’s magazine that he had recently taken one-third of his portfolio, which had been in a large-cap index fund, and replaced it with six individual stocks.5 They were all companies in the construction industry, which he felt was poised for outperformance.

I understand the need to spice up your life, and heaven knows index investing is never going to provide that. But in my experience, people who look for excitement by picking stocks can quickly undermine their long-term strategy. I didn’t always feel this way: I used to encourage people to set aside a little money for stock picking if they found it fun, but in my old age I’ve begun to discourage it. The real risk here, in my view, isn’t that you will fail miserably as a stock picker; it’s that you will enjoy some initial success.

Say you decide to buy 1,000 shares in a small tech company, and it turns out to be a ten-bagger. Now, it’s possible you’ll consider yourself incredibly lucky, like someone who hit the jackpot on a slot machine. But most people don’t think that way. Humans have a tendency to ascribe their failures to bad luck, but when they succeed, they credit their superior skills. You’ll likely convince yourself you were pretty shrewd in identifying this company’s potential, and you were simply rewarded for that insight. And since it paid off so handsomely, you start to think that maybe these tech stocks might deserve more than just a small “play money” account. Maybe you should start buying them in your retirement portfolio, too. Even if you never devote a huge amount of money to the activity, your stock picks can easily occupy a disproportionate amount of the time and mental energy you devote to your personal finances.

Even if you confine your stock picks to blue-chip dividend payers, which are not especially risky, you’ll still face behavioural pitfalls. If your stocks outperform your boring index funds—and over some short periods, maybe even a few years, they almost certainly will—then you’ll have no difficulty convincing yourself you’re one keen analyst. You’ll weave narratives about how it really wasn’t so hard to predict that this bank was a great choice because of its strong business model and reliable dividend history, or that this retailer was obviously poised for a big boost from a new product. I’ve heard this rationalization from many investors who had early success with stock picking. Make a couple of good calls early on, and it really does seem easy. At some point, these investors will ask themselves, “Why am I wasting my time with index funds at all?”

There’s another danger here: Even if you’re calling your stock picks “play money,” it’s likely you’ll keep a close eye on the fortunes of those companies. You’ll probably spend more time reading the financial news, with its relentless focus on the short term, its limitless capacity for inventing explanations for random market moves and its implication that smart investors are the ones who act on this news. This is one of the most reliable ways to get distracted from what’s really important.

The thing is, investing shouldn’t be exciting. If you want excitement, pick another activity—maybe practicing yoga, or writing haiku or playing the ukulele.

The urge to do something

When you’re stuck in bumper-to-bumper traffic, do you constantly move from one lane to the other? We all do this, even though studies have demonstrated that it usually doesn’t get us where we’re going any faster. It just feels better to do something.

There’s a now-famous study in which researchers found that in soccer, goalkeepers almost always dive left or right when facing penalty kicks, even though they would stop more shots if they simply stood still. The study’s authors suggested an explanation for this behaviour:6 because the norm is to dive one way or the other, goalkeepers would feel worse if they surrendered a goal by staying in the centre of the net. The fans would probably feel the same way: “What’s he doing just standing there?”

These are examples of action bias: the tendency to resist doing nothing, even if an action is counterproductive. This bias is behind much of the criticism of buy-and-hold investors, especially indexers. It’s not hard to understand why. In almost everything we do—excelling at our jobs, learning a new language, getting in shape—it’s obvious the more time we spend on the activity, the better we perform. It goes against human intuition to accept that the opposite is usually true when it comes to investing. In most cases—assuming you begin with a sensible strategy—the more changes you make to your portfolio, the worse your performance will be.

Our action bias is especially acute during periods of economic turmoil: investors who stay the course are mocked for fiddling while Rome burns, yet they usually outperform more active traders over time. As the psychologist and Nobel laureate Daniel Kahneman writes in Thinking, Fast and Slow, “It’s clear that for the large majority of individual investors, taking a shower and doing nothing would have been a better policy than implementing the ideas that came to their minds.”

I would argue that investors who resist the urge to tinker with their portfolios are hardly guilty of inaction. Building a diversified portfolio with long-term targets—and rebalancing that portfolio, even when it’s emotionally difficult to do so—is the opposite of doing nothing. It’s executing a thoughtful and robust investment plan with discipline.

Fear of missing out

A while back, I was having dinner at one of those teppanyaki restaurants where you share your table with strangers as a Japanese chef cooks your food theatrically on a griddle. The folks next to me struck up a conversation and asked what I did for a living. When I said I was an investment advisor, they proceeded to regale me with stories about their recent adventures with Bitcoin, gold and some stocks I’d never heard of. Then they asked me what I’d been buying lately. I didn’t even know how to answer. “Umm, we just buy ETFs and, uh, it depends on the client’s asset allocation. I also bought some GICs the other day.” Boy, did that shut down the conversation. Fortunately, the chef saved the day by distracting everyone with a steaming volcano made from onion rings.

It was another reminder that if you’re an index investor with a long-term approach, you will never be able to share entertaining anecdotes. That’s not to say you won’t be a success story: indeed, if you’re just able to earn market-matching returns, you’re likely to outperform at least 90% of professional money managers, let alone your tablemates at a Japanese restaurant. But you will never be able to crow about a great stock pick or a genius market call. Meanwhile, the loudmouths around you will boast about their conquests and give you an acute case of FOMO.

Even if you have no patience for stock picking, at some point your plain-vanilla ETFs are going to lose their sexiness, and you may be tempted by “smart beta” and its promise of outperforming traditional indexes. Those backtested results are certainly compelling, and the marketing material sure does sound clever. The temptation happens to all of us at some point.

Part of the problem is we’re conditioned to think that simple solutions are unsophisticated. Certainly, passive investing is often presented that way: “It’s fine for people who aren’t able to do the research.” Right. It may help to know that many of indexing’s staunchest advocates are finance professors with Nobel Prizes on their mantels. Academics frequently favour passive investing, not because they “aren’t able to do the research,” but precisely because they focus on data and evidence, not the anecdotes about investors who beat the odds. (Although, as we’ve seen, academics and other experts are hardly immune from the same temptations that cause so many people to get bored with indexing.)

Simple solutions can seem even less appealing as your portfolio grows. The convenience of an ETF portfolio is one of its great virtues, but it can give the impression that it’s not diversified enough for a nest egg of $1 million or more. On the surface, it looks like you’re putting hundreds of thousands of dollars into just a few holdings—or, in the case of an asset allocation ETF, just one fund. But I’ll stress again that with a few ETFs you can hold tens of thousands of stocks and bonds from around the world. That’s about as diversified as one can get, even with millions to invest.

To add some perspective, recall that Warren Buffett has said he wants 90% of his estate to be invested in an S&P 500 index fund when he dies. Maybe his executors “aren’t able to do the research.”

If you’re fortunate enough to have a seven-figure portfolio, there will be no shortage of salespeople ready to flatter you by offering access to exclusive opportunities available only to “accredited investors.” These include hedge funds, private equity, peer-to-peer lending, real estate partnerships and on and on. It’s possible that some of these opportunities will go on to deliver outsized returns without undue risk, but you will likely have to accept high expenses, illiquidity and a lack of transparency. You’re not sacrificing anything by taking a pass and just sticking to index ETFs. And you’re not missing out on anything except disappointment.

Overestimating your risk tolerance

When we talked about assessing your risk tolerance in Step 3, we explained that expecting higher long-term returns usually means accepting the risk of larger short-term losses. Too many inexperienced investors forget this trade-off and choose portfolios that are far too risky. When those short-term losses eventually happen, they sell in a panic and may never fully recover from the experience.

New investors—especially if they’re young—may be especially prone to this mistake, but it’s not all their fault. The conventional advice is that young people should be aggressive. After all, they have time on their side. It’s very unusual for stocks to deliver a negative return over any 10-year period, so if your time horizon is 50 or 60 years or more, why not put 100% of your savings in stocks?

That argument has some merit, and if you truly understand all the implications of making that decision, then sure, go ahead and build an all-equity portfolio. But I don’t think any inexperienced investor should do this. As a newbie, you’re like a fighter pilot who has only been in a flight simulator and has never flown in combat. You really don’t know how you’re going to hold up until you’ve been battle-tested.

If you’re going to invest virtually all of your portfolio in stocks, you need to be prepared for the possibility that you could lose half your money—even if you’re holding broadly diversified index funds. In 2008–09, we had a 50% decline in about six months, and it could happen again. Yes, if you’re in your teens or 20s, you have the time horizon and earning potential to make up a loss like that. But try telling that to a student who worked for three summers to earn the $5,000 they just lost, or a young professional who just vaporized a dozen paycheques.

The danger here is that investors who get badly burned when they’re young may be scared out of the market for years—maybe forever. There’s evidence that this happened with millennials who were slammed by the 2008–09 financial crisis and lost their faith in equities as long-term investments. It might have happened again following the crash of 2020 if markets hadn’t recovered so quickly.

There’s another issue to consider if you’re a new investor contemplating a very aggressive portfolio. When your account is still relatively small, your rate of return doesn’t have much of an impact in dollar terms. Say you’re starting out with $10,000. If you have a great year and earn 10% in an all-equity portfolio, you’ll make $1,000. If you instead earn 4% with a balanced portfolio, you’ll make $400. Obviously over the long term, the difference between 10% and 4% returns is absolutely enormous. But right now, with a small portfolio, it’s a few hundred bucks a year, and it comes with all the risk we’ve just discussed. I’m not sure it’s worth it. At this stage of your investing life, you’re more likely to regret being too aggressive than being too conservative.

Here’s what I suggest for young people building their first ETF portfolio. Start off with a balanced allocation—about 50% or 60% stocks is about right. Get your feet wet for a couple of years and see how you react to the ups and downs in the market. Find out what kind of investor you really are. Do you check your account balance every day and feel stressed when it’s below its peak? If the markets tank, is your instinct to sell, or do you get excited about buying on the cheap? The big test will come during the next bear market: if and when you lose 20% or 30% and it doesn’t faze you, then you can consider making your portfolio more aggressive in the future. Until then, stay focused on saving: that habit will have the biggest impact on your financial success.

Believing the industry’s BS

Although I like to think indexers take the financial media with a grain of salt, we’re all vulnerable to charismatic and confident market gurus. And in some ways, ETF investors have been specifically targeted by the investment industry. Fund companies and active money managers have been losing billions of dollars in assets over the last several years as more and more investors become aware that low-cost, passively managed ETFs outperform the vast majority of their strategies. Their response has been to wage a campaign of fear about the supposed risks of passive investing: “It won’t help you in a downturn,” “It’s going to wreck free markets,” “It’s Marxism.” You’ve been warned. If you read this stuff shortly after you built an ETF portfolio, I won’t blame you for being rattled.

Be aware that these criticisms usually come from investment managers who feel their livelihood is being threatened. A great example is an article that was widely circulated in the summer of 2019 about Michael Burry, the hedge fund manager featured in Michael Lewis’s book The Big Short and played by Christian Bale in the film of the same name. Burry made a fortune by predicting the subprime mortgage crisis that led to the bursting of the US real estate bubble in 2007. A dozen years later, he was all over the media saying widespread indexing was distorting the markets by inflating stock prices. He went so far as to compare the popularity of ETFs to the dodgy products that contributed to the global financial crisis of 2008–09. When a celebrity money manager uses rhetoric like that, it gets around, and it’s scary. People wondered if by embracing a low-cost, well-diversified and disciplined strategy they might be ushering in the next market meltdown.

Let’s think about this for a moment. In the mid-2000s, when Michael Burry correctly identified the problems with the subprime mortgage market, what did he do? Reach out to the media to warn investors and homeowners about the potential for disaster? Of course not. He shorted the market and profited handsomely: according to Business Insider he made “$100 million for himself and $700 million for his investors.”7 And bully for him: that was his job as a hedge fund manager.

So why do you think he began spreading his fears about widespread indexing in 2019? Because he’s deeply concerned about all the ETF investors using these tools to build wealth for their retirement? Because he’s looking out for the greater good? Please. He’s doing what every other fund manager does when they have an audience: he’s talking his own book. Burry was particularly critical about the small number of large companies dominating the major indexes, and he pointed out that there were great opportunities in small-cap Japanese stocks, which his fund just happened to own. Quelle surprise.

Fearmongering by fund managers and investment firms has a real impact on indexers: I’ve seen first-hand how effectively it sows doubt. Be prepared for it, remember the source—which is almost always someone with a vested interest—and plug your ears.

Not giving it time to work

If you’re an avid golfer and you buy a shiny new set of clubs, you’ll notice the difference right away. You’ll watch the ball travel straighter and farther than it did with those crappy irons you used to swing. But don’t expect the same instant feedback when you change investment strategies: the benefits of low costs and broad diversification take a long time to reveal themselves. It’s like hitting a tee shot and not learning where the ball landed for five or 10 years.

One reason it’s so hard to be a long-term investor is that you don’t get useful feedback right away. As the psychologist Daniel Kahneman explains, learning to drive a car is one activity where feedback is immediate and clear. When you’re taking curves, you instantly know whether you’ve turned the wheel too sharply or applied the brakes too hard. This makes it relatively easy to improve as a driver. By contrast, a harbour pilot learning to guide large ships experiences a longer delay between his actions and their outcomes, so the skill is harder to acquire.

With investing, things get even more complicated when you consider that people are frequently rewarded in the short term for unwise, even reckless choices. Instead of building a diversified portfolio, you could put your savings in a few speculative stocks and it might pay off if one of them goes 10x. But a favourable outcome doesn’t mean you made a good decision.

Annie Duke, author of two books on decision-making and a former professional poker player, has popularized this idea in her work. Say you’re in a hand of poker and you’re holding three kings. Your opponent is drawing to an inside straight, and the only way she’s going to beat you is if the next card is a jack. (If you don’t know poker, all you need to understand is that you’re about a 10-to-1 favourite to win.) You make a big bet, and your opponent calls. The dealer turns over the next card: it’s a jack, and you lose a huge pot.

No doubt your opponent feels she just made a great decision: after all, she’s the one with the big stack of chips in front of her. As Duke explains, poker players call this “resulting,” though psychologists would call it “outcome bias.” It’s our tendency to evaluate a decision based on its outcome rather than on the process we used to arrive at the decision. With a strong hand like three kings, you were absolutely correct to make a big bet with one card left to come. Your opponent, who knew her only chance of winning was a miracle draw, made a huge mistake by calling you. Her terrible decision can’t be considered the correct one just because the dealer flipped over an unlikely jack.

The point here is that in any activity that involves probabilities—whether it’s poker or investing—you need to have a big sample before you evaluate your decisions. Investors who have recently moved from stock picking or active funds to index ETFs often say things like, “I’ll try this for a year and see how it goes.” Or they’ll put only a portion of their money into passive investments and hang on to some of their stocks and active funds to compare performance. But that’s “resulting.” If the high-priced mutual fund you just sold goes on to have a great year or two, that doesn’t mean you were wrong to get out. You can’t evaluate a long-term decision based on short-term results. Instead, focus on a process that puts the odds in your favour, and you won’t need to rely on luck to get great outcomes.

Becoming an indexing zealot

We’re near the end of our journey, and I hope you’re feeling energized about taking control of your financial life. I remember the enthusiasm I felt when my eyes were first opened to index investing. If you’ve recently changed the way you invest—especially if you were liberated from high-fee mutual funds or speculative stock picking—you might feel the urge to share your new passion with friends and family. I encourage you to do so, but tread carefully.

A decade ago, whenever I would hear about someone paying 2% or more for a handful of dreary mutual funds, I would urge them to fire their advisor immediately. I’d encourage them to set up accounts with an online brokerage and become DIY investors using ETFs. That would allow them to cut their costs by 95%, I’d say, and anyone can do it. I also know many investors who have made similar suggestions to friends and family members.

But now, having worked with hundreds of investors over the years, I understand that this advice is much too simplistic. Not everyone is cut out for investing on their own, especially if they have been working with an advisor for decades and have no experience managing their own portfolio. If you encourage someone to open self-directed accounts and build their own ETF portfolio before they’re ready, you may be setting them up for failure.

Moreover, not everyone is convinced that indexing is the right strategy, and that’s fine. I’ve been highly critical of expensive mutual funds, reckless stock picking and bad advisors, and I stand behind every word. But that’s not the same as saying every active investor is doomed to failure. If you’re unconvinced by the arguments in favour of indexing and you prefer a more active approach, then you should employ the strategy you’re most comfortable with, as long as you remember the principles of broad diversification, discipline and low cost. Building a buy-and-hold portfolio of low-fee active funds or blue-chip stocks is hardly a recipe for disaster. To go back to that parallel with health and fitness, the right diet or workout regimen is the one you’ll stick with over the long term.

Nor will it do any good to tell your friends or family members that they should confront their advisor and suggest he or she switch up their portfolio. Even if an advisor is able to use index ETFs, most don’t want to. They’ve been brought up in a culture of active management, and they believe their job is specifically to outperform the index funds you’re suggesting. The conversation is likely to damage the relationship between your friend or family member and their advisor, who might be providing them with good service, such as retirement and tax planning.

Even when your intentions are good, you run the risk of alienating the people you’re trying to help. If you tell someone they’re paying too much or, worse, that their advisor is “ripping them off,” they will naturally get their back up. You might say “These funds are way too expensive,” but what they hear is, “Only an idiot would pay that much.”

If you want to encourage others to consider index investing, go ahead and pass along some resources you’ve found helpful, but don’t push too hard. If they’re interested, they will come around on their own time. When they do, you can help them by sharing your knowledge.

In the end, the true measure of an investor is not whether he or she beats an index benchmark. Success means achieving what you’ve worked so hard for: a comfortable retirement for yourself, an education for your children or a legacy to pass along to your favourite charities. If you’re building wealth by saving diligently and investing with discipline, you’re now well on your way to accomplishing those goals.
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Unless otherwise indicated in the endnotes below, the source for all performance data in this book is Returns 2.0, a software package available to industry professionals from Dimensional Fund Advisors. The program provides historical data for major stock and bond indexes and allows extensive backtesting.

When the text refers to the performance of asset classes (e.g., “Canadian stocks returned 7%”), the author has used a representative index as a proxy: generally the S&P/TSX Composite Index for Canadian stocks; the S&P 500 Index for US stocks, the MSCI EAFE Index for international stocks and the FTSE Canada Universe Bond Index for Canadian bonds.

Step 1: Stop Trying to Beat the Market

1.Mutual fund statistics are available from the Investment Funds Institute of Canada (www.ific.ca/en/stats). Comparable statistics for ETFs are available from the Canadian ETF Association (http://www.cetfa.ca/infocentre/stats.html).

2.Kinnel, Russel. “How Expense Ratios and Star Ratings Predict Success.” Morningstar. 9 August 2010, www.morningstar.com/articles/347327/how-expense-ratios-and-star-ratings-predict-success.

3.Linnainmaa, Juhani T., et al. “The Misguided Beliefs of Financial Advisors.” SSRN Electronic Journal, 2017. ssrn.com/abstract=3101426.

4.Research by Joseph Simmons and Leif Nelson, reported in: Nussbaum, David. “Why People Bet on the Favorite Even When the Spread Favors the Underdog.” FiveThirtyEight. 20 March 2014, fivethirtyeight.com/features/why-people-bet-on-the-favorite-even-when-the-spread-favors-the-underdog.

5.Barber, Brad M., and Terrance Odean. “The Behavior of Individual Investors.” SSRN Electronic Journal, 2011, ssrn.com/abstract=1872211.

6.Bernstein, William. “The 15-Stock Diversification Myth.” Efficient Frontier, 2000, www.efficientfrontier.com/ef/900/15st.htm.

7.Lipper data is reported in: Ferri, Richard. The Power of Passive Investing: More Wealth with Less Work. 1st ed., Wiley, 2010.

8.SPIVA U.S. Scorecard: Year-End 2019. www.spglobal.com/spdji/en/documents/spiva/spiva-us-year-end-2019.pdf.

9.Graham, Benjamin. “A Conversation with Benjamin Graham.” Financial Analysts Journal, vol. 32, no. 5, 1976, pp. 20–23.

Step 2: Set Your Financial Goals

1.Reported in: Chevreau, Jonathan. “The magic number for retirement savings is $756,000, according to poll of Canadians.” Financial Post, 9 February 2018, financialpost.com/personal-finance/the-magic-number-for-retirement-savings-is-756000-according-to-poll-of-canadians.

2.Canadian Income Survey, 2018. Statistics Canada. www150.statcan.gc.ca/n1/daily-quotidien/200224/dq200224a-eng.htm.

Step 3: Find the Right Mix of Stocks and Bonds

1.Dimson, E., Marsh, P., Staunton, M. Credit Suisse Global Investment Returns Yearbook 2020. Credit Suisse Research Institute, 2020.

2.Matrix Book 2019. Dimensional Fund Advisors LP, 2019.

3.Markowitz, Harry. Portfolio Selection: Efficient Diversification of Investments. 2nd ed., Wiley, 1991.

4.Dimson, E., Marsh, P., Staunton, M. Credit Suisse Global Investment Returns Yearbook 2019. Credit Suisse Research Institute, 2019.

5.Davis, J., Aliaga-Díaz, R., Thomas, C.J. “Forecasting stock returns: What signals matter, and what do they say now?” Vanguard Investments Canada, 2012, www.vanguardcanada.ca/documents/forecasting-stock-returns.pdf.

Step 4: Fine-Tune Your Asset Allocation

1.“Home Bias and the Canadian Investor.” Vanguard Investments Canada, 2014, www.vanguardcanada.ca/documents/home-bias-inst-indv.pdf.

2.Faber, Meb. Global Asset Allocation: A Survey of the World’s Top Asset Allocation Strategies. The Idea Farm, 2015.

3.Faber.

Step 6: Open Your Accounts

1.SPIVA Canada Scorecard: Year-End 2020. https://www.spglobal.com/spdji/en/documents/spiva/spiva-canada-scorecard-year-end-2020.pdf.

Step 8: Keep It in Balance

1.Weber, Stephen M. “Most Vanguard IRA Investors Shot Par by Staying the Course: 2008–2012.” Vanguard Investment Strategy Group, 2013.

2.Bender, Justin. “Tax-Efficiency of Vanguard’s Asset Allocation ETFs.” Canadian Portfolio Manager Blog, 24 June 2019, www.canadianportfoliomanagerblog.com/tax-efficiency-of-vanguards-asset-allocation-etfs.

Step 9: Stay the Course

1.Iyengar, Sheena. The Art of Choosing. Twelve, 2011.

2.Payer, S.H. “Live Each Day to the Fullest.”

3.Pound, Jesse. “The father of the passive investing revolution on Wall Street says his idea was called ‘garbage.’” CNBC, 2 January 2020, www.cnbc.com/2020/01/02/burton-malkiel-says-his-passive-investing-idea-was-called-garbage.html.

4.Zweig, Jason. “Investing Experts Urge ‘Do as I Say, Not as I Do.’” JasonZweig, 9 December 2017, jasonzweig.com/investing-experts-urge-do-as-i-say-not-as-i-do.

5.Childs, Mary. “The Father of Portfolio Theory Bets on Rebuilding.” Barron’s, 3 February 2018, www.barrons.com/articles/the-father-of-portfolio-theory-bets-on-rebuilding-1517439509.

6.Bar-Eli, Michael, et al. “Action bias among elite soccer goalkeepers: The case of penalty kicks.” Journal of Economic Psychology, vol. 28, no. 5, 2007, pp. 606–21.

7.Szramiakje, John. “Here’s the story of one of the heroes of ‘The Big Short.’” Business Insider, 22 May 2017, www.businessinsider.com/michael-burry-life-story-2017-5.




Where to Learn More

Looking for help in assembling your ETF portfolio? The Canadian Couch Potato website (canadiancouchpotato.com) offers up-to-date model portfolios suitable for all investors, from conservative to aggressive. You’ll also find hundreds of articles on index investing and a supportive place to ask your questions.
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DAN BORTOLOTTI, CFP, CIM, is a portfolio manager and financial planner at PWL Capital in Toronto, where he and his colleagues manage portfolios using the same strategies described in this book.
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Jump-start your returns with a simple, low-fee investment
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about outsmarting the market and forecasting the economy, even though
these strategies routinely fail. We focus on short-term market moves,
losing sight of the fact that a portfolio is simply a tool to help us achieve
our long-term goals.

Whether your nest egg is $1,000 or $1 million, Reboot Your Portfolio is
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