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A while back we held a presentation for employees and
partners of an investment banking firm about their
401(k), and it occurred to me they were asking basically
the same questions as those we hear from any group of
people at any company. This was a very savvy group of
investment professionals, but when it came to the
401(k) they wanted some guidance like anyone else.

I realized that it’s a universal concern. In fact, the most
common question in the world of investing might be:
“How should I invest my 401(k)?”

There are three main places that value is accumulated in
America: businesses, real estate, and retirement plans.
Unless you own a business or a bunch of property, you
better make effective use of a 401(k) (or other similar
form of retirement plan) if you hope to retire
comfortably.

But the process can be at best confusing, and at worst a
little scary. How are you supposed to wade through the
big menu of choices? How should you allocate the
money? This article will provide some clear answers
(it’s easier than you might think). Along the way I will
borrow the words of Warren Buffett, because not only
is he arguably the greatest investor that ever lived, but
he is a master at expressing investment wisdom in plain
English. Speaking of which, if you come across any
terms in this article that you don’t understand,
Investopedia.com is a good online resource. The search
field at the top of the page provides definitions of
common investment terminology.

You’re Doing it Wrong!

Let’s start with en elemental truth about investing:

most people do it wrong. In fact, one of the few
predictable things about investment management is that
the average person is woefully, consistently bad at it.
Human nature is the enemy of investing. The market
looks scary... get out! The market is rocking... all
aboard! People very consistently buy high and sell low.

Read up on the Dalbar study for empirical evidence of
this phenomenon.

So I suggest that you resist that tendency, or maybe
even go the other way completely.

“You want to be greedy when others are fearful. Yon
want to be fearful when others are greedy. 1¢'s that
simple.”

- Warren Buffett

The good news is that a 401(k), used properly, and
relentlessly, is an effective accumulator of wealth. And
generally speaking 401 (k) plans are getting better.
Legislative and legal pressures have driven costs down,
and pushed employers to provide high-quality
investment options. Still, having a good plan is one
thing, using it effectively is another.

Most 401(k) plans are pretty similar when it comes to
the menu of investment options. The choices are
typically broken down into categories (some stock
funds, some bond funds, maybe some additional
“alternative” categories, and a fixed or money market
option). You’re going to want a bit of each, but more
on that later. First let’s take a look at the most
common mistakes people make when it comes to
401(k) investing:

MISTAKE #1: Not putting enough money in

You have two primary decisions to make when it comes
to a 401(k): how much to defer, and how to invest. As
to the first, the answer is as much as you can, and as
early as you can possibly start. Just accept the
unassailable truth of the matter. You do not need a
huge income to create a very sizeable 401(k), but you do
need to set aside as much as possible for as long as
possible.

My mother-in-law and her husband are prime examples.
They are the so-called “millionaires next door”. She
taught science at a private school (they don’t pay as
much as public schools), and never earned anything
close to what her brilliance and doctorate would seem
to warrant. He had a long fruitful career at the terrific
investment management firm Vanguard, but his salary
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was more back office than corner office. Nonetheless,
despite shouldering tuition costs for their children they
retired with no debt, a nice house in a great area, long-
term care insurance, and enough money to finance a
comfortable retirement including regular travel. How?
By living within their means and utilizing the heck out
of their employer retirement plans. You too can hit
that lottery!

So, you have committed to saving, right? Now you
need to figure out which investment options to pick.

MISTAKE #2: Worrying too much about the fund
selection

The good news is that you don’t have to spend time
trying to figure out which fund on the menu of options
is going to be the right investment. It is very difficult,
some would argue impossible, to examine a menu of
mutual funds and figure out which is going to perform
the best. So spare yourself the trouble of trying.

“Successful investing starts with humility. Accept that
you have no idea what is going to happen in the future,
and invest accordingly.
- Warren Buffett (just kidding, Warren didn’t say
that, 1 did, but I thought it might sound more

believable coming from him.)

If you accept that you won’t be able to pick the best
fund, you can turn your attention to deciding how to
split your money between four different categories:

1) Cash/money market/fixed account: no
fluctuation risk, and basically no return

2) Stock: highest expected rate of return, most
sleepless nights

3) Bonds: pay a regular, predetermined rate of
interest, but probably won’t get the job done in
terms of funding your retirement

4)  Alternatives: anything else. These can help to
diversify the risk a bit.

Thankfully most employers these days (particularly at
larger companies) are putting effort into providing a
menu of relatively low cost / high quality funds, and if
appropriate oversight is being provided on the plan, you
should be ok picking any of the options within a given
category. We will talk about how to do that shortly.

MISTAKE #3: Chasing performance, AKA the
Morningstar mistake

“In the business world, the rearview miirror is always
clearer than the windshield.”

- Warren Buffert

Morningstar publishes the most well-known and widely-
followed rating system for mutual funds. 5 Stars for a
supposedly great fund, down to 1 Star for a supposedly
bad fund. Here’s the rub though: historically the very
famous star system has been pretty much useless when
it comes to picking funds that will do well in the future.
In fact, a study by Vanguard showed that 1 Star funds
actually tended to outperform 5 Star funds.

The reason is that Morningstar largely rates funds based
on how they did in the past, which does not necessarily
tell you anything about how they will perform in the
future. In fact, since different investment categories
and styles tend to rotate in and out of favor, whatever
did well yesterday is often a laggard tomorrow.

That is why the very common approach of looking at
the list of funds available in your 401(k) and picking the
ones with the highest past performance, is not likely to
be terribly successful. Better to focus on spreading
your money across a vatiety of categories. When it
comes to picking within a category, your best bet might
simply be to pick the fund with the lowest internal
expenses (something all 401(k) providers are required to
disclose these days). When available, index funds are a
good way to get low-cost exposure to an asset category.

MISTAKE #4: Attempting to time the market

I think there are actually three interrelated aspects to
this mistake: underestimating the historical long-term
upward trajectory of the market, panicking during
corrections, and overestimating your ability to
determine the right time to be in or out of the market.
Let’s look at them in reverse order.

I thought about bombarding you with statistics that
show you can’t tell when to get in and out of the
market, but in the interest of brevity (and with the full
support of Warren Buffett) I will simply declare: YOU
CANNOT TIME THE MARKET.
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“We have long thought that the only value of stock
Jorecasters is to make fortune-tellers look good.”

“The stock market is designed to transfer money from
the Active to the Patient.”

- Warren Buffett

For further evidence, revisit the Dalbar study
referenced eatlier... the data shows that those who
attempt to time the market have the worst results of all.

A related problem to attempting to time the market is
selling whenever it gets scary. And here’s the thing: it is
ALWAYS scary at market lows (aka “the best time to
buy”). There is always reason to believe at that point
that things are going to get worse and worse.

The following comment, or one like it, is something I
hear frequently every time the market goes into a
swoon: “I'm going to get out of the market and get
back in when things calm down.” Allow me to translate
that into what it really means: “I am going to sell now
while the market is low and buy back in when the
market is higher.” That very natural reaction kills
returns over time.

Remember, prior to retitement you should be a buyer
of investments. You are accumulating. In that sense,
horrible bear markets are the best thing that can
happen. In fact, the theoretical ideal would be for the
stock market to remain absolutely horrible throughout
your working years, only to recover dramatically just
before you retire. So instead of fearing bad markets in
your working years, embrace the opportunity they
represent.

“Look at market fluctnations as your friend rather
than_your enemy; profit from folly rather than
participate in it.”

- Warren Buffett

Other common complaints you hear about the market
are that it is either rigged, or it is a casino. Well, it is
rigged in the sense that some people have inside
information or speedier trading systems and they are
able to take advantage of other players in the market.
But if you are long-term buy-and-hold investor, it is
hard to have your pockets picked. As far as the
gambling aspect, the real difference between the market
and a casino is this: with the market the longer you stay
at the table the more likely you are to walk away a

winner. Take a good look at the chart of the stock
market shown below. Is the upward trajectory
something you really want to bet against? Buying the
stock market means putting your chips down on
“capitalism”, and capitalism is a darn good bet.
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1Graph of the Dow Jones Industrial Average from 12/1896 through 12/2013.

“Tnn the 20th century, the United States endured two world
wars and other traumatic and expensive military conflicts;
the Depression; a dozen or so recessions and financial panics;
0il shocks; a flu epidemic; and the resignation of a disgraced
president. Yet the Dow rose from 66 to 11,497.”

- Warren Buffett

The long-term positive performance of stocks doesn’t
do you any good at all if you jump out at the low points.
So the amount you put in stocks should reflect how
much volatility yvou can tolerate. Remember, the lows
will be SCARY, they always are. Warren offers good
advice in this regard as well:

“Unless you can watch your stock holding decline by
50% without becoming panic-stricken, you shonld not
be in the stock market.”

- Warren Buffett

So ask yourself: how much stock are you willing to
own, knowing that it could drop in half without scaring
you out? With that question in mind, let’s turn our
attention to three different approaches to investing
wisely in your 401 (k).




Target Date Funds have exploded in popularity, which
might be the best thing that has ever happened to the
world of 401(k) investing. I have one major beef with
the approach, but for the most part the introduction of
these options has been very positive.

The basic idea behind a Target Date Fund is that you
start with an allocation based on your expected
retirement date (more aggressive if you are far away,
less aggressive if you are near retirement), and the
allocation gradually becomes more conservative as time
goes by. The funds are identified by the year of
retirement. So if you expect to retire in 2055, you
might look at the “Fidelity Freedom Fund 2055” (the
actual name will depend on your plan provider). That
fund would start with an allocation of 63% US Stocks,
27% International Stocks, and 10% Bonds. By your
retirement in 2055 it would have gradually shifted to
39% US Stocks, 17% International Stocks, 34% Bonds,
and 10% Cash.

What I love about Target Date Funds is that they are
simple and well-diversified. They are easy to use, and
help people avoid most of the common 401 (k)
mistakes. My criticism lies with the “one size fits all”
asset allocation. In particular, some of the target date
funds leave people with too conservative an allocation
at retirement. Remember, at age 65 your life
expectancy is about 20 years, and you could live well
beyond that. Given such a long time horizon many
people can’t afford to have a very conservative
allocation at retirement.

Nonetheless, I think Target Date Funds have done a lot
of good, and depending on the structure, can be a very
solid choice. In some cases, you may have the option
to choose among some fixed blends in addition to
blends that shift over time. Those can be good choices
as well, and mirror the approach we will discuss next.

This is my favorite, and the one I recommend most
often. It takes a bit more effort than using a Target
Date Fund, but allows for more customization.

Stocks

First figure out how much stock exposure you can
stomach. 100% stock is aggressive of course. Some
common alternatives to that are 80/20 (80% Stocks /
20% Bonds), 60/40 (considered “moderate”, this is
probably the most common allocation and provides a
nice blend of risk and return), 40/60 (starting to get
conservative, one of the issues with this being that
interest rates are currently very low so having 60% in
bonds will likely be a drag on performance), and 20/80
(conservative).

Once you have chosen your stock allocation, you want
to break that down into categories: Large Cap (big blue
chips), Mid Cap, Small Cap, and International. Some
plans with big menus will provide a selection of each,
others might skip Mid Cap and just offer Large, Small,
and International. It is common to place the biggest
allocation in Large Cap US stocks, with smaller
allocations in Mid/Small and International. I'll provide
a sample allocation you can use as a guide.

Some very deep menus may include categories such as
Growth and Value, but I don’t want to complicate the
discussion any further by delving too far into that.
Suffice to say those are different styles of stock
investing, and it is good to have both options
represented if the choice is provided.

Bonds

Bonds typically provide lower returns and lower
volatility (risk) than stocks. However, we are in a
strange time for bonds. The Federal Reserve has long
been forcing yields lower, and at this time they sit near
historical lows. Soon it is expected that the Fed will
increase rates, which could lead to price drops in the
bond market. As a result, you may want to steer clear
of funds described as “Long-Term Bond Funds”,
because bonds with short or intermediate durations will
be less susceptible to volatility (although they will also
pay less).

If available, you may want to put some money into an
international bond fund to complement your US
holdings. This typically entails some currency risk, so
don’t go overboard.

In the bond world “High Yield” is code for “Junk
Bond”... these are bonds with lower credit ratings that
pay well but have more risk. Keep exposure to this
category, if you choose it at all, below 5%.



Alternatives

Alternatives are the “other” category. These are things
that are not stocks, bonds, or cash. Many 401 (k) menus
do not include alternatives at all. If available, consider
adding real estate and commodity positions. 1 would
keep these allocations at 5% or below (maybe 3-5% real
estate, and 3-5% commodities). Commodities and real
estate provide diversification, and can be helpful if
inflation becomes a problem.

Cash / Fixed

All 401(k)s have some sort of cash or fixed option. The
advantage to this category is that there is no fluctuation.
The downside is that the returns are typically well below
inflation, so even if you aren’t seeing it, your savings in
these accounts are actually losing value year after year.

Below is an example of a moderate (roughly 60/40)
blend that you can use as a guide. You can visit The
American Association of Individual Investors website
for additional models to suit varying risk tolerances.

m Large Cap Stock 20% Real Estate 4%
m Mid Cap Stock 10% m Commodities 4%
Small Cap Stock 8% m Intermediate Bond 25%

m Intemational 14% 1 Short-Term Bond 15%
If options like Mid Cap, Real Estate, or Commodities
are not available, mix that money back into the other
stock categorties.

So there you have it. Focus on creating a blend based
on the categories available in your plan, then stick with
that blend and stuff as much money into it as you
possibly can.

You should choose the “automatic rebalancing” option
which will keep your mix in place over time. Also, you
may need to tell the system to allocate both your
existing balances and your new contributions according
to the mix you choose.

A Tactical Approach: 60/40 with Bear Aggression

Ok, you aren’t content to simply sit still in one
allocation? You are compelled to actively manage your
plan? Then I will provide a tactical (active) alternative,
and I even took the time to give it a cool name.

Do you think you can become perversely happy when
the market corrects? Can you watch your account value
drop and think “yes, what an opportunity!”’? Then this
is the strategy for you.

For this approach, you start with whatever blend makes
you comfortable. In this example I use 60/40.
However, you can just as easily do an “80/20 With Beatr
Aggression” or even a 20/80. So most of the time you
are using your regular allocation, but when the market
goes into a correction, when the headlines are
screaming “World Chaos!”, when you hear people in
your office talking about moving their money under
their mattress... GET AGGRESSIVE! At this point
you can keep your account allocation the same to stay
within your comfort level, but switch future
contributions to all stock to take advantage of the lower
prices (you might need to turn off auto rebalancing for
a while). Not only does this represent sound strategy,
but psychologically it may help you to know that even
as your account value is taking a hit, you are using the
situation to your advantage.

Once the market has recovered you can switch back to
your normal allocation (and turn rebalancing back on),
confident in the knowledge that you handled the

correction better than most other investors in America.
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Conclusion

Tomorrow, log in to your 401 (k) website (figure it out,
it’s not THAT hard, or call your HR department for
help), and jack your savings rate way up. Then follow
the simple advice in this article for the rest of your life,
and be happy when the market goes down because you
get to buy more stock on sale.

Years from now when you retire comfortably and
you’re sitting on a beach somewhere during the dead of
winter, have an umbrella drink in my (and Warren’s)
honor.

Success in investing doesn't correlate with 1Q. once you're
above the level of 25. Once you bhave ordinary intelligence,
what you need is the temperament to control the urges that get
other people into trouble in investing.

- Warren Buffett
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Important Disclosures

Mutual funds are offered by prospectus only. Investors should consider the investment objective, risks,
charges, and expenses carefully before investing. The prospectus or summary prospectus, which contains
this and other important information, is available from your Financial Advisor and should be read
carefully before investing. The investment return and principal value of an investment will fluctuate, so
that an investor's shares, when redeemed, may be worth more or less than original cost.

Past performance does not guarantee future results. Diversification does not ensure against loss or guarantee profitability. Any transaction
that may involve the products, services and strategies referred to in this presentation will involve risks, and you could lose your entire
investment or incur substantial loss. The products, services and strategies referred to herein may not be suitable for all investors. While
further diversifying a portfolio with alternative investments can help to reduce risk, this asset class can include higher fees, greater volatility,
higher credit risk, can be more complicated, less transparent, less liquid, less tax friendly, may disappoint in strong up markets and may not
diversify risk in extreme down markets. The principal value of target date funds is not guaranteed at any time, including at the target date.
You should consult with your Financial Advisor prior to engaging in any transaction described in this communication.

1Graph of the Dow Jones Industrial Average from 12/1896 through 12/2013. (per my eatlier comment—this s/b updated and sourced through
2014)

Source: Bloomberg 01/2014.

The Dow Jones Industrial Average, like most indices, is unmanaged and unavailable for

direct investment. Returns do not reflect any dividends, management fees, transaction costs or expenses.

The Dow Jones Industrial Average is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange and the Nasdagq.

Products and services offered through Robert W. Baird & Co. Incorporated
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