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You Can BeginYou Can Begin 
Building Wealth 
Right AwayRight Away

With a little bit of thought, minimal 
effort  and admittedly some 
discipline, you can begin building 
personal wealth right away after 
graduating from college and during 

Just after graduation from 
college and in your early 
career years, you have 

g g g g
your early career years.  This 
document highlights the major 
concepts you’ll need to begin 
building wealth.  Topics include 
earning saving and investing

exciting opportunities to 
begin building personal 
wealth right away.

earning, saving and investing.
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Steps toSteps to
Building Wealth

The key steps to building wealth early in your career are 1) increasing your 
human capital by making yourself more valuable to people that hire you, 2) 
controlling your living costs to allow you to save and convert more of your 
human capital to investment capital, 3) starting early with a solid saving and 
investing plan to allow the power of compounding to grow your savings g p p p g g y g
exponentially and 4) maximizing the growth of your savings by using tax 
advantaged accounts and good fundamental investing practices.
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Staying Organized Just as staying organized is and credit card statements, financial Staying Organized important for success in school, 
staying organized is important in 
preparing to build wealth.

Many if not most financial matters 
are time sensiti e Pa ing the

aid and student loan information, 
insurance policies, receipts and 
warranties, tax-related documents 
and investment account statements 
(including from employer-sponsored 

are time sensitive.  Paying the 
monthly rent, making the car 
payment, filing your tax return before  
April 15 and enrolling in employee-
benefits programs during the open 

( g p y p
retirement plans such as 401(k) 
plans).

Confirm your U.S. postal 
mail is following you toenrollment period are all examples of 

financial issues with timing 
considerations.  Use an agenda 
book, smart phone calendar, 
financial software or some other 

mail is following you to 
your post-college address 
to ensure you are receiving 
important documents and 

scheduling system you’re 
comfortable with to meet your 
financial deadlines.

Stay organized by using a filebox, file 
cabinet or other storage to keep your

learning about critical 
deadlines.
Switching to email delivery can be 
helpful for regular bills andcabinet or other storage to keep your 

important documents sorted, filed 
and at hand for easy reference. 
Important documents include bank  

helpful for regular bills and 
statements.  However, in our 
increasingly cluttered electronic lives, 
paper can serve as a visible reminder 
to attend to your finances.
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Banking Basics The financial institution you’ll With a checking account, you’ll pay Banking Basics probably have the most interaction 
with is your bank.  You will deposit  
your paychecks, pay your bills and 
save what’s left over in your bank.

Deposits in o r bank acco nt are

bills and make purchases either by 
writing a check, using a debit card or 
initiating an electronic funds transfer 
(EFT).  All of these methods are 
instructions to your bank to direct 

Deposits in your bank account are 
insured by the Federal Deposit 
Insurance Corporation (FDIC). The 
standard insurance amount is 
$250,000 per depositor, per insured 

y
funds from your account to a third 
party.  With checks and EFTs there is 
usually a delay in payment whereas 
with debit cards transactions are 
completed almost immediately

bank, for each account ownership 
category.  The FDIC was established 
in 1933 to prevent a repeat of losses 
incurred during the Great Depression 
when banks were unable to return 

completed almost immediately.

Because it’s time consuming to 
change banks, it’s important to shop 
for a bank that meets your needs. 
You’ll want to consider the various 

Since 1933 no bank 
depositor has ever 

the funds deposited in them.  Since 
1933 no depositor has ever lost a 
single penny of FDIC insured funds.

Banks offer checking accounts and 
savings accounts Checking

account features offered and fees.  
For example:  Is a minimum balance 
required to eliminate fees?  Is the 
bank’s branch network convenient for 
me?  Are the bank’s automated teller 

lost a single penny of 
FDIC insured funds

Savings accounts are 
limited to 6 savings accounts.  Checking 

accounts are intended to be 
transactional accounts and allow 
large numbers of transactions per 
month.  Savings accounts are 
i d d b l i

machines (ATMs) widely available 
including locations throughout the 
U.S. and even internationally?  Are 
online banking and electronic bill pay 
services offered? Many people do

limited to 6 
transactions per 
month

Keep some cash on 
intended to be low transaction 
accounts used to accumulate funds.  
Regulation D generally limits the 
number of transactions per month in 
savings accounts to six.

services offered?  Many people do 
more banking online now than in 
person so a well-designed web 
interface can be particularly 
important.

hand for emergencies 
and when traveling in 
case your ATM or 
credit cards stop 
working
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Information SecurityInformation Security

Identity theft is a real and growing 
problem.  During 2012, 16.6 million 
people 16 or older (or about 7%) 
were victims of identity theft in the 
U.S.  Between 15% and 17% of 

So take steps to protect your 
financial information.  If you’ve got 
documents you don’t need, shred 
them.  Reputable financial institutions 
will never ask for your personal 

Between 15% and 
17% of people in 
the U.S. aged 25 to 
64 have 

people in the U.S. aged 25 to 64 
have experienced identity theft 
during their lifetime.  And direct and 
indirect losses from identity theft 
totaled $24 7 billion in 2012

y p
identification number (PIN) or 
password over the phone or online.  
Ask for a callback number if you’re 
not sure or call back using the 
customer service number on your

experienced identity 
theft during their 
lifetime

totaled $24.7 billion in 2012.

Resolving problems from identify 
theft can be time consuming, 
sometimes taking months to a year 
or more. 

customer service number on your 
statement or card.  Beware of email 
scams including high-quality 
counterfeit emails from name-brand 
banks.  Carefully review your 
statements for suspicious charges
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Developing GoodDeveloping Good 
Habits Early

Building wealth is simple 
but it’s not always easy.  
Our behaviors and how 

they can be a challenge.  We don’t 
always want to save money each 
month to pay off debt or to invest.  
We experience that reduction in 
spending as a loss.  And it does not 

we act are as important as  
what we know.

There is nothing conceptually difficult

p g
feel good.

Developing good habits early makes 
it easier to consistently take wealth 
building actions in our daily lives. A 

dil i h
There is nothing conceptually difficult 
in building wealth.  The basic steps 
are earn, save and invest.  There is 
nothing complicated about that.  
However while the steps are 
conceptually simple behaviorally

steadily growing net worth can 
provide the positive reinforcement we 
need to keep us on track.  Small 
changes in our behaviors can have a 
profound impact over our lifetime. 
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Human Capital and Human capital is your ability to earn and save money, which diminishes over Human Capital and 
Financial Capital

time.  Financial capital is your total saved assets.  As you work and earn, your 
total financial assets increase while your human capital declines with fewer 
years left to work.  During your working years, you continuously convert 
human capital to financial capital for use during your non-working years.  
Increasing your human capital can result in your having more financial capital.g y p y g p

Retirement Date

Financial Capital
Your total saved assets

Human Capital
Your ability to earn and
save money which reduces
over time

65Age 25 45 85 100
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Increase YourIncrease Your 
Human Capital

Increase your human capital by making yourself more valuable to the people 
that hire or do business with you.  That certainly includes becoming proficient 
at your assigned duties.  Even better is to work toward being the go-to expert 
within your team, in your company or industry-wide.  Take classes in your field 
and keep up with current research.  Meet thought leaders in your industry and 

Become a recognized 
expert in your field

Read  books on p p g y y
study their ideas.  Consider writing articles or blog posts and speaking at 
conferences to become a recognized expert in your field.

In addition to technical expertise, learn interpersonal skills and other 
intangibles which are vitally important to success in modern organizations.  
C id ki l d hi l i i di i f

entrepreneurship and 
creative thinking

Take a leadership or 
sales training course Consider taking a leadership or sales training course, or reading a series of 

books on entrepreneurship or creative thinking.

You probably don’t have an agent representing you like a sports star or 
celebrity.  Cultivate relationships with recruiters, former colleagues, 
entrepreneurs and venture capitalists to hear about new opportunities

sales training course
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Maximize Employer Monetize your human capital by (ESPP).  ESPPs allow employees to Maximize Employer 
Provided Benefits

taking full advantage of features in 
your compensation package.  
Employee benefits packages can be 
hard to understand and are often 
overlooked when evaluating a job 

buy company stock at a discount 
from the market price.  A 15% 
discount is common.  If you sell the 
stock immediately after purchase, 
you lock in a risk-free return of over g j

offer.  Competition for top talent 
yields potentially lucrative yet often 
complex compensation packages.  
Restricted stock units, non-qualified 
stock options incentive stock

y
15% on your investment.

You may be lucky enough to work for 
a firm that offers a 401(k) plan with 
employer matching contributions. 

stock options, incentive stock 
options, employee stock purchase 
plans, 401(k) retirement plans, group 
insurance plans and flexible 
spending benefit plans all require 
study and attention

With matching contributions, the 
company contributes an amount 
equal to the amount you contribute 
to the plan, up to a certain 
percentage of your total salary.  

study and attention.

Two often over-looked 
employee benefits are 
Employee Stock Purchase

Matching contributions up to 3% of 
salary are common when offered.  
Matching contributions are “free 
money” and you should contribute to 
your 401(k) plan up to the amount Employee Stock Purchase 

Plan (ESPP) and 401(k) 
Plan with company 
matching contributions.

y ( ) p p
your budget allows in order to 
receive a matching contribution.

Free online guide to equity
If you work for a publicly-traded 
company, particularly in the 
technology industries, there’s a good 
chance the company will offer an 
employee stock purchase plan

Free online guide to equity 
compensation (options, restricted 
stock units) and tax issues:

http://fairmark.com/execcomp/index.htm
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Minimize TaxesMinimize Taxes

Taxes abound in our 
economy.  Here’s a list of 
taxes you’ll encounter:

Taxes reduce the amount of income 
you have available to save and invest 
thereby decreasing your ability to 
accumulate financial assets.

Tax planning involves using legal and
• Income Tax

+ Federal and State
• Payroll Tax

+ Social Security
M di

Tax planning involves using legal and 
well-accepted methods to minimize 
and delay the taxes you pay.  
Minimizing taxes allows you to 
maximize the money you have 

il bl d i+ Medicare
+ Disability

• Capital Gains Tax
• Property Tax
• Sales and Use Tax

available to save and invest.
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Income TaxIncome Tax 
Compliance

United States citizens are required to 
pay income tax on their total 
worldwide income.  Most states in 
the U.S. also require residents to pay 
income tax Each year taxpayers

on a tax return form.  Separate tax 
returns are filed for federal and state 
taxes.  A U.S. federal income tax 
return is filed on Form 1040.  
Personal tax returns are due April 15

Gross Income

(Less Adjustments)

Adjusted Gross Income income tax.  Each year, taxpayers 
are required to calculate the amount 
of tax owed, and report their income 
and tax owed to tax authorities.  The 
U.S. tax authority is the Internal 
R S i (IRS) St t ith

Personal tax returns are due April 15.

Taxable income includes salary 
income, investment gains, rental 
income, certain employee benefits 
and others Deductions reduce your

j

(Less Deductions)

(Less Exemptions)
Revenue Service (IRS).  States with 
an income tax have a separate tax 
authority.  The tax authority in 
California is the Franchise Tax Board.

and others.  Deductions reduce your 
taxable income resulting in less tax 
owed. Common deductions include 
mortgage interest, property tax and 
charitable contributions.  A simplified 

Taxable Income

x Tax Rate

Tax Owed
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Income Tax Rates The U.S. income tax is a progressive For example, a single person earning Income Tax Rates tax system in which you pay more 
tax as your taxable income 
increases.  U.S. income tax rates 
vary by income bracket.  Many 
recent graduates find themselves in 

$50,000 per year of taxable income 
(income after exemptions and 
deductions) would pay 10% tax on 
the first $8,925 of income, 15% tax 
on the next $27,324 of income and g

the 25% tax bracket. The chart 
below shows U.S. income tax 
brackets for 2013.

$ ,
25% tax on income over $36,250 for 
a total tax of $8,415, which is equal 
to an average tax rate of 16.8%

2013 Brackets Married Filing Jointly Single

10% $0 $17 850 $0 $8 925

State income tax 
rates vary by state 10% $0 - $17,850 $0 - $8,925

15% $17,851 - $72,500 $8,926 - $36,250 

25% $72,501 - $146,400 $36,251 - $87,850 

rates vary by state

California has the 
highest top income 
tax bracket at 13.3%

28% $146,401 - $223,050 $87,851 - $183,250 

33% $223,051 - $398,350 $183,251 - $398,350 

35% $398,351 - $450,000 $398,351 - $400,000

Seven states have no 
income tax including 
Alaska, Florida, 
Nevada, Texas, South 

39.6% $450,001 + $400,001 +Dakota, Washington 
and Wyoming
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Income TaxIncome Tax 
Compliance
(continued)(continued)

The U.S. income tax system is a pay-as-you-go system.  Taxes can be paid 
through payroll withholdings or by making periodic estimated tax payments.  
There are penalties for not paying enough income tax throughout year.

Most people have income taxes withheld from their paychecks each pay 
period At the end of the year they calculate how much tax they owe and

Adjusting your 
paycheck 
withholdings helps 
you avoid large tax period.  At the end of the year they calculate how much tax they owe and 

determine whether enough tax was withheld during the year.  If too much tax 
was withheld, they are due a tax refund.  If too little tax was withheld, they 
owe additional tax.  Adjusting your paycheck withholdings ensures you won’t 
receive a large tax refund or have a large tax bill when you file your tax returns.  
B l f h ill h l l l h k

y g
refunds or tax bills

Below are free resources that will help you to calculate your paycheck 
withholdings and prepare your income tax returns:

http://www.irs.gov/Individuals/IRS-Withholding-Calculator 
http://www.irs.gov/uac/Free-File:-Do-Your-Federal-Taxes-for-Free
https://turbotax intuit com/personal-taxes/online/free-edition jsp
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Importance of For the first time in human This dramatic change in retirement Importance of 
Saving

For the first time in human 
history, mass populations 
of people finishing their 
careers will be retired for 

longevity comes at a time when 
corporate pension plans in the U.S. 
(which offered guaranteed retirement 
income) are a distant memory.

And the go ernment benefits mannearly as long as they 
worked.
Why is saving and investing so 
important? One reason is that due to

And the government benefits many 
people expect to receive in 
retirement are at risk.  The U.S. is 
carrying a $17 trillion debt, which is 
equivalent to about $53,000 for every 

important?  One reason is that due to 
advances in medicine, we’re living 
longer and healthier lives.  
Retirement periods of 20 to 30 years 
are becoming commonplace.  That’s 
the good news

person living in the U.S.  Retirement 
programs including Social Security 
and Medicare are nearly insolvent 
and will not be able to meet their 
commitments without modification. 

the good news.

The bad news is that many soon-to-
be-retirees and the generations that 
follow are not adequately prepared 
or preparing to support themselves 

Each of us individually must save and 
invest for our later years in which we 
choose not to, or cannot, work.  In 
economist-speak, engaging in the 
saving process will balance our

g
with no employment income for 20 to 
30 years.  It takes a lot of financial 
assets to live without employment 
income for such a long time.

saving process will balance our 
current and future consumption.  In 
other words, saving and investing 
now is taking care of the future you.
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Power ofPower of 
Compounding

$1,200,000

$1,000,000

$800,000
Amount due to 
compounding

Amount invested

Starting to save early coupled with 
the power of compounding make   
it easier to accumulating savings 
equal to 30-years worth of living 

$600,000

expenses

For example, let’s say you save 
$300 each month and invest it at  

$200 000

$400,000
8% annually.  After 10 years, 
you’ve saved $36,000, which has 
grown to $54,884.  After 40 years, 
you‘ve saved $144,000, which has 
grown to $1.047,302, nearly 10 

$0

$200,000
g , , y
times the invested amount.  This 
is the power of compounding and 
the exponential growth of money.

20|
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Building a Saving $3,600 per year as in the When you actively manage needs, Building a
Spending Plan

compounding example, or any other 
amount, can be a challenge in our 
early working years.  To save, you 
need to control costs.  Just like the 
chief financial officer where you 

you reduce unnecessary costs.  
Unnecessary expenses tend to build 
up over time and it takes effort to 
keep them in check.

For e ample o can probabl
y

work, you will need to create a 
personal spending plan and monitor 
your costs compared to your plan.  
Your spending plan should include a 
manageable monthly savings amount

For example, you can probably 
reduce your costs in one of three 
areas right now:  mobile phone, 
online services and auto insurance.  
Can you switch to a lower cost data 

manageable monthly savings amount 

Controlling costs is not 
about depravation.  It’s 
about understanding the 

plan for your mobile phone which fits 
your current usage better?  Are there 
online services you are billed for each 
month which you never use?  When 
was the last time you (or your g

difference between needs 
and wants, and 
prioritizing.

parents) shopped your automobile 
insurance among several auto 
insurance companies to find a better 
deal?

A sample spending plan (sometimes

Avoid large 
purchases 
immediately after 
graduation until 

You can indulge your wants, but only  
up to the point they start to interfere 
with your savings goal.  For example, 
can you have a cup of coffee at 
home one morning a week and

A sample spending plan (sometimes 
also known as a budget) is shown on 
the following pages.

g
you’re familiar with 
your cash flow needs 
and timing

Quicken and Mint are home one morning a week and 
forego a Starbucks run in order to 
meet your savings goal?  

Quicken and Mint are 
good resources for 
budgeting and 
organizing your 
financial accounts
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Spending Plan This first part of this spending plan here are common, your categories Spending Plan shows after-tax income available for 
spending.  Notice that taxes reduce 
income by about 36% in this sample 
plan.  Though the categories used

may be different.  This spending plan 
includes both planned and actual 
amounts to help you monitor 
differences from what you expected.

Monthly Monthly Annual Annual
C Pl A l Pl A l

Saving 10% of 
your annual Category Plan Actual Plan Actual

Salary $5,417 $5,417 $65,000 $65,000 
Bonus               271              271           3,250           3,250 
Gross income 5 688 5 688 68 250 68 250

your annual 
income is a good 
starting goal.  
Contributing to a 
group retirement 
plan such as a Gross income            5,688           5,688         68,250         68,250 

Pre-tax payroll deductions:
Company 401(k) plan  (10% of salary)               542               542            6,500           6,500 
Health insurance                 50                50              600              600 

plan such as a 
401(k) plan 
reduces your 
taxable income

Total pre-tax deductions               592              592           7,100           7,100 

Taxable income            5,096           5,096         61,150         61,150 

Federal income tax (25% bracket) 717 717 8 607 8 607Federal income tax (25% bracket)               717              717           8,607           8,607 
California income tax (9.3% bracket)               238               238            2,853           2,853 
Payroll taxes (8.65%)               492              492           5,904           5,904 

Total taxes            1,447            1,447          17,364         17,364 
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Spending Plan This second part of this spending The amounts in each category are Spending Plan plan shows spending amounts by 
category.  These categories are 
common, but you can use other 
categories to fit your situation.

not as important as the total.  The 
amounts reflect your spending 
choices.  Total spending should be 
about equal to your take home pay.

Limiting rent to 
33% of your

Monthly Monthly Annual Annual
C Pl A l Pl A l33% of your 

income is 
considered a 
good rule of 
thumb.  Certain 
expensive areas

Category Plan Actual Plan Actual

Expenses:  
 Groceries/Dining Out  $250 $262 $3,000 $3,144 
Transportation (Fuel) 300 292 3 600 3 504expensive areas 

of the country 
such as San 
Francisco and 
New York make 
that a challenge.

Transportation (Fuel)                300              292           3,600           3,504 
 Car Payment and Insurance                450               450            5,400           5,400 
 Student Loan Payment                100               100            1,200           1,200 
 Rent (33% of salary)            1,806            1,750          21,666         21,000 
 Utilities                 40                 42               480              504 
Renter's Insurance                  10                10              120              120 
 Medical Expenses                  50                 74               600              888 
 Clothing/Shopping                100               154            1,200           1,848 
 Entertainment                  80                 82               960              984 
Cash Savings 200 200 2 400 2 400Cash Savings                200              200           2,400           2,400 
 Mobile Phone                100               102            1,200           1,224 
Miscellaneous                 150              123           1,800           1,476 

$3,636 $3,641 $43,626 $43,692 
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Using Credit CardsUsing Credit Cards

DISCOVERVISAVISA MasterCard

Unfortunately, credit cards come with 
high interest rates and your balance 
can grow quickly out of control.  
Borrowing money using your credit 
card is the most expensive way to

It’s a good idea to have two credit 
cards in case one stops working or is 
temporarily blocked by the credit 
card company, potentially due to a 
suspected identity theft

Credit cards can be convenient for 
purchasing items you might 
otherwise buy with a debit card or by 
writing a check.  As long as you pay 
off your balance each month there is card is the most expensive way to 

borrow and is best avoided.  It’s 
better to save up for big purchases.

When reviewing your credit card 
statement each month be aware of

suspected identity theft.

There are a variety of perks and 
discounts available with credit cards.  
Some credit cards offer airline miles.  
Some offer cash back on purchases

off your balance each month, there is 
no interest charge.  This is a good 
use of credit cards and can help you 
build credit.

Another use of credit cards is to statement each month, be aware of 
the payment due date, minimum 
payment required, outstanding 
balance, finance charge, interest rate 
and your available credit.

Some offer cash back on purchases. 
Shop for a card with low annual fees, 
low interest rates (if you plan to carry 
a balance) and a loyalty program that 
provides discounts on items you 

Another use of credit cards is to 
finance large purchases over time.  In 
this case you won’t be able to pay off 
the balance and you will incur 
interest charges.

24|
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Credit Score Your credit score are produced from software Credit Score Your credit score 
influences the amount of 
credit available to you and 
its finance terms.

developed by FICO (Fair Isaac and 
Company). 

FICO credit scores range from 300 to 
850. Scores over 700 are generally 
considered good FICO Scores are

For example, a higher credit score 
may qualify you for a lower interest 
rate on a new car loan.  Maintaining 
a good credit score is an important 
part of your financial health

considered good.  FICO Scores are 
calculated using a mathematical 
equation that evaluates five 
categories of information from your 
credit report.  By comparing this 

part of your financial health.

Your credit score is typically included 
on your credit report.  A credit report 
includes information on where you 
live, how you pay your bills, and 

information to the patterns in 
hundreds of thousands of past credit 
reports, the FICO Score estimates 
your level of future credit risk.

The five categories and approximate

Each of the nationwide credit 
reporting companies —
Equifax, Experian, and 
TransUnion — is required to 

id ith f
y y y

whether you’ve been sued or have 
filed for bankruptcy. Nationwide 
credit reporting companies sell the 
information in your report to 
creditors, insurers, rental/leasing

The five categories and approximate 
weighting in the FICO Score 
calculation are:  payment history 
(35%), amounts owed (30%), length 
of credit history (15%), new credit 
(10%) and types of credit (10%)

provide you with a free copy 
of your credit report, at your 
request, once every 12 
months.  It’s a good idea to 
review your credit report, creditors, insurers, rental/leasing 

agents, employers and other 
businesses that use it to evaluate 
your applications for credit.

A credit score is a single number on 

(10%) and types of credit (10%).

The importance of any one factor in 
your credit score calculation depends 
on the overall information in your 
credit report.  Therefore, it’s 

e e you c ed epo ,
particularly before seeking a 
car loan, applying for a job or 
renting a new place to live.

your credit report that summarizes 
your credit risk.  Credit scores are 
often called “FICO Scores” because 
most credit scores used in the U.S. 

p ,
impossible to measure the exact 
impact of a single factor in how your 
credit score is calculated without 
looking at your entire report.
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Reducing DebtReducing Debt

For example, if you have credit card 
debt with a 21% annual interest rate, 
a car loan at 2.9% per year and a 
student loan at 6.4% annual interest 
rate you would pay off the credit

Be aware of the tax consequences of 
paying off your loans.  Mortgage 
interest is tax deductible.  Personal 
interest is not.  Personal interest 
includes interest on credit card debt

Generally you should pay 
off your debt before you 
begin to invest.  Pay off 
l i h h hi h rate, you would pay off the credit 

card first, followed by the student 
loan and leave the car loan for last.

Of course you must continue to 
make the required minimum

includes interest on credit card debt, 
car loans and loans from family 
members.  When deciding which 
loans to pay off first, you may need 
to calculate the after-tax interest rate 
( hi h ill b l f l ith

loans with the highest 
interest rate first, then the 
next highest, and so on.

make the required minimum 
payments on each of your loans.  
Any additional payments you make 
toward reducing your principal 
balances should be made according 

(which will be lower for loans with 
deductible interest) to compare 
interest rates correctly.  Student loan 
interest is tax deductible subject to 
income limits.
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Choosing the Right Once you begin saving, you’ll need employer’s retirement plan, Choosing the Right 
Account Types

to consider where to put your money;  
what financial institutions and what 
account types.

After your debts are retired, building 
an emergenc f nd is o r ne t

commonly a 401(k) plan. With these 
plans you make pre-tax contributions 
which reduce your taxable income.  
Your contributions grow tax free until 
you take a distribution at age 59 ½ or 

an emergency fund is your next 
priority.  Your emergency fund should 
be large enough to cover a minimum 
of three to six months’ living 
expenses.  This prepares you for a 

y g
older, at which time you pay tax at 
your ordinary income tax rate.  The 
maximum employee contribution to a 
401(k) plan for 2014 is $17,500.

potential period of unemployment or 
an unexpected major expense.  You 
can keep your emergency fund in a 
bank account or brokerage account.

If saving for a car or home down

After you have contributed the 
maximum amount to your employer’s 
retirement plan, the next place to 
save is a Roth Individual Retirement 
Account (Roth IRA).  With a Roth IRA If saving for a car or home down 

payment is your goal, you will need 
access to those funds before 
retirement.  Therefore you cannot use 
a retirement account to save for 
those goals Instead you will save to

account, you make after-tax 
contributions which grow tax free 
until you withdraw funds at age 59 ½ 
or older, at which time you pay no tax 
on the distribution.  The maximum those goals.  Instead you will save to 

a bank account or non-qualified 
brokerage account (i.e., not a 
retirement account).  For a short-
term goal, these funds should remain 
i h f h b d

Roth IRA contribution for 2014 is 
$5,500.

If you have extra savings after 
maxing-out your employer’s 401(k) 

l d R h IRA illin cash or a safe, short-term bond 
mutual fund.

If saving for retirement is your goal, 
you will first take advantage of your

plan and a Roth IRA account, you will 
continue saving to a taxable 
brokerage account. In a brokerage 
account, you will have a wide variety 
of investment options.
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Investment BasicsInvestment Basics

The most basic elements of an 
investment portfolio are stocks, 
bonds and cash.

With stock, you own a portion of a 
corporation You have a claim on the

your investment to you.  Like stocks, 
bonds are bought and sold by 
investors in secondary markets.

Stocks and bonds can be purchased 
directly and they can be purchasedcorporation.  You have a claim on the 

future cash flows (dividends) of the 
corporation and you own part of its 
assets.  The stock of publicly-traded 
companies is bought and sold by 
i k h

directly, and they can be purchased 
in the form of mutual funds or 
exchange traded funds (ETFs).  
Mutual funds and ETFs are 
investment vehicles made up of a 

l f f d ll d finvestors on stock exchanges.

A bond is a loan to a company or a 
government.  You lend money by 
purchasing a bond and the borrower 
makes interest payments for a period

pool of funds collected from many 
investors for the purpose of investing 
in the stocks or bonds of a large 
number of companies.  Mutual funds 
and ETFs are bought and sold on 

29|

makes interest payments for a period 
of time until the borrower returns public securities exchanges. 



Investment BasicsInvestment Basics
(continued)

Return is related to risk
The major investment categories 
(stocks, bonds and cash) can be 
further divided into sub-categories 
called asset classes.  Asset classes 
include large stocks, small stocks, 

The amount of money an investment 
or portfolio earns is called its return. 
Return is defined as the sum of 
interest income, dividend income, 
realized capital gain (upon sale) and 

Return is related to risk.  
Generally, the more risk the 
greater the return. 

Asset classes can be ranked g , ,
international stocks, emerging 
markets stocks, real estate, 
government bonds, corporate bonds 
and others.  Each asset class has 
unique investment characteristics

p g ( p )
unrealized gain (while unsold).

The risk of an investment is 
commonly described by it’s volatility 
or fluctuation in price over time.  Risk 
i i ll d d d

in order of highest return (and 
highest risk) to lowest return 
(and lowest risk) as below

Small stocks (highest) unique investment characteristics 
and behaves differently during 
different economic conditions.  In an 
investment portfolio, an asset class 
could be represented by a single 
mutual fund or by a portfolio of

is typically measured as standard 
deviation around return.

Before describing how to build 
investment portfolios, it’s helpful to 
review historical returns and risk for

Small stocks (highest)
International stocks
Large stocks
Corporate bonds
Government bonds
C h lt ti (l t)
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mutual fund or by a portfolio of 
individual stocks or bonds.

review historical returns and risk for 
various asset classes.

Cash alternatives (lowest)



Historical This graph illustrates the hypothetical growth of inflation and a $1 investment Historical 
Performance

in four traditional asset classes over the time period January 1, 1926, through 
December 31, 2013.  Large and small stocks have provided the highest 
returns and largest increase in wealth over the past 88 years. However, the 
higher returns achieved by stocks are associated with much greater risk, 
which can be seen in the volatility or fluctuation of the graph lines. y g p
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31|Small stocks in this example are represented by the Ibbotson® Small Company Stock Index. Large stocks are represented by the Standard & Poor’s 90 Index from 1926 through 
February 1957 and the S&P 500® Index thereafter, which is an unmanaged group of securities and considered to be representative of the U.S. stock market in general. 
Government bonds are represented by the 20-year U.S. government bond, Treasury bills by the 30-day U.S. Treasury bill, and inflation by the Consumer Price Index. Underlying 
data is from the Stocks, Bonds, Bills, and Inflation® (SBBI®) Yearbook, by Roger G. Ibbotson and Rex Sinquefield, updated annually.



Asset AllocationAsset Allocation

BondsStocks

Asset allocation is the process of 
combining asset classes such as 
stocks, bonds, and cash in a 
investment portfolio in order to 

i ’ l

Asset allocation is the most 
important factor affecting a broadly 
diversified portfolio's performance.

Stocks
meet an investor’s goals

diversified portfolio s performance.  
Market timing and individual security 
selection are far less important in 
determining performance.  In building 
an investment portfolio, focus on 
asset allocation first

Cash
asset allocation first.
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Optimal Portfolios Asset classes can be combined to every possible combination of assets Optimal Portfolios create an optimal portfolio. An 
optimal portfolio is simply the mix of 
assets that maximizes portfolio 
return at a given risk level.  The 
curved line in this diagram represents

that maximizes return at each level of 
portfolio risk and minimizes risk at 
each level of portfolio return. Ideally, 
your asset allocation will be optimal 
and will fall on or close to this line.g p

Same Risk,
More Return

Expected
Return

Sub-Optimal
Portfolio

Same Return,
Less Risk

Risk
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Sample Asset This schedule shows sample asset estimated based on historical data.  Sample Asset 
Allocations

allocations for several optimal 
portfolios prepared in 2012.  The 
expected (forecast) return and risk 
(standard deviation) for each asset 
class are listed along with the asset 

Portfolios range from moderate risk 
holding 50% stock and 50% bonds 
(50/50) to aggressive with 90% stock 
and 10% bonds (90/10).  The 
portfolio expected return and g

class weighting in each portfolio.  
Return and standard deviation were

p p
standard deviation are listed at the 
bottom of the schedule.

Forecast Standard
Asset Class Return Deviation 50/50 60/40 70/30 80/20 90/10

Intermediate-Term Govt. Bonds 4.40% 6.00% 25.00% 20.00% 15.00% 10.00% 5.00%
Corporate Bonds 6.00% 8.00% 25.00% 20.00% 15.00% 10.00% 5.00%
Large Value Stocks 8.50% 16.00% 10.93% 13.12% 15.18% 17.25% 19.31%
Large Growth Stocks 8.25% 19.00% 6.19% 7.43% 8.60% 9.77% 10.94%
MidCap Stocks 8.75% 18.00% 4.06% 4.87% 5.64% 6.40% 7.17%
Small Value Stocks 9.00% 19.75% 6.71% 8.05% 9.32% 10.59% 11.85%
Small Growth Stocks 9.45% 23.75% 1.36% 1.63% 1.89% 2.14% 2.40%
Real Estate 8.75% 22.25% 3.50% 4.00% 5.00% 6.00% 7.00%
Futures/Commodities 7.75% 29.75% 1.50% 2.00% 2.50% 3.00% 3.50%
International Stocks 8.75% 20.25% 11.25% 13.50% 15.62% 17.75% 19.88%
Emerging Markets 10.50% 40.50% 4.50% 5.40% 6.25% 7.10% 7.95%

100.00% 100.00% 100.00% 100.00% 100.00%

Portfolio Return 7.01% 7.37% 7.72% 8.08% 8.44%
Portfolio Standard Deviation 9.35% 10.78% 12.31% 13.91% 15.57%
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Asset AllocationAsset Allocation
Resources

Asset allocations and optimal portfolios are generally designed by professional 
investment managers.  There are a number of resources available as books 
and on the Internet to help you create or select an asset allocation.  Many 
mutual fund companies and brokerage firms have asset allocation 
recommendations on their websites.  Here are a few suggestions for books gg
written by investment managers and financial advisors that cover asset 
allocation and provide samples:

Unconventional Success, A Fundamental Approach to Personal Investment, 
David F. Swensen

The Intelligent Asset Allocator, William J. Bernstein

Asset Allocation, Roger C. Gibson
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Investment After deciding on an asset allocation, either mutual fund or ETF format are Investment 
Selection

the next step in building an 
investment portfolio is to pick the 
specific investments to represent 
each asset class.  Index funds in

low cost and tax efficient, making 
them a good choice.  The iShares
and Vanguard product families are 
used in the samples below.

Asset Class iShares ETF (Ticker) Vanguard Mutual Fund (Ticker)

www.ishares.com www.vanguard.com

Intermediate-Term Govt. Bonds iShares 3-7 Year Treasury Bond (IEI) Vanguard Inter.-Term Treasury (VFITX)

Corporate Bonds iShares Intermediate Credit Bond (CIU) Vanguard Inter.-Term Investment Grade (VFICX)

Large Value Stocks iShares Russell 1000 Value (IWD) Vanguard Value Index (VIVAX)

Large Growth Stocks iShares Russell 1000 Growth (IWF) Vanguard Growth Index (VIGRX)

MidCap Stocks iShares Russell Midcap (IWR) Vanguard Mid-Cap Index (VIMSX)

Small Value Stocks iShares Russell 2000 Value (IWN) Vanguard Small-Cap Value Index (VISVX)

Small Growth Stocks iShares Russell 2000 Growth (IWO) Vanguard Small-Cap Growth Index (VISGX)

Real Estate iShares Cohen & Steers Realty Majors (ICF) Vanguard REIT Index (VGSIX)

Future/Commodities iShares DJ-UBS Select Roll Commodity (CMDT) PIMCO Commodity Real Return (PCRIX)Future/Commodities iShares DJ UBS Select Roll Commodity (CMDT) PIMCO Commodity Real Return (PCRIX)

Emerging Markets Stocks iShares Core MSCI Emerging Markets (IEMG) Vanguard Emerging Markets Stock Index (VEIEX)

International Stocks iShares Core MSCI EAFE (IEFA) Vanguard Pacific Stock Index (VPACX) (50%)

Vanguard European Stock Index (VEURX) (50%)
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Rebalancing 80%Rebalancing
73%70%

80%
Stock allocation

Bond allocation

Your finished portfolio will require

64% 65%

55%

60%

Your finished portfolio will require 
maintenance.  Asset class components 
change in value over time. You will 
need to rebalance your portfolio at 
least annually to maintain your asset 
allocation.

50% 50%

45%
40%

50%
For example, the hypothetical portfolio 
at the right holds 50% stocks and 50% 
bonds. After 20 years, the stocks have 
increased in value to represent 73% of 
th tf li d th b d h

36% 35%

27%

30%

the portfolio and the bonds have 
remained fairly constant in value to 
represent 27% of the portfolio. The 
overall risk of the portfolio has 
increased because the portfolio is now 
holding more of the risky stocks

10%

20%

holding more of the risky stocks.

To reduce the risk of the portfolio and 
return the portfolio to the original asset 
allocation, you will rebalance the 
portfolio, selling stocks and buying 

0%

10%

1993 1998 2003 2008 2013

g y g
bonds until the portfolio is again 
comprised of 50% stocks and 50% 
bonds.  This same process is used in 
portfolios with more asset classes.
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Stocks: 50% large and 50% small stocks. Bonds: intermediate-term government bonds.


