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Lately, we have been blud-
geoned by the ýnancial press 
into believing that Americans 
actually borrowed last year 
at a rate exceeding their 
savings rate. Not so. Those 
statistics include just what 
people deposit in banks. 
Does anyone save in banks 
anymore? Itôs so 1970s.

Ken Fisher, a local money 
manager, points out in one 
of his e-mail solicitations 
that the U.S. savings rate is 
actually the highest in the 
world. The negative ñoffi-

cialò U.S. savings rate excludes most of what constitutes an 
increase in savings in this country. It excludes any contribu-
tions to retirement plans, any capital gains on stocks, any 
increase in home equity, any increase in value of a closely 
held business, you name it.

Savings statistics exclude so much wealth-building that they 
amount to nothing more than junk science. Fisherôs beautiful 
example would be Bill Gates. In the governmentôs eyes, Bill 
never saved a dime while he amassed more than $50 billion.

Foreign countries whose savings rates are supposedly 
greater than ours have ýnancial institutions that trap their 
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A healthy 401(k) account 
balance changes every-
thing.

Donôt look now, but if you 
check your account and 
compare it with what you 
had in January 2004, you 
should have at least 50 
percent more money.

A $100,000 account bal-
ance roughly 31/2 years 
ago should be about 
$150,000 by now.

A diversiýed mix of small cap, large cap value, foreign stock, 
bond and even a few specialty funds thrown in would have 
generated an annual rate of return of at least 12 percent. 
Throw in three years of annual 401(k) contributions for good 
measure, and youôre sure to be 50 percent ahead of where 
you were just a short while ago.

The smug sense of satisfaction we experience from the ethe-
real beauty of our 401(k) balances is priceless. The irony of 
the 401(k) phenomenon is that the total of $3 trillion we have 
all saved in these plans is never counted in the savings rate 
statistics we continually read about.

Rebalancing is the best 
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Proposed health care 
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The editors of the New York Timesô Sun-
day business section must have been 
reading this column for years. They ýnally 
deigned to write a column endorsing my 
constant drumbeat on the virtues of di-
versifying and rebalancing -- creating the 
ñpath of minimum regret,ò we call it. 

On May 6, Alex Tarquinio wrote what 
I consider a definitive work on the 
subject. He pointed out that a mix of 
Vanguardôs 500 index, small cap index 
and international index (in a 60 percent-
20 percent-20 percent mix) would have 
matched the March 2000 market high 
as early as November 2004. The 500 
index by itself would have taken two 
years longer, until October 2006. 

In my old booklet ñRoadmap to Riches,ò 
updated every few years, I have 
graphed the comparative results of 
(you guessed it) the 500 index, the 
small cap index and the foreign fund 
index. The path of minimum regret is a 
composite result of an equal investment 
in each fund. 

Investing equal amounts in these funds 
was just the start. Rebalancing once a 
year equalized the amount of money 
in each fund, taking chips off the table 
from winners and adding to losers. 

Why was this important? Because 
without rebalancing, and just letting 
sleeping dogs lie, the account balances 
for each investment developed, widely 
varying the amounts of money. 

The temptation to take from a loser and 
add to a winner under those circum-
stances is overwhelming for most of 
us. It explains why the average mutual 
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fund investor in the 1980s and ó90s av-
eraged only a 3 percent annual return, 
while the average fund was earning 16 
percent per year. 

On a spreadsheet, I assume an an-
nual 401(k) investment of $10,000 
beginning in 1988, deposited in equal 
amounts into the three investments. 
An unbalanced account would have 
had $137,000 in the index, $98,000 
in the small cap and $81,000 in the 
foreign fund. 

Any normal person about that time 
would have been slapping the side of 
their head and asking why they hadnôt 
put all their money in the 500 index. 
It was worth $60,000 more than the 
foreign fund after just 11 years. 

Taking that action, however, spells 
disaster. 

By comparison, the results of rebalanc-
ing would have generated $103,000 in 
the 500 index, $105,000 in the small cap 
and $110,000 in the index. Certainly less 
temptation to make a dumb move. 

It just so happens that by Dec. 31, 2006, 
both approaches (rebalanced versus the 
sleeping dogs) had very little difference 
in total value -- $547,000 for balanced 
and $542,000 for unbalanced. 

However, this similarity of ýnal results 
can be a result of two things. 

First, there is quite a bit of correlation 
between these three investment types. 
They are all invested in common stocks 
as opposed to bonds or other invest-
ment types such as real estate. 

Second, we just happen to be choosing 
a moment in which the planets happen 
to have lined up and produced similar 
results. The unbalanced approach just 
got lucky. 

In more elaborate models, using RE-
ITs (real estate investment trusts) and 
bonds, the rebalancing can create more 
dramatic results. 

My best example illustrates how rebal-
ancing between a tech fund and a S&P 
500 index can generate a $400,000 
advantage in 30 years on the same 
$10,000-per-year investment. 

The New York Times study, using a 
rebalance between a 50-50 mix of stock 
and bond index funds, would have in-
creased returns by 10 percent, i.e., a 
5 percent return would have increased 
to 5.5 percent. 

Rebalancing works most effectively 
when the types of investments used 
have the most widely differing perfor-
mance characteristics. 

ñInverse correlationò is what oils the 
workings of a rebalance strategy. In the 

(continued on page 6)

REBALANCING




