How to Prepare a Personal Investment Plan 

Investments: Before you Invest, you should be able to do the following:
· Recognize the Ten Principles of Successful Investing
1. Principle 1: Know Yourself
2. Principle 2: Understand Risk
3. Principle 3: Stay Diversified
4. Principle 4: Invest Low-Cost and Tax-Efficiently
5. Principle 5: Invest for the Long Run
6. Principle 6: Use Caution if You Are Investing in Individual Assets
7. Principle 7: Monitor Portfolio Performance Against Benchmarks
8. Principle 8: Do Not Waste Too Much Time and Energy Trying to Beat the Market
9. Principle 9: Invest Only with High-Quality, Licensed, Reputable People and Institutions
10. Principle 10: Develop a Good Investment Plan and Follow It Closely
· Understand the Risks and Benefits of the Major Asset Classes
· Understand the Risk and Return History of the Major Asset Classes
The most important financial-planning document you will prepare, besides your list of personal and family goals, is your investment plan. In finance terms, your investment plan is also known as your investment policy statement. An investment plan is important because it creates a framework for every investment activity in which you will participate. It states what you will invest in, how you will invest, why you will invest, what percentage of your money you will invest, and so on. In short, your investment plan significantly affects your investment returns. Write this plan well and then follow it carefully. An example of a good investment plan is found in the Learning Tools directory of this Web site under Learning Tool 5A: An Investment Plan Example.

Your investment plan is a detailed description of all the major components of your investment strategy. 
It will help you to do the following:

1. Represent yourself. It explains your personal investment characteristics, such as your risk tolerance and your personal constraints, and how those relate to your asset allocation and targets.

2. Articulate what you will and will not do. This plan clearly states what you will and will not invest in and how you will invest, and also includes investment guidelines that will help you invest your money wisely and achieve your goals.

3. Keep you from making rash or poor investment choices. This plan helps you to avoid mistakes that could have a major impact on your financial goals and your plans for retirement.

Your investment plan is divided into four separate categories:

1. Risk and return objectives

2. Investment guidelines and constraints

3. Investment policy

4. Portfolio monitoring, reevaluation, and rebalancing

1.Return and Risk Objectives

The first category of your investment plan is risk and return objectives. This category describes your expectations for returns on your investments. These expectations will, to a large extent, determine your asset-allocation decisions. In other words, these expectations will determine how you will distribute your investments among different asset classes. This category also addresses your expectations for risk and outlines how much risk you are willing to accept.

Expected returns: You should not invest without specific goals in mind. For your first goal, you should decide what return you expect your total portfolio to make over a specific time period. You cannot know with certainty what the actual returns will be before you invest. However, you can estimate an expected return, or a goal that you hope to achieve during a certain period of time (such as a week, a month, or a year). Be aware that your expected return will have a major impact on what your portfolio looks like.

· An expected annual return of 4 to 6 percent will likely be the result of a well-diversified, low-risk portfolio.

· An expected annual return of 8 to 10 percent will likely be the result of a well-diversified, moderate-risk portfolio.

· An expected annual return of 10 to 12 percent will likely be the result of a less-diversified, high-risk portfolio.

· An expected annual return that is greater than 12 percent will likely be the result of an undiversified, very high-risk portfolio that is heavily dependent on high-risk assets.
2. Investment Guidelines and Constraints

The second category of your investment plan is investment guidelines and constraints. 

Investment guidelines: Your investment guidelines are the road map for how you will invest over your lifetime. These guidelines and constraints explain the ways in which you will invest differently at different phases in your life. Young investors are typically concerned with accumulating and increasing wealth. As investors age, they become more concerned with preserving their investments and wealth. As investors retire, they become more concerned with having investments that can be used as a source of income, so income-producing assets become more important to them. The determination of which of these goals is important to you will depend on where you are in your financial life cycle. Generally, most individuals have three stages of their financial life cycle. Most investors who are younger than age fifty-five are in stage one, or capital accumulation and growth. Investors who are approaching retirement are typically in stage two, where the main goal is investment preservation, or maintaining the value of investments. Investors who have retired are typically in stage three, where their main concern is income generation, or utilizing the assets that have been saved to provide income during retirement. 

Your investment guidelines should provide you with a general road map for investing money at different stages of your financial life cycle. These guidelines should integrate all of your financial goals to give you a complete financial perspective.

Investment constraints: Once you have decided on your investment guidelines, you should identify your investment constraints. Investment constraints are constraining factors that you must take into account as you manage your portfolio. Your investment plan should address a number of important constraints: liquidity, investment horizon, tax considerations, and any special needs. 

· Liquidity 
· investment 
· Tax considerations 
· Special needs constraints : relate specifically to your family, your business, and other areas of life that are important to you. Do you have a child with a disability? This may impose specific requirements on your investment plan because you will likely need life insurance to provide funds for a disabled child in case of your death. Is a large part of your wealth tied up in your company? This imposes constraints such as the decision of how much you should invest in your company’s employee stock-ownership plans. You may have other special constraints that will influence your investment decisions. It is critical that you understand your special needs before you begin investing.
3. Investment Policy

Your investment plan also includes your investment policy, which is a written statement of what you will and will not invest in, how you will allocate your investments, and how you will distribute your assets. Your investment policy is divided into six sections:

· a. Acceptable and unacceptable asset classes
· b. Investment benchmarks
· c. Asset allocation
· d. Investment strategy
· e. Funding strategy
· f. New investment strategy
A. Acceptable and unacceptable asset classes: 
In this section of your, you state which asset classes you will and will not invest in. It is important that you decide which assets you will invest in before you begin investing so that others will not be able to convince you to invest in asset classes that are not suitable for you at your stage in the financial life cycle.
b. Investment benchmarks

b. Investment benchmarks: Investment benchmarks are hypothetical investment portfolios that show how a specific set of assets performed over a specific period of time. These portfolios can help investors evaluate how their investments are performing versus how the benchmark is performing over the same time period. Unless you have a benchmark or standard, by which you can judge your investments’ performance, you cannot know how your investments are doing. For example, if you invest in a mutual fund of large-capitalization stocks and your annual return is 10 percent for 2006, how do you know if this is a good or bad return? You cannot know if you do not have anything to compare this information with. But if you know that your benchmark for large-capitalization stocks, the Standard and Poor’s 500 Index, rose only 15.8 percent during 2006, then you know that your investment performed poorly in that year.

c. Asset allocation

c. Asset Allocation: Asset allocation is the process of determining how much you will invest in each specific asset class in your portfolio. Research has shown that the decision of how to allocate your assets is the most important factor affecting your portfolio’s performance 
d. Investment strategy

d. Investment strategy: Your investment strategy describes how you will you invest your money. It clarifies how you will manage, prioritize, and fund your investment; it also describes how you will evaluate new investments. The following paragraphs explain some of the questions you should answer about your investment strategy.

Will you use active management or passive management? Active management is a strategy in which you try to outperform your benchmarks by actively buying and selling stocks and bonds. This strategy requires considerable time and expense to maintain. Passive management is a strategy in which you invest in index funds, or exchange-traded funds, instead of trying to beat your benchmarks: index funds, or exchange-traded funds, simply mirror the performance of your benchmarks. This strategy is much cheaper in terms of time and costs, and it is often more tax-efficient as well.

You may also choose to use a combination of active and passive management for your portfolio. For example, you may choose to use active management for your tax-deferred accounts (these accounts do not require you to pay taxes until retirement when you withdraw the money) and passive management for your taxable accounts (these accounts require you to pay taxes each year). Your choices will depend on your goals, your objectives, and your investment style.

Will you invest in mutual funds or individual assets? Mutual funds are professionally managed portfolios that are composed of similar assets; mutual funds offer the benefits of diversification and economies of scale. Investing in individual assets, such as stocks and bonds, allows you to control what you invest in and when you will realize capital gains. While it is much more exciting to invest in individual assets, these assets also involve much more risk and instability. You may choose to invest in a mix of assets: a combination of mutual funds and individual stocks or bonds.

Will you use leverage in your investing? Using leverage is the process of borrowing either money or securities for your investment activities. Using leverage is not recommended. While leverage increases the potential for return on an investment, it also magnifies the potential for loss. Many investors have lost significant amounts of financial assets by using leverage. There are two types of leverage used by most individual investors: buying on margin and short selling.
Buying on margin is borrowing to purchase a stock. The amount of borrowing you use is referred to as your “leverage.” For example, you are sure the value of a stock you do not currently own will go up soon. You invest $10,000 of your own money and invest another $10,000 that you borrow from your broker—buying on margin. If the value of the stock goes up, you make a larger profit because you used leverage to invest more. However, if the value of the stock goes down, you incur a larger loss because you invested more, and you must still pay back the $10,000 you borrowed, regardless of the price of the stock.

Short selling is another type of leverage in which you borrow stock and then sell it immediately. For example, you are positive the value of a stock will go down. Before the stock goes down, you borrow a hundred shares of that stock from your broker and sell them. Again, you are borrowing, but this time you are borrowing stock instead of money. If the stock price goes down, you will be able to buy the shares back at a lower price; you make a profit by selling the borrowed shares at a higher price and buying them back at the lower price to replace the stocks you borrowed. However, if the value of the stock goes up, you will have to use your own money to buy back the more expensive shares; you must also repay any dividends paid during the period you borrowed the shares.
e. Funding strategy

Funding strategy: You cannot invest without having the funds to invest, and you should not invest with borrowed money. Where will you get the funds for your investments?
4. Portfolio Monitoring, Reevaluation and Rebalancing

The final part of your investment plan is describing how you will monitor, reevaluate, and balance your portfolio. Monitor your performance. Compare the performance of each of your assets against benchmarks on a monthly, quarterly and annual basis. How did your assets perform? Which assets had returns that were greater than their benchmarks, and which assets had returns that were less than their benchmarks
