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PREFACE

I can’t abide intellectual arrogance. I have no time for people who think they are cleverer than they are or, even worse, people who deliberately try to sound intelligent at the expense of others. Most subject matter, when explained well by someone who understands it, makes sense. So I have a simple rule in life, and that is if I don’t understand something then it must be the fault of the person who has just explained it to me.

Hopefully that doesn’t sound like intellectual arrogance.

So what does this have to do with DIY investing?

Well, what puts off most people from looking after their own finances is fear. A fear of the unknown. A fear of not being able to understand the subject matter. A fear that they might feel stupid.

The world of investments can appear impenetrable – full of statistics, jargon and acronyms – but being a DIY investor can be as simple or complicated as you want it to be and you can become a DIY investor, if you want to. And remember, if you don’t understand this book, it is not your fault, it is mine.

I finished the preface in the first edition by saying that this would be the only book I would ever write. I remain firm to that stance, but one of the problems of writing a book about financial services is that it goes out of date very quickly, hence this third edition.

In the time since the first edition was published we have seen the introduction of pension freedoms, the Innovative Finance ISA, the Help to Buy ISA and the Lifetime ISA. The lifetime allowance for pension benefits has continued on its downward trend, the annual allowance for pension contributions has been cut for high earners, taxation of dividends has changed, commission payments to financial advisers have been banned and we have seen the fall-out from the Woodford affair. Oh, and we voted to leave the EU and are facing life in the shadow of a global pandemic. DIY investing never stands still.

So, who should read The DIY Investor, and why?

The who question is easy. The answer is anybody who is thinking of, or is currently, managing their own investments. Today’s and tomorrow’s DIY investors – a group that industry experts expect to increase in number to 7 million over the next few years.

The answer to the why question is to gain the knowledge, understanding and confidence you need to take control of your finances and meet your investment objectives.

The best way to grow your assets is through the stock market, which is statistically proven to have beaten returns from banks and building societies over long periods for more than a century. This book gives you the knowledge you need to be an investor in the stock market, showing you how to cut out unnecessary costs and put your money directly into the wealth-generating sectors of the economy. You will learn how to invest your money efficiently and avoid making expensive mistakes. It is designed both for beginners and existing DIY investors who want to hone their skills and fine tune their approach to investing.

This is not a get rich quick book, nor is it anti-establishment. Financial advisers, wealth managers and fund managers all have a vital role to play in managing investments and most do a fantastic job. But now that financial advisers have to charge explicit fees rather than commission, financial advice has become a luxury that only the wealthy can afford. For those not ready or able to work with an adviser, this book provides the help and guidance you need to get started.

I have tried to structure this book in a logical format and, where possible, explain new concepts as I introduce them, but at times I have chosen to leave the detail until the relevant chapter. If you can’t wait, you can use a search engine to find an internet definition of the term or concept.

Where I refer to a tax rate or allowance, unless otherwise stated, these will be the rates applicable to the 2021/22 tax year.

There are lots of people involved in writing a book and the blame is rightly mine if it doesn’t hit the spot. If it does, the credit should go to the many people who have helped me on this journey. Thanks go to my friends and family, who have been brutally honest proofreaders and to my colleagues, in particular Gareth James, Daniel Coatsworth and Laura Suter, for helping me to rearrange a random collection of thoughts and words into something resembling a book.

One thing about being a DIY investor is that you have no one to reproach but yourself. Most people find this quite liberating, but it does mean you are the one who is responsible and you need to understand what you are doing. For that reason, DYOR is something you will come across quite regularly on financial websites – Do Your Own Research – often accompanied by some very helpful tips. What this politely means is I am happy to help, but I accept no liability and you can’t sue me.

Being a DIY investor is not hard but it does require a measure of effort and engagement on your part. All you need is a computer, an internet connection, your bank card and the time it takes to read the parts of this book relevant to what you want to achieve.

So welcome to the world of DIY investing. There are ups and downs, but it can also deliver real financial rewards. I hope you enjoy reading this book and don’t forget: I am here to help, but DYOR.

Andy Bell


PART ONE

WHAT BEING A DIY INVESTOR
IS ALL ABOUT
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INTRODUCING DIY INVESTING

Why be a DIY investor?

“Because nobody cares as much about my money as I do.” This quote came out of a survey that AJ Bell commissioned to understand why people had chosen to become a DIY investor. It is all well and good thinking or saying it, but action is required.

A life event can often be the trigger for someone reviewing and taking control of their investments. The life event may be a new job, redundancy, retirement, marriage, divorce, inheritance, having a child, a child going to university and the list goes on. It is clear that the COVID-19 pandemic has been one such life event, which has driven a noticeable increase in the number of DIY customers.

The lack of engagement many people have with their investments never ceases to amaze me. Many of us spend hours scouring the internet to save a few quid on a new phone, eat at restaurants we otherwise wouldn’t be seen dead in to take advantage of a coupon discount scheme, or buy three items for the price of two when we only need one.

That is human nature – everyone likes a bargain. But translate that into far bigger financial decisions and most people simply haven’t got a clue. Ask someone how much they have in their ISA (individual savings account) or pension, what charges they pay, what they are invested in, how much they need to retire, or even what interest rate they’re getting on their cash savings account and a look of quizzical bemusement takes over.

The fact that you are reading this book means you probably don’t fit into this category or, if you do, you are desperate to break free. Learning how to become a DIY investor enables you to set basic goals and implement a simple strategy to achieve them. You will strip out a whole layer of charges that will free up your investments to grow quicker and hit your desired targets sooner than would otherwise be the case.

I am often asked, “What is the minimum amount of money I need to become a DIY investor?” My reply is always the same, after checking for eavesdroppers to avoid embarrassment. “It is not about size, it is about your state of mind.” There is a DIY solution for everyone, irrespective of how much you want to invest. But you do need a willingness to take control of your investments and the ability to dedicate at least a small amount of time.

Follow the strategies, ideas and tips set out in this book and you will learn how to create the sort of portfolio that you would get from a professional adviser, without paying the charges.

What you won’t get from this book are share tips, instructions on how to spot good or bad companies, or a guide to equity valuation metrics. There is plenty of other material available out there that goes into these specific areas.

Why everyone should invest – DIY or otherwise

However you choose to invest for your future, the necessity of doing so is an imperative for us all. The government has made no secret of the fact that it expects us to provide for ourselves, both before and during retirement.

For instance, the government has made changes to the system so that employees are automatically enrolled in pension schemes. What’s more, the age at which we’ll all get our state pension is steadily increasing and there’s even been talk of the government considering the possibility of raising the age to 70 years old. Therefore, it seems inevitable that everyone must do more to save for their future, as the government will not provide enough to provide you with a comfortable retirement.

Providing for your children could be one of your investment objectives, and this could be for a number of reasons: to pay for their school fees, university fees, help with their first house or just buy them their first car. Providing for private school fees is expensive enough, but we have also seen university fees triple in recent years, and with graduates coming out of university with an average debt of £50,000, it is understandable parents might want to help out with that.

Or your primary goal may be more focused around your own retirement.

Retirement ages are increasing and anyone in their early thirties today will not get their state pension until the age of 68 at the earliest. State pension age is being linked to how long we live and as life spans increase, so the day you will get your pension recedes further into the future.

I attended an actuarial conference a few years ago and the heading of one session was, ‘Immortality is no longer a pipe dream’. While the speaker may have been stretching the point, the heading succinctly highlights the direction of travel. Increasing longevity means longer in retirement, which may sound great but it also makes saving for your retirement a real uphill battle.

Just how much longer everyone is living can be hard to digest – the statistics are phenomenal. Back in 1952, only 300 people in the UK had made it to the age of 100. By 2018, the number of centenarians living in the UK had risen to 13,170, according to the Office for National Statistics (ONS).

And every new generation seems to be living longer than the last. A baby boy born in 2018 is expected to live until 88; and a baby girl to 90. These are average figures, so many could live longer. Particularly because they include those who will become overweight, smokers, heavy drinkers and those with long-term health conditions, which brings the average down. You may not believe it, and you may not even want to believe it, but these days if you are of above-average health you are in with a decent shot of making it to 100.

This means if you want to retire aged 60 then unless you have got a final salary, or defined benefit pension, you will have to put away a small fortune to pay the bills for a retirement that could run into three, four or even five decades.

It is clear doing nothing is not an option, so everyone needs to invest for the future in some way.

But that doesn’t mean you have to take on absolutely everything yourself. If you don’t understand something, or you are involved in a complicated situation, don’t be afraid to ask for help. Being a DIY investor means making your own financial decisions, but it doesn’t mean you are an expert at everything.

There are times in your life when you have to accept that someone else could provide the best solution to a problem. This applies to calling in a tradesman to fix a botched home repair job or getting a mechanic to overhaul your car after your quick fix turned into a big mess.

It also applies to managing your money, particularly in the complicated world of tax. Inheritance tax is a classic example of where it can pay to seek advice from an expert. Divorce is another situation where you may need the help of a financial adviser in trying to separate your assets.

What does being a DIY investor entail?

Being a DIY investor can involve as much or as little effort on your part as you want it to. You could set up a well-researched, low-maintenance investment portfolio from scratch in less than an hour, which only needs an hour or two every six months or so to review it. Or you can create a more complex portfolio that may require daily or weekly monitoring.

The choice is yours, but please don’t dive in at the deep end. Read this book and then ask yourself the question, “Am I a DIY investor?” If the answer is yes, you will likely be particularly interested in one or more investment styles and strategies highlighted in later chapters and you are ready to go. If the answer is no, then you need to seriously consider appointing a financial adviser.

You may have accumulated one or more old pensions or savings policies. The policy documents may be getting dusty in your filing cabinet and at some stage, as part of this process, you will have to dust these down and consider consolidating them all into one pension you can manage. This will give your portfolio a decent kick-start, but more on this later.

Being a DIY investor does require some commitment on your part. Because you are not paying for advice, you are buying on a caveat emptor, or buyer beware, basis. This means that you will be the person responsible if things go wrong. For example, if you make a mistake and buy a share or fund that you thought was something entirely different, or if you misunderstand a tax planning strategy, then you will have no one to blame but yourself. That might seem scary to start with, but over time you will build more confidence with this – and you’ll learn from any small mistakes you make along the way.

The extent to which you should engage as a DIY investor should reflect the person you are. If you are someone who finds numbers particularly difficult to grasp then don’t worry, just keep it simple. Buy a few different multi-asset funds and you will get the hang of it.

You also need to have the discipline to review your investments at least once a year and preferably twice a year, to make sure they are performing as they should. A few carefully considered Google alerts can keep you abreast of any key changes to your investments in the interim.

The skills and commitment you need will also depend on the type of investor that you intend to be. If you are going to adopt a long-term buy-and-hold strategy, you may need no more than a couple of hours a year to review your portfolio.

That said, once everything is set up, checking your investments online is so straightforward that most people find themselves regularly looking to see how their investments are faring anyway. Most investment platforms now have mobile phone applications, which you may find compulsive. There’s a careful balance here, as you don’t want to be too hands-off but you also don’t want to be checking it so often you become obsessed with every small rise and fall in your portfolio. When we listed AJ Bell on the London Stock Exchange in December 2018, I made a commitment to myself that I wouldn’t obsess over the share price. ‘A sneaky peak, once a week’ at the share price is all I allow myself. This is a sensible rule of thumb for how often you should look at your portfolio in between more detailed reviews.

Investment platforms

An investment platform is an internet-based service that offers the DIY investor at least three types of account:


1. self-invested personal pension, or SIPP

2. individual savings account, or ISA

3. dealing account



These are offered through an overarching account, accessed by a single login.

The platform you choose will be where you carry out all your investing, so choosing the right one with the most suitable charging structure, appropriate choice of investments and useful investor tools is very important.

The functionality that today’s investment platforms offer means it has never been easier to be a DIY investor. It is no exaggeration to say that the internet has genuinely revolutionised the process of investing, in particular DIY investing.

Investment platforms today give you online access to real-time dealing, along with data and information that only a decade or so ago were exclusive to professional advisers and fund managers. There’s lots more detail on what to look for when picking your platform in Chapter 19.

Different types of investment accounts

Efficient DIY investing involves using the right type of account – sometimes referred to as a product, tax wrapper or savings vehicle – at the right time.

The two main tax-efficient products you will see in this book are a SIPP, which stands for self-invested personal pension, and an ISA, which stands for individual savings account. There are now various different types of ISA, which I highlight below and explain in more detail in later chapters.

As well as a SIPP and an ISA, you will most likely need a dealing account for any investments that fall outside these two accounts.

The SIPP is a personal pension with the flexibility to invest in a wide range of investments. It is a very tax-efficient, long-term savings vehicle that allows you to save relatively large amounts of money each year and benefit from tax relief on your contributions. The downside is that currently you can’t normally access the money in your SIPP until the age of 55, with this minimum age rising to 57 for most savers from 6 April 2028.

For their part, ISAs have over recent years become quite complex, with a variety of different ISA types now available.

The key ISA types that we cover in this book are:

The old faithful:


• Cash ISA

• Stocks and Shares ISA



And the variants of the above:


• Junior ISA (JISA)

• Innovative Finance ISA



And finally the hybrid between a pension and an ISA:


• Lifetime ISA



Each type of ISA is designed to meet a slightly different need and is therefore subject to different rules.

Different types of investments

As a DIY investor you should only invest in assets you fully understand. This book devotes a chapter to each of the main different types of asset you will come across. These are:


• quoted equities, which are shares in companies listed on a recognised stock exchange

• investment funds such as unit trusts and open-ended investment companies (OEICs)

• exchange-traded (or tracker) funds

• investment trusts

• corporate and government bonds

• non-mainstream assets for the more adventurous DIY investor.



Don’t worry if this is the first time you have heard some of this jargon and these asset names. As far as the DIY investor is concerned, the bits you need to understand are straightforward and I explain all of this later in the book.

In Chapter 17 you will find an explanation of how to blend these different assets into a portfolio that is suited to your own attitude to risk.

How to save money on charges

There are a number of ways to save on charges and I will look at them in more detail in later chapters. First, by not having an adviser you have an immediate saving, but you don’t have the benefit of their time and expertise.

Buying funds through a DIY investment platform also means you may well be able to get access to lower charges than the fund manager would impose if you went to them direct.

By funds, what I mean is a unit trust or OEIC. For this purpose they are interchangeable, and I will refer to them as funds. They do not include investment trusts and if I am referring to a tracker fund or exchange-traded fund then I will make the reference explicit. All will become clearer later in this book.

As well as shopping around for the best value investment platform, you can save money by thinking about how you invest and what you invest in. There are various types of DIY investors, ranging from those who adopt a long-term buy-and-hold strategy, to day-traders – the people who sit in front of a screen buying and selling different investments all day long.

Buying and selling investments frequently can be expensive, as you will incur charges each time you make a purchase or sale, stamp duty on purchases and also suffer the spread cost, which is the difference between the buying and the selling price of an investment. So, the less often you deal the less you pay in charges.

If you buy funds you will incur a management fee – a charge imposed by the fund manager for managing your money. You will need to understand the main types of charges so that you can compare funds.

You can minimise these management charges by buying low-cost funds, such as tracker funds, which aim to just replicate the performance of an index and so you don’t need to pay the costs of a fund manager to look after your money.

You can avoid management fees altogether if you buy shares directly yourself. Even if you are a novice investor you can put together a portfolio of big defensive shares that pay healthy dividends and just sit on them. It may not be a very sophisticated strategy and the dividends aren’t guaranteed to always be paid, but it is one that can be quite cost-effective and plenty of experienced investors do it.

These big dividend paying shares may underperform a rising market and outperform a falling market, but whatever the weather they should still generate some dividends. An alternative strategy, along similar lines, is to find out what the popular fund managers are holding in their funds and replicate their key holdings.

One advantage of being a DIY investor can be highlighted by imagining both you and a professional fund manager get advance notice of an impending stock market crash. You are in a position to convert your holdings to cash in an instant. The fund can’t because its holdings would be too large to oﬄoad quickly without causing its own market crash. The DIY investor can be nimble and fleet of foot.

You may think fund management charges look pretty tiny, so why should you be bothered about them? The simple answer is that, over a long period, small differences in charges can make a massive difference to the size of your investment pot.

Over a 30-year timeline, if you’re paying in £5,000 a year, a 0.5% per year difference in charges will mean the difference between a pension fund of £505,365 and £459,946, if we assume 7% a year growth after charges. That is a total of more than £45,419 lost just by investing with an annual charge 0.5% higher. This situation is summarised in Table 1.1.


Table 1.1: Fund management charges



	
	7% per annum return after charges
	If additional 0.5% per annum charges are incurred



	Return after 30 years on £5,000-a-year contribution
	£505,365
	£459,946






Save money on tax

Tax planning is as important to effective saving as slashing the costs of investing and choosing the right investments. Yes, that’s right – this is just as important as choosing what assets you are going to invest in.

Tax relief on pension contributions can be as high as 45%, in which case it would cost just £5,500 to credit £10,000 into your SIPP. Also for SIPPs, you can withdraw a quarter of your fund as tax-free cash and money held within your SIPP grows mostly tax-free and in many situations is outside your estate for inheritance tax purposes.

ISA tax privileges are also valuable, and come with the added advantage that you can access your money when you want, although some restrictions apply to the newer breed of ISA.

And when it comes to withdrawing your money as income at retirement, carefully planned use of both growth and income investments across a SIPP, ISA and dealing account, possibly split between you and your spouse or partner, can dramatically minimise your tax bill. Details on the tax treatment of different asset classes and the tax privileges of different products are covered in their respective chapters.

The above is just a flavour of some of the issues I cover in later chapters.

If none of what I have said floats your boat then it is eBay for the book and to unbiased.co.uk to hunt out a financial adviser. But if I have whetted your appetite for more information, then it’s on to Chapter 2 to understand how to set your investment objectives.


2

SETTING YOUR INVESTMENT
OBJECTIVES

It is impossible to invest effectively without a clear understanding of your investment objectives. Once you have clarity on why you’re investing, making investment decisions becomes a lot easier.

For many people, putting away as much as they can afford is their investment objective. Saying “I will save as much as I can” is certainly better than doing nothing, but it is like going for a drive without having decided on your final destination. You will have a far greater chance of getting where you want to be if you know where you are going from the start.

Creating a realistic set of investment objectives can be difficult, so it is fine to start with a broad objective and then work on it to turn it into a more specific goal.

As with all good objectives, your investment goals should be achievable and measurable. Owning your favourite football club, for example, is unlikely to be a realistic or a sensible investment objective for most people. Paying off your mortgage by the age of 50 or saving for your child’s university fees, on the other hand, may well be.

You need to be able to measure progress towards these objectives and have a half-decent chance of achieving them. Most objectives will be set in a time frame, though you shouldn’t get too worried if you don’t meet your milestones on time.

When quantifying the pot of money you want to achieve in the future as an objective, don’t forget the impact of inflation. This means you need to factor in that prices will rise in the future, for example, saving £10,000 in today’s money will not buy you the same in ten, 15 or more years’ time when you’ve achieved that goal. The Bank of England has a handy inflation calculator that will help you to work out by how much you might need to increase your target pot of money.

Visualising your investment objectives

You may think this sounds like psychobabble, but visualising what you are trying to achieve is the first step to achieving it. Visualising an objective makes it more vivid in your mind, making you more attached to the idea of turning it into reality. As a DIY investor there is nobody to encourage you along the way, so you need to remain motivated if you are to achieve your objectives.

The examples of objectives set out in the box below will hopefully get your mental juices flowing. There are no rights or wrongs when setting investment objectives – they are unique to you and your family. Also, they will inevitably change over time as your circumstances change and should be reviewed at least once a year.


Ideas for your investment objectives

• Repay my mortgage by 2040.

• Retire at the age of 65 with a fund to provide a £20,000-a-year income, in today’s money.

• Provide an immediate income of £10,000 a year, with the additional prospect of future capital and income growth.

• Accumulate enough to fund a house deposit for my only child in ten years’ time.

• Achieve an investment return of 5% a year greater than the rate available on cash deposits, after charges, while retaining reasonable access to my capital.

• Save enough money to pay for a round-the-world cruise at retirement.



I find it useful to start with a blank sheet of paper and draw a timeline. Break it into five- or ten-yearly intervals, and focus on when you think you will reach key milestones. These key milestones could be leaving university, getting married, buying your first home, having children, seeing your children through university, or retiring.

Think how you would like to be able to structure your finances to be able to respond to these events.

You may feel self-conscious at first, but seeing your words written on a piece of paper will help you untangle in your mind what your investment objectives really are. I mentioned earlier the importance of keeping these objectives under regular review. You may be promoted or find a new job paying a far higher salary, take on a big mortgage, inherit some money, get divorced or find your family increasing in size when you weren’t expecting it, so you need to update your objectives at times like these to reflect these changed circumstances.

At the highest level, investment objectives normally focus on providing income or capital over a period of time or at a specific date. You may have other objectives, such as minimising tax, but this should never be an objective in isolation. You may have an overriding objective that your money should be accessible at all times or at reasonably short notice.

If you do find yourself struggling to identify your investment objectives and it really is just a case of investing as much as you can afford, then simply try to clarify two things – the time frame of your investment and whether you are looking for income and/or capital growth.

Most people hate budgeting. However, you need to do this as part of setting your objectives because if you don’t know what your family income and expenditure is, you won’t know how much spare cash you will have. This book is about DIY investing and not about the wider issue of family finances. Making a few quick calculations in a spreadsheet will suffice to determine how much ‘available money’ you have to invest.

The trick is, don’t be too ambitious – invest or save only what you can realistically afford. If not, you may find yourself having to rethink your investments six months down the line so you can meet your everyday living costs.

If the time horizon within which you need access to your capital is less than three or maybe even five years, then I would suggest that DIY investing is possibly not the right solution for you. You probably need to be saving in cash-type products, such as bank or building society accounts or national savings.

Short-, medium- and long-term objectives

DIY investing is suitable for meeting medium- to long-term objectives. Most people have a blend of short-, medium- and long-term objectives. It is important to prioritise these, although it is never easy. A new car in three years or repay the mortgage in 15 years?

Most will choose the former and psychologists have described this human trait as hyperbolic discounting. It’s the hard-wired tendency to place a far greater value on something that will be received in the near future, such as a holiday, than something in the distance, such as a pension, even if the thing further away in time is far more valuable.

Overcoming this desire for immediate gratification is incredibly hard, with the unfortunate consequence that most people only realise they need to start saving for their retirement when it is going to cost them far more to do so, as Table 2.1 demonstrates.

Fixing objectives in the context of retirement can be particularly difficult because of the shock many people experience when they realise just how much of their salary they will need to save to achieve the retirement income they expect. And the longer you leave it, the more you have to pay to get there.


Table 2.1: Proportion of salary someone earning £50,000 per year needs to pay into a pension to provide an income of 50% of salary from age 65



	Age
	Pension contribution



	25
	14%



	35
	23%



	45
	40%



	55
	95.50%






As Table 2.1 shows, the later you leave it to start saving for retirement, the more expensive it gets. This is not surprising, given the 55-year-old in this example is hoping to save for a retirement in just ten years that could last 30 or 40 years.

Increased life expectancy is of course a fantastic development for society, but it is making retirement planning incredibly expensive. The princely sum of £100,000 will give a male 65-year-old an inflation-linked annuity of almost £3,000 a year. Do without inflation protection and you could get just over £5,000 a year.

Fortunately you don’t have to buy an annuity anymore and you can keep your money invested and choose how much you drawdown from your pension each year; but there are of course no guarantees that your chosen level of pension will be sustainable throughout your retirement.

But don’t get put off by the magnitude of the challenge of saving for retirement. Burying your head in the sand is not an option, and the sooner you start, the longer your pension fund will benefit from compounding growth, the eighth wonder of the world according to Albert Einstein. And remember, most people find their earnings increase as they get older, so if you are only paying a fraction of what you need to, at least you are making a start.

There are a number of pension calculators on the internet that will work out how much you need to save to deliver a set income in retirement. These calculators may give your results in real terms, meaning they take into account inflation between now and your retirement. They may also factor in the tax relief you get on your savings.

Try www.aviva-pensioncalculator.co.uk to see whether your retirement planning is on course.

How long-term factors can impact your objectives

I mentioned the impact of inflation earlier. As a rule of thumb, if inflation is running at 3% per annum, then £100 today is worth £75 in ten years and £55 in 20 years. If inflation is at 5% per annum, these figures reduce to £61 and £38 respectively.

Planning for income in retirement is even more difficult, as you not only have to factor in the impact of inflation – often over a very long time – but you also need a rough idea of how many years you are going to live.

Unless you are one of the lucky ones in a final salary scheme, or are not put off by the prohibitive cost of buying an annuity, the chances are you will enter retirement with a pot of money and the challenge of investing this to provide a long-term income in retirement. The good news is DIY investing is the perfect way to meet this challenge.

Avoiding emotional investing

Before we turn to understanding the detail of the tax wrappers and investments you will encounter, I would just like to comment on the psychology of investing. It is important to recognise that you will need to adopt a dispassionate and emotionless attitude if you are to become a successful DIY investor.

If you are an incessant worrier, your life is an emotional roller-coaster ride, or even if you find yourself watching poker on TV when you should be asleep, you will need to take a moment to sanity-check any decision to become a DIY investor.

Understanding the way your brain is programmed to react to investment situations can prevent you from having expensive knee-jerk reactions. This is particularly important for DIY investors who do not have an adviser to guide them when investment markets are volatile.

Human beings are psychologically programmed to be bad at investing. Buying at the top of the market or selling at the bottom are two classic mistakes inexperienced investors make.

Psychologists have carried out research that shows we tend to overreact when markets move significantly. When our investments rise in value we can be overcome with a feeling of euphoria and a sense of invincibility – when they fall we become stressed, fearful and wracked with regret.

The truth is, you should only ever decide whether to buy or sell an asset on your assessment of the basic fundamentals. As the well-known regulatory disclaimer goes, past performance is not a guide to future performance. One could argue that this is nonsense, because it is like saying the fact that Real Madrid have been at or near the top of European football for the past decade is no guide to their future performance, when it clearly is.

Past performance continues to be one of the most commonly used benchmarks by professional advisers when deciding where to invest, despite the warnings. But the principle behind the regulatory warning is both clear and sensible: don’t follow performance graphs blindly.

Here are some methods you can employ to take the emotion out of investing.

Strategies for taking the emotion out of investing


• Pound-cost averaging. It sounds complicated and technical, but this is one of the simplest ways of spreading risk and smoothing the volatility of investment markets. The key point about pound-cost averaging is that you invest small amounts on a regular basis, for example £100 a month. So, when prices are high your monthly investment will buy fewer shares or units, but when prices are low your investment buys more shares or units. The cost of your investments is averaged in this way, hence pound-cost averaging.

• Diversification. Different types of assets tend to rise and fall in value at different times in the market cycle. By diversifying your portfolio across different geographies, asset classes and even across different sectors within an asset class, you can dampen much of the market’s volatility in your portfolio.

• Use fund managers. While you still need to choose a fund manager, this is a lot easier and less risky than choosing individual shares. You are leaving the big decisions to them and paying them for taking the pressure off you.

• Use tracker funds. A bit like using a fund manager but without really worrying who the fund manager is, other than making sure they are good value for money. This option means you don’t need to pick individual shares, you just need to choose the index to track and the fund with which to track it, but thereafter you can put your feet up and leave the fund to grow, hopefully without too much interference.

• Use model portfolios or ‘all-in-one’ funds. Many DIY investment platforms now offer a guided investment or model portfolio option. This is a basket of investments that constitutes a ready-made portfolio of assets – typically actively managed funds, but it may extend to tracker funds chosen by the investment platform or a firm they appoint. Model portfolios look and feel like recommendations from professional financial advisers, but they are not. They are generic recommendations offered without assessing whether they are suitable for your circumstances.

• Control your emotions. As a DIY investor you will need discipline and cannot afford to let emotion get in the way. If you want to become a real DIY investor, you have to be prepared to take some losses. But the flip side of this is that selling all your holdings as soon as you suffer a loss can often be the worst thing to do.



Investment objectives, appetite for risk and investment strategy

Your objectives are only one part of the investment equation. You try to achieve these objectives by implementing an investment strategy. Any investment strategy needs to be set in the context of an appetite for risk – how much risk are you willing to take to achieve your objectives?

People often conflate these three concepts – investment objectives, appetite for risk and investment strategy – but it is important to keep them separate. Think of your investment objectives as the destination, your investment strategy as the route you have chosen to get there and your risk appetite as how fast you are willing to drive!

We cover risk appetite in Chapter 17 and as for investment strategy, well that is pretty much the rest of the book. It is all about what you invest in to achieve your goals.


PART TWO

THE DIY INVESTOR’S TOOLKIT
– THE PRODUCTS
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