Vanguard research

Vanguard's Principles
for Investing Success

Vanguard



Notes on risk

All investing is subject to risk, including possible loss of principal. There is no guarantee that any
particular asset allocation or mix of funds will meet your investment objectives or provide you with a
given level of income. In a diversified portfolio, gains from some investments may help offset losses
from others. However, diversification does not ensure a profit or protect against a loss. Bond funds are
subject to interest rate risk, which is the chance bond prices overall will decline because of rising interest
rates, and credit risk, which is the chance a bond issuer will fail to pay interest and principal in a timely
manner or that negative perceptions of the issuer's ability to make such payments will cause the price
of that bond to decline. Stocks of companies based in emerging markets are subject to national and
regional political and economic risks and to the risk of currency fluctuations. These risks are especially
high in emerging markets. Prices of mid- and small-cap stocks often fluctuate more than those of
large-company stocks. Funds that concentrate on a relatively narrow market sector face the risk

of higher share-price volatility.




Contents

5 Goals create clear, appropriate investment goals.
s Balance Keep a balanced and diversified mix of investments.
14 Cost Minimize costs.

18 DlSCllene Maintain perspective and long-term discipline.



Introduction

“Investing success"” can mean different things to different investors. Determining

what success means is essential to understanding what path to follow.

Although investing can seem perplexing and
complex, success is largely within an investor's
control. And having a tailored investment
strategy can go a long way toward reducing the
stress and noise associated with the topic.
Vanguard's Principles for Investing Success are
designed to help investors create such a strategy.
Our approach has one key overarching theme:
Focus on the things that are within your control.

Headlines, social media, and new investment
trends can grab our attention and distract us.
Although it can be tempting to react to short-

FIGURE 1.
Vanguard's Principles for Investing Success

term market movements, the latest economic
news, or the newest investment trend, these
things are generally not conducive to making
better choices or enhancing investment outcomes.

We suggest that when making any investment
decision, investors focus on the four principles
shown in Figure 1—goals, balance, cost, and
discipline—which are grounded in research and
described in detail later in this paper. This guide
is designed to help investors focus on what's
important and give them the best chance for
investment success.
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@ Goals

Create clear, appropriate investment goals.

An investment goal is essentially any plan investors have for their money. Many of us

aspire to achieve a certain quality of life or fund a specific business objective. Being

explicit about investment goals helps investors turn aspirations into reality.

Investors take many forms: a person saving for
his or her own future, a financial advisor helping
clients, a pension plan manager helping ensure
their fund's financial sustainability. Although
goals are unique to each investor's situation,
preferences, and objectives, some common ones
are having a comfortable retirement, funding a
big purchase in the near future, leaving a financial
legacy, or setting a policy for sustainable
spending from an endowment. Investment goals
can also be less tangible, such as simply growing
wealth to ensure future flexibility or to create a
sense of financial security.

Goal constraints

Investors should understand the types of
constraints they face in reaching their goals.
These constraints can include how much time
they have to invest (their investment horizon), as
well as their level of risk tolerance, how much they
can invest initially and over time, and when they
need access to their investments.

Investors typically have multiple goals. Prioritizing
goals can be a challenge, especially if goal-
funding capacity is limited. In such cases, each

goal needs to be accounted for, and compromises
may need to be made; some goals may need to
be put to the side so that others can be tackled
first. This normally involves understanding how
much the investor may be willing to give up now
to achieve a goal in the future. In prioritizing their
goals, investors will benefit if they focus on what
matters most to them.

The power of saving and investing

The value an investor's portfolio achieves over time
is the sum of two things: their savings and their
investment return. Savings is the amount
invested—what the investor contributes initially and
over time—and investment returns are the changes
in the value of those contributions over time.

Financial market returns get reported every day.
This daily "noise" is why much of the discussion
about investment success inevitably focuses on
returns, with far less attention paid to savings.
However, the amount saved toward a goal is also
extremely important for success. And while
investors have no control over market movements,
they have some control over the saving and
spending components of building wealth.



Once investors set goals, it is important for through savings; only 6% comes from investment

them to understand both how much they need returns. If that horizon is expanded to 10 years,
to save and how much they can expect the savings contribute only 80% toward the goal,
investment to grow over a given investment with investment returns contributing the
horizon. Figure 2 shows how savings and remaining 20%. Finally, over a 30-year time
investment returns contribute to the horizon, investment returns and savings
achievement of an investment goal across time, contribute roughly the same amount.1
assuming a fixed investment return of 4% over
inflation and no initial investment. For long-term goals, investing is crucial, as
investment returns become more and more
Investors will achieve their goal through savings important over time. On the other hand, for
and investment returns. Time is a key factor here. shorter-term goals, savings—which are within the
For example, for a goal with an investment investor's control—may have a greater impact.

horizon of two years, 94% of that goal is achieved

FIGURE 2.
Savings and investment returns both contribute to the achievement of any investment goal

Over any given goal horizon, an investment balance is the sum of savings (the amount an investor puts into the
investment portfolio) plus the investment returns on the total amount invested.
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Notes: This hypothetical illustration does not represent the return on any particular investment, and the rate of return is not guaranteed. The calculation for the
contribution of savings and investment returns was determined as follows: Assuming a fixed 4% real return over inflation and equal annual contributions, we
calculated how much an investor needs to invest annually to achieve a given investment goal for different time horizons, varying from 0 years (when investment
begins) to 40 years after investment begins. Savings represent the amount invested (the principal). Contributions (in real terms) are assumed to be the same
every year relative to the year investing begins.

Source: Vanguard.

1 Note that Figure 2 uses a fixed 4% return over inflation. For higher rates of return, the contribution of investment returns toward the achievement of the
goal would increase. For lower rates of return, the contribution of investment returns would decrease.



Key takeaways about goals

o Define goals clearly and create a plan based
on the specific situation.

e Be realistic. Recognize constraints, including
risk tolerance, that may be involved in
attaining a goal.

e Bear in mind the importance of saving.
While market movements occupy most of
the headlines, the market is not within an
investor's control. Saving and spending
rates are.



Balance

Keep a balanced and diversified mix of investments.

Once an investor has set clear and appropriate investment goals, the next step in

developing a plan is to define the mix of investments to help achieve their goals.

This process is also known as defining an asset allocation.

Without a clear plan of how they will invest
their money, investors may build their portfolios
focusing on factors such as performance of
individual investments, losing sight of their
portfolio as a whole. These investors might be
attracted to a particular investment and buy it
without thinking about how or where it may fit
into an overall portfolio. As a result, their
portfolio may wind up having an unsuitable level
of risk. An investor's unique situation should be
considered when building a portfolio, including
their risk profile and time horizon.

Understanding the investor’s willingness
and ability to take risks

When considering the appropriate mix of
investments, investors should bear in mind the
benefit of having a portfolio that matches their
level of comfort with the ups and downs of
markets. At the same time, investors need to
earn enough returns to be able to achieve their
goals. The concepts of risk tolerance and risk
capacity are helpful in guiding investors to
understand what an appropriate level of risk
might be.

Risk tolerance is based on an investor's
willingness to take on risk in their portfolio—that
is, how comfortable they are with the potential

vacillations in the value of their portfolio. The
higher an investor's risk tolerance, the greater the
volatility they can tolerate in their portfolio. This
generally translates to investors with a high-risk
tolerance being able to include a greater
proportion of risky assets, such as stocks, in their
portfolios.

Risk capacity (also known as “capacity for loss"),
on the other hand, relates to an investor's ability
to withstand a loss in their portfolio. For the
most part, risk capacity is determined by the
investor's cash flow needs and the length of their
investment horizon.

The importance of asset allocation

When building a portfolio to meet their goals,
investors should understand that the mix of
assets in the portfolio will likely define the range
of returns they will get. Figure 3 shows a simple
example of this relationship using two asset
classes—global stocks and global bonds—to
demonstrate the impact of asset allocation on
both returns and the variability of returns. The
numbers in the middle of the bars in the chart
show average annual returns since 1901 for
various global stock/global bond allocations.
The length of the bars shows the range between
the top 5% and bottom 5% of annual returns of
the different portfolios.



The risk-return tradeoff for stocks and bonds is
apparent in Figure 3, which shows that since
1901, a higher allocation to stocks has meant
both higher average returns and a corresponding
greater variation in returns. For the period from
1901 through 2022, the average nominal annual
return for a portfolio composed solely of global
stocks was 8.1%, while average annual return for

FIGURE 3.

a portfolio composed solely of global bonds was
4.7%. To achieve those higher average returns,
though, stock investors faced greater short-term
volatility. Stocks can face substantial short-term
losses—from which it may take many years to
recover. Over longer periods, however, they have
been more likely to outperform bonds.

A portfolio's mix of assets defines its range of returns

Top 5%, bottom 5%, and average annual returns for various global stock/global bond allocations, 1901-2022

Annual return
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Notes: Data are from Dimson-Marsh-Staunton (DMS) dataset for 1901-2022. Annualized nominal geometric returns are in dark green. The 5th and 95th
percentiles are plotted below and above asset mixes. Bar length indicates the range, from 5th to 95th percentile, of annual returns for each allocation; the longer
the bar, the larger the variability. The numbers next to each bar represent the average nominal annual returns for that allocation for the 122 years covered.
Sources: Vanguard calculations, using DMS global returns data from Morningstar, Inc. (the DMS World Equity Index and the DMS World Bond Index, both in
nominal and real terms). The dataset includes returns from Australia, Austria, Belgium, Canada, China, Denmark, Finland, France, Germany, Ireland, Italy, Japan,
the Netherlands, New Zealand, Norway, Portugal, Russia, South Africa, Spain, Sweden, Switzerland, the United Kingdom, and the United States.

Past performance is no guarantee of future returns. The performance of an index is not an exact representation of any particular investment, as you cannot

invest directly in an index.



Investors may gain exposure to an asset class by
trying to match a market's return as closely as
possible, or by trying to outperform a market's
return through choosing certain securities or
factors they deem attractive. Indexing is an
investment strategy that seeks to match the
return and risk characteristics of a market or
market segment, either by holding all securities
that make up the index or by holding a
statistically representative sample of the index.
Index approaches provide broad exposure to an
overall asset class or market segment. Active
management tends to be more concentrated,
holding only a subset of the underlying target
market, as managers of active funds seek to
outperform the broad market. Although active
investing offers the potential for
outperformance, research shows that most
active strategies underperform their target
market over long periods of time, often due to
their higher average costs (Lawrence and Plagge,
2023). Even with those active funds that do
outperform the broad market in the long run,
shareholders need to be able to cope with the
likelihood that active funds may underperform
the market for long periods along the way
(Tidmore and Hon, 2020).

Stocks are risky—and so is avoiding them
The ups and downs of the stock market may
scare some investors from holding stocks as
part of their portfolio. At the same time,
concentrating investments in less volatile
investments, such as cash, may feel safer.2 But
shying away from stocks may come at a cost.

When investors avoid short-term volatility by
avoiding stocks, they risk not achieving sufficient
growth over the long term. Figure 4 (Panel A)
shows that cash is substantially less volatile

than stocks over a one-year investment horizon.
However, as Panel B shows, stocks have generally
outperformed cash over a 20-year investment
horizon—at times, by wide margins.

Another risk of avoiding stocks is inflation: Should
their stock-light portfolio not grow as fast as
prices rise, investors will lose purchasing power
over time. Over the long run, despite their
volatility, stocks have tended to outpace inflation.

By shying away from stocks over the long term,
investors will likely earn lower returns and be less
likely to outpace inflation if they concentrate
their investments in bonds and cash. This means
that they may not be able to earn the required
rate of return to achieve their investment goals,
and may have to save more as a result.

2 We define cash as interest-earning short-term government debt. See “cash investment” in the glossary at the end of this paper.
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FIGURE 4.
More volatile in the short run, stocks have tended to outperform cash in the long run
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Notes: Data are from Dimson-Marsh-Staunton (DMS) dataset series for 1901-2022. Equity is nominal equity return, which is defined as the DMS Real World
Equity Total Return adjusted by DMS World Inflation. Cash is the nominal bill return, defined as the DMS Real World Bill adjusted by DMS World Inflation. The plot
on the left (Panel A) represents one-year returns of stocks and cash; the plot on the right (Panel B) represents rolling 20-year returns (annualized). In Panel B, the
end point of the first rolling 20-year period is the first data point.

Sources: Vanguard calculations, using DMS global returns data from Morningstar, Inc. (the DMS World Equity Index and the DMS World Bond Index, in both
nominal and real terms). The dataset includes returns from Australia, Austria, Belgium, Canada, China, Denmark, Finland, France, Germany, Ireland, Italy, Japan,
the Netherlands, New Zealand, Norway, Portugal, Russia, South Africa, Spain, Sweden, Switzerland, the United Kingdom, and the United States.

Past performance is no guarantee of future returns. The performance of an index is not an exact representation of any particular investment, as you cannot
invest directly in an index.
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Diversify to manage risk "betting” on any one particular investment or

Diversification means spreading your money type of investment. Although broad market
across different types of investments, and it's a diversification cannot insure an investor against
powerful strategy for managing financial risks losses, it can help guard against unnecessarily
(Markowitz, 1959). large losses.

Diversifying across different kinds of investments Owning a portfolio with at least some exposure
reduces a portfolio's exposure to the risk common to many or all key market components ensures

to an entire asset class, such as stocks, bonds, some participation in stronger areas while

real estate, or commodities. Diversifying within mitigating the impact of weaker performers.

an asset class reduces your exposure to risks Figure 5 shows how performance leadership is
associated with a given company, sector, quick to change from year to year. It highlights
segment, or location (French and Poterba, 1991). the importance of diversification in protecting
By spreading investments across and within asset  investors against the lack of predictability in
classes, investors benefit from reducing the future returns across different market segments.

overall volatility of their portfolio, as they are not

FIGURE 5.
Performance leadership changes often and is hard to predict

Equity segments ranked by performance, 2006-2022
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Notes: Equity segments are represented by the benchmarks as follows: for large-capitalization U.S. stocks (LC), the S&P 500 Index; for mid- and small-cap U.S.
stocks (MS), the Wilshire 4500 Completion Index; for developed markets excluding the U.S. (DM), the MSCI World ex USA Index; for emerging markets (EM),
the MSCI Emerging Market Index; for U.S real estate (RE), the FTSE NAREIT Equity REIT Index; and for international real estate (IRE), the S&P Global ex-U.S.
Property Index.

Sources: Vanguard calculations, using data from Morningstar, Inc.

Past performance is no guarantee of future returns. The performance of an index is not an exact representation of any particular investment, as you cannot
invest directly in an index.
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Key takeaways about balance

o Choose an asset allocation based on your
willingness and ability to take risk.

e Be aware of the tradeoffs between
expected returns and volatility.

e Investments with higher potential for
growth are typically more volatile. However,
assets considered safer, such as cash, bring
with them the risk of not earning returns
large enough to achieve a goal.

e Diversify broadly, both across asset classes
(e.g., stocks and bonds) and within them
(e.g., sectors and countries).

13



Cost

Minimize costs.

While markets and financial returns may be hard to predict, one thing investors can

control is costs. There are two broad categories of costs investors should try to

minimize: taxes and investment costs, which can include expense ratios, transaction

costs, and sales charges. Together, these costs cut into investment returns.

What an investor gets to keep is the balance after
these investment costs and taxes are taken out.
Contrary to the old adage "you get what you pay
for," in investing, it's lower-cost, tax-efficient funds
that tend to outperform higher-cost options.

Reduce cost to help improve returns

Small costs can add up to large losses over an
investor's horizon (Bogle, 2014). To illustrate the
effect of costs on investment outcomes, we show
a simple investment simulation to fund a goal
over 30 years, varying the level of investment
costs. For simplicity, we assume a fixed 6%
nominal rate of return compounded annually. In
all cases, investors have a starting balance of
$100,000. The results of this hypothetical
example are shown in Figure 6.
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FIGURE 6.
Higher costs can significantly depress a
portfolio’'s growth

Assuming a starting balance of $100,000 and a yearly
return of 6%, which is reinvested

$600,000 -  Portfolio value

$557,383

$465,899
$389,846

$317,081

After-cost returns

Costs at 0.1%
Costs at 0.7%
Costsat 1.3%
Costs at 2.0%

$100,000

20 30

Years

Notes: The portfolio balances shown are hypothetical and do not reflect any
particular investment. In this example, the accounts return 6% annually, then
investment costs are taken at the end of the year. The rate of return is not
guaranteed. The final account balances do not reflect any taxes or penalties
that might be due upon distribution. Costs are one factor that can impact
returns. There may be differences between products that must be considered
prior to investing.

Source: Vanguard calculations.



Figure 6 illustrates how much costs can affect
long-term portfolio growth. In the lowest-cost
scenario, the investor pays 0.1% of assets in
expenses each year; in the other three scenarios,
the investor pays 0.7%, 1.3%, or 2.0%. The
potential impact on portfolio balances over three
decades is quite large. At the end of those 30
years, owning the lowest-cost portfolio means
having a balance that is $240,302 higher than
the one produced by the highest-cost portfolio.
The ending balance for the lowest-cost portfolio
is also strikingly higher than those of the other
two portfolios. At $557,383, its ending balance is
$91,484 higher than that of the second-lowest-
cost portfolio, and $167,537 higher than that of
the second-highest-cost portfolio.

Lower-cost portfolios tend to outperform
higher-cost ones

One could argue that higher-cost mutual funds
may have better performance than lower-cost
ones to justify their higher fees. However, the
evidence is clear: Lower-cost mutual funds have
historically outperformed higher-cost mutual
funds after costs (Lawrence and Plagge, 2023).
Figure 7 shows the average annualized returns of
equity mutual funds for the period between 2012
and 2022 by cost quartiles.

The figure shows that lower-cost mutual funds
have outperformed higher-cost funds. Over the
past 10 years on average, the lowest-cost fund
quartile had an average annualized return of
8.7%. For the second-lowest-cost quartile, this
figure was 7.3%; for the second-highest-cost
quartile, it was 6.6%. Lastly, the average
annualized return for the highest-cost quartile
was 5.7%—substantially lagging its lowest-cost
counterpart.
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Index funds tend to be convenient, low-cost ways
to invest, and they enable investors to reap the
benefits of diversification. This is because they
tend to have low expense ratios and low turnover
and are generally tax-efficient. However, the
principle of managing costs does not preclude
active management. Rather, actively managed
funds with the lowest costs have also
outperformed their higher-cost competitors
(Miller, 2007).

FIGURE 7.
Lower costs can support higher returns

Average annualized returns of equity mutual funds,
2012-2022

2nd highest 6.6%

Lower-cost
mutual funds
have historically
outperformed
higher-cost

mutual funds
/ after costs.

Fund-cost
quartile

2nd lowest 7.3%

o —

10%
10-year annualized return

Notes: We considered all equity mutual funds available in Morningstar Direct
that survived the period of December 31, 2012, to December 31, 2022,
regardless of where they were available for sale. In total, there were 8,192
funds. Each fund is represented by its oldest share class. Returns are net of
expenses, excluding loads and taxes. We relied on prospectus expense ratios
when they were reported; otherwise, we approximated the expense ratio
using the annual expense net ratio, which is based on the actual fee charged.
By cost quartile, the average expense ratios are 0.57% (lowest-cost quartile),
1.20% (second-lowest-cost quartile), 1.62% (second-highest-cost quartile),
and 2.47% (highest-cost quartile). The cutoffs for the equity mutual fund
expense ratios are: 0.90% (25th percentile; lowest quartile), 1.36% (50th
percentile; between second-lowest and second-highest quartiles), and 1.83%
(75th percentile; highest quartile).

Sources: Vanguard calculations, using data from Morningstar, Inc.
Past performance is no guarantee of future returns.



Tax management strategies can enhance
after-tax returns

Taxes are potentially another significant cost
investors may face. Investors should look for
potential ways to reduce their tax bill over their
lifetime through wealth-management strategies.
There are many investing and planning strategies
that can add to an investor's take-home return
without even really changing their investments.
It's all in how they do it.

Investors around the globe often have access to
accounts that provide tax incentives for certain
types of savings. Maximizing these opportunities
can go a long way toward generating long-term
after-tax wealth. Tax-advantaged investment
accounts such as retirement accounts are
examples of strategies that can help some
investors build their wealth by benefiting from a
lower overall rate of tax relative to holding the
same assets in taxable accounts. If investors have
multiple investment accounts, the value of asset
location—the thoughtful placement of assets
across different investment accounts according to
tax efficiency—may add further value to their
portfolios (Padmawar and Jacobs, 2022).

Investor behavior may also play a role in reducing
taxes and cost in general. By reducing the amount
of transaction activity, investors may be less likely
to pay transaction costs and may be able to
defer or even avoid future tax costs in some
cases. It may also be possible to reduce the
impact of taxes by trading in a tax-advantaged
investment account.

There can be substantial value to investors in
exploring the tax-efficient opportunities available
to them. But how these opportunities can be
used depends on where an investor lives, what's
available in their country, and their personal
situation. For example, a tax-advantaged
investment vehicle that requires monies be
invested for a specific period of time may not
suit someone who wants to reach a goal before
that period ends.
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A simple example of the benefits of
tax-planning strategies

A simple hypothetical example may help
illustrate the power of using tax-planning
strategies. Note that this hypothetical
example does not reflect any particular type
of taxation of accounts and rates of return
are not guaranteed.

As a base case, we assume an investor with
a starting balance of $100,000 earning an
annual return of 6% for 30 years. The
investment cost is 0.10% a year.

We assume an effective tax rate of 25% over
the investment period when a tax-advantaged
account is not used. The effective tax rate
may include capital gains tax, dividend tax,
or transfer tax, among other taxes. (For
simplicity, we impose the effective tax rate
at the end of the investment period.) At the
end of the period, this investor would have
amassed $418,736.

Now consider the scenario in which the same
investor uses a tax-advantaged account
instead, which would bring down the effective
tax rate to 10%. Over the same 30 years, the
investor would have amassed $502,483.

Put another way: Using a tax-advantaged
account would have earned the investor an
additional $83,747. This difference in wealth
is equivalent to an additional 0.64 percentage
points in average annual returns.

In a hypothetical situation in which an
investor can completely shield investments
from taxes through a tax-advantaged
account or other tax-planning strategies, they
would have amassed $558,314. In this case,
the tax-advantaged account would have
earned an additional $139,579 compared to a
taxable account with an effective tax rate of
25%. This difference in wealth is equivalent to
an additional 1.01 percentage points in
average annual returns.

As shown in this example, planning for your
future goals with an eye to controlling tax
costs may provide significant benefits over
time in terms of after-tax wealth.



Key takeaways about cost

o Investors cannot control market movements,
but they can keep more of their returns by
reducing investment costs and taxes.

The lower the investment cost, the greater
the share of returns investors get to keep.
outperformed higher-cost alternatives.

To hold on to even more of market returns,
manage for tax efficiency.

e Lower-cost investments have historically

17



Discipline

Maintain perspective and long-term discipline.

Discipline in investing is the ability to adhere, over time, to an investment plan.

Once investors have created a plan by defining their goals, choosing an appropriate

asset allocation, and minimizing costs, discipline is what will help them get closer to

achieving their objectives.

Investing evokes strong emotions that can

lead to impulsive decisions—panic selling during
market volatility, for example. Emotional
reactions to market ups and downs are natural,
and to some degree, they are outside our control
(Lo, Repin, and Steenbarger, 2005). What we can
control, however, is whether to act on these
emotions or not. When investors can arm
themselves with a long-term perspective and
remain disciplined in executing their investment
strategy, they can avoid potentially harmful
emotional decisions.

Four core components of remaining disciplined
with an investment strategy include:

1. Making regular investment contributions.

2. Staying invested through volatile times.

3. Rebalancing to manage risks and maintain
a suitable asset allocation.

4. Having a plan for disciplined spending of
the investment portfolio.
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Over the course of the investment plan, we
believe that investors should periodically monitor
and review their plans to ensure that their goals
remain relevant and realistic.

The power of regular and increasing
contributions

Making regular contributions to a portfolio, and
increasing them over time, can have a powerful
impact on long-term results (Bruno and Zilbering,
2011.) It's widely known that compound interest
is one of the most powerful engines for wealth
accumulation. However, less talked about is the
power of increasing contributions over time.

By allocating to an investment account a part

of an increase in salary, an annual bonus, a gift
to an institution, or any extra income earned, an
investor is taking advantage of the opportunity
to earn investment returns on these additional
savings. The combination of compound interest
and increasing contributions is a powerful lever in
achieving financial goals.



To understand