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Axioms (things I believe to be true)

1. The concept investors have the hardest time understanding are:

a. History repeats itself…but

b. Past performance really is not a guarantee of future results.

Study after study has shown that investors throw money into the most recently successful mutual funds or investing fads only to lose money.  It is important to invest based on fundamental principles, not fads.  Also, studies of bubbles always show the same thing.  People chase the trends to the top only to face substantial losses when the bubble bursts.

2. When judging the past performance of a fund manager or stock picker, it’s important to separate out performance due to trading within a fad.  Things fall in and out of favor in cycles.  Last year’s darlings are next year’s ugly ducklings.  
a. A few years ago everyone feared deflation.  Currently everyone fears inflation.  Personally I think the current recession will deepen and that will ease inflationary pressure.  This will cause commodity prices, which have spikes primarily due to speculation, to drop.

3. Beware of anyone that says

a. “This time is different” --- this is a sign of a bubble!
b. “Real estate never goes down” or, corollary: “home prices have never dropped nation-wide” (the latter statement wasn’t true even when I argued against this belief a couple of years ago and it is obviously not true now!).

c. So-and-so has an excellent track record…has beaten the S&P500 10 years in a row (see item 2).

4. The P/E of equity markets is mean-reverting.  P/E
 reflects an expectation of earnings growth.  However, earnings growth cannot forever exceed GDP growth.  If there are several above average years, get ready for below average years.  
a. Note: P/E is a bit loosy-goosy.  First of all, earnings are notoriously subject to manipulation.  Secondly, what earnings should you use when computing P/E?  For instance, currently the S&P 500 is down about 20% from its peak.  Yet, its P/E as of the end of May 2008 was about 22 based on reported earnings.  If you prefer operating erarnings, the P/E is about 17.  Some people suggest excluding so-called “one-time” items (i.e. huge credit crisis related write-downs) in which case the P/E is about 12.  Whoever believes the financial institutions have fessed up to all of their losses please raise your hands!  

b. Also, should you use trailing or projected earnings?  Well, projected earnings are anyone’s guess [Standard and Poor’s analysts projected 2008 earnings to be $92 for the S&P500 back in March 2007; they revised this projection downwards to $84 in Dec. 2007, then again to $71 in Feb. 2008 and finally $63 in Apr. 2008!] and, as pointed out in 1b, trailing earnings don’t predict much.

5. Short term interest rates are completely unpredictable.  Equity markets are primarily influenced by inflation and long-term interest rates…both of which are completely unpredictable.
6. Markets are efficient and irrational!  This means that anything you know about the market or stocks or trends is already reflected in the prices.  Irrational means that in the short run things can get really out of whack because prices reflect irrational expectations about projected earnings growth.  If you can recognize when things get out of whack you can make money.  

7. Asset allocation/diversification/re-balancing is a partial solution to the fact that markets are efficient and irrational.  With sufficient diversification you can achieve long-run rates of return with minimum volatility (in theory).  

a. However, this is based on diversification across asset classes with low-correlation.  Like everything else, however, past correlation is not a predictor of future correlation!  Are foreign equity markets decoupled from the US markets?  Everyone thought so until recently!

b. Re-balancing allows you to cash in on some of your winnings and invest in cheap areas.  Eventually as fads go through their cycles you’ll be buying low and selling high.  However, there are significant transaction costs to re-balancing so this has to be weighed against the benefit.
Volatility and Risk

You know that saying: Past performance is no guarantee of future success?  It’s really true.  Most people completely ignore this fact and, instead, chase after last year’s winner.  

When you invest your money you expect to be compensated for the risk you are taking.  Therefore, riskier investments ought to have higher expected returns.  However, this does not mean higher risk implies higher returns!  For instance, stocks are riskier than bonds and therefore people assume that stocks will have better returns.  This is historically true.  However, if you invest in stocks during a time in which their valuations are rich than it is also historically true that you will lose money.  In this case, stocks are riskier than bonds but they have a worse return.  You have to consider valuation when you invest.  
Volatility and risk are associated.  The riskier and investment the more volatile you can expect its price to be.  The important thing to know about volatility is that it can kill your returns.  Consider this simple example:

Table 1: Affect of volatility on returns.
	
	Year 1
	Year 2
	Year 3
	Avg. Return
	Compounded Annual Return

	Investment 1
	5.0%
	5.0%
	5.0%
	5.0%
	5.0%

	Investment 2
	30%
	-25%
	10%
	5.0%
	2.361%


The stock market has returned 7.3% over the last 105 years (not including re-invested dividends or taxes or transaction costs).  But that’s the simple average of the market’s returns for each year.  The compounded annual return is actually just 5%.  This is because of volatility in the stock market.  So it’s important when talking about the returns of an investment or investment strategy to talk about the compounded return.  
With re-invested dividends (but ignoring taxes on the dividends), the annual compounded return on the S&P 500 since 1900 is 10%
. 
Timing the market

Well, this is hard.  However, sometimes the market is so out of whack you can tell you shouldn’t be in it (even when people are making money hand over fist).  This was clear in the summer of 2007 as well as late 1999 and early 2000.  But, a common graph you’ll see which argues not to time the market looks like this:
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This is a compelling graph.  Its message is: stay invested at all times.  However, think about how hard it would be to just miss the best 10 days of the market.  You’d have to be incredibly lucky (rather, unlucky) to miss just the best 10 days.  If you can miss the best 10 days, couldn’t you instead miss the worst 10 days?  Imagine how amazing your returns would be in that case!  More than likely, in order to miss the best 10 days you’d also have to miss a lot of bad days as well.  Here’s an example.  Suppose you were out of the market on March 11, 2008.  Then you missed a single day rise of over 3%.  Bummer!  However, more than likely, you were also out of the market for the days, weeks and months preceding March 11, 2008.  So maybe you also missed the 17% drop from Oct. 9, 2007 that proceeded that day!  Also, the S&P 500 closed at 1330 on March 20, 2008; that’s 199 below its peak on March 20, 2000.  You’d have been much better off during those last eight years invested in T-bills!  Really, this graph needs to extend to the left so you can see how fabulous your returns will be just by missing the 10 worst days.  Imagine if you had successfully steered around Black Monday (1987).  You would have missed a 23% one-day drop!  There were a couple of people that actually predict the 1987 crash…but they’ve been completely wrong in their subsequent predictions.
The average P/E ratio of the S&P 500 is 16.  Even though prices have dropped, the projected P/E is still around 20 because of projected earnings drops.  Here’s a graph which shows the compounded annual return of the S&P 500 over 10 year periods
.  Plotted against the returns is the price earnings ratio computed by taking the price at the beginning of each ten year period and dividing it by the average earnings over the previous ten years.  
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This graph shows two things.  First, if the P/E10 ratio is high when you buy into the market, then your returns over the next ten years are likely to be low.  The general trend since the early 1950’s is that you’ll have good returns if you buy at a time when P/E-10 is historically low (compared to the average P/E of 16) and you will have poor returns when the P/E-10 is historically high.

Again, earnings are a bit loosy-goosy and accounting standards for earnings have changed over time.

Another way to look at this idea is as follows:
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This graph says that the average real returns when buying in at low P/E ratios provides much better returns than buying in at high P/E ratios. [Note: I haven’t been able to reproduce this graph].

Contrarian Investing

There’s a strong argument to be made for contrarian investing.  Most people buy high and try to sell higher.  The contrarian style of investing tends to bet against the market.  Someone famous said, “the market can remain irrational a lot longer than you can remain solvent.”  So I’d just stick with fundamental valuation as described above: look at the P/E-10 ratio to decide whether or not to be invested in stocks.

Stock Picking

It’s really hard to beat the market.  Add in fees and the chances get really bad.  There are two other things that are highly misleading.  First, survivor bias.  Funds and managers that have done poorly in the past tend to go away.  They go out of business or shut down the fund and open a new fund.  Only the good funds and good managers survive.  This biases active management to look better than it really is.  Second, suppose a manager has been investing in growth stocks for the past five years and now has switched to value stocks.  If he compares his track record to a value benchmark that may be a misleading comparison.  This is somewhat common because of style drift.
That being said, there probably are really good stock pickers out there.  If you believe it is possible to beat the market then you also must believe that the market is not totally efficient.  This is much more likely to be the case for small-cap stocks which are much less watched than large cap stocks.  Therefore, if you’re going to pay for stock picking it makes sense to pay for someone to pick small-cap stocks.  It’s unlikely for a large-cap stock picker to beat the S&P 500 year after year, especially when fees are accounted for.
Asset Allocation, Diversification, re-balancing

Investing is risky.  The important thing in investing is to only accept risk that generates with return.  The focus of investing needs to be to shed any risk that is not associated with returns.  Some risks that don’t provide returns include: concentration of a portfolio by having few stocks, having stocks in only a couple of sectors and buying at high valuations.
The traditional mix of 60% stocks and 40% bonds may not be as diversified as you think, especially since bond yields are so low currently.  If interested rates go up, stocks and bond prices may both decline.

Diversifying with index funds is the simplest way to go.  However, you’re leaving money on the table if you invest in standard, cap-weighted index funds.  This is because the amount of any stock which is owned in an index is proportional to its market cap.  If you believe that prices revert to their mean, then at any given time the index will be over-weighted in stocks that are above their mean and under-weighted in stocks below their mean.  It would be better to invest in an index fund that doesn’t cap weight but, rather, evenly invests in each stock.  Even better is a fundamentally weighted index fund.

The United States has a lot going for it.  It’s the freest capitalistic liberal democracy in the world.  It has an incredibly robust economy.  Nonetheless, the subprime real estate and credit crisis, the twin deficits, and most likely inflation caused by a profligate Fed are going to make investing in the US tough.  Thus, it makes sense to diversify more strongly outside the US than the 20% or so that investment advisors used to recommend.  However, I would stay away from emerging markets because they have gone up so much over the last few years.  These markets, especially China, still lack the ingredients for successful economies: liberal governments, transparent and consistent accounting systems, appropriately regulated banking system.  Emerging markets are growth/momentum plays.  I’m not interested in that approach to investing.
Alternative Investments

The traditional mix of stocks and bonds might be in for a hard time over the next couple of years.  The Fed will have to raise short-term interest rates eventually.  Also, the twin deficit must lead to rising long-term interest rates at some point.  This is going to hurt both stocks and bonds.  So what is an investor to do?  Some common types of alternative investments have been offered to provide further portfolio diversification.  These include:

· Non-traded REITs – these have done very well over the last decade.  However, it’s hard to say how they’ll perform in a rising interest rate environment.  If the economy slides and stays in a recession, REITS will probably fare badly.  However, if the economy does well, REITS will provide good returns.  The fact that the REITs are non-traded provide some protection against volatility.  But it also reduces liquidity.  When you invest in a non-traded REIT you can expect to pay a 10% - 12% front-end load (they won’t advertise this of course).  If you assume a liquidation event for the REIT in seven years, you will need a re-invested return of 5.5% a year just to break even.  That’s about the expect return for a REIT.  Hence, what you’re betting on is that the assets of the REIT will appreciate substantially by the time of the liquidation event so that you’ll make money.  This is generally been true over the last decade.  But what is it that the say…something about past performance is no guarantee…One nice benefit of REITs is that they pay out at least 90% of their earnings as dividends
.  These earnings are only taxed once (as opposed to corporate earnings which are double-taxed).  Other non-tradable investments include leasing companies and timber land properties.

· Hedge funds – there are many types of hedge funds.  Many were deep into subprime credit and CDOs.  Many used excessive leverage (remember long-term capital?  Does the Fed never learn anything?).  Hence, many got into to very deep doggie doo-doo.  However, there are other types of hedge funds: tactical strategies, long-short strategies, directional strategies and… well you get the point.  Hedge funds represent an interesting component of a portfolio because they are uncorrelated to the market.  However, there are three things to keep in mind.  First, by their nature, these are speculative types of investments.  The days of easy arbitrage are gone.  Second, hedge funds mostly follow the same trading strategies as each other.  So essentially, their quantitative models are subject to massive malfunction due to so much money following the same trading strategies.  Thirdly, hedge funds typically charge a management fee and a hefty take of the profits.  For instance, you’ll often see that hedge funds keep 10% - 20% of profits as measured by the quarterly high water mark (they’re only taxed at long-term capital gains on this profit…complain to your representative!).  Thus, it’s quite possible for the hedge managers to be reaping large profits while, in any given year, you could be losing money.  This type of compensation leads many hedge funds to take very risky bets to the detriment of shareholders in the hopes of large returns.
· Precious medals (art, wine…) – great for hedging inflation.  But already very expensive.  Gold was at $1000/oz.  Now it’s back down to $900/oz.  How do you evaluate what gold is worth?  You can’t, there’s no intrinsic value.  It just a hedge.

· Commodities – commodities are a good hedge against inflation and they do well when the economy does well.  But, like gold, commodities are already really expensive.

· Missed price assets – Every once in a while, the market freaks out and misprices certain asset classes.  Currently, muni bonds (and, even more so, insured muni bonds) are being dumped.  This is due to fears of the monoline insurance companies being down-graded (which they should be).  Insured muni bonds are rated according to the insurers’ rating.  So if the monlines get down-graded, so will insured munis.  In fear of this possibility, institutional investors are dumping munis.  So what we’re seeing now is munis returning 5% which is about 8.6% taxable equivalent yield.  For comparison, the fully taxable yield on the 10 year T‑bill is just 3.3%.
Inflation

Bond rates follow inflation.  So inflation causes bond prices to drop (except TIPS).  
Typically when people compare the stock market to bonds they’ll say something like, the stock market averaged 10% per years while the 10-yr treasury averaged 5%.  This ignores the fact that in an environment of falling interest rates bond prices increase.  So, for instance, in 2002 when stocks were still in the dumps, the Lehman US bond aggregate index was up 10.25%.  If you had invested in 25-yr zero coupon bonds (rolling them over every year) from 1982 until 2005, you would have earned 22% compound annual return!
P/E ratios tend to decline in both inflationary and deflationary environments: businesses prosper in environments with price stability.

The biggest wild card right now is the Fed.  The Fed has taken unprecedented action to stem the credit crunch and subprime debacle.  As long as the Fed continues to whore itself out to Wall Street, inflation is a very serious concern.  Historically, US inflation has run around 3%.  It seems likely that future inflation will be higher.
Here’s a graph that shows why inflation matters.  The blue bars are the 10-yr average returns of the S&P500 and the red bars represent the inflation adjusted returns.
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In periods during high inflation, like the 70’s, it was not sufficient to not lose money in the stock market.  You had to also keep up with inflation and the S&P500 failed to do that.
Tax issues

Don’t forget about the effect of taxes on your returns!  And fees…
Common misconceptions

A typical diversification strategy will be something put 20% in large-caps, 20% in small caps, 20% in mid-caps, 20% in foreign stocks and 20% in “alternative” investments (foreign currencies, commodities, REITs, hedge funds, etc…).  At the end of a year, your portfolio will be out of balance because some sectors will perform better than others.  It is common to then “re-balance” your portfolio by selling some of the out-performing sectors and re-investing it into under-performing sectors.  There are three reasons for this.  First, it maintains your diversification.  Second, sectors that out-perform one year are likely to under-perform in other years (partly due to the reversion to the mean tendency). Third, it enforces the behavior of selling high and buying low.  This mostly makes sense but it complete ignores valuation.   For example, suppose small-caps have been out of favor and have a low valuation (say, low P/E).  If small-caps have a good year and their price goes up, perhaps their P/E will rise.  But small-caps also grow faster than large-caps.  So maybe their P/E doesn’t rise as fast as large-caps.  In this case, does it make sense to sell under-valued small-caps in order to buy over-valued large caps?

Conclusions
· If you use active management, use it for small-caps, not large-caps.

· For large-caps, use a fundamentally weighted index fund.

· Watch the P/E-10.  Get into the stock market when it’s below historical averages (of about 16) and get out if it’s to far above the historical average.

· Consider non-tradable alternative investments to smooth out volatility.

· Buy munis.

· Asset allocation is important to reduce volatility.  You should re-balance, but re-balance while taking valuation into account.
· It’s probably worth paying some one to figure out a good mix of investments and to re-balance your portfolio for you on a yearly basis.  

� By the way, I use P/E as a proxy for any valuation quantity.  Personally, I prefer Motley Fool’s Enterprise Value / Free Cash Flow ratio.


� Inflation averaged about 3%.


� This is based on research from http://www.crestmontresearch.com/. 


� I believe these dividends are taxed as income; but the income is offset by depreciation of the assets.





