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; id the Last Decade Invalidate Long Term Investing?

Do two major bear markets in ten years signify the death of long
term investing? Does the recent whipsaw when stocks fell sharply in
2008 and rose sharply in 2009 mean that market timing is now an
essential part of any investment strategy? A lot of pundits are saying yes.
Tnvestors who held stock portfolios over the last ten years made very little
money, they argue. If an investor had sold before things turned sour
and bought back in on the recovery they would have done better,
protecting their capital while enjoying some nice gains.

These arguments are made periodically during bear markets by
those who do not understand the perils of market timing, The last long
period of doubt surrounding long term investing corresponded with the
high inflation years and successive bear markets that lasted from the
early 1970s through mid-1982.

No successful timers

Some of the most successful academics and investment managers
recently told the Journal of Indexes that long term investing remains
valid. “Talmost have to laugh when I get a question like that,” said Larry
Swedroe of BAM Advisor Services in reaction to the “is long term investing
dead” question. Swedroe added, “Whenever we get some kind of crisis, all
those who believe in active management come out of the woodwork with
this nonsense. All that shows is that they don’t know the basics of
investing.” Burton Malkiel of Princeton University and author of “A
Random Walk Down Wall Street” said it is natural for people to say they
should have sold in late 2007 and bought back in at the bottom this past
March. “We all have 20/20 vision in retrospect. The problem with it is that
nobody, and T repeat, nobody can time the market,” he said.

Jeremy Siegel of the Wharton School and author of “Stocks for the
Long Run” noted that the recent bear market reaffirmed that stocks pay
high long term returns because they can be very risky in the short term.
But stocks still beat other assets over the long haul, he said.
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Error protection

A disciplined, long term process prevents investors from making
errors when the going gets tough, says Gus Sauter of the Vanguard
Group. “Abuy and hold strategy helps prevent us from acting in a knee-
jerk fashion and under-performing by making bad decisions when the
market soars or falls,” he said.

In retrospect, late 2007 was certainly a good time to sell, but how
many market timers believed that in 2007 when the global economy
was still growing and unemployment was less than half of what it is
today? More recently, how many pundits were pounding the table and
yelling “buy” in March of 2009 when stock markets were plummeting
and banks were insolvent but for government intervention? The truth s
that market timing always has been, and will continue to be, purely
speculative and usually detrimental to portfolio returns. Long term
investing is alive and well.
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Gold Is All the Rage, but It May not Be a Good
Inflation Hedge

Gold was on a roll in 2009, hitting an all-time high of over $1,200
an ounce early in December. Investor demand has been so great that
the U.S. Mint had to stop producing some popular gold coins due to
supply difficulties. Investors are buying gold as a hedge against
inflation, against a falling dollar and against the possibility of another
financial disaster.

But how good is gold's record in protecting an investor’s portfolio?
Not very good, it turns out. Despite gold’s 24% climb in 2009, an
investor who bought gold the last time it hit a high, almuost 30 years ago
in 1980, could have done better by putting her money in an interest
bearing checking account. That is right: The gold investor earned a
total of only 44% over that long period, while the average interest-
earning checking account grew by 92%.

A dubious inflation hedge

Even worse, gold failed to protect an investor from inflation over
the last 30 years. After adjusting for inflation, the 1930 gold buyer is still
79% below where he started, reported Bloomberg,com recently.

Meanwhile, U.S. stocks went up 22-fold over that same period:
The Standard & Poor’s 500 Index increased by 2,182% between gold’s
last high in 1980 and December 2009. Even super-safe U.S. Treasury
securities did much better than gold over this period, gaining 1,089%

vs. gold's gain of just 44%. Longer time periods may portray gold in a
more favorable light, but the past 30 years are a perfect illustration of
how gold has the potential to fall short as an inflation hedge.

Non-productive asset

Gold is a non-productive asset, which makes holding it over a long
period costly. Bonds and other interest bearing investments make regular
income payments. Stocks pay dividends and offer a share in a company’s
profit growth through capital appreciation. Neither investment has any
carrying cost, while gold is costly to store and protect.

Gold is a non-productive asset, which makes

holding it over a long period costly.

Also, gold has had some very violent price swings over the years.
From 1971, when President Nixon abandoned the gold standard,
through January 1980 its price went from $35 an ounce to a high of
$850. It fell in subsequent years, hitting 4 low of $252 an ounce in
August 1999.

Better hedges

Using gold as a hedge against a collapse of the dollar is also
dubious. If the currency fails, what would an investor translate his gold
holdings into in order to spend it?
Would he hide hundreds of pounds of
gold coins under his bed or in 2 hole in
the backyard? When he tries to
exchange gold for goods and services,
will his neighborhood merchant
have change?

Instead, stocks, and especially stocks of
small companies, tend to do well in
inflationary periods. Also recommended
for diversification are broad-based
holdings in commodities, including
commodities that have use and scarcity
value like oil, grains, coffee, and
| industrial metals. So, while gold does
offer some diversification within a
portfolio, it is an imperfect inflation and
currency hedge, and it is more of a
speculative asset than a true investment.
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It Is Time to Learn How to Avoid Speculative
Investment Bubbles

We have just come through three big speculative investment
bubbles: the great bull stock market of the 1990s, the speculative
run-up of housing prices that ended over two years ago, and the
China-driven commodities boom that ended in 2008. Each bubble was
followed by a painful crash and price readjustments that damaged
many investors’ wealth. Indeed, we are still working through the pain
of the housing collapse and subsequent stock market decline.
Speculative bubbles have occurred in markets for hundreds of years, vet
investors never seem to heed the lessons of the last bubble before getting
sucked into the next one.

Stocks to houses

U.S. investors moved too quickly from stock mania to housing
mania in the early part of the last decade. A nearly 10-year boom in
stocks through early 2000 was driven by enthusiasm over globalization
of the economy, the growth of high technology industries, falling
inflation, and increased productivity due to the internet.

Never mind that falling inflation had never been a reason for
expanding stock markets in the past (indeed, during the 1960s boom
inflation rose rapidly). Also, the internet had not been dominant
enough in the 1990s to enhance productivity. Many high tech
companies, especially the dotcoms, never fulfilled their promise.

When the crash came in 2000 and extended over the next two years,
some investors decided that housing was a safer, surer long term bet. They
were prompted by the availability of cheap borrowed money after the
Federal Reserve cut interest rates in the wake of a recession and a bear
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market in stocks. The boom was also prompted by the belief that second
homes in scenic areas would become more popular as Baby Boomers
could work remotely from their homes or would want to retire to shorelines
and mountain tops. The outcome has been disastrous as home prices have
plummeted by record amounts in the most popular areas.

Disappointed again

The third boom occurred in commodities, dragging the stock
markets up with it, on the conviction that newly emerging economies
like China and India would suck up a vast amount of natural resources,
pushing up prices of oil, metals, grain, and other physical goods. That
bubble crashed into a wall in 2008 in the midst of the credit crisis, and
oil plunged from $140 a barrel to as low as $40 in less than six months.

The next boom

So how will we recognize the next boom? One way is to look for
stories that sound sexy and that promise new paradigms that will break
with historic patterns of price relationships. Here are some current
“stories” that might qualify:

o Inflation will skyrocket due to increased government borrowing and
investors will flee to the safety of gold, pushing gold prices to
stratospheric levels.

o The dollar will collapse as the U.S. economy disintegrates, providing
healthy returns to those invested in currencies outside the U.S.

o China, India, Russia and Brazil will continue their rapid growth
independent of trends in the United States and their stock markets
will rise accordingly.

These and other stories like them should be treated with the utmost
suspicion. Asset prices do not rise in a straight line forever, and attractive
returns are always linked to significant risks. Those who did not learn
from dotcoms, housing or commodities are in danger of falling victim
to the next media-driven buying frenzy, whatever it may be.
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