

[image: ]




[image: ]




Copyright © 1997 by William H. Gross

All rights reserved under International and Pan-American Copyright Conventions. Published in the United States by Times Books, a division of Random House, Inc., New York, and simultaneously in Canada by Random House of Canada Limited, Toronto.

Library of Congress Cataloging-in-Publication Data
Gross, William H.
Everything you’ve heard about investing is wrong! :
how to profit in the coming post-bull markets
William H. Gross. — 1st ed.
p.     cm.
eISBN: 978-0-307-81594-1
1. Investments. 2. Finance, Personal. I. Title.
HG4521.G745   1997
332.6—dc21   96-50901

Random House website address: http://www.randomhouse.com/

v3.1





To my wife, Sue, who has been with me since my dawning and has given me the happiest thirteen years of my life. If there be a heaven, I have caught a glimpse of it through you. You have my constant love and enduring respect.

To Jeff, Jenn, and Nick, my three wonderful children, two of whom are now fully grown and one who thinks he is. Keep looking for that golden egg, but make sure not to pass by the chocolate ones. They add up and are the foundation of a life well spent. I have high hopes and endless love for each of you.

To my mom, Shirley Karpen: having kids, I’ve learned, is a lot of work, and I was certainly a handful. Thanks for your devotion and love through all these years. You have mine as well.




Acknowledgments

An author needs many things, but above all he needs an audience, and I have been more than fortunate through these many years at PIMCO. I can’t recall how many loyal readers of my Investment Outlook have said, “You should write a book, you know.” My thanks to all of you—clients and associates alike—who have encouraged me for at least a decade.

An author also needs an able and enthusiastic assistant willing to put in long hours on the computer, revising graphs and correcting grammar as well as interfacing with insistent editors and the outside world. Danelle Reimer has done all of that and more for me and has left her footprints on this book along with many others too countless to name.


Contents


Cover

Title Page

Copyright

Dedication



Acknowledgments

Introduction

PART I   GOOD-BYE TO THE SUPER BULL

1.   Back to Butler Creek:
Investing in the Coming Era of 6 Percent

2.    Row, Row, Row Your Boat:
Long-Term Thinking for the Smart Investor

PART II   THE ECONOMIC SETTING

3.    The Eyes Have It:
Economic Cycles Good and Bad

4.    Easter Parade:
Market Vigilantes and the Hunt for Investment Profits

5.    The Plankton Theory:
Boomers, Busters, and the Future of Growth

6.    Einsteinian Economics:
The Secular Trend Toward Lower Wages

PART III   HOW TO INVEST IN A 6 PERCENT WORLD

7.    The Pōpa and I:
Resetting Your Investment Alarm Clock

8.    How Not to Get Scalped:
Diversification and Fee Management

9.    Selling the Noise:
Understanding and Coping with Volatility

10.    Echoes from Africa:
Derivatives and the Nature of Risk

PART IV   WHAT TO BUY IN A 6 PERCENT WORLD

11.    Rolling Around Heaven All Day:
Basic Investment Strategies for the Era of 6 Percent

12.    Men Behaving Badly:
How to Ride the Yield Curve in the Era of 6 Percent

13.    That Old-Time Religion:
Sleep Tight with Inflation-Indexed Bonds

14.    Fifteen Minutes of Fame:
Mortgage-Backed Securities for a Great Deal on Yield

15.    The King of Salamasond:
Investing in the Emerging Markets

16.    Mickey in Wonderland:
The Butler Creek Case for Bonds

17.    Mr. Nietzsche, Meet Mr. Darwin:
The Investment Choices You Face


Bibliography




Introduction

We’ve been living in an age of high-octane financial markets. A bull market in stocks since the mid-1970s, combined with a dramatic performance for bonds since 1981 and the days of Paul Volcker, has convinced Americans that the way to get rich is to invest in “the market.” Such times have come before, of course: the South Seas Bubble, the Roaring Twenties, and the real estate frenzy of 1975–1985 were all times when investors and speculators thought they couldn’t lose—that all they had to do was belly up to the bar and slap their $2 down on the counter, and a beer and $4 change would come back before they had a chance to say “Intel.”

I’m here to tell you that it’s just not that easy. This “Era of Money” has been almost unique. For one thing, the twenty-year bull market in stocks and the fifteen-year run-up in bonds have been longer than almost any comparable period in world history. Sure, we had our 1987 stock market crash and the 1994 debacle in bonds, but they were short and corrective as opposed to drawn-out and stagnant. Second, the conditions that produced these long bull markets will be difficult to duplicate in the future. They were caused by a sharp increase in corporate profits combined with a near-historic drop in inflation and interest rates. Since the mid-1970s, after-tax profits have increased by 10 percent annually. And since 1981, inflation has receded from double digits to a lowly 2 to 3 percent a year, while long-term Treasury yields plunged from 15¼ percent in 1981 to 6 percent in 1993. This performance will not be repeated in our lifetimes.

There’ll be a lot of disappointed investors out there if they expect a repeat of the past two decades. The Era of Money is about to come to a close. Not in a dramatic way, though. This is not a book about the coming Depression of 1998 or the Crash of ’99. It’s not meant to scare you or to get you to rush out and sell your stocks and bonds and replace them with greenbacks, diamonds, or gold. Instead, this book will describe the coming new era, an era already dawning, during which you’ll likely compound your money at 6 percent rates as opposed to the 15 to 20 percent rates that have been synonymous with our rapidly maturing bull markets.

The Era of 6 Percent

Humorist Will Rogers once said, “I’m more concerned with the return of my money than the return on my money.” He made that crack during the Great Depression, the longest and worst period of business stagnation in our history. The future is not going to be quite as bad as that. Your investments will still offer a handsome return relative to inflation—just not what you may be used to. The next era will be the “Era of 6 Percent.” Still, getting that kind of return and keeping it, as Will Rogers might have encouraged, will not be easy. Purchasing high-flying stocks soon destined to fall, being too conservative by holding 4 percent CDs, and paying excessive fees for professional investment management are just three ways to ensure that you won’t keep up with the Joneses in the battle for investment profits over the next decade. In order to excel, you’ll need an understanding of the global economy in the coming years—an appreciation for what could produce disinflation as well as the accelerating inflation you’re still probably afraid of and which type of environment favors stocks and which bonds. The old adage “Stocks always outperform bonds” is pure bunk, and you should know why bonds may be relatively good investments in the coming years. You’ll also need to know which bonds to buy and how to reach for yield without sacrificing safety. Last, but certainly not least, you should know that you are an important part of the quest for 6 percent. Your psychological makeup, your patience or impatience, your need to “play the game,” or your willingness to sit back and let your profits run are all part of the equation that will add up to mediocre or exceptional returns.

I hope this book will help you grab the long end of the stick. It reflects what I’ve learned in the past twenty-five years of investing for the clients of Pacific Investment Management Company. It’s also a prediction of what lies ahead in the “forecastable” future—the next three to five years, into the start of the twenty-first century. Each chapter begins with a personal commentary about this or that—the meaning of life, how it feels to be “scalped alive,” and a host of other topics. I’ve always felt that reading about investing should be fun, and my stories aim to entertain as well as instruct. I hope you like my book and learn something at the same time. It should be an enjoyable—and profitable—way to enter the Era of 6 Percent.



PART ONE
Good-bye to the Super Bull




ONE
Back to Butler Creek

Investing in the Coming Era of 6 Percent

I’ve never lived near a river. The closest I ever got, I suppose, was Butler Creek in the backwoods of Middletown, Ohio, when I was a boy. It was gentle and kind, and its surprises came in the form of crawdads and salamanders and all sorts of fun things that little boys dream pleasant dreams of. There were no nightmares on the banks of Butler Creek—no floods, no levees, no sandbags, no shattered lives, and no presidents offering condolences. It was not the Mississippi of 1993. My summers were filled with running to, not from, the water. There were fish to catch in the deep eddy underneath the exposed roots of what had to be the county’s biggest, oldest oak tree. There were BB guns to shoot at my brother, many make-believe bad guys lurking in the underbrush, lots of turtles to find, an abandoned shack that quickly became a fort, and buckeyes to pick. I’ve never lived near a river.

Now I live by the ocean. Friends joke that the next tsunami will sweep my house away like the Mississippi rolling through Saint Louis, but I know better. It’s fifty yards from the Pacific and as untouchable as the homes of all my neighbors sequestered behind the gates of Irvine Cove. My children surf, make sand castles, look for crabs, and do all the other fun things that kids dream pleasant dreams of. There are trees to climb, parks to play in, a bike to ride for my little guy, Nick, and nice cars to drive for Jeff and Jennifer, my twenty-somethings. They’ve never lived near a raging river.

Will they ever? I don’t know. As a parent with fifty-two years of life experience, I sometimes think the ideal would be for them to experience a few mild floods before they’re thirty-five or forty so that they’ll know how nice a gentle creek is during the second half of their lives. That’s hard to arrange, though. You don’t intentionally throw your kids into a raging torrent. Kicking them out of the house at twenty-one is one thing, but when they’re hurting and you can help, it’s oh so hard to say no, even when you realize that in the long run, a “no” would be the better response. But even if you try, life can’t be engineered so smoothly. It’s full of hard knocks and heartaches, even for kids who live in Irvine Cove, and no matter how many sandbags you have, you sometimes just can’t build the levee high enough.

Surfing the Mississippi

Investment managers have lived in their own privileged world for the past fifteen years or so, when all you really had to do was “own the market” in order to look good. Being a superstar investor might have been as easy as being fully invested, packing your suitcase, and enjoying an extended vacation on the French Riviera. Usually, life (and managing money) is just not that easy. When the flood comes or the tide changes, you’d better be prepared. It’s important to be an investor for all seasons.

Not many of us are. Professional investors, just like kids, may need a few hard knocks to focus their attention and to prove to themselves and their public that it’s not just a bull market that’s responsible for their success. Those knocks typically come in the form of bear markets that test how adaptable investors really are. If a manager’s portfolio doesn’t change, if his philosophy is simply to stay 100 percent invested and let the market bail him out at some future date, it’s difficult to believe he ever had much expertise to offer in the first place. An index fund, which merely tracks the market while charging much lower management fees, would be much more profitable for its clients in the long run. No, an investor for all seasons needs the ability to recognize changing circumstances—not necessarily to change his or her philosophy but to adapt that philosophy to changing times. If you’re a bottoms-up stock picker, fine. But you need to adjust your stock holdings consistently with your view of economic conditions several years forward. If you’re a corporate bond manager, fine. But make sure you know when corporates do well and when they don’t, and modify your holdings accordingly.

Which brings me back to Butler Creek. The opening paragraphs of this chapter contrasted the stream near my old backwoods home with the mighty Mississippi of 1993, which ravaged much of the Midwest. One was calm and placid, the other a raging torrent. In a way, they represent two significantly different types of investment markets.

For fifteen years now, we’ve experienced the turbulence of one of the strongest, most dynamic bull markets stock investors have ever known. From its level of 800 in 1981, the Dow Jones Index of industrial stocks has multiplied over 8 times, and other major indices have done as well or better. There’ve been a few waterfalls along the way, of course—October 1987 the largest—but for the overwhelming preponderance of the time, stocks have done nothing but go up.

Since September 1981, bonds have followed a similar pattern. Bond investors will remember 1994’s bear market for a while, but it was really only a temporary reaction to a long-term fundamental trend that saw the interest on long-term Treasuries peak at 15¼ percent in 1981 and go as low as 5¾ percent in late 1993. That long-term trend produced an 80 percent appreciation in long-term bond prices, while the ’94 bear market took back just 25 percent of those gains. Despite that setback, total returns for long Treasuries have come close to matching that of the stock market over the same period.


THE SAVVY INVESTOR:

Bonds Ride the Teeter-Totter

Investors who don’t deal with bonds on a daily basis often find the relationship between interest rates and bond prices quite confusing. What does it mean when a TV commentator says the bond market was up? Did interest rates go up, or did prices go up, as they say for stocks? The confusion comes about because interest rates (that is, yields) and bond prices move in opposite directions—much like a child’s teeter-totter.

[image: ]

When yields go up, bond prices go down, and vice versa. The longer the maturity, the greater the move. To make it simple, picture short maturities as being near the teeter-totter’s fulcrum. They don’t move much, do they? Long bonds ride the ends of the seesaw. Their prices get quite a wild ride if interest rates on the other side go up or down.

Now that you know about the teeter-totter, you know the answer to my question. If the bond market is up for the day, what rises—prices or yields? Prices!



If a market can be compared to a river, then the past two decades, in both bonds and stocks, have certainly resembled the Mississippi of 1993—not in destructive force but in power, breadth, and certainly length. Both bull markets have been among the largest and most profitable in history. Because of that, most investors and money managers expect much the same in future years: double-digit returns and markets that are unidirectional on the upside. It’s just not going to happen. What we’re going to see instead are markets that more closely resemble my old backwoods haunt of Butler Creek: calm and placid, with little turmoil and, in financial market terms, relatively low total rates of return. To get specific, stocks should return 8 percent and bonds 6 percent over the next three to four years, compared to 15 percent–plus annualized total returns for both since the early 1980s.


THE SAVVY INVESTOR:

Total Return

Total return is a concept that’s difficult to comprehend for many investors. When they think about bonds, for instance, they tend to think of their return as simply a bond’s “yield.” That’s primarily true only if the bond is held to maturity. Even then, if the periodic interest payments are reinvested at a different yield, the compounded return will vary.

A bond’s true total return is composed of its interest payments plus its price appreciation or loss. If you measure total return annually, you need to add the bond’s price change for the year to its interest rate yield to get a true calculation. When I speak of the Era of 6 Percent, I am referring to the total return for bonds, not simply to their yield.

For stocks, the calculation is much the same, except that dividend yield is substituted for interest: price change plus dividend yield equals total return. I believe that, in the near future, stock prices will probably go up by 6 percent a year and their average dividend yield will be 2 percent: 6 + 2 = 8 percent total return, just slightly better than that of bonds.



Very few money managers and investors active today have experienced the environment we are about to live through. They have navigated one river only, and they are ill prepared for the clear water we are about to experience. We are, in my opinion, headed downstream toward a shallow creek, not a torrential river. We’ve shot the rapids, gone over the waterfall of plunging interest rates and roaring stock prices, and are now about to navigate a far more calm and placid stream than any we’ve experienced since the late 1950s. We are going back to Butler Creek.

Why the Salad Days Are Over

It is not hard to understand why. As Einstein might have said, the mathematics are quite compelling. In the bond market, for instance, returns over long time periods are significantly influenced by the yields available when the starting gun goes off. If you begin with 15 percent yields, as we did in 1981, the likelihood of 15 percent total return over the next five to ten years is fairly high. There are no guarantees, of course, because bond market total returns depend on future yields. They are influenced not only by the reinvestment of interest payments every six months forward but by the future price of the bond as well. Still, the starting point is highly influential. Those 15 percent yields in 1981 eventually led to almost 15 percent total returns ten years later, as seen in Figure 1-1. This graph displays average total bond returns for ten-year periods beginning in 1970. Lo and behold, by 1991, ten years after long-term Treasuries peaked at a yield of 15 percent–plus in 1981, the total return for the decade came close to the period’s original yield.

FIGURE 1-1.
AVERAGE ANNUAL TOTAL RETURN OF U.S. BONDS (TEN-YEAR PERIODS)
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Today’s Treasury yields of 5 and 6 percent, then, give you a pretty good idea what your return might look like as you jump ahead on the calendar, even over a shorter time frame such as between 1997 and the end of the twentieth century. A five-year Treasury note, to get specific, at a yield of 6 percent in 1996, should return close to 6 percent when it matures in 2001. The longer-maturity notes and bonds are a little more problematic, because in 2001 they’ll still have quite a few years left before they come due, and the yield at that time will affect their current price. Even so, the changes in interest rates in the interim would have to be fairly dramatic to push the figure substantially above or below the starting yield.

A similar analysis of potential stock returns can be done by calculating the market’s dividend yield in combination with estimated earnings growth. With a beginning dividend yield of close to 2 percent, one has only to estimate the future path of earnings to come up with a rough approximation of total returns. Of course that’s not a simple task, but over the last seventy years, the growth rate in earnings for the Standard & Poor’s 500 has been 6.1 percent, as shown in Figure 1-2. Adding the two produces a total return of just over 8 percent. With price/earnings (P/E) ratios slightly above historical norms, it takes only a minor downward adjustment to get to my 8 percent forecast for stocks through the end of the twentieth century.

FIGURE 1-2.
U.S. CORPORATE EARNINGS GROWTH
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But the argument for Butler Creek does not rest on a mathematical foundation alone. More critical to my argument is the economic setting. In order to envision returns for bonds of around 6 percent and for stocks in the vicinity of 8 percent, what is really needed is a substantially different economy than the one that produced our roller-coaster markets over the past fifteen to twenty years. The economy of the 1970s was characterized by easy money and accelerating inflation, that of the 1980s by tight money and disinflation. The dramatic transition from one to the other shot yields up to 15¼ percent for long Treasuries in 1981 and then down to 5¾ percent in 1993. The fact is, over many three- or four-year stretches, a bond investor could have received negative total returns or as much as 18 percent annually, depending on whether inflation was moving higher or lower. Stocks displayed the same volatility and then some.

The markets of the future will be different because the economy has changed. In a series of chapters beginning in Part II of this book, I’ll explain why nominal economic growth (real growth plus inflation) should average a placid 4 to 5 percent through the balance of the century and why inflation should move around a 2 percent guidepost. That is really the key to Butler Creek: 5 percent nominal GDP growth and 2 percent inflation. Sure, we’ll have a mild recession and a decent cyclical recovery between now and the year 2000, but not much more, and there’ll be no sustained upward pressure on inflation to cause investors to flee bonds—or stocks, for that matter. I’ll offer what I hope will be a compelling analysis of the following long-term trends that promise to hold inflation down:


1 Current high levels of debt that inhibit consumption

2 Capital market “vigilantes” who enforce monetary and fiscal discipline

3 An evolving demographic influence that fosters saving and spells an end to the “shop-till-you-drop” attitudes of U.S. consumers

4 A global trading environment that promotes low wage growth




ECONOMICS 101

Real Versus Nominal GDP

Discussions about the growth rate of our gross domestic product (GDP) are often confusing. For starters, economists and publications used to refer to it as GNP, or gross national product, but for some esoteric reason a name change was made several years ago. GDP is the total annual production of goods and services in our economy, and, of course, it changes every year. Those changes result in what is known as a GDP growth rate.

The GDP growth rate, however, can be stated in two different ways. Real GDP growth refers to the increase in goods and services once price inflation is subtracted out. Nominal GDP growth includes inflation. Therefore, as long as we have some inflation, nominal GDP will always be larger than real GDP.

Remember to discriminate between the two terms as they’re used throughout this book.



Never before have these four dominant long-term trends been in such distinct alignment, and never before has that formation so adamantly argued for mild economic growth with no inflationary pressures. Thus, there is little reason to expect much change in interest rate levels. Inflation is the primary factor in determining interest rates, and if that doesn’t change much in the next three to five years, total returns from bonds (interest and price movement) and total returns from stocks (dividends and price movement) will be muted as well.

Perhaps the most important thing investors must recognize is that our recent fifteen-year bull market in bonds and stocks has been due to declining inflation—what economists label disinflation. Almost every five years since 1981, there has been a discernible downward shift in inflation. Most of it, as Figure 1-3 depicts, occurred early in the 1980s, but there was a drop between 1984 and 1989 and another decline between 1990 and the present.

FIGURE 1-3.

U.S. INFLATION, 1960–1995
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This movement generated and perpetuated the bull market in bonds and stocks because financial assets benefit more from the transition to lower inflation than from the actual lower inflation itself. Because of the declining trend of inflation, bond prices accelerated, P/E ratios expanded, and corporate earnings moved up smartly. These are the ingredients, nay, the very definition, of bond and stock bull markets, but when two of the three disappear, the bloom comes off the bull market rose. When interest rates stop declining and bond prices no longer go up, P/E ratios cannot continue to move ever skyward; and when P/E ratios stabilize, stock returns are dependent on earnings growth, just as bond returns are dependent on their current yield. The result is a 6 to 8 percent world for bonds and stocks.

Sure—in one year you may get 15 percent return, and the next you’ll get close to zero. On average, though, the returns are going to be nothing like you’ve been accustomed to. You’ve been spoiled! You’ve just lived through one of the greatest bull markets of all time, but the salad days are over. If you’re expecting to earn 20 percent a year to pay for a second home or finance your kid’s college education, forget it. Instead of going ballistic, you need to get realistic, and that’s what this book’s all about.

So come on in, the water’s fine; it’s just not that deep. It’s a warm fall day, the corn’s high in the fields, the livin’ is still pretty easy. There are crawdads and salamanders in the creek, vines to swing on, even some fish to catch under the roots of the old oak tree. It’s just not the Mississippi—that raging torrent you may have gotten used to over the past several decades. This is Butler Creek, the stream of 6 percent. In the next chapters, I’ll take you
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