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  Praise for Muscular Portfolios

“Livingston has used his computer savvy to crack Wall Street's money-making secrets and make them freely available to investors at every stage of life.”

AL ZMYSLOWSKI, Board of Directors,
American Association of Individual Investors—Silicon Valley Chapter

“Overall the book looks great! I love the idea of empowering people to take control of their own investing.”

DANIEL SOTIROFF, ETF Specialist columnist and analyst,
Morningstar Inc.

“There's a wealth of information in this book that can help every do-it-yourself investor.”

WES GRAY, PhD,
CEO of Alpha Architect

“In his inimitable way, Livingston has taken a tough problem—investing—broken it into component parts, analyzed the living daylights out of them with sophisticated computer runs, then extracted strategies that are both easy to understand and demonstrably superior.”

WOODY LEONHARD,
best-selling author of Windows All-In-One For Dummies

“The book does a great job of delivering important information to the individual investor in a very straightforward manner.”

STEPHEN JONES,
Financial and Economic Analyst

“As I was reading, I kept a list of questions, but by the time I reached the end, all my questions had been answered. Nice job.”

BOB NEW, Engineer,
HP Inc.


  [image: Title page]


  This book and our other publications are protected by copyright law. The terms Muscular Portfolios, Papa Bear Portfolio, Mama Bear Portfolio, and Baby Bear Portfolio are registered trademarks of Publica Press. The term Publica Press and related designs are trademarks and service marks of Publica Press. Other parties’ copyrights, trademarks, and service marks are the property of their respective owners. You may print a copy of the information for your personal use only, but you may not reproduce or distribute the information to others without prior written permission from us.

This book and the information contained herein are impersonal and do not provide individualized advice or recommendations for any specific subscriber or portfolio. Investing involves substantial risk. Neither the publisher of this book, its authors, nor any of their respective affiliates make any guarantee or other promise as to any results that may be obtained from using the book. While past performance may be analyzed in the book, past performance should not be considered indicative of future performance. No reader should make any investment decision without first consulting his or her own personal financial adviser and conducting his or her own research and due diligence, including carefully reviewing the prospectus and other public filings of the issuer. To the maximum extent permitted by law, each author, the publisher, and their respective affiliates disclaim any and all liability in the event any information, commentary, analysis, opinions, advice and/or recommendations in the book prove to be inaccurate, incomplete, unreliable, or result in any investment or other losses. The book’s commentary, analysis, opinions, advice, and recommendations represent the personal and subjective views of the authors, and are subject to change at any time without notice. Some of the information provided in the book is obtained from sources which the authors believe to be reliable. However, the authors have not independently verified or otherwise investigated all such information. Neither the publisher, its authors, nor any of their respective affiliates guarantee the accuracy or completeness of any such information. Neither the publisher, its authors, nor any of their respective affiliates are responsible for any errors or omissions in this book.

Copyright © 2018 by Brian Livingston 
All rights reserved. No part of this book may be used or reproduced in any manner whatsoever without written permission except in the case of brief quotations embodied in critical articles or reviews.

[image: BenBella Books logo]

BenBella Books, Inc.
10440 N. Central Expressway, Suite 800
Dallas, TX 75231
www.benbellabooks.com
Send feedback to feedback@benbellabooks.com

Printed in the United States of America
10 9 8 7 6 5 4 3 2 1

Library of Congress Cataloging-in-Publication Data is available upon request.
LCCN 2018019445 (print) | LCCN 2018028595 (ebook)

ISBN 9781946885388 (paper over board: alk. paper) | ISBN 9781946885630 (electronic)

Editing by Alexa Stevenson
Copyediting by Scott Calamar
Interior design by John D. Berry 
Interior typesetting by Aaron Edmiston 
Final layout by Karen Mason Creative
Ebook layout by MrLasers.com
Front cover design by Marc Whitaker/MTWdesign.net
Full cover design by Sarah Avinger
Indexing by WordCo Indexing Services


  Before you begin   

Get FREE updates to this book

Be notified of new developments via email once a month.

Sign up for the FREE newsletter at: MuscularPortfolios.com.

Follow the footnotes for more information

Every footnote links to a longer document with more details.

» Enter bri.li/1000 into any browser to see an example.

» Enter bri.li/1001 to see the first footnote in this book.

» Enter bri.li/1200 to see the 200th footnote, and so forth.

To preview the destination, add a hyphen (-) to the end, like this: bri.li/1000-

The 2nd edition of this book will use links that begin with "2," and so forth.

Follow the Twitter feed: @Brian_Livin

The best ways to read this book

1 · Speed read (60 minutes)

First, read the illustrations and captions, and then go back and read the parts of the text that interest you.

2 · Deep read (an easy weekend)

Go through the book, page by page. You only need to read it in sequence if you want to understand the information.

You can get value out of this book by reading it either way.

A note to readers outside the US

To keep this book simple, it refers only to United States laws and financial products. Other countries may have different regulations and product names.

Fortunately, Muscular Portfolios can be managed outside the US. Low-cost index funds that track global asset classes are available in many countries. Because non-US funds can use the same indexes as US funds, investors everywhere should enjoy roughly the same performance.


  A word from the author (actually, a few words)

For two decades—1990 through 2010—I worked as an investigative journalist, revealing the secrets of the computer industry. I exposed products that didn’t work, features advertised on the packaging that weren’t actually in the software yet, spammers, fraudsters—you name it.

Since then, I’ve turned my gaze toward the investing business—and it’s 10 times worse. What we laughingly call the financial “services” industry is a cesspool filled with sharks intent on siphoning your money away and making it their own.

The good news is that it is absolutely possible to grow your savings with no fear of financial sharks or stock-market crashes. In the past few years, we’ve seen an explosion of low-cost index funds, along with serious mathematical breakthroughs in how to combine these funds into low-risk portfolios.

Top Wall Street bankers know all about this, but seldom reveal the facts to individual investors. Most people have never heard of the scientific papers detailing the evidence behind these methods. Sure, they’re posted in obscure places on the Web, but they rarely make the headlines of newspapers or even blogs.

Can individual investors understand these basic principles well enough to manage their own money successfully? And can they do this without turning investing into a second job? This book shows that the answer is “Yes!”

This book shows you how. In fact, you can begin today. You don’t need millions of dollars to take advantage of low-cost, low-risk investing. You can start with just a little money and make it grow.

I know it’s hard to save money if you barely make enough to keep body and soul together.

I wish I could hire everyone who reads this book and give you a raise. But I can’t.

The best I can do is help you commit to your own success. Seek out lifelong education, strive to improve your earnings, save as much as possible, and multiply your gains by investing wisely.

One of the nicest things ever said to me was by a reader of the manuscript: “My husband and I paid off our credit cards and started saving money, because of your book and your damn charts.”

That’s my goal. Now you have the book in front of you. I hope you like the whole damn thing.

—Brian Livingston
July 2018
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  Executive summary of the book Muscular Portfolios

» Old investing strategies that became conventional wisdom in the 1970s and 1980s have proven themselves to be failures, subjecting investors to unacceptable losses.

» These debunked theories—known as Lazy Portfolios, because their fixed holdings never change—caused investors to lose 35% to 50% twice in a single decade during the crashes of 2000–2002 and 2007–2009.

» Individuals experience a “behavioral pain point” after their portfolios have lost more than 25% in value, compelling them to sell their holdings.

» Without devoting 80% or more to bonds, you can’t design a Lazy Portfolio that loses less than 25% after inflation, so investors lag the market. After a crash ravages their nest eggs, investors’ survival instincts make them sell, locking in the loss and ensuring they miss much of the next bull market.

» Hundreds of peer-reviewed studies since 1993 have shown that stocks, bonds, real estate, commodities, and other asset types all follow a Momentum Rule: asset classes that have risen for 3 to 12 months tend to continue rising for another month or more.

» Momentum is a centuries-old market factor—an example of evidence-based investing—so basic that any investor can use it, given this book and the free Web pages updated daily at MuscularPortfolios.com.

» Adapting a portfolio to market conditions is a principle that has won the Nobel Prize in Economics. Dated 20th-century theories are being replaced by a new Dynamic Portfolio Model that forms the basis of Muscular Portfolios.

» The Index Investing Revolution—ultralow trading costs, tiny fees, and a scientific consensus about momentum—now lets us design Muscular Portfolios that keep losses below the 25% pain point while delivering robust returns.

» Muscular Portfolios:

a · produce great returns when measured over complete bear-bull market cycles;

b · embrace automatic, mechanical investing;

c · avoid any trading based on opinion;

d · reject active investing and market timing;

e · require only 15 minutes per month; and

f · are fully disclosed at no charge.

» MuscularPortfolios.com is a disruptive website that is helping drive the price of investing advice to zero.
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  The tale of Goldilocks and the three bankers

Once upon a time, in a forest near her village, Goldilocks stumbled through a doorway at the end of a dark path by a long brick wall.

Inside the dimly lit room, on a big oval table, she saw three shiny bowls. The smallest of the bowls was filled with money. The second bowl, which was larger, held even more money. And the third and largest bowl held the most money of all.

Beside each bowl was a printed card. Goldilocks picked up the cards, which each described a formula for investing. The formulas were called the Mama Bear, the Papa Bear, and the Baby Bear.

Each formula was as simple as simple could be. Goldilocks realized that she could choose to follow whichever one was just right for her.

Suddenly, three Wall Street bankers burst into the room, wearing woolly coats and golden watches. “You’ve read our secret formulas!” they cried. “We won’t be able to sell them to the peasants anymore!”

Goldilocks consoled them as best she could. She would not pay for the formulas, since they were so simple. But, she told them, with all the money she’d make, perhaps she would return one day and open an account at one of their giant Wall Street banks.

She ran to the village, faster than a corpulent CEO ever could. She gave the formulas away, and everyone lived happily ever after.

But the Wall Street bankers had to find new jobs.

Illustration: “Goldilocks” by Jed Dunkerley


  1 
Goldilocks investing: Not too risky, not too tame, just great gains

“No invention has been more disruptive to the asset-management industry in the last quarter century than the exchange-traded fund. Its tradability, tax efficiency, and cost ignited the low fee revolution.”

CRYSTAL KIM in Barron’s (Nov. 20, 2017)1001
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    Figure 1-1
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  Over the centuries—since the Amsterdam Stock Exchange became the first trading pit in 1602—a huge wealth-management industry has arisen.

When we see a poisonous snake, we instinctively leap out of its way. But faced with the Wall Street gambling den—crawling with financial vipers—our impulse is to jump right in.

A small army of salespeople and brokers use every psychological trick in the book to convince us to part with our money in the market casino.

Too many people become gamblers with their life savings, certain they can beat the house. This overconfidence blinds us.

University of California professor Terrance Odean analyzed 10,000 randomly selected accounts at a national discount brokerage firm. When people sold one stock and bought another, the stock they bought went up in the next 12 months an average of 5.7%. But the discarded stock soared 9.0%! Our opinions deceive us.1002Luckily for us, the financial world is being turned upside down by an Index Investing Revolution. Only in the 21st century have individuals been able to buy a full set of ultra-low-cost exchange traded funds (ETFs). These new vehicles deliver almost 100% of the return of market indexes.

This book, Muscular Portfolios, has some things in common with the popular Goldilocks theme:

» In the Goldilocks fable, a young woman finds one bowl of porridge that’s too hot, another that’s too cold, and finally one that’s just right.

» A so-called Goldilocks planet—much sought-after by astronomers—is not too close to its sun and not too far, but at just the right distance to support life. (We happen to live on one.)

» Goldilocks investing is a research project to find and publish Muscular Portfolios. These are investment strategies that are not too risky but not too tame, earning double-digit returns while protecting you from steep losses.

Don’t play unwinnable games against the supercomputers of Wall Street (Figures 1-1 and 1-2). With the latest information, you yourself can be the best investment adviser you’ll ever have.
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  It’s up to individuals to make their own way in the world of Wall Street

Today, whether you’re a business owner, an employee, a retiree, or a student—anyone with two coins to rub together—you are largely expected to manage your own nest egg with little help.

Thirty years ago, more than 175,000 company-sponsored pension plans spanned the US. These professionally managed accounts guaranteed employees a steady flow of income for life. But by 2007, fewer than 25,000 pension plans remained.1003In 1979, about 38% of American workers participated in a pension plan. By 2011, that number was down to only 14%.1004

During that same period, enrollment in 401(k) plans—plans at the mercy of the market, offering no guarantees—rose from 17% to 42%.

Brooke Harrington, author of the 2016 book Capital without Borders, explains how individual investors became stock speculators:

“Once limited to a tiny elite among America’s wealthiest families—the 1 percent of adults who owned stocks in 1900, which by 1952 had risen to just 4 percent—investing in stocks became a mass activity, involving over half the US adult population by the end of the twentieth century.    As economic anthropologist Keith Hart points out—‘economics has become the religion of our secular scientific civilization.’ ”1005 (Figure 1-3)

Transitioning from pensions to 401(k)s and IRAs allowed employers to avoid the risk of accounts running dry. Instead, the responsibility increasingly fell on the shoulders of individuals. But most people have never received even the most basic instruction on how to invest to safely reap gains without suffering devastating market crashes.

Unsurprisingly, teaching individuals how to manage their own money for free is not a high priority for the financial industry. Thousands of firms are happy to charge consumers big fees for advice of little value.

Constructing a portfolio that grows steadily while minimizing risk is a skill that even many paid investment advisers haven’t mastered. Can the average investor do a better job?

The answer is a definite “Yes!” This book shows you simple, profitable, do-it-yourself portfolios. Best of all, you don’t have to pay any fees to set them up or maintain them, keeping more of your money in your own pocket.

People aren’t born understanding financial principles. In 2014, two researchers had pollsters ask consumers in various countries three simple questions about investing—softballs like:

“Imagine that the interest rate on your savings account is 1% per year and inflation is 2% per year. After one year would you be able to buy with the money in this account more than today, less than today, or the same as today?”

Seventy percent of Americans couldn’t give correct answers to all three questions.1006 That’s worse than respondents in Germany, Switzerland, or France. And yet 70% of the Americans rated themselves a 4 or better on a 1-to-7 scale of their “financial knowledge.”1007

Take the test yourself. It’s in Figure 1-4.

Don’t worry if you flub any of the answers. You’ll know how to handle much more difficult problems than these by the end of this book.


  
  Figure 1-4

  Can you answer three questions about money?

  1 · Suppose you had $100 in a savings account and the interest rate was 2% per year.
    After five years, how much do you think you would have in the account if you left the money to grow?

  A) More than $102
B) Exactly $102
C) Less than $102
D) Do not know

  2 · Imagine that the interest rate on your savings account is 1% per year and inflation
    is 2% per year. After one year, would you be able to buy with the money in this account:

  A) More than today
B) Less than today
C) The same as today
D) Do not know

  3 · Do you think that the following statement is true or false? “Buying a single
    company stock usually provides a safer return than a stock mutual fund.”

  A) True
B) False
C) Do not know

  Answers are in Figure 1-5.

  Source: Annamaria Lusardi and Olivia Mitchell, Journal of Economic Literature, 2014




  
	Figure 1-5

	Three money answers

	The questions are in Figure 1-4

	1 · A You’d have more than $102 in your savings account after five years if the interest rate was 2% per year. The actual balance would be $110.41. Your $100 would be multiplied by 1.02 five times.

	2 · B After one year, you’d be able to buy less than today, if the interest rate on your savings account was 1% per year and inflation was 2% per year.

	3 · C Any single company might go bankrupt, causing its stock price to drop to zero. It’s much less likely that every one of the companies in a diversified stock mutual fund would go broke. That means the fund is safer than any individual company.
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  Bear markets can ruin your life, but you can manage them

Crashes of 30%, 40%, 50%, or more are a permanent feature of free markets.

As an investor, your primary job is to minimize these wipeouts of your wealth.

Know your enemy! Up and down markets have been called bulls and bears since the 1700s (Figure 1-6).

Based on the S&P 500’s “headline price,” not adjusted for dividends or inflation, major swings are defined as follows:

» A bull market is a gain of 20% or more.

» A correction is a loss of 10% to 19.9% during bull markets, which “correct” about once a year.1008

» A bear market is a loss of 20% or more. This strikes about once every eight years (i.e., 15 times in the 126 years 1892–2017).1009 The average decline is awful: 45%.1010

» A crash is a dive of 30% or more. Eight of the last 10 S&P bear markets qualify as crashes (one per decade).

» A severe crash that burns up 40% or more of investors’ money hits every 18 years, on average.1011

Figure 1-7 shows the last five severe crashes, adjusted for inflation. Real bear-market losses are usually worse than headlined.

The S&P 500 is crash prone—it consists of a single, risky type of asset (only the US’s largest companies).

Mere 10% corrections should be ignored. But bear markets and crashes are performance killers you must intelligently manage.


  
  » Key Concept

  drawdown

  Investors hate drawdowns: a portfolio’s loss from its highest point to its lowest subsequent point, based on monthly or daily closes.
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Source: Jill Mislinski/Advisor Perspective 1012
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  There’s no secret that prevents you from becoming an informed investor

The foundation of all modern investing is The Intelligent Investor by Benjamin Graham. He produced four editions of this book between 1949 and 1973.

Graham taught a finance course at Columbia University in New York City for 28 years. Many of his students went on to become wealthy investors—the most famous of whom is Warren Buffett.

Graham died in 1976, but an updated version of his book was released in 2003. Buffett himself wrote the preface, declaring Graham’s work “by far the best book on investing ever written.”1013

Besides teaching, Graham also managed a very successful mutual fund that proved his principles Jason Zweig, a columnist for the Wall Street Journal, calculated that Graham’s mutual fund had earned 14.7% annualized from 1936 through 1956. The market overall had gained only 12.2%. “One of the best long-term track records in Wall Street history,” Zweig noted.1014

Graham maintained that investing success or failure was determined by the effort you put into the game. He defined two types of market players:

» The defensive or passive investor aims for “freedom from effort, annoyance, and the need for making frequent decisions.”

» The enterprising investor is willing “to devote time and care to the selection of securities that are both sound and more attractive than the average.”

The enterprising investor, Graham concluded, “could expect a worthwhile reward for his extra skill and effort, in the form of a better average return than that realized by the passive investor.”

Think of 21st century investing as having three types:

» The full-time day trader/speculator darts in and out of securities, holding them only for days, hours, or milliseconds, looking for a fleeting “edge.”

» The armchair investor pays little attention to the market. He or she doesn’t update a portfolio until headlines announce a bear market. By that point, it’s too late to adapt.

» The informed investor takes the time to study the science of investing (Figure 1-8). Using the latest research, informed investors make occasional adjustments to their portfolios, adapting them as market conditions change.

This book is for informed investors—and armchair investors who would like to become informed.

Do you have enough skill to buy a plane ticket on the Web? If so, you’re perfectly qualified to handle your own portfolio, as described in this book.

Managing a portfolio takes just 15 minutes a month—and that’s a ticket to watch your nest egg fly for life.


  
  » Key Concept

  the informed investor

  Any person who studies the latest science on investing can learn enough to prevent their portfolio from crashing.
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  The S&P 500 is not your friend—don’t bet your life on it

The S&P 500 has long been used as a “benchmark” representing the performance of the broad market.

Some pundits suggest that individuals should simply buy an index fund based on the S&P 500 and do nothing else. This buy-and-hold strategy would supposedly grow your money steadily.

So, what if you’d sunk your entire nest egg into a buy-and-hold of the S&P 500 at the market top in March 2000?

Figure 1-9 shows the S&P 500 adjusted for inflation, showing the real rate of return.

In real dollars—the kind you buy groceries with—the S&P 500 halved your portfolio’s value in just 2½ years during the 2000–2002 dot-com crash. In Wall Street jargon, you had a 50% real drawdown, a loss of half your purchasing power from the peak to the bottom.

Your portfolio took a full five years—from October 2002 to October 2007—to almost get back to even in original buying power.

The index then walloped your life savings during the 2007–2009 bear market. You were down 58.5%, measured from the all-time peak back in March 2000. That 58.5% was your maximum drawdown—your greatest loss between two daily closes.

During a bull market, you hear a lot about the market’s big gains. But in truth, the S&P 500 gave buy-and-hold investors no gain whatsoever for 13½ years, starting from the market top in 2000.

It didn’t matter whether you bought the S&P in 1980 or 1990. You still wouldn’t have any real gain in 2000 through 2013.

Individuals feel intense pressure to “cry uncle” during a bear market. They begin selling their financial assets at steep losses when the decline exceeds a behavioral pain point of about 25%. Selling converts a paper loss into a permanent loss of capital. (Evidence of the pain point is in Chapter 14.)

Figure 1-9 uses the low-cost Vanguard Five Hundred Index (VFINX) to track a buy-and-hold investment in the S&P 500. VFINX is a low-cost mutual fund that’s indexed the S&P 500 since 1976.

It’s easy for individuals to buy shares of VFINX. It’s impossible to buy a theoretical index like the S&P 500. Graphing VFINX also adjusts correctly for the annual fees actual investors paid to hold the S&P 500.


  
  » Tech talk

  total returns include dividends

  Company dividends represent about 2 percentage points of the S&P 500’s return each year. Figure 1-9 correctly adjusts for dividends, as calculated by Yahoo Finance.

  Returns that include dividends are called total returns.

  Beware! If graphs don’t include dividends, you’re seeing only the price return, which is less.




  
  » Key Concept

  real means inflation-adjusted

  A “real” gain or loss has been adjusted to remove the effect of inflation.
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  The inflated gains you read about can leave you holding an empty bag

People who retired from their jobs in 2000—thinking that investing their nest eggs in the “hot” S&P 500 would ensure them a comfortable lifestyle—were in for a rude awakening.

If they didn’t bail out during either of the two subsequent market crashes—if they held on across the entire 15¼ years—they still experienced a huge disappointment.

From Mar. 24, 2000, through June 30, 2015, the buy-and-hold return was a measly 1.6% per year, adjusted for dividends and inflation. That 1.6% is the annualized rate of return (abbreviated “ann’d”), a synonym for the compound annual growth rate (CAGR). Your $100 turned into only $128 of real purchasing power.

Gaining $28 might sound OK. But across 15¼ years, it’s not. You would have gained twice as much by simply holding a long-term Treasury bond fund instead. That’s why “buy and hold” is often called “buy and hope.”1015

Both of the lines representing the S&P 500 in Figure 1-10 include dividends. This compares apples to apples. The only difference between the two lines is that the real return—shown in orange—is adjusted for inflation. What’s called the nominal return—shown in gray—is not adjusted for inflation. You usually read in newspapers and blogs the exaggerated gain of the nominal return.

Investors uncomfortable with the risks of the S&P 500 have long been told that lowering their risk means anemic gains. You’ve certainly heard the myth: “You must increase your risk to boost your gain!”

That dogma helps Wall Street sell risky securities, charging big fees for the privilege.

But, believe it or not, reducing your portfolio’s risk is the best way to increase your investing gain. You don’t have to choose between volatile stocks and low-yielding bonds. Today, it’s easy for investors to take advantage of a well-diversified menu of global asset classes.

You don’t have to be a financial genius. If you can commit just 15 minutes each month to checking in on your portfolio and giving it an occasional course correction, you can watch your savings grow safely.

The 21st-century approach to investing is called Muscular Portfolios—investing strategies that are designed to lose no more than 20% or 25%, even during the worst market crashes.

Best of all, the formula for Muscular Portfolios is fully disclosed, free of charge, in this book and at Muscular Portfolios.com. There’s no need to pay anyone for pricey investing advice ever again.


  
  » Key Concept

  annualized rate of return equals compound annual growth rate

  A portfolio’s CAGR or annualized return represents the growth rate of a straight line from the portfolio’s start value to its end value.




  
  » Key Concept

  nominal

  Not inflation-adjusted. Think of “nominal” as “not modified for inflation at all.”
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  The informed investor has three important principles for success

Informed investors have three goals in common:

1 · Achieve stock-like returns or better for the remainder of one’s lifetime

This goal is obvious. Who wouldn’t want to reap the soaring gains that the global equity markets have generated in decades past?

The problem is that stock markets are risky and prone to crashes. But these pitfalls can be eliminated by following some simple rules and committing 15 minutes per month to adjusting your portfolio as needed, as we’ll see.

2 · Require portfolio changes no more than once per month—ideally, less often

In 2000, two business professors examined 78,000 accounts at a discount brokerage firm from 1991 through 1996. They divided the investors into five groups, sorted by how much they traded. The results are in Figure 1-11.

The one-fifth of investors who made the fewest trades had the highest annualized return: 18.5%. That beat a stock index fund, which returned 17.9% during this bullish period. Those with the highest trading volume reaped only 11.4%.1016Frequent traders suffer all kinds of “trading friction.” That includes commissions and other expenses, which add up before you realize it.

3 · Keep losses low, but avoid market timing

“Market timing” means switching from 100% stocks to 100% cash based on an indicator (such as a percentage loss). In a bull market, you may think, “The market can’t go any higher.” But the Federal Reserve could stimulate a rally, or any of a million other things could push the market up still more.

Evidence of how rarely market timing works comes from Mark Hulbert, editor of the Hulbert Financial Digest from 1980 to 2016. He subscribed to scores of investment newsletters and calculated how much you’d have made if you’d followed the advice they contained. The results weren’t good:

“Just 11 of the 81 stockmarket timers—those advisers who try to predict when to get into or out of the market to sidestep declines and participate in rallies—actually made money during the bear market that began after the Internet bubble burst in March 2000 and ended in October 2002.

“These market timers have lost so much since then that, on average, they are in the red over the entire period since March 2000 [through July 2014], having chalked up a 0.8% annualized loss.

“A simple buy-and-hold approach using the Wilshire 5000 over the same period, by contrast, gained an annualized 4.2%, including reinvested dividends.”1017


  
  » Key Concept

  trade once a month or less

  Infrequent portfolio changes are enough to achieve outperformance.




  
  » Key Concept

  don’t try to time the market

  With all the ways the Federal Reserve can stimulate a bull market, it ain’t over ’til the Fed lady sings.
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    Figure 1-12
ETF fees have fallen to a tiny fraction of one percent
And the spread you pay when you buy or sell can be as low as a penny
  


  
  » Must-Read

  The Index Investing Revolution

  Only since 2000 have three megatrends converged:

  » The bargain-brokerage megatrend. As recently as 1975, trading costs consumed over 2% of your money when you bought and sold a stock. Today, trades cost as little as $4. At some commission-free brokerages, trades can cost nothing. Saving your money when you trade is explained in Chapter 17.

  » The ETF megatrend. Many mutual funds charge annual fees of 1% or more. The best exchange-traded funds boast fees as low as 0.05%. That’s serious money in your pocket. Some of the ETFs in this book’s model portfolios opened to the public as recently as 2014.

  » The momentum megatrend. Academics proved in the mid-1990s that assets with recent price gains—momentum—tend to gain in the coming month or longer.




  Three megatrends have sparked the Index Investing Revolution

The ETF megatrend: market returns, low fees

Open-end mutual funds have been offered in the US since 1924. By contrast, the first exchange-traded fund (ETF) opened as recently as 1993. Many investors don’t realize the big advantages of ETFs:

» ETFs subject you to little or no tax until you actually sell shares. By contrast, mutual funds are required to “distribute” (declare) dividends and capital gains once a year. In a taxable account, you must pay tax on any “distributions” by mutual funds, even though you sold no shares.

These “phantom gains” make you pay tax each year on 0.98% to 2.08% of the value of mutual funds you hold in taxable accounts, according to Lipper Associates.1019At the extreme, the average mutual fund that specializes in emerging-market stocks declares a distribution each year of 6.46%, says ETF.com. But emerging-market ETFs declare only 0.01%.1020

Many ETFs haven’t declared a distribution in years. That’s a relief at tax time.1021» No entry, exit, or marketing fees. Some mutual funds charge you a “front-end load” when you buy shares. For instance, at this writing,

Vanguard’s Long-Term Corporate Bond mutual fund (VLTCX) charges a 1% “purchase fee.” You’re better off buying Vanguard’s Long-Term Corporate Bond ETF (VCLT). It has the exact same holdings but—like every ETF—imposes no front-end load.

Mutual funds may also charge a “redemption fee” of 1% or more if you sell shares before five years. Another bite is an annual “12b-1 fee.” You pay up to 1% each year, some of which is kicked back to brokers who promote such funds.1022ETFs never charge any of the above fees.

» ETFs have lower expense ratios. The average annual fee charged by the ETFs in this book is less than 0.2%. That’s only $2 per year on a $1,000 balance (Figure 1-12). The simple average of equity mutual-fund expense ratios was 1.33% in 2014, according to the 2015 Investment Company Fact Book.1023

» ETFs are cheap to buy and sell. When you buy a stock or an ETF, you pay the “ask” price. When you sell, you get the “bid” price. The difference (the “bid-ask spread”) is the profit margin collected by a professional market maker. Small stocks can easily have spreads of 1% or more. The most popular ETFs have tiny spreads: under 0.1%. (See Chapter 17 for details.)

» Buy any time during the day. You can check the price of any ETF whenever the market is open. You can look at 3 pm Eastern and buy an ETF that has good momentum before the market closes at 4.

You can’t see a mutual fund’s price until hours after the close. This delays your decision by one full day.

Most corporate 401(k) savings plans still include only mutual funds, not ETFs.1024 But that’s changing.

Investors kept $18.2 trillion in US-based mutual funds but only $2.0 trillion in ETFs in 2014.1025 However, people moved $680 billion out of mutual funds and into ETFs in the 8.3 years ending April 2015.1026
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  Our prospects have forever been changed by momentum

The third megatrend—proof of momentum—is the most crucial to understand.

As long ago as 1837, author James Grant revealed in his book The Great Metropolis the “golden rules” by which British economist David Ricardo amassed a huge fortune in the stock market:

“Cut short your losses, Let your profits run on.”1027

This sounds obvious—but in practice, most investors do the opposite. They hold losing investments too long and dispose of winning securities too quickly. Behavioral finance experts call this the “disposition effect.” It’s a wealth-destroying and all-too-human trait.1028How can investors overcome this tendency? How can we tell how long an investment should be held?

The answer is science. Evidence-based rules can help us purchase asset classes that have the best odds of rising in the months to come. They can also tell us when to let go of assets whose odds are no longer so good (Figure 1-13).

In 1993, two UCLA researchers statistically confirmed the existence of an objective standard. It’s called the momentum factor. An asset class whose price has risen over the past 3 to 12 months tends to continue to rise for the following month or more.

The researchers, Narasimhan Jegadeesh and Sheridan Titman, found “significant profits” in the NYSE and AMEX markets predicted by this factor. They looked as far back as 1927—an unbroken 62 years of evidence.1029These findings have survived the test of time. In a 2014 metastudy of momentum, certified investment management analyst David Garff stated:

“This theory has been one of the most strongly tested in all of modern finance, with more than 300 academic and practical papers, including 150 in the past five years.”1030


  
  » Key Concept

  the momentum factor

  Asset classes that have risen in price for the past 3 to 12 months tend to continue to rise for another month or more.
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  The momentum factor is one of the strongest influences in economics

The evidence of momentum in free markets faced a powerful headwind from the so-called Efficient Market Hypothesis (EMH). This theory was published in 1970 by Eugene Fama, a finance professor at the University of Chicago (Figure 1-14). His paper asserted that “security prices at any time ‘fully reflect’ all available information.”1031In other words, everything known about an investment is already reflected in its price. Supposedly, that price must be rational, and human trading decisions must be rational as well.

This theory was disproved in a 1981 paper by Robert Shiller, an economics professor at Yale University.

Writing in the American Economic Review, Shiller showed that stock-price volatility was “five to thirteen times too high” to support the conclusion that humans were making purely logical calculations:

“The failure of the efficient markets model is thus so dramatic that it would seem impossible to attribute the failure to such things as data errors, price index problems, or changes in tax laws.”1032In 2011, the Review named Shiller’s paper one of the top 20 articles in its 100-year history.1033The final nail in the coffin of EMH was a wave of behavioral-finance research. Beginning in 1985, Werner De Bondt of the University of Wisconsin and Richard Thaler of Cornell University published evidence that investors overreact to news, making security prices lurch. Prices can take three to five years to return to a “rational” level.1034Confirmation by hundreds of such studies caused a U-turn in economic thinking. If people are not purely rational, there might be factors that are not already reflected in a security’s price. To their credit, Fama and his coauthor Kenneth French of Dartmouth began publishing a series of papers on momentum.

In a 2007 study, Fama and French called momentum a major exception to efficiency, writing:

“The premier anomaly is momentum.    Stocks with low returns over the last year tend to have low returns for the next few months and stocks with high past returns tend to have high future returns.”1035

Fama and French found that momentum predicted gains over the next month or so more strongly than any other factor they identified. Along with coauthors like Mark Carhart, they showed that securities with momentum tend to rise.

In 2011, after studying decades of historical market data from North America, Europe, and Asia, they declared that “there is return momentum everywhere.”1036

Every country of the 23 they examined exhibited momentum (with the exception of Japan, for whatever reason).

In 2013, both Fama and Shiller received the Nobel

Prize in Economics. The selection committee’s official report never even mentioned the discarded Efficient Market Hypothesis, since it’s a bit of an embarrassment among economists these days.1037

Instead, the prize was awarded to Shiller for disproving the hypothesis and Fama for subsequently moving beyond it.


  
  » Key Concept

  evidence-based investing

  Nobel laureates like Shiller and Fama show that only a few market factors—momentum chief among them—have predictive ability.
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  Nobel winners reveal how we behave irrationally about money

A key to the Index Investing Revolution is a breakthrough in understanding our own minds.

Economists used to think human beings were walking calculators. They called us Homo economicus. We supposedly made every decision about money using nothing but pure logic. That view is sometimes called neoclassical economics.

This dogma has largely been replaced by behavioral economics. Study after study shows that we all deal with financial data in wildly illogical ways.

If someone said, “Everyone chooses a mate using only rational decision-making,” you’d laugh. Well, it turns out that money activates many of the same emotions as sex. There’s nothing logical about the way we approach financial decisions.

In 2002, the Nobel Prize in Economics was awarded to psychologist Daniel Kahne-man (Figure 1-15) and economist Vernon Smith for their revelations about behavioral finance. Kahneman wrote much of his early work with Amos Tversky (Figure 1-16), who died in 1996.1038

Praise for behavioral finance continues to mount. The 2017 Nobel went to pioneer Richard Thaler, who, in 2008 with Cass Sunstein, cowrote the influential book Nudge.1039

Kahneman and Tversky’s studies explain why our decision-making about investing fails us. We’re not the cool, rational creatures we think we are.

In his bestselling 2011 book, Thinking, Fast and Slow, Kahneman explains that we all use at least two kinds of thinking:

Quick! Add two plus two. You can do this automatically. Kahneman calls that “System 1 thinking.” It provides rapid, nearly unconscious answers to simple situations.1040

Now—when you’re about to make a left turn against oncoming traffic—try to multiply 17 by 23 in your head. Wait, don’t actually do it! The conscious thought process required to multiply those two numbers would impair your ability to drive.1041

This second math problem is an example of “System 2 thinking.” (Hat-tip to Laurence Siegel of Advisor Perspectives for these examples of System 1 and 2.)

System 2 thinking involves more advanced multistep thought. This means more opportunity for the kind of cognitive errors that humans can’t help but make. Alas, we aren’t computers—but we do all have some common glitches:

» A loss hurts us worse than a gain thrills us. We feel the pain of loss more than twice as much as we enjoy the prospect of an equal gain. (This is called “prospect theory.”)

» We notice what confirms our views and not what challenges them. We tend to filter out new information unless it reinforces our own beliefs (“confirmation bias”).1042

Behavioral biases like these affect investment decisions. They make people seriously underperform the market. Evidence of this is in Chapter 14.

How can you overcome these biases? One way is to follow scientific methods of asset selection that don’t rely on your own opinions. Helping you do so is the goal of this book.
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  » Must-Read

  A portfolio’s Momentum Rule has two main benefits

  » It mechanically selects the three strongest ETFs at any given moment; and

  » It automatically keeps you out of asset classes with poor performance.




  Muscular Portfolios require low maintenance but offer great returns

Muscular Portfolios offer less risk of crashing but perform long term like the broad market or better.

The two Muscular Portfolios in this book select from menus of 9 to 13 ETFs. Each month, followers of the portfolios tune up their holdings using a specific Momentum Rule.

No one can predict exactly which asset class will be number one next month or any month. But that degree of precision isn’t necessary.

Figure 1-17 is a 43-year historical model. It was developed using a computer program called the Quant simulator. The software is given out to subscribers of The Idea Farm newsletter, edited by Mebane Faber, coauthor of The Ivy Portfolio.

Quant calculates the return on all major asset classes. The program is sometimes referred to as a “backtester,” but it’s more accurately called a simulator. That’s because Quant doesn’t use prices of individual stocks. Instead, it models the asset classes that are tracked by today’s low-cost index ETFs.

Figure 1-17 shows diamond markers where the S&P 500 subjected investors to four crashes—declines of 30% or more—in 43 years.

Notice the other diamond markers. The Mama Bear Portfolio lost only 18% and the Papa Bear Portfolio no more than 25%, measured between month-ends. That’s far better than the S&P 500 and Lazy Portfolios, which have delivered intolerable losses of 30% to 51% over the same period.

Muscular Portfolios are clones of strategies developed by financial experts. A clone is a translation of a proven methodology into a free model that any individual can easily use. The Mama Bear Portfolio clones a strategy published by Steve LeCompte of CXO Advisory; The Papa Bear Portfolio mirrors a peer-reviewed whitepaper by Mebane Faber. Both are described in Chapters 5 and 6.

Obviously, the gains shown in a simulation cannot be guaranteed. For this reason, your best approach is to estimate how badly a strategy may hurt you in years to come. A portfolio that’s made investors suffer losses of 30%, 40%, or 50% in the past will subject them to the same intolerable losses in the future.

Investors can’t stomach strategies that cause that much pain. Survivable losses help you stay the course. Avoid the human tendency to lock in your losses by selling during a bear market.
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