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Preface
I know of no way of judging of the future but by the past.
—Patrick Henry


In March of 2000, the S&P 500 marked its highest twenty-year real rate of return in over one hundred years. U.S. intermediate-and long-term government bonds reached the same high-water mark a year and a half later in September 2001. On the way to this summit, investors created one of the largest bubbles in history for trendy, new-era stocks and lived by the mantra that it was different this time. Near the end of this one-hundred-year flood in financial markets, many respected advisors were strongly recommending that investors allocate the bulk of their assets to large capitalization growth and technology stocks. Enthusiastic investors bid profitless companies to unprecedented valuations on little more than the ever-present hope that it really was different this time! It was widely accepted that a new era had dawned on Wall Street, requiring investors to throw out the old valuation rules and start using new metrics to price stocks according to their “true” value.
Simultaneously, the shares of small-and mid-cap stocks, as well as large capitalization value stocks, lagged both the S&P 500 and large capitalization growth stocks by the widest margins seen in the last seventy-seven years. What virtually every investor of the era “knew” through their experience in the market was that only a handful of the right stocks—large-cap growth or technology issues, or for the more conservative, an index fund mirroring the S&P 500—would be the ticket to continued double-digit growth for the foreseeable future.
It’s time for investors to be reeducated.
I believe that what investors have “learned” over the past twenty years has clouded their expectations about what returns they might expect over the next twenty years, particularly concerning what types of stocks and bonds will offer the highest returns. Careful analysis of long-term data shows us that financial markets have reached such great heights on several occasions in the past century. It is very instructive to look at what happened after each of these zeniths. Close examination of one hundred years of market data allows us to predict what might be in store over the next twenty years. Studying the markets of yesterday can help us understand the markets of tomorrow.
I hope that this book will be a call to action for investors who don’t want to be left behind, and to all investors who want to reap the highest returns that the market might offer in the coming two decades.
The stakes could hardly be higher. We are facing a triple threat to our investment health: the future of Social Security is cloudy, corporate pension plans are massively underfunded, and many baby boomers’ failure to save for retirement has left them frantically scrambling to find a way to a secure retirement. And despite Americans’ fascination with the stock market over the past few decades, most are still financially illiterate. An April 27, 2005, article in the New York Times reported on a survey showing that the typical American knows virtually nothing about the economy or about how the stock market works. The article notes that “about half of American adults did not know that if they kept their money at home, in cash, they were at greater risk of losing ground to inflation than if they invested elsewhere.” What’s more, the average American gives very little thought to what he or she will need for retirement. According to a survey by the Principal Financial Group Inc., just 42 percent of American workers have done calculations to figure out if they are saving enough for retirement.
In all three of my previous books I have sought to understand why certain stocks go up while others decline. In What Works on Wall Street, I found that Wall Street consistently and methodically rewards securities with certain attributes just as surely as it punishes those with others. But it was only by looking at very long periods of data—fifty-two years for What Works on Wall Street—that this proved to be true. If you look at very short periods of time, what you see is meaningless noise. One five-year period would show small stocks performing well, another would show large-cap growth stocks on fire, a third might recommend value. When looking at the fullness of time, however, you see that certain types of stocks perform vastly better than others—and that there was a good reason for their superior performance.
The great bubble at the end of the 1990s led me to question if we had seen similar conditions before. Was there anything that the markets of yesterday could teach us about the markets of today and tomorrow? The answers surprised me and are the subject of this book. I recently conducted a study of the returns on stocks and bonds going back to 1925. Using Roger Ibbotson’s superb EnCorr Analyzer program, I looked at the returns of stocks of several different kinds of companies—larger and smaller, faster or slower growing, undervalued or overvalued. Much to my astonishment, I found a largely unnoticed pattern: there is overwhelming evidence that throughout the twentieth century, the equity markets have moved in cycles or trends that last for twenty years before reverting and giving rise to a new cycle that takes the markets—and investors—in new directions.
Intrigued by the results back to 1925, I was able to analyze U.S. stock returns all the way back to the late 1790s by using total return data featured in Roger Ibbotson’s book Investment Markets: Gaining the Performance Advantage. I found that the patterns of the twentieth century were virtually duplicated in the nineteenth century, confirming that reversion to the long-term mean is one of the ironclad rules of financial markets.
My newest research shows that the middle of the year 2000 marked the end of a momentous twenty-year cycle. During this period, the market (and investors’ attention) was dominated by stocks of larger, faster-growing companies—like those in the S&P 500 and large-cap growth indexes—and long-term bonds, while they reached their highest ever twenty-year rates of return. The cycle we are now entering will be characterized by a very different dynamic. My research indicates that kind of high-test performance is over for those types of stocks and bonds.
In today’s cycle, the one begun in 2000, the best returns will likely come from the stocks of small-size companies, mid-size companies, large company value stocks, and shorter duration, intermediate-term bonds. Ironically, the small-and mid-cap stocks that I believe will perform the best are little known and relatively ignored by most of today’s investors. If you look at the returns since 2000, you can see that they have already begun their ascent. How can I be so confident in my predictions? History tends to repeat itself, especially in the financial markets. The past can show us the way to the future, primarily because of the market’s strong tendency to revert to its mean.
Five years ago, small-capitalization stocks and large-cap value stocks began outperforming the S&P 500 and large-cap growth stocks. Historically, stocks of smaller companies beat the stocks of larger companies in almost all rolling twenty-year periods since the mid-1920s—but they haven’t for the last twenty years. Historically, the stocks of value companies beat the stocks of growth companies—but they haven’t for the last twenty years. Because of the power of mean reversion, I now believe they will.
Investors are always flip-flopping between exuberance and despondence—but both extremes are irrational. Markets function the same way, moving from the mean to the extreme and back again; from speculative peaks to humbling busts. Look at the S&P 500. Its long-term real rate of return over any twenty-year period is 7.3 percent. Whether it is soaring above or foundering below that mean, it always heads back toward that 7.3 percent average return. Eventually it gets there.
The same is true for other types of stocks. For small-cap stocks, the long-term real rate of return over any twenty-year period is 10.42 percent, and they always try to get back to that mean. The same is true for value and growth stocks. We are now at the beginning of a new cycle, where in all likelihood the trends from the last twenty-year cycle will reverse themselves. Readers who avail themselves of this data can do substantially better with their investments than those who continue to base their assumptions on what happened over the last twenty years.
Here’s a quick preview of what you’ll learn from this book:
	If you are a typical investor, you are currently overinvested in large-capitalization growth stocks and underinvested in mid-and small-cap stocks.
	Indexing to the S&P 500 has had its day. While many investors grew wealthy on the ride, that fun is over. The S&P 500 index will likely return only 3 to 5 percent annually over the next twenty years.
	Small-cap stocks, which began a rally in 2000, will continue to do significantly better than large-cap stocks over the next ten to fifteen years.
	Large-cap value stocks will once again outperform large-cap growth stocks.
	For the most aggressive investors, 35 percent of your stock portfolio should be in small-and mid-cap stocks. Another 50 percent should be in large-cap value stocks. Only the remaining 15 percent should be invested in large-cap growth companies.
	The prospects for long-term bonds are grim. Over the next twenty years, investors will be far better served by shorter duration and inflation-protected bonds.
	These correlations have persisted over long periods of time, and reversion to the mean is likely to continue.
	Investors with the capacity to invest in alternative investments such as hedge funds should seriously consider doing so.
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					The Perfect Storm
				

				
					To be ignorant of what happened before you were born is to remain always a child.

					—Cicero

				

			

			
				January 1, 2000—a new millennium dawning and all was right with the world. The United States stood unchallenged astride the world, the last and only superpower. Communism was vanquished in the former USSR, the Berlin Wall reduced to rubble, communist and socialist systems around the world in retreat, replaced by liberal democratic capitalism. President Clinton announced the end of the era of large government, the United States was at peace and prosperous, the government’s coffers overflowed with a surplus—and a horde of first-time investors viewed themselves as heirs to a glimmering world. The world they knew, the world they had known for the last twenty years, was one of unlimited possibilities.

				The NASDAQ had increased tenfold in the last decade. Newera stocks—virtually all linked to technology or the Internet—doubled and then doubled again. Making money seemed as simple as just making the decision to invest; investors felt double-digit returns were practically their birthright. You couldn’t lose. A swarm of new investors descended upon the stock market, eager to make their fortune overnight. The most renowned analysts of the time called for a continuation of the “goldilocks economy,” with brief and mild recessions and a Federal Reserve that would manage the vast U.S. economy so that all landings would be soft. Even the most cantankerous market bears were letting down their guard and learning to love the bull market. To the Greek chorus on Wall Street, it truly was different this time.

				Many investors had tried to watch patiently from the sidelines, waiting for a market pullback before joining the fray. The problem was, the market rarely did pull back, and when it did turned right around and quickly raced past the old highs. The last pullback had been in the third quarter of 1998, when a host of problems—including Russia’s default on its sovereign debt, the Asian markets collapsing into crisis, and the meltdown of one of the country’s largest hedge funds, Long-Term Capital Management—had briefly put the nation’s equities on sale.

				But since that brief buying opportunity, investors continued to push shares of profitless companies skyward. They based many of their decisions on what market analysts were saying on CNBC—or even more likely on what they had read about a stock’s prospects on one of the countless new Internet chat boards devoted to investing. Valuing investments the old-fashioned way—by analyzing their books, profits, dividends, and prospects for earnings and dividend growth over the longer term—was relegated to the dustbin of history.

				In this new era of unbound confidence, such traditional analysis reeked of dusty libraries and outmoded techniques. In the new era, all you had to do to get rich was to be in the game. It really didn’t matter what stocks you bought, provided they were in the hot and sexy new industries of the time: technology companies, Internet companies, or just about anything associated with growth. Indeed, to focus on any traditional concept of valuation was to limit oneself, since under the new paradigm, the spoils went to those with “first mover” advantage, regardless of cost. Investing in stocks with the best valuations was considered to be hopelessly out of fashion and a marker for suckers who just “didn’t get it.”

				
					It’s Different This Time
				

				The new-era mantras were “if you build it, they will come” and “it’s different this time.” Initial public offerings (IPOs) were all the rage, with investors going to great lengths to be put on “friends and family” lists. Stock analysts were the new rock stars, their views sought out by an eager and gullible public looking for any advantage in the marketplace. All the old methods of valuing a stock were replaced by metrics such as eyeballs per million, page views, and projected revenue growth. It was a true stock market fever.

				Fueling the fire was the sheer fact that the numbers didn’t lie. Someone who had invested $10,000 at the start of 1995 would have seen his account bloated with profit five years later. A conservative investor who simply invested $10,000 in an S&P 500 index fund in 1995 found it worth over $33,000 at the beginning of 2000, a gain of over 233 percent. But, as many of the best-selling business books at the time pointed out, indexing to the S&P 500 was just the start of good investing, with more “savvy” investors piling into anything.com and specialty technology funds.

				Indeed, someone who concentrated their investments in areas of technology, like software and semiconductor manufacturers, would have seen their $10,000 soar in value to between $82,213 and $86,269! That’s what investments made in 1995 in the S&P 500 semiconductor equipment index and what the S&P 500 software industry index grew to at the beginning of 2000. Investors took these average annual returns of over 50 percent per year as their birthright and believed that the party would never end.

				
					The Unstoppable Money Machine
				

				Money was on everybody’s mind. They talked about it, read about it, surfed the Internet for it, and vowed to max out their 401(k) contributions and start an IRA. Mutual funds were among the primary beneficiaries of this speculative fever. According to the Investment Company Institute’s 2000 Factbook on mutual funds (available online from the ICI at www.ici.org/pdf/factbooks), equity mutual fund assets increased by $913 billion between 1995 and 1999, with total assets increasing over 218 percent from $2.16 trillion at the start of 1995 to $6.85 trillion by the end of 1999. According to the report, “net flows went to the funds benefiting from relatively large technology stock investments. In a sample of 1,633 domestic stock funds, for example, the 10 percent with the highest net new cash flows had about one-third of their assets in technology stocks; roughly double that of the 10 percent of the lowest net flows. Investor preference for funds with significant exposure to the technology sector similarly was reflected in net new cash flows by investment objective. For example, capital appreciation funds nearly doubled their net flow in 1999 to $160 billion from $83 billion in 1998. In contrast, the net flow to funds with a total return objective fell to $16 billion in 1999 from $67 billion in 1998.”

				Most of this money was coming from first-time investors. According to Investment Company Institute research, “an estimated 48.4 million, or 47.4 percent, of all U.S. households owned mutual funds at the end of 1999. The growth in fund ownership occurred primarily in two household groups, those with incomes under $50,000, and those with financial decision-makers under age 55. The number of individual investors owning mutual funds rose to 82.8 million in 1999, from 77.3 million in 1998.” What’s more, the number of households investing in mutual funds had nearly doubled from 1992, when the bull market was already ten years old.

				Mutual funds weren’t the only beneficiaries of this speculative mania, either: business-related books, magazines, TV programs, and Internet sites all saw their sales, ratings, and page views soar. Looking at BusinessWeek magazine’s best-seller lists in the late 1990s, a central theme was clear: “you, too, can get rich quickly.” Between 1997 and 2000, the stock market reigned supreme on the best-seller list. Titles like Wall Street Money Machine and Stock Market Miracles, both by Wade B. Cook, dominated the list, along with other titles such as The Nine Steps to Financial Freedom by Suze Orman, The Roaring 2000s by Harry S. Dent, Jr., and The Electronic Day Trader by Marc Friedfertig and George West. (I should also admit that one of my books, How to Retire Rich, was on the list.)

				CNBC, the all business news cable station, went from obscurity to ubiquity in under five years. At the height of the boom, CNBC’s daytime ratings surpassed those of CNN. No matter where in the United States you went, you were sure to find CNBC churning out the market news.

				In late 1999 I gave a speech in a tiny suburb of Atlanta. A waiter in a local restaurant told me that he and his friends on staff recognized me because they watched CNBC all the time. Several of my employees, returning from a trip to rural Tennessee, told me that even the TV sets in the local McDonald’s there were tuned to CNBC. People from every stratum of society were fascinated and transfixed by the stock market, and the analysts they saw touting stocks on CNBC became minor celebrities.

				Business magazines like BusinessWeek, Fortune, Forbes, and Money saw their circulations soar along with the stock market. Despite many skeptical articles about the market’s prospects, the underlying fascination remained. Money, in particular, was a relentless cheerleader on behalf of the average shareholder. And while many of the articles in the various magazines outlined sound investment advice, the underlying theme remained the same: over time, equity markets are the only place to make money.

				
					All We Ever Knew
				

				At the beginning of the year 2000, rising stock markets were all many of us had ever known. It was certainly all I had known in my investing lifetime. I got married on August 6, 1982. I was just twenty-two years old at the time and already fascinated with the stock market. I vividly recall reading about the huge market upswing while overseas on my honeymoon. By the time I turned forty in the year 2000, I could look back at my entire adult life and see that for the most part, equity markets only went up.

				Yes, there was the stock market crash in October 1987, when the market fell a terrifying 23 percent in one day, but it quickly bounced back from that and went on to new highs. During my adult life, most market downturns had been brief and swiftly forgotten as the stock market inevitably resumed its path upward. My nearly twenty-five years of marriage—in which my wife and I raised three children, lived in five houses, started and sold a business, and wrote three books on investing—all transpired with figure 1–1 as a backdrop.
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					FIGURE 1–1 S&P 500
				

				The graph shows an almost uninterrupted ascent, with one dollar invested in the summer of 1982 growing to over $22 by the beginning of the year 2000. That’s an extraordinary average annual compound return of 19.45 percent per year! An investor who opened a $10,000 tax-advantaged savings account in the summer of 1982 and invested it in the S&P 500 index would have seen his or her account grow to $224,205 at the beginning of 2000.

				Every bit of experience over those seventeen years would lead us to conclude that the very best course is to stay invested in a simple index like the S&P 500 through thick and thin. The 1987 crash looks like a mere blip on the graph, as does every other downturn that occurred over the period. The Zeitgeist of the era was that growth trumped value, small-cap underperformed large-cap, and the simplest and best way to invest was to index your money to the S&P 500.

				Born in 1960, and therefore part of one of the largest generations ever to begin investing in the stock market, I wasn’t the only one getting this message. Thinking about retirement for the first time, millions of baby boomers looked back and saw only a rising tide in the stock market.

				What’s more, an investment in the S&P 500 was considered conservative for all but the most timid investors. In the late 1990s, the real action was in the large-cap growth and technology stocks that populate much of the NASDAQ index. At that time, many investors became enamored of an exchange traded fund that duplicated the returns of the NASDAQ index. Called the triple Q—after its ticker symbol—it compounded at an average annual rate of 46.88 percent between December 31, 1996, and December 31, 1999.

				For many of the most aggressive investors, the only way to get truly rich was to trade individual stocks. A huge subculture emerged in the final years of the twentieth century: the day traders. For these investors, mostly neophytes overconfident in their stock-trading prowess, everything was

				
				
				
				
				
				
				
				
					
					
					
				

				
				
				
				
				
				
				
				
				
				
						Investors drastically overweight their recent experiences in the market and are prone to create anchors for their expectations for the future from their recent past. Knowledge of this problem does not make it go away.

						There have been a number of “new-era” manias in which investors came to believe that their own time in history was truly unique and that only the explicit rejection of past valuation techniques would lead to successful investments. The three most recent periods were those ending in 1929, 1968, and 1999.

						Market bubbles have always ended in bear markets where stocks revert to historically relevant valuations.

						Investors consistently make the same mistakes, and evaluating and understanding them will give the long-term investor an edge to improve the expected rate of return on his or her portfolio.
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