How Should We Invest Right Now?
    Right now, Alan Greenspan, the Chairman of the Federal Reserve Board, is saying that the economy is on course for a strong recovery . On the other hand, the stock market hasn’t signaled an economic turnaround yet, which it usually does 6 to 9 months in advance of the actual rebound. I believe that my bet will be on the Federal Reserve, although there’s nothing wrong with waiting until the stock market confirms the good news before investing in it. Since the S&P 500 was overvalued by about 50% when it peaked in January of 2000, it’s probably still overvalued. However, as I recall, the NASDAQ composite hit 4000 before it fell back in 2000. It closed today at 1713. Obviously, it has room to grow. (Michael Sivy in “Money Magazine” says that the glamour stocks of the 1990’s have deflated to values where they look like good buys again.
    I’m probably going to switch some money from very conservative funds that have held up well during this two-year bear market into more-adventuresome funds that were mauled by the bear. However, as I mentioned above, there would be nothing wrong with waiting until the stock market shows signs of resuscitation before jumping into it feet-first. A lot of hidden wisdom is incorporated into stock market prices.

Failing to Catch the Golden Bull


    Unfortunately, as good as it would be if my strategy to accumulate $400,000 in 1984-85 and retire early had worked, it didn’t.
    Over the months leading up to June, 1983, we had several margin calls when the value of a margined stock would drop below about 73% of the daily value of the stock. Then we would have to come up with more money, in order to indemnify the loan company against loss. Margin calls terrified Ruth, who was quite reactive to our peaks and troughs. Of course, I wasn’t fond of margin calls, either. 

    As I mentioned in last night’s episode, the stock market peaked on June 25, 1983. Because we hadn’t held most of my investments for the year required to qualify for capital gains treatment, I didn’t want to sell them yet. Starting in June of 1983, I began to listen to the investment advice of two investment analysts who were employed by First Alabama Bank. These analysts had an investment system that seemed to be working exceedingly well at predicting the daily and weekly bobbles of the stock market. In the meantime, the bull market correction was turning into a full-fledged bear market. According to my script, that wasn’t supposed to happen. The stock market was supposed to rise right on through the Presidential election in 1984. But for some reason, it wasn’t doing that, even though the economy was recovering nicely, and corporate earnings were rising smartly.

    A year later, in August of 1984, after the bear market in stocks had gone on for more than a year, I suddenly got a call from one of the investment advisors at First Alabama Bank that the stock market was about to nosedive. We’d better sell right away. So, of course, we sold, liquidating all our mutual funds at a loss, and paying off all the margin loans. About a week later, the stock market took off straight up. I waited about a week more and then bought back in, with quite a bit less money than we’d had when we’d sold at a loss a week earlier. Our advisors at the bank apologized for their mistake, but we were the ones left holding the bag.

    By now, my Grand Plan was in tatters. My 1984 goal of $400,000 was long gone, particularly after following the bank advisors’ advice two weeks earlier to sell everything. In addition, I’d given up on the idea that the stock market was going to follow its usual four-year boom-bust cycle. The Federal Reserve was intent upon lowering inflation, and the inflationary driver for the four-year cycle wasn’t going to be there. And in fact, the stock market continued to rise throughout 1985 and 1986, with only two corrections. We invested our money in promising mutual funds and forgot about more clever strategies than that. (By that time, all my attention was focused on my job. I didn’t have time for extracurricular investment programs.)

    By June, 1987, the dividend yield had dropped to 3%, and storm warnings were posted. (By comparison, the dividend yield dropped below 1.8% in 1999, an all-time low by a country mile, at 2/3rds the lowest previous dividend yield in history.) That October, the Crash of ’87 occurred, when the stock market plunged 500 points in one day, from 23?? To 18??, falling another 100 points on the next trading day. Ruth and I were on our way back from the Gulf Coast when we heard about it over the car radio. There was nothing we could do about it, and we knew that we had to ride it out.

    From time to time, I investigated other aspects of the stock market. 
    Among the lessons I’ve learned the hard way are as follows 

    Don’t invest in foreign funds. Foreign funds uniformly do poorer than domestic funds. I’ve tried them over and over again. Only the (closed to new investors) Harbor International Fund has done as well as U. S. funds. I bought the Fidelity Pacific Basin and the Fidelity Latin America funds in 1994. I’m still waiting for them to come back up to the point where I bought them. (Luckily, I don’t have much invested in them.) .

    Another lesson I’ve learned is: don’t invest in gold, and don’t invest in funds that are designed for a market downturn. By the time you get to the downturn, they’ll be so far behind other funds that they’ll never catch up.

    Could my original strategy of expanding the margin work? It probably could if you can sure that the market is going to rise. A situation like that may occur again in the coming years, if the current administration borrows and spends.

    Before continuing with this investment potboiler, I should probably mention something that is obvious when you think about it: the way rewards are structured for brokerage firms like Merrill lynch and Morgan Stanley Dean Witter. Brokerage firms don’t make any money when you buy an investment and hold it. (Instead, you eat up their employees’ time by seeking advice, interpretation, and reassurances.) They make their money only when you change something… when you buy or sell. So to maximize their profits, they should induce you to buy and sell constantly, thereby generating numerous commissions for them. Furthermore, the leading brokerage company will be the one that generates the greatest profits. Companies that generate lesser profits will struggle to survive, and some of the least successful will appear in bankruptcy court. Excessively trading the investments in a customer’s account is called “churning the account”, and it’s an effective way to make a lot of money in a hurry. Of course, if your client tumbles to what’s going on, you’ve probably lost the golden goose along with their golden eggs. When I was plying my get-rich-quick scheme at Dean Wiitter Reynolds, my broker had a client that he thought was his best. This retiree spent most of his days at Dean Witter’s offices, monitoring his portfolio. One day, this retiree confided in me that he thought my broker was ripping him off by encouraging him to make lots of stock trades, and that he was getting ready to switch brokerage firms. I had concluded the same thing regarding what was happening to me. My broker was taking vacations in the Bahamas paid for by me, and his other clients. It was subtle, but after a while, it was obvious. I was in the process of switching to no-load mutual funds, so it didn’t affect my plans, but I realized that he had also encouraged me to churn my account. 

    One of the interesting questions regarding brokers and brokerage firms is: how much money do they make through investments? Here they are, at the source of financial investment research and advice. They must be terribly rich by now. Why do they still bother to get up and come to work if they’re independently wealthy?

(To be continued)

