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PREFACE

Many years ago, I launched a weekly Internet radio show, The Investing Revolution, from a makeshift studio in our corporate offices in Dallas, Texas. Since then, the equipment has become more sophisticated, and we have expanded to a daily syndicated radio program available throughout the United States, but our message has stayed the same: free market investment returns are there for the taking—for all. The tyrants of Wall Street must be tyrants no more. Freedom of commerce leads to all other freedoms, and we will not succumb to the institutional confinement in which the financial giants, as well as many willing accomplices in government and the media, long to subject us.

If there is an issue in the financial or investing realm of any import, then we have likely talked about it on our program. Authors, professors, economists, media personalities, columnists, politicians, and Nobel Laureates have all joined us to give our listeners the insights they need to help them create wealth without worry.

The Investing Revolutionaries offers a prism through which I explored ideas and concepts with these influencers, and it is designed to enhance your understanding of the financial world as it really is—not the way it appears in the media or in Wall Street advertisements. This is a book I hope you will eagerly recommend and pass along to friends and associates.

At times you will find this book challenging and sometimes humorous, but always enlightening. Your reactions will include disbelief on some topics and excitement on others. You will be incredulous and infuriated at some of the notions, and in other cases, surprised and intrigued. I know this all sounds quite different for an investing book; these books typically generate as much excitement as fruitcakes during the holidays. But I am confident that you will not only enjoy this offering but you will learn much in the process.

I start out with conversations with several free market and passive investing patriots. I visit with Vanguard founder John Bogle, Burton Malkiel of Princeton, efficient market expert Eugene F. Fama, author William Bernstein, and Nobel Laureates Edmund Phelps and Edward Prescott.

In Chapter 2, I’ll tell you what Wall Street doesn’t want you to know concerning its many conflicts of interests. Then we’ll take a clear look at the issues with John Stossel from ABC News, and we’ll unveil our favorite investing experiment of all time—the D.U.M.B. funds.

We will delve into the methods of Wall Street in Chapter 3, including the real role that advertising plays and whether to invest in Spam (the meat) or the latest cell phone technology. I will also check in with radio show regular Weston Wellington as he takes a look at some of the most incredible stock picks of the last decade.

In Chapter 4, I will review the topics associated with understanding markets as they really are—not as you read about them in the newspapers and see on television. “Are markets really that volatile, historically speaking?” “What are the advantages of market cycles like the dot.com boom and bust?” “What will the 2008 financial crisis do to the market?” Daniel Gross and Robert Samuelson of Newsweek join the discussion and make some great analogies between finance and real life.

In Chapter 5, I continue with the practical applications of investment principles by taking a look at economic forecasts and owning gold in difficult markets. Stocks for the Long Run author Jeremy Siegel and financial news commentator Jane Bryant Quinn weigh in on these and other important issues including the worst financial products to avoid.

In Chapter 6, I will enter into a deeper discussion of investing principles that you can use for your own portfolio. I will address international markets with When Markets Collide author Mohamed El-Erian and geoeconomic-political matters with Marvin Zonis. I’ll also address the issues of what countries are best to invest in now, and I’ll discuss the oil crisis with T. Boone Pickens.

The fascinating field of human behavior plays a major role in investing. In Chapter 7, I review an enjoyable collection of subjects such as the Paradox of Choice with author Barry Schwartz. In this chapter I include some of Nobel Prize winner Gary Becker’s thinking on human capital and Ori Brafman’s thinking on what will try to SWAY you. And I’ll show you why losses hurt so much with the help of bestselling author Peter Bernstein. I’ll also introduce the tax we have all paid at one time or another: the fear tax.

The last chapter—“What’s in It for Me?”—brings it all home with conversations concerning socially responsible investing options, the right benchmark to track for your money and the eight-point portfolio check-up. I also bring you inspiring conversations with the great Ken Blanchard of The One Minute Manager fame and Dr. Arthur Brooks, as we discuss happiness and money.

Leonardo da Vinci once said, “Simplicity is the ultimate sophistication.” My ultimate objective is to help you wade through all of the financial nonsense that is so pervasive today and allow you to simplify your life. There should be no bad news when it comes to your money if you have the proper long-term strategy in place. Free capital markets prevail if you use them wisely and harness their power. This book is an important step in your quest to do just that—and thus experience wealth without worry.

Now on behalf of all those who worked so hard to bring you this message, we invite you to recline yourself, grab a beverage, and prepare to join the Investing Revolutionaries.
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one
INVESTING PATRIOTS

Everything that is really great and inspiring is created by the individual who can labor in freedom.

—Albert Einstein

Every great cause has at its core men and women whose hearts run in front of their heads. They are the patriots who are often maligned or cast off by the establishment as wannabes or zealots who have no real foundation. I begin by telling you about several individuals who have taken a stand with the greatness of free markets and used their brains, time, and talents to better the cause of economic freedom and champion the individual investor’s liberty. What an honor it has been to have had them as guests on our radio program named aptly for the work they have done: The Investing Revolution.

John Bogle, a Founding Father

John C. Bogle is one of the most gracious people I have ever had the honor of engaging. He is of the George H. W. Bush ilk of gentlemen—the type that responds to inquiries with personal handwritten notes, using a style that connotes the integrity of America’s Greatest Generation. Born in 1929 in Verona, New Jersey, just 21 miles from Wall Street, and 175 days before Black Tuesday (the worst day in stock market history), it seems that bringing an approach to investing defined by simplicity and common sense was not only his life’s mission but his destiny as well. Having developed difficulty with a genetic heart condition as a young adult, he received a heart transplant in 1986. Given his enthusiasm, quick-witted responses, and air of optimism and idealism, I can only suspect that the heart he received must have come from a young person—perhaps even a teenager. Whether or not it did, I know this: the doctors attending him certainly put it in the right place.

John Bogle is a legend in the world of investing. He founded the Vanguard Group in 1974, and under his leadership, it grew to be the second-largest mutual fund company in the world. He was named as one of “the world’s most powerful and influential people” by Time magazine in 2004, and he is currently president of the Bogle Financial Markets Research Center. He is the author of several books, including one of my favorites: The Battle for the Soul of Capitalism. He joined our radio program The Investing Revolution in 2005, in 2007, and again in January 2009 with his insights on the state of the financial services industry.1

Bogle started the first index fund back in 1974, and since then investors have experienced some incredible success in passive investing. Passive mutual fund investing is characterized by low costs and a buy-and-hold mentality. The funds actually track selected indexes such as the Standard & Poor’s 500.

Thirty years later, passive low-cost investing is still only a tiny part of the mutual fund business. Active fund managers who pick stocks for their mutual funds and try to time entries and exits from the stock market continue to have great success marketing their products. Bogle responds to the relative nonuse of passive methods in this way: “The [mutual] fund business is based on selling something to somebody, and it’s easier to sell an actively managed fund because you can always find an actively managed fund that is shooting the lights out. If people would only understand that the past is not a prologue to the future, they would be much more successful investors. It’s really quite as simple as that.”

The title of Bogle’s book is an intriguing one: The Battle for the Soul of Capitalism.2 On the cover there is the subtitle How the Financial System Undermined Social Ideals, Damaged Trust in the Markets, Robbed Investors of Trillions, and What to Do about It. It is clearly not difficult to surmise how he feels about the matter at hand. I felt that a historical perspective would be beneficial for those of our listeners that were perhaps not fully familiar with the passive-active debate. When asked what had gone wrong with the financial system since he started using a passive approach 30 years ago, Bogle responded with a strong comparison between how the system is designed to work and what it has become—or as he says, how it has “mutated.”

“We have taken a wonderful system of capitalism in which rewards went to the owners (those who put up the capital and took the risk) and moved to a system of managers’ capitalism, in which the rewards largely went to the corporate managers. I call it in the book a pathological mutation from owners’ to managers’ capitalism, where far too much of the reward is going to the managers and far too little, therefore, going to the owners.

“You see this in CEO compensation. Where the CEO of 25 years ago was making maybe 40 times the salary of the average worker, it’s been as high as 500 times [as of late]. And people say, ‘They should get that kind of money if they do a good job.’ Well, the fact of the matter is, these CEOs, as a group, have predicted over the last 25 years that their [company] earnings would grow at 11.5% per year. They’ve delivered 6% a year, and the economy’s been growing at 6.5%. Does that sound like good performance, to fall halfway short of your expectations and half a point behind simply being in the economy? Not at all.”

On the program, we do a great deal of watchdogging the financial services industry. Consolidation is one trend we have noted often in recent years. I wanted to get a feel from Bogle as to the degree to which the merging of various financial companies was exacerbating the problems of the management incentive. His perspective on this issue was frank. In fact, I believe it to be one of the most important points to consider when evaluating the supposed worth of active investment management.

Bogle explained, “The big incentive is, of course, to get big. Mutual fund managers don’t make a lot of money when they perform well. They make a lot of money when they run a lot of assets, and as the inestimable Warren Buffett says, ‘A fat wallet is the enemy of superior returns.’ The bigger you get, the harder it is to deliver the results that attracted investors in the first place. It doesn’t come back. It’s astonishingly difficult to outperform once you get to this giant size. And this is an industry of huge companies: $50 billion, $100 billion, $500 billion in assets managed. There are two firms that are managing $1 trillion of assets. How can they differentiate themselves when the U.S. stock market is around $13 trillion, and here they are managing 1 trillion of those dollars? They [active managers] cannot do well at that level.

“The Fidelity Magellan Fund is a classic example of that. It was great, it got big, [then] it stopped being great, and in the last 10 years it has lagged the market by around 2 percentage points a year, the amount of all of its transaction and management fees and all those costs. In the meanwhile, the fund’s investors have paid Fidelity around $4 billion for below-average returns. It’s a lot of money. A lot of money—for nothing.”

Another of Bogle’s passions in the financial industry, and one he often speaks about in speeches, is the subject of fiduciary responsibility. Being a fiduciary is generally defined as acting in the highest good faith and with integrity. Arthur Levitt, former chairman of the Securities and Exchange Commission (SEC), defines a fiduciary as an “individual entrusted with investing decisions on behalf of another who is obligated to make decisions in the client’s best interest.”3 The acknowledgment and fulfillment of this obligation seem to be lacking in the relationship that most investors have with mutual fund companies.

I explored the notion of getting back to the point where there is a fiduciary relationship between investors and the people who invest their money. Bogle’s response on this issue was particularly pointed and insightful: “[We need] a federal statute of fiduciary duty. We do not have that now. We have state statutes, [and] they’re loosely enforced. State regulation isn’t the solution because it’s a little like a race to the bottom. [If one state has] tough fiduciary standards, corporations or mutual funds will move to a state that has easy ones. So there’s not a lot of market discipline in enforcing fiduciary duty. The SEC is trying to accomplish [a federal statute of fiduciary duty] by having an independent mutual fund chairman, independent of the management company. Managers have been known to appraise bad results with rose-colored glasses on. As you can probably imagine, they can’t be objective, and the hope is that an independent chairman will be. So [that’s an] important step. [It’s] being fought tooth and nail by the Investment Company Institute and by the U.S. Chamber of Commerce because they don’t want mutual funds to be controlled by their own investors. I hope the courts will see through all that double-talk and allow these very important reforms to go through. We need the federal statute of fiduciary duty. That’s one of the policy recommendations in the book.”

One of my favorite questions to ask guests on the show is, “If we were to make you king for a day, what one thing would you change?” Predictably, Bogle’s response did not disappoint.

“Wake up, investors. If investors could understand clearly what I’m talking to you about today, [if they] could realize that all this trading, moving in and out, all this expense is a deadweight on their return and a devastating weight over a lifetime. If they were merely educated enough to know we have a failed system, a fleecing operation, a skimming machine, a giant scam (these are some of the words that responsible people have used to describe the mutual fund industry). If they would realize that and understand the relentless rules of humble arithmetic, they would move their money only to people who recognize their fiduciary duty and give them a fair shake.”

We owe much to revolutionaries like John Bogle. Passive investing has made great strides over the years. The free capital market environment that we enjoy has made it possible for individual investors to take advantage of diversification and share in the progress of the overall economy with the very first dollar they invest in a passively managed mutual fund. Passive mutual funds have become more commonplace. But more needs to be done to ensure education and access for all investors. The movement Bogle helped start continues to march forward in this investing revolution.

A Random Walk with Burton Malkiel

Professor Burton Malkiel’s A Random Walk Down Wall Street is the quintessential investing classic.4 I had the distinct privilege of interviewing the famed professor of economics at Princeton University on our show in August 2005.5 Malkiel is also the author or coeditor of eight other books, the most recent of which is From Wall Street to the Great Wall.6 He is a past appointee to the Council of Economic Advisors, and he holds BA and MBA degrees from Harvard and a Ph.D. degree from Princeton University. He’s also a frequent contributor to the Wall Street Journal.

I began our conversation by asking Professor Malkiel about a quote from the eighth edition of Random Walk: “On Wall Street the term ‘random walk’ is an obscenity. It is an epithet coined by the academic world and hurled insultingly at the professional soothsayers. Taken to its logical extreme, it means that a blindfolded monkey throwing darts at a newspaper’s financial pages could select a portfolio that would do just as well as one carefully selected by the experts. Financial analysts in pin-striped suits do not like being compared with apes.”

Active management is still alive and well. So I asked him why investors are still so enamored with picking and timing if financial markets are in fact efficient.

“Because the financial community makes money from selling you a very high expense mutual fund so that the salespeople can get a big commission or from making you do a lot of trading so that your broker can get some share of the commission. So I think it’s basically that one of the things investors have to realize is there is a real conflict of interest here. Your broker [or] your financial advisor’s interest is not necessarily your interest. And what I recommend is that you get into the market with as efficient and low-cost instruments as possible. Incidentally, on the quote, which I appreciate, I don’t really suggest that you throw darts at the pages. I suggest you throw a towel over the page and you buy an index fund, and you don’t buy [only] a Standard & Poor’s 500 Index fund, because that’s just the large-cap stocks. You want the small-cap stocks as well. You want the value. You want the growth. And my suggestion for an index fund is that you buy a total stock market index fund that includes large and small and value and growth. You don’t just want a part of the market. You want the whole market.”

Professor Malkiel has a knack for relying on empirical data while at the same time considering behavioral factors as well. He commented about what the combination of the two means to the average investor.

“Look, there’s nobody who puts chapters in his book about tulip bulbs and how in seventeenth-century Holland people went absolutely crazy and were paying as much for a tulip bulb as a nobleman’s castle. And the new chapter ‘The Biggest Bubble of All: Surfing the Internet’ in [my] book [A Random Walk Down Wall Street, ninth edition]—nobody writes about these things without understanding that, sure, the market is by and large rational but sometimes it goes nuts. That’s the kind of thing the behavioralists talk about, and frankly, avoiding those kinds of mistakes, getting swept up in some kind of euphoria about the Internet or about anything else, that’s the kind of thing that can really hurt the investor. So I think those are the big lessons from behavioral finance.

“I’m an efficient market guy. I think by and large the market gets it right, but when I have debates with the behavioral people, we both come to the same conclusion—namely, that the best thing for an individual to do is to buy a low-cost index fund and don’t do a lot of buying and selling.”

Professor Malkiel makes a point in the book that there’s a difference between statistical significance and economic significance. I asked him to explain the difference.

“There’s no question that those guys who follow charts will tell you that charting works. That is to say, if a stock’s been going up, there’s a slight tendency for it to keep going up. You know, you hear this all the time. This stock is acting well. This stock is acting poorly. There is a slight statistical tendency for that to be true, but I don’t think people should act on that basis because if they do, they’re going to be doing a lot of buying and selling. One of the great pieces of the behavioral finance literature suggests that people get overoptimistic about their ability to predict. They do too much buying and selling, and the more buying and selling you do, the richer your broker gets, but the poorer you get.”

Malkiel had recently written in the Wall Street Journal that “a frequent criticism of the proposal to allow individuals to invest a portion of their Social Security contributions in the private accounts is that it would subject retirees to unconscionable risk that could leave many of them in poverty.”7 The AARP [formerly the American Association of Retired Persons] advertises that private accounts will turn Social Security into “Social Insecurity.” Since this is a political debate that is not likely to go away, I wanted to get his take on the matter.

“Well, I’m a supporter of private accounts, and I think that the argument that they’re simply too risky is wrong. A couple of things we know about the stock market. There’s no question that if you have got some money that you need to send your kid to college next year, you don’t put it in the stock market because nobody knows what the return of the stock market is going to be over the next year. But if you’ve got money to invest for 25 years, 30 years, 35 years, the stock market is much less risky.

“If you look back in history, and you look at what was the lowest 25-year return that anybody ever got, even if you started this before the Great Depression, you got a 6%, 7% return. So first point [is that the] stock market is less risky for the long-term investor because these invariable ups and downs cancel one another out. Second, if you dollar cost average—by which I mean you put a little money in periodically—and you do it religiously, you know, you don’t stop in October 2002 when it looks like the sky is falling, and you don’t put more in March 2000 when it looks like you’re going to the sky. You put in a regular amount in each quarter or each pay period as you would do with the Social Security system. So [then] my answer would be that if you diversify broadly, you pay lower investment expenses, you invest over the long pull, and you dollar cost average, you take a lot of risk out of investing, and if you do it that way, I don’t think being in the stock market is too risky at all. Quite the contrary. I think it would give the average American a chance to really build some wealth, some wealth that could be given to your heirs if you wanted. I happen to be a big supporter of private accounts and think that a lot of the arguments against them are simply incorrect.”

One troubling trend that was gaining momentum at the time of our visit was the entrance by many individual investors into hedge funds. These products are marketed as the “place to be” when the stock market is not providing the returns investors have come to expect. I asked Professor Malkiel what some of the problems are with hedge funds and why they are becoming so popular with the inaptly named “smart money.”

“I think they’re not good for the average investor. I think they’re very good for the hedge fund manager. You can see why so many people are going into hedge funds. The general pay for the manager is something called ‘2 and 20.’ Now, what that means is the manager gets 2% of the amount that you’ve invested. The ‘20’ refers to the fact that if there are any profits, the manager gets 20% of the profits. Now, you may wonder, ‘Even if the hedge fund does well, how much is going to be left for me?’

“My analyses of the returns suggest that the average investor, in fact, will get less than a simple index investment in the stock market by going into hedge funds. It’s also very risky because these hedge fund returns are all over the place. If instead you buy a fund of funds [hedge funds] so you get the diversification to take away some of the risk, then it’s even a worse deal for the investor. The fund of funds buys hedge funds where the managers get this 2 and 20, and then the fund-of-funds manager gets 1 and 10. He gets an extra 1% on the top, and then 10% of any profits that the hedge funds make in this diversified fund of funds. It’s great for the hedge fund manager. I think the individual investor should absolutely stay away.”

I then asked Professor Malkiel the king-for-a-day question.

“I think some of the [fund] disclosure is about as opaque as it possibly could be. It’s just very hard if you pick up a prospectus for a mutual fund to really figure out what are all the costs that you’re paying. So I think [there has to be] better disclosure of the conflicts of interest in this financial game, of the costs the individuals are paying. It’s not that I want more paperwork. Quite the contrary. I’m a big believer in a one-page prospectus. Less may be even more, but [there needs to be] very clear information on what the conflicts are, what the expenses are. I’d like less paperwork, but more clarity.”

Professor Burton Malkiel—another one of the great patriots of the revolution.

Efficient Economist: Eugene F. Fama

Eugene F. Fama is the Robert R. McCormick Distinguished Service Professor of Finance at the University of Chicago Graduate School of Business. He coined the term “efficient market,” which gained widespread use following the publication of his paper on efficient capital markets in the Journal of Finance in 1970.8

In addition to being a windsurfer and a tennis fanatic, Fama and his wife of over 50 years, Sally, have 4 children and 10 grandchildren. Understanding efficiency may have been more of a necessity around his house than an academic endeavor. One of his children, Gene F. Fama Jr., is a vice president of Dimensional Fund Advisors following in his father’s “efficient market” footsteps.

Professor Fama’s work has essentially redefined our understanding of which types of stocks pay the greatest returns. He joined us on The Investing Revolution radio program in April 2007 to discuss his groundbreaking work.9

I asked Professor Fama what he had meant by the term “efficient capital markets” in its application four decades earlier. I found his response interestingly practical: “If you interpret the term strictly, what it means is that everything knowable about the future is already built into prices, so there’s not much you can do to beat the information in the current price. And as a consequence, what you can expect from investing is just normal relation between expected return and risk. I never took that strict definition that seriously. Nothing’s ever perfectly efficient. That’s just kind of the extreme by which you judge things. My practical definition would be that most people can’t come up with information that isn’t already in the price, so as far as they are concerned, the market is efficient. It’s very difficult to find a person for whom that’s not true.”

Our listeners, like most individual investors, have been so influenced by the financial media’s emphasis on investing in sectors (recognized large functional sectors of the economy such as technology, oil and gas, and pharmaceuticals) that they know much less about the concept of asset class investing. Therefore, I wanted to get a good explanation from Fama. So I asked him how he defined an asset class.

“Well, you can begin with bonds versus stocks. Then within the stock category, the research of the last 20 years that Ken French and I have been doing says that basically there are two kinds, or two divisions, of stocks that are interesting and seem to be related to average returns. One is small stocks versus big stocks, where small stocks seem to generate higher average returns than big stocks. The other is between value stocks and growth stocks. Growth stocks are stocks of companies that are profitable and fast growing, and they look really good, and they’re strong companies typically, especially the big ones. Value stocks tend to be the other end of the spectrum. They’re not so profitable; they’re not growing that rapidly. A simple way to think about it is that growth stocks have very high prices relative to fundamentals like earnings or book values because they’re expected to grow a lot in the future, whereas ratios of prices to fundamentals are lower for value stocks because they’re not expected to grow, and they might actually be restructuring, and so might be declining in size for a while.”

While he did not list them all, I also appreciated the simplification that he used to break down asset classes into large versus small, and value versus growth. If you cast this template over international and emerging markets also, then you basically have the 8 to 10 asset classes you need for the equity side of your portfolio.

If we had ended our discussion at this point, you might have had the impression that Fama was endorsing the use of large-cap growth stocks. The description he used sounds like the kind of investments you would want to buy for your own portfolio. However, I pressed Professor Fama further on the topic to bring out the research he has done that shows the long-term advantages to tilting your portfolio toward small-cap and value stocks.

Along with Ken French, Professor Fama wrote several articles in the early 1990s on the size and value effects. In our interview, Fama reflected on how that research evolved since he wrote his earlier papers.

“One of the things we did was to test in detail whether the same phenomena [with value and small stocks] showed up if you looked at different time periods other than the one we studied initially. We started in 1964 in the initial study, and we extended it back to 1926, and then we looked at foreign markets to see if we observed the same thing. It seems to show up around the world in pretty much the same way and in different time periods. In our view, this is all reward for risk. Value stocks are basically riskier, and they have higher cost of capital than growth stocks; and small stocks are basically riskier, and they have higher cost of capital than big stocks. But risk is risk, and you can’t expect these things to pay off on a year-by-year basis. In fact, there may be long periods of time when they don’t pay off. That’s just the essential nature of risk and return. If you want to see these things on a reliable basis, basically you’re talking about investment lifetimes, 35-year periods.”

Since Professor Fama first introduced the concept of efficient markets, a debate has been going on between the behavioral theorists and the efficient market theorists. I asked Fama where he felt the debate stood now and why he felt that the other side has it wrong.

“Take the value and growth stuff. In our theory, that’s just risk and return. The value stocks are from relatively distressed companies, and they have a higher cost of capital, which means they’re going to have higher expected stock returns. In their [behavioral theorists’] view, the spread in returns between growth and value stocks comes about because both are mispriced. The prices of growth stocks are too high, and the prices of value stocks are too low. [Again] in their view, what happens is that these price imbalances get corrected, and as a consequence, the value stocks end up with higher returns than the stronger growth stocks. So they don’t disagree on the outcome; they disagree on the source. In their world, people never learn. There’s always market overreaction to past performance, and the next generation of investors is as bad as the last. There’s never any learning in the investment process. To an economist, that doesn’t ring true. We don’t expect people to be forever fooled.”

I saved the most important question for last: What are the one or two most important aspects or points you would want individual investors to learn from your work and remember as they invest throughout the rest of their lives?

“I think what they should remember is they’re probably not informed about much of anything. I don’t think I’m informed enough to say that markets aren’t efficient as far as I’m concerned. I’ve been studying markets for 45 years now, and I don’t think I can forecast which stocks are going to beat other stocks, except based on the fact that some stocks are riskier than others. So [investors] should focus on asset allocation, how much risk they want to take for potentially higher or lower reward, and then they should stick to whatever plan they choose. Don’t do a lot of switching around. And diversification is your buddy. Always hold a diversified portfolio.”

I believe Professor Fama is on his way to a Nobel Prize in economics. He has been considered a front runner for several years now. His work on the efficiency of markets is world renowned, and I believe it places him squarely in the category of an investing revolutionary. It was a privilege to be able to share his straightforward approach to markets with our listeners and now with you. His research and message have profound implications for all individual investors: tilting a portfolio toward small-cap and value companies will pay off in the long run.

William Bernstein Talks Trade

Dr. William J. Bernstein is an extraordinarily bright fellow and a passive investing patriot in his own right. He took a very unusual path to becoming a financial theorist. Bernstein holds a Ph.D. in chemistry, and he is an MD specializing in neurology, which he practiced until retiring from the field. His first book, The Intelligent Asset Allocator, clearly makes the case that most investment return is determined by the asset allocation of the portfolio rather than the asset selection.10 His second book, The Four Pillars of Investing: Lessons for Building a Winning Portfolio, is aimed at those less comfortable with statistical thought.11 It also puts asset class returns into long-term historical perspective. Both tomes are quickly becoming classics in the investing arena, and his thoughtful and honest approach to investing has been an important influence in shaping my own ideas and positions concerning wealth management.

In his most recent book, A Splendid Exchange: How Trade Shaped the World, Bernstein shifts gears a bit and launches into an expansive look at trade throughout all of recorded history.12

Dr. Bernstein joined us on the show in August 2008, and the first question we asked concerned a new concept that had really grabbed me.13 It was the idea that there is a difference in the average (or the mean) versus the median. This is not a new or revolutionary thought, I know, but I was interested to hear how trade has affected people over the last 50 years relative to the mean and also to the median. Here are his remarks:

“Well, first of all, we have to define for the listeners what you mean by those terms. The mean is simply the average. The median, on the other hand, is the person right in the middle at the 50th percentile. The way to understand this is the classic example of what happens when Bill Gates walks into or out of a room: the average income of that room rises dramatically or falls dramatically. He’s adding a couple hundred billion dollars of net worth to that room every time he walks in, and he subtracts it when he walks out. But he doesn’t do anything significant to the median if there are 100 or 200 people in the room. He might change the median just a small amount—the person at the 50th percentile is probably earning $50,000 or $60,000 a year, and that’s not going to change much when Bill Gates walks in or out. So the mean and the median carry a lot of ideological freight.

“The average [income in the United States] has done very well because a relatively small number of people are doing extremely well, and that raises the average of the mean considerably. But the income of the average person at the median, that is to say at the 50th percentile, has not increased dramatically over the past generation or so. In fact, if you look at male workers and you adjust for inflation, you find that his median income has actually fallen.”

As I pondered his answer—although it was referring to how we can look at differing income statistics—I considered how this also might be applied in the investing world. We often talk about the average return for a particular fund or investment. But as Dr. Bernstein pointed out, the average (mean) and the median are almost always two different numbers. This is why knowing how an investment strategy is performing in regards to its peers is an important component of understanding that strategy.

You may well be satisfied with an average return of 8%. But if that 8% return is in the bottom quartile of funds in the same asset class, then you have fallen victim to what I call the “dumb-and-happy” or “ignorance-is-bliss” syndrome of investing. You can, and should, be doing better, but you do not know it because you are happy with the average and you are unaware of the median (and above). Bill Gates has walked out of the room, and you are still getting a below-average return.

Given Dr. Bernstein’s reputation for critical research, the interview continued to be quite a primer on free trade as the following narrative attests.

“In countries that have a relative abundance of something, that something will do well with trade. If they have a relative scarcity of it, that something will do poorly with free trade. So, for example, if you look at the United States, we have an abundant amount of capital relative to the rest of the world, so our capitalists do well with trade. We have a relatively abundant amount of land. We have probably the best-quality land in [the world here in] America. So the people who own the land, that is, the farmers, tend to do relatively well with free trade. We have a relatively small amount of labor compared to the rest of the world. Labor in the rest of the world is relatively more abundant than it is in the United States. So U.S. laborers tend not to do as well with free trade. You can break that down further and look just at skilled labor. We actually have a large amount of skilled labor relative to the rest of the world, so skilled laborers tend to do well. And unskilled laborers, people who are working on the floor in the factories at minimum wage jobs, tend not to do well with free trade.

“And so, when you look at the polling data, what you see is that if your income is more than $100,000 a year, you like free trade because you’re the relatively abundant factor in the United States. And if you’re someone who is a blue-collar worker who has a high school education, then you probably do not favor free trade because you don’t benefit from it all that much.

“Now, there’s no question that nations as a whole benefit from free trade. When you average it all together, almost all nations benefit. It’s hard to find an example of a nation that doesn’t. But it’s certainly true that significant minorities of people do not do well with free trade. Now, [I can give] you all sorts of examples in the United States of people who don’t do well with free trade, but remember that we lead the world in any number of industries, starting with agriculture, medical equipment, pharmaceuticals, aircraft, military equipment—just all sorts of industries where we really have a comparative advantage over just about every other nation on the face of the earth. And so if you’re going to impede free trade, what you’re going to be doing is damaging our most productive and profitable industries. So I don’t want to give the impression that I’m a protectionist.”

As a follow-up, Bernstein then was asked about the underdeveloped countries. Of course this topic speaks to the importance of investing a portion of your portfolio in emerging markets. Does free trade benefit these markets in the long run?

“Oh, there’s no question that it does. About 10 years ago Jeffrey Sachs, of all people, and Andrew Warner did a study that they published under the aegis of the Brookings Institution. They looked at all nations, but particularly at developing nations. And there’s no question that the ones that opened up to free trade prospered and the ones that kept themselves closed did not develop at all. They stayed poor. All you have to do to convince yourself of that anecdotally is to look at India, which for about 40 years after its independence closed itself down, shut itself off from the world in terms of trade, and stayed poor. And then sometime around the late 1980s they decided to open themselves up. The results speak for themselves.”

Finally, we asked about the benefits of trading with our friends and neighbors—and enemies. His answer was surprising as well as fascinating.

“The benefits of free trade are very real in an economic sense, but the real value of trade is in the intangibles. The counterexample or the negative example of that is what happened with Smoot-Hawley. Smoot-Hawley is the tariff that was passed in 1930, and it’s still named [that], but it’s actually the Hoover Tariff because that’s what Hoover ran on in 1928. Smoot and Hawley were the legislators who pushed through Hoover’s Tariff, and it plunged the world into a commercial trade crisis. It didn’t really greatly worsen the Great Depression, but what it did do was precipitate World War II because Germany couldn’t repay its reparations at Versailles that it owed after World War I, and without Smoot-Hawley, Hitler probably wouldn’t have become chancellor, and there wouldn’t have been a World War II. The people in our State Department looking over the wreckage in 1945 realized that this should never be allowed to happen again, and that’s how we got the GATT, the General Agreement on Tariffs and Trade.”

William Bernstein’s research and the communication of such is a treasure to individual investors. He not only provides valuable and convincing arguments concerning the passive approach to investing but also provides precise arguments and interesting reading when he ventures outside the investing lines to other important financial topics such as trade and the world’s standard of living. I always look forward to his next project and will undoubtedly add it to my free market library collection upon its release.

A Nobel Perspective: Capitalism Finding Direction

Edmund S. Phelps is the McVickar Professor of Political Economy at Columbia University, director of Columbia’s Center on Capitalism and Society, and the winner of the 2006 Nobel Prize for Economics.14 His research has spanned the gamut of economic growth, including the Golden Rule of Saving.

He says, “Economic success is tied to a country’s entrepreneurial spirit.”15 Ultimate success in free markets is derived from the entrepreneurial form of capitalism. Where innovation and creativity are embraced and encouraged, the economy will thrive. Where those same tendencies are squelched by the system, the economy can easily grow stagnant.

Consider the case of Europe and the United States. Phelps told The Investing Revolution that the story of capitalism is a European history.16

“Well, begin with going back to ancient times [when] there was quite a discussion of the good life, and the good life involved applying yourself, studying and learning and understanding things, and that became quite influential not just in ancient Greece but also in Italy where the farmers who studied how to tend their crops and so forth were very celebrated and considered important people, . . . and then in Britain you had the property rights and government property. In France in the eighteenth century, [you] had a lot of respect for business entrepreneurs. And Germany came up with a lot of financial institutions at the end of the nineteenth century, so I think that the history of capitalism is basically a European history.” It appears that competition and free markets were not overly encouraged by any means, and yet capitalism triumphed.

“Fast forward to today. The United States has an economy that is outpacing those in Europe. Germany, France, and Italy now suffer higher unemployment, along with lower productivity and job satisfaction than the United States. One could argue that each of these trends influences the others. For example, low job satisfaction could lead to low productivity.” Phelps, however, ties each of these trends to a lack of what he calls “economic dynamism,” meaning, in his words, “how fertile the country is in coming up with innovative ideas, how adept it is at identifying and nourishing the ideas, and how prepared it is in evaluating and trying out the new products and methods that are launched onto the market.” In other words, its entrepreneurial spirit.

Countries that fail to encourage, nurture, and support new innovations will suffer economically. Where there are new ideas, there are new jobs created that are engaging and fulfilling. But what about whether a country encourages—or discourages—entrepreneurship? Institutions, for their part, can discourage innovation through excessive regulation and taxation. It is a country’s values—or attitudes—however, that hold special interest. Phelps says a cultural shift is in order before better economic performance can occur.

“I think there is an understanding that there has to be more competition [in] Europe; otherwise, the system won’t be open to new ideas and the development of new ideas. I think it is not just economic institutions in the sense of practices and legal stuff. It is all also attitudes. There are a lot of workplace attitudes that are probably not very friendly to start-up entrepreneurs that are trying to create something new.”

Along these lines, perhaps Western Europe is taking note. Interestingly, several European political and economic trends are moving toward an entrepreneurial free market system and away from a more left-leaning big-firm form of capitalism. This was borne out with the general elections in France, Italy, and Great Britain in the years 2005 to 2008 as the leaders that were elected moved to the right of the political landscape.17

For U.S. workers and investors, this trend leads to a new appreciation for the entrepreneurial spirit that America fosters. While the wheels of capitalism have trouble gaining traction worldwide, they are still fully engaged here in the United States, regularly providing new opportunities for workers and keeping our free market system relevant and dynamic.

For investors, it’s “full speed ahead.” By embracing a marketplace that implements innovative ideas, investors can reap the reward in U.S. firms. As fledgling free economies move to a more entrepreneurial form of capitalism, opportunities for individual investors to take advantage of growing international companies is going to be tremendous.

Free capital markets are alive and well. There will always be a natural ebb and flow throughout the economies of the world. You can rest assured that as long as capitalism and the rewards for innovative ideas are in place, free markets survive and thrive. That means you will have ample opportunity to invest your money and get the return you need and desire.

Edward Prescott on Tax Rates and Economic Growth

Work to live, or live to work? It seems Americans are asking this question daily, in search of the holy grail of “work-life balance.” Contrast this struggle with the fact that by about October 24 each year, Americans will have worked as many hours as Europeans do in a full year—there’s a reason their gross domestic product (GDP) per capita is less than all but four of the poorest states in the United States.18 The average American works 25 hours a week; the average French person, 18; the average Italian, a bit more than 16.5. Even the hardest-working Europeans—the British, who put in an average of 21.5 hours—are far more laid-back than their American cousins.

Compared with Europeans, Americans are not only more likely to be employed and more likely to work longer hours but they are also more likely to take fewer (and shorter) vacations. The average American takes off less than 6 weeks a year; the average French worker, almost 12.19 The world champion vacationers are the Swedes, at 16 weeks per year. Of course, Europeans pay a price for their extravagant leisure. The average French worker produces only three-quarters as much as the average American worker, even though productivity per hour is slightly higher in France.20

So are Americans preprogrammed to work longer hours, and if so, do they work longer hours for cultural reasons? Nobel Laureate Edward C. Prescott has published many articles on this topic, and world policymakers and leaders have been discussing his findings in relation to global economies for the last several years.21 Prescott’s premise is that our current low income tax rates encourage people to work more hours because we can keep more for consumption. We are consciously choosing spending over leisure.

Prescott visited with us on The Investing Revolution in 2007 to discuss the topic.22 Here’s a startling fact: Based on labor market statistics from the Organisation for Economic Co-operation and Development (OECD), American workers aged 15 to 64 work 50% more than French workers.23 Comparisons between Americans and Germans or Italians are similar. What’s going on here? What can possibly account for these large differences in the hours people work? It turns out that the answer is not related to cultural differences or institutional factors like unemployment benefits. Rather, “marginal tax rates explain virtually all of this difference,” says Prescott. He goes on to say, “I’ve made this point about tax rates before, but it bears repeating because it reflects a fundamental economic insight that gets to the heart of policymaking: People respond to incentives. You don’t make economic policy for nations; you make it for people. And it’s the responses of those people, when aggregated, that give us those data that we all love to analyze.”

In fact, the current marginal income tax rate in the United States shown in Figure 1-1 rewards dual-income households more than it did in the 1970s when the average tax rate doubled when a spouse joined the workforce.24 Now that more people are working, there is a greater need for labor to do some of the things people often don’t
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Figure 1-1 Highest Marginal Income Tax Rates

have time to do for themselves—like provide child care, prepare meals, clean the house, and run errands. Prescott goes on to say, “The bottom line is that a thorough analysis of historical data in the United States and Europe indicates that, given similar incentives, people make similar choices about labor and leisure. Free European workers from their tax bondage and you will see an increase in gross domestic product. The same holds true for Americans and Europeans who live and work in America.”25

Arthur Godfrey once said, “I’m so proud to pay taxes in the United States; the only thing is, I could be just as proud for half the money.” Nobody likes taxes. But we are blessed to live in a free market economy that rewards entrepreneurship and hard work and that fosters a relatively plentiful job supply. We also have one of the lowest marginal income tax schedules in the industrialized world. Hopefully our elected officials will understand the positive fiscal relationship between low taxes and a strong economy—and stay the course.

Dinesh D’Souza on What’s So Great about America

In September 2008 and again in early 2009, I invited Dinesh D’Souza to join me on the program.26 D’Souza is a charming fellow with an enthusiastic appeal. His passion for the topic at hand was clear. He has been called one of the top young policymakers in the country by Investor’s Business Daily.27 The New York Times Magazine named him as one of America’s most influential conservative thinkers, and he was a former policy analyst in the Reagan White House. D’Souza has served at the American Enterprise Institute and the Hoover Institution. His book The Enemy at Home, published in 2007, stirred up a furious debate both on the left and on the right.28 Even so, it became a national bestseller. I decided to take him back a few years to his 2000 bestseller, The Virtue of Prosperity, because I enjoyed it so much and I think it is one of those books that should be required reading for all first-year college students.29 I opened the conversation by asking D’Souza about his statement “Reaganism produced great changes.”

“The changes were very dramatic in the area of public policy. Most people forget now, but in 1980 when Reagan was elected, the top marginal tax rate in America was about 70%, and Reagan brought it down over a period of six years to 28%. Now it’s gone up to about 35%, but my point is from 70 to 28, that’s a huge change.

“And I think it goes beyond that. It wasn’t just that Reagan supported tax cuts, privatization, and so on; but he was also pushing a bigger cultural change. You know, I’m an immigrant to America, and when I first came to this country in the late 1970s, a sort of ethos had been set by John F. Kennedy, who had said earlier that if you’re young, if you’re idealistic, and if you care, join the Peace Corps. Become a public servant. So the idea was that if you work for yourself or if you’re an entrepreneur or an investor, well, you’re kind of a greedy, selfish guy, but if you go work for the Department of Education, you’re a noble person putting the public good ahead of your own.

“Reagan challenged all that, and he said, it’s not the public servant—who would be called, by the way, the bureaucrat—but rather the entrepreneur who is the embodiment of the American dream. And so Reagan was pushing for a cultural shift. And I think we’ve seen that. We’ve seen a cultural shift in America today, so more parents today would probably like their kids to be like Bill Gates rather than, say, Bill Clinton. And that’s going beyond politics. So when I look back at Reaganism, most people would focus on the Cold War and so on, but I think Reagan also produced an economic and a sort of cultural shift in the United States.”

At the time of our discussion, we were in the midst of the heated 2008 presidential campaign. You may recall a question that came up concerning Senator John McCain and the number of houses he owned. I expressed how I was pounding the table in my own breakfast nook pleading with McCain to tell the interviewers that he wants houses for everybody—that there’s nothing wrong with being prosperous. That’s what the American dream is all about. I told D’Souza that it seems there’s a reemergence of this idea that there may be no virtue in prosperity. I asked him if I was reading it wrong.

“No. In fact, one reason I wanted to tackle that topic is because I saw that in the twentieth century everyone was celebrating the triumph of capitalism. And capitalism did win the economic debate against socialism in the same way that it won the economic debate against mercantilism a couple of centuries earlier. But although capitalism wins the economic debate, it never seems to win the moral debate. It almost always seems that at the end of the day, people say, we admit that capitalism produces efficiency and so on, but we don’t care about that. It undermines family and community and morality and equality. It wrecks the environment. So the basic idea here is that capitalism may be efficient, but it’s not really a very decent system. And politics takes advantage of that, the prejudice against the rich guy, the successful guy, the entrepreneur. The basic idea is that they must be succeeding at the expense of everybody or they must be succeeding by finagling their way to success, and I think ultimately entrepreneurs are in some ways always on the defensive against this kind of thing.”

D’Souza describes two sets of people in his book: the party of “yeah” versus the party of “nah.” I asked him to tell us what the difference between those two groups is.

“We often think of political debates in ideological terms, the conservatives against the liberals, or the Republicans against the Democrats, or even the free market views against the socialist views. But I think behind all that is that there’s almost, you might say, a temperamental difference, and you can always test it even with friends of yours when you raise a lot of the new things that are happening in the economy.

“For example, ‘we’re living in a global market,’ or ‘technology is changing our everyday life right before our eyes,’ or ‘we’ll soon have the ability to implant little chips in our arm so people can find us if we get lost,’ and so on. There’s one type of people where whenever you describe these new developments, they’re superex-cited, and so I call them the ‘party of yeah’ because it’s almost like you can hear them pounding their fists on the table and going, ‘Yeah, that’s great! The future will be better than the past. We have reasons to be optimistic. Things are looking up.’ Then there’s another group of people where whenever you describe one of these developments, cloning or technological change, or so on, immediately they focus on the negative. They’re going, ‘Nah, that’s not going to do it. No. You’re dreaming.’ Or ‘You’re missing out on the costs of this, and it’s going to make our life so much worse, and we’re going to have no privacy left.’ So you’ve got these two parties, one that is gung ho about the future, about capitalism, about globalization, about technology. The other group is very pessimistic and thinks in a sense that all of this is eroding our sense of community, that it is making inequality even greater, that it is destroying the American middle class, and so on.”

After this answer, I could not resist stepping on the soap box. I told him that I say that “the optimist is always eventually correct” and asked him to comment.

“Well, I think that’s certainly true in economic terms. I keep hearing people say, ‘The rich are getting richer and the poor are getting poorer.’ But when I actually looked at American living standards over the past generation—let’s say from World War II, or even from 1980—what you see is that the rich get richer, and the poor also get richer, although not at the same pace. So, yes, inequality does rise, but it’s rising because more people from the middle class are moving up. So economically, yes. I think the optimist is always right.

“The deeper criticism—which requires a little more examination—is that there’s a widespread feeling in America supported by a lot of surveys that over the past half century, you might say portfolios and living standards have gone up, but there’s a sense that values have gone down. And that’s not strictly an economic issue, but in some ways I think the deeper critics of the market are basically saying, ‘Yeah, it makes us better off, but does it actually make us better people?’”

His comments on “being better people” gave me pause. Biblical literature, as well as secular writings throughout history, has wrestled with the questions and afflictions of two economic states for individuals—prosperity and scarcity. Both have equal but differing challenges. I, like perhaps many of you, have experienced both economic states in my lifetime. I wanted to explore the values topic a little further so I asked D’Souza if maybe we as Americans are a bit spoiled and will always complain that we are not well enough off.

“I think it was Warren Buffett who was asked, ‘Do you attribute your success to luck or to achievement,’ and initially Buffett said, ‘To luck.’ And everyone was a little startled, but what Buffett meant wasn’t that he wasn’t a careful or thoughtful investor. What he meant was that ‘I’m lucky to be born in the United States of America where I can be Warren Buffett. If I was born in Afghanistan, there’s a very small chance that I would be doing what I’m doing now.’ So in a sense, we often forget that it’s not only markets but it’s also America that makes possible the tangent of opportunity that makes our lives so much better.”

If you have had any exposure to religion in your life at all, you are familiar with the adage that “money is the root of all evil.” D’Souza has stated that he feels that “money is the root of all good.” I was curious how he would approach telling my listeners what he means by that statement.

“Well, I think that what the Bible is condemning, first of all, isn’t money. It’s what the Bible calls the ‘love of money.’ But even that’s stated in a clear context. The basic idea here is that money is a means and not an end. People often condemn capitalism for selfishness, and selfishness is to be condemned. But the thing is that the selfishness is not in capitalism. The selfishness is in human nature. What capitalism does is channel that selfishness in such a way that it makes you a better person, and it also serves the public betterment of society.

“In The Virtue of Prosperity I put it this way. Capitalism civilizes greed in much the same way that marriage civilizes lust. I mean, you can think of lust as part of the human condition too. Now, it would be crazy for someone to say, ‘Well, let’s just get rid of it. Let’s root it out.’ That’s impractical. So what do we do? We figure out social institutions that take human nature as it is and try to say that there is a way that we can steer this impulse, which might otherwise act out in destructive ways, steer it in such a way that it leads to the raising of children, mutual love, [and] the betterment of society. And the same, I think, is true with markets. It’s a way of channeling self-interest in a way that’s productive for you, productive for society, and also makes the entrepreneur spend a lot of his day or her day thinking about what’s going to serve the wants and needs of other people. That can’t be a bad thing.”

Bottom Line

Capitalism has its faults, but it is indisputably the most efficient and marvelous economic invention of all time. Markets work well if allowed to do so. As citizens of this great free market nation, we must be willing to stand up for freedom of choice in making decisions involving commerce and finances. In doing so, we protect all other freedoms as well. These free market patriots have set the stage—and in many ways paid the price—for you to benefit from their capital market thinking. Take advantage of their wisdom and you will undoubtedly reap the benefits in your own financial life.
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