WSJ, Fall 2006 Articles
You are responsible for the following articles along with any others we may go over in class.  The actual exam questions are given, but not all questions will be used.  

In class articles for Exam 1:
WSJ, 9/2/06: “First of All, I’m an Honest Guy, by H. Jenkins.

WSJ, 9/5/06: “Tips for Targeting Target-Date Funds, by S. Anand.

WSJ, What is a Peg ratio and what does it mean.  No article to source as it was just in the quotes page.  Look it up on Google to find out what it is.

WSJ, 9/6/06:  ‘Trimming Your Taxes:  Why Roth 401(k)s Often Beat Conventional 401(k) Plans.

I copied these for you, in the future, you will have to hunt them up through Proquest.

The three articles above at bottom of this document.
Exam 1

1)  WSJ, 9/7/04:  "For Index Funds, The Devil Is in the Detail"

What is the detail they are talking about?
What are the expense ratios for SPDR's and Fidelity funds.

2)  WSJ, 1/26/05:  "A do-it-yourself kit for investors:  Build your own equity-indexed annuity"

What is an equity indexed annuity?  

If building your own 10 year annuity, what would you buy to maintain principal at the end of 10 years?

If building your own 10 year annuity and the interest rate is 6.5%, how much should you invest in the asset to make sure you won’t be below $100,000 at the end of 10 years?  Assume you start with $100,000.

3)  WSJ, 3/9/05:  "$74 Trillion Crisis"

What is the crisis?
$100,000 at the end of 10 years?  

4)  WSJ, 2/25/06:  “Finding an Index-Fund Genius”

What's the standard fee for financial planners?

5)  WSJ, 6/14/06: "The 'Noisy Market' Hypothesis"

What is a capitalization-weighted index?

What is "fundamental indexation?  Know the difference and why the authors think the latter is better than the former.

6)  WSJ, 6/27/06: "Turn on a Paradigm?"

What are the reasons Bogle and Malkiel disagree that Fundamental Indexation is better?

7)  WSJ, 7/21/06: "Not all Index ETFs are What They Seem to Be"

Why are they not pure index funds?

8)  WSJ, 9/2/06:  "Investors Go on a Learning Curve"

How are the two return calculations for investors different?

In class articles for Exam 2:  See bottom of document.

Exam 2

1)  WSJ, 9/2/03:  All Investors are liars, Paulos, 

What is the point of article?

2)  WSJ, 9/22/04:  A Normal Market, there’s no such thing, Clements

What is point of article?

3)  WSJ, 10/18/04:   As Two Economists Debate Markets, The Tide Shifts, Hilsenrath

Fama vs Thaler- Which one touts behavioral finance and which one touts efficient markets?

4  WSJ 3/1/06, “It's a Tough Job, So Why Do They Do It?
The Backward Business of Short Selling:  

Why is it tough to make money short selling?
5)  WSJ 9/2/06: 'Not MY Stock': The Latest Way To Fight Shorts

How are some of the ways companies were fighting short sellers?

Exam 3

1)  WSJ, 8/25/04: “What to expect from your stocks?”

What model is discussed?

2)  WSJ. 2/28/05:  “Questions you should ask yourself about investing in stocks" 

How do you find the best performing companies/What should you look at?

3)  WSJ, 3/7/05: “Memories of Nasdaq’s High"

Which company was worth almost $100 billion and is now only worth about $1 billion?

4)  WSJ, 3/7/05:  “A Long, Strange Trip From Nasdaq’s Peak,”

 How many of the top 10 performing funds in 1999 have vanished?

5) WSJ, 3/9/05:  “Emerging Ways to Invest in the Wild, Wild, East,” What are four ways to invest in China?

6) WSJ, 3/23/05:  "Ugly Math: Soaring Housing Costs Are Jeopardizing Retirement Savings Be able to use table, Ex.  You are 30 years old and make $40,000.  How much should you save and what should be your debt to income level.

Index Funds
If the three most important factors in buying real estate are location, location and location, there's a clear corollary in stock index funds: expenses, expenses, expenses.

These mutual funds ape a market benchmark such as the Standard & Poor's 500-stock index, and fees are the crucial determinant of which funds beat others over time. Fidelity Investments underscored the point with its announcement last week that it is shaving annual fees on several of its index funds to 0.10% of assets, among the lowest charges for individual investors, from as high as 0.47%. That compares with annual fees of 1.5% of assets at the average U.S. stock fund.

Stock-index funds also vary in other ways that are largely invisible to investors, including the limited securities-trading strategies some managers use in an effort to spur performance of these largely static portfolios. These differences can sometimes lead one of the top-performing index funds to beat a competitor, even if that competitor charges slightly higher annual fees.

Indeed, seven Vanguard Group index funds have beaten lower-fee exchange-traded funds from Barclays PLC's Barclays Global Investors and State Street Corp.'s State Street Global Advisors over the time periods those offerings have gone head-to-head, according to a study earlier this year by financial adviser and author Bill Bernstein. (Exchange-traded funds, like traditional index funds, track a stock-market benchmark, but the shares trade all day on an exchange.)

While the performance variations are tiny -- in the hundredths of a percentage point -- they have led to some heated exchanges among leading index-fund managers. Vanguard Chief Investment Officer Gus Sauter compares his firm's index-trading strategies with snatching up coins others have accidentally dropped. "Our philosophy is that if you see nickels and dimes lying on the street, you pick them up," he says.

But Barclays managing director J. Parsons says the strategies used by some Barclays competitors are risky and more like "picking up nickels in front of freight trains" since "it looks like it's free money until you get run over." While Vanguard's stock funds haven't stumbled, he notes that one of Vanguard's bond-market index funds trailed its benchmark by two full percentage points in 2002 when some variations in sector weightings backfired.

Still, the performance this year of Vanguard 500 Index Fund's primary share class and the competing exchange-traded portfolios from Barclays and State Street are within 0.02 percentage point of each other and just behind the benchmark S&P 500. A 0.02% difference in performance works out to just $2 on a $10,000 investment.

		LEADING THE INDEXING RACE
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Top performers this year among S&P 500 index funds available to individuals investing less than $200,000. 

FUND NAME 
2004 TOTAL RETURN 
ANNUALIZED RETURNS
3-YEAR 
ANNUALIZED RETURNS
5-YEAR 
NET ASSETS 
(BILLIONS) 
EXPENSE RATIO(4) 
SPDRs(1) 
1.67% 
1.14% 
-1.87% 
$44.50 
0.10% 
iShares S&P 500 Index1 
1.66 
1.14 
N.A.(3) 
9.6 
0.09 
SSgA(2) S&P 500 Index 
1.66 
1.04 
-1.95 
1.9 
0.15 
Vanguard 500 (Investor shares) 
1.65 
1.13 
-1.86 
96.1 
0.18 
Fidelity Spartan 500 Index 
1.63 
1.1 
-1.92 
10.4 
0.1 
Standard & Poor's 500 
1.7 
1.23 
-1.80 
  
  
	
			

	
	

	


Among funds available to individuals investing less than $200,000, the top S&P 500 fund so far in 2004, through Thursday, is State Street's exchange-traded Standard & Poor's Depositary Receipts, or SPDRs. But over the past five years, the SPDRs trail Vanguard 500 by an average 0.01 percentage point a year. (Barclays' iShares S&P 500 Index Fund hasn't been around that long.)

One little-known quirk that can affect the performance of the SPDRs and three other exchange-traded funds is structural: They are technically unit-interest trusts, which unlike ordinary funds aren't allowed to reinvest the dividends they receive from companies in their portfolios. Holding cash in the portfolio until it is paid out quarterly to fund shareholders hurts the SPDRs' performance marginally relative to the S&P 500 when the stock market is rising but helps when stocks are declining.

That "cash drag"' is one reason that despite slightly lower fees, the SPDRs trailed the Vanguard 500 in eight of the 10 full years the two have gone head to head, research firm Morningstar Inc. noted in a recent report.

Gus Fleites, president of State Street's SSgAFunds Management unit, says the impact of the cash drag on the SPDRs' performance is "trivial" -- perhaps 0.04 percentage point a year -- but agrees that "there are some restrictions that come with the fund's structure." State Street is waiting to hear back from the Securities and Exchange Commission on a request it submitted a few years ago for permission to reinvest SPDR dividends in additional shares.

Meanwhile, Mr. Sauter says Vanguard's index funds have benefited over the years from a bevy of securities-trading strategies. For instance, the company will buy futures contracts instead of individual stocks when futures are cheaper. It sometimes picks up a bit of income by lending portfolio securities to other investors, another practice for which SPDR trustee State Street is seeking SEC permission.

In dealing with thinly traded small stocks, Mr. Sauter says Vanguard also is willing to temporarily hold a bit more of a stock than is called for in a benchmark if Vanguard can buy some shares inexpensively. He says Vanguard may similarly "wait a day or two" to make a purchase if there are lots of buyers scrambling for shares. Such moves are "value-added opportunities" with minimal risk, he says.

Mr. Fleites of State Street says, "Vanguard probably trades a lot more aggressively than our clients would want us to do" on the SPDRs. He and Mr. Parsons of Barclays say active ETF traders and the securities firms that make a market in ETF shares are looking for close tracking of a benchmark rather than added return. ETFs, he and Mr. Parsons note, are used both by investors who want to match a benchmark and by others who sell the ETF shares short in a bet that the price will decline. "Doing something that is going to benefit one shareholder may be detrimental to another," Mr. Fleites says.

Mr. Fleites adds that State Street does look to pick up additional return in its traditional index funds, including SSgA S&P 500 Index Fund, one of the top performers this year.

One profitable gambit that some index-fund managers have used in the past to boost performance was to buy stocks being added to an index in advance of the effective date of those changes. But such opportunities have largely disappeared as too many investors have caught on.

In selecting index portfolios, there are factors to consider besides expenses and past total return. Some active traders prefer ETFs because they trade all day long like stocks, rather than once a day like ordinary funds. But the brokerage commissions that investors pay to buy ETFs can make them costly for people who regularly add to their holdings.

ETFs can also pay out slightly smaller capital-gains distributions than ordinary index funds, making the ETFs more tax-efficient, although both types of index portfolios trounce most actively managed funds in the area of taxes. Mr. Parsons of Barclays says some of the iShares have beaten their competing Vanguard funds on an after-tax basis even if not on a pretax basis.

A do-it-yourself kit for investors:  Build your own equity-indexed annuity, by Jonathan Clements, 1/26/05, Personal Journal Section

TODAY, KIDS, we are going to build our own equity-indexed annuity.

Sound like fun? It's been a lot of fun for insurers, which sold $14 billion of these things in 2003 and an estimated $22 billion in 2004, according to Advantage Compendium in St. Louis. Insurance agents have also had a high old time, sometimes collecting commissions of greater than 10%.

And so far, I haven't heard any complaints from readers, who are clearly intrigued by these annuities, with their promise of tax deferral, downside protection and the chance to profit from a rising stock market. But I have heard the same question over and over again: Are these annuities a good deal -- or can investors do better elsewhere?

-- Considering costs. Equity-indexed annuities offer tax-deferred gains that are linked to an underlying index, usually the Standard & Poor's 500, while guaranteeing that each year you will at least break even or earn a modest rate of interest. That appealing mix of benefits comes with two price tags.

First, there are steep surrender charges. I have seen equity-indexed annuities with first-year surrender fees of as much as 15%. That means that, despite the promise of principal preservation, you will likely lose money if you sell during the first few years.

Second, you usually won't earn the market's entire gain. Typically, you benefit from share-price appreciation, but not dividends. In addition, your annual return might be capped at 7%, or you might be limited to 90% of the market's increase, or you might get the market's gain minus 3.5 percentage points.

It's hard to say how much all this costs investors, because equity- indexed annuities don't publish expense ratios. But given the fat commissions paid to salesmen, it's a safe bet that fees are steep.

-- Defending principal. Despite all that, equity-indexed annuities have huge appeal. That got me thinking: Is there a way to get the same benefits, but with better performance and no surrender charges?

Unfortunately, you can't duplicate the emotional appeal of an equity-indexed annuity, with its downside protection and upside potential neatly wrapped together in a single package. But you can replicate the investment benefits.

Let's say you have 10 years and $100,000 to invest. To guarantee you will still have $100,000 a decade from now, you could take $64,000 of your nest egg and sink it into 10-year zero-coupon Treasury bonds. Zeros don't pay interest. Instead, you buy them at a discount to their final maturity value and then make money as that discount narrows. If you prefer mutual funds, consider the no-load American Century Target Maturities Trust 2015.

-- Keep three things in mind. First, while you can lock in a final maturity value with zeros, the intervening performance can be erratic, because you don't have the cushion provided by regular interest payments. Second, you have to pay taxes each year on the imputed interest, so these bonds are best held in a retirement account.

Third, both equity-indexed annuities and zero-coupon bonds leave you vulnerable to inflation. "It's an illusion you're getting your money back," argues Moshe Milevsky, a finance professor at Toronto's York University.

-- Gunning for gains. If you earmark $64,000 for principal protection, that leaves $36,000 for growth. To capture part of the market's upside, insurance companies would stash this $36,000 in derivatives.

You could try the same thing, by purchasing call options on the S&P 500. The calls would benefit from market appreciation, but the most you could lose is the money you paid for the options. Alternatively, you could buy a mutual fund that offers a leveraged stock-market play, such as those offered by New York's Potomac Funds, ProFunds in Bethesda, Md., and Rydex Investments in Rockville, Md.

If you prefer something more sedate, you might combine your zeros with a low-cost S&P 500-index fund from Boston's Fidelity Investments or Vanguard Group in Malvern, Pa. That would avoid the surrender charges of an equity-indexed annuity. But how would the performance stack up?

As I have argued before in these columns, returns are likely to be modest in the decade ahead, because price/earnings multiples are so high and dividend yields so low. That should be a good environment for equity-indexed annuities. Suppose the shares in the S&P 500 climb 6% a year during the next decade, for a cumulative gain of 79%. An equity- indexed annuity might capture 90% of that cumulative gain, turning $100,000 into $171,000.

In that scenario, however, a combination of zeros and an S&P 500- index fund may fare even better. The reason: Your index fund would collect the S&P's dividends, boosting your annual return to maybe 7.5%. Over 10 years, that would turn your $36,000 index-fund investment into $74,000. Add your bonds' $100,000 maturity value, and your total portfolio would be worth $174,000.

Think you will need even more upside to beat equity-indexed annuities? You could go lighter on zeros and longer on stocks. Sure, that means your total nest egg would be underwater if the entire S&P 500 became worthless.

But that seems unlikely, because stocks haven't even had a losing 10-year stretch since the Great Depression. "You can put a lot more than $36,000 in stocks and still have downside protection," reckons William Reichenstein, an investments professor at Baylor University in Waco, Texas.

$74 Trillion=Crisis

By THOMAS R. SAVING 
March 9, 2005; Page A20
It has become de rigueur for opponents of Social Security reform to say that President Bush has "manufactured a crisis" so that he can introduce personal accounts into a system that is already solvent, and will be so for decades to come. As a member of the Board of Trustees of the Social Security and Medicare Trust Funds, I say it is these critics who are confecting an alternate reality.
While it is true that Social Security is currently running a surplus, Medicare is running an even bigger deficit. One way to think about this is to realize that Social Security's extra revenues are being used to cover Medicare's shortfalls, and even that is not enough. This year, for the first time in more than two decades, the combined deficit in Social Security and Medicare will require almost 4% of federal income tax revenues. That figure will double in the next five years and double again in the five years after. Ten years from now, the federal government will need one in every seven income-tax dollars to pay benefits, assuming no increase in taxes.

By 2020, entitlements for the elderly will consume one in four income-tax dollars. By 2030 they'll consume one of every two. To put that in perspective, in less than 30 years, the federal government will have to cut programs paid for by federal income taxes in half. Either that or it will have to raise income taxes on the working population by 50%. As the years roll by, the financial picture will get still bleaker. By mid-century, when today's college students retire, we will need three-fourths of all federal income taxes to pay their retirement benefits at current tax rates. Eventually, retirement benefits paid to the elderly will consume the entire federal budget, crowding out every other spending program.

One way to assess the problem is to calculate the present value of the difference between expected expenses and revenues. Last year, for the first time, the Trustees reported such calculations for both Social Security and Medicare and the numbers are startling. Over the next 75 years, scheduled benefits exceed dedicated revenues by $33 trillion, measured in current dollars. Looking indefinitely into the future, the present value of the additional revenues required by Social Security and Medicare total almost $74 trillion. To put that number in perspective, obligations to the elderly are more than six times the size of the economy and 18 times the size of the outstanding federal debt.

For many years, the Trustees' Reports adopted a 75-year time horizon. But it is now understood that looking only 75 years into the future gives a misleading picture. Consider a worker who will retire in year 76. A 75-year horizon counts all of the taxes this worker will pay over the course of a lifetime, but ignores the benefits. To avoid this problem, the Trustees' Reports are now including calculations that look indefinitely into the future.

The unfunded liability under Medicare is six times larger than under Social Security, but the two are connected. Any reform that puts one program on a sounder footing helps the other. Indeed, the strongest argument for the reform of Social Security is the existence of Medicare.

What does it mean to have a $74 trillion revenue shortfall? It means that in order to pay benefits to current and future generations without using general revenues or cutting benefits, we need $74 trillion on hand right now, invested at the government's borrowing rate. Because we don't have $74 trillion invested today, next year the liability will be even larger. The year after that it will be larger still.

The underlying cause of our financial problems is that our elderly entitlement programs are essentially based on pay-as-you-go financing. Every dollar of payroll taxes we collect, we spend either on benefit payments to retirees or other programs when there are surplus funds. There is no saving and no investment. As a result, each generation pays taxes, not to fund its own benefits, but to finance the benefits of the previous generation. When today's workers retire, they will have to depend on future workers' willingness to pay much higher taxes if their benefits are to be paid. The alternative to a pay-as-you-go system is a funded system. Ultimately, if benefits are funded, each generation will pay its own way.

People may have honest disagreements about the best way to move to a funded system (e.g., whether we should have personal accounts or have government make the investments). But, there should be no disagreement about our need to move to a new system of finance as quickly as possible, and personal accounts is one way of doing just that, although not the only way.

Mr. Saving, senior fellow at the National Center for Policy Analysis, is director of the Private Enterprise Research Center at Texas A&M University.

=======================================

	Finding an Index-Fund Genius; How Specialist Investment Advisers Can Improve Your Portfolio

	Ron Lieber. Wall Street Journal. (Eastern edition). New York, N.Y.: Feb 25, 2006. pg. B.1


EVEN PEOPLE who want to be average need help sometimes.

A chorus of research suggests that it's hard for any investor to consistently beat most market indexes over several years. Over decades, it's nearly impossible.

As a result, a number of investors simply seek to mimic, say, the Standard & Poor's 500-stock index by investing in funds like Vanguard Group's that track them. All of the sudden, however, the choices are much greater in number. Take exchange-traded funds, which also track indexes but trade all day like stocks and may have lower costs. There were 201 of them at the beginning of the month, according to the Investment Company Institute, up from 152 a year earlier.

There is also a rapidly increasing number of financial planners and money managers who put their clients' funds mostly in these so-called passive investments. They are so named because they are simply based on market indexes, unlike more actively managed investments run by a money manager whose job it is to sniff out smart market moves.

You could pick passive investments yourself, of course. But it takes skill to filter the rising number of options while also creating a proper allocation.

Finding specialized help is surprisingly difficult, however. Usually, a good way to find a planner is through the Financial Planning Association, the National Association of Personal Financial Advisors, or the Garrett Planning Network. But you can't search on their Web sites specifically for passive-investment specialists.

Here's another way: Use a tool on dfaus.com, the Web site of Dimensional Fund Advisors, a fund company that uses algorithms to build index-like baskets of securities. On the bottom of its home page, you can search for advisers that use DFA's products, all of whom tend to be advisers specializing in passive investing.

Then, you have to decide what you are willing to pay for help. The standard annual fee for financial planners is generally about 1% of assets. But shouldn't the price be lower if they are choosing from this limited universe of funds that aren't chasing trendy ideas?

Jerry A. Miccolis of Brinton Eaton Associates Inc. in Morristown, N.J., doesn't think so. Clients, he believes, should pay for results, not for effort, though he notes that passive investing takes plenty of time. His firm charges 1% for the first $2 million under management, less for bigger balances.

Bob Frey of Professional Financial Management Inc. in Bozeman, Mont., sees things a bit differently. "This isn't rocket science," he says. He charges 1% on the first $100,000 he invests, and 0.5% for anything above that. You don't get quarterly meetings with Mr. Frey for that price, however, something others might offer.

One caveat: Ask what else comes with the price. Mr. Miccolis's firm does most clients' personal tax returns free; Mr. Frey charges extra for some services, like comprehensive financial plans.

Still wary? If you are trading actively managed mutual funds on your own, your annual costs could run around 1.25% in fees and commissions. J. Mark Joseph of Sentinel Wealth Management Inc. in Reston, Va., notes that his fees start at 1% and go down from there. So in a sense, he says, his clients are getting advice free, compared with the cost of the do-it-yourself strategy.

The 'Noisy Market' Hypothesis

By JEREMY J. SIEGEL
June 14, 2006; Page A14
Although the price-weighted Dow Jones Industrial Average approached its all-time high in early May, the large capitalization-weighted indexes -- such as the S&P 500 or the Russell 3000 -- in which most investors hold their "indexed" investments are still substantially below their tech-bloated peaks reached in March 2000. Those of us who have linked our portfolio returns to these popular indexes wonder whether there is a better way to capture the market's return without enduring the wild swings that characterized the last bubble.

Don't get me wrong. Capitalization-weighted indexation has been one of the great innovations in the last quarter-century. It has allowed millions of investors to capture the return on the market at a very small cost, and has outperformed most actively managed mutual funds. The $5 trillion invested in portfolios tracking cap-weighted indexes speaks to its popularity.

But we are on the verge of a revolution: New research demonstrates that it is possible to construct broad-based indexes offering investors better returns and lower volatility than capitalization-weighted indexes. These indexes are weighted by fundamental measures of firm value, such as sales or dividends, instead of allowing the market price alone to dictate how much of each firm should be included in the index.

Strong Appeal

The vast majority of indexes, with the exception of the Dow Jones Averages, are capitalization-weighted. This means that the weight of each stock in the index is proportional to the total market value of its shares. This methodology has strong appeal since the return on these indexes represents the aggregate or "average" return to all shareholders.

Strong support for these indexes also emanates from the academic community. The philosophical foundation of these indexes is the "efficient market hypothesis," which assumes that the price of each stock at every point in time represents the best, unbiased estimate of the true underlying value of the firm.

The efficient market hypothesis does not say a stock's price is always equal to its fundamental value. But the theory implies it is impossible to tell which stocks are undervalued and which are overvalued without either costly analysis or an innate skill possessed only by a chosen few, such as Warren Buffett, Peter Lynch or Bill Miller.

It can be shown that under standard portfolio models, if stocks are priced according to the efficient market hypothesis, then capitalization-weighted indexes offer investors the best risk-return combination. And there is no doubt that capitalization-weighted portfolios have performed very well for investors. Research conducted by Jack Bogle, Charles Ellis, Burton Malkiel and myself has undeniably shown that active mutual fund managers fail, after fees, to keep pace with the market indexes.

But as indexed investing gained adherents, cracks were found in the efficient market hypothesis. In the early 1980s, Rolf Banz and Don Keim showed that small stocks earned an outsized return compared to their risks. And, earlier, Sanjoy Basu and David Dreman discovered that stocks with low price-to-earnings ratios had significantly higher returns than stocks with high P/E ratios; small stocks with low P/E ratios (small value stocks) enjoyed particularly outstanding returns. The magnitude of these size- and value-based returns could not be rationalized using the standard asset pricing models of the efficient market hypothesis.

This caused schizophrenia in the financial community. Efficient-market believers still dominate the field of financial research, but many practitioners, including moonlighting academics, recommend that investors overweight value and small stocks in their portfolios. Eugene Fama from the University of Chicago and Ken French from Dartmouth's Tuck School built a very successful investment firm based on slicing the universe of stocks into value- and size-based sectors to market to large individual and institutional investors.

Since the 1980s, the finance profession has searched in vain for the reason why small and value stocks outperformed the market. Efficient-market diehards maintain these stocks contain deeply buried risk hidden in the historical data. They predict that one day, when a crisis hits and investors critically need to liquidate their portfolios, small and value-based stocks will crumble while large growth stocks will shine.

But if this is true, the data are unfortunately moving in the wrong direction. In the past decade we witnessed a huge tech bubble, 9/11, a recession, major corporate scandals and wars in Afghanistan and Iraq -- yet not only did small and value stocks survive, they outperformed the big cap, high-priced stocks by wider margins than they had in the past.

Current attempts to explain the hidden risks in value stocks remind me of the astronomers in the 16th century who attempted to save the earth-centered Ptolemaic view of the universe. They were forced to add complicated "epicycles" to the orbits of the planets to rationalize their movements in the evening sky; the model collapsed when Copernicus showed that a simple sun-centered solar system was an easier explanation. As with Copernicus, there is now a new paradigm for understanding how markets work that can explain why small stocks and value stocks outperform capitalization-weighted indexes.

This new paradigm claims that the prices of securities are not always the best estimate of the true underlying value of the firm. It argues that prices can be influenced by speculators and momentum traders, as well as by insiders and institutions that often buy and sell stocks for reasons unrelated to fundamental value, such as for diversification, liquidity and taxes. In other words, prices of securities are subject to temporary shocks that I call "noise" that obscures their true value. These temporary shocks may last for days or for years, and their unpredictability makes it difficult to design a trading strategy that consistently produces superior returns. To distinguish this paradigm from the reigning efficient market hypothesis, I call it the "noisy market hypothesis."

* * *

The noisy market hypothesis easily explains the size and value anomalies. If a stock price falls for reasons unrelated to the changes in the fundamental value, then it is likely -- but not certain -- that overweighting such a stock will yield better than normal returns. On the other hand, stocks that rise in price more than their fundamentals become "large stocks" with high P/E ratios that are likely to underperform.

These discrepancies are not easy to arbitrage away on a stock-by-stock basis. The noisy market hypothesis does not say that every stock that changes price does so by more than what is justified by fundamentals. Any particular stock may still be undervalued when it moves up in price or overvalued when it moves down.

New research indicates that there is a simple way that investors can capture these mispricings and achieve returns superior to capitalization-weighted indexes. This is through a strategy called "fundamental indexation." Fundamental indexation means that each stock in a portfolio is weighted not by its market capitalization, but by some fundamental metric, such as aggregate sales or aggregate dividends. Like capitalization-weighted indexes, fundamental indexes involve no security analysis but must be rebalanced periodically by purchasing more shares of firms whose price has gone down more than a fundamental metric, such as sales, and selling shares in those firms whose price has risen more than the fundamental metric.

Robert Arnott, editor of the Financial Analysts Journal and chairman of Research Affiliates, LLC, has published research documenting both the theoretical and historical superiority of fundamentally weighted indexes. It can be rigorously proved that if stock prices are subject to noise, then capitalization-weighted indexes will offer investors risk-and-return characteristics that are inferior to those of fundamentally weighted indexes.

I have long advocated the use of dividends in evaluating stocks. Dividends are the only fundamental variable that is completely objective, transparent and unable to be manipulated by managers who tinker with accounting assumptions. (In the interest of full disclosure, I am an adviser to a company that develops and sponsors dividend-based indexes and products.)

According to my research, dividend-weighted indexes outperform capitalization-weighted indexes and are particularly valuable at withstanding bear markets. For example, the Russell 3000 Index lost almost 50% of its value between the bull market peak of March 2000 and the October 2002 low. Over this same period, a comparable total market dividend-weighted index was virtually unchanged. A dividend weighted index did have a bear market, but it only corrected by 20%. Moreover, the dividend-weighted index bear market didn't start until March 2002, and it lasted only six months (compared to 24 months for the cap-weighted index). The dividend-weighted index is now about 40% above its March 2000 close, whereas the S&P 500 and Russell 3000 are still not yet back to even. A similar performance occurred in other bear markets.

The historical data make an extremely persuasive case for fundamental indexing. From 1964 through 2005, a total market dividend-weighted index of all U.S. stocks outperformed a capitalization-weighted total market index by 123 basis points a year and did so with lower volatility. The data indicate that the outperformance by fundamentally weighted indexes during the same period is even greater among mid-sized and small stocks.

'Value Cuts'

Furthermore, dividend-weighted indexes had better risk and return characteristics than capitalization weighted indexes in each industrial sector and each country that I analyzed. Dividend-weighted indexes even outperformed "value cuts" of the popular capitalization-weighted indexes such as the Russell Value and Barra-S&P Value that attempt to choose those stocks whose prices are low relative to fundamentals.

With the advent of fundamental indexes, we're at the brink of a huge paradigm shift. The chinks in the armor of the efficient market hypothesis have grown too large to be ignored. No longer can advisers claim that capitalization-weighted indexes afford investors the best risk and return tradeoff. The noisy market hypothesis, which makes the simple yet convincing claim that the prices of securities often change in ways that are unrelated to fundamentals, is a much better description of reality and offers a simple explanation for why value-based investing beats the market.

If you are a fan of indexing, as I and so many other investors are, you are no longer trapped in capitalization-weighted indexes which overweight overvalued stocks and underweight undervalued stocks. Devotees of value investing who are searching for a simple, low-cost indexed portfolio in which to hold their stocks need wait no longer. Fundamentally weighted indexes are the next wave of investing.

Mr. Siegel, the Russell E. Palmer Professor of Finance at Wharton, is senior investment strategy adviser to WisdomTree Asset Management, Inc. This concludes a two-part series. First part: "The Welfare of American Investors," June 13, 2006, by Henry G. Manne

[image: image2.png]



Turn on a Paradigm?

By JOHN C. BOGLE and BURTON G. MALKIEL
June 27, 2006; Page A14
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As index funds gain an increasing share of the portfolios of mutual funds, institutional equity and bond funds, academics and practitioners are hotly debating how these portfolios should be composed. Capitalization-weighted indexing, until now the dominant approach, has come under fire for overweighting portfolios with (temporarily) overvalued stocks and underweighting them with undervalued ones.

Eugene Fama and Kenneth French have suggested that higher returns can be generated by indexed portfolios of stocks with small capitalizations and low price-to-book-value ratios. Robert Arnott has argued that a better method for indexing is to weight the stocks in the index not by their total capitalization, but rather by certain "fundamental" factors such as sales, earnings or book values. Jeremy Siegel has proposed that the "fundamental factor" should be the dividends that companies pay. These analysts have all argued that fundamentally weighted indexes represent the "new paradigm" for index-fund investing.

Are they correct? We think not. There is no doubt that fundamentally weighted indexes have outperformed capitalization-weighted indexes during the past six years, which witnessed the collapse of the "new economy" bubble and partial recovery. But we need to be cautious before accepting any "new paradigm" that implicitly suggests that the "old paradigm" -- reflected in more than $3 trillion of capitalization-weighted index investment funds -- is in error. During the three-plus decades that such passively managed funds have been available, they have provided for their investors returns substantially superior to the returns achieved by actively managed equity funds. We need to understand why capitalization-weighted indexes make sense -- even if market prices are "noisy" and can fluctuate above or below the values they would have in a perfectly efficient market.

* * *

First let us put to rest the canard that the remarkable success of traditional market-weighted indexing rests on the notion that markets must be efficient. Even if our stock markets were inefficient, capitalization-weighted indexing would still be -- must be -- an optimal investment strategy. All the stocks in the market must be held by someone. Thus, investors as a whole must earn the market return when that return is measured by a capitalization-weighted total stock market index. We can not live in Garrison Keillor's Lake Wobegon, where all the children are above average. For every investor who outperforms the market, there must be another investor who underperforms. Beating the market, in principle, must be a zero-sum game.

But only before the deduction of investment management costs. In practice, investors as a group will fail to earn the market return after these costs, and as a group, they will fall far short of the low-expense index funds. For the typical actively managed equity mutual fund, annual operating expense ratios are well over 100 basis points (one percentage point). Add in the hidden costs of portfolio turnover and sales loads, where applicable, and effective annual costs are undoubtedly considerably higher, perhaps as much as 200 to 250 basis points. In total, simply because the average actively managed fund must underperform the capitalization-weighted market as a whole by the amount of financial intermediation costs that are deducted from the gross return achieved, active investing must be, and is, a loser's game.

Purveyors of fundamentally weighted indexes also tend to charge management fees well above the typical index fund. While index funds also incur expenses, they are available at costs below 10 basis points. The expense ratios of publicly available fundamental index funds range from an average of 0.49% (plus brokerage commissions) to 1.14% (plus a 3.75% sales load), plus an undisclosed amount of portfolio turnover costs.

The portfolios of market-weighted index funds are automatically adjusted for changes in the market caps of their portfolio holdings, and they require no turnover. But fundamentally weighted indexes gain no such advantage. Suppose, for example, we use a fundamental index based on dividends. If one company doubles its dividend, the portfolio manager then needs to buy enough of the stock (and sell enough of the other stocks) to double the weight of the stock in his fundamentally weighted portfolios. All fundamentally weighted indexes must incur turnover costs to align the weights of the portfolio with changing fundamental factors and changes in the market price of different securities.

Fundamental weighting also fails to provide the tax efficiency of market weighting. If a stock doubles in price and its fundamental weighting factor (be it dividends, book value or anything else) remains unchanged, the portfolio manager must sell enough of the stock to bring its weight back into balance. Thus, a fundamental index fund will tend to realize capital gains (and highly taxed short-term gains if adjustments are made frequently). Taxes are a crucially important financial consideration because the premature realization of capital gains will substantially reduce net returns.

One important characteristic of fundamental indexing needs to be emphasized, for it explains why such indexing can often appear to produce outperformance. Every method of fundamental indexing tends to overweight smaller capitalization stocks and so-called value stocks. Consider the rationale for fundamental indexing. If, during some speculative bubble, money pours into high-tech stocks, their weight in a cap-weighted index increases. Since their price rise generally exceeds any fundamental measures of value, such as dividends or book value, such stocks will tend to have increased cap weights versus fundamental weights.

Consequently, fundamental weighting will tend to produce portfolios that give more weight to companies that are smaller in size (capitalization) and that have "value" characteristics such as low prices relative to earnings, dividends, sales and book values. Fundamental indexing will tend to do well in periods when small-cap stocks and "value" stocks tend to outperform. Thus it is not surprising that most of the long-term excess return attributed to fundamentally weighted portfolios was achieved between 2000 and 2005 alone, one of the best periods in history for the relative returns of dividend-paying stocks, "value" stocks and small-cap stocks.

We concede that there is some evidence, based on numbers compiled by Ibbotson Associates, that long-run excess returns have been earned from dividend-paying, "value" and small-cap stocks -- albeit returns that are overstated by not taking into account management fees, operating expenses, turnover costs and taxes. But to the extent that investors are persuaded by these data, the premiums offered by such stocks may well now have been "arbitraged away" in the stock market, as price-earnings multiples have become extremely compressed.

We are impressed by the inexorable tendency for reversion to the mean in security returns. Consider the chart showing the difference between mutual funds with a "value" mandate and those with a "growth" mandate. Since the late 1960s, "value" funds have generally outperformed growth funds. But since 1977 -- indeed since 1937 -- there is little to choose between the two. Indeed, for the first 30 years, growth funds rather consistently trumped value funds. Never think you know more than the markets. Nobody does.

We never know when reversion to the mean will come to the various sectors of the stock market, but we do know that such changes in style invariably occur. Before we too easily accept that fundamental indexing -- relying on style tilts toward dividends, "value" and smallness -- is the "new paradigm," we need a longer sense of history, as well as an appreciation that capitalization-weighted indexing does not depend on efficient markets for its usefulness.

While we have witnessed many "new paradigms" over the years, none have persisted. The "concept" stocks of the Go-Go years in the 1960s came, and went. So did the "Nifty Fifty" era that soon followed. The "January Effect" of small-cap superiority came, and went. Option-income funds and "Government Plus" funds came, and went. High-tech stocks and "new economy" funds came as well, and the survivors remain far below their peaks. Intelligent investors should approach with extreme caution any claim that a "new paradigm" is here to stay. That's not the way financial markets work.

Mr. Bogle is the founder of the Vanguard Group. Mr. Malkiel is the author of "A Random Walk Down Wall Street" (Norton, 2004).
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Not All Index ETFs Are
What They Seem to Be

Critics See Active Management
In Some New Fund Offerings;
Using 'Intuitive Factor Analysis'

By TOM LAURICELLA and DIYA GULLAPALLI
July 21, 2006; Page C1
Investors, take note: Your new exchange-traded index fund might just be a plain, old stock-picking mutual fund in disguise.

Since the launch of the first index-tracking mutual fund nearly 30 years ago, the concept hasn't changed much: Simply set up a fund that matches an index, mirroring its ups and downs -- say, the Russell 2000 or the Dow Jones Industrial Average -- then sit back. Investors love funds like these, partly because they have such low costs: The funds don't have to pay a money manager to pick stocks; they just buy whatever is in the index.

In recent years, exchange-traded funds, or ETFs -- a type of mutual fund that trades on a market, like regular stocks -- have soared in popularity, partly because they are easy for investors to buy and sell. Increasingly, however, new index ETFs are being based on new or custom-made indexes instead of the traditional (and often more well-known) indexes that have been the basis of funds like these in the past.

In fact, in some cases, these new ETFs are based on indexes that operate like a traditional mutual fund -- the kind that actively goes out and tries to pick winning stocks -- instead of a market-tracking fund. For instance, PowerShares Capital Management LLC says the indexes tracked by many of its ETFs -- including 16 new offerings -- are designed to find stocks "that have the greatest potential for capital appreciation." In other words, their funds will search for stocks that will go up. In contrast, most older indexes are designed to represent a market or segment of a market.

Critics and rivals say these firms are departing from a basic premise of indexing. In addition, they point out most stock-picking fund managers fail to consistently beat the overall market. For investors, this means doing extra homework to understand the strategy and goal of an ETF before investing in it.

John Bogle, founder of Vanguard Group and creator of the first index fund, derides these funds as "index nouveau," saying "there's not any question these are active management." Kelly Haughton, strategic director at Russell Indexes, takes a similar view, saying from his firm's vantage point, "an index is not trying to outperform anything, it's trying to represent a segment of the market."

Those offering the new indexes acknowledge a break from the past, and say it is a positive development for investors. Bruce Lavine, president of ETF company WisdomTree Investments Inc., says the line between "passive" management (mirroring an index) and "active" management (trying to beat a benchmark) can be "a bit blurry." 

However, WisdomTree executives say investors should think differently about the kind of index fund they want to own. Robert Arnott, chairman of Research Affiliates LLC, whose firm developed a strategy used by PowerShares on some funds, says, "The definition of index differs from person to person. ... Call it whatever you want, if you like it, use it."

Some critics within the industry question whether firms are calling their offerings "index" funds to get approval from the Securities and Exchange Commission. The SEC is hesitant to bless any ETFs identifying themselves as "actively managed" ETFs that don't track indexes, because they are concerned about transparency and trading issues, among other things. For example, index-based ETFs regularly provide information about their 

holdings to investors, an important feature as ETFs trade throughout the day. The SEC is examining how this would work for actively managed ETFs, since they would likely change their holdings more frequently. The SEC is continuing to review proposals from fund companies for actively managed ETFs. The SEC declined to comment.

First Trust DB Strategic Value Index Fund is an example of the new breed of index ETFs. It tracks a Deutsche Bank index, which is based on a screening process that finds 40 stocks that have the lowest adjusted stock prices relative to earnings among the biggest 251 companies in the Standard and Poor's 500-stock index, excluding financial companies such as banks. "It might be as close as anyone has gotten," to actively managed ETFs, says Dan Waldron, a vice president at First Trust.

It is a similar story for most of the 31 funds from PowerShares that are waiting SEC approval to start trading. Some of these ETFs would track indexes that screen companies for fundamental factors like sales, cash flow and dividends. Others would be based on Intellidexes developed by the American Stock Exchange, which screen for companies based on 25 factors, including growth and stock valuation. Another would use elements of both strategies. Amex representatives decline to identify the specific factors incorporated into their Intellidexes, saying the information is proprietary.

"What could be confusing is some of these indexes being created now have a primary goal of outperforming the market, just like an active money manager," says John Southard, director of research at PowerShares. Other goals include moving away from piling into bigger companies the way broader market-capitalization-weighted benchmarks tend to do, he says.

PowerShares says in SEC filings its ETFs are "not 'actively' managed." However, the filings also say its investment approach involves "intuitive factor analysis."

Because these indexes and funds are brand new, the fund companies provide "back-tested" data, in which they estimate how their index would have performed in the past and use that data to make their contentions that their strategies are a better mousetrap. 

WisdomTree, for example, claims in its market materials to base its funds on "a better way to index," and says its strategy outperformed traditionally designed indexes "in virtually all markets." The firm's marketing materials provide long-term back-tested data to support its argument. (That index data don't include the fees investors would pay on the actual funds, which would reduce performance.)

A closer look at the data shows some of its indexes have lagged comparable indexes for extended periods of time -- it all depends on the starting and ending point. For example, WisdomTree's Web site provides a chart showing that an investment in its Dividend Index in June 1996 far outpacing a comparable investment in the Russell 3000 over the last 10 years. But between 1989 and 1999, the WisdomTree index lagged behind the Russell 3000 by an average of three percentage points a year; going back to 1979, the WisdomTree fund would have fallen behind the Russell in 12 out of the last 27 years.

It is a similar story for WisdomTree's LargeCap Dividend Index. The firm's marketing materials show the underlying index beating the S&P 500 by an average of 1.14 percentage points a year since 1980. But going back to 1964 (a time period the fund company refers to elsewhere in its marketing package) the WisdomTree fund would have lagged behind the S&P for 21 out of the past 42 years.

Mutual Funds Delve
Into Private Equity

Managers Seek Higher Returns in Investments
That Can Be Hard to Value and Sell

By ELEANOR LAISE
August 2, 2006; Page D1
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A growing number of mutual funds are venturing into the risky world of private-equity investments.

Most mutual funds limit their holdings to widely traded stocks and bonds. But as private financiers -- from hedge funds to buyout firms -- increasingly reshape the world of corporate finance, more mutual-fund managers are getting in on the action. These managers say they are willing to take on the greater risks of private investments, including the difficulty of unloading them in a pinch, because of the prospects for higher returns.

Private-equity investments have traditionally been the domain of large buyout firms, such as Kohlberg Kravis Roberts & Co., which last week joined with other investors in the planned $21.3 billion buyout of hospital chain HCA Inc., one of the biggest such moves. Such fevered activity has set off a scramble by institutional investors and rich individuals to get in on the private-equity world. Overall, the U.S. Private Equity Index, a measure of private-equity funds' performance tracked by Cambridge Associates LLC, gained about 27% last year, compared with about 5% for the Standard & Poor's 500-stock index.

Some mutual funds are investing directly in private companies. Firsthand Technology Innovators fund bought a stake in Silicon Genesis Corp., a nanotechnology concern, that jumped 50% to $2.6 million in the six months ended March. But the fund, which has assets of $31 million, also lost virtually all of a $3.2 million investment in communications-equipment company Luminous Networks Inc. when that company's stock plummeted. The fund had an annualized three-year return of negative 5.2% through last month.

GOING PRIVATE
 

More mutual funds are making private-equity investments a part of their strategy.

• Private investments can offer higher returns in exchange for taking on greater risk.
 
• Shares offered privately by public companies can be bought at a discount to the regular stock price.
 
• Private holdings are generally difficult to trade and hard to value.
 
• SEC guidelines limit how much mutual funds can invest in illiquid securities.
 

"If things don't go according to plan -- and for a lot of younger companies, they don't -- then you have limited options" because the holdings are so hard to trade, says Kevin Landis, chief investment officer at Firsthand Capital Management Inc.

Other funds use different strategies to build up private investments. Legg Mason Opportunity fund and T. Rowe Price New Horizons fund are buying shares offered privately by public companies. Newly launched Giordano fund has about 10% of its assets in private company debt. "It would be very difficult to sell" the bonds, says manager Joseph Giordano. "The only market for these would be to sell them back to the company."

Meanwhile, some funds, including some run by Morgan Stanley and Deutsche Bank AG's DWS Scudder, are relaxing their investment restrictions in ways that allow managers to make bigger bets on private investments.

Private holdings are permitted to make up only a fraction of a mutual fund's portfolio. That's because Securities and Exchange Commission guidelines limit to 15% a mutual fund's total assets that can be invested in "illiquid securities," or securities that are thinly traded. Many funds have internal rules that place even lower limits on private investments, and most mutual funds don't invest in them at all.

Mutual funds face a number of possible pitfalls in making private investments, besides the possible difficulty of finding a buyer. The holdings are difficult to price -- a problem for mutual funds, which must assess the value of their holdings each day. Indeed, some funds have faced regulatory sanctions for mispricing private holdings. The investments also could push up expenses, since funds often need lawyers to review the complex deals.

Individual investors can glean how much their funds own in private investments by examining quarterly reports, where any restrictions on the sale of holdings must be disclosed. Experts say there's no rule of thumb how much a fund should limit private investments. Instead, this depends on an individual's risk tolerance. One possible red flag: If restricted securities appear in a fund's report for the first time, the manager might be adopting a new investment approach.

One strategy that has grown in popularity among mutual funds seeking private holdings is to buy securities privately from a public company. Companies like the transactions, called private investment in public equity, or PIPEs, because they raise money quickly and more cheaply than a public share offering. Funds like them because they can pick up the stock at a discount. PIPEs also allow a fund to acquire a significant position in a small public company without driving up the listed share price.

But in most cases PIPEs "are highly risky," says Bill Miller, manager of Legg Mason Opportunity fund, which has made recent PIPE investments in software company Convera Corp., oil-equipment concern Syntroleum Corp. and telecom firm Level 3 Communications Inc. Another fund, T. Rowe Price New Horizons, recently made PIPE investments in various biotechnology and pharmaceutical companies, including Inhibitex Inc., MannKind Corp. and Acadia Pharmaceuticals Inc.

Companies issuing PIPEs are often small and unprofitable. The securities can't be sold in the public market until they are registered with the SEC, which can take 90 days or longer. "You can have long delays and the stock can plummet, and the investors can't get out," says Mark Wood, a partner at law firm Katten Muchin Roseman LLP who specializes in PIPE transactions.

Overall, mutual funds invested more than $3 billion in PIPEs last year, accounting for 21% of the PIPE market, according to Sagient Research Systems, which tracks such investments. In 2004, funds invested $1.1 billion in PIPEs and made up 10% of the market.

Some fund managers are betting on private-equity-type investments without buying private securities. They are buying so-called special-purpose acquisition companies, or SPACs, which are public companies that typically raise money to acquire private firms. Though the companies are publicly listed, trading volume often is quite low until the company makes an acquisition, which it generally must do within 18 months. One SPAC, Services Acquisition Corp. International, which has agreed to acquire closely held Jamba Juice Co., had attracted investments from Fidelity OTC fund and Hartford Capital Appreciation II fund as of the end of April, according to fund filings.

Despite the SEC's guidelines on illiquid securities, it's possible for funds to build up a substantial allocation in private investments. The rules for determining a security's liquidity aren't black and white. Any investment -- even one that's not publicly traded -- can be considered liquid if the fund determines there are enough potential buyers who would pay fair value for the holding. And as the value of public holdings decline or the value of private investments increase, a fund's allocation to illiquid holdings may move past the 15% limit. As of March 31, the Firsthand Technology Innovators fund had devoted about 18.5% of assets to restricted securities.

Valuing private investments is also a challenge for mutual funds. A number of fund managers who hold private investments say they do an in-depth review of private-investment valuations only once a month. In 2004, the SEC charged Van Wagoner Capital Management Inc. with deliberately undervaluing private investments in its mutual funds, making it appear that the funds were under the 15% limit on illiquid securities. Van Wagoner settled without admitting or denying wrongdoing. The Van Wagoner funds no longer invest in private companies, a spokeswoman says.

The SEC also has charged funds with inflating the value of illiquid investments. Mutual-fund managers have an incentive to overestimate the value of these holdings because they collect fees that are calculated as a percentage of total assets in the fund.

Investors Go on a Learning Curve

More Fund Firms Teach
How to Avoid Mistakes;
'One-Hit Wonder' Woes

By TOM LAURICELLA
August 7, 2006; Page R1
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For many mutual-fund companies, the attitude toward investors with lousy timing has been simple: "Not our problem." Their job was to manage money, not to worry if investors bought into funds at the tail end of a rally.

That mind-set is changing. The catalyst: A number of big fund companies are smarting years after the bear market crushed investors who flocked to their highflying funds at the wrong time. Angry investors have taken their money and turned to companies that have a track record of educating customers about how to avoid investments that can backfire.

Belatedly, more mutual-fund companies are taking steps to do what they can to minimize investors' propensity to buy high, sell low. There is less promotion of hot funds and fewer launches of funds in highflying corners of the market. More companies are promoting funds that offer diversification among investment styles that may or may not be in favor.

"So many one-hit wonders came and went," says John Leuthold, vice president of retail marketing at Janus Capital Group Inc., a fund company wildly popular in the late 1990s that has seen investors flee for more than five straight years. Having learned that lesson, the focus is on trying to create "a long-term relationship" with investors, he says.

For investors trying to figure out which fund companies will look out for their best interests, there hasn't been much in the way of tools. Of course, there are published fund returns. But while those numbers capture the abilities of fund managers, they don't say anything about how shareholders fared, if, for example, the fund company made an aggressive marketing push to draw investors into a fund after a long hot streak.

That could change later this year when research company Morningstar Inc. expects to add data that tries to capture investors' experience. Morningstar's process takes a fund's stated returns and adjusts for the timing of purchases and sales to provide an estimate of the returns earned by a typical investor over different periods.

For example, the $1.3 billion MFS Capital Opportunities Fund posted an average 6%-a-year return for the 10 years ended May 31, using conventional methodology that measures the change in value of the fund's holdings. But many investors jumped into the fund in 2000, according to Financial Research Corp., pouring in $2.6 billion following a chart-topping 47% gain in 1999. Then, during the next two years, the fund was among the worst performers in its category. Many investors bailed out.

As a result of these investors' bad timing, the typical shareholder of the fund actually lost money during the past decade -- an estimated 3.2% a year, according to Morningstar. 

That is a difference of nine percentage points from the stated results.

It is a similar story for Janus Overseas Fund. While it has a top-notch 12.8% average-annual return for the past decade under the conventional methodology, the typical investor in the $4.2 billion fund earned a more modest estimated average-annual return of 5%, according to Morningstar.

"It gives you a sense of how much money [mutual] funds are really making for people," says Don Phillips, a managing director at Morningstar. Morningstar is fine-tuning the data and the process, which is based on monthly-fund flows.

One single fund's "investor returns," as Morningstar calls the approach, provide a relatively narrow view. Combined with data on a company's other funds, they give an overview of how well shareholders at a company have fared. That is especially the case when the figures are adjusted to emphasize a fund company's largest funds, a process known as asset-weighting the returns.

Consider low-keyed Dodge & Cox, a San Francisco fund company that does no advertising and offers just four funds, two of which are closed to new investors. Assuming the investor put the money in at the beginning of the period, Morningstar calculates, the company's average asset-weighted return during the past 10 years is 12.54%. Adjusted for timing of fund purchases and sales, the typical investor earned an estimated 12.51% -- meaning investors captured nearly all the potential returns posted by the fund company's managers. In other words, Dodge & Cox long has had a buy-and-hold crowd of shareholders.

Other big fund companies where investors have had high rates of capturing their funds' returns are Vanguard Group, Capital Research & Management's American Funds, Fidelity Investments and Franklin Templeton Investments, according to Morningstar.

In contrast, this typical Janus investor earned an estimated 2.3% a year, while the average asset-weighted return (unadjusted for investors' timing) is 7.9% a year. Of the 100 largest fund families studied by Morningstar, investors at Janus Funds took home the smallest percentage of potential asset-weighted returns during the past 10 years.

Investors at MFS Funds and AIM Investment Funds also were among the worst performers, earning less than 80% of the potential 10-year, asset-weighted average return, Morningstar says. The worst-performing mutual-fund companies tend to have one thing in common: During the 1990s, they were well-known for highflying "growth" funds, focused on shares of technology, Internet and other companies with seemingly great expansion prospects, and they attracted investors by the droves.

A spokesman for AIM said the firm has diversified its product line and believes "a positive investment experience means having defined and articulated investment styles and diversity." MFS declined to comment.

Mr. Phillips maintains that it is good business for fund companies to pay attention to how investors use their mutual funds.

"If investors have a good experience, they're likely to buy more," he says, and "you can see the penalty that firms have paid for having created bad experiences." Besides Janus, fund companies with a major exodus of investors during the past five years include AIM and MFS, Financial Research's data show. Investors "don't remember, 'This fund had a good track record,' " Mr. Phillips says. "They remember, 'I lost money on that investment.' "

As these fund companies have lost clients, competitors that were stodgier during the bull market have been the beneficiaries. American Funds, which is in the process of launching its first fund since 1999, has been the leader in attracting net new money during the past five years. Through the first six months of this year, it hauled in $37.41 billion, according to Financial Research. Vanguard is in second place, at $20.74 billion. Also in the top five: Dodge & Cox.

To some degree, performance chasing is driving the popularity of these companies, too: They have strong value-oriented funds, an investment style that has performed relatively well since the collapse of the technology-stock bubble in 2000.

American Funds, Vanguard and Dodge & Cox also have this in common: They were trying to help investors avoid hurting themselves before such preventive measures became popular. Vanguard warned investors in the late 1990s against putting too much of their money in the company's flagship fund based on the Standard & Poor's 500-stock index. Vanguard suggested investors consider its index fund focused on the entire U.S. stock market. Later, Vanguard warned shareholders about the risks facing its top-performing Vanguard GNMA Fund, which invests in bonds backed by mortgages.

American Funds often has provided cautionary materials for securities brokers to hand clients. In 1998, one brochure raised the question, "Are investor expectations too high?" The brochure suggested customers' portfolios include funds investing in non-U.S. stocks, small-company shares and bonds -- all out of favor at the time.

After seeing Vanguard, American Funds and a handful of others dominate the battle for investors' dollars, other fund companies are taking steps aimed at influencing investor behavior. The challenge is getting that message through.

At Putnam Investments, a unit of Marsh & McLennan Cos., this has meant changing the message delivered to stock brokers. In the past, whenever a fund was launched -- nine funds were introduced from 1996 through 2000 -- there was a marketing blitz to grab new money as quickly as possible: The firm's salespeople would talk up the fund with brokers, and the fund would be mentioned in reports and mailings to shareholders. That wasn't the case for the two funds Putnam has launched since 2001.

"They were barely promoted for the first six to 12 months," says Gordon Forrester, who heads up Putnam's marketing efforts for its retail funds.

Putnam's advertising also has changed. Ads aimed at touting strong performing funds don't have bold-faced performance numbers. One cites "strong results across a range of asset classes," showing the rankings from fund researcher Lipper Inc., a unit of Reuters Group PLC, for five different funds -- from stock to bonds -- over four periods. Many ads plug the company's asset-allocation funds, which provide instant diversification for investors.

"It all comes back to expectations, and unless expectations are managed, you are going to run into the same scenario as 1999," Mr. Forrester says.

Janus still does advertising that stresses strong results of funds when compared with the competition, but it is stepping up efforts to direct investors' attention to the returns they have earned, rather than such standardized returns. For nearly six years, the firm has included personalized-performance statistics on the account statements of shareholders who invest directly with Janus. Last year, it removed standardized information from account statements, so investors see only how their own investments have fared.

The revised format is making a difference, Mr. Leuthold says. In the past, in weeks after quarterly statements were mailed to shareholders, transfer activity would spike as investors switched to funds with the best standardized performance, he says. Now, "people aren't chasing [the performance results] as much," he says.

Trying to reduce performance chasing makes sense, Mr. Leuthold says. "There's nothing worse than investors getting a fund that's way too hot...and have them be unhappy after three months," he says. "Chasing performance isn't good for anyone -- not for the fund companies, not for investors, and it's not good for the funds."

Write to Tom Lauricella at tom.lauricella@wsj.com
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Exam 2

All Investors Are Liars

By JOHN ALLEN PAULOS

As an author of a recently published book, I've noticed an odd inefficiency in the book market. Online booksellers often charge different amounts for the same book even though a couple of clicks worth of comparison shopping can reveal the disparity. This seems to violate the Efficient Market Hypothesis, which, applied to the stock market, maintains that at any given time a stock's price reflects all relevant information about the stock and hence is the same on every exchange. Despite its centrality and its exceptions, it's not widely appreciated that the hypothesis is a rather paradoxical one.

First, let me note that the hypothesis comes in various strengths, depending on what information is assumed to be reflected in the stock price. The weakest form maintains that all information about past market prices is already reflected in the stock price. A consequence of this is that all of the rules and charts of technical analysis are useless. A stronger version maintains that all publicly available information about a company is already reflected in its stock price. A consequence of this version is that the earnings, interest and other elements of fundamental analysis are useless. The strongest version maintains that all information of all sorts is already reflected in the stock price. A consequence of this is that even inside information is useless.

It was probably this last version of the hypothesis that prompted the old joke about the two efficient market theorists walking down the street: They spot a $100 bill on the sidewalk and pass it by, reasoning that if it were real, it would have been picked up already. An even more ludicrous version lay behind the recent idea of a futures market in terrorism.

Adherents of all versions of the hypothesis tend to believe in passive investments such as broad-gauged index funds, which attempt to track a given market index such as the S&P 500. Opportunities, so the story continues, to make an excess profit by utilizing arcane rules or analyses, are at best evanescent since, even if some strategy seems to work for a bit, other investors will quickly jump in and arbitrage away the advantage. Once again, it's not that subscribers to technical charting, fundamental analysis or tea-leaf approaches won't make money; they generally will. They just won't make more than, say, the S&P 500.

So to what degree is the hypothesis true? The answer is surprising. The hypothesis, it turns out, has a rather anomalous logical status reminiscent of Epimenides the Cretan, who exclaimed, "All Cretans are liars." More specifically, the Efficient Market Hypothesis is true to the extent that a sufficient number (sometimes relatively small) of investors believe it to be false.

Why is this? If investors believe the hypothesis to be false, they will employ all sorts of strategies to take advantage of suspected opportunities. They will sniff out and pounce upon any tidbit of information even remotely relevant to a company's stock price, quickly driving it up or down. The result: By their exertions these investors will ensure that the market rapidly responds to the new information and becomes efficient.

On the other hand, if investors believe the market to be efficient, they won't bother. They will leave their assets in the same stocks or funds for long periods of times. The result: By their inaction these investors will help bring about a less responsive, less efficient market.

Thus we have an answer to the question of the market's efficiency. Since it's likely that most investors believe the market to be inefficient, it is, in fact, largely efficient. However, its degree of efficiency varies with the stock, the market and investors' beliefs.

The paradox of the Efficient Market Hypothesis is that its truth derives from enough people disbelieving it. How's that for a contrarian Cretan conclusion?

Mr. Paulos, a professor of mathematics at Temple University, is the author, most recently, of "A Mathematician Plays the Stock Market" (Basic Books, 2003).
GETTING GOING

By JONATHAN CLEMENTS

A Normal Market?

There's No Such Thing.

August 22, 2004

If you're waiting for the stock market to get back to normal, you could be in for an awfully long wait.  True, the recent pattern of stock returns has been unusually chaotic

and, true, the market's continued lofty valuation is bizarre. But the reality is, the stock market always seems a little bizarre. Normal? I'm not sure that term should ever be applied to the stock market.

Never Average

In the late 1990s, the Standard & Poor's 500-stock index had an

unprecedented winning streak, notching five consecutive calendaryear

gains of over 20%. That was followed by three consecutive

losing years, something that hadn't happened in 60 years. Since

then, stocks have continued their craziness, with the S&P 500

soaring 28.7% in 2003 before falling flat in 2004.

So when are we going to have a normal year, when the S&P 500

earns something similar to the long-run average of 10.4%, as

calculated by Chicago's Ibbotson Associates? Don't hold your

breath.

Sal Miceli, a fee-only financial planner in Littleton, Colo., took a

look at the Ibbotson data, which goes back to year-end 1925. His

discovery: Most years, stock returns weren't even within spitting

distance of 10%. The S&P 500 scored a calendar-year gain of

between 8% and 12% in just five of the past 78 years. In the other

73 years, returns were either 7% or less or 13% or more.

"People are always hearing that stocks give you 10% a year, and they have come to expect it," Mr. Miceli says. "But the markets aren't ever normal. In fact, they aren't even close."

Long-Suffering

It isn't just that 10% calendar-year gains are rare. Even the longer-run averages are all over the map. If you scan Ibbotson's 78 years of S&P 500 data, you see two painfully long rough patches, 1929 to 1949 and 1966 to 1982.

How bad were these rough patches? Over the 19¾ years through mid-1949, the S&P 500 climbed just 1.5% a year, slightly behind the 1.6% annual inflation rate. The 16½ years through mid-1982 were even worse. In that stretch, the S&P 500 clocked a mere 5.1% a year, well behind the 7% inflation rate.

If you hung on through those rough spells, you would eventually have got your reward, because both periods were followed by dazzling gains. But that assumes you had both the time and the tenacity to hang on. Unfortunately, many folks don't.

For lots of us, our period of hard-core stock-market investing lasts just 20 years. Because of the financial demands of buying homes and paying for college, we may not amass a decent stake in the stock market until we are age 50.

Two decades later, we are beginning to scale back that stock exposure, as we shift to more conservative investments and start tapping our nest eggs for income.

How stocks fare during the intervening 20 years is critical. If the market is buoyant, we will likely enjoy a prosperous retirement. But if things are grim, our golden years could be badly tarnished.

My worry: Starting in March 2000, we may have begun one of those long grim periods. That augurs badly for folks who are in the midst of their hard-core stock-market investing.  "In terms of stock-market returns, 20 years can be a very short time," says William Bernstein, an investment adviser in North Bend, Ore. "Over 20 years, it's not unusual to have real stock returns that aren't much above zero. I'd be willing to bet that the 2000-2019 era could be just such a period."

All this once again highlights the importance of owning a well-balanced portfolio that includes not only stocks and bonds, but also a wide array of stock-market sectors, including large, small and foreign shares.

That sort of broad stock-market diversification paid off nicely during the S&P 500's wretched 1966-82 stretch. While blue-chip U.S. stocks struggled during those 16½ years, small and foreign shares fared considerably better, thus bolstering performance. My hunch is that we will look back a decade from now and see a similar pattern.

Counting Down

To improve your odds of earning decent returns, also aim to get time on your side, by building up substantial stock-market exposure in your 20s and 30s. Even then, however, I wouldn't bank on earning the 10.4% long-run historical average. Fact is, that 10.4% probably won't be the average going forward.

To understand why, consider some additional numbers from Ibbotson. The folks there broke down the 10.4% average into its component parts.

They found that 4.3 percentage points came from dividends, 4.7 percentage points came from the growth in earnings per share and 1.1 percentage points came from the rising value put on those earnings, as reflected in the market's higher price-earnings ratio. (For a couple of technical reasons, these three figures don't add up to 10.4.) Meanwhile, over the same period, inflation ran at 3%. Today, by contrast, the market's dividend yield is under 2%. To make matters worse, stocks are currently at 21 times trailing 12-month earnings, well above the historical average of 15. That suggests a further rise in the market's price-earnings ratio is unlikely.  What about earnings per share? Let's be optimistic and assume earnings outstrip inflation by three percentage points a year. If inflation rivals the 78-year average and runs at 3%, that would mean 6% annual growth in earnings per share. Tack on today's dividend yield and we are looking at annual stock returns that are just shy of 8%.

If I am right and this sub-8% is indeed the new "normal" return, there's one thing you can be sure of: Even if stocks average roughly 8% over the next two decades, there will probably be precious few years when we will actually earn that 8%.
=======================================

Stock Characters
As Two Economists
Debate Markets,
The Tide Shifts

Belief in Efficient Valuation
Yields Ground to Role
Of Irrational Investors

Mr. Thaler Takes On Mr. Fama

By JON E. HILSENRATH 
Staff Reporter of THE WALL STREET JOURNAL
October 18, 2004; Page A1
For forty years, economist Eugene Fama argued that financial markets were highly efficient in reflecting the underlying value of stocks. His long-time intellectual nemesis, Richard Thaler, a member of the "behaviorist" school of economic thought, contended that markets can veer off course when individuals make stupid decisions.

In May, 116 eminent economists and business executives gathered at the University of Chicago Graduate School of Business for a conference in Mr. Fama's honor. There, Mr. Fama surprised some in the audience. A paper he presented, co-authored with a colleague, made the case that poorly informed investors could theoretically lead the market astray. Stock prices, the paper said, could become "somewhat irrational."
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Coming from the 65-year-old Mr. Fama, the intellectual father of the theory known as the "efficient-market hypothesis," it struck some as an unexpected concession. For years, efficient market theories were dominant, but here was a suggestion that the behaviorists' ideas had become mainstream.

"I guess we're all behaviorists now," Mr. Thaler, 59, recalls saying after he heard Mr. Fama's presentation.

Roger Ibbotson, a Yale University professor and founder of Ibbotson Associates Inc., an investment advisory firm, says his reaction was that Mr. Fama had "changed his thinking on the subject" and adds: "There is a shift that is taking place. People are recognizing that markets are less efficient than we thought." Mr. Fama says he has been consistent.

The shift in this long-running argument has big implications for real-life problems, ranging from the privatization of Social Security to the regulation of financial markets to the way corporate boards are run. Mr. Fama's ideas helped foster the free-market theories of the 1980s and spawned the $1 trillion index-fund industry. Mr. Thaler's theory suggests policy makers have an important role to play in guiding markets and individuals where they're prone to fail.

Take, for example, the debate about Social Security. Amid a tight election battle, President Bush has set a goal of partially privatizing Social Security by allowing younger workers to put some of their payroll taxes into private savings accounts for their retirements.

In a study of Sweden's efforts to privatize its retirement system, Mr. Thaler found that Swedish investors tended to pile into risky technology stocks and invested too heavily in domestic stocks. Investors had too many options, which limited their ability to make good decisions, Mr. Thaler concluded. He thinks U.S. reform, if it happens, should be less flexible. "If you give people 456 mutual funds to choose from, they're not going to make great choices," he says.
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If markets are sometimes inefficient, and stock prices a flawed measure of value, corporate boards and management teams would have to rethink the way they compensate executives and judge their performance. Michael Jensen, a retired Harvard economist who worked on efficient-market theory earlier in his career, notes a big lesson from the 1990s was that overpriced stocks could lead executives into bad decisions, such as massive overinvestment in telecommunications during the technology boom.

Even in an efficient market, bad investments occur. But in an inefficient market where prices can be driven way out of whack, the problem is acute. The solution, Mr. Jensen says, is "a major shift in the belief systems" of corporate boards and changes in compensation that would make executives less focused on stock price movements.

Few think the swing toward the behaviorist camp will reverse the global emphasis on open economies and free markets, despite the increasing academic focus on market breakdowns. Moreover, while Mr. Fama seems to have softened his thinking over time, he says his essential views haven't changed.

A product of Milton Friedman's Chicago School of thought, which stresses the virtues of unfettered markets, Mr. Fama rose to prominence at the University of Chicago's Graduate School of Business. He's an avid tennis player, known for his disciplined style of play. Mr. Thaler, a Chicago professor whose office is on the same floor as Mr. Fama's, also plays tennis but takes riskier shots that sometimes land him in trouble. The two men have stakes in investment funds that run according to their rival economic theories.

Highbrow Insults
Neither shies from tossing about highbrow insults. Mr. Fama says behavioral economists like Mr. Thaler "haven't really established anything" in more than 20 years of research. Mr. Thaler says Mr. Fama "is the only guy on earth who doesn't think there was a bubble in Nasdaq in 2000."

In its purest form, efficient-market theory holds that markets distill new information with lightning speed and provide the best possible estimate of the underlying value of listed companies. As a result, trying to beat the market, even in the long term, is an exercise in futility because it adjusts so quickly to new information.

Behavioral economists argue that markets are imperfect because people often stray from rational decisions. They believe this behavior creates market breakdowns and also buying opportunities for savvy investors. Mr. Thaler, for example, says stocks can under-react to good news because investors are wedded to old views about struggling companies.

For Messrs. Thaler and Fama, this is more than just an academic debate. Mr. Fama's research helped to spawn the idea of passive money management and index funds. He's a director at Dimensional Fund Advisers, a private investment management company with $56 billion in assets under management. Assuming the market can't be beaten, it invests in broad areas rather than picking individual stocks. Average annual returns over the past decade for its biggest fund -- one that invests in small, undervalued stocks -- have been about 16%, four percentage points better than the S&P 500, according to Morningstar Inc., a mutual-fund research company.

Mr. Thaler, meanwhile, is a principal at Fuller & Thaler, a fund management company with $2.4 billion under management. Its asset managers spend their time trying to pick stocks and outfox the market. The company's main growth fund, which invests in stocks that are expected to produce strong earnings growth, has delivered average annual returns of 6% since its inception in 1997, three percentage points better than the S&P 500.

Mr. Fama came to his views as an undergraduate student in the late 1950s at Tufts University when a professor hired him to work on a market-forecasting newsletter. There, he discovered that strategies designed to beat the market didn't work well in practice. By the time he enrolled at Chicago in 1960, economists were viewing individuals as rational, calculating machines whose behavior could be predicted with mathematical models. Markets distilled these differing views with unique precision, they argued.

"In an efficient market at any point in time the actual price of a security will be a good estimate of its intrinsic value," Mr. Fama wrote in a 1965 paper titled "Random Walks in Stock Market Prices." Stock movements were like "random walks" because investors could never predict what new information might arise to change a stock's price. In 1973, Princeton economist Burton Malkiel published a popularized discussion of the hypothesis, "A Random Walk Down Wall Street," which sold more than one million copies.

Mr. Fama's writings underpinned the Chicago School's faith in the functioning of markets. Its approach, which opposed government intervention in markets, helped reshape the 1980s and 1990s by encouraging policy makers to open their economies to market forces. Ronald Reagan and Margaret Thatcher ushered in an era of deregulation and later Bill Clinton declared an end to big government. After the collapse of Communist central planning in Russia and Eastern Europe, many countries embraced these ideas.

As a young assistant professor in Rochester in the mid-1970s, Mr. Thaler had his doubts about market efficiency. People, he suspected, were not nearly as rational as economists assumed.

Mr. Thaler started collecting evidence to demonstrate his point, which he published in a series of papers. One associate kept playing tennis even though he had a bad elbow because he didn't want to waste $300 on tennis club fees. Another wouldn't part with an expensive bottle of wine even though he wasn't an avid drinker. Mr. Thaler says he caught economists bingeing on cashews in his office and asking for the nuts to be taken away because they couldn't control their own appetites.

Mr. Thaler decided that people had systematic biases that weren't rational, such as a lack of self-control. Most economists dismissed his writings as a collection of quirky anecdotes, so Mr. Thaler decided the best approach was to debunk the most efficient market of them all -- the stock market.

Small Anomalies
Even before the late 1990s, Mr. Thaler and a growing legion of behavioral finance experts were finding small anomalies that seemed to fly in the face of efficient-market theory. For example, researchers found that value stocks, companies that appear undervalued relative to their profits or assets, tended to outperform growth stocks, ones that are perceived as likely to increase profits rapidly. If the market was efficient and impossible to beat, why would one asset class outperform another? (Mr. Fama says there's a rational explanation: Value stocks come with hidden risks and investors are rewarded for those risks with higher returns.)

Moreover, in a rational world, share prices should move only when new information hit the market. But with more than one billion shares a day changing hands on the New York Stock Exchange, the market appears overrun with traders making bets all the time.

Robert Shiller, a Yale University economist, has long argued that efficient-market theorists made one huge mistake: Just because markets are unpredictable doesn't mean they are efficient. The leap in logic, he wrote in the 1980s, was one of "the most remarkable errors in the history of economic thought." Mr. Fama says behavioral economists made the same mistake in reverse: The fact that some individuals might be irrational doesn't mean the market is inefficient.

Shortly after the stock market swooned, Mr. Thaler presented a new paper at the University of Chicago's business school. Shares of handheld-device maker Palm Inc. -- which later split into two separate companies -- soared after some of its shares were sold in an initial public offering by its parent, 3Com Corp., in 2000, he noted. The market gave Palm a value nearly twice that of its parent even though 3Com still owned 94% of Palm. That in effect assigned a negative value to 3Com's other assets. Mr. Thaler titled the paper, "Can the Market Add and Subtract?" It was an unsubtle shot across Mr. Fama's bow. Mr. Fama dismissed Mr. Thaler's paper, suggesting it was just an isolated anomaly. "Is this the tip of an iceberg, or the whole iceberg?" he asked Mr. Thaler in an open discussion after the presentation, both men recall.

Mr. Thaler's views have seeped into the mainstream through the support of a number of prominent economists who have devised similar theories about how markets operate. In 2001, the American Economics Association awarded its highest honor for young economists -- the John Bates Clark Medal -- to an economist named Matthew Rabin who devised mathematical models for behavioral theories. In 2002, Daniel Kahneman won a Nobel Prize for pioneering research in the field of behavioral economics. Even Federal Reserve Chairman Alan Greenspan, a firm believer in the benefits of free markets, famously adopted the term "irrational exuberance" in 1996.

Andrew Lo, an economist at the Massachusetts Institute of Technology's Sloan School of Management, says efficient-market theory was the norm when he was a doctoral student at Harvard and MIT in the 1980s. "It was drilled into us that markets are efficient. It took me five to 10 years to change my views." In 1999, he wrote a book titled, "A Non-Random Walk Down Wall Street."

In 1991, Mr. Fama's theories seemed to soften. In a paper called "Efficient Capital Markets: II," he said that market efficiency in its most extreme form -- the idea that markets reflect all available information so that not even corporate insiders can beat it -- was "surely false." Mr. Fama's more recent paper also tips its hand to what behavioral economists have been arguing for years -- that poorly informed investors could distort stock prices.

But Mr. Fama says his views haven't changed. He says he's never believed in the pure form of the efficient-market theory. As for the recent paper, co-authored with longtime collaborator Kenneth French, it "just provides a framework" for thinking about some of the issues raised by behaviorists, he says in an e-mail. "It takes no stance on the empirical importance of these issues."

The 1990s Internet investment craze, Mr. Fama argues, wouldn't have looked so crazy if it had produced just one or two blockbuster companies, which he says was a reasonable expectation at the time. Moreover, he says, market crashes confirm a central tenet of efficient market theory -- that stock-price movements are unpredictable. Findings of other less significant anomalies, he says, have grown out of "shoddy" research.

Defending efficient markets has gotten harder, but it's probably too soon for Mr. Thaler to declare victory. He concedes that most of his retirement assets are held in index funds, the very industry that Mr. Fama's research helped to launch. And despite his research on market inefficiencies, he also concedes that "it is not easy to beat the market, and most people don't."

=======================================

	Long & Short: It's a Tough Job, So Why Do They Do It? The Backward Business of Short Selling

	Jesse Eisinger. Wall Street Journal. (Eastern edition). New York, N.Y.: Mar 1, 2006. pg. C.1


THE SHORTING LIFE is nasty and brutish. It's a wonder anyone does it at all.

Shorts make a bet that a stock will sink, and nobody else wants that: Not company executives, employees, investment banks nor most investors. That's why most manipulation is on the other side; fewer people object when share prices are being pumped up. For most on Wall Street, the debate is whether shorts are anti-American or merely un- American.

Yet in all the paranoia about evil short-sellers badmouthing companies, what is lost is how agonizingly difficult their business is. They borrow stock and sell it, hoping to replace the borrowed shares with cheaper ones bought later so they can pocket the price difference as profit. It's a chronologically backward version of the typical long trade: sell high and then buy low.

For one, companies targeted by shorts try to silence attempts to publicize negative information. Two long-standing targets, discount Internet retailer Overstock.com and drug maker Biovail, are suing short-sellers, accusing them of conspiring to spread misinformation to drive down their stocks. The Securities and Exchange Commission subpoenaed journalists -- and then quickly retreated -- to investigate the relationship between short-selling hedge funds, the media and a small independent research firm.

Many hedge funds -- the sophisticated investors who are the bogeymen du jour -- try to avoid shorting. They simply can't stomach the pain. Often, hedge funds only do it to be able to call themselves "hedge" funds -- shorting is the classic way to hedge risk on long buys, after all -- and charge those fat fees. Assets at hedge funds almost tripled in the past five years, yet short activity on the major exchanges hasn't even doubled.

The biggest problem with the business is that the market is stacked against the technique. Stocks tend to go up over time. Shorts swim against this tide.

Under trading rules instituted after the 1929 crash, a short position can only be taken when the last trade was at the same price or higher, so they can't drive down the price by selling and selling.

There is also theoretically no ceiling on potential profits from a long position. A stock bought at $10 can go to $20 for a 100% gain and then to $30 for a 200% gain. But 100% decline is as good as it gets for a short. The opposite is true, too: long losses are finite but short losses can be infinite. Many hedge funds have reduced their shorting for this reason. Why put so much time and energy into something that can inherently not pay off with a multiple bagger?

What's more, shorting can be expensive when the shares available to borrow are scarce. Prime brokers, the investment-bank folks who facilitate hedge-fund trading, charge interest on popular shorts. Look at this week's rates: It cost 25% to short Martha Stewart Living Omnimedia and 24% to borrow Overstock. So, you wouldn't make a dime on the misery of Overstock CEO Patrick Byrne over the course of a year unless his shares tanked by almost a fourth of its value.

Given all that, how do the shorts fare? A study by Yale's Roger Ibbotson and his eponymous research firm's chief investment officer, Peng Chen, found that short-biased hedge funds fell 2.3% per year on a compounded basis after fees from 1995 through March 2004.

Sounds like a lousy business to me. So why bother?

The curious thing is those negative returns are actually quite impressive when you consider what shorts are supposed to do -- hedge risk. The researchers calculated that the market, measured by the appropriate benchmarks, was up 5.9% a year in that period. That means short sellers started each year trying to climb out of a hole almost 6% deep. And, on average, they did, by 3.6%. That shows their stock- picking skill and ability to reduce market risks for clients, who presumably invested in those funds to hedge their long positions elsewhere.

Short-sellers obviously are in it for the money, but in talking to them for many years, I can tell you they are a quirky bunch who love ferreting out bad guys. The dirty secret of the SEC enforcement is that the major financial frauds are frequently uncovered by short- sellers. The shorts had Enron and Tyco in the cross hairs before anyone else.

Shorts aren't always right. They shorted Sears, trumpeting its struggling retailing and troubled credit-card divisions. They shorted Amazon and eBay in the bubble years, failing to see that some Internet wonders wouldn't go bankrupt. But it is a myth that shorts can easily profit from misinformation because the market is merciless in dealing with erroneous information.

Amid all of the targets' litigiousness and outcry, short-sellers' influence over the markets is vastly overstated. Here's an example: Gradient, the independent stock-research firm being sued by Overstock and Biovail, started covering Overstock in June 2003 when its shares were traded around $13 and the company was expected to be profitable in 2005. Over the next year and a half, as short-sellers and Gradient bashed the company to anyone who would listen, the stock topped $76 a share. The company ended up losing $1.29 a share last year -- yet the stock remains above $22, higher than where Gradient first picked it up. That's some market-moving power.

Mr. Byrne, Overstock's overlord, has been the most vocal in his assault against shorts and journalists who have shorts as sources, including me. But it isn't the short-sellers who cause Overstock to lose money or to miss earnings estimates. It isn't the shorts who screwed up Overstock's information-technology installation. It isn't the shorts who caused Overstock -- just yesterday -- to restate its financials going back to 2002.

By seeming to side with Overstock when it started seeking information about its complaints against the shorts, the SEC chills its best sources and hinders the market from doing its job. It was the shorts who lost money in Overstock for months and months -- until most investors realized they were right.

---

Street Sleuth
'Not MY Stock':
The Latest Way
To Fight Shorts

By KARA SCANNELL
August 2, 2006; Page C1
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Some executives are reaching for an odd tactic in an expanding battle against short sellers, who profit when share prices fall.

The executives -- at smaller companies that often don't trade on big exchanges -- are pushing shareholders to lock away their physical stock certificates so the short sellers can't get their hands on the shares.

Stock trading rarely involves the actual exchange of physical stock certificates anymore, because Wall Street trades and tracks most stocks electronically. But in a perhaps quixotic effort, the executives hope they can short-circuit the short sellers by rounding up stock certificates and taking them out of the electronic loop.

Short sellers borrow shares and sell them, hoping the share price will fall, allowing them to profit by replacing the borrowed shares with less costly ones bought later. The activity is legal, and many investors and scholars argue it helps share prices to adjust to changes in a company's outlook.

But a number of executives -- at companies like Fairfax Financial Holdings Ltd., a 

Canadian insurance company, and Overstock.com Inc., a U.S. Internet company -- argue short sellers are manipulating their shares. They are challenging the shorts with lawsuits, private investigations and publicity campaigns.

Few companies have been able to prove improper trading, but the stock-certificate effort is a sign the battle between short sellers and aggrieved executives is widening. By getting shareholders to take physical possession of their stock, the executives hope, brokers won't be able to lend the shares out to short sellers.

"The problem is shorting has gotten to be so popular that there's no accountability," says Wes Christian, a partner at Christian, Smith & Jewell LLP, a Houston law firm that says it is working for 20 companies -- including Overstock and Sedona Corp. -- against short sellers.

Peter Fiorillo, founder of Rx Processing Corp., a Tampa, Fla., provider of laboratory tests, says he became suspicious about activity in his company's shares in February, when 85,000 Rx shares traded at 0.0001 cent, well below the one cent where it had been trading. He suspected short sellers were involved.

"You see somebody print 0.0001, and you know that they're not real trades," he says. The shares trade as pink sheets, part of an unregulated stock-quote service populated by many small companies, and don't change hands on an exchange like the New York Stock Exchange or Nasdaq.

The following month, he issued a news release recommending shareholders of Rx Processing ask their brokers to deliver physical certificates. "This action limits interbrokerage borrowing and market manipulation," he said in the release.

Company executives complain that some traders sell borrowed shares that don't even exist, a practice known as naked short selling, which is typically illegal. These executives argue that if short sellers can't find stock to borrow and sell, it will be harder for them to short the shares.

Moreover, if fewer shares are in the hands of brokers to lend out, some short sellers might be forced to return borrowed shares, relieving downward pressure on share prices.

James Angel, an associate professor of finance at Georgetown University in Washington, calls the executives' efforts a fruitless attempt to "go back to the early 20th century." Mr. Angel says chief executives blame short sellers, when in fact short sellers are often first to identify companies with problems.

"Much the same as when the hyenas are targeting a pack of zebras," he says, "they're likely going to get the weak ones."

It isn't clear just how many executives are asking shareholders to go with paper. It is even less clear how many are succeeding.

At Rx Processing, fewer than 15 stockholders followed the CEO's advice and requested certificates. That amounted to about 500,000 shares, less than 6% of the nine million shares outstanding.

Mr. Fiorillo says he is unlikely to push the effort further. Now, he hopes to leave the murky over-the-counter market by going private, reorganizing and trying for a Nasdaq listing that would bring more market surveillance.

Holding physical shares can be costly. Investors often have to pay a brokerage as much as $25 to receive a paper certificate. The Securities Industry Association, Wall Street's main lobbying group, has tried to get rid of paper certificates for years, estimating it costs the industry more than $250 million.

Most companies involved in the current campaign have risky, thinly traded penny stocks not listed on the NYSE or Nasdaq. These companies often don't meet corporate-governance standards or financial requirements to trade on the big exchanges.

Some of these companies have tried to grab control of their shares by offering stock or cash dividends that require a shareholder to redeem their securities to get a new class of stock or cash dividend.

Riverbank Investment Corp., a small Wilmington, Del., broker, announced a cash dividend last month hoping to "trigger a short-squeeze forcing naked shorting to be covered," it said in a news release. Primeholdings.com Inc., a Salt Lake City holding company for Internet businesses, said last fall it planned to issue a stock dividend for the same reason.

Philip Verges, chief executive of communications company NewMarket Technology Inc. suspected two years ago that naked short sellers drove his company's stock price lower on the OTC Bulletin Board and urged investors to demand stock certificates. "Do not take no for an answer," he wrote in a letter to shareholders.

Yet only a handful of NewMarket shareholders responded, and the company abandoned the effort. "We started thinking it was not going to help," said Rick Lutz, head of investor relations for NewMarket.

The company has applied for a listing on the American Stock Exchange. It is awaiting approval.

EXAM 3

Time for Some Bargain Hunting?
First, Study Why Stock Faltered

By JAMES B. STEWART
August 2, 2006; Page D2
They call this a "good" earnings season? I'd hate to see a bad one.

Last week I discussed Yahoo, which was slammed after it met earnings expectations but delayed the introduction of its revenue-enhancing search upgrade. I thought the ensuing 20% plunge was an overreaction, an anomaly. It turns out it was just a warm-up for at least a week's worth of punishment.

United Parcel Service, Amazon.com, Corning, Boeing -- all took drubbings on earnings that matched, came close to, or in some cases actually exceeded estimates. Last week, 3M shares had the biggest percentage drop in eight years, and UPS had its biggest one-day decline since going public. To me, most perplexing of all was semiconductor-equipment maker Cymer, which grew earnings 50% -- and whose stock promptly dropped $8, or 20%.

There were also lots of strong earnings last week, like AT&T's and Merck's. But did you see any double-digit gains in those stocks? Even gains in the oil sector, which yielded a bevy of positive earnings surprises, were confined to the single digits on a percentage basis and drew mostly yawns from traders.

I hate to dredge up bad memories, but the last time I remember an earnings season like this -- in which every minor disappointment was treated as a catastrophe and positive surprises were shrugged off -- was the eve of the bursting of the tech bubble back in 2000. This is certainly not 2000, but the reaction does suggest to me that this bull market is aging rapidly and that the period of correction that began in April may not have run its course.

The market's reaction to earnings is largely about expectations. Some of these may be company or sector specific. Expectations for the Internet sector were obviously very high, so disappointments were swiftly punished, and even Google's positive surprise led to a modest decline in the stock price. Expectations for Big Oil were also high, so it wasn't much of a "surprise" that earnings were better than expected this quarter.

Still, it's hard to know when expectations have gotten out of line. Something so subjective is hard to measure, and so there are various proxies -- from consumer confidence to put/call ratios. For individual stocks, I like the ratio of price-to-earnings-growth, or PEG, and start to get nervous when it's well above the market average. But none of the stocks that got hit so hard last week were even on my list of high-PEG stocks, suggesting that expectations for the market as a whole had gotten out of line.

There's usually no point in selling, since the damage has already been done. So the question is, should you buy? Some of these stocks may well represent bargains at these new, lower price levels. In my experience, you have plenty of time to figure that out. Stocks that plunge on earnings news or forecasts almost never recover overnight. You probably have at least until the next earnings season to decide, which will arrive in another three months.

When analyzing earnings, I try to understand why the market reacted as it did. Are the problems long- or short-term in nature? As a long-term investor, I'm not that concerned that Microsoft has delayed its new Vista operating system. To many on Wall Street, that's a catastrophe. Are the problems narrow and correctable, or are they broader sector or economic issues over which management has little control? Similarly, are costs the issue, which management may be able to correct, or are revenues weak, suggesting a slackening of demand?

It's usually hazardous to bet against the market, so I never assume the market is wrong. But I have often seen it overreact to short-term issues, creating some of the "special situation" stocks on which I've made my biggest gains.

It's also important to keep these things in perspective. I like Google's stated philosophy that it manages for the long term, not for quarterly earnings reports. That approach will no doubt be tested when Google has its first bad quarter, which still hasn't happened yet. As an avowed long-term investor, I try to take the same approach. I care much more about earnings trends over periods of years, not months.

	What to Expect from Your Stocks
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	This simple model helps you estimate a stock's future returns.
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	Many people consider investing terribly complex. Wouldn't it be beautiful if there was a simple way to know what kind of ballpark return you could expect from your stocks based on just two metrics? Thanks to the principles behind a valuation model attributed to finance professor Myron J. Gordon at the University of Toronto, such simplicity is possible. 

The Gordon Growth Model and Expected Return 
One of the most well-known and simple ways to figure out what a stock is worth is through the simple Gordon Growth dividend discount model. This model suggests that the price of a stock is equal to next year's expected dividend per share divided by investors' required rate of return minus the expected growth rate in dividends. For equation lovers: P = D/(k-g). 

While screening a stock to find a potential winner, investors may be interested to know the average return they should expect from it. Taking the Gordon Growth equation above and using a little algebra, we can solve for an investor's required/expected rate of return: k = D/P + g. Thus, an investor's expected return is the sum of two parts: the dividend divided by stock price (a term known as the dividend yield) and the expected growth in dividends forever. Because dividend growth is highly correlated with and dependent on earnings growth, investors can substitute earnings growth for dividend growth in the "g" part of the equation. A recent article from Morningstar stock analyst Curt Morrison recently highlighted what investors should expect from the stock market going forward using something similar to this model. 

The Gordon Growth Model in Action 
Using the assumptions in Morrison's article in our simple Gordon Growth Model we can estimate what investors should expect from the S&P 500 going forward. Next year's dividend yield is estimated at about 1.9%, and earnings growth (ignoring inflation) is estimated to be 1.25% going forward, which Morrison pointed out is consistent with what stocks produced during the last 130 years. Using these assumptions in our k = D/P + g model, investors should expect about 3.15% (1.9% + 1.25%) growth annually, before inflation. This is much lower than the comparable, 6.90% pre-inflation returns that investors enjoyed during the 75 years ended in 2001, as mentioned in Morrison's article. However, before overwhelming your broker with sell orders, let's examine the flexibility of this model and its components. 

A Little Magic and the Cash Return Ratio  
There are obvious limitations to using a simple model like the Gordon Growth, including but not limited to the assumption of dividend yield as the key driver of value. At Morningstar, we are not as concerned about the dividend yield as we are about how much cash companies generate that could potentially be paid out to shareholders through dividends or stock buybacks. This measure is free cash flow. In order to make the model a little more robust without making it too complex, we can substitute free cash flow (FCF) for dividends in our equation. Also, instead of focusing only on the market price of the stock, we can substitute a company's enterprise value (EV), which is the market value of stock + debt - cash. Think of enterprise value as what you would have to pay to own the entire company outright--you would purchase all of the stock and pay off the debtholders but also receive whatever cash the company is holding. Substituting these new terms in our equation, our expected return becomes: k = FCF/EV + g. 

At Morningstar, we call free cash flow to enterprise value the Cash Return--the annual cash yield you would receive on your investment if you bought the entire company. We like this ratio because it's a simple measure of the key driver of investment returns and shareholder value: free cash flow. For a given company, this ratio is found on the Morningstar Stock Report under Valuation Ratios. Click on the tab marked Yields to see a calculation of Cash Return. 

Practical Use of the Modified Model 
Using the revised model, let's revisit the question of what investors can expect from the S&P 500 going forward. From our databases, we found that the average Cash Return (FCF/EV) for the S&P 500 is around 3.5%. Using the same 1.25% growth rate in earnings as noted above, we estimate that investors can expect annual returns of 4.75%, ignoring inflation, going forward. Although still below the historic average of 6.90%, this modified model paints a little brighter picture than the plain Gordon Growth dividend discount model. However, the 4.75% expected return for the S&P 500 is relatively lackluster compensation, which provides even more incentive, in our opinion, for investors to find individual stocks that can outperform the market as a whole. 

The beauty of the model is in its application for screening and monitoring individual stocks in terms most can understand: an expected return. By focusing on the combination of just two variables, the Cash Return and expected growth rate, investors can use this simple model to screen for returns that excite them, which can lead to further research. For example, using [image: image10.png]


 this screen in Morningstar's Premium Stock Screener, we found that the expected return for [image: image11.png]


 Fair Isaac FIC with a Cash Return of 10.5% and decent growth prospects looks promising. Also, [image: image12.png]


 Nokia NOK, with a Cash Return of 12.5%, doesn't need much growth for its return to look attractive relative to the market. Investors can also monitor their holdings by reassessing their expectations of the Cash Return and earnings growth, and if the calculated expected return begins to drop, it may be a good time to look deeper.

As with all analysis, the devil is in the details, and investors should never rely on any single ratio or calculation to make an investment decision. However, the Gordon Growth Model and its modified cousin can be a great tool for evaluating investments in terms of what rate of return investors can expect from companies' stock.


=======================================

Questions You Should Ask 
Yourself About Investing in Stocks

By ALFRED RAPPAPORT 
Special to THE WALL STREET JOURNAL
February 28, 2005; Page R1
No doubt investors would be thrilled to be able to identify the Shareholder Scoreboard's best performers of the future -- companies like NVR, Chico's FAS and others that have delivered excellent long-term returns to shareholders.

But how to choose stocks is the last question you should ask, not the first, as you periodically review your investment strategy.

		LEADERS AND LAGGARDS
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• Best Performers (1-, 3-, 5- and 10-year)
 
• Worst Performers (1-, 3-, 5- and 10-year)
 
• See the full Shareholder Scoreboard report.
 
	
			

	
	

	


Whether the stock market is rising, falling or just drifting sideways, there are four basic issues to consider:

• How should you allocate your portfolio between stocks and bonds?
 
• How much of the stock portion should you invest in actively managed mutual funds versus index funds?
 
• Should you select your own stocks or delegate the job to professional managers?
 
• If you select your own stocks, what is the most promising approach?
 
A proper mix of stocks and bonds requires a balance between the safety of Treasury securities and riskier, but potentially higher-return, stocks. What is suitable for your portfolio depends on individual circumstances, such as age, the value of your assets, your planned retirement date, expected savings before retirement, the size and timing of withdrawals after retirement, and your tolerance for risk.

The exceptionally fortunate can achieve their financial goals with the income from government bonds such as Treasury Inflation-Protected Securities (TIPS) and allocate remaining funds to stocks without much worrying. What sets TIPS apart from other government notes and bonds is that their principal is adjusted semiannually for inflation.

For most people, however, investing exclusively or largely in inflation-protected bonds or other safe securities will leave them short when they need to withdraw funds in the future. Because even the most carefully crafted asset-allocation plan will not overcome significant shortfalls from insufficient assets or an unaffordable lifestyle, the first step often should be lifestyle adjustments, including saving more before retirement, delaying retirement and cutting spending after retirement. If bond income still falls short, most investors must either resign themselves to a shortfall or pursue higher returns by taking on the greater risk of stocks.

Your investment time horizon, or the number of years before you expect to need your invested assets, is critical in determining the appropriate percentage of stocks for a portfolio. Steep market declines, like those from 2000 to 2002, can jeopardize the ability to meet near-term obligations such as college costs and unexpected emergencies. Most people should steer clear of stocks for funds they will need within five years.

If you value a good night's sleep, you might extend this no-equity policy to 10 years or more. And even after 10 years, the return on stocks could turn out to be less than from bonds, thereby widening rather than narrowing the shortfall.

Stocks vs. Bonds
Over the past eight decades, the compounded annual inflation-adjusted return on a broad index of stocks has exceeded the return on Treasury bonds by about five percentage points -- in the neighborhood of 7% for stocks compared with just over 2% for bonds, by most estimates. Pointing to this historical record, financial advisers typically suggest that long-term stock investors can tolerate the volatility in stock prices. The longer the investor's investment time horizon, the less risky are stocks, is the reasoning behind the near-universal advice that younger people should allocate large fractions of their portfolios to stocks, and gradually shift toward bonds as they grow older.

But the conventional wisdom that stocks are safe in the long run assumes that future returns will look like past returns. This assumption is very risky. While average annual returns on stocks have been higher than bond returns over long historical periods, the margin has varied considerably over 10-year periods and even over 30-year periods.

Many prominent academics and people in the investment industry now estimate that the future margin for stock returns over bond returns will be well below historical levels. Estimates range from nothing to three percentage points annually, with most in the neighborhood of two to three percentage points.

Prudent investors need to consider not only the possibility that returns on stocks will be more modest in the future, but also the chance, however small, that stocks could actually underperform bonds over their investment time horizon. For example, let's say there is a 90% chance that stocks will outperform bonds by two percentage points and a 10% chance that stocks will underperform by one percentage point annually. An investor who expects to fall short of his financial requirements with a 100% allocation to bonds can allocate more to potentially higher-return stocks. However, holding more stocks also would increase the size of the shortfall if stocks underperform bonds. Investors need to assess this tradeoff and weigh the best possible asset allocation given their circumstances and risk tolerance.

Which Type of Fund?
Most people who decide to invest in stocks should start -- and perhaps end -- with mutual funds rather than individual stocks, for reasons we'll get to shortly. The big decision in mutual funds is how much to invest in actively managed funds versus index funds.

Most actively managed funds are destined to trail the performance of index funds. The logic is simple. Index funds earn the market return. Before taking into account costs, actively managed funds as a group must also earn the market return because together they are the market. But costs (operating expenses, management fees and brokerage commissions that are expressed as a percentage of a fund's assets) are typically 1.5 to 2 percentage points greater for actively managed funds than for index funds. Most active managers simply don't have the stock-picking skills to overcome that cost differential.

For the investor satisfied to earn broad market returns rather than face the risks of trying to outperform the market, index funds are the clear choice. Studies consistently show that index funds outperform more than 75% of actively managed funds over almost any reasonably long time period, such as five years or more. The index-fund advantage is even greater if failed actively managed funds -- those that have closed or been merged out of existence -- are included. In addition, there is no reliable way to predict which funds will outperform the market.

For those who still want to bet on active management despite the long odds, there's more to it than choosing funds solely on the basis of low expenses. While top-performing funds do incur below-average costs, individual funds continually move in and out of the ranks of top performers. Investors can try to identify managers with superior stock-picking skills that more than compensate for the cost of active management. There are managers who do deliver -- even over extended periods. But they are a rare breed, and it's extraordinarily difficult to identify them in advance.

Do It Yourself?
When it comes to investing in individual stocks, only people with considerable time, discipline, intellectual independence, a solid understanding of business economics and financial analysis, and a long investment horizon should consider the do-it-yourself option. These requirements eliminate a substantial majority of investors. For those who remain, the challenge is daunting.

Brokerage commissions and the extensive time required for research make it impractical for investors with smaller portfolios -- say, less than $100,000 -- to hold a sufficient number of stocks to be reasonably diversified. The risk of placing bets on just a few stocks is not higher short-term volatility, but rather underperforming index funds or broadly diversified stock funds over the long term.

Investors with larger portfolios face a different dilemma. If they include too few stocks they take on unacceptably high risk. But greatly expanding the number of stocks makes it impossibly time-consuming to monitor holdings, and also limits the chances of outperforming the market. Investors should not expect to do better than the market as a whole without sacrificing some diversification by making relatively big bets on a few stocks.

It is possible to put a portion of a portfolio in a relatively small number of individual stocks without unreasonably raising overall risk. The cost saving from replacing actively managed stock funds with index funds provides enough of a cushion to allocate a small amount to individual stocks without lowering overall expected return. Anyone making that choice, however, would want to do better than the index-fund alternative -- again, a challenge with long odds.

Finding Companies
Finally, we get to the fourth question: how to find the best-performing companies. For those who decide to select their own stocks for a portion of their portfolios, there are two basic approaches. The first is to follow the overwhelming majority of institutional investors and Wall Street analysts who focus on short-term corporate performance, particularly quarterly earnings and stock-price momentum. But even full-time professionals who possess expertise, resources and access to more timely information rarely outperform index funds over time, and it's the long-term results that matter. Also, it's especially difficult to achieve superior returns when everyone is fishing in the same pond.

A more promising approach employs the discounted cash-flow model, which values a company's shares by its expected net cash flow, or the difference between what a company takes in from operations and what it spends. A dollar in hand today is worth more that a dollar received in the future. This is the way financial assets are valued in well-functioning markets such as those for bonds and options.

But if short-term earnings surprises materially affect stock prices, why should investors base their decisions on a company's long-term cash-flow prospects? The simple answer is that stock prices ultimately depend on cash flow even if earnings surprises trigger sizable stock-price responses in the short run. Without cash flow to fund future growth and pay dividends, a company's shares are essentially worthless. Market prices reflect this by bestowing relatively large capitalizations to companies that demonstrate cash-generating ability and lower capitalizations to those with less impressive track records and prospects. Contrary to popular belief that the market prices stocks on a company's short-term outlook, most stocks require more than 10 years of value-creating cash flows to justify their current prices.

Most investment professionals readily acknowledge that discounted cash flow is the right way to value stocks, but they understandably contend that estimating distant cash flows is too time-consuming, costly and speculative. As Warren Buffett says, "Forecasts usually tell us more of the forecaster than of the future." Where, then, can you turn?

The ideal solution would enable investors to use the discounted-cash-flow model, but without having to forecast long-term cash flows. This is precisely what "expectations investing" does. Instead of forecasting cash flows, this approach begins by estimating the cash-flow expectations embedded in the current stock price or, equivalently, the future performance needed to justify today's price. You can then assess whether the implied expectations are reasonable and decide whether your expectations are sufficiently different to warrant buying or selling shares. Only investors who correctly anticipate changes in expectations earn superior returns. (There is more information about how to estimate price-implied expectations and identify investment opportunities at www.expectationsinvesting.com, a Web site based on a book I wrote in 2001 with Michael J. Maubossin.)

Not only do investors buy and sell company shares, but so do the companies themselves, in the form of stock offerings and share buybacks. Corporate decisions based on poor estimates of a company's value can trigger shareholder losses that offset the hard-earned gains from business operations. For example, substantial shareholder value can be destroyed if companies issue new shares when the market is undervaluing their stock, or if they repurchase shares when shares are overvalued. Well-managed companies, despite possessing information not ordinarily available to investors, begin their analysis by assessing the performance expectations embedded in their stock price. An individual investor would be well advised to adopt this corporate "best practice." (A case study by Francois Mallette, "A Framework for Developing Your Financial Strategy" is available at L.E.K. Consulting's Web site, www.lek.com.)

Professional investors almost invariably have better and timelier information sources than individual investors. The individual investor's best hope for identifying top-performing Shareholder Scoreboard companies of the future is to foresee the long-term economic implications of currently available information about events such as a major acquisition, regulatory approval of a new drug, the appointment of a new chief executive or a government antitrust action.

Two basic factors shape the returns from a stock trading above or below what you believe it to be worth. The greater the estimated mispricing, the greater the potential return, though the stock may turn out not to be as mispriced as you believe. The second factor is the time it takes the stock price to move to the target price: The longer it takes, the lower your return. For example, suppose you estimate that a stock priced at $80 today is worth $100. An increase to the $100 target price in one year yields an impressive 25% return, but if it takes five years to reach the target, the return drops significantly, to about 5% annually.

In an earnings-driven market, investors must rely on future reported earnings to correct mispricing, which can take some time to materialize. As John Maynard Keynes cautioned more than 75 years ago, "Markets can remain irrational longer than you can remain solvent." Investing in stocks is risky and not for the unqualified or the fainthearted.

Mr. Rappaport is the Leonard Spacek Professor Emeritus at Northwestern University's J.L. Kellogg Graduate School of Management. He directs shareholder value research for L.E.K. Consulting and is co-author of "Expectations Investing: Reading Stock Prices for Better Returns" (Harvard Business School Press, 2001). He lives in La Jolla, Calif.
=======================================

Memories of Nasdaq's High

As Dow Flirts With 11000,
Technology Stocks Also Stir
But Far From the Bubble Days

By E.S. BROWNING 
Staff Reporter of THE WALL STREET JOURNAL
March 7, 2005; Page C1
Five years since the bursting of the technology-stock bubble, everything has changed, and nothing has changed.

The Nasdaq Composite Index, home to most technology stocks, remains down 59% from its record close of 5048.62 on March 10, 2000, five years ago this Thursday. It finished Friday at 2070.61. Life savings have been decimated. Cisco Systems is 75% off its peak price. Microsoft's price is half of what it was. JDS Uniphase, once one of the largest stocks on the market at more than $90 billion, is down 98%.

So where do investors turn now when they feel bullish and want to bet on fast-growing stocks? Technology stocks.

"It's not so much a fascination any more. It is an affliction or an addiction," says Pip Coburn, Global Technology Strategist at UBS. He sees it all ending badly once again.

		AWKWARD REUNION
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The fifth anniversary of the Nasdaq Composite Index's peak is bittersweet for many participants in the frenzy. Can you identify the bubble-era people and icons in this illustration? 

• Plus, see a timeline of the Nasdaq Composite Index's rise and fall.
 
QUESTION OF THE DAY
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When will the Nasdaq Composite Index return to the 5000 mark it first hit in 2000? Participate in the Question of the Day. 

	
			

	
	

	


After soaring in the early part of the current bull market, and again at the end of last year, technology stocks this year have been showing signs of fatigue again. Compare the Nasdaq's recent performance to that of the Dow Jones Industrial Average. Last week, amid signs of an expanding but not overheating economy, the Dow industrials finally pulled out of their doldrums and hit a 3½-year high of 10940.55, approaching the 11000 level last seen in June 2001.

The Nasdaq composite, on the other hand, rose just 0.3% last week and is down 4.8% for the year, trailing the Dow industrials' blue-chip stocks. As high oil prices have roiled the market, nervous investors have pulled back from technology stocks for fear that companies won't have the cash to buy new technology gear. Just as they did during the technology bubble, investors still tend to chase technology when the market is hot and to dump it when the market faces head winds.

To the amazement of many burned in the tech collapse, technology stocks have played a prominent role during much of the current bull market -- often leading the gains during periods of strength and leading the pullbacks during periods of softness. That isn't to say investors have returned to the "irrational exuberance" mind-set of the late 1990s, when earnings and other fundamentals barely mattered. Still, from the start of the current bull market in October 2002 through Dec. 30 of last year, the Nasdaq composite soared 96%. That was nearly double the 49% gain of the Dow Jones Industrial Average. Of the 10 biggest Nasdaq stocks today, eight are familiar technology names from the past -- Microsoft, Intel, etc. The other two are Comcast and Amgen, according to Birinyi Associates, Westport, Conn.
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Perhaps most surprising, although technology stocks generally remain far below their 2000 highs, they still trade at exalted prices compared with the rest of the market, UBS's Mr. Coburn calculates. World-wide, he says, large technology stocks trade at around 21 times what analysts expect them to earn this year. Large stocks in general, world-wide, trade at only about 15 times projected per-share earnings -- meaning that investors are paying about 40% more for the earning power of technology companies' shares than for that of stocks in general.

This has less to do with rational valuation analysis than with the Pavlovian effect of the 1990s mania, he says. When someone says "growth," many investors reflexively answer, "tech."

"Because of tech's magical and mystical control of us during the '90s, we haven't reset our anchor positions about valuations," Mr. Coburn says. "I describe that as very unhealthy." Although foreign analysts have become more cautious on the outlook for the technology business, he says, U.S. analysts' forecasts are suspiciously high. He sees technology stocks facing a prolonged slump as investors gradually adjust their expectations and begin treating most big technology stocks more as commodity producers than as the wave of the future.

Some investors think that continuing technology innovation will give the stocks new life and help them remain the wave of the future. That kind of hope is what supports the technology group when investors are feeling bullish. For most of last year, with soaring oil prices spurring worries about investment in new technology gear, technology stocks trailed the market. Oil companies were the big winners. Once-plodding Exxon Mobil has become the largest stock by total market value, surpassing General Electric -- which itself had surpassed Microsoft, Intel and Cisco. Measured since the end of 1997, Exxon even has out-gained Cisco in percentage terms. But in the final three months of last year, with the election over, investor hopes briefly soared and oil prices pulled back. The big gainers then? Technology stocks.
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WSJ's Ian McDonald reports on what's happened to the top stocks of 2000. 

	
			

	
	

	


Now, despite the Nasdaq's poor start to the year, some analysts believe it could be poised for at least a brief comeback. Computer-chip stocks have been rebounding lately, and they tend to rise at the start of any technology recovery, says Russ Koesterich, chief North American stock strategist at State Street Global Markets in Boston. Some investment pros who were selling technology a few weeks ago are buying again, he says, as they search for stocks that benefit from a weak dollar and whose business doesn't use a lot of oil.

And because their stock prices have been stagnating lately as their earnings have risen, he adds, "tech stocks are at their cheapest since 1997. I'm not going to suggest that on a long-term basis these stocks are cheap. They are just less expensive than they have been in a long while."

Looking farther into the future, however, he agrees with Mr. Coburn that technology stocks aren't likely to keep up. "I don't think the large tech stocks that people have come to know and love deserve to trade at a premium to the market any more," he says. He thinks it could be 15 years before the Nasdaq composite gets back to the record it hit in 2000.
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Jack Ablin, chief investment officer at Harris Private Bank in Chicago, says he would buy more technology stocks if he saw signs that oil prices were falling and corporate investment was picking up -- meaning a boost in demand for technology gear. But he thinks the stock market will see a shakeout, with a sustained decline or at least a long flat period before that happens. He points out that volatile stocks such as technology tend to lead at the start of a bull market, but to fall as the end of the bull market nears.

"I don't see the next 'up' stage for tech until the market corrects and we start the cycle all over again," Mr. Ablin says. He thinks it will be a dozen years or more before the Nasdaq returns to its 2000 high, assuming that the stocks rise an average of around 7.5% a year.

Mr. Coburn is even more skeptical. He sees the Nasdaq falling as low as 1500 or 1600 during the next year or two -- a decline of 23% to 28% from here. Taking that into account, it could be 20 years before the Nasdaq returns to its old record, he says.

He no longer considers most technology companies vehicles for major innovation. He sees them as mature companies focused on cutting costs. "Some of the best innovations that come up will be in areas that have nothing to do with technology -- areas like life sciences or energy," he says.

Friday's Market Activity
The Dow Jones Industrial Average rose 98.95 points, or 0.9%, for the week, all of that coming in a gain of 107.52 points, or 0.99%, on Friday. The Dow industrials is up 1.5% for 2005, less than 800 points from its record close of 11722.98 in January 2000.

Dell climbed 87 cents, or 2.2%, to $40.87. The computer maker approved a $10 billion stock repurchase, adding 250 million shares to its buyback program.

Martha Stewart Living Omnimedia fell $3.20, or 9.4%, to $30.75, reversing early gains. The company's founder, Martha Stewart, was released from prison after serving a five-month sentence for lying about a stock sale.
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=======================================

A Long, Strange Trip
From Nasdaq's Peak

Five Years Later,
Highflying Pros Reflect
On Lessons Learned

By IAN MCDONALD 
Staff Reporter of THE WALL STREET JOURNAL
March 7, 2005; Page R1
If you own shares of a mutual fund, March 10, 2000 is a day that lives in infamy.

That is the day -- five years ago, Thursday -- when the tech-laden Nasdaq Composite Index peaked after climbing nearly 86% in 1999. But then there was the trip down the other side of the mountain, when the index fell 59% from its peak, wiping out 1999's gains.

How strong were the boom's reverberations in the fund world? More than 180 U.S. and foreign stock funds rocketed up 100% or more in 1999, riding outsized bets on technology, media and telecom stocks. Before that, the record was six, according to New York fund tracker Lipper Inc.
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MUTUAL-FUND Q&A
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• How Star Janus Stock Picker Scott Schoelzel Bounced Back
 
MORE RESOURCES


[image: image24.png]



[image: image25.png]



• See how your funds stack up on returns, risks and expenses, and how they rank in their categories.
 
MUTUAL FUNDS MONTHLY
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See mutual-funds data for February: 

• Leaders and Laggards
 
• How the Largest Funds Fared
 
• Exchange-Traded Funds
 
• Performance Yardsticks
 
• Category Kings
 
	
			

	
	

	


"It was awesome," says Jeff Wrona, who managed the PBHG Technology & Communications Fund to a 244% gain in 1999 and a 44% fall the next year, before leaving the firm early in 2001. Today, Mr. Wrona, 40 years old, lives in Pinehurst, N.C., and manages his own account, still investing primarily in tech stocks. "It was like being a kid in a candy store," he says.

But like a kid who has gobbled a few too many jelly beans, funds stuffed with the expensive shares of tech companies ended up regretting their choices. Funds still on the market that gained at least 100% in 1999 have lost a third of their value on average since then, according to Lipper.

The bear market was so tough that four of the 10 top-performing funds in 1999 have vanished because of fund mergers, including the Nicholas-Applegate Global Technology Fund that rose sixfold in 1999 and was quietly merged away in 2003 after cratering in the bear market. Many of the hottest funds' managers have vanished, too. For instance, Aaron Harris, who managed the Nicholas-Applegate fund, left soon after the peak for Gartmore Funds, a firm he recently departed to pursue other opportunities. He couldn't be reached for comment.

Those who hung in through the bear market took a beating. They got a reward, of sorts, with the past two up years for stocks, though most funds are still underwater from the peak. While many of these funds probably are too aggressive or concentrated to make sense for most investors, the travails that their managers endured over the past five years offer useful lessons about investing. Several declined to comment on the past five years, including managers of the Van Wagoner Emerging Growth Fund and the Nevis Fund. One of the top performers was the ProFunds UltraOTC fund, whose managers don't make active investment calls, but rather run an indexed portfolio that invests borrowed money to make outsized bets on the Nasdaq rising.

But others say the brutal bear market for stocks from 2000 through 2002 has left an indelible and likely positive mark on their investment approaches.

"The managers who rode the highest during the bubble and had their funds up more than 100% have learned a lot since then," says Russ Kinnel, director of fund research at Chicago investment researcher Morningstar Inc.

Like what?

Stick to the Fundamentals
At the height of the tech boom, the calendar of companies making initial public offerings of stock was packed, and it often seemed that the "story" of how a company planned to make money mattered far more than its actual results. Shares of these companies routinely doubled and tripled on their first day of public trading.
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At the time, money management for many growth investors equated to "trying to allocate money among IPOs," despite the fact that many of the companies offering stock weren't profitable businesses, says Steven Tuen, a securities analyst with Kinetics Asset Management since 1999. That year, the Kinetics Internet Fund rose 216%. It averaged a more-than-15% annual loss over the past five years, faring better than 80% of the nation's tech funds, according to Lipper.

"It's surreal to look at the portfolio back in 1999 because a lot of the companies we owned are gone now," says Jim Smith, who runs the PBHG tech fund that Mr. Wrona previously managed. "It's a hugely different portfolio now, with no crazy, goofy, development-stage enterprises."

Today, Mr. Smith likes more staid technology names like NCR, which has moved on from its days as National Cash Register to be a profitable player in the automated teller machine, bar-code scanning and data-warehouse businesses. Kinetics' Mr. Tuen says the firm's $203 million Internet fund casts a wider net and tends to favor steadier firms like Getty Images, a profitable company that owns a vast database of stock photos and other imagery it licenses to clients.

Ryan Jacob, manager of the $70 million Jacob Internet Fund -- and manager of the Kinetics Internet Fund before leaving to start his own firm in 1999 -- notes that since the market peak, he's gone from mostly holding shares of unprofitable but promising businesses to mostly owning shares of business that are making money.

After losses of 79% and 56% in 2000 and 2001, respectively, Mr. Jacob's fund has averaged a 34% annualized gain over the past three years through the end of last month, while the average tech fund has been flat.

Alberto Vilar, a veteran tech investor and manager, saw his Amerindo Technology Fund fall more than 50% in each of the two years after its 249% gain in 1999. Now, he and his colleagues are "more religious" about scrutinizing the scope and sustainability of a company's cash flows. Thanks to large bets on recent winners like Yahoo and eBay, the fund averaged an 18% annual gain over the past three years through the end of February.
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Ian McDonald reports on what's happened to the top stocks of 2000. 

	
			

	
	

	


"The lesson from the bubble is that you have to make sure you study every company closely so you know exactly how its business model works" to make sure it's not "an air sandwich," says Asian stock specialist Mark Headley of Matthews International Capital Management LLC, where he co-manages the $855 million Matthews Pacific Tiger Fund. The fund gained 83% in 1999 and has managed to stay both in the black and ahead of its peers over the past five years.

But some managers who posted big gains in the late 1990s say they've stuck to the same approach. Japan-based Kenichi Mizushita "has never changed the way he manages" the $1.3 billion Fidelity Japan Smaller Companies Fund, aiming to scoop up shares of promising small companies at reasonable prices, a spokesman says. In 1999, the fund rose 237%, only to tumble 50% in 2000. Over the past five years, however, Mr. Mizushita has outperformed the vast majority of his peers.

Consider the Price of the Ticket
A company's stock trades at a steep multiple of its earnings when investors are excited about its prospects. But that leaves the shares a long way to fall when investors' affection fades.

"The market got fluffy," says Amerindo's Mr. Vilar, characterizing the exuberance of the late 1990s. "Then we were taken out and shot." Mr. Vilar says his firm manages about $1.5 billion today, down from a peak of $7.5 billion during the tech boom.
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At the time, many investors justified stocks' expensive valuations by noting that they were in line with equally expensive peers, according to metrics such as price-to-sales and price-to-page views for some dot-coms. Veteran growth managers shook their heads.

"People were using all kinds of silly ratios," says Jeff Van Harte, portfolio manager of the $167 million Transamerica Premier Equity Fund, which gained 33% in 1999 and then managed to lose less or gain more than its average peer in each year since. "You need to look closely at a business's real cash flows and calculate an intrinsic value based on that," he says.

Foreign-stock investors who rode high in the late 1990s have fine-tuned their valuation discipline, too. Justin Thomson, manager of the $1 billion T. Rowe Price International Discovery Fund, posted a 155% gain in 1999 when "there was just total exuberance in stock valuations."

Since then, he says his investment approach has entailed greater "focus on valuation and more concentration on each investment making economic sense." The fund averaged a 2% annual loss over the past five years, faring better than its average peer.

While there are always adored and pricey stocks, it seems like more investors are paying attention to valuations today. The average stock in the Standard & Poor's 500-stock index trades at 17 times this year's estimated earnings, compared with more than 30 times at the end of 1999, according to S&P.

Beware of Crowds
Several managers felt vindicated when slews of other funds flocked to soaring shares they owned, without considering what would happen when everyone hit the exits.

In 1999 and 2000, more than $400 billion gushed into technology and tech-heavy growth funds after redemptions, according to Boston fund consultant Financial Research Corp. With many growth funds stashing more than a third of their assets in tech stocks, all of this money stretched valuations in a hurry.

"You found more and more people agreeing with you and owning the same stocks you did," says Kevin Landis, manager of the $587 million Firsthand Technology Value Fund, which gained 190% in 1999 but averaged a more-than-26% annual loss over the past five years, a bit worse than its average peer.

Waves of selling after the bubble burst hurt those widely held favorites. At its peak, Mr. Landis's firm managed $8 billion. Today, it manages less than $1 billion.

Matthews International's Mr. Headley notes that he is happy to own shares of less well-known companies today because "whether it's a good investment or a bad investment, at least it's not driven by a mob of uninformed investors chasing a story."

Winners Can Become Losers
Mutual funds that do a lot of trading are often derided because trading costs whittle investors' returns. But once funds' top picks began falling, failing to do a lot of trading had downsides as well.

"We don't like to have high turnover, but in 2000 and 2001 you should've probably started turning over your portfolio," says Transamerica's Mr. Van Harte. "I think a lot of people learned that it's important to be able to shift gears."

During stocks' long bull run, mutual-fund firms and managers often preached the value of "buy and hold" investing. Aggressive growth managers often touted the advantages of hanging on to soaring shares or "letting winners run."

But being ready to sell a position that has gone up is a bigger concern when markets are choppy as opposed to when gains are sustained.

"You have to try and win on individual companies by paying close attention to their risk-reward trade-off," says PBHG's Mr. Smith.

What Now?
While battered growth- and tech-fund managers have some consensus on the lessons learned over the past five years, they have varying views on what's to come.

Several, including Mr. Jacob and PBHG's Mr. Smith, see a bumpy period with muted gains for the overall market.

PBHG's Mr. Smith expects single-digit returns for the stock market over the next five years and doesn't see "any scenario where you'll be blown away by huge or easy returns from stocks."

Meanwhile, some tech bulls are sticking to their guns. Messrs. Vilar of Amerindo and Landis of Firsthand believe the tech sector will churn out a new wave of growth as more consumers link up their sundry electronic devices, including cellphones, personal digital assistants, personal computers and televisions.

"Who else is going to compete with innovations in technology?" asks Mr. Vilar. "Not companies that make autos, steel or diapers." He believes the Nasdaq Composite Index could return to its peak of 5048.62 within a decade. That would be a leap of more than 140% from current levels.

For his part, Mr. Wrona is considering starting or acquiring a technology fund that he would manage.

Mr. Saving, senior fellow at the National Center for Policy Analysis, is director of the Private Enterprise Research Center at Texas A&M University.
=======================================

Emerging Ways to Invest
In the Wild, Wild East

Some Pros Tout Buying
Chinese Stocks Directly,
But Risks Are Immense

By JEFF D. OPDYKE and LAURA SANTINI 
Staff Reporters of THE WALL STREET JOURNAL
March 9, 2005; Page D1
Up until now, American investors wanting to profit from China's explosive growth largely have concentrated on the relatively small lot of Chinese stocks that trade on U.S. exchanges. But some professional investors are now pushing a more direct, and much riskier, approach: buying shares of companies that are listed on local Chinese stock markets.

Advocates of this strategy -- mostly hedge funds and mutual-fund managers -- are convinced the best opportunities lie in the smaller, entrepreneurial Chinese companies that trade on the exchanges in Hong Kong and Singapore -- and the less-regulated exchanges in Shanghai and Shenzhen. The most bullish tout the investing environment as comparable with what America represented a century ago, a risky place but an opportunity to invest early and for the long haul in an emerging economic giant.

This option of buying Chinese stocks directly, or buying funds that specialize in them, raises a broader question: For investors who want some exposure to one of the world's fastest-growing economies, what is the best way to play China? The answer depends in large part on how much risk an investor is willing to accept.
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Migrant workers at a construction site in Sichuan province, China.
	

	
	


To date, Americans have largely invested in China-focused mutual funds, as well as American depositary receipts, the domestically listed shares of individual Chinese companies. More recently, another option emerged: China-focused exchange-traded funds, or ETFs, such as the PowerShares Golden Dragon Halter USX China Portfolio, which tracks an index comprised of U.S.-listed Chinese stocks. These options come with some built-in protections because American markets are so heavily regulated -- and they offer diversity.

Investing directly in Chinese stocks is a significant departure from all this. While Wall Street firms aren't broadly pitching this approach -- after all, it's hard enough to pick stocks domestically, much less in a country with nascent regulatory and accounting practices -- they are increasingly offering such opportunities to wealthy clients. J.P. Morgan Chase & Co. provides access to the Jayhawk China Fund, a hedge fund that invests almost solely in Chinese shares generally unavailable on U.S. markets. Morgan Stanley has a relationship with Doric Capital, a Hong Kong firm that has a hedge fund investing in small-cap Chinese stocks. In addition, a variety of brokerage firms based in Hong Kong and Singapore provide individual U.S. investors the opportunity to buy Chinese stocks that aren't available in U.S. markets.

The risks are immense. Chinese stock markets are home to many young, unproven companies that are susceptible to wild cycles of hype and disillusionment. After a fivefold increase from March 2000 to June 2001, for instance, Shanghai's index of so-called B shares -- those legally available to foreigners -- has fallen more than 60%. Financial-reporting standards are lax at best. China's currency doesn't yet trade freely on world markets, and its stock markets are especially vulnerable to social, economic and political upheaval. Just this month, Chinese Premier Wen Jiabao called for a sharp reduction in China's investment growth this year, a sign the government is fighting to keep the roaring economy from spinning out of control.

"Just because some place is expected to grow doesn't mean that it does," says Jack Caffrey, equity strategist at J.P. Morgan Private Bank, citing Argentina and Russia as economies that were emerging alongside the U.S. in the 19th century. "History is fraught with examples where if you're not careful it doesn't always pan out."

The China bulls counter that China's experiences today aren't so different from what European investors faced when considering putting their money to work in a much younger America. At the turn of the 20th century, "America was a horrible place," says Jim Rogers, the investor-turned-author who is a strong proponent of the coming China century. "We had no rule of law. We'd just come off a Civil War. Presidents were being assassinated. And we'd had 15 depressions in the 19th century alone."

		INVESTMENT OPTIONS
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From the generally safest to the riskiest options, here are some ways Americans can invest in China, beyond so-called A shares, which for the moment are only available to Chinese citizens. 

Category 
Comment 
Mutual funds and exchange-traded funds (ETFs) 
U.S. based. Own baskets of investments. Some funds, like Matthews China Fund, generally focus on Hong Kong and Chinese markets; ETFs like the PowerShares Golden Dragon Halter USX China Portfolio track indexes comprised largely of ADRs (see below). 
American Depositary Receipts (ADRs) 
Individual Chinese stocks that are listed on U.S. markets and exchanges. Companies include Huaneng Power International and China Life Insurance. 
H shares and Red Chips 
Hong Kong-listed stocks of Chinese companies, such as vegetable grower China Green and supermarket chain Lianhua. They're under the eye of Hong Kong's securities regulators. 
B shares 
The stocks listed on the Shanghai and Shenzen exchanges, such as property developer China Vanke. Much riskier and with less regulatory oversight. 
	
			

	
	

	


Below is a closer look at the expanding array of options for investing in China, starting with what many experts consider to be the least risky approach and ending with the riskiest:

• Mutual funds and ETFs. Mutual funds and ETFs own broad baskets of Chinese stocks, offering investors diversity and thereby mitigating the risks of owning any one particular stock. Most actively managed funds own a mixture of ADRs, Hong Kong-based companies and Hong Kong-listed Chinese companies. A smaller percentage own B shares of Chinese companies, which trade in mainland stock markets. ETFs, on the other hand, typically track an index of China-related stocks.
 
Mutual funds with a big exposure to Chinese stocks in Hong Kong and China include the Matthews China Fund, the Guinness Atkinson China & Hong Kong Fund, and the U.S. Global Investors China Opportunity Fund. During the past three years, these funds have posted annualized returns of 16.2%, 18.0% and 18.5%.

The downside to mutual funds is that they're so broadly invested that a big price jump in a smaller, more rapidly growing company can be lost inside a big portfolio. Though actively managed funds often lag behind index funds in more efficient, developed markets like the U.S., active management can sometimes make a big difference in an inefficient market like China.

The Matthews China Fund, which invests in local Chinese stocks, is one that has performed relatively well in its short history. In the more than three-year span in which the Shanghai B-share index is off more than 60%, the Matthews fund is up a cumulative 39.4%. "We really think the smaller companies in China that are successful are the more interesting investments," says Mark Headley, portfolio manager of the Matthews Asian Funds in San Francisco.

• ADRs. ADRs and other U.S.-listed Chinese stocks that trade on the New York Stock Exchange and the Nasdaq Stock Market are relatively easy to buy and sell, given that they trade in U.S. markets and in U.S. dollars. Moreover, those that are listed must abide by U.S. generally accepted accounting principles.
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A Chinese crane: construction in Beijing.
	

	
	


That's a big plus: Nearly three-quarters of respondents in a 2004 survey of Asia-Pacific accounting standards gave China's accounting practices a grade of C or D. Comments noted that "the accounting standards are not strictly followed," that "outsiders can hardly get the true message about the running of the company," and that "the existence of insider trading, lack of regulation and a generally opaque corporate culture" are commonplace. Yxa Bazan, a vice president with J.P. Morgan's ADR Group, says that for individual investors, ADRs "are just easier."

On the downside, the ADR universe is fairly limited -- only about 40 Chinese companies are included on J.P. Morgan's adr.com. Also, in many cases, investors have bid up the shares. Many "trade at two or three times what they otherwise would if they traded in China," says Kent McCarthy, who runs the Jayhawk China Fund, which is based in Prairie Village, Kan. Some China specialists also argue that many ADRs represent old-line, formerly state-owned industries and don't have the same degree of growth potential as do the smaller companies that are expected to lead China's expansion.

• H shares and Red Chips. H shares and so-called Red Chips are Chinese companies whose stocks trade in Hong Kong. (The former are issued by Chinese-incorporated companies; the latter by Hong Kong-incorporated ones.) They tend to be more stable, provide greater corporate governance and financial reporting, and fall under the jurisdiction of Hong Kong's securities regulators.
 
		CHINA ONLINE
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These Web sites are good starting points for researching potential Chinese investment opportunities. 

Web Address 
What You'll Find 
irasia.com 
Broad access to annual reports, financial filings and general news about regional companies. 
listedcompany.com 
Much of the same, but also allows you to monitor current and recent IPOs. 
hkex.com.hk 
Home page of the Hong Kong Stock Exchange. Retrieve complete list of Chinese H shares and Red Chips; performance data; stock charts; company announcements and regulatory filings. Also has links to the Shanghai and Shenzhen stock exchanges. 
ses.com.sg 
Home page of the Singapore Stock Exchange. Convenient links to company profiles and market data. Investors can register for free research from local brokerage firms such as Kim-Eng Securities and DBS Vickers. 
sse.com.cn 
Home page of Shanghai Stock Exchange. Click on English version, top right. Posts data on the B-share market. 
shkonline.com, boom.com, kimeng.com 
All three sites feature market data for investing in the region, including China. 
Source: WSJ research 
	
			

	
	

	


For investors willing to take on the significantly higher risks of going overseas, brokerage firms such as Kim Eng Securities in Singapore, and SHK Financial Group and Boom Securities, both in Hong Kong, will open accounts for American investors -- often online or via e-mail. You will have to wire the money into the account, or deposit it in person if you are traveling in the region. All offer online trading and provide access to Chinese stocks that trade in Singapore and Hong Kong, home to more Chinese-company listings than any other exchange outside mainland China. Some give investors access to the B-share market directly in China, and many provide research reports on Chinese companies.

There are other ways to research these stocks. There are a variety of Web sites that provide access to Chinese-company financial statements in English, including annual reports -- which are typically audited -- and press releases. The Hong Kong Stock Exchange site, in particular, has an abundance of data and links to corporate reports. (See accompanying chart.)

But are H shares and Red Chips safe for small investors? Romeo Dator, portfolio manager for U.S. Global Investors China Opportunity Fund, says that individuals should stick to mutual funds because they'll get the diversity they need to mitigate the company-specific risks of owning individual Chinese stocks. "However, if individuals really do want to buy Chinese stocks on their own," he says, "they should be doing it in [H shares and Red Chips] in Hong Kong."

• Hedge funds. Hedge funds have their own special risks, let alone the risks of investing in a volatile market like China: They are lightly regulated and can pursue far more risky strategies than do mutual funds and ETFs, including short-selling stocks, in which the investor bets the share price will fall.
 
Moreover, hedge funds require big-dollar investments of often $100,000 or more, are available only to wealthy investors, and charge not only management fees of typically 1% of the assets, but they also often keep as much as 20% of the profits in a performance fee. Some hedge funds, like the Jayhawk China Fund, are U.S.-based. Other hedge funds are based in Hong Kong and invest in publicly traded shares exclusively in Hong Kong and mainland China.

• B shares. B shares represent the Shanghai- and Shenzhen-listed companies that foreigners are allowed to buy. These shares are priced in Hong Kong and American dollars but aren't subject to the same degree of regulatory scrutiny as shares trading in Hong Kong, Singapore and the U.S. Some Asia-based stock experts liken B shares to penny stocks. That isn't universally true -- although they are among the riskiest options for individual investors because they are more loosely regulated, accounting standards are more lax, and the shares can be more difficult to trade. Yet this is the place where investors will find many of the small entrepreneurial companies that could benefit from China's expansive growth.
 


• A shares. These represent the largest lot of domestic Chinese companies, but are available only to local Chinese investors. Yet the Chinese government is slowly changing that. Brokerage firm UBS AG, for example, is allowed to purchase up to $800 million of A shares on behalf of foreign retail customers. UBS is exploring plans to eventually offer clients of its U.S. and European private banks access to A shares, though the firm is offering them only to institutional investors at the moment.
 
Meanwhile, Nikko Asset Management in Japan is poised to launch next month the first mutual fund that will offer foreigners direct access to China's A shares. Though open only to Japanese investors, Nikko hopes to offer the fund to U.S. and other foreign investors later this year. Once available, the A shares are likely to represent the same level of risk as the B shares.

Ugly Math: Soaring Housing Costs
Are Jeopardizing Retirement Savings
by J. Clements

March 23, 2005; Page D1
Take a deep breath -- and then look at the accompanying table.

There, you will find savings and debt guidelines put together by Charles Farrell, a financial consultant in Medina, Ohio. These guidelines will, I suspect, generate howls of outrage. But I think the table offers a much-needed reality check, especially for folks who are piling on the mortgage debt so they can play in today's overheated housing market.

The numbers tell you how much retirement savings and how much debt you should have, relative to your income, at different ages. Suppose you are 45 years old and hauling in $70,000 in annual income.
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• A roundtable discussion on housing inventories and the new-era mentality for homebuilders.
 
• Coldwell Banker Real Estate CEO Jim Gillespie discusses house prices and whether America is headed for housing bubble trouble.
 
• WSJ reporter Ken Brown discusses the hot Honolulu real-estate market.
 
	
			

	
	

	


According to the table, you ought to have $210,000 saved for retirement and just $70,000 of debt. Are you hitting these targets? Probably not. Should you strive to catch up? You'd better believe it.

• Taking aim. "I use the table with clients to see if they're behind the eight ball," explains Mr. Farrell, who specializes in advising individuals and corporations on retirement issues. "Are people a bit surprised by the ratios? Yeah, they're surprised. It can be a tough pill to swallow."
 
For instance, if you are 30, the [image: image55.png]


table recommends limiting your total debt, including mortgage debt, to 1.7 times income. That is a lofty goal, especially if you live in a major city on the East or West coast, where most people have to borrow heavily to buy even a half-decent house.

Similarly, if you are 65 and about to quit the work force, the table indicates your nest egg should be equal to 12 times income. To many people, that will seem like an impossibly large sum.

But before you dismiss the table's targets as absurdly draconian, I have bad news. If anything, the targets aren't stringent enough. The reason: Underpinning the ratios are three key assumptions -- and all three may be a tad optimistic.

First, Mr. Farrell assumes your retirement savings will earn roughly five percentage points a year more than inflation. You may have a tough time notching that sort of return, given today's rich stock-market valuations, skimpy bond yields and the drag from investment costs.

Second, Mr. Farrell assumes you will sock away about 12% of your pretax income for retirement every year from age 30 to 65. If your employer contributes 3% of your salary to your 401(k) plan, that would reduce your share to 9%. Your required annual savings would also be lower if you expect to receive a traditional company pension.

Still, let's be realistic: With the official savings rate hovering at about 1%, most folks -- even with their employer's help -- aren't saving anything like 12%.

Finally, Mr. Farrell may also be a little too generous when it comes to retirement withdrawals. Today, many financial experts advise retirees to withdraw just 4% or 4.5% of their portfolio's value during the first year of retirement and thereafter to step up their annual withdrawals along with inflation. Mr. Farrell, however, assumes a 5% withdrawal rate.

Suppose you and your spouse earned $80,000 in your final working year and retire with 12 times that sum, or $960,000. A 5% withdrawal rate would give you $48,000 in the first year of retirement, or 60% of your preretirement income. "Throw on some Social Security, and the typical retiree would be up around 80%" of his or her preretirement income, Mr. Farrell figures.

• Catching up. Wouldn't mind having that sort of retirement income? My advice: Stick close to the table's targets -- or you could find yourself in a heap of trouble.
 
Let's say you are 40 and your family income is $100,000. The table says you should have $125,000 in debt and $180,000 of retirement savings. But instead, enamored by today's highflying real-estate market, you have plunked for the big house, leaving you with a whopping $300,000 of mortgage debt and just $50,000 in retirement savings.

Suddenly, the math gets really ugly. To get back on track, so you can retire with a portfolio big enough to generate 60% of your preretirement income, Mr. Farrell figures you would need to sock away 20% of your pretax income every year for the next 25 or 26 years. Hitting that savings target would be all but impossible, because mortgage payments and taxes would likely consume more than 40% of your income.

"There is a fundamental relationship between what you earn, how much debt you have and what you can afford to save," Mr. Farrell says. "If you're servicing too much debt, you can't hit your savings target."

Real-estate junkies would no doubt respond that, come 65, they can cash out some of their home equity and retire in style. That strikes me as a dubious strategy, for two reasons.

First, it assumes that today's highflying real-estate market will keep on soaring. Second, even if home prices hold up, these folks have severely crimped their ability to save, because real estate is devouring so much of their annual income. After all, the big house means not only big mortgage payments, but also hefty maintenance expenses, property taxes, utility bills and homeowner's insurance.

Got far more debt than the table suggests -- and far less savings? There are ways to straighten out the mess, but the choices aren't pleasant.

"Maybe you should trade down earlier," Mr. Farrell says. "Maybe you need to delay retirement. Maybe you should talk to the kids about taking out loans for college. Maybe, if one spouse doesn't work, it's time to get a part-time job and then sock away all of that extra income."
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Jack Bogle
'First of All, I'm an Honest Guy'

By HOLMAN W. JENKINS JR.
September 2, 2006; Page A8
Jack Bogle, founder of Vanguard, has earned his fame as the man who taught the small investor how to make the stock market work for him. He'll also be remembered as the guy who left $20 billion on the table.

The story has been told of how, as the young president of Wellington Management Co., he lost a power struggle and was relegated to running the back end of one of the early mutual fund companies. It was ordained that he would have charge of record keeping, shareholder communications and other paperwork functions; his ex-colleagues would be in charge of investment management and distribution. He was obliged to sign a legal paper promising to honor this division of labor. "I knew I had to expand the mandate for this to be any fun," he recalls today. His solution was to seek the directors' permission to start an index fund, arguing that it didn't violate the taboos because it was "unmanaged" and because it would carry no sales charge, or "load." "I persuaded the directors we weren't taking over distribution, we were eliminating distribution," he says, recalling the triumph.

Now this was corporate warfare of a very high form, I suggest. You might even call it devious. "Would you mind using 'disingenuous' instead of 'devious,'" he says with a small smile. "I confess to wanting to achieve what I can achieve. I would never, I don't think, do it by foul means. But I would give a broad interpretation of what is fair."

An index fund seeks simply to hold the stocks of a given market index, in this case the Standard & Poor's 500, and mimic its performance. But here's where umpteen billion in Bogle dynastic wealth went up in smoke. He set up the new Vanguard Group as a "mutual" company -- i.e., investors in the individual funds would also own the parent company. He didn't take Vanguard public or make himself its dominant shareholder. As a result, today he's introduced to countless speaking audiences as Vanguard founder Jack Bogle -- not billionaire Vanguard founder Jack Bogle.

In my shallowness, I have traveled to the lakeside retreat where he and his family have spent their summers for many decades partly to ask how he feels about this. Mr. Bogle fields the impertinent question with the same thoughtfulness that he fields all the others. "First of all, I'm an honest guy. If you told me the rewards I was relinquishing by structuring the company the way I did in 1974, I might have thought about it a little bit. I had no idea that we'd have this greatest bull market in the recorded history of modern man."

He continues: "Every once in a while, I think, God, have you really been stupid? On the other hand, not all the rewards in this life are financial. Compared to any normal person, I've had a staggering financial award. But am I worth one tenth of 1% as much as [Fidelity founder] Ned Johnson and his $25 billion? No. But I'm doing fine. And I have no complaints."

He adds: "I have, I might as well tell you, a large ego and it needs a lot of feeding. Whenever I go out, strangers accost me to say nice things. Strangers will walk up to me, including this morning, about half a dozen of them, to say, 'You know you're my hero.' What is that worth in dollars and cents?"

Some of those strangers call them themselves "Bogleheads," and for all his frustrations (which you'll hear about shortly), the wisdom of indexing has penetrated far and wide and gained millions of adherents: Buy the market. Hold for the long term. Keep costs low. Don't chase fads. Cough up as little as possible to keep Wall Street's army of helpers in Hermès and Heineken.

* * *

Mr. Bogle, a scion of a wealthy family that hit hard times in the depression, had to make his way with scholarships and hard work, and he considers himself doubly blessed for this. "It was a great way to grow up," he says. "We had a community standing, one might even say a social standing, yet having no money and knowing you had to work for what you get."

His health is another story in itself. A bad heart, misdiagnosed when he was 30, almost killed him many times over. In 1996, he received a heart transplant and, after a rough recovery, has become an energetically walking advertisement for the miracles of American health care. In four hours of heavy conversation, a boat ride with Mr. Bogle at the helm and lunch at a public golf club, he displays a nearly youthful vigor in prosecuting an old man's deep concern for his legacy and life's work.

On his mind these days are challenges to the indexing paradigm, most recently in the form of Wisdom Tree, promoted by Wharton Professor Jeremy Siegel and retired fund manager Michael Steinhardt. Its founders believe they have a formula superior to conventional, capitalization-weighted indexing. Their index weights companies by the dividends they pay, which the promoters argue the market has historically undervalued compared to the S&P 500.

Mr. Bogle finds the case implausible. He questions their data and, more to the point, believes the market is efficient enough that it would have corrected any undervaluation of dividend-paying companies once the fact was credibly pointed out. He recalls telling one advocate: "Don't you see? If you're right, you're wrong."

To Mr. Bogle, Wisdom Tree is just another episode in Wall Street's endless peddling of the illusion that "we can all be above average." In theory, an investor could beat the market and grow rich doing so. But, on average, all an investor can expect is the market return, minus his costs. That's why indexing aims to give investors the market return at the lowest possible cost. He has no patience with critics who say indexing is a surrender to mediocrity or that it misallocates capital by directing funds to companies on an autopilot strategy. Index funds may account for nearly 10% of the stock market, but they account for a mere 0.4% of trading. He says the stock market would still be as efficient even if half of all investor dollars went into index funds.

By his estimate, the tax imposed by traditional Wall Street fund managers and brokers impose amounts to fully 2.5 percentage points a year -- which is likely to become increasingly hard for investors to swallow if Mr. Bogle is right in expecting that market returns will decline to their historical average of 7% in coming decades. "I'm rational enough to believe that no system in which the interests of the client are 180 degrees different from the interests of the suppliers [i.e. Wall Street] can persist in that mode forever," he says.

Yet he admits to serious disappointment that events seem to be heading in the opposite direction. Classic index funds have been frozen at under 10% of the market since the late 1990s. New money has flowed instead into exchange traded index funds, or ETFs, which he says "defy every single principle of classic indexing." Instead of "buy, hold and keep costs low," they encourage trading. One of the most popular ETFs, Spyders, which mimics the Standard & Poor's 500, has turnover of 3000% a year.

He puts some of the blame on investors -- "We are greedy, we are emotional, we think we're smarter." But he directs much of his critique at a financial industry built on telling everyone that they can do better than average, even after paying fees and transactions costs to support the lavish incomes of brokers and fund managers. The Wisdom Tree experiment is just the latest example. "Sure, the ETF business is a great business for entrepreneurs," Mr. Bogle says. "They're drawing scads of money. It's a great business for those who want to create their own wealth in this flawed financial system. Isn't it time that somebody sat back and said, is it good for the clients?"

* * *

Mr. Bogle takes a certain sorrowful satisfaction in the fact that the views that make him a hero to small investors have rendered him persona non grata at fund industry get-togethers. He expresses greater perplexity that he's also persona non grata on the executive floors of Vanguard, run by his handpicked successor, John Brennan.

In 1999, the coldness spilled into the press when Mr. Brennan insisted that Mr. Bogle step down as a director of the company he founded at the mandatory retirement age of 70, despite the vocal protests of many Vanguard investors. Finally, face was saved all around when Mr. Bogle was invited to stay and he declined. Instead he receives a six-figure annual stipend and a small staff to run the Bogle Financial Markets Research Center out of Vanguard's headquarters in suburban Philadelphia.

"There's just no communication. There hasn't been for five or six or seven years," he says. Ego clashes and oedipal issues leap to mind. But so does the possibility that Mr. Bogle, with his outspokenness, is simply perceived as a potential liability to the company.

I put this possibility to him. "I can't imagine a rational human being would see me as a liability for the business," he responds, but then seems to take up the other side: "I think they know I'm wise enough not to [say anything that would hurt Vanguard]. I won't say my record is perfect, but I'm batting about .990. It's hard for someone with my temperament and disposition who started the company to not speak my version of the truth. I'm not particularly good at fudging things or temporizing. As a matter of fact I'm terrible."

Later, he adds: "I stake out my positions. I have no idea what their position is on anything. Nobody tells me. Nor do they need to. They shouldn't expect me to endorse their position when I don't know what it is."

It occurs to me that it can't be easy for a company to know how to handle a living legend like Mr. Bogle, founder of one of the world's great businesses, a man with strong opinions and strong ethical judgments that are not exactly favorable to the industry that Vanguard finds itself playing a leading role in. It also occurs to me that this is why other companies lavish jet planes, homes, living expenses and lots and lots of stock on their celebrated retiring CEOs. To their successors, it must be a source of comfort to know there are golden fences to keep them on the reservation.

Mr. Bogle is not oblivious to the irony that it was his own deft playing of corporate politics that partly led him to the index fund and the low-cost model as the founding strategy of Vanguard. Yet the truth remains that his brainchild has given average investors their most reliable means of sharing in the prosperity of American business over the long run.

Tips for Targeting Target-Date Funds

They Are Hot New Thing,
But Also 'Complex Critters';
Invest It and Forget It?

By SHEFALI ANAND
September 5, 2006; Page R1
Diversification, wrapped up neatly in a single mutual fund. That is the marketing mantra of one of the fastest-growing mutual-fund products of recent years: target-date funds.

They are so called because investors are supposed to pick them with a retirement year in mind. A rush of investors into the funds has catapulted one subset of the breed -- Target-Date 2015-2029 -- onto the list of top-10 categories of funds in terms of net new money, as measured by Financial Research Corp. Across all target dates, these funds managed about $90.8 billion as of July 31, up from $11.8 billion five years ago.

Also known as "life cycle" or "asset allocation" funds, they are "funds of funds": collections of stock funds, bond funds, international and even real-estate funds. Their uniqueness lies in that they regularly change the holdings (referred to as "rebalancing") to become more conservative over time, meaning they move more heavily into less-risky things like bonds as the target date nears.

So while they may start out holding, say, 90% stocks and 10% bonds -- an "aggressive" allocation, in the argot of the mutual-funds world -- by the time the target date rolls around, the portfolios typically will hold only about 30% to 50% in stocks.

Today, there are 135 life-cycle funds, of which more than 100 are less than three years old. About two dozen fund companies offer them, but more than four-fifths of the money is managed by three mutual-fund giants, Fidelity Investments, Vanguard Group Inc. and T. Rowe Price Group Inc.

Life-cycle funds have gained traction in retirement plans like 401(k) retirement-savings plans. Nearly 90% of all money in life-cycle funds last year was held in such retirement accounts, including Individual Retirement Accounts, according to the Investment Company Institute, a trade group for the mutual-fund industry.

The funds are gaining traction partly because of mounting evidence of dismal results when employees are left to their own devices, because so many move in and out of hot fund categories at the worst time. Look for many more target-date funds -- and increased innovation -- in coming months: The new pension-overhaul bill aims to boost 401(k) participation by encouraging companies to automatically enroll employees, and many employers are expected to direct workers into target-date funds.

The funds also have a place in the portfolios of individuals not participating in 401(k) plans. They are particularly useful for investors "who are not willing or able to pay attention to their portfolio and don't rebalance," says Patricia Drivanos, a New York-based financial planner.

Individuals are faced with the quandary of how to pick a fund best suited to them. Here are some questions to ask:

• How much risk can I stand?
 
First, decide which target date suits you. When do you plan to retire? No surprise that the 2015-2029 category is among the hottest funds: Those are the years that many baby boomers will be in their 60s.

Then start poring over funds' prospectuses. Investors should look for details about the funds' asset allocation -- how much it invests in stocks and bonds of different sorts. Funds targeting the same retirement date can have different exposure to stocks and bonds.

Target-date funds from Vanguard start off with an investment of about 90% in stocks and 10% in bonds, and hold 50% stocks and 50% bonds at the target date. Funds run by Barclays Global Investors start out similarly, but go down to about 35% in stocks at the target date.

"All life-cycle funds are not the same," says Tim Kohn, a defined-contribution retirement-plan specialist at Barclays.

Fund prospectuses can be obtained on a fund company's Web site, or through a broker dealer selling the fund.

• How good are the funds?
 
The next step is to look at the performance of the underlying mutual funds.

Greg Carlson, an analyst at research firm Morningstar Inc., says investors should ask questions like: Does the fund company include its best-performing funds in the target-date portfolio? How experienced are the managers? Is a broad range of expertise offered?

A fund's performance figures can be found in its prospectus or on investment-oriented Web sites such as Marketwatch.com, SmartMoney.com and WSJ.com, sites owned or partially owned by Dow Jones & Co., publisher of The Wall Street Journal. A manager's tenure can be looked up on SmartMoney's Web site, and on Morningstar.com's fund "snapshot" link, free of charge.

Many target-date funds invest in international stock funds or in real-estate-focused funds, with the aim of putting together investments that historically haven't risen and fallen together. This provides diversification, and sometimes even higher returns. A recent study conducted by Mark Labovitz, a research analyst at data firm Lipper Inc., found that of four target-date funds, the one including a real-estate mutual fund produced superior returns.

"These are complex critters," says Mr. Labovitz, adding that investors should look at them as "an entire system of investments."

• What's the cost?
 
Since these funds are meant to last for decades, it is especially important to pay attention to expenses. "Costs are really going to have a significant impact on your returns," Morningstar's Mr. Carlson says.

Because these funds are typically a collection of many funds, some fund companies charge a management fee on top of the cost of the underlying funds. Others, like Vanguard and American Century Investments, forgo such a fee, so there is a wide continuum of cost on these offerings.

The expense ratio for Vanguard Target Retirement 2035 Fund is 0.21% of assets, while AllianceBernstein 2035 Retirement Strategy fund's A-class shares charge 1.25%.

Typically, "investors should look to pay no more than a 1% expense ratio," Mr. Carlson says. Expense ratios can be found in a fund's prospectus or on an investment Web site.

• Can I really forget it?
 
A common marketing pitch is "invest it and forget it," but it isn't quite that simple. Morningstar's Mr. Carlson suggests a performance comparison five to 10 years into the investment. Some financial advisers recommend more frequent checkups. "Investors should look at the [fund's] performance on a yearly basis," says Ms. Drivanos, and if they think the fund isn't doing well over a few years, they should treat it like any other mutual fund. "You can get in and out of those funds at any point of time," she adds.

Of course, this may not be an option for those in a 401(k) program, where choice is dictated by an employer, and switching funds can be expensive for those holding the fund in a taxable account.

While fund companies generally recommend that investors put the bulk of their money into a single life-cycle fund, some advisers suggest investors hedge their bets by investing in two funds.

• Finally -- blissful retirement. Now what?
 
Typically, fund companies do one of two things when the target date arrives: They put your money in a conservative income-oriented fund, or they continue rebalancing the investments -- adding more bonds in place of stocks -- for several years after the target date.

For instance, Barclays LifePath funds hit a static ratio at the target date -- 65% in bonds and about 35% in stocks -- and stay that way until the investor begins to withdraw money. However, funds from Vanguard and T. Rowe Price keep rebalancing after the target date, taking 10 to 15 years to shrink the stock exposure further, to 30% to 35% of the portfolio.

Trimming Your Taxes:
Why Roth 401(k)s Often Beat
Conventional 401(k) Plans
September 6, 2006; Page D1
It's time to stir things up at the office.

Thanks to the new pension law, Roth 401(k) plans are no longer slated to disappear in 2011 -- and that means a lot more companies will consider offering these plans.

Want a shot at tax-free investment growth? Here's why you should phone up human resources and put in a request for the Roth 401(k).

• Debating rates. Suppose you get your wish and a Roth option is added to your company's retirement plan. Suddenly, you will face a critical decision. Each year, you can make total 401(k) investments of as much as $15,000, or $20,000 if you are age 50 or older.
 
SPLIT DECISION

 

How to choose between a Roth and a regular 401(k):

• Favor the regular tax-deductible 401(k) if you expect to be in a much lower tax bracket in retirement.
 
• Opt for the Roth 401(k) if you don't expect your tax bracket to drop much, you want to make tax-free withdrawals before age 59 ½, or you plan to bequeath the account.
 
Should you stuff these dollars in a regular or a Roth 401(k)? The standard advice is to favor the Roth 401(k) if you expect to be in a higher tax bracket in retirement. That will mean missing out on a tax deduction today. But in return, your withdrawals in retirement will be tax-free, rather than getting dinged at a punitive rate.

Conversely, if you expect to be in a lower tax bracket in retirement, the conventional wisdom is to fund a regular 401(k). That way, you earn a tax deduction today, while you are in a high tax bracket. Sure, you will have to pay taxes on your withdrawals. But once retired, you will be in a lower bracket, so the tax bite won't be so bad.

Seem reasonable? In truth, the choice isn't quite so simple -- and the Roth 401(k) is often the better bet, even if you expect your tax bracket to fall.

• Coming up short. To understand why, imagine you are eligible to stash $15,000 in your employer's 401(k), your marginal federal and state tax bracket is a combined 35%, and you also expect to be paying taxes at 35% when you tap the account 20 years from now.
 
Given your 35% tax rate, you would need $23,077 in pretax income to contribute $15,000 to the Roth. Over the next 20 years, let's assume this $15,000 triples in value to $45,000. You could then cash out this $45,000 tax-free.

What if you plunked your $15,000 in a regular 401(k) instead? Assuming you bought the same investments, your account would also be worth $45,000 after 20 years. Trouble is, when you cash out, you would owe 35% in taxes, or $15,750, leaving you with $29,250.

"Unfair example," you cry. "With the Roth, you really contributed $23,077, or $8,077 more."

True enough. To make the comparison fair, suppose you invested $15,000 in a regular 401(k) and then looked to sock away an additional $8,077 in a regular taxable account. You would have to pay 35% in taxes on this $8,077 of income, leaving you with $5,250 to invest. If this $5,250 also tripled in value, you would have $15,750 after 20 years, enough to cover the tax bill on the regular 401(k).

All even? Not quite. The problem: You will owe taxes on the investment growth enjoyed by the taxable account's $5,250, so the money won't fully cover the tax bill on the regular 401(k) -- and thus the Roth wins.

In fact, even if your tax rate falls, the Roth can come out ahead. That's especially true if you leave your Roth untouched, so it continues growing tax-free well into retirement, says Pittsburgh accountant and attorney James Lange, author of "Retire Secure."

"If you're 11 years or more from retirement, it can be worth favoring the Roth 401(k) over the traditional 401(k), even if you expect your tax bracket to drop from 35% today to 28% in retirement," Mr. Lange argues.

• Saving more. The above example presumes you're a diligent saver aiming to make the maximum $15,000 401(k) contribution. For many employees, that just isn't the case. "The typical 401(k) participant is making around $45,000 and contributing 7% of pay," equal to about $3,000, says David Wray, president of Chicago's Profit Sharing/401(k) Council of America.
 
Nonetheless, for these folks, the Roth could still be better. In theory, if employees are investing $3,000 a year in their 401(k) and they're in the 25% tax bracket, they could save the same after-tax sum by stashing $2,250 in a Roth 401(k).

But most people won't do the math. If they opt for the Roth account, they will probably salt away the same $3,000, in effect saving more for retirement.

Investing in a Roth 401(k) also means paying Uncle Sam now, when the tax bill is more palatable because you're pulling down a paycheck. "Most of us are clueless as to what our tax rate is going to be in retirement," notes Christine Fahlund, a senior financial planner with Baltimore's T. Rowe Price Group. "But the one thing you know for sure is that retirees don't like to pay taxes."

The Roth 401(k) offers other advantages. Whether you invest in a regular or Roth 401(k), your employer's matching contributions will go into a regular 401(k). Result: If you fund the Roth, you get "tax diversification," with part of your portfolio benefiting if your tax rate falls and part left unscathed if it rises.

In addition, if you leave your employer and roll over your nest egg to a Roth individual retirement account, not only will you avoid required minimum distributions starting at age 70½, but you can also make tax-free withdrawals before age 59½ by tapping the account's "cost basis" -- the money you originally contributed to the Roth 401(k
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Brokerages Roll Out Software
To Automate Trading Strategies;
Risks of Becoming a 'Quant'

By AARON LUCCHETTI and JUSTIN LAHART
September 30, 2006; Page B1
One of the most powerful and risky investment tools available -- software sophisticated enough to actually trade on your behalf -- is starting to trickle down to the little guy.

Previously, tools like these were the exclusive domain of whiz kids with Ph.D.s hired to design complex trading algorithms for hedge funds and giant institutional investors. Known as "quantitative" strategies or "program trading," it involves setting up specific sets of rules -- say, buy 100 shares of Stock X if the Dow rises a certain amount for several days in a row -- based on intensive data-crunching.

But now, in a race to keep up with the pros, a host of brokerage firms are starting to offer services like these to regular investors. The most elaborate can execute complex strategies involving stocks, options and currencies all at once and without any human intervention, which makes them not only powerful, but potentially dangerous if the investment strategy is poorly designed.

TD Ameritrade Holding Corp. plans to start rolling out automated trading for its six million client accounts as soon as next month that is designed to mimic some of these functions. In the past year or so, Fidelity Investments has rapidly enhanced its Wealth Lab Pro software, which lets users pick from about 1,000 "quantitative" strategies or program their own approaches using historical stock data and more than 600 market indicators. Since June, Fidelity has added indicators including the trading of corporate insiders and economic data such as housing starts.

It is proving to be popular with investors. At TradeStation Group Inc.'s brokerage unit, where automated trading already makes up a significant percentage of the business, trading is up 50% from last year and the average customer now buys and sells 47 times a month. Over the next few months, the Plantation, Fla., firm plans to add computerized trading of foreign currencies for individuals.

Interactive Brokers earlier this year held its first investing contest for computer programmers, not only to encourage them to trade more, but also so they might offer their software to other, less computer-literate clients. The Greenwich, Conn., firm hosts forums at interactivebrokers.com1 where programmers can swap trading-system ideas. One such strategy, dubbed MoneyMachine, describes itself as "an automated software program that will buy and sell stocks completely unattended."

Other brokerage firms offer a less ambitious strategy that lets investors set up a computer to track their order, and spot the right time to buy or sell, based on triggers set by the customer.

In many ways, automated strategies like these level the playing field by giving investors some of the same tools the pros have been using for years. It helps them get trades sent into markets more quickly, and by giving them a preset strategy, "removes some of the emotion" from investing, says Franklin Gold, a vice president at Fidelity's brokerage unit.

But rapid trading can also rack up big commission costs for investors -- something that benefits the brokerage firms. Those fees can quickly eat into any profits.

One of the biggest risk areas for newbies, says Michelle Clayman of New York money manager New Amsterdam Partners LLC, is the data mining. It is possible to look at historical data about market behavior and find all sorts of things that appear to have worked in the past -- but without extensive testing, it is hard to determine if they would work the same way again or whether they simply represent a coincidence that might never be repeated.

Another problem, says Paul Bukowski, a portfolio manager with Hartford Investment Management, is that sometimes even tried-and-true methods can still put an investor into too many of the same sorts of stocks. That lack of diversification is risky because if a particular sector gets hurt badly, the portfolio could be in trouble.

"Bringing down quantitative analysis to the individual level -- I guess the whole thing is caveat emptor," says Ms. Clayman of New Amsterdam Partners. "In the right hands, I'm sure it's fine."

Fidelity says it is aware of the risks and in fact denies requests from many customers who want to use its programs to essentially put their trading decisions on autopilot. "We don't encourage people to automate their strategy and then go play golf," says Mr. Gold of Fidelity. "It's like cruise control. The driver should still be behind the wheel."

Instead, Fidelity advises clients to set up their program so it sends them alerts when certain marks are hit. That way, the computer still does most of the work, but the individual makes the ultimate decision about whether to take the next step and buy or sell. It also limits the service to clients who trade more than 120 times a year and have at least $25,000 in their brokerage accounts.

Investors have other options if they want to get some exposure to these strategies. Amid the boom in index-tracking mutual funds in recent years, some have now branched off into "enhanced" index funds -- in which managers use quantitative techniques to add a few percentage points of performance. Vanguard Group, American Century, Pimco, Schwab, Janus Capital and Bridgeway Funds all feature quantitative mutual funds that have attracted assets in recent years.

Vladimir Ivanov, an auto mechanic, decided to try his hand after he took evening programming classes and found several Internet sites where programmers discussed strategies like these. He opened an account at Interactive Brokers and at first made money in a program he designed to buy and sell groups of stocks at once, a so-called "pairs" strategy.

But those profits dwindled, he says, as more traders flocked to similar ideas, so now he has switched to a newer program based on stock volumes. Mr. Ivanov won't disclose his earnings, but wrote in an e-mail that he makes "a few times more than I used to make in the garage," working on cars.

Mr. Ivanov's biggest fear: Losing a bundle of money based on a programming error that buys or sells far too much stock.

All of this is a far cry from the rock-star "quants," as they are known, who run big hedge funds that often deploy an array of complex program trading strategies. For instance, Clifford Asness, a hedge-fund manager with engineering, economics and finance degrees, left Goldman Sachs in the 1990s to start AQR Capital Management, which now oversees $28 billion in assets.

According to Mr. Asness, one of the key things successful investors do is know when not to believe in the investment strategies they have cooked up. That is particularly tricky for amateurs, he says, because they might not have old hands to bounce ideas off of and help guide them away from danger.

What 'Independent 529' Plans Get You
When Junior Applies to Private College
September 30, 2006; Page B1
Most investments don't come with a guarantee. But a college-savings account called the Independent 529 plan offers an enticing promise: Hand over money now, and you can pay today's private-school tuition rates at 257 institutions for tomorrow's students, even those who won't use the money for as many as 30 years, including unborn children.

Sound good so far? There's at least one big catch -- the I529 works at Stanford and Princeton but not Harvard or Yale. Rice and Vanderbilt participate, but not Cornell or Georgetown.

WHO'S IN, WHO'S OUT

 


1 

Ron Lieber asked a number of top schools to explain their decision not to participate in the plan. See what they had to say2, plus see a list of all schools that do offer this option.

This odd state of affairs is par for the course in the confusing world of college-savings accounts known as 529 plans. A short primer: Almost every state offers a 529 plan, some have several and there are two basic types. "Savings" accounts generally give you a choice of mutual funds; when the time comes, you cash out and pay tuition anywhere your kid wants to go. State "prepaid" accounts allow you to pay today's prices (or a slight premium) for use later, though usually only at state schools.

The three-year-old I529 is a prepaid plan, but it's run by the schools that participate (and managed by financial-services giant TIAA-CREF). The plan has gained new traction recently. Last month President Bush signed a bill that makes all investment gains in 529 accounts permanently free of federal taxes, as long as withdrawals are used for higher-education expenses. Earlier this year, another bill made prepaid 529 plans more attractive in terms of how they are considered in the federal financial-aid eligibility calculation.

Here's how the I529 works: Say you deposit $10,000 this year for a son starting college in 2022. Come 16 years from now, as long as he attends a school that's a member by then, the plan will look up what the school was charging for 2006-07 tuition, when you made your deposit. If it was $30,000, you will have a credit for one-third of one year's tuition in 2022, no matter what the school is charging then. Unlike the state prepaid plans, every school in the I529 plan must offer a slight tuition discount, so the credit would actually equal more than one-third of the bill.

The offer is guaranteed; the schools are on the hook if the plan's investments tank. Thus, you don't have to tinker with fund allocations as you would with a savings 529.

Unfortunately, I529 money covers only undergraduate tuition and mandatory fees, not room, board, books or supplies as other 529s do. Nancy Farmer, the plan's president and chief executive, says the plan may change this someday.

Then, there's the limited list of schools. If your kid gets rejected, decides to go someplace else or gets a scholarship, you can roll unused money over to another child of your own or a relative. If they can't use it, you can get your money back with interest, but the interest rate is capped at 2% annually. Ms. Farmer wants to raise that rate, but says the government sets the cap to make clear that the I529 isn't a savings plan. You will also have to pay taxes on the earnings and a penalty if the money isn't used for education expenses.

So where does this leave befuddled investors? First, until the I529 covers room and board, it can't be your sole college-savings solution. A savings 529 works at more schools but offers no guarantee. If you assume that private-school tuition will go up 6% or 7% each year -- and the I529 effectively guarantees that return by allowing you to prepay -- then a savings 529 needs to perform at least that well to beat the I529. It won't do that unless you take some risk in the stock market, but it might be worth it to take that risk given that you can use your winnings at any school.

One compromise is to treat an I529 investment as the "cash" portion of your overall college-savings portfolio. Your stock and bond investments would go in a separate savings 529. Put 5% or 10% of your savings in the I529, and if your kids don't attend a school that participates, at least you will stand a good chance of getting that cash-like 2% interest that the I529 refunds to parents whose kids don't attend member schools.

Or, you could wait until they are older. If they seem like Stanford material at age 13 -- or you suspect they will be better off at the kinds of private schools that participate in the plan -- start shoveling money into the I529 then.

Some wily families have discovered something else. The minimum holding period in the I529 plan is just 36 months. So if your high-school senior gets into any of the schools in the next eight months, write a check to the plan before June 30, 2007 (or roll money over from another 529 plan), and you will have effectively paid for their senior year of college at this year's prices.

And if you have always dreamed of sending your children to your alma mater, but it isn't in the I529, get alumni relations on the phone and tell them what you think of the fact that the school doesn't want to let you in on the bargain.

• Ron.Lieber@wsj.com3 offers guaranteed returns.

Does Stock
By Any Other Name
Smell as Sweet?

Catchy Symbols Such as HOG
Help Likes of Harley-Davidson,
Yum, at Least in the Early Going

By JENNIFER VALENTINO
September 28, 2006; Page C1
For at least two years, Harley-Davidson Inc.'s investor-relations folks had thought about it: Their ticker symbol, HDI, wasn't exactly evocative of the motorcycle maker's image. And there was something better available: HOG, biker-slang term for a Harley motorcycle.

Something surprising has happened since Harley-Davidson adopted the symbol in mid-August: Its shares have gained nearly 16%, compared with about 4% for the Standard & Poor's 500-stock index.

It wasn't the first time a stock has risen after adopting a catchy ticker symbol. Counterintuitive as it may seem, research suggests that companies with clever symbols do better than other companies. Any suggestion of a cause-and-effect relationship may be hokum, but tickers that make investors chuckle -- think Sotheby's BID, Advanced Medical Optics Inc.'s EYE or the apt PORK of Premium Standard Farms Inc. -- also may make them richer, at least for a time.

The studies do nothing to prove that a stock's ticker symbol has any influence on its price, and a ticker symbol certainly shouldn't rank high on an investor's crib notes for stock-picking. But the research may offer some insight into investor psychology and the importance of being memorable.

In one study, published in June in the Proceedings of the National Academy of Sciences, researchers at Princeton University found that companies with pronounceable symbols do better soon after an IPO than companies with symbols that can't be said as a word.

Princeton's Adam Alter and Daniel Oppenheimer looked at nearly 800 symbols that debuted on the New York Stock Exchange and the American Stock Exchange between 1990 and 2004 and divided them according to whether their symbol was pronounceable (like Rite Aid Corp.'s RAD) or not (like Reader's Digest Association Inc.'s RDA). They found investing $1,000 in the pronounceable stocks at the start of their first day of trading would have made you $85.35 more in that day than investing in unpronounceable ones.

A separate study suggests even longer-lasting effects. Pomona College finance Professor Gary Smith asked participants to rate ticker symbols according to "cleverness." From 1984 to 2004, a portfolio of stocks people considered the cleverest returned 23.6% compounded annually, compared with 12.3% for a hypothetical index of all NYSE and Nasdaq stocks. The clever stocks included such well-known stocks as Anheuser Busch Cos.. (BUD) and Southwest Airlines Co. (LUV), along with companies eventually delisted or acquired, such as Grand Havana Enterprises Inc. (PUFF) and Lion Country Safari (GRRR).
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"A couple of these symbols crossed my path, and I thought 'Why do people do this? Just to be cute?' I really didn't know how this was going to turn out," said Prof. Smith, who wrote a paper on the study with two students and is submitting his findings to journals for review. Of course, not all of the companies with cute symbols did well. Concord Camera Corp. (LENS) did worse than the index for the period of the Pomona study.

Usually, ticker symbols are simply an abbreviation of the company name. Originally, they weren't even developed by companies, but by telegraph operators who were trying to save time as they transmitted data. One-letter tickers like C, the ticker symbol for Citigroup Inc., have long been considered the most valuable.

"It was a lot like what we do today with email and text messaging," said Shawn Connors, whose Stock Ticker Company makes historical replicas of ticker machines. "They had to come up with shortcuts for saying things."

Today, new companies submit their ticker-symbol preferences to an exchange for approval, and their requests are usually granted as long as the requested ticker isn't already taken.

Sometimes, when more-obvious choices are gone, a company is forced to come up with something less conventional -- and more clever. Town Sports International Holdings Inc. (CLUB), a fitness-club company that went public on June 2, chose a descriptive symbol only after learning that TSII was in use.

"We thought it would be good for people to have something they could easily remember," said Robert Giardina, the company's chief executive.

Some companies are more deliberate in aligning their ticker symbol with their brand. Yum Brands Inc., which runs restaurant chains including KFC, Pizza Hut and Long John Silver's, actually changed its name in 2002 in part to reflect its ticker symbol, YUM. The company, formerly known as Tricon Global Restaurants Inc., is trying to attract individual investors by advertising its name and ticker symbol at events such as the Kentucky Derby.

"It's easy for people to remember and puts a smile on their face," said Virginia Ferguson, a Yum spokeswoman. With a share price of $53.01, the stock is up about 230% from its 1997 debut price of $16, adjusted for splits, and has risen 68% since the name change to Yum Brands.

The idea that clever or pronounceable ticker symbols might better stick in investors' memories is an important component of both recent studies. Neither report proves causality, but one possible explanation for the results is that people prefer to work with information they can easily process.

When faced with complicated information -- say, stock listings -- people have a tendency to rely on mental shortcuts to simplify things. This leads them to develop "naive theories," said Princeton's Mr. Alter, a graduate student who did his research with Prof. Oppenheimer under a grant from the National Science Foundation to study how people react to differences in "fluency," or the ease with which information is processed.

Mr. Alter explained that people are more likely to believe that fluent information is true and that they have seen it before. For example, test subjects consistently rate the phrase "woes unite foes" as more true than "woes unite enemies," because the rhyme in the first phrase makes it easier to comprehend.

"It is possible that [people] are initially more attracted to fluently named stocks, that they pay particular attention to those stocks, or even that they favor those stocks because they have developed an association between easily processed names and success," he said.

Prof. Smith suggests another possibility: that clever ticker symbols could indicate something about a company's management or marketing team that turns out to be important to the stock's performance.

"Maybe it's a weird marker. Maybe it doesn't show up in the balance sheets and profits and losses when the companies start out," he said.

Prof. Smith said he believes the results raise doubts about the efficient-market hypothesis, the theory that stock prices reflect all known information and that it isn't possible to consistently beat the market without inside knowledge. A stock's ticker symbol is public information, so, under the hypothesis, differences in symbols shouldn't be tied to share performance.

Michael Cooper, an associate professor of finance at the David Eccles School of Business at the University of Utah, who has studied investor behavior, said that both papers were "intriguing," but that he would need to see further study before accepting the results.

"It doesn't mean there isn't some truth to them," Mr. Cooper said. But he said both studies need to more carefully control for fundamental differences among the companies studied to determine whether ticker symbol alone accounts for differences in performance. A stock with a hard-to-pronounce ticker might just happen to underperform a cleverly tickered stock simply because it is poorly managed.

And he thought the Princeton paper in particular could have a problem with "survivorship bias" because it dealt only with stocks for which activity was recorded a year after their entry into the market, possibly excluding poorly performing stocks that were delisted or otherwise disappeared before the year was up.

The researchers themselves say it probably wouldn't behoove investors to make decisions based on their studies. The effects in the Princeton study were statistically significant only for the first day of trading in a company's stock. And both studies were backward-looking, so there is no guarantee they could predict future results. Town Sports' stock, for example, has fallen as low as $10.74 from its opening price of $13, despite its catchy symbol.

"We certainly don't recommend that people make trading decisions based on our findings," Mr. Alter said. "Rather, our findings suggest that economic models should take psychological factors...into account if they are designed to faithfully capture how the markets operate in practice."

