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Too many of us invest by whim or a “hot tip,” when there is in fact much objective information to help us reach our financial goals.  The following is a stream of information that can be used in your investment choices:

History:

For the last 70 years, US stocks returned about 10% annually.

For the last 35 years, US stocks returned over 10% annually.

For the last 10 years, US stocks returned about 10% annually.

See a pattern?

For the last 70 years, US bond generally returned about 6% annually.

For the last 70 years, cash/money markets returned about 3.5% annually.

Real return is the return after inflation, but without taxes. The long term real return of stocks is over 6%, with bonds real return being about 3%.  After tax, the real returns are approximately 4% and 1% respectively.  After tax and inflation, you lose money yearly in cash and short term fixed income asset classes.
Stocks are volatile over the short term, with a yearly movement of as much as 40% in either direction.  However, there are few 10 year periods with a negative annual return and no 15 year periods with a negative annual return over the last 70 years.  There are also some historical guidelines to help know when different stock indexes are reasonable (price/earnings, etc).
Bonds are less volatile, but as noted above, also have a much lower real return.  After a twenty year bond bull market in which long term interest rates dropped from 15% to 5%, the risk of a poor return with bonds seems high.  A 1% rise in long term rates drops the value of a long term (30 year) bond by 15%.

Science:

Investing in different asset classes that don’t all rise and fall at the same time (i.e., they are “poorly correlated”) smoothes out the volatility of a portfolio, and may increase long term returns.

Rebalancing portfolios (selling positions that have done exceptionally well and buying positions that have not done so well) adds to long term returns.

Actively managed mutual funds fail to beat the “indexes” that they compete with the vast majority of the time.  Most of the failure is probably due to the increased costs of active management (from 1-6% yearly).  Although there are clearly a small minority of active managers that “beat the market” long term-neither you nor I know who they are in advance.

Bonds and other fixed income investments have two main roles in your portfolio-1) to smooth out the volatility (but at the cost of long term return) and 2) for short term return of principal when your time horizon is less than ten years.
Some thoughts:

If the stock market goes up 25% next month, would you sell your holdings?  If the market went down 25% next month, would you want to buy or sell?

Significant stock market declines usually represent a “sale” for long term investors.  However, historical valuation must be kept in mind to avoid extremes in pricing (tech stocks in 1998-2000).

The biggest risk in stocks is mostly in not owning them.

Most of your lifetime investment returns are a function of how much you have invested in stocks-not which stocks or which funds.  Another important factor influencing your returns is what you do when stocks are doing poorly.

Japanese housing prices have dropped 14 years in a row and are now 40% below their levels in 1991.  There is no similar long term loss in value in American stocks.
Risk: The chance of losing money in the stock market in the short term is relatively high.  But the chance of losing money over a 15 year period is almost zero.  What about cash? Over the short term, its “risk” is almost negligible.  But over the long term, the risk of losing purchasing power with cash is inexorable and significant.

GUIDELINES FOR INVESTING:

1) Use low cost index funds (or Exchange Traded Funds) in almost every asset class when available. If your portfolio has more than 30 stocks, you’ve built your own index fund anyway.

2) If your time horizon is greater than ten years, then most of your money should be in stocks.

3) Be well diversified in a number of asset classes that do not necessarily move together.  These include various size US stocks, foreign developed and emerging markets, and commodities.

4) Use bonds for short term reductions in volatility and need for withdrawals.

5) Rebalance regularly-at least every 6-12 months.

6) Ignore gimmicks like “separately managed accounts,” “hedge funds” and “the ten best funds to own now.”
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