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Long Live 
Buy and Hold 

Re ports of the death of buy-and-hold investing are rampant, but greatly exaggerated. 

• 	 Investors apparently are worried about stock market returns after the "Lost Decade" but seem unaware of the 

fact that, on a total return basis, the U.s. stock market is at an all-time high. 

• 	 High-frequency trading and some of the "hiccups" in the stock market, including the failed BATS Global IPQ, 

the 2010 "Flash Crash" and the recent $440 million Knight Capital Group loss, have led investors to think the 

market is rigged against them. But trading is not investing. 

• 	 The Madoff scandal, the near collapse of the banking sector and the lack of accountability have broken con­

!1dence. Meanwhile, the press has done a poor job of countering these irrational fears-instead it has helped 

feed the Sense that buy and hold is dead and equities are a lousy investment. 

To put it bluntly, it's hard to think of a time when so 
much inanlty about the stock market and investing was 
given this much serious coverage on air, in print and 
online.. especially from some normally reputable sources. 
We have to wonder if the same people who are promot­
ing the notion that stocks are dead are simply reflecting 
on their own stock market losses, baving been mauled 
during the last bear market because they failed to fonow 
the well-worn (and old school) advice of staying diversi~ 
fled, buying low and seHing high, investing in things you 
understand, or, in Adviser Investments' case, investing 
with managers you know and respect. 

Who Says Investors Can't Win? 
Where is all of this anti-stock negativity coming from? 

First there's the issue ofjnvestors' unreqUited expecta­
tions of returns of 10% per year (not 10% annualized over 
many years), which was unrealistic to start with. This false 
sense of safety was fostered by a very. very benign yet bun., 
ish 1990s stock market, coupled with the popular "set it 
and forget it'" indexing mantra. In simple terms, indexjng 
adherents promoted the idea that being the market-rather 
than trying to beat the market-was the smartest invest­
ment strategy on earth. 

Note that in the followIng analysis we'll use Vanguard 
and its flagship SSP 500 index fund to illustrate some of the 
points we think bear consideration, As a proponent of both 
buy¥and-hold investing and indexing. Vanguard should 
shoulder some blame for investors' current confusion, 

Unfortunately, the 1990s were followed by the so·called 
Lost Decade, which ran from the end of 1999 through the 
end of 2009. Vanguard 500 Index, the mutual fund indus­
try's poster child for the Lost Decade, generated an annu­
alized loss of 1.0%. lfthat wasn't bad enough, during the 
course of those 10 years, investors suffered through not 
one, but two major bear markets. 

Talk about bursting the expectations bubble. 
And let's not ignore the 30~plus-year bond bull mar­

ket, which has created an enHrely new set of unrealistic 
expectatjons about the "safety" and profitability of bonds, 
Most of today's investors-and probably a good number of 
todey's bond fund mnnagers--have never experienced a 
bear market in bonds. 

In addition, the fIse of the internet age has spawned a 
proliferation of blogs for which accountability is nonex­
istent, while a 24-hour news cycle farming ratings with 
hyperbole have both added to the uncertainty and sense of 
doom that pervades investors' thinking tOday. 
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Finally. the aforementioned technical glilches. including 
the 2010 "Flash Crash." the computer-botched IPQs of both 
BATS Global Markets (cancelled) and Facebook (a disas­
ter). the most recent fiasco that lost Knight Capital a cool 
$440 million in some 45 minutes of computers-run~amok 
trading. plus the Madoff Ponzi scheme. the banking sector 
meltdown and the fact that none of the main actors in that 
banking debacle have gone to jail have certainly rattled 
investors' nerves and battered their confidence, 

Of course, not all investors have abandoned stocks, 
Someone is buying and making prices go higher in the face 
of all of the shrill. anti-equity silliness. And those buyers have 
been making some nice coin. On a total return basis, count­
ing dividends, the Dow Jones Industrial Average has hit two­
dozen all-time highs this year-most recently in mid-August. 

But many investors seem 19norant of the gains they've 
made (or could have madel-possibly because they've 
missed out In their risk-offtlight to bonds. 

Let's explore some of these thoughts in a bit more detail. 

Buy the Manager. Not the Market 
For all the good of its low-cost ethos, Vanguard must take 
a good chunk of the fault for current Investor dismay, 
Their incessant marketing of the notion that simply lndex­
jng the entire stock market was the path to investment 
success roSe to a fevered pitch during the 19905, as stock 
market returns reached heretofore unheard-of heights, 
Then-chairman Jack Bogle and Vanguard CIQ Gus Sauter 
were the preachers par excellence for buying the market 
and being the market. It was hard for the casual investor to 
resist their arguments and, as the drumbeat for Indexing 
grew louder, investors loaded up, 

Consider 500 Index, Vanguard's massive. low-cost S&P 
500 index tracker. During the mid-1990s, the fund sported 
both three-year and five-year annualized returns in the 
mid-teens. which. based on the historical record. was pretty 
darned good given stocks' long-term average annual returns 
of around 10%. 

But as growth stocks marched higher in the latter half 
of the decade, 500 Index, with its market-capitalization­
weighted strategy of owning more of the most expensive 
stocks and fewer of the cheapest stocks, rang up enormous 
gaills. By the middle of 1997. the fund's five-year returns 
were running over 20% per annum and its three-year 
returns were over 30% per year. Investors salivated at the 
notion that a simple index fund could, at 30%, more than 
double their money In under three years. 

As Retums Rose. So Did InfloWll> 
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Super returns and pro-index marketing attracted lots of 
attention. Cash flowed to 500 Index. exceeding $2 billion 
In new money per month in early 1999. By mid-1999. the 
more than $125 billion invested in 500 Index represented 
over 25% of all the assets (induding bond and money mar­
ket funds) that Vanguard had under management~not too 
far from four times the level just five years earlier. Add in 
the $20 billion or so in the newer Total Stock Market Index 
and the two funds accounted for almost one-third of all of 
Vanguard's assets as the stock market was peaking in 2000, 

We all know what happened next. 
As you can see in the chart above, just as assets and asset 

flows were hitting their crescendo, returns suffered might~ 
ily and the Lost Decade kicked off. Or. at least the "losing" 
began for those who'd drunk the indexing Kool-Aid. 

Not everyone lost money, though. If you'd been following 
a diversified strategy-, owning funds in various asset classes, 
run by top~tier institutIonal managers-as we do at Adviser 
Investments-you probably had a "winning" decade. 

Low, Low Risk 
Another reason investors loaded up on domestic, large­
cap stocks in the late 19905: The prior decade had been 
one of low, low risks. In fact, with losses muted during 
the 1990s, investors began to believe the stock market was 
easy money. 

Say all you will about the Greek alphabet soup of risk 
measures like alpha. beta, relative volatility. standard 
deviations and the like. The r€'al m€'asure of risk for most 



investors is how much money they've lost. And they simply 
didn't lose much for long during the 1990s. 

As you can see in the chart below showing Vanguard 500 
Index's drawdowns, the 19905 were a period of rather muted 
stock losses. While investors in an S&P 500 index fund like 
Vanguard's were subject to a 33.1% draw down during the 
19805, there really weren't that many investors 10 the fund 
at the time. At the end of Dec 1989, 500 Index had just $1.8 
blllion in assets. The fund gained size and followers during 
the next decade, during which the worst loss suffered was 
a mild 19.2% decline that was over almost before it began. 
Again, big profits with small losses led investors to believe in 
the holy grail of buying the market to be the market. 

The decade of the aughts was another story entirely; big 
losses followed by long drav.rn-out recoveries is the Cliffs 
Notes version. As we all know too wen, we've seen two 
massive drawdowns during the most recent decade, with 
a 47.5,}" loss from Sept. 4, 2000 through Aug. 5, 2003, recov­
ered by Oct. 2006, only to be followed by a 55.3% drop from 
Oct. 9,2007 through Mal'. 9, 2009. Remarkably, we've almost 
recovered from the 2009 bear market-though most inves­
tors afe completely unaware of this. And almost as remark­
able, over the full period shown jn the chart. the stock mar­
ket has generated an annualized total return of 10.1%. 

Accentuated Misperceptions 
Let's revislt an earHer point: The press has done a disser­
vice to investors by equating trading with investing. 

A recent column in The WaH Street Journal. foUowing 
on the Knight Capital fiasco, asks rhetorically, "When Will 

Scary Losses Mask Enonnous Profits 
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Retail Investors Calll! Quits?" (Aug. 2, 2012). Rather than 
debunk the notion that investors would or should quit 
the stock market. the author instead quotes a couple of 
individual investors whose reasons for djsmay with stocks 
make no sense at all. 

One attorney, who professes to speak for small investors, 
intones that the negativity around stocks stems from a sense 
that the little guy will always be "late to the game and prob­
ably wrong." We won't speak for the abilities of the "little 
guy" to make smart investment picks, but being late to the 
game smacks of both market tlming and trading. tong-term 
investors aren't late to the game-they are already in it 

Another investor, a professor, bemoans that after years 
of hard work and building towards a financial goal. you 
can "then lose everything in five minutes." When? Where? 
Unless the professor is checking his portfolio every five 
minutes AND was planning to sell everything just as the 
market was going through one of its computer-induced 
hiccups, his logiC gets an "F," 

\Vhy is it that investors, or those who once thought they 
might be investors bUl now simply hoard cash, find it SO 

hard to believe that stocks and the stock market might actu­
ally be worthy options? GMO's Ben Inker put it pretty suc­
cinctly in a recent paper, "Reports of the Death of Equlties 
Have Been Greatly Exaggerated" (Aug. 2012). He writes, "At 
those times when you were most at risk of losing your job, 
your bank account, your house, or your life. you could rely 
on equities to be piling on the misery." His point: Stocks tend 
to fall when times are bad, such as during recessions and 
depressions, oil shocks, global financial crises or even wars" 

Given the fact that we've just come through a miserable 
economic contraction that was so bad it was labeled "The 
Great Recession." it's no wonder that would-be jnvestors, 
former investors and even some current jnvestors feel as 
though the black cloud they are living under emanates 
from \'-/a11 Street. Let's not forget that during these periods 
of crises, it's bonds that do well, seemingly validating the 
gains earned during the 30-year bond bull market and 
driving the current mania for bonds over stocks, despite 
record tOW yields on benchmarks like the lO-yearTreasury. 

Put Fear into Perspective 
Today's pessImism may find high-frequency trading. a 
slow-growth economy and problems jn Europe as symp­
toms, but what's reaUy spooking inveslors is a fear that 
their financial futures and the futures of the next genera­
tion are in jeopardy. 
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What is startling is that despite evidence of real gains, 
there continues to be mistrust about those gains-many 
simply don't believe they're there, and those who acknowl­
edge them feel as if the rug could easily be pulled out from 
under them. 

It's not just that the investment "game" mayor may not 
be rigged, it's that the whole question of how to ensure 
a secure retirement-both getting there and once there 
holding onto it-feels more uncertain than in decades past. 

Of course this can feed a self-fulfilling trajectory: If 
more and more people don't feel like investing in stocks 
and cause the market to fall, then greater numbers of those 
who are relying on stocks for theif retirement will suffer. 
The fear of that scenario snowballing into an avalanche of 
selling is fodder for many soap box soothsayers. 

Focusing on what we know rather than what we don't 
has worked well over the time Adviser lnvestments has 
been in the business of buUding diversjfied, risk-adjust­
ed portfolios for long-term investors. We've just been 
through the most emotionally trying decade since the 
Great Depresslon. But the belief that no one can beat 
the markets or should even try to engage jn stock mar~ 
ket investing because, well, the game is rigged, is simply 
wrong-headed. 

1bday, the U.S. economy is larger than it has ever been. 
While the labor markets remain jn recovery mode, and 
housing appears to be bumping a bottom no one thought 
we'd ever see, the U.S. economy is producing goods and 
services worth nearly $16 trillion a year and growing. 

Last year, the U.S. became a net exporter of petroleum 
products and that trend is accelerating. After decades of 
near-fealty to questionable allies with large oil reserves, 
this sea change could be tbe catalyst for tectonic s.hifts in 
the economic world order. and may create a few more jobs 
here as well. Our manufacturers have become so competi~ 
Eve that not only are U.S. companies. bringing more work 
back home from overseas, but others who wish to tap our 
markets and our productive prowess are building plants 
here, rather than at home. 

The world is not coming to an end, the U.S. is not coming 
to an end, nor is the stock market about to lay waste to those 
of us who continue to see it as a route to a profitable end. 

If past is prologue, at just the moment when stock mar­
ket gains have had their best days, the herd will stampede 
back. That's when we'll gel nervous. But until then, Adviser 
lnvestments is sticking with an allocation to the stock mar­
ket that is appropriate for our clients.' objectives and risk 
tolerance. 

This mawrialls< distributed for informational purpow~ only. Ttl<! il'M1~tment ideas and ~k.lns of OpitliOn may (ootain tert:aln fQfWllrd>400Ur!9 rurtement1l1nd ~d not be viewed as 
r~t:ommenlfi!tjons,. pe~onal in~litment ad'/ice or to<tSldert!d an offer to bltf or leI! ,pedn( l(:cuntieL Datil lind statlltj(j tontilined jn Ulili rep"rt Ilrc ;:;;btllined hom what we beheve to be 
'~Iianle sources; h~r, their accuraq;. completeness or reliability O'Innot bli! guaranteed. 

Our ltatements and opiniQm afe 5ub;ect to(nangc without oetke dnd ~hOlJld hi'! con,ice-roo only lIS part at a dllfet,ifjed portfolio. yO\) may teQUC}t a free topy of tlJe firm", fOf'" ,AOV 
;>art 2, whith d~y.ribes, am:;ng other ltenu, rhk. filttors, !tfl!tt!9ieJ. afflhatlol'lS, sef'lkei offered and fees th"f9~. 

"m periorman(e is not an indkation of future rei:vrt\S, The ta). il'rfonnation d'mt;Jll'1t!d tuuli!;n Q. ~allo natuf~, is provid~ for Informational PV'j'lOUli only, and shOlold not be (On., 
nHleo as legal or lilX adYl<e. we do not prOVide legal of tax ad....oe. Alwa)'$ (Oosult')n anouley 0( tax profemonat regafdlt-.g your spetifit legal or uu: ~ tu.atlof!_ 



, EDITOR'S NOTE 

BY JOHN SULUVAN 

"We can't 
let people 

make their 
own errors. 

It's too 
expensive." 

Super Jack 
FORGIVE A BIT of hero worship, 

John Bogle is as feisty as ever, His response to our invitadon w sound the keynote 
at our fifth Annual Retirement Income Symposium in Boston at the beginning of 
October waS 'tt}'Pica1 Jack." \\'hile he was pleased to accept, he wtote, "at age 8J, 
no guarantees," 

Alas, Bogle's quip would come to pass. We received word that he took ill about a 
week before his scheduled appearance, but his response is an indication of the man 
who founded Vanguard Group (Sl.7 trillion in assets under management) and is widely 
considered an invesunent legend, 

"I'm so sorry,'! Bogle wrote. "vVtth less than a day before my planned visit to Boston, 
it's dear thal both my body and (especiaUy!) my voice are not yet where they'n need to 

be. The spirit is wiUing, but the flesh is weak.;' 
The man who's had six heart attacks and a heart transplant then immediately began 

offering alternatives, one of which! a Skype connection to be projected on stage, was 
eventually settled on, 

The appointed hour found Bogle at his desk in his home office uear Philadelphia, a 
replica of the iconic ship that is the V"nguard mascot in the background, taking ques­
dons from an audience some 270 miles away. He commented on everything from the 
retiremeut "train wreck'l he sees just over the horizon to his Vlew ofETFs to his great­
est professional mistake, 

Privatization of Social Security is "out of the question now," he said of the former. 
Of 401(k)s, he suggested consolidating 401(k)s. 403(b)s) etc., into a single retirement 
plan managed by a board ¥o1th fiduciary responsibility: 'We can't let people make their 
own errors. It's too expensive." 

As to the latter> his greatest professional mistake, he noted that he tOO was once 
seduced by the easy money of purring profits before the interest of his clients, It 
occurred while running the 'tVellingron Fund in the 1960s, something for which he was 
evenmally fired, Vanguard's dose relationship with the \Vellington Fund in subsequent 
years meant he could "right that wrong." 

"[\Vellington's founder] \Valter Morgan was my mentor and a big reason for my 
success," Bogle emphatic-ally stated. "1 owed it to him to fix it. I

' 

Accountability, fiduciaryj knowing right from wrong, humbleness, self-control; these 
are the traits of one of the great investors of all time. Might there be a connection? 

'(I can't tell you how crestfalleu all of this leaves me," Bogle concluded in his 
email informing us of his illness. \II hate failing to meet commitments and letting 
others down," 

No need to worry,Jack, 

J ri-/:7S J1&i.--..J 
EDITOR-IN-CHIEF 
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