
Bonds for the Long Run

By Richard A. Ferri, CFA

In his classic book, Stocks for the Long Run, Jeremy Siegal of the Wharton School made the case that stocks are less risky than
bonds over the long term. Therefore, Siegal proposed, one should invest almost exclusively in the stock market. Despite this
irrefutable academic evidence, the facts show that most people should not follow Jeremy Siegals’ advice. The average investor
simply cannot handle the risk of an all-stock portfolio, all of the time. History shows that most investors sell during a prolonged
bear market, then buy back later at higher prices. This market timing of sorts results in lower long-term returns and higher risk. I
believe present conditions are right for all investors to do a little soul searching and find their real tolerance for volatility, then
allocate a portion of their assets into bonds for the long run.

To understand why bonds may be an attractive option in the volatile and high-risk stock market we face today, it is helpful to
examine the factors that contributed to the current situation.

The Creation of a Bull Market

The super stock market of the 1990s was indeed a site for bull eyes. Nearly everyone with a computer and an online trading
account made money, or at least that is what we are led to believe. Day trading and ignorance of classic valuation methods took
precedence over time-tested models. Great value investors like Julius Robertson fell by the wayside while 26 year-old tech fund
managers surged in popularity and gathered billions of dollars in assets. Wall Street was addicted to revenue and earnings
growth. When there was no revenue or earnings growth, analysts created a new form of currency called “click” growth. Mention
phrases like “book value” or “free cash flow” and you risked alienation by Wall Street, as well as any hope of a guest appearance
on CNBC.

The old rules were gone. Momentum was king. The new paradigm had arrived. But would it last?

To tackle a question relating to the length of the bull market, we need to look back at recent history. The bull market was created
by several factors coming together at the same time. Low inflation, a friendly Federal Reserve, lower corporate rates tax, and
lower capital gains taxes for individuals were a few of the factors that kindled the flame. In addition, we had less government
spending as a percent of GDP, cheap energy, and a large inflow of cheap capital from overseas investors trying to escape
uncertainty in Asia or diversifying away from the Euro.

There were also several global political events that contributed to the formation of a domestic bull market. A quick victory in the
Gulf War proved Western military technology was far superior to the Eastern Bloc. This helped prove that the Soviet Union was
not an evil empire to fear, but rather a disorganized, conglomerate of rusting parts. Taking the lead in this New World order, the
U.S. moved forward with aggressive trade agreements covering dozens of countries from Mexico to China, even including the
newly-formed Russia.

On the domestic front, Congress pursued a policy of deregulation in the electric utility industry, the telecommunication industry,
and the banking sector. This opened up the market to competition, from which innovation and productivity thrived. For example,
the dismantling of the Depression-era Glass Stegal Act allowed U.S. banks to enter new lines of business, supply a greater
amount of capital to the world markets, and reassert themselves as global leaders.

Finally, much credit for the bull market also goes to the American worker. Productivity increased faster than any other period in
modern history. It is worth noting that the average age of the U.S. worker increased over the last ten years, which resulted in less
labor disruptions and a greater appreciation for quality production. In addition, the knowledge level of U.S. workers has also
increased as more people pursue higher education and greater technological skills.

Creative Accounting and Corporate Earnings Growth

Although the accomplishments noted above were indeed major factors that got the bull market rolling, subtle accounting changes
taking place in corporate America really turned up the heat. Earnings growth was fueled in part by sales growth, but it was
accelerated by creative bookkeeping, which deferred certain expenses well into the future. This created the illusion of robust
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earnings growth, which in turn was reflected in stock prices. You will see that once corporate America became a capital gains
junkie, it was hard to let go. A few examples follow:

1. The preferred method of compensation among growth companies became stock-based compensation. As the popularity of
stock options and stock incentive plans increased, the amount of cash used to pay employees decreased. The net effect of this
accounting method was the deferral of an earnings expense, and the illusion of an earnings increase and operating cash flow
growth. As the markets moved higher, more defined benefit pension plans became fully funded, thereby reducing or eliminating
the need for cash contributions by employers, which led to inflated earnings growth. The cash savings were put to use in the area
of capital spending.

2. Many companies launched active stock buyback programs, which helped keep the price of their shares buoyant. Stock
buybacks reduced the amount of shares outstanding, thereby increasing earnings per share. If the company was successful at
pushing prices higher through buybacks, the big beneficiaries were management and employees who owned stock options.
Several large companies borrowed money aggressively to finance buyback programs. This reshuffling of the balance sheet is
currently being reflected in S&P credit ratings. We have seen corporate downgrades increase 4 to 1 over upgrades, and the
interest rate spread between government and corporate debt has widened considerably. It is no surprise that Bank of America
recently warned Wall Street that the bad debt on its books total over one billion dollars, much of it from corporate loan defaults.

3. Some companies, including Microsoft, sold out-of-the-money put options in the open market in an attempt to make a quick
profit from the speculative put premium. The idea was to profit by giving someone the option to sell stock back to the company
at favorable terms if the price fell below a certain level. With the market downturn, Microsoft and others find themselves in the
situation of having to buy stock back at a much higher price. Unless the stock market turns around, this failed strategy will
become very expensive in 2001.

4. Finally, there is one other accounting issue that needs to be addressed. The method of the merger and acquisition accounting is
in need of serious reform. Most companies are opting to use a pooling of interest method, which has become too liberal. Pooling
does not create goodwill on an acquiring company’s balance sheet, which means it is never amortized, which means it never
shows up as an expense on the earnings statement. This artificially inflates earnings now and in the future. In addition, those
same companies take huge one-time write-offs after a merger, without adequate documentation of those expenses. Basically,
everything bad about both companies is thrown into a merger-related write-off, whether or not it is a direct result of the merger.
Wall Street analysts like to see a big write-off and rapid earnings growth, rather than a reasonable write-off and moderate
growth. All of these accounting irregularities mask the true sustainable earnings growth for a large segment of the stock market.

Where We are Today, and What May be in Store for Tomorrow

By April 1999, the S&P 500 had puffed up to a 36 price-to-earnings (P/E) ratio. At that point, the S&P 500 was trading at
double its normal peak cyclical value. The Nasdaq really got out of hand. It hit a P/E of 400 on Y2K hype. At that level, one
could argue tech stocks were trading on a multiple of Y3K earnings. At the beginning of 2000, Wall Street analysts were still
predicting long-term sustainable earnings growth of 12% for overall market, twice the actual historic rate. Alan Greenspan and
Warren Buffet both publicly stated that any long-term earnings growth forecast of double digits was widely optimistic and had
no realistic chance of sustaining itself. Despite a call for rationality from those in the know, money continued to pour into stock
mutual funds at an unprecedented rate as Wall Street bulls continued the charge.

If not for Y2K fears and dot-com mania, I believe the capital-spending boom of the last few years would have been far less than
it was. In addition, if not for the global financial crisis in the fall of 1998 and the need for European pension funds and banks to
diversify away from the Euro, I believe the U.S.stock and bond markets would not have reached the levels they did in 1999.
Since the earnings growth numbers promoted by Wall Street are based largely on these one-time events, it is likely that they will
eventually come down to a more modest level. We have already witnessed several eruptions in corporate earnings, most notably
by two very large components of our economy - computer companies and automobile manufactures.

All good things must come to an end, and signs of a permanent pull back in stock valuations is evident. It is clear from earnings
announcements that many companies will fall far short of year 2000 estimates. Y2K is over, the dot-com frenzy is over, and the
capital-spending boom is over. Over 100 publicly-traded dot-com companies have shut their doors, and many more are near
death.

The damage is not limited to a few industries - companies across the economy are cutting back. In the Midwest, the auto
industry is in downturn. Predictions are for a 15% reduction in production in the year 2001. Plants are closing, and the Big
Three auto makers have been laying off workers. One large auto supply company recently filed for Chapter 11 bankruptcy



protection due to asbestos litigation and slumping sales, and others may follow. In 1998, Chrysler Corporation combined with
Daimler in a “merger of equals.” Today it is very apparent that there was no intention of a merger of equals. The takeover of
Chrysler by Dailmer will to be very costly for the U.S. auto industry and for American workers.

Finally, oil prices remain stubbornly fixed about $30 a barrel, which does not help matters in any part of the country.

Bonds for the Long Run?

As a result of our reversal in fortune, consumer confidence fell, stock prices fell, and the rosy outlook for earnings growth is also
waning. What is an investor to do? Sell stocks and buy gold? That seems a bit radical. We do not want to time the market, since
that is a sure way to earn lower returns while assuming more risk in the long run. A better solution is to develop a well-diversi-
fied portfolio that includes investment grade bonds or bond index funds. This lifelong allocation decision will help lower overall
risk, while not giving up too much in return. How much should you have allocated to bonds? To help answer to that question,
see my recent article on asset allocation.

Whatever amount you decide to allocate in bonds, I suggest looking to The Vanguard Group as your premier provider of low-
cost, short/intermediate term bond funds. Start with the government-backed Vanguard Short-Term Federal Fund and the Van-
guard GNMA Fund. Both of these investments have an implied US government guarantee. In addition, consider the Vanguard
Short-term Corporate Fund. It holds over 98% investment grade bonds that have an average maturity of 2.5 years. In taxable
accounts, look at individual tax-free municipal bonds, or the Vanguard Limited-Term Tax-Exempt Fund. It is a well-diversified,
short-term portfolio of high quality municipal bonds from across the country.

Very few people can handle the risk of an all-equity portfolio all of the time. Bonds are a prudent way to reduce portfolio risk
without giving up much in long-term return. Bonds also reduce the sticker shock you feel when you receive a brokerage state-
ment after a bad month in the stock market. Lower sticker shock may stop you from doing something really dumb, like selling
all your stock positions. Over the next ten years, I believe the stock market will have a difficult time as it adjusts back toward
historic valuations, and bond funds may actually outperform. Maybe it’s time for you to take a look at bonds for the long run.

Richard A. Ferri, CFA is the President of Portfolio Solutions, LLC in Troy, MI. Portfolio Solutions, LLC specializes in low cost, tax
efficient investment strategies for high net worth individuals, family estates, trusts, and business concerns. Mr. Ferri’s new book
Serious Money, Straight Talk about Investing for Retirement is available on AMAZON.COM.
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