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YOUR MONEY

Tortoise still beats the hare

Skeptics say there's no consistent way to time the stock market.

by diana mccabe
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hen the going gets tough on Wall Street, you can count on one thing: The soothsayers come crawling out of the woodwork.

To anyone who'll listen, they make their pitch -- Junk that fuddy-duddy strategy of buy-and-hold. Jump onto the market-timing bandwagon. That's the only way you're going to make money now.

But unless you or your adviser has a crystal ball that's in working order, trying to time the market is pure folly, experts warn.

Market timing, they contend, doesn't work because no one can predict which way Wall Street will move. And no one has the returns to prove otherwise, they say.

``Show me,'' says Mark Hebner, president of Index Funds Advisors Inc. in Irvine. ``There is no consistent market timer anywhere.''

To Hebner and many other financial experts, it doesn't matter a lick which way the market is currently moving -- bear, bull, or sideways -- as long as investors buy and hold for the long term and don't stuff their money into a single investment class.

They grimace at the fact that people try to predict the course of the stock market and base an investment decision on that guess.

Even when faced with a fat bull market, when everyone was making money, investors couldn't time the market successfully.

A study by Dalbar, a Boston-based financial research firm, found that the average investor didn't reap the full benefits of the last market run (January 1984 through December 2000) because of failed attempts at market timing.

While the S&P 500 index returned an average of 16.3 percent per year for the past 17 years, the typical equity investor earned 5.3 percent per year for the same period.

A big reason for that result: Many investors were trying to pick the next hot stock fund. When they thought they'd found it, they bought, but by that time the hot fund had peaked. When it started to decline, they bailed out. Talk about bad timing -- they bought high and sold low.

``Investment return is far more dependent on investor behavior than on fund performance,'' the Dalbar report says. ``Mutual fund investors who practice a buy-and-hold strategy earn higher real investor returns than those who attempt to time the market.''

The best long-term strategy, the study says, remains to buy and hold.

As boring as it sounds, buy-and-hold advocates maintain that investors should have a benchmark or plan based on their risk tolerance, age, retirement goals and stick to it. The idea is to be broadly invested in the market at all times, spread risk around and garner steady returns. Having a systematic plan takes the emotion out of investing. It lets consumers weather the down markets but also capture the upside when markets rebound. (Such as Wednesday, when the Dow rocketed 305 points, and the Nasdaq jumped 122 points.)

The strongest market gains and, less so, its losses are concentrated in a very few days, Hebner says. ``An investor doesn't know which days those are, so you want to be invested all of the time.''

Bart Zandbergen, a certified financial planner at Financial Management Network in Laguna Hills, agrees.
``What's the possibility of you or anyone else getting it right?'' The chances are slim to none, he says, offering this example of just how accurate a market timer would have to be to outperform a buy-and-hold investor:
If investors put $10,000 into the S&P 500 and left it there from mid-1996 to mid-2001, they would have seen an average return of 14.5 percent per year and wound up with about $19,660.
If those investors missed just the 10 best days during those years, their annual return drops to 5.1 percent and they walk away with only $12,814.
If they miss the 20 best days, the investors' average return per year drops to negative 1.4 percent, with just $9,343 left.
Ups and downs

But what about those down days? What we're seeing in the market now is a lot of ups and downs, with flat rallies. Buy-and-hold investors ride those out.

But, human nature makes this tough to do, as the Dalbar data indicates. For various reasons -- at least 45 of them, if you talk to Charles Rother, a chartered financial analyst at American Strategic Capital in Los Alamitos -- people find all kinds of ways to goof up their investments. Greed, fear, and confusing luck with skill are just a few of the mistakes investors can make when investing, he says. ``Every time they try to time the market, they're susceptible to making one of these 45 errors,'' Rother says.

During the Oct. 19, 1987, market crash, where the Dow Jones industrial average declined a record 22 percent in one day, many fearful investors became quasi-market timers and pulled out, hoping to protect what they had and get back in on the rebound.

But, as Rother explains, if an individual remained in the market on that day, an investment of $10,000 in the S&P 500 then would be worth $56,563 now.

``It's time -- not timing -- that drives your returns,'' Rother says.

Over time, decades for example, investors who follow buy-and-hold strategies continue to invest in many sectors of the market. If the market is going sideways, as many believe today, a properly diversified portfolio won't see the returns of the mid-1990s. But neither will it suffer the giant drops seen during the tech bust. The idea is growth over the long haul, despite periods of market declines.

In his book, ``A Random Walk Down Wall Street,'' Burton G. Malkiel points out that in the past 49 years, the market has increased in 33 years, declined in 13 years and been even in three. And timers are horribly off.

From 1970 to 1998, for example, fund managers who tried to time the market were ``incorrect in their allocation of assets into cash in essentially every market cycle in this period,'' writes Malkiel, an economist at Princeton University.

In July 1998, just before the market started to decline, the cash positions of fund managers trying to time the market were ``near an all time low,'' he says.

Long-range plan

Not zipping in and out of the market pays off, though, experts maintain.

Zandbergen, for example, helps his clients come up with a plan that fits their age, income, retirement goals and risk appetite. This portfolio would remain pretty much intact throughout the investor's life, with annual rebalancing to keep the allocations in line.
The basic asset allocations would only change if the client's personal or financial situation changed -- not if the market changes.
However, buy and hold does not mean buy and ignore, Zandbergen says.
``It's not buy and hold forever and ever. There is constant monitoring.'' Fund performances are compared to peer groups. Investments that veer from benchmarks are examined.
Maybe once in 10 years, Zandbergen may shift an asset allocation. But that would be an exception and not the rule, he says.
Simplest form

Hebner embraces an even simpler approach: index funds, which mirror a market measurement such as the S&P 500 index.

Hebner and other index-fund lovers simply don't believe that anyone -- whether a market timer or a money manager who tries to pick up-and-coming stocks-- can beat the market over time.

The numbers for index funds are there for all to see. For example, in the past 15 years, the Vanguard 500 index fund has outperformed almost 80 percent of stock mutual funds, data from American Strategic Capital shows.

Asked how folks should invest in today's seesaw market, or any market for that matter, Hebner replies: ``A portfolio of index funds that are weighted to small value -- and hold it.''

He also cites the fact that most index funds have lower expenses than actively managed funds. To make up for a managed fund's added costs, a market timer has to outperform the market significantly to offer better returns than index funds.

Index funds tend to hold on to stocks, rather than trading them, which means lower capital-gains taxes. As a result, a high-flying investment like Fidelity's Magellan Fund can beat the market average but still be edged out by an index fund once taxes are taken into account.

From 1986 to 2000, Fidelity's Magellan fund had an annualized pretax return of 17 percent, according to Morningstar Inc. Its after-tax return, though, was 14 percent. The value lost to taxes on a $100,000 investment over 15 years was $349,244.

Compare that to the Vanguard S&P 500 Index fund, with a pretax return of 15.8 percent. Its after-tax return was 14.4 percent, with only a $147,793 loss to taxes.

Sales commission. Taxes. Cash drag. Transaction costs. ``All of those things tear at an investor's returns,'' Hebner says -- and more so for stock pickers and active managers.

On top of all those expenses, the market timer must be able to accurately predict the direction of the market to make his or her moves.

``If you're trying to time the market, the probabilities are stacked against you,'' Rother says.
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