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A Parable

    Every day, Johnny takes Fido for a walk.   After leaving home, Johnny and Fido turn north and head to a schoolyard a mile away.   Johnny walks at a steady pace of 3 mph.  Fido is on a long leash and has quite a lot of freedom to go left or right, forward or back.   Fido moves in a seemingly random and unpredictable manner, as his whim dictates.  A team of renowned scientists have been given the task of designing a mathematical equation that can be used to predict Fido’s movements.   After a summer of daily observations, they admit failure.  They have been unable to develop an equation that can predict Fido’s movements more successfully than random guessing.  By concentrating on Fido’s every move, the scientists have failed to see the big picture.   Fido is traveling north a 3 mph and will arrive at the schoolyard in exactly 20 minutes.   All of Fido’s erratic movements cannot overcome his leash and Johnny’s steady pace. 

· Johnny – The US economy, growing at a real (inflation adjusted) long term rate of about 3% per year.

· Fido – The US stock market, (as represented by the S&P 500Index). Unpredictable in its short term movements, it moves forward at a long term, inflation adjusted rate of about 3% per year.   Add 3% for the annualized inflation rate (1926 through 2004) and the historical dividend yield of about 4% and you get the 10% S&P 500 Index return of the last 80 years.   Dividend payouts have declined to a level of just under 2% today.   Do the math. To expect the S&P 500 to return more than 8% (as long as dividend payments stay at their current low rate) is to ignore history.

· Scientists - Market timers, active mutual fund managers, stock pickers and investment gurus who employ active management in an attempt to predict short term market movements.  Unlimited wealth is the prize for anyone who can “beat the market” - consistently producing returns greater than unmanaged index funds. If there was any way that technical, arithmetic or statistical analysis could be used to predict future stock prices, the richest people in America would be high school Math teachers.

· The leash – The inevitable reality that the stock market’s long term real return will be limited by  the growth in corporate earnings and dividends.
 There are two fundamentally opposite approaches to investing - active and passive. 
Active investors attempt to beat the market’s return by stock picking and market timing. They attempt to profit from what they believe is a mismatch between the current price of a stock and its true value.  They may try to gain an advantage by shifting investments from one asset class to another in anticipation of the next hot sector. Most media, mutual funds, brokerage firms and financial advisors champion active investing. 
Passive investors, on the other hand, try to match the market’s return.  They believe that the extra costs of active management are not overcome by any increase in return that may result. 
 Passive investors favor index funds for their low costs. These funds hold a portfolio of securities that compose its target, or benchmark index. No timing decisions are made concerning whether to be in stocks, bonds, or cash.   The goal is to annually achieve the same return as the benchmark index. Common index funds will benchmark the Russell 3000 or Wilshire 5000 (total market), Russell 2000 (small cap) or Russell 1000 (large cap) indexes. The most common index funds are those that track the S&P 500 Index.
The first decision every investor must make is whether to use an active or passive philosophy.
Disclaimer: The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.  Is the reader's responsibility to determine how the content of this newsletter should be applied to their own investment portfolio. Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
