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GOLD IS ALL THE RAGE, BUT IT MAY
NOT BE A GOOD INFLATION HEDGE
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Points of interest:

¢ Gold soared from $252 an
ounce in 1999 to over
$1,200 in late 2009.

* From its last high of $850
an ounce back in 1980 it
has gone up only 44 per-
cent, much less than infla-
tion.

¢ Stocks, bonds, and even
interest paying checking
accounts have beaten gold
over the last 30 years.

Gold has been on a

roll this year, hitting an all-
time high of over $1,200 an
ounce early in December.
Investor demand has been so
great that the U.S. Mint had to
stop producing some popular
gold coins due to supply diffi-
culties.

Investors are buying gold
as a hedge against inflation
and against another financial
disaster. But how good is
gold’s record in protecting an
investor’s portfolio in the long
term? Not very good, it turns
out.

Despite gold’s 25 per-
cent climb in 2009, an inves-
tor who bought gold the last
time it hit a high, almost 30
years ago in 1980, could have
done better putting her
money in an interest bearing
checking account.

That'’s right: the gold
investor earned a total of only
44 percent over that long
period, while the average
interest-earning checking
account grew by 92 percent,
according to figures compiled
by Bankrate.com.

No inflation hedge

What's worse, gold failed
to protect an investor from
inflation over the last 30
years. After adjusting for infla-
tion, the 1980 gold buyer is
still 79 percent below where
he started, reported
Bloomberg.com recently.

Meanwhile, U.S. stocks
went up 22-fold over that
same period: the Standard &
Poor’s 500 Index increased

Gold soared to record highs in late 2009, but its long-term record vs. inflation

has not been very impressive.

by 2,182 percent between
gold’s last high in 1980 and
December 2009.

Even super-safe U.S.
Treasury securities did much
better than gold over this
period, gaining 1,089 percent
vs. gold’s gain of just 44 per-
cent.

Non-productive asset
Gold is a non-productive
asset, which makes holding it
over a long period costly.

Bonds and other interest
bearing investments make
regular income payments.
Stocks pay dividends and
offer a share in a company’s
profit growth through capital
appreciation. Neither invest-

ment has any carrying cost,
while gold is costly to store
and protect.

Also, gold has had some
very violent swings over the
years, making it quite volatile.

From 1971, when Presi-
dent Nixon abandoned the
gold standard, through Janu-
ary 1980 its price went from
$35 an ounce to a high of
$850.

It fell in subsequent
years, hitting a low of $252
an ounce in August 1999.

The recent run-up in gold
seems to have a lot to do with
the public’s fears that the U.S.

(Continued on page 2)



Investment Update

Page 2

SMALL STOCKS AND COMMODITIES
INFLATIONARY TIMES

DO WELL IN

(Continued from page 1)

government’s huge borrowing
during the recent financial
crisis will either cause the
currency to collapse or infla-
tion to soar.

Better hedges

Using gold as a hedge
against a collapse of the dol-
lar fails the reductio ad absur-
dum test: if the currency fails
what would an investor trans-
late his gold holdings into in
order to spend it?

Would he hide hundreds
of pounds of gold coins under

his bed or in a hole in the
backyard?

Gold also fails as a
long-term inflation hedge.

“The history of gold in
regard to inflation shows
that it’s not a great hedge,”
Maxwell Bublitz, chief
strategist for SCM Advi-
sors, a $3.5 billion invest-

ment firm, recently told
Bloomberg news service.
Instead, stocks, espe-
cially stocks of small compa-
nies, tend to do well in infla-
tionary periods. Also recom-
mended for diversification are
broad-based holdings in com-

Gold coins are not easy to spend.

modities, including commodi-
ties that have use and scar-
city value like oil, grains, cof-
fee, and industrial metals.

REGULATED MUTUAL FUNDS AVOIDED BLOWUPS

If the financial tumult of
the last few years has proved
anything,, it is that investors
are better off sticking with
highly regulated mutual
funds.

Hedge funds, private
equity deals, residential real
estate—all experienced major
frauds, blowups, and insol-
vencies over the past two
years.

Although many mutual
funds declined in value as the
stock market fell in 2008,
none went out of business
due to fraud, none restricted
investors from getting their
money out, and the average
fund recovered nicely as mar-
kets went back up in 2009.

Madoff mania

Investors who were
duped by Bernard Madoff,
Stanford Financial, and other
Ponzi schemes did not do that
well.

Nor did investors who put
money into unregulated
hedge funds that ended up
suffering severe losses and
restricting investors’ ability to
get their money back.

Madoff’'s massive fraud
is now widely known. Less
well known but just as bad
was Stanford Financial, an
Antiguan bank run by Ameri-
can money manager Allen
Stanford, who sold phony
“certificates of deposit” worth
$8.5 billion to over 30,000
clients.

millions of dollars in hedge
fund assets. Lehman used
those assets to secure its own
borrowing, and some of the
hedge funds have lost their
assets to senior creditors of
Lehman.

Mutual funds, on the other
hand, have been tightly regu-
lated ever since Congress

Even passed the In-
investors in vestment Com-
legitimate pany Act of
investment 1940.
pools like Congress rec-
hedge 222 ognized that
funds suf- MUTUA small investors
fered se- FUNDS would be the
yerely dur- principal inves-
ing thG_ tors in mutual
financial funds, and took
crisis. Extensive regulation of the mutual

By fund indust.ry kept it.from suffering the
frauds and insolvencies seen at hedge
funds and other unregulated entities.

some esti-
mates 117
hedge funds suffered major
losses over the last three
years.

Lehman’s losses

How is this for bad judg-
ment: The failed investment
bank Lehman Brothers was
custodian to hundreds of

steps to protect
their interests.

Mutual funds
are required to
be registered with the Securi-
ties and Exchange Commission,
to make extensive disclosures,
to submit financial statements
audited by outside, independ-
ent accountants, and to segre-
gate client assets with regu-
lated and qualified custodians.

“How i s
Judgment: The failed
investment banfk
Lebhman Brothers was
custodian to hundreds
of millions of dollars in
hedge fu
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DID THE LAST TEN YEARS INVALIDATE A
BUY AND HOLD INVESTING STRATEGY?

Does two major bear
markets in 10 years, and the
recent whipsaw when stocks
fell sharply in 2008 and rose
sharply in 2009, mean that
“buy and hold” investing is
dead?

A lot of pundits are say-
ing so. Investors who held
stock portfolios over the last
10 years made very little
money, they argue. Those who
sold when things turned sour
and bought back in on the
recovery did better, protecting
their capital while enjoying
some nice gains.

These arguments pop up
periodically during bad times
for the financial markets. The
last long period of doubt cor-
responded with the high infla-
tion years and successive
bear markets that lasted from
the early 1970s through mid-
1982.

No successful timers
Some of the most suc-

cessful academics and invest-
ment managers recently told
the Journal of Indexes that
buy and hold investing re-
mains valid, recent history
notwithstanding.

“l almost have to
laugh when | get a
question like that,” said
Larry Swedroe of BAM
Advisor services in re-
action to the “ is buy
and hold dead” ques-
tion. “Whenever we get
some kind of crisis, all
those who believe in
active management
come out of the wood-
work with this non-
sense. All that shows is

that they don’t know
the basics of investing.

Burton Malkiel of
Princeton University and au-
thor of “A Random Walk Down
Wall Street” said it is natural
for people to say they should
have sold in late 2007 and
bought back in at the bottom
this past March.

“We all have 20/20 vi-
sion in retrospect. The prob-
lem with it is that nobody, and
| repeat, nobody can time the
market,” he said.

Jeremy Siegel of the
Wharton School and author of
“Stocks for the Long Run”
noted that the recent bear
market reaffirmed that stocks

Some dejected investors think it was a mis-
» take to hold their investments through 2008.

pay high long-term returns
because they can be very
risky in the short term. But
still beat other assets over the
long haul, he said.

Error protection

Buy and hold also pre-
vents investors from making
errors when the going gets
tough, says Gus Sauter of the
Vanguard Group. “A buy and
hold strategy helps prevent us
from acting in a knee-jerk
fashion and under-
performing” by making bad
decisions when the market
soars or falls,” he said.

SUNNY DAYS, GENETIC INVESTING, & MORE

There is more evidence
that investors rely on their
moods when making deci-
sions. A recent study by John
Shon of Fordham University
and Ping Zhou of Baruch Col-
lege found that inves-
tors reacted better to
earnings announce-

At the same time,
reaction was worse on
days when it rained or
snowed in New York.

Companies that an-
nounced positive earnings
surprises did better on sunny

ments on sunny days in %g\\@o é—
New York City. ? =
X

days, while those who an-
nounced negative surprises
did not do as bad as those
who announced at other
times.

“Investors who spark
these reactions are,
truly, high on the
weather,” Shon said.
Genes help
\ Genes may also
\ play a big role in how
people invest, accord-
ing to a study of the invest-
ment behavior of twins vs. the
general population.
Genetics may account for
one-third to 45 percent of a

person’s investing behavior,
found researchers at the Uni-
versity of Washington and
Claremont McKenna College.

Genes explained behavior
in the study better than did age,
gender, education, wealth, or
home ownership.

Social Security is vital

Social Security benefits
are still the biggest source of
retirement income for the eld-
erly, says the Social Security
Administration.

Some 87 percent of the
elderly get them, vs. 52 percent
getting investment income and
41 percent with pensions.

“ We

vision in retrospect. The

problem with it is

al |

nobody, and I repeat,
nobody can time the
mar ket

t
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THERE ARE MORE RISKS TO WORRY
ABOUT THAN FALLING STOCK PRICES

Scary bear markets
like the 2008 disaster
make investors very sensi-
tive to the risks that falling
stock prices pose to their
financial stability.

An investor who re-
tired in late 2007 and
planned to spend 5 per-
cent of his portfolio had a
very rude awakening a
year later when his portfo-

tion when the Consumer
Price Index fell slightly over
a year’s period. The last
time it did that was 1954,
and, before that, during the
Great Depression.
Longevity risk

As medical advances
continue another risk is
that of longevity—literally,
surviving longer than our
sources of income. There

lio might have been worth
25 percent to 30 percent
less than the day he re-
tired.

Such fluctuations often
drive some investors out of
the stock market completely
and into the perceived
“safety” of certificates of de-
posit or U.S. Treasury securi-
ties.

Inflation risk
But that subjects him to
another and even more perni-
cious risk—that of inflation
wreaking havoc on his pur-

Inflation will devastate a fixed income portfolio
over time.

chasing power. Stock markets
can and do recover from their
declines: in fact, U.S. stock
prices have already recovered
a lot of their recent losses,
rising about 25 percent in
2009.

But inflation seems to
compound almost continu-
ously, with virtually no decline
in between to take the edge
off. Indeed, we have just
ended a rare period of defla-

are now half a million peo-
ple in the United States
who are over age 95.
Putting money in the
bank at modest interest rates
and drawing it down during
retirement will not address
inflation or longevity risk.
Instead, studies have
shown that a diversified port-
folio of cash, stock, bonds,
and commodities has a better
chance to grow and com-
pound at a rate greater than
inflation or that of fixed in-
come investments alone.



