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Real Returns Favor Holding Stocks

An Interview With Jeremy Siegel

Article Highlights

e Stocks are good hedges against inflation, plus they perform better and have less risk than bonds.
¢ Since life-spans have increased, investors should not be too conservative with their stock/bond allocation as soon as they retire.
e The 200-day moving average has allowed investors to get out of bear markets, but buy-and-hold has realized higher long-term

returns.

Jeremy Stegel is a professor at the Uni-
versity of Pennsylvania, the senior investment
strategy advisor to Wisdom Tree Investments
and the anthor of the best-selling book,
“Stocks for the Long Run” (fifth edition,
McGraw-Hill, 2014). He and 1 spoke in
late May about the importance of maintain-
ing a significant allocation to stocks.

—Charles Rotbiut

Charles Rotblut (CR): You have
a reputation for being bullish on the stock
market, but from reading “Stocks for the
Long Run,” it sounds like you're more focused
on the ability of stocks to prevent the loss of purchasing power than
making a call on the direction of the market. Is that correct?

Jeremy Siegel (JS): My book emphasizes that the long-
run return on stocks is between 6.5% and 7% per year after
inflation (Figure 1). This return has been very stable in the
long run. Over time stocks are good hedges against inflation,
so they keep up with inflation and purchasing power, but
even aside from that their returns are excellent compared to
fixed-income assets. They dominate fixed-income assets, and
particularly in today’s low interest rate environment I think
the margin by which stocks will outperform bonds is even
greater than it historically has been.

CR: Do you have any concerns? There’s obviously some doomsayers
who believe bistorical returns won't be repeated in the future.

JS: 1 don’t know why they say that. Stocks are selling
very near their historical price-earnings ratios of 15 to 16,
and from those price-earnings ratios you can expect to get
6+% real returns. If you’re at a price-earnings ratio of 30,

like we were in 2000, then you can’t
get those returns in the long run. But
if you're at or near the historical valu-
ation, as I believe we are today, there’s
very little chance in my opinion that
stocks will not generate an excellent
long-run return. Furthermore, with
yields so low and likely to stay low,
relative to historical experience, we
might even see further expansion in
price-earnings ratios, which might give
an even greater boost to stocks in the
short run.

CR: You wrote that the equity preminm—ithe difference between
what you earn on stocks and what you can earn on bonds— is higher
than it should be because of what the Federal Reserve is doing in terms
of quantitative easing [bond buying]. Is that correct?

JS: Yes, it’s higher than it should be because the yield on
bonds is so low. But it is important to realize that there are
many fundamental factors besides Fed policy that are pushing
bond rates down. The historical margin by which stocks beat
bonds is about 3% to 3.5% a year, but at current valuations,
the margin is about 6% for stocks over bonds.

CR: Regarding market indicators, 1 know that obviously there
are some popular ones, such as Robert Shillers CAPE ratio [cyclically
adjusted price-earnings ratio]. Is there a certain ratio you use to judge the
attractiveness of the stock market? You just mentioned a price-earnings
ratio of 30, where people might want to be more cantions about stocks
or where they might want to think about doing something with their
allocations.
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Figure 1. Total Returns on U.S. Stocks, Bonds, Bills, Gold and the Dollar, 1802-2013

Total Real Return Indexes
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Source: "The Future for Investors,” by Jeremy Siegel (Crown Business, 2005), with updates to 2013.

JS: I’'ve written a paper on the Shiller
CAPE ratio that’s been presented at
professional organizations, and I show
that it has been giving false alarms over
the past several years, principally because
the earnings being calculated and put
into the model now are very different
than where they were in earlier years.
When I adjust for these factors, I find
very little, if any, overvaluation in the
market on the basis of the CAPE ratio
calculations.

CR: Regarding allocation, you matke the
argument that stocks are actually less risky
than bonds, and that’s primarily a return and
a purchasing-power argument.

JS: Yes. That’s for holding periods
of 20 years or more. After inflation,

stocks are less risky than government
bonds for holding periods of two de-
cades or more.

CR: A lot of our members are retirees
who have often been told “ncrease your bond
allocation as you get older.” So how does someone
find a good balance between stocks and bonds?

JS: I can understand that, because
as you get older, more of your income
comes from your savings and less from
your work. Many move toward bonds,
but I think people move too much
toward bonds.

At today’s life expectancies, many
people are living 25 to 30 years or longer
after retirement. It’s over those longer
periods that stocks definitively perform
better and with less risk than bonds.

So, you shouldn’t suddenly convert
everything to bonds once you're 65 years
old, particularly if you’re in good health,
because you will have to take advantage
of those higher returns on stocks in
order to continue your lifestyle.

CR: Any guidelines on how someone
should try to set the allocation mix or where
they should consider trying to strike a balance
between stocks and bonds?

JS: No, I think it’s very difficult,
because it depends on what sources
of income retirees have—for example,
their Social Security, annuity or other
payments. The question of whether they
wish to leave a bequest or not is also
very important. So I don’t think one
number fits all. I just want people to
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realize that, again, we are living longer
than ever before and they should not
become too conservative with their
stock/bond allocation as soon as they
retire (Figure 2).

CR: What about from a bebavioral
standpoint, particularly with the price volatil-
ity of the market? Any suggestions for how
individual investors should cope with the price
fluctuations?

JS: Well, they shouldn’t try to trade
to beat the market. I try to view those
short-term dips as opportunities to get
into the market if I’'m not fully invested,
but again, the average investor has to
train himself or herself to ignore the
fluctuations and focus on the long-term
returns.

CR: Any tips besides just to avoid trad-
ing? Do you adyocate buctket strategies or some
tpe of rebalancing?

JS: Well, at WisdomTree, we have

index portfolios that rebalance according
to dividends and earnings, so I do think
that it isn’t a bad idea to sometimes sell
those stocks at the higher price-earnings
ratios and buy those at the lower ratios.

Of course, low-costindex funds are
the way to go. I believe in “fundamentally
weighted indexing,” which rebalances
a portfolio based on fundamentals;
historically, this has done better than
capitalization-weighted indexation. But
even a cap-weighted index portfolio will
serve many investors well in the future.

CR: Since you bronght up Wisdonm: Tree, I
know they bave a dividend exchange-traded fund
(ETFE), which I believe you did some research
on. Could you just comment on the role that
dividends have played in stock returns?

JS: Dividends are an important
component of stock returns. Those
stocks that pay higher dividends have,
over the last half-century, given investors
higher returns with lower risk than the

low- and non-dividend-paying stocks.
We’ve examined the record completely
over very long-term periods, particulatrly
an analysis of the entire S&P 500 index,
which was created in 1957. We find that
in the long run dividend-paying stocks
give investors a much better risk/return
trade-off.

CR: Did you notice the same difference
between just high yield and a yield with divi-
dend growth?

JS: Well, WisdomTtree focuses on
dividend-paying stocks; we don’t try to
forecast dividend growth. We do have a
suite of products thatare geared toward
the growth of dividends, but forecasting
is not necessary for superior returns.

CR: Going back to the subject of al-
location: As you know, correlations between
different global stock markets rose after the
last bear marfket, and they seem like they
have stayed somewhat high. Do you think

this signals that we’re still in

Figure 2. Risk/Return Trade-Offs (Efficient Frontiers) for Stocks and Bonds Over Various

Holding Periods (1980-2012)

part of what is just a normal
cycle? Or do you think that
something’s changed because

of the macroeconomic picture,
and we’re going to see correla-

tions perhaps stay at higher
levels than in the past?

JS: Well, there are
several reasons why
global correlations have
gone up. First of all, we
had a synchronized glob-
al recession and business
cycle to the greatest
degree that we've ever
had since the 1930s.
Everyone was seeing the
same types of stresses,
and as a result stock
markets moved together.

Secondly, informa-
tion is instantly commu-
nicated across markets,
so investor sentiment
is transmitted between
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markets. As a result,
especially in the short
run, you’ll see more cor-
relation in wotld stock
markets. In the long
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run, though, I still think that you gain
significant diversification benefits by
international investing. I am an enthu-
siastic international investor.

CR: Do you see any difference between
developed countries and some of the emerging
markets?

JS: They are both worthwhile. I
think emerging markets, which have
taken quite a beating as of the last six
months, are very good buys now. I'm not
going to pick individual countries, but I
think as a group they are very attractive.

I think Japan still has a way to go,
I think the Japanese government of
Shinzo Abe still wants to stimulate the
economy and raise stock prices.

Europe has recovered dramatically;
the only thing I worry about in Europe
is perhaps a fall in the euro. European
stocks, which used to be selling at a 20%
to 30% discount to American valuations,
are now selling at only a 10% discount.

CR: In the U.S., what abont striking a
balance between, say, large cap and small cap?
Do you think investors should try to get both,
or just go for a broad market index?

JS: I like broad indexes. Large-cap
stocks are about 80% of the total mar-
ket, and small- and mid-cap stocks are
about 20% to 25%. If you keep that
proportion, I think that that’s fine. I do
not think it’s worth trying to time when
small stocks are going to do better or
worse. Clearly those people who are
successful at that will get better returns,
but I think it’s very hard to do.

CR: I regard to Treasuries and gold, you
said those are the two assets that are probably
the least correlated with stocks, correct?

JS: Yes, unless we get into an in-
flationary environment. If we do, then
Treasuries will be more highly correlated
with stocks.

Gold doesn’t seem to be much cor-
related with stocks, but there’s no return
from gold outside of price appreciation,
if any. There’s no earnings and there’s
no dividend with gold. I really do not
find gold to be an attractive asset even
though it’s come down rather dramati-
cally in the last 12 months.

I still don’t think bonds are a good
asset, even though I don’t think interest
rates are going to go as high as I once
feared. But I do think interest rates will
work their way higher, and at today’s
yields that does not make long-term
Treasury bonds a good investment.

CR: And what about some of the less
directly correlated assets such as real estate
investment trusts (REITs) and master limited
partnerships (MILPs)? Have you done any
research on their returns?

JS: Notalot. I do like cash returns,
and many of those assets have cash re-
turns. If you’re not buying them at too
high of a price, they can be rewarding,
Some of them are not as liquid, obvi-
ously, as other stocks. Certainly I’'m not
objecting to those that want a little bit
more yield, but I suggest that you could
go to the dividend-yielding sectors of
just the equity market and pick up yields
that are comparable to some of these

alternative assets. So although I don’t
dislike those assets by any means, I do
think you can get yield that’s just as good
in the stock market.

CR: Regarding your preference for broad
index:_funds, is it mostly a cost issue for you,
or do you view the market as being somewhat
¢fficient or following a random walk?

JS: You want the lowest cost, be-
cause those costs just keep on eating
away at your return and index funds
generally have the lowest cost. So I'm
very attracted to them. For those people
with a 20- to 30-year horizon, costs are
going to mean a big difference.

It has been shown that active
managers are not able to outperform
sufficiently to offset the costs that they
impose on investors, and that seems to
be a negative for those funds.

CR: Finally, you talk in your book about
using the 200-day moving average as a tool to
determine when to get in and out of stocks.
Conld you comment on that?

JS: The 200-day moving average
strategy has, over time, allowed you to
get out of major bear markets. There
are other times, though, when you are
whipsawed back and forth going in and
out of the market, and this is very costly.
This is particularly true in markets with
no trend. Over the long run, you don’t
get as high of a return as buy-and-hold
investors get, but you do geta reduction in
volatility and do miss many bear markets,
which many investors regard important
enough to sactifice some return for. A

Jeremy J. Siegel is the Russell E. Palmer Professor of Finance at the Wharton School of the University of Pennsylvania and
the senior investment strategy advisor to WisdomTree Investments Inc. He is also the author of “Stocks for the Long Run” (fifth
edition, McGraw Hill, 2014). Find out more at www.aaii.com/authors/jeremy-siegel. Charles Rotblut, CFA, is a vice president
at AAIl and editor of the AAIl Journal. Find out more about Charles at www.aaii.com/authors/charles-rotblut and follow him on

Twitter at twitter.com/CharlesRAAII.
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