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Inflation: Income and portfolio slayer

The Silent Enemy

| nvestors, especialy retirees

living off their portfolios, spend alot
of time worrying about market volatil-
ity. The temporary ups and downs of
the stock market are scary but they are
truly temporary. Meanwhile, another

Inflation is a permanent danger that can devastate a
portfolio and a retirement income;

P Inflation hasrisenin all but 10 years since 1926.
P Thelast timeinflation declined for a calendar year

and scerier killer, one that seems per- was 1354.

manently embedded in our financial b Thelong-termav-
system, lurks about, constantly de- o g{;\ge Inflation rate s
vauing retirement incomes and port- : 7 b > 9% inflation can
folios. : -

The culprit - inflation - has be- {:—T ;[ ‘ ﬁ\l s cut a$50,000 Iretlre_
come so familiar that it doesn’t seem [ ot fment income almost in
to scareusasit oncedid. Y et, aswe A A half over _20 years.
come off of aperiod of relatively be- \ 7 P Inflation can run

much higher than aver-
age. From 1973
through 1981 consumer
inflation rose at an av-

nign price increases, it isworthwhile /f '
to note that inflation should remain
the key concern of anyone planning ,

for retirement or who is already re- - =

tired.
Anyone over 50 can remember 25-cent-a
galon gasoline, 2-

Source: Stocks, Bonds, Bills and Inflation 2003 Yearbook

Hedge funds are
coming to the
masses, but their
returns may not be
as advertised. See
story on page 4.

3% through 2004. At that rate, a 65-year-old

worker who retires today with an income of

$50,000 ayear will have the equivaent spending

power of just $27,000 at age 85. It is not pleasant

to contemplate a constantly declining standard of

living in what are supposed to be the golden years.
Stocks: Theinflation defense

cent postage stamps,
and new autos that
cost $2,100.

And they can dso
remember thelast
bout of highinfla
tion we endured, the

“Anyone over 50

can remember 25

cent-a-gallon gaso-
line and 2-cent
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How does one prevent inflation from wreck-
ing retirement?

Thefirst thing to avoid is socking everything
away into fixed income investments, be it the bank,
money markets, government or corporate bonds.

Fixed-income investments have alousy his-
tory of keeping ahead of inflation. During 33% of

(Continued on page 2)

period 1973 through
1981, when the Consumer Price Index rose at
an average annual rate of 9.2%.

Inflation also seemsto be a pretty constant
phenomenon. The last calendar year in which
consumer prices fell was 1954.

Inflation lately has been down but not out.
Thelong-term average since 1926 remains at
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Active mutual funds become high priceindexers

Actively managed mutual
funds purport to offer market-
beating strategies in return for

Examining Funds

and 2000, and they arerisk
averse.”
Higher costsfor consumers

the higher cost of owning them, | A Study by Morningstar shows that some active mu- Some of the most popular

That supposed advantage | (U@l funds are disguised index funds: _ large growth funds are closet i n-
has disappeared for many large P AI njost 28% of large stock funds were virtually dexers, the study said.
stock funds, according to are- indistinguishable from the Standard & Poor’s For instance, Growth Fund of
cent study by Morningstar Inc., 500 Index last year. America, with $95 billion in as-
an independent rating service. P Thenumber |sets and Fidelity Magellan, with

The study found that the ' of closetindex  |$60 billion in assets, were very
number of closet index funds funds has grown - |¢josdly correlated with the S& P
has tripled over four years. dramatically 500 I ndex.

At the end of 2004 some ] since 2000. There' s nothing wrong with
27.6% of large stock funds f P Theaverage |following anindex; indeed, much
were very closely correlated management fees | academic research indicates that
with the Standard & Poor’s 500 onclosetindex |returns on indexes often beat the
Stocks Index, the leading index | e——= funds were seven |returns on many actively man-
of large U.S. stocks. times that of fees | aged funds.

At the end of 2000 just 9% on index funds. However, there is a disadvan-
of large stock funds were Source: Morningstar, Inc. tage to paying active managers
closely correlated to the S& P higher costs.

500, Morningstar said. ket, it appears that some of those man- The average expenseratio of ac-

Back in 2000 many large stock fund agersbelieveit is safer not to stray far  tively managed large stock funds was
managers were still concentrating their  from their benchmark index. 1.47% of assets at the end of last year,
money in big high tech stocksthat had “It’ sthe chicken’sway out,” said says Lipper Inc., another mutual fund
dominated the market over the previous Kevin Fryer, whose Kansas City, Mo. rating company.
four years. company produces software that tracks By contragt, investors would pay

However, after being burned badly  correlations between funds. “Many of ~ management fees of lessthan 0.2% for
in the subsequent three-year bear mar-  these fund managers got burned in 1999 the average S& P 500 Index fund. Be-

Bond returns fail to keep up with inflation

(Continued from page 1)

inflation during every 20-year period, as measured by the
the 20-year calendar periods from 1926 through 2004, short- Center for Research in Securities Prices 9-10 Index.
term cash investments fell behind i nflation. Someone who Takeabalanced approach
put their money in short-term cash holdings saw their buying No one can predict the course of inflation and invest-
power decline during those periods. ment returns in the bond and stock markets during any indi-
Longer-term bonds did not do much better. Five-year vidua’s retirement. Although stocks have a good record of
Treasury Notesfell behind inflation during 27% of those 20-  keeping ahead of inflation, they are periodically subject to
year periods. extended downturns. Few retirees living off of investments
Investorsin U.S. stocks did much better. can afford to put everything into stocks.
An investor who bought the stocks in the Standard & Therefore amixed portfolio of stocks and fixed-
Poor’s 500 Index at the income investments seems

start of any of those 20 “Five-year Treasury Notes fell behind  themost reasonable ap-

year periods ended up ahead . i . proach. Investors can insu-
of inflation. inflation during 27% of those 20-year |gethemsaves somewhat
It should be noted that periods.” from inflation’ s effects on

this stretch included the their fixed-income portfo-

stunning stock market decline during the Great Depression of lios by including a stakein inflation-linked U.S. Treasury or

the 1930s, aswell asthe large losses experienced inthema-  Corporate Bonds.

jor bear markets of 1973-74 and 2000-2002. One must still be careful when buying these, how-
Investorsin small U.S. stocks also ended up ahead of ever, as prices often are bid up by anxious investors, lowering
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Brokers vs. advisers: What’'s the difference?

Investors are having alot

| nvestor Confusion

When asked to distinguish

of troubletelling the differ-
ence between stockbrokers and
investment advisers.

Despite the very real dif- | P
ferencesin their responsibili-
tiestoward clients, the lines
between professional advisers
who manage investment ac-
counts for afee and stockbro-
kers have become blurred, es-
pecially since major stock bro- | P
kerages began offering look-
alike fee-based accounts.

The Securities and Ex-
change Commission is con-
cerned that investors are con-

semble the full-
advice services of investment advisers.

Stock brokerages have blurred the line between in-
vestment sales and investment advice:
Brokers do not
have the same
responsibility as
investment advis-
erstoactina
client’sbest in-
terests.

Big brokerages
now offer fee ac-
countsthat re-

among brokers, investment ad-
visers, and financia planners,
investorsin Baltimore and Mem-
phis offered responses like
these:

“1 don’t know the difference.
| mean I’ ve got aguy that gives
me advice. | don’'t know what he
is”

“1 couldn’t tell you (what the
differences are). “It's probably
on my monthly sheet and |
couldn’t tell you which oneit

is.
“How could you be clear
when you’ ve got brokers calling

fused and has promulgated spe-
cific disclosures that brokers
will haveto make.

The major difference betweenin-
vestment advisers and brokersistheir
responsibility to the clients.

Advisersarerequired to act as fidu-
ciaries, meaning they have to put their
client'sinterestsfirst. Thisis consid-
ered astrong protection for investors,
since the fiduciary hasalegal duty to
the client.

Brokers, on the other hand, are not

Source:” Securities & Exchange Commission themselves planners and planners

tion isto offer investments that are suit-
ableto anindividual client’s needs.

Sinceitisn’t dways clear what is
suitable, this protection is weaker. In
fact, some arbitrators have ruled that
brokers weren’t obligated to represent a
customer’ s best interest.

Meanwhile, brokerage firm ads
stresstheir new roles as “advisers’ and
long-term investment planners.

The SEC’ s own focus groups show

calling themselves investment

advisers? It snot clear.”

The SEC told brokers that they
must offer plain-English disclosuresin
their advertisements and brochures.

The brokers will be required to tell
investors that brokerage firm interests
may not be the same asthe investor's
interests.

Investors will be urged to “ask ques-
tions to make sure you understand your
rights and our obligations.” And inves-

bound by those rules. Their main obliga-  that consumers can’t tell the difference. torswill be told “we are sometimes paid

Shelf space scandal, annuity sales, & more

Major brokerages continue to get
into trouble for offering preferred
“shelf space” to mutual
fund familiesthat paid
higher commissions to
the brokerages.

In the latest cases,
Banc of Americalnvest-
ment Securities - for-
merly Quick & Reilly -
was fined $570,000 and
Piper Jaffray & Co. was
fined $275,000 by the
National Association of
Securities Deders.

courage the inappropriate use of mutual
fund commission dollars and have the
potential to improperly in-
fluence afirm’ sjudgment
when making recommenda
tionsto their clients,” said

chairman.

The NASD previoudy
fined Edward D. Jones and
Morgan Stanley for similar
violations.

Annuity violations

Bank sales of annuities
are being scrutinized by securities regu-

Both firms favored a handful of mu- lators.

tua fund companies, the NASD said.
“These sorts of arrangements en-

The NASD recently filed acom-
plaint against Citizens Financial Group

Mary L. Shapiro, NASD vice

in Massachusetts and said that com-
plaints about annuity sales practices
have jumped by 50% over five years.
The NASD said it islooking into
sales practices that involve switching
senior citizens from certificates of de-
posit to annuities without ensuring the
buyer understands the risks and possible
early withdrawal penalties.
Thedecline of thecheck
Remember when you used to have
to wait in the supermarket line for
someone ahead of you to write a check?
Those days are declining fast as
debit card use, Internet transactions and
other electronic paymentsincrease.
The Federal Reserve saysthat 2004
wasthe first year ever that credit and
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Fashionable hedge funds don’t deliver returns

Princeton University professor Burton Malkiel
saysreturns areinflated by “backfill bias,” a phe-
nomenon where hedge fund managers establish a
fund with seed capital and report their returns later
only if initial results are favorable.

This practice could add as much as five percent-
age points to reported returns, he says.

Also, hedge fund return reporting suffers from
survivorship bias, where failing funds stop reporting
their resultsto return databases. For instance, Long
Term Capital Management, which blew up in the late
90s and lost 92% of its capital, never reported those

Every few years an investment product
catchesthe public’s eye. Investors clamor for it
and salespeopl e are more than happy to provide.

The problem is that such exotic products
usualy have aready peaked at just about the
time they hit the mainstream market.

So it may be with hedge funds, those wild
and highly unregulated investment vehicles that
used to be available only to the very wealthy.

Over the last two years hedge funds have
become widely available to middle incomein-
vestors.

During that same period performance returns.
dropped sharply. e e — Investors should also be wary of hedge funds

But over the same period investorswould  fund returns may be because they face far fewer regulations than do
have done better by sticking their money into an inflated. more common investment vehicles such as mu-
average mutual fund. Hedge funds gained 3% on tual funds and individual stocks and bonds.
average in 2003 and 8% in 2004, while the average stock mu- Mutual funds, for instance, have to state their strategies
tual fund gained 24% in 2003 and 8.4% last year, according to and discuss their risks openly with investors. Hedge funds do
DFSB-Tremont, which publishes a hedge fund index. not and are likely to swing widely from oneinvestment stra-

Other investment professionals have argued that those egy to another. The Securities and Exchange Commissionis
hedge fund return figures are inflated. looking at new disclosure regulations for hedge funds.
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