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Introduction

“Would you tell me, please, which way I ought to go from here?”
“That depends a good deal on where you want to get to,” said the Cheshire Cat.
“I don’t much care where—” said Alice.
“Then it doesn’t matter which way you go,” said the Cat.
“—so long as I get somewhere,” Alice added as an explanation.
“Oh, you’re sure to do that,” said the Cat, “if you only walk long enough.”
—Lewis Carroll, Alice’s Adventures in Wonderland

very hunter knows that you don’t shoot where the duck is, but where
the duck is going to be. You’ve got to “lead the duck.” If you aim
where the duck is at the moment you shoot, you will miss your target
(unless the duck is ﬂying very slowly or is very close!).
Bull’s Eye Investing simply attempts to apply that same principle to investing. In this book, I hope to give you an idea of the broad trends that
will be evident for the remainder of the decade and help you target your
investments to take advantage of these trends.
Successful investing for the period 2004 through 2010 will require you
to do things differently than you did in the 1980s and 1990s. We started
the last bull market with high interest rates, very high inﬂation, and low
stock market valuations. All the elements were in place to launch the
greatest bull market in history.
Now we’re in the opposite environment. The stock market has high
valuations, interest rates have nowhere to go but up, the dollar is dropping, and the twin deﬁcits of trade imbalance and government debt stare
us in the face.
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INTRODUCTION

Which way is the stock market going? Which way are bonds going?
Gold? Real estate? Where should I invest?
Wall Street and the mutual fund industry say, “The market is going up;
you should buy stocks and now is the time to buy. You can’t time the markets, so you should buy and hold for the long term. Don’t worry about
the short-term drops. And my best advice is to buy my fund.”
The folks on Wall Street are in the business of selling stocks because
that is how they make their real money. Whether the shares are sold directly or are packaged in mutual funds or as initial public offerings
(IPOs) or in wrap accounts or in variable annuities or in derivatives, these
folks primarily want to sell you some type of equity (stock), preferably today. Unfortunately, the vast majority of investors believe these pitches and
don’t know there are better investment alternatives.
Their advice—buy what they sell—has been the same every year for a
century. And it has been wrong about half the time. There are long periods of time when stock markets go up or sideways and long periods of
time when markets go down or sideways.
These cycles are called secular bull and bear markets. (“Secular” as
used in this sense is from the Latin word saeculum, which means a long period of time.) Each cycle has different types of good investment opportunities. We are currently in just the ﬁrst few innings of a secular bear
market. The problem for Wall Street is that the products brokers primarily sell do not do well in secular bear markets. So they have to tell you that
things will get better so you should buy now. Or they advise you to “have
patience, and please give us more of your money.”
In secular bull markets investors should focus on investments that offer
relative returns. By that I mean we should look for stocks and funds that
will perform better than the market averages. The benchmark by which
you measure your investment strategy is the broad stock market. If you
“beat the market,” you are doing well. Even though there will be losing
years, staying invested in quality stocks will be a long-term winner.
In secular bear markets, that strategy is a prescription for disaster. If
the market goes down 20 percent and you go down only 15 percent, Wall
Street proclaims your performance to be “winning.” But you are still
down 15 percent.
In markets like those we face today, the essence of Bull’s Eye Investing
is to focus on absolute returns. Your benchmark is a money market fund.
Success is measured in terms of how much you make above Treasury bills.
In secular bear markets, success is all about controlling risk and carefully
and methodically compounding your assets.
Some will say, as they say each year, that the bear market is over: that
this book is writing about ancient history. But history teaches us that is
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not the case. Secular bear markets can have drops much bigger than we
have already seen, and last for up to 17 years. The shortest has been eight
years. They have never been over when valuations have been as high as
they are today.
Investors who continue to listen to the siren song of Wall Street will be
frustrated at best, in my opinion, as the research I present clearly shows
we have a long way to go in this bear market cycle. For those who plan to
depend on their stock market investments for retirement within a
decade, the results could be particularly devastating.
Bull’s Eye Investing is not, however, some gloom and doom book. Despite what Wall Street wants you to believe, there is no connection between how the economy will do and how the stock market will perform.
As we will see, the economy should be ﬁne, with just the usual corrections
sandwiched between periods of growth. The world as we know it is not
coming to an end. It is merely changing, as it always has. There are numerous possibilities for investment growth in a secular bear market. They
just don’t happen to be in the standard Wall Street fare.
What I hope to do is give you a road map to the future by looking at
how and why markets have behaved in the past. We will debunk many of
the myths and “scientiﬁc studies” used by Wall Street to entice investors
into putting their money into buy-and-hold, relative return investments.
The Wall Street insiders, not surprisingly, use theories, statistics, and socalled facts that are blatantly biased and in many cases just plain wrong.
When the market goes down, they just shrug their shoulders like Chicago
Cubs (or my own Texas Rangers) fans and say, “Wait till next year. And
buy some more, please.”
Basically, in the ﬁrst half of the book I am going to teach you how to
ﬁsh, and in the second half I am going to tell you where the ﬁsh are. I
would politely suggest that you not skip the ﬁrst half of the book—do not
turn to the last part simply looking for the quick investment ﬁx. If you
don’t understand what is happening in the economy and world markets,
you will not have conﬁdence in your investment strategy and you’ll end
up chasing the latest hot investment, which is usually a prescription for
pain in any type of market.
Here’s how this book is organized:
First, we look at what history teaches us about the potential for stock
market returns over the rest of this decade. We examine six major (and
very different) ways to look at the stock market. As a quick preview, the
evidence is heavily weighted to suggest that at the end of this cycle the
stock market will not be too far from where it is today. The historical and
mathematical analysis of bubbles also suggests that we could see the
stock market drop much further before beginning the next bull market.
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We examine several of Wall Street’s favorite sales tools, the famous Ibbotson study,* Jeremy Siegel’s Stocks for the Long Run, and Modern Portfolio
Theory (MPT), and see why you should exercise extreme caution when
they are used in a sales presentation.
We then look at why the economy can do just ﬁne and stock markets
still can fall: It all has to do with the expectation for earnings and the
value investors put on those future earnings.
Most analysts track a simple bear market from peak to trough (top to
bottom). Bear markets (or 20 percent plus corrections) can happen in
secular bull periods (think 1987 or 1998), just as bull markets (20 percent
plus up reversals) can happen in secular bear markets (think 2000, 2001,
2002, 2003). Analysts also view a secular bear market as the lengthy period over which the market makes a top, enters into a decisive down
phase, and then once again returns to the old high.
I suggest that we view a secular bear market a little differently, as the
period in which the price-earnings (P/E) ratio goes from very high to
quite low. It is in these periods of low valuation that we can once again begin to conﬁdently put our money back into stocks, as the rubber band is
getting ready to snap back. Of course, Wall Street folks will trot out all
sorts of studies that show that stocks are always undervalued and you
should buy today. They did so in 2000, 2001, and 2002, and 2003. They
are doing so as this book is written and published. They are wrong, and
we will examine why they’re wrong.
That means earnings are important, and thus a few chapters focus on
earnings. We see why Wall Street analysts are so consistently wrong (by
about 50 percent per year too much), what the prospects for real earnings growth are, and how to put it all into perspective.
Next, we look at risk. As I’ve said, investing in secular bear markets is
all about controlling risk. I believe this chapter is one of the most important in the book, but it may also be the most fun.
We discuss the most common mistakes investors make and how to
avoid them. Statistics show that investors do not do as well as the funds or
stocks they invest in, and we look at the causes. We examine why today’s
hot fund is likely to be tomorrow’s loser, and what types of funds you
should be looking for in this market.
We look at the future, including the demographics of the baby boomer
generation, and how it will impact our investment potential. We analyze
the direction of interest rates, deﬂation, and inﬂation. Then we examine

*Roger G. Ibbotson and Rex A. Singueﬁeld, “Stocks, Bonds, Bills, and Inﬂation:
Simulations of the Future (1976–2000),” Journal of Business, Vol. 49, Issue 3
(1976), pp. 313–338.
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the world economy and the dollar and see if we can ﬁnd a potential winning theme (we do!).
The consequences of these economic problems will require some
painful adjustments from those who do not make the effort to protect
themselves. I show you where and how to turn problems into opportunities by seeking absolute returns in turbulent markets.
After the ﬁrst section, the book focuses on speciﬁc types of investments. After telling you why we are in a secular bear market for stocks,
Chapters 16 through 18 explain precisely how to invest in stocks today.
Ironically, in a secular bear market, the little guy has a big advantage
over the larger institutions and funds. There are great opportunities in
the stock market if you know where to look. During the last secular
bear market, companies like Microsoft and Intel were launched. I show
you a simple way to ﬁnd the hidden gems sought after by the savviest
investors.
Then we look at the world of ﬁxed income investments. The rules are
changing, and what worked in the 1980s and 1990s will in all likelihood
be a losing proposition for the remainder of this decade.
We then analyze what are, in my opinion, some of the better potential sources of absolute returns: certain types of hedge fund styles. We
look at how Wall Street has rigged the market against small investors
getting the best deals. The richest investors and largest institutions with
the best-paid advisors choose these high-fee, unregulated private investments because they deliver better risk-adjusted performance than oneway buy-and-hold mutual funds. We show you how to ﬁnd and gain
access to these private funds, and how to use some of their strategies in
your own portfolios.
Finally, we take a more thorough look at the future, and why you
should be optimistic. In 1974, only a few people saw the changes and opportunities that computers, telecommunications, and the Internet would
bring. The world was bemoaning the losses of basic American industry as
jobs were being lost to world competition.
Today, we ﬁnd ourselves once again faced with serious competition for
American jobs. Our core seems to be slipping away, as the market doesn’t
respond. The world sees us in a much different light than just a few years
ago. Few notice the new revolutions that are happening in small ﬁrms
and research departments that will form the basis for the next wave of
American prosperity because we haven’t even begun to imagine the ways
in which the next waves of change will affect us.
Will there be winners and losers in this process? Of course. Anytime
there are periods of upheaval and great change, there are always those
who beneﬁt from the change and those who suffer. I will try to show you
how you can position yourself to be a winner.
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There is a centuries-long, if not millennia-long, pattern to these cycles.
Good markets are followed by bad markets, which are again followed by
good markets. They are as predictable as winter and summer. These cycles have been happening since the Medes were trading with the Persians.
While no one can predict the exact day winter weather will arrive, it is a
pretty good bet that winter will come. You can prepare for winter just as
you plan for summer. As investors, you can be successful if you understand the economic and investment seasons we are in and plan your investments accordingly.
So, let’s get you started on your way to successful Bull’s Eye Investing.

Car Wreck, Trafﬁc Jam, or Freeway?

1

ew Era economists, mutual fund managers, and sell-side investment
advisors constantly argue that the stock market freeway is now ﬁnally
wide open, with more lanes being built daily! Today is always a good
time to buy (and hold!), and besides, the market always goes up over the
long run. Don’t worry about the short term!
These avant-garde investors throw out a wide range of reasons reassuring us that this time the apparently high valuations in the stock market are
really different from the past high valuations, which always ended in serious corrections and decade-long secular bear markets. Furthermore, they
contend all recessions in the future will be mild and short, such as the
one we experienced in 2001. Therefore, the bull market of the 1990s
should soon resume.
Investors are presented with so-called facts and convincing studies that
interpret them. Armed with this analysis, it is easy to contend that the
Dow Jones Industrial Average is going to reach 36,000 or 100,000 in the
next few years, as soon as it catches its breath. The primary reasoning of
these New Era cheerleaders, it seems to me, is circular logic. They tell us
that investors should now see the stock market to be as safe as bonds. This
means more and more investors will continue to invest in the stock market, driving up stock prices until the returns approach those of bonds. Because earnings will soon resume growing as fast as they did in the last
decade (any quarter now!), we will see continued high growth in the markets even after we have driven the markets to these new bondlike valuations. This is because Peter Lynch tells us that earnings drive the stock
market. Presumably ever-increasing earnings will drive the stock market
to ever-increasing new highs.
These same people thought we would avoid a recession in 2001 because

N
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Alan Greenspan was lowering interest rates. These people are cheerleaders who can pose a serious danger to your investment portfolio. I will teach
you how to detect and avoid cheerleaders in later chapters.
Their circular logic is enticing. It seemed to be true throughout the
1990s. We want it to be true because if it were we would have a clear road to riches.
Simply save 10 to 15 percent per year, let it compound in a Roth IRA or
annuity earning 15 percent, and you’ll be on your way to retiring at a
beachfront haven for the good life. If you save more, you can retire early.
But it ﬂies in the face of centuries of human experience and the preceding century of modern stock market investing. I think it has the potential to be a siren song that lures hopeful investors onto a very rocky
shore. Please understand me: I am not simply spreading doom and gloom. I
think it is possible to save and invest and retire happily. The trick is to make
sure you have the right approach. To say this as directly as possible: The
recent era of proﬁtable buy-and-hold stock market investing, using index funds
and chasing high-growth large-cap stocks, has ended, and will not come our way
again for many years. Until then, we need to change our investment habits to adjust with the times.
As we look at dozens of studies, reports, and essays, you will see that the
evidence is overwhelming. Achieving your retirement dreams is possible,
but not by using the stock market freeway of the cheerleading crowd.
The road less traveled is safer and far more certain. Let me give you
the map.

Secular Bear Markets
next few chapters make the case that we are in something called a
Tﬁnedhesecular
bear market. As mentioned, a secular bear market is loosely deas a long period of years or even decades when stock prices are either ﬂat or falling (think Japan today or the United States from 1966 to
1982). Historically and classically deﬁned, secular bear markets are as
short as eight years or as long as 17.
My contention, and I think the clear lesson of history, is that we will be
in this environment for a long time, and that the key to successful investing will be to acknowledge this factor and invest in the types of stocks,
funds, and other investments that do well in a secular bear market, while
avoiding those which history has shown us to have less opportunity for
success in this type of period.
Understanding the nature of the investment environment and investing accordingly are critical to your success as an investor. But before I can
tell you how to invest in a secular bear market, you need to understand
for yourself what these cycles are and why and how they happen.

Jumping Ahead

Rules of Engagement
nvestors have been taught a philosophy of investment called Modern
Idecades.
Portfolio Theory (MPT), which has seemed to work quite well for
It is belief in this theory that prompts leading investor gurus to
tell us to take a deep breath and to remain calm while our portfolios are
down 40 percent. It is this theory, or what is really a twisted version of it,
that allows brokers to tell you to buy and hold large-cap stocks with high
P/E ratios (or whatever investment they are pushing), even as the stocks
tumble. There is much to be learned from this philosophy, but I think it
is at the root of much of the pain individual investors have been feeling
these past few years.
The rules of engagement for warfare have changed. I think it is fair to
say that our nation, if not much of the world, has realized that. The end
of the Cold War and the beginning of the War on Terrorism have
changed the manner in which we deal with those who would attack our
nation. What would have been unthinkable only a few years ago is now
promoted as necessary and wise by (almost) all parts of the political equation. It is clear that our military leaders are hoping to avoid the most
costly and typical of all military mistakes: using the tactics of the last war
to ﬁght the current war.
I am going to suggest that the rules of engagement, as it were, for investing have changed as well. What worked for the 1980s and 1990s will
now frustrate those who want to use the old investing rules to ﬁght the
next investment war. If you do not see and adjust to these changes, you
will not be happy with your investment returns over the next decade.

Jumping Ahead
uture stock market returns are likely to be severely below those of reFvariety
cent decades and the expectations of investors. This book looks at a
of studies and ways to understand the stock market. These views
come from different premises, but they all arrive at the same conclusion: They demonstrate a very high probability that we will be in an extended period of low or negative returns, or what is called a secular
bear market. (Later chapters show a whole new way to look at bear
markets: one that will also give us some idea of when to actually get
back in the market.)
During such a market, investors will not be able to invest in mutual
funds and have a rising tide raise their funds. Index funds, despite what
the fund companies may advertise, will not perform well. Equity mutual
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funds will increasingly be seen as bad investments. You might think this
has already happened, but we are nowhere near the level of antipathy toward mutual funds that we will see in a few years and after the next few recessions. As future recessions reduce the time horizons of investors and as
investors demand more immediate rewards, stock prices will continue to
slide and the net asset values of mutual funds will continue to drop.
Most investors will react by chasing the latest hot fund in a desperate
bid to recapture some of their losses. We will see later that this is the worst
thing you can do.
So let’s ﬁrst look at the old rules, then survey the new territory and see
if we can begin to identify some new guidelines to help us during the current cycle.
It all started in 1952 when Dr. Harry M. Markowitz wrote a series of
brilliant essays for which he received the Nobel Prize in economics. His
work is the foundation for Modern Portfolio Theory, which has since
come to be the dominant model for investment professionals.
Put simply, Markowitz said you can reduce the overall volatility of your
portfolio by diversifying your investments among a group of noncorrelating asset classes. When one asset class (such as stocks) is going down, your
diversiﬁcation into bonds and real estate would help hold the value of
your portfolio steady.
Markowitz mathematically demonstrated how it is possible for you to
combine diverse types of assets that, in and of themselves, could be quite
risky and volatile, and the combination portfolio would have lower volatility and more consistent returns than the individual investments. While
this seems intuitive today, it was quite novel in 1952.
At that time, it was assumed that since investors picked stocks because
of the expectation of future returns, if they could truly know what those
future returns would be, they would buy only the one stock or investment
that would deliver the highest return.
Of course we don’t know the future, so we diversify. MPT says if we diversify into different asset classes with different risk characteristics that do
not have a statistical correlation with each other, and which have shown
to be good investments over long periods of time, that total portfolio return would be smoother.
If we diversify into bonds, stocks, real estate, timber, oil, and so on over
time our portfolio will grow and grow more smoothly than if we concentrate in one market. The key words are “over time.”
Markowitz and his followers created a Greek alphabet soup of statistical measures to describe risk. Alpha, beta, gamma, delta, and their statistical cousins help analysts determine the past risk of an investment. MPT
then shows professionals how to combine these investments into one
portfolio with desired risk/reward characteristics. The Capital Asset Pric-

Positively, Absolutely Relative

ing Model shows us how to combine stocks into efﬁcient indexes to
achieve the lowest possible risk given their expected return.
We then are told that the market is completely efﬁcient, and that the
prices of stocks immediately reﬂect everything that is knowable and relevant about them. Thus, it is impossible to beat the market.
All of these analytical tools are very useful, and Modern Portfolio Theory has become the sine qua non, the gold standard of investing, especially for large institutions. No one gets ﬁred for properly using MPT as
the basis for managing large institutional money.
For the past 50 or so years it has demonstrably worked, more or less.
There are hundreds of studies that illustrate the superiority of portfolios
constructed with MPT.
But there are three catches to Modern Portfolio Theory that make all
the difference in the world. These are three things you typically do not
hear at investment sales presentations.
The ﬁrst is that you have to give Modern Portfolio Theory time. Lots of
time. Decades of time.
If you invested in the S&P 500 in 1966, it was 16 years before you saw a
gain, and 26 years before you had inﬂation-adjusted gains. If you invested
in the 1950s or in 1973, your gains came more quickly. If you invested in
1982 or late 1987, your gains in only a few years were spectacular. And
let’s not forget 1999. However, the years 2000 through 2002 were not so
kind. While 2003 saw the market rally, if the market were to post similar
gains for the next two to three years, valuation levels would be higher
than at the peak of the recent stock market bubble.
You could make the same type of risk/reward analysis for every market:
bonds, stocks, international markets, real estate, oil, and so on. They all
have ups and downs and over time, they come back. Betting on America
has been good.
For institutions with a 25 to 30 year time horizon, the ups and downs
are annoying, but manageable. With a diversiﬁed portfolio, some holdings may decline while others perform well. In recessions, the asset mix is
altered, perhaps with a slightly higher percentage of bonds, but the portfolio always contains some stocks since the institution is not attempting to
time the market.

Positively, Absolutely Relative
odern Portfolio Theory is what many investment professionals use
M
to push their clients into a relative value game. If the market
(stocks, bonds, real estate, etc.) goes down 15 percent and your portfolio is down only 12 percent, you have beaten the market and done your
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