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“Men occasionally stumble over the truth, but most of them pick themselves up and hurry off as if nothing had happened.”

 - Winston Churchill

AVOIDING LOSS: More important than gain? 
Here’s an easy riddle:

Up.

Down.

Down some more.

Up.

Down – a lot.

Up.

Up again.

Down, then up in the same day.

Who am I?

a. a schizophrenic

b. the stock market

c. a roller coaster

d. all of the above

If you answered a, you may want to consider professional help. If you answered c, you’re having more fun than the rest of us. But for all those who quickly selected b, keep reading.

You may not be aware of the exact numbers, but you probably understand the stock market has been quite volatile the past few months. After racing to record highs early this year, spring has been a series of sharp swings between losses and gains. Some of the statistics sound pretty grim:

· Between March 10 and April 14, the Nasdaq composite index lost 34.7%.

· The average “aggressive growth fund” fell 26.6% during the same period, according to Morningstar, Inc.

· One mutual fund, mentioned in a Wall Street Journal article on May 2, 2000, fell 57.7% during this period. (The fund’s performance has since rebounded, and is down only 16.6% for the year. What a relief, huh?)

After what’s been described as the longest extended period of economic good times in U.S. history, it appears investors may be on the verge of sustaining some losses. Historically, this would not be an unusual occurrence. Recessions, depressions, and bear markets have been a regular part of the financial landscape. But if it does occur, is the loss really a big deal?

Actually it is.

Losing money is a concept that doesn’t get much respect in financial planning, but in many ways, the losses you incur have a greater impact on your total wealth than the gains you make. There are a number of ways to explain this logic that losses are more important than gains.

First, losses don’t have to occur as often to become a problem. Here’s a simple illustration. Suppose you have $10,000 in some investment vehicle. For three years in a row, the account delivers 20% returns. At the end of the third year, your account would have grown to $17,280. So far, so good.

In the fourth year, you experience a loss, which while not desired, was not unexpected. The loss is 20%. Your account balance is now $13,834.

Now overall, you can argue this is still a good investment. Three out of four years you gained 20%, right? But consider the impact of the one bad year:

· The average annual return was almost halved. Through the first three years, the return was 20%. But the one bad year cut the average to just over 11%.

· In order to get back to averaging 20% a year, your investment must earn almost 80% in the fifth year!

· Even if you don’t try to recover the loss in one year, it  takes five years of earning over 27% to average 20% for 10 years – all because of one bad year.  

The second reason for losses having more impact is tied to the first. If losses occur early in a financial scenario, their impact is felt long afterward. Two illustrations:

Monte Carlo is the name of a new software program for financial planning. Instead of using average rates of annual return in making its projections, Monte Carlo processes thousands of varying rates of return (up a little one year, up a lot the next, down some, then up, etc.) to produce a range of possibilities. The results can be startling.

In a scenario featured in the April 27, 2000, Wall Street Journal, the average annual return from the S&P 500 was 11.7% between 1968 and 1998. Applying that 11.7% statistic, a 65-year-old individual with a $250,000 nest egg who spent 8.5% of his money each year, and increased that spending by 3% each year to keep up with inflation, would not see his account run out until 30 years later. However…

If this strategy had been applied in real life, the account would have been exhausted in just 13 years! This is because the S&P 500 performed poorly early in the 30-year period. Even though the average was 11.7%, losses in the early years would have made a financial plan based on averages a disaster.

Another illustration of the on-going impact of financial loss is opportunity cost. When you lose money, the cost is not only in what is lost now, but what can’t be gained in the future. An easy illustration of opportunity cost is taxation on investments.

If you have an account that realizes a 10% return, it’s quite likely that a tax of 25% or more will be due on the gain. A $1000 in dividends means $250 in taxes. Whether you pay the tax from the dividends, or out of pocket, the loss isn’t just $250. It’s also what the $250 would have been worth if it had been invested. Thus, even at a minimal rate of return (like 7½ percent), the $250 loss today grows to $500 over 10 years – and to $1000 in 20 years.

And here’s the real kick in the teeth about losses. It’s not a stretch to declare that most people suffer financial losses totaling hundreds of thousands – and even millions – of dollars, and don’t know it. Between taxes, poorly structured insurance programs, assorted fees, and the occasional down year in the stock market, the losses really add up. So why doesn’t this topic get more attention in the financial press?

Frankly, there’s very little sales appeal to “loss prevention” – at least until after the calamity. In today’s investment climate, how interested would you be in a mutual fund that returned a “safe” 8%? In keeping with that thinking, most financial institutions have no motivation to disclose the weaknesses in their products.

Frontier Equity is a mutual fund that made a big splash by reporting a whopping 105% return – for the first quarter of 2000. Sounds great, right? The other side of the story is that the fund has only shown a 22% increase over the last three years. If gaining 105% in three months only brought the fund up to 22% over three years, that means there must have been a lot of losses before the last quarter. But would you expect Frontier to report their losses as well as their gains? Only to the extent required by law. 

Likewise, institutions are even more removed from explaining the tax consequence of their products. Oh, mutual funds might acknowledge that the mountain chart of past performance does not consider taxes – but they also won’t give you an illustration of what impact taxes have on your wealth.

To be fair, you can’t always predict every loss in advance. A number of studies have shown that individual investors often buy and sell at the wrong time – i.e., they got in when they should have gotten out, and vice versa. That’s the justification for the “buy-and-hold” concept – you can’t time the market, so just stay in, and ride out the losses. But remember, buy-and-hold means you leave your money with the investment company. Notice that you won’t hear many of them offering alternative strategies when times are tough. 

So if losses aren’t happening right now, or if you can’t see them (which is often the case with opportunity cost), don’t expect someone to bring up the subject. Who wants to spend time on such dismal thoughts?

But if you really care about maximizing your wealth, you need to expend some planning energy on avoiding losses.

HOW GOOD IS YOUR LOSS PREVENTION STRATEGY? HOW MUCH IS IT COSTING YOU BY NOT PAYING ATTENTION TO LOSSES – BEFORE THEY OCCUR!

THINGS THAT MAKE YOU GO “HMM...”
MORE TAX ON BEER = LESS VD? 
One dubious governmental objective in taxing its citizens can be to attempt to alter behavior. On April 28, 2000, a number of news services carried a press release from the United States Center for Disease Control (CDC). For the sake of brevity, here’s how it appeared in the Wall Street Journal:

“Raising taxes on alcohol could cut rates of sexually transmitted diseases among young people, a CDC study contends. It says adding 20 cents to the price of a six-pack of beer might reduce gonorrhea by nearly 9%”

It’s hard to know if the recommendation from this study should be taken seriously. (Remember, it comes from a governmental agency.) While a 9% decrease in gonorrhea is certainly a desirable objective, it’s interesting to note that this tax would apply to everyone who consumes alcohol, even those who are celibate, monogamous, or have no sex life. It’s unreasonable to make a large segment of the population suffer financial consequences for the unsure prospect of reducing undesirable behaviors in a much smaller group of people.

A better argument might be having the tax apply only to those under a certain age, say 25. After all, automobile insurers have higher rates for young drivers, regardless of driving history. Most rental car companies will not rent to drivers under 25 for the same reason. When alcohol retailers ask for ID, maybe they should also impose the additional tax. (Of course, the tax could be avoided by having someone buy for the under-25-year-old drinker.)
Hmm…Using government logic, one might conclude that if a 20-cent increase will reduce STDs by 9%, increasing the price of a six-pack by $2.20 would totally wipe out gonorrhea. 

MIKE'S FINANCIAL DIGEST 

Snippets from stuff we’ve read - including differing points of view, not all of which we agree with. Want to know more? Give us a call and we can provide the complete article.

THE RICH GET RICHER
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“Over the past several decades, there has been what the Brookings Institute economist Gary Burtless calls a ‘startling increase’ in the gap between wealthier and poorer Americans. Today, earners in the top quintile make almost 20-fold what earners in the bottom quintile make; that margin has doubled over the past two decades. The top 1% of earners hold about 40% of the country’s wealth, or more than double the percentage of only a quarter a century ago.”

Albert R. Hunt, Wall Street Journal, April 20, 2000.

COLLEGE GRADUATES EXPECT TO BE RICH

“Fifty-two percent of college students and recent graduates expect to be millionaires by age 40, according to a survey by Jobtrak.com, an on-line job-listings service. The optimism is a reflection of ‘the strong economy,’ said James Tarbox, associate director of the University of San Diego Career Services. During the last few years, new college graduates have been wooed by companies offering stock options, signing bonuses and high salaries, said Ken Ramberg, cofounder of Jobtrak.com.”

Tip Sheet, April 12, 2000.

Now, in the words of Richard Dawson, host of the game show Family Feud:

“The survey says…”

SMALL BUSINESSES ARE RAISING PRICES

“Small businesses across the U.S. have begun to raise prices aggressively, passing along their higher labor and raw-material costs in a sign that inflation is heating up after years of being under control.
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“One quarter of small businesses surveyed reported raising prices in April, as opposed to 7% who said they cut prices, according to a monthly survey of small businesses by the National Federation of Independent Business, the nation’s largest small-business lobbying organization, with more than 500,000 members.”

Rodney Ho, Wall Street Journal, May 15, 2000. 

COST OF GASOLINE UP 38 PERCENT FROM LAST YEAR

“U.S. retail gasoline prices kicked off the summer with a bang, rising 1.9 cents to a record $1.538 a gallon, as American motorists began their annual summer driving rituals over the Memorial Day weekend. Prices are up 38 percent from a year ago, after the average U.S. price for regular self-serve gasoline jumped for a fourth week, a U.S. Department of Energy survey of 800 filling stations showed.

“ ‘We’ve got a roaring economy, more people on the road, more demand, and no increase in refining capacity,’ said George Gaspar, managing director of petroleum research at Robert W. Baird & Co. in Milwaukee.”

Associated Press, May 31, 2000.

MORTGAGES COST MORE, TOO

“Home buyers, get ready for some bad news: Mortgage rates just jumped to their highest levels in five years, and they could be headed even higher.

“The average rate on a 30-year fixed-rate mortgage climbed to 8.52% this week, up from 8.28% last week, according to a weekly survey released yesterday by Freddie Mac, the mortgage servicer. That is the highest mortgage rates have been since the week ending March 10, 1995, when the average rate on a 30-year mortgage hit 8.62%. A year ago, the average rate on a 30-year mortgage was 7.10%.”

Patrick Barta, Wall Street Journal, May 12, 2000. 

401(k) SAVINGS ARE BEING ERODED

“Many people are falling behind in saving for retirement because they are taking loans against their 401(k) plans, according to a survey by Fidelity Investments released this week.

“Most of the 700 401(k) investors surveyed fall in a category dubbed ‘concerned but harried.’ They are worried about having enough money to retire with, but too busy to contribute the maximum amount to their retirement plans. To make matters worse, half of these ‘concerned’ investors have taken loans from their 401(k) – effectively reducing the compounding effect they would have received had they not tapped the program, the survey said.”

Margaret Boitano, Dow Jones News Service, May 29, 2000.
THE VIRTUE OF SAFETY

(An item that could have been written by your mom)

Higher returns. If you read financial publications, the focus seems constantly to be on which investment vehicle generated the highest rate of return. Unfortunately, the tradeoff for pursuing higher rates of return is often volatility – as has been the case in the past few months. That’s the risk that comes with the opportunity for higher returns. 

On the other hand, while it may not be as eye-catching, there’s something to be said for safe, consistent, but lower rates of return, simply because the approach avoids a loss. Take a look:

Starting with a $100,000 balance, which scenario of gains (+) or losses (-) will produce a higher cash balance in 10 years?


YEAR
SCENARIO #1
SCENARIO #2


1
+20%
+8%


2
+21%
+8%


3
+10%
+8%


4
-16%
+8%


5
+12%
+8%


6
-2%
+8%


7
+22%
+8%


8
-6%
+8%


9
+11%
+8%


10
+15%
+8%

Value after 10 yrs.:
$215,571
$215,892

Pretty impressive, huh? But before you conclude that it’s time to put all your money in US Treasury Bonds, take in a few other thoughts.

· The scenario above is a manipulation of numbers. For example, if one of the down years in Scenario #1 had occurred later, the numbers would be different, and Scenario #2 would not be the “winner.” Given the right framework, you can arrange the numbers to support a variety of conclusions. That’s what statistics are all about. 

· The real issue isn’t whether Scenario #1 or #2 is better, it’s understanding the impact of losses over the long-term. Even though Scenario #1 had five years of 15% returns or better, the average gain was only 8% a year. So in conclusion…

· Low-risk compounding is boring, but the results aren’t as poor as you might think. What the low-risk approach really does is eliminate the psychological stress that comes from losing money.

So this is not a call to sell all your stocks and put the money in CDs. It’s just to reiterate that sometimes the best financial strategy is not the one that has the most promise for gain, but the one that  keeps you from loss.
GIVE US A CALL

OUR JOB IS TO MAKE IT EASY FOR YOU TO WORK WITH YOUR MONEY
Strategic Planning Services

A Registered Investment Advisory Firm 

(616) 447-0023 office--- (877) 447-9372 (616) 447-0625 fax

E-mail: tomich@primeaccess.com

Visit our Web Site www.spsinvestments.com
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WHAT THE BEAR MARKET LOOKS LIKE
(A “serious, nuts-and-bolts” part of our newsletter. Understanding and implementing these ideas can mean BIG DOLLARS for you.)

Nasdaq Falls 7.06%, Into ‘Bear’ Territory

 -Headline from the April 13, 2000 Wall Street Journal
Q: I know a bear market is bad, but what is it?

A: Stock market analysts define a bear market as the point at which an index (the Dow Jones Industrial Average, the S & P 500, the Nasdaq, and others) closes 20% below its previous high. An index is a measurement of a group of stocks, with the number providing an assessment of the combined performance of those stocks.

For example, the Nasdaq stock index was 5048.62 on March 10, which was not only a high mark for the year, but also an all-time high. On April 12, the index number was 3769.63, which represented a 25.3% drop. Hence the Nasdaq was in a bear market.

Q: If we are in a bear market, does this mean I’m losing money?

A: Not necessarily. If one index is indicating a bear market, it does not mean all indexes are bearish. For example, using the same time period as the Nasdaq, the Dow Jones Industrial Average has also dropped, but not 20%. But if a number of indexes are indicating a bear market, it is usually an indication that things are down overall, which means your investments are probably down as well.

However, since indexes are arbitrary creations of analysts, it is always possible to create an index composed of companies whose performance goes against the prevailing trend. Indexes are another creation of statistics, and if there’s one thing we repeat constantly, it’s “statistics can be arranged to say whatever you want them to say.”

Q: Given the fact that indexes don’t tell the whole story, how often do bear markets occur?

A: The S & P 500 is an index of the stock performance of the 500 largest companies in the United States. Dating back to 1929, which was the year of the stock market crash that ushered in the Great Depression, the S & P 500 has indicated 14 bear markets. Roughly, that means a bear market occurs once every five years. For investors, this is a statistic worth noting. Nobody invests with the intention of losing money, but very few understand the probability of significant loss is as high as once every five years.

Q: How bad are the losses in a bear market? Can they be worse than a 20% loss?

A: Of course. From September 1929 to June 1932 the S & P 500 recorded a drop of 86.7% For an individual who had $10,000 in an account made up of the S & P 500 companies, the balance would have fallen to $1,320 by the end of that time period.

Setting aside the 1929 crash bear market, the average decline from the other bear periods is still 33%.

Q: How long do the down periods of a bear market last before things start looking up again?

A: Using the S & P data, the duration of bear markets in the past 70 years has fluctuated greatly. The longest was 41 months (from November 1938 to April 1942) and the shortest was 3 months, (July to October, 1990). Even the bear of 1987, which featured the swiftest drop since the Depression, lasted only 4 months. On average, the duration of a bear market has been 17 months.

Q: Do bear markets represent buying opportunities? After all, one of an investor’s goals is to “Buy low and sell high”.

A: In theory, the best time to buy an investment is right after it reaches its low and starts climbing again. But how do you know if this point in time is the bottom? What if the market goes even lower? One of the problems with a discussion of bear (or bull) markets is that the information is about the past. Realizing an index shows bear market status didn’t help you get out at the top. It only tells you that if you wanted to maximize your profits, you should have gotten out awhile ago.

Q: Well, if I don’t know if a bear is a buying opportunity, is it an indicator that I should sell and cut my losses?

A: That’s equally hard to say. Probably the best statement concerning this issue we’ve heard is “never enter an investment unless you know what your exit strategy is.” In other words, determine when you start what level of gain or loss is acceptable, and how you will respond if you reach those parameters. Financially, the worst decisions are usually those made at the spur of the moment under pressure.

(The statistical information used in this section was derived from data compiled by Flexible Plan Investments, Ltd. and the book, “Using Market Timing As An Investment Strategy” ) 

“The secret of getting ahead is getting started. The secret of getting started is breaking your complex overwhelming tasks into small manageable tasks, and then starting on the first one.” 

                                                                                                                                                    - Mark Twain 
FINE PRINT FROM OUR LAWYERS THAT MAKES US OFFICIAL: All material in Mike Tomich's Newsletter of Financial Strategies is Copyrighted 1999 by the publisher, Mike Tomich, 2074 Rogue River Rd. Belmont MI, 49306. Mike Tomich's Newsletter of Financial Strategies is published 6 times a year. Permission to quote, copy or reprint in whole or in part is granted provided that attribution and credit are given to Mike Tomich's Newsletter of Financial Strategies.Mike Tomich's Newsletter of Financial Strategies contains information and articles that have been prepared for assistance to clients of the publisher or other subscribers. All recipients of this newsletter accept it with the understanding that the publisher/copyright holder does not warrant this information and is not rendering legal, accounting or other professional advice. The reader must evaluate the information contained herein in light of his or her own unique circumstances relating to any particular situation and must determine independently the applicability of this information to them. Various strategies and techniques depend on the reader’s facts and circumstances which may not be applicable to the information contained in Mike Tomich's Newsletter of Financial Strategies. Do not implement the information in this newsletter without first consulting with your own professional advisors
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“BEAM ME UP SCOTTY – 

I’M SELLING OUT”

Even though the majority of investors took a hit as stocks fell in March and April, a group of select individuals took their profits and sold their stocks before the drop. This select group? Corporate insiders and early-stage investors. Included in this group: William Shatner, the ex-Star Trek actor who does commercials for Priceline.com. Mr. Shatner sold 35,000 shares of Priceline.com at $90/share in early March. By April the stock was trading at $64.

Insiders are usually founders and company executives, and early-stage investors include venture capitalists, and wealthy individuals that take a stock position in the company before its trades publicly. When these people or institutions decide to sell their shares, they must file their intentions with the SEC. February 2000 filings exceeded all previous volumes, and represented a five-fold increase over a year ago.

So is this a conspiracy? Do the “big guys” know something the rest of us don’t? Probably not. When insiders or early-stage investors buy shares, they usually come with restrictions that mandate the shares must be held for a specified time period, such as 6 months or a year. Even after the time period has elapsed, there may be a limit on the number of shares that can be sold in a certain time period.

The past year has seen a frenzy of new stocks on the public market, many of which were just a year or six months old in February. As the restriction dates have passed, some investors look to cash out and take their profit. In most cases, (including Mr. Shatner’s) the insiders still retain significant holdings in the stocks they have sold.

DEEP-SIXING THE DEATH TAX

In newspapers, sportswriters are said to work in the “toy department.” They report games and contests, not real news. “Real journalists” cover wars, investigate crimes, and expose corruption. “Real journalists” write editorials about “real issues” that affect society.

So it’s a bit of a surprise when a sportswriter takes on a financial issue. Mitch Albom, an award-winning writer from the Detroit Free Press, and regular on ESPN’s Sports Sunday, recently took time to address the estate tax issue. In true sportswriting fashion, the commentary was clear and succinct.

First you earn a dollar.

Then it gets taxed.

It gets taxed by the federal government, the state government, city government, and Social Security.

It has pennies shaved off for a property tax or a school tax. Then a water tax, a gas tax, a sewage tax or a tax that helps some rich guy build a stadium.

Your dollar is peeled, sliced, diced, chopped, cubed, minced and shredded by taxes until whatever shards remain finally fall into your pocket.

And you put them away. You save them. You tell your children: “One day, those pieces will be yours.”

And then you die.

And the government wants to tax them again.

At up to 55 percent!

Welcome to the estate tax – or the “death tax” – the cruelest tax of all. There is a move to abolish this tax. The House voted on proposals last week.

Yet most experts believe the idea will die in the Senate. And President Clinton has vowed a veto, claiming the government would miss the money too much. The thinking by those who want to keep the death tax is the same as it has been for decades: The rich can afford it.

Yes. Well. To paraphrase Tina Turner: What’s rich got to do with it?

Something isn’t right simply because it benefits poor people. And something isn’t wrong simply because it benefits the rich.

But something is definitely wrong if it keeps parents from passing on the fruit of their life’s work to their children.

Hey, for a sports guy, that sums things up pretty well.


IF YOU KNOW SOMEONE WHO MIGHT LIKE TO RECEIVE THIS NEWSLETTER, TELL US. WE’LL SEND THEM A COMPLIMENTARY COPY.
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WHAT A DEAL…Did you know that our Senators and Congressmen don't pay any social security taxes, and of course, they don’t collect social security.  They have a special retirement plan that they voted for themselves many years ago.   When they retire they continue to draw their same pay until they die, except that it may be increased from time-to-time by cost of living adjustments.  Example: former Senator Bradley and his wife may expect to draw $7,900,000, with Mrs. Bradley drawing $275,000 during the last year of her life.  They paid nothing into the retirement plan.  The American taxpayer pays the bill!  


The average American who is paying for this wonderful retirement plan, Draws about $1,000. from Social Security each month.


Social Security could be that good for the average American Citizen, if we made only one small change.  The change is to put the Senators and Congressmen in the Social Security Plan with the rest of us.  Then see how fast they would fix-it. 
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