THE INVESTOR

OCTOBER 2001
Thought of the Month – Dollar Cost Averaging in Practice

As was briefly mentioned in the September issue of the Investor, dollar cost averaging is touted as an effective way of lowering the average cost of accumulated positions within an investment portfolio, particularly during declining markets.  For the avoidance of doubt, dollar cost averaging is simply the idea of investing a constant or minimum amount of funds in equities and/or other investments on a monthly or other periodic basis such that when markets are declining, the average cost of the holdings will be lower thereby increasing the potential for gains when markets rebound.  This idea sounds appealing but for many of us, it is impractical to continue investing during declining markets for a number of potential reasons, which include: i) fear of losing one's job and/or lower salaries and bonuses – declining markets are often associated with staff reductions and recessions  ii) a pessimistic outlook towards one's future income and devaluation of assets such as our homes or flats leads us to preserve more cash for a rainy day or pay down credit card and other debt, rather than giving us the confidence to invest any excess funds in the market iii) spending money on education – many of us try to upgrade our skills by spending more on courses and other activities designed to improve our future salary prospects.  If everyone kept investing more in declining markets, wouldn’t this simply create asset price inflation and only cushion the markets from declining further?!  Dollar cost averaging is a great concept in theory, but in practice can it possibly work for anyone except the lucky few who are not faced with real economic hardships during recessionary times?
Why is the Sky Blue? – Why is Investing so Difficult?!
Investing seems such like a simple concept in theory:  take some cash and spend it on something that will not only hold value, but stands a good chance of producing income and/or appreciating in value.  Then why is it so difficult in practice?  After reading the Nourishment section below, you should come away with a good answer to this question!

Nourishment –  Technical versus Fundamental Investing, Diversification, and Other Issues

In the previous issue of the Investor, we explained the difference between technical and fundamental investing, and raised some issues concerning these investment styles.  We questioned how one should react to researchers' advice to over- or under-weight a market or market sector.  We also briefly mentioned the often conflicting strategies of following the above researchers' advice and/or technical investing on the one hand, and on the other hand, dollar cost averaging and investing for the long term.   Now we will try to reconcile all of these ideas into a coherent investment strategy.

Let's start by asking some key questions:  Do you believe in the idea of technical investing (i.e., above-average profits can be achieved because of inefficiencies in some markets)?  If so, do you have enough investable risk-capital and time to take advantage of this belief (often such investments require higher minimum investment amounts and more time to research proven investment managers), and is your conviction that markets are inefficient strong enough to warrant the higher fees that are usually associated with technical investment managers in comparison to mutual funds?  Are you a long-term investor (e.g., with an investment horizon of 20+ years)?  Do you expect your investment returns to exceed the after-tax interest cost on your outstanding home mortgage, credit card debt, etc.?  Is there clear enough information in the research reports advising you where to place your money and whether this advice is based on technical or fundamental research? If so, do you believe that the benefits from following these recommendations will exceed the cost of under- or over-weighting a market or market sector given commissions, bid-offer spreads, etc.?  

Now to the answers...As you may have realized, regardless of your answers, the questions above require careful thought and consideration.  In some cases, an individual investor could literally spend weeks trying to answer the above questions.  For those of you that do not have the resources to answer the above questions, our advice is to find a financial advisor that can spend the time reviewing your personal situation so that the questions can be answered.  But first you must decide whether the cost of such advice will exceed the benefits to be gained from that advice.  

To help make sense out of all of this, the following may clarify the situation.

The professional investor:  If you are a long-term professional investor, which means that you have enough time, investment capital, and skills to dedicate each week to managing your investment portfolio, and plan to be in the market for at least 20+ years, then I can imagine that you will have most of your portfolio allocated to global real estate, equities, bonds, money markets, cash, art, and other investments based on your (or some investment managers that you have selected) assessment of the projected risks and returns over the long-term.  You most likely will have a small percent (10~20%?) of your capital dedicated to technical/aggressive investing as well, which includes hedge funds and other investment vehicles that focus on short-term market aberrations and intermittent price imbalances between instruments in the market (i.e., relative value investing).  Of course, you will also be invested in funds that are allowed to short equities and other instruments to take advantage of bearish outlooks for particular companies, sectors, or markets.  You will also have adequate net income each month that allows you to keep adding to each of your investments even if markets are declining (i.e., to take advantage of dollar cost averaging).  You will most likely have access to researchers and sizable fund managers who explicitly qualify whether their reports are based on technical or fundamental factors, and then if advantageous, follow their advice to under- and over-weight specific markets and market sectors, the benefits of which will exceed commissions and bid-offer spreads.  You will also possess the skills set necessary to determine the appropriate asset allocation between the various investment opportunities, based on a keen understanding of portfolio diversification.

To summarize all of this in simple terms, you will be highly diversified over the long-run and positioned to take advantage of both declining and rising markets, while having the additional opportunity to profit from short-term market inefficiencies.   

The majority of individual investors:  If you are a long-term investor with ambitious investment goals like the rest of us, but lack the time and/or investment capital and/or skills to dedicate each week in managing your investment portfolio, don't give up hope!  Here's the plan: Let's select one or more well-diversified equity and fixed income mutual funds and leave the decision-making process regarding asset allocation within such funds in the hands of the investment managers.  And then invest a small percentage (10~20%?) of our investment portfolio in hedge funds and other alternative investments that allow us to benefit (although often with higher risk) from market inefficiencies and other anomalies.  It is sensible to make sure that the portfolio is internationally diversified and includes a broad range of assets, including real estate, equities, bonds, art, etc.  Whenever the expected benefits derived from investing exceed the projected carrying costs on our outstanding debts, and we still have disposable income for investing, then perhaps it’s wise to tighten our belts and take advantage of dollar cost averaging even during lean times.  Try doing this on a consistent basis for a long period of time (say 20+ years) and leave the investments alone, unless our personal financial situation or goals have changed.  But unfortunately, even with such a passive investment strategy, we still must find the time to locate good investment managers, make sure that the potential earnings are not all eaten up by management fees, and most importantly, have the minimum capital that is often required by investment managers.  These are truly daunting challenges for most individual investors, and accordingly, I would venture to say that most individual investors are not as well diversified as they should be.  To complicate the issue further, individual and professional investors alike must continuously monitor their investments and investment managers to ensure that their investment goals are being met.  

Feedback
As always, we greatly appreciate your comments and feedback.  We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways.  E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!
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