
We've been through an unprecedented few years, such
that it seems almost as if the markets and the accepted
rules that governed them have evolved at a fundamental
level Journal of Indexes sat down with a group of experts
to discuss the changed market environment and what it
means for investors.
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JOI: Has the nature of investing changed
in the last few years?
Siegel: What's difficult is that what people are doing
and what people should be doing, in my opinion, is not
the same thing. The last 10 years have not been good for
stocks—we all know that. And we know there are quite
a few economic problems facing this country and the
world. But it's my feeling that investors are overreacting
to all this negative sentiment in the market and are taking
too cautious a position with regard to investments, and
are ignoring the long-term data.

This is something that has occurred throughout history,
where stocks don't do well and people are down on stocks.
Then when stocks do perform well, they get up—in fact, too
far up—on stocks. Right now, we see a very risk-averse invest-
ment strategy—a fearful investment strategy—where people
are willing to lock in yields on bonds that, to me, are extremely
poor compared to any historical calculation of stock returns.

JOI: Given a decade of negative returns and massive vol-
atility, does traditional index investing still make sense?
Siegel: There are several types of index investment. There
is the original capitalization-weighted indexing. There
are newer forms of indexing, called fundamental index-
ing, which tilt portfolios towards value stocks, towards
high-dividend stocks and high-earning stocks. My feeling
is the next 10 years will be good for straight capitalization-
weighted indexing, but will be even better for those who
invest with an index tilted towards high-dividend and high-
earning stocks. In fact, what is interesting is that had inves-
tors in 2000 invested in value stocks, the returns through
this last decade would have been much, much better. One
of the major reasons for the very poor performance of the
market over the last 10 years was the bust in technology
stocks from the very overvalued position that they achieved
when we reached the turn of the century.

JOI: What have been the biggest paradigm shifts in the
global economy in the last five years?
Siegel: I think the greatest paradigm shift has definitely
been the rise of the emerging markets—India, China,
Brazil. Their economic growth has been excellent. They
have come through the financial crisis in a Great Recession
much better than the developed world. And I think that any
investment policy has to be a global policy with a signifi-
cant weight given to emerging markets.
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JOI: Is program trading driving short-term stock move-
ments? Are ETFs to blame?
Siegel: One has to realize that in bear markets in reces-
sions, stock volatility has always been higher. We are in
unusual economic times, clearly, with debt building up
rapidly in the developed world, the downgrading of U.S.
Treasury bonds and a very weak recovery in the United
States, Europe and Japan. Whenever it is unusual times,
that brings about volatility. But we had extreme volatility in
the 1970s, high inflation and severe recessions. The great-
est volatility was in the 1930s, and we're nowhere near that,
even today. That was the Great Depression.

I do not believe that program trading is responsible
for that. I don't believe ETFs are responsible for that. The
main difference as time goes on in the markets is that
the speed of information travels faster and faster, and
rumors travel faster and faster, and your ability to get a
trade in and out is faster than ever—and at the lowest
cost. So you will see a lot of short-term volatility.

I don't think investors should be scared off by that,
because if they're going in for long-term value, they can
sometimes pick up some good values when the short-
term volatility drives prices downward. I would advocate
that investors use those opportunities to accumulate
equities and actually thank program traders for giving
them bargains in the market.

JOI: When rates finally start to rise, will fixed-income
index investors suffer? Are they prepared for that?
Siegel: It will happen by necessity, because I believe that
the expectations of interest rate increases that are built
into bonds are too low. I myself do not believe that the
Fed absolutely will be able to keep interest rates as low as
they claim they intend to over the next two years, because
I believe that we will resume economic growth in the next
six to 12 months, and that would force the Fed to raise
rates. If they do raise it before the summer of 2013, you
can be sure that the bondholders will suffer some severe
capital losses, and I do not believe that most investors in
bond funds are recognizing those real risks.

JOI: Are investors in danger of ovenvei^iting emerging markets?
Siegel: I think most investors are still underweight in
international stocks. International stocks in developed
and emerging markets are approximately 60 percent
of the value of total equities outstanding, and very few
investors have that much in foreign stocks. An aggressive
position in emerging markets would be an allocation of
one-third of your total equities, and that would be diversi-
fied across all emerging markets. Anything above a third
is certainly taking on extra risk. It may be rewarded, but it
is extra risk. Also, it's dangerous to put all your eggs in one
basket. Clearly, any one country can go south and disap-
point. That's why diversification is the key.

But I would overweight emerging markets in the portfolio
compared to their market value weight, which is probably
around 10 or 15 percent. Up to a third, although aggressive, I
would say, is not uncalled for in the long run.
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