It is not just uncomfortable; it is excruciatingly painful and exhausting. My last email referenced the major equity indices' multiyear lows. In the first three days of this week, that reversal has only intensified. The Dow 30 and S&P 500 reflect 1997 levels, 5 years of backsliding; the NASDAQ is where it was mid-summer 1996, a 6-year retreat. 

The recoil is horrifying. However, more disturbing to me is the record high selling of equity mutual funds in July and August, with September expected to continue this unprecedented outflow (per the ICI). By implication, this means paper losses have become real losses. If done to realize capital losses for tax purposes, with the thought of buying equities after the 30-day wash period, then that is one thing. But, fixed-income funds have experienced record inflows of symmetrical magnitude. And widely reported, is the fact a fixed-income fund (Pimco's Total Return) has become the largest in assets-under-management--more evidence of equity angst.  

Nor is this phenomenon exclusive to the fund world. For the past six-plus weeks, there has been an absolute dearth of buying by Wall Street-at-large. Institutional rational includes: uncertainty around Iraq and the price of oil; worry over the consumer's willingness/ability to continue to spend; impatience with capital expenditure's minimal improvement; loss of confidence in corporations' earnings and ethics; and the list goes on. These specifics are not lost on individual investors, but they add to that list a lack of confidence in Wall Street's institutions, themselves--creating a somewhat circular, yet understandable, dilemma. 

Q3 statements are showing equity paper losses between 15% and 25%. This is the second worst quarter for stocks in history (Q4, 1987 is the worst).  Furthermore, the ubiquitous the S&P 500 benchmark is nearing a 50% decline from its high in 2000; i.e., $100,000 seems to have become $50,000. And, the NASDAQ is closing in on an 80% deterioration. Who cares that there has been a worse a peak-to-trough decline? (The Dow 30 dropped 87% during the Depression years.)

For individuals, the pain required to endure equity investing has become intolerable; and, given the institutional shut down, it is collective suffering. The question is: how do you endure the pain?

My next email will offer current-day fundamental reasons for more optimism than these numbers depict. This week, history is the basis of my hope. 

In the latter half of 1990s, I wrote an article for S&P titled "Resiliency=Remuneration."   My purpose was to give investors a sense of how bad it could get-while equities were strong. I hoped that hypothetical self-examination would result in a change, or reinforcement, of investment strategy and behavior. I asked, if the then-top performers like General Electric and other blue chips were down 60% to 70%--as they were in '73-74 (and are today)--what would you have, or did you, do?  More excerpts follow:

"How Bad Can It Get For a Buy-and-Holder? …In a multi-year bull market, it is particularly difficult to doubt the buy-and-hold strategy's merit. It becomes Wall Street's "darling" after extended run-ups. Given the lack of even a 10% correction in the current market's rise, once again, it is the favored child. But buried in the historical archives of the market are important lessons: Extending time horizons back to 1935, bear markets have struck every 3-4 years; losses of 35-plus% in the S&P 500 have occurred at least once a decade; and losses requiring 3 years to recover to a break-even point have been as frequent.

"Doing Nothing: Difficult But Profitable…With such painful endurance required, why does the strategy get recommended? As uncomfortable as it can feel, it makes sense. There is fundamental upward bias to equities (not the case for fixed income). Look at any graph of a stock composite and this will be evident. Or consider the fact that the stock market goes up two days for every one it declines. Put another way, equities rise three years out of every four--some 75% of the time. (Note: these are long-term averages)

"Sitting on the sidelines in the best twelve months of a decade would eliminate 2/3rds of a portfolio's potential return. Moreover, transactions cost and tax implications need consideration. Buy-and-hold works, but it requires a resiliency bound to be tested. The key is: to know yourself and your investment strategy. hen, stick to it." [Investech Research contributed to my work]

Next month, I will have the privilege of meeting one of the industry's most respected investors: Charles D. Ellis, CFA, author of the prize-winning book Winning The Losers Game. His research reinforces and amplifies my point. He writes: 

"Almost all the total returns on stocks in the 70 long years from 1926 to 1996 were achieved in the best 60 months-only 7% of the 862 months over those long years…If we missed those few and fabulous 60 best months, we would have missed almost all the total returns accumulated over two full generations. The lesson is clear: You have to be there "when lightening strikes." (P10) [His book was written prior to the recent bubble and its burst. Interestingly, we are back to 1996 and 97 levels. His insight remains intact.]

" A dollar invested in the S&P 500 from January 1960 to June 1990 would have compounded to $19.45…If the same dollar had been taken out of the market for the best 10 months of those three decades-just 3% of the whole 30-year period-the value at the end of the period would have been only $6.85 (a return equivalent to treasuries). (P10)

Citing studies by Cambridge Associates, Ellis considers several time period permutations.  He concludes that being out of the market for just ½% of any time period, cuts the average rate of return by 30%; being out 1 ½% cuts the return by over 70%.  He advises, "stay invested through the rough time: That is the only way to be there so you will enjoy the great and good times." 

"Decisions that are driven by either greed or fear are usually wrong, usually late, and very unlikely to be reversed correctly…As Fischer Black put it, "The market does just as well, on average, when the investors are out of the market as it does when he is in. So he loses money, relative to a simple buy-and-hold strategy, by being out of the market part of the time." (P 9)

I hope this factual reality helps mitigate the historic, yet real-time, market distress we have been, and continue to be, asked to endure. On Wednesday of this week, the Nobel Prize was awarded to two professors-one an economist, the other a psychologist. Together, they have been working to explain economic decision making, market bubbles, irrational behavior and more. Recognition of the importance of behavioral economics, coincident with today's impact of psyche on the stock market, is appropriate and needed. I hope it is good omen that rationality will return; meaning, a 'coiled spring' move upward, followed by a market that reflects America's underlying merit and strength.
