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What's  Better  than  Ambien?
Try  Good  Behavior

  
When it comes to today's investment climate, clients often ask, "what's keeping us up at night"?
Given the markets' recent new highs, economic uncertainty, and geopolitical crises, the answer
might surprise you. We are less concerned about the behavior of markets than we are the behavior
of investors -‐ particularly during the next market correction.
 
It's worth noting that when it comes to market corrections, it isn't a question of "if", but "when".
Let's use the U.S. as an example. From 1926 -‐ 2013 (88 years), there were 24 years in which the
S&P 500 ended with a loss. That's 27% of the time, or on average, about one out of every four or
five years. The last year we saw a major decline was 2008. We are quick to remind our readers that
this means nothing in terms of predicting when the next correction will occur -‐ no one knows
anything about tomorrow and you should be skeptical of anyone who says they do. What we are
confident of is that trees do not grow to the sky. Sooner or later, we'll have a correction.
 
But back to our point. Markets fluctuate -‐ that is a fact. But it's the behavior of investors that
determines their investment success over time. We cannot stress this point enough:
 

The single most important determinant of returns is not market performance -‐ 
it's investor behavior.

 
Skeptical? We'll prove it to you. Below you can see the last twenty years of market returns. You can
also see the returns of the average investor during that same time period. 
  

  
Dalbar QAIB Study, 2014

 
So, if you simply invested in the 500 largest companies in the U.S. for twenty years and looked out
the window, you averaged a bit over 9% annually -‐ a handsome return. (We would remind the
reader that many bad things happened over the past two decades. As we say, the world is always
ending, it just never ends.) But the average stock fund investor only averaged a bit over 5%. What's
the only explanation for the difference? Bad behavior. You either got greedy (the tech bubble, the
real estate frenzy, the gold rush, etc.), or you got fearful and bailed out into cash during a



correction.

 

Long term investing can be directly linked to how investors behave through market cycles. It's all

too easy to let emotions guide how we react to market movements. Exuberance or panic can cause

us to buy high or sell low, which can derail our long term plans. This Cycle of Market Emotions

chart is a powerful illustration of why people tend to behave badly. 

 

 

So, what should you do? Prepare yourself. It's perfectly normal to feel uncomfortable during the

inevitable ups and downs of the markets. The key is not to act on those emotions and screw up your

long term opportunity for success. Remember a few golden rules of good behavior:

 

1. The future short term direction of things is fundamentally unknowable.

2. Market ups and downs are normal and natural, and always have been.

3. The price we pay for advances is declines. If the declines went away, so would the advances.

4. The percentage of times the market has historically recovered from uncomfortable lows to new

highs is exactly 100%. It's a beautiful dance.

5. If you're properly diversified for your long term goals, then don't just do something, stand there.

 

Enjoy the lazy, hazy summer days. And relax. See you next month. 
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