
I nvestors suffering 
during major bear markets 
are tempted to “time” the 
market: to sell and avoid the 
downturn, and then reinvest 

before the inevitable recovery. 

It now seems obvious to 
these investors that anyone 
with half a brain should have 
foreseen last year’s credit 
crisis and massive worldwide 
fall in asset prices. By selling 
out ahead they would have 
preserved their capital and 
been able to invest this year 

when stocks are bargains. 

Not so, says Javier 
Estrada of the IESE Business 
School in Barcelona, Spain. 
His recent study shows that a 
small fraction of days deter-
mines most of an investor’s 
gain, and that these abnormal 
trading days are impossible to 

predict. 

“Much like going to Ve-
gas, market timing may be an 
entertaining pastime, but not 
a good way to make money,” 

he concludes. 

Many Black Swans 
He studied the impact of 

so-called Black Swans—the 
unpredictable tiny minority of 
trading days encompassing 
abnormally large upward or 

downward price swings. 

The term “Black Swan” 
comes from the age-old as-
sumption that all swans were 
white, hence a black swan 
was considered an impossible 
event. That assumption was 
shattered by the 17th-century 
discovery of black swans in 

Australia. 

Black Swans, Estrada 
writes, lay outside the realm 
of normal expectations be-
cause nothing in the past can 
convincingly point to their 
occurrence. They carry an 
extreme impact. After they 
occur, plausible explanations 
can be found for them, mak-
ing it appear as if they were 
explainable and predictable, 

even though they were not. 

A prime example is the 
Black Monday stock market 
crash of Oct. 19, 1987, when 
the Dow Jones Industrial Aver-
age dropped nearly 23 per-
cent. In the Dow’s 90-odd 
year history prior to Black 
Monday, it had fallen more 
than 10 percent in a day only 

twice, back in the 1929 crash 
when it fell by 12.8 percent 
one day and 11.7percent the 
next. Nothing had prepared 
investors for a one-day de-

cline of 23 percent. 

Big impact  
Estrada studied daily 

returns in the United States 
and 14 international markets 
and found that a handful of 
days of abnormally high or low 
swings accounted for a major 
portion of the return to inves-

tors in all markets. 

For instance, in the 
United States from 1900 
through 2006, an investor 
turned a $100 investment 
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Points of interest: 

• The Black Monday market 

crash of 1987 is an exam-
ple of an unpredictable 
Black Swan event. 

• The relatively few trading 

days when big price 
swings occur account for 
most or all of the market’s 
return to investors. 

• Such outliers are rare and 

unpredictable, making 
market timing a nearly 
impossible feat. 

INVESTMENT  
UPDATE  

A black swan was thought to be impossible until they were found in Austra-
lia. Rare and unpredictable black swan events govern stock market returns. 
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into $25,746 (not counting 

dividend reinvestment). 

If an investor missed just 
10 days of that 106-year pe-
riod, he would have cut his 
gains by an astonishing 65 

percent to just $9,008. 

And yet 10 days ac-
counted for just 0.03 percent 
of the 29,190 trading days 

from 1900 through 2006. 

Even more interesting, 
an investor who missed the 
100 best days during that 
period ended up making noth-
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ing. Those days made up  
just 0.34 percent of the 
total trading days and de-
termined whether an inves-

tor made any profit or not. 

It would have been 
exceedingly difficult to find 
“the 0.34 percent of the 
time that determines 
whether or not any wealth 
is created at all!” Estrada 
wrote. “The odds against 
successful market timing 

are simply staggering.” 

Estrada concludes that 
Black Swans render market 
timing a “wild goose chase” 
and that investors should use 

diversified portfolios to miti-
gate their effects and should 
stick with their investments 
through thick and thin rather 

than trying to time markets. 

Meanwhile, the latest 
comprehensive Federal Re-
serve survey, which covers 
the period 2004 through 
2007, shows that the average 
family in that period experi-
enced a slight drop in median 
income, from $47,500 in 

2004 to $47,300 in 2007. 

Statistics indicated that 
income fell 
or stag-
nated in all 
income 
groups but 
one: there 
was an 
apprecia-
ble in-
crease in 
income for 
the highest 
10% of 
income 
earners 
over the 

period. 

The average income for 
that group increased to 
$397,700 in 2007 from 
$331,900 three years earlier, 

the Federal Reserve said. 

Although assets and 

The latest comprehen-
sive survey of household fi-
nances by the Federal Re-
serve shows that the net 
worth of the average house-

hold has dropped since 2001.  

It also showed that many 
Americans—with the excep-
tion of the top income earn-
ers—have had stagnant in-

comes in recent years. 

The devastation of twin 
bear markets, one that began 
last year and one from 2000 
to 2002, has erased any 
gains in assets for American 
households for the entire 

decade. 

Down 2  percent  
The survey performed by 

the Fed in 2001 showed that 
the average household net 
worth (adjusted for inflation) 
was $100,918. The latest 
available figures for October 
2008 show the average net 
worth declined 2 percent to 

$98,900. 

That figure may be even 
lower today since stock mar-
kets declined in November 
2008 and during the begin-

ning of 2009.  

income didn’t rise for most 

Americans, debt did. 

The average family owed 
$67,300 in various debts in 
2007, up from $60,700 in 

2004. 

Second homes hurt  
The biggest contributor to 

that increase was in debt from 
second homes, 

the Fed said. 

The average 
homeowner had 
a mortgage of 
$107,000 on a 
primary resi-
dence, and owed 
$3,000 in credit 
card balances. 
The average car 
loan was 

$13,000. 

Meanwhile, the 
growth in house-
holds with exces-

sive debt was troubling. 

 The number had grown by 
20 percent to 14.7 percent of 
all households. Excessive debt 
is defined as owing more than 
40 percent of household in-

come in debts of various types.  
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“The devastation of  

twin bear markets… 

has erased any gains in 

assets for American 

households for the entire 

decade.” 

Quick market moves surprise investors. 

American households are falling be-
hind on net worth and not seeing big 
increases in income, but are contend-
ing with more debt. 
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Investors like to believe 
that active mutual fund man-
agers—those who are allowed 
to buy and sell according to 
their predictions of the mar-
kets—can outperform during 

bear markets. 

Index funds, the reason-
ing goes, are stuck with the 
downward trend, since they 
must remain fully invested at 
all times and will follow the 

general trend. 

A new study by The Van-
guard Group, one of the larg-
est mutual fund companies, 
has turned that common wis-

dom on its head. 

It found that even though 
as much as 60 percent of 
active funds beat the indexes 
in a particular bear market, 
that did not predict how well 
they would do in the next bear 
market. Instead, a different 
group of funds outperformed 

during the next down cycle. 

Missing  the bul l  
Even worse, the majority 

of active funds—including 
those who had done well dur-
ing the bear market—lagged 
behind when a subsequent 

bull market asserted 

itself. 

“The combination 
of cost, security selec-
tion, and market-timing 
proves a difficult hurdle 
to overcome in any 
market environment,” 
wrote author Christo-

pher B. Philips. 

The study looked 
at six market declines 
of more than 10 per-
cent in the United 
States and five in 

Europe, all since 1973. 

The study found that a 
majority of active funds beat 
the indexes during three of six 
U.S. bear markets and two of 

five European bear markets. 

Timing is  hard 
That inconsistency of 

success looks worse from the 
finding that a majority of mar-
ket-beating funds did not 
repeat their performance in 
the next bear market, making 
it difficult for an investor to 
identify bear market winners 

in advance. 

This probably occurs 
because the actively-

managed funds have taken a 
defensive position relative to 

the market. 

Obviously it is very hard 
to time the market’s shifts 
accurately, and these funds 
do not reallocate to stocks 
quickly enough to participate 
in the inevitable market up-

turn. 

The study confirms the 
value of an indexed investing 
approach. “We conclude that 
an indexed investor is not at a 
disadvantage when investing 
in bear or bull markets,” Phil-

ips wrote. 

tem injuries were the leading 

causes for claims. 

Tradit ional is ts  win 
Men who hold a tradi-

tional view about a woman’s 
place at home earn more 

money than those who 
are more liberal, ac-
cording to a study pub-
lished in the Journal of 

Applied Psychology. 

The traditionalists 
earn $8,500 more on 

average, the study found. 
However, women with more 
traditional views earned less 
than their counterparts who 
thought it was ok to work 

Long term care insur-
ance is typically purchased in 
anticipation of needing nurs-
ing care at home or in a facil-

ity after retirement. 

However, new statistics 
from Unum, a large 
long term care insurer, 
shows that almost half 
of its policy claims were 
made by people under 

age 65. 

The average age 
for younger clients making 
claims was 53, and the aver-
age claim lasted for 31 

months, Unum said. 

Brain and nervous sys-

outside the home. The study 
speculates men who believe in  
traditional roles may negotiate 
harder for more pay or that 
employers may discriminate 

against more liberal men. 

Indexes win again 
Over the last five years 

Standard & Poor’s stock in-
dexes have beaten the majority 
of actively managed funds, the 

company said. 

The S&P 500 beat almost 
69 percent of large-cap stock 
funds, its SmallCap 600 fund 
beat 78 percent of small-cap 
funds, and its bond indexes 

beat 75 percent of bond funds. 
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ACTIVE  MUTUAL  FUNDS  DO  NOT  
PROTECT  AGAINST  A  BEAR  MARKET  

“Even worse, the 

majority of  active 

funds… lagged behind 

when a subsequent bull 

market asserted itself.” 

Active fund managers claim they can beat 
bear markets, but a new study disputes that. 

 YO U N G  A N D  S I C K ,  H I G H E R  I N C O M E S ,  &  M O R E  



bond funds during the quar-
ter, with the biggest exodus 
coming from foreign and 
emerging market invest-
ments. Morningstar said fund 
owners sold their interna-
tional shares at a rate three 
times faster than they sold 

domestic stock funds. 

The bond sell off oc-
curred during the credit crisis 
as corporate and municipal 
bonds declined in value. 

The record for individ-
ual investors is clear: they 

have lousy market timing. 

The easiest indicator 
of what investors are do-
ing with their money are 
the monthly statistics on 
inflows and outflows from 

mutual funds. 

Statistics inevitably 
show that investors pile 
into funds at the top of 
bull markets and flee their 
funds at the bottoms of 

bear markets. 

This seemed to happen 
once again during the fourth 
quarter of 2008, when the 
Standard & Poor’s 500 Index  
hit a low that was 52 percent 
below its high of a year ear-
lier. Despite bouncing up and 
down since then, the S&P 
500 low has stayed in the 

same range since November. 

Mutual fund data from 
Morningstar show that inves-
tors fled from both stock and 

Some $40 billion exited 
mutual funds investing in 

those areas. 

Investors gobbled up 
shares of funds holding 
U.S. Treasury securities, 
even as the yields on those 

securities neared zero. 

Several studies have 
shown that even though 
mutual funds on average 
post good long-term re-
turns, the average investor 
underperforms his or her 
own fund because of ineffi-

cient market timing. 

One glimmer of hope 
appeared at the very end of 

the year, Morningstar said. 

Between Dec. 1, 2008 
and Jan. 11 of this year, mu-
tual funds had net inflows of 
$11 billion, indicating that 
some investors were dipping 
their toes in the water again, 
perhaps on the belief that 
recent lows will be the bottom 

of this bear market. 

W ITH  IMPECCABLE  BAD  TIMING ,  
MUTUAL  FUND  INVESTORS  FLEE  

Mutual fund investors grabbed their purses and 
wallets and fled stock and bond funds in 2008. 

Investment Update is published 
monthly by OBS Financial Services, 
Inc. © 2009 All rights reserved.  
Information has been obtained 
from sources believed to be reli-
able, but its accuracy and com-
pleteness, and the opinions based 
thereon, are not guaranteed and 
no responsibility is assumed for 
errors and omissions.  Nothing in 
this publication should be deemed 
as individual investment advice.  
Consult your personal financial 
adviser and investment prospectus 
before making an investment deci-
sion. Any performance data pub-
lished herein are not predictive of 
future performance. Investors 
should always be aware that past 
performance has not been shown 
to predict the future. If in doubt 
about the tax or legal conse-
quences of an investment decision 
it is best to consult a qualified 
expert. OBS Financial Services, Inc. 

is a Registered Investment Advisor. 


