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A Broader Perspective:
“History does not repeat itself.
It rhymes.”
- Mark Twain

This unique observation can accurately
be applied to the current state of the
economy and financial markets.
®

by Mike McCann, CFP , AIF

®

Rising costs of food and fuel, dropping home prices, and banking
industry woes have coalesced in 2008 to create what some
investors and analysts have characterized as an unprecedented
combination of dire events.
While the current state of affairs may not be identical to any we
have experienced in the past, it does have a familiar ring to it.
History has shown that markets move in cycles. Successful
investors
anticipate
periods
of
unfavorable
returns.
Understanding how market cycles perform - over time - can not
only help ensure long-term investing success, it also can help
alleviate the short-term stress of market declines.
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Weston Wellington, a Dimensional
Fund Advisors vice president, made
an interesting point in his recent article titled “Is It Different This Time?”
“Some have concluded that the
current state of affairs bears little
resemblance to the past and are questioning the wisdom of maintaining
consistent exposure to equities at all,”
he wrote. “We don't know what the
future for this business cycle looks
like, but we do know that on many
occasions in the past, investors were
confronted with “unprecedented”
events that tested their willingness to
maintain a diversified approach.”

• Routine declines of 5 percent
or more occur, on average,
about three times a year.
• Moderate declines of 10 percent
or more typically occur once
a year.

• Severe declines of 15 percent or
more hit about once every two
years and last an average of
about seven months.
• Bear markets, which represent
a decline of 20 percent or

The author supported his position
simply by excerpting key quotes from
other articles in leading publications.
“There have been multiplying
signs that the long American
romance with the big car may finally
be ending. . . . Economists generally
are agreed that the era of readily
abundant fuel has ended for good.”
Sound familiar? It’s from an article in
Time magazine, December 1973. Or
what about this Wall Street Journal
quote from a banking investment
strategist: “Falling real estate prices
and the fragile state of the banking
system make this recession unlike any
other and extremely difficult to forecast.” It was published February 1991.
A study of stock market history by
American Funds shows that declines
have varied widely in intensity,
length and frequency in the past 100plus years. Yet, it reveals, too, a
noticeable pattern of sameness – of
rhyme, if you will. It charts declines
in the Dow Jones Industrial
AverageSM from 1900 to December
2007. Following is a summary of
the findings:
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more, typically only hit about
once every three and a half
years; they last an average of
11 months.
It is not possible to predict when
a market decline will occur; and,
when dealing with a decline, it’s
impossible to know at the onset if it
will be a small short-term drop or a
larger long-term correction. But a
historical review of the markets does
allow investors to predict one thing
for certain: periodic market corrections will occur.
Some would argue, in fact, that
the U.S. markets have been somewhat overdue for the current correction, since the last bear market cycle
occurred more than five years ago in
October 2002. Beginning in 2003,

14

fact is,
“ That
without
volatility, investors
cannot expect
favorable
long-term results.
That is the risk
part of the
risk/reward
equation that
translates into
positive returns.

round-up

”

the U.S. stock markets enjoyed an
extended period of strength with
very little to no meaningful corrections. This five-year period lulled the
average investor into the belief that
it is “easy” to invest.
Fast forward to today. The past
three quarters have been extremely
volatile, and that now has the average investor worried. It’s only natural. No one likes a market downturn.
Yet, market volatility is a natural
occurrence. While it would be wonderful to see a positive number in the
market every year and every quarter,
that simply is not how capital investing works. Learning more about how
the capital markets ebb and flow
could help alleviate investors’ anxiety during downturns.
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Here’s another way to look at it. Investors will pay more
for an attractive company than for a distressed company. By
paying more money for the attractive company, the
investor doesn’t expect as much in return. Yet, because
there is less risk, the investor also can feel more secure in
the decision to invest in that attractive company.

Focusing on the Long Term
One key to successful investing is creating a long-term
investment strategy that takes into account the inevitable
market cycles. By applying modern portfolio theory and
asset allocation - which balances risk and reward with
your personal financial needs and objectives - investors
have a higher likelihood of achieving their investing
goals. It is also important to put that strategy in writing,
often called an Investment Policy Statement (IPS), to
help ensure you stay on track.
That fact is, without volatility, investors cannot
expect favorable long-term results. That is the risk part of
the risk/reward equation that translates into positive
returns. The reward comes to those investors who have a
long-term investment strategy, as well as the resolve to
stick with that strategy despite the temporary declines.
The better educated one becomes as an investor, the
easier it becomes to maintain that resolve and cope
with volatility.

Working with a financial advisor to maintain a
diversified investment portfolio is another key to longterm investing success. A portfolio invested primarily in
one market sector runs the risk of that sector failing,
but also stands to gain from any upside of that sector. For
most investors, the potential downside risk carries more
weight than the potential upside return. A diversified
portfolio should include investments across many
market segments and sectors to help balance risk and

Making Sense of
Capital Investing
Companies seek capital to fund
their projects. The riskier that
venture is, the less favorable financing terms the company can expect
to get. One example is to look at
credit worthiness; low-credit borrowers (companies and individuals
alike) can expect to pay higher
interest for their loans. Equity
investing works the same way. Lessworthy equity issuers can expect to
draw a lower price per share on their
stock. And lower-priced stocks
equate to both greater risk and higher expected returns on the part of
the investor.
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“ In the short-term, investors should avoid
making quick moves and
emotional decisions.
reward. A few areas of diversification
that are often overlooked by
investors include foreign exposure
and small capitalization exposure
(both domestic and foreign).
In the short-term, investors
should avoid making quick moves
and emotional decisions. Some will
move everything into stocks at the
hint of good news or everything into
cash following bad news. This
approach keeps investors from
achieving the full potential of the
stock market over time.
A recent article by Heartland
Funds, a mutual fund company out of
Wisconsin, noted that from 1983 to
2003 the average equity mutual fund
returned 10.3 percent annually. In
contrast, during this same time the
average mutual fund investor
returned only 7.9 percent annually.
Why the disparity? According to
Heartland, it comes down to two simple factors: fear and greed.
Typically, investors are fearful of
putting their money into bear markets when there is often good value
to be gained over the long term.
Conversely, investors often become
greedy and invest too heavily during
rising markets when the true growth
potential is slowing and coming to a
close. An example of this is the tech
bubble of the late 1990s that not only
pulled a lot of investors in too late in
hopes of getting extraordinary
16

”

returns, but also made them nervous
and kept them out of the stock market after the detrimental burst when
other equities were taking off.

Taking Comfort in History
“Since 1982, with few exceptions,
market declines have been brief and,
for the long-term investor, relatively
painless,” noted an article by
Americans Funds.
According to the piece, a further
look back in history shows that while
long-term investors eventually came
out ahead, it took substantially longer
to restore their investments than it
has in the recent past. After the 1929
crash, for example, it took investors
16 years to restore their investments
if they invested at the market high.
But after the 1987 crash, it took
just less than two years to get back.
In 1990, it took only eight
months. Recovery after the 2000
decline took about five years. All
cases cited assume that dividends
were reinvested.
History may not repeat itself,
per se, but it does offer valuable
lessons to those who take the time
to study it. It can also offer comfort
to those investors who understand the potential of a long-term
investment strategy.

Mike McCann is an
investment advisor and founder of
Perspective Financial Services, LLC, a
preferred vendor for the Maricopa
County Medical Society. He offers a
20 percent members-only discount
to MCMS physicians.
To learn more, visit his website at
www.MoneyAZ.com/MCMS.htm
A Certified Financial Planner (CFP)
and Accredited Investment Fiduciary
(AIF), Mike has worked in the
financial services industry since 1991.
He advises on a wide range of
portfolios with a diverse group of
clientele and speaks to groups on a
variety of topics, including charitable
planned giving, asset allocation,
retirement planning and tax
management. He earned his
Bachelor’s degree in finance from
Arizona State University.
Perspective Financial is an independent,
fee-only, Registered Investment
Advisory firm that provides clients with
broad-based financial planning and
investment management services.
The firm has been recognized in
Financial Advisor magazine’s “Top
RIA Survey” ranking for the past two
years. Perspective also has been listed
by the Phoenix Business Journal among
the top 25 independent investment
advisory firms in Arizona.
Perspective Financial Services
1440 E. Missouri Ave., Suite 250
Phoenix, AZ 85014
602-281-HELP (4357)

Mike@MoneyAZ.com
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