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Even Warren Isn’t Immune From The Asian Flu
                               October 20, 1998

He’s considered the greatest investor of all time.  His every move is carefully watched by market analysts.  He’s the nation’s second-richest person.  His name is Warren Buffett, and from mid-July through the end of September he lost more than $10 billion as a result of the market decline.  Do you feel better yet?

As we’ve cautioned every client for three years, it had to end.  And did it ever!  A confluence of political and economic events finally brought down the greatest bull market in history.  The quarterly return numbers are downright ugly.  S&P 500 – down 10%.  Russell 2000 (Small caps) – down 20%.  High yield bonds – down 8%.  European stocks – 18%.  Emerging markets – 24%.

To be quite honest, many of our funds not only suffered, but under-performed their benchmark indexes as well.  However, looking back at previous periods of significant market pullbacks, it’s not unexpected to see such an effect.  In times of crisis, when everyone is simply bailing out of stocks left and right, the ability to achieve index returns is made much more difficult.  Every fund we select is done so because of its proven ability to achieve the returns of its asset class over extended periods of time.  Nevertheless, the returns of this past quarter will only heighten the level of on-going scrutiny that we employ in reviewing the funds.

We preach to everyone who is willing to listen that diversification among asset classes is the most important single step you can take in determining your investment success.  However, the trends of the past few years, including this current period of struggle, certainly beg the question “When is this diversification thing going to start paying off?”  The biggest debate has centered on large cap stocks (such as the S&P 500) which, during the good times of the past few years, have dominated virtually every other asset class.  Low interest rates, a healthy economy, and the tremendous multi-national expansion of these largest companies made for an unprecedented period of superior returns.

Many predicted, however, that when the good times ended, those high fliers would fall the furthest.  As evidenced by the returns of the third quarter, though, that was not the case.  As world markets entered into a free-fall, investors turned away from anything perceived as being risky.  This flight to quality benefited the U.S. bond market the most, but large cap stocks also held up much better than their risky counterpart, small cap stocks.

Does this mean that large cap stocks hold an advantage in both good times and bad?  Recently, yes.  But to best answer that question, we prefer to take a longer view as a point of reference.  Since 1926, every five-year period of small cap under-performance has been followed by significant periods of small cap out-performance.  The following chart details the most recent 40 years of this recurring pattern.  Note that the last five years has been the greatest period of small cap under-performance on record.
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	Source: "Predicting Size Effect Reversals" by Marc R. Reinganum


The point of this is not to state that the current trend of large cap dominance is about to end.  Rather, it serves as a reminder that our strategies are based on long-term historical research and data.  It’s easy to become a bit myopic when viewing the past few years’ returns, but please remember that, as with so many things in life, markets are cyclical.  As such, we strongly believe that small cap stocks will continue to offer the highest return potential in the future.  When it will turn around again is anybody’s guess, but the above data suggests the small stock return to prominence may in fact come sooner rather than later.

There’s nothing wrong with feeling anxious about a market period like we have just experienced.  It’s completely natural.  Remember, though, that back during a less emotional time, when we discussed the most appropriate allocation for your account, there were specific reasons for choosing to do things as we did.  Those reasons are not likely to have changed as a result of this market decline.  As long as they haven’t, we can say with a fair degree of certainty that you will be better off for having ridden out the storm rather than acting on a purely emotional decision.

Many felt tempted to sell on August 31st, when the Dow fell over 500 points.  But look where we are now.  The Dow closed today at 8,505, or roughly 1,000 points higher than that awful day.  This is not meant to serve as vindication for our urging clients to stay the course.  We could be right back down there again tomorrow.  Instead, it points out the dangers of trying to time the market.  Gee, have you heard us say that before?  Market timing is nothing more than guessing.  Even an “educated guesser” has to be right, each time, about when to get in and when to get out.  One might make a good call occasionally, but to consistently base investment decisions on such beliefs simply involves taking risks that we feel are not in our clients’ best interests.

Have a well thought out plan.  Stick with it.  Amend it as your needs or circumstances change.  Try not to get too caught up in day-to-day fluctuations.  Sleep well at night.

I’ll give you a call soon to talk about the report.  As we head into the end of the year, please don’t hesitate to call if you have any tax related questions, or any other matters you’d like to discuss.  As I like to remind everyone each year, the love of friends and family members are what truly make the pursuit of financial gains worthwhile.  All of us here would like to wish you the very best for a warm and happy holiday season.

Warm regards,

Tony Reed, CPA, CFP

Director, Investment Services 

