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Cape Ann Capital had the painful experience of
losing a client in the worst possible way during the
2008 financial crisis. This client, with a portfolio
containing no cash or bonds, suffered a 47%
decline from a market value of $779,000 on
10/31/07 to $394,000 on 3/9/09. The client took
no comfort from the fact that the portfolio was
$51,000 ahead of its benchmark during this 16-
month period, went to 100% cash and pulled the
account. Notice the liquidation date. The client
picked the bottom of the 2008 meltdown to the
day! If the client had not panicked and stayed the
course, the portfolio would have retraced all its
losses by March 2011.

If the recent volatility has you spooked, the answer
is quite simple. Make the strategic decision to
increase your allocation to bonds and/or cash and
reduce your allocation to stocks. It is very easy to
control volatility once you accept that lower
volatility means lower returns. Every dollar
reallocated from stocks to cash will cost you nearly
seven dollars forty-years down the road.

Investors who attempt to avoid risk in a game of
musical chairs with other investors are their own
worst enemy. Morgan Housel, columnist at the
Motley Fool says it best: “The biggest risk to
investors isn’t a recession, a bear market, the
Federal Reserve or their least favorite political
party. It is their own emotions and biases, and the
destructive behaviors they cause.”

Markets Recap
The US equity market nearly turned upside down
after amassing over 10% in gains at the end of
September. When the dust settled, US Stocks
hung on to a narrow 2.34% YTD gain. Meanwhile,
US Cash rose steadily to a 1.56% YTD gain, in a
tortoise-and-hare battle for the top spot. All other
asset classes remain in the red thus far in 2018.

Tactical Follies
As stock market volatility has picked up in recent
weeks, we have fielded client queries suggesting a
temporary, tactical shift to 100% cash. There is, of
course, a chance that this short-term move could
prove clairvoyant, but what are the odds?

Markets reward investors for bearing risk. On
average stocks return five or six percent per year
above inflation; bonds deliver about three. If we
could all easily step aside and jump in and out of
stock investments at exactly the right moment
there would be no risk to holding stocks, and they
would deliver the same return as cash. Cash-
equivalent investments like T-Bills or CDs return a
roughly one percent premium over inflation.

The difference between 6% growth and 1% growth
over a lifetime of investing is enormous. At 1%,
$10,000 grows to $14,889 in forty years. At 6%, it
grows to $102,857; nearly seven times as much. To
believe that today is a good day to sell stocks to
invest in cash is to believe that you know
something that others do not. The prices of stocks
are set by the market. For every buyer there must
be a seller. The buyer is convinced it is time to get
in; the seller is convinced it is time to get out.

The value of a stock is no more or no less than
what someone else is willing to pay. To own a stock
is to own a slice of an enterprise. The enterprise is
under no obligation to pay you anything. Buying a
stock is an act of faith that the enterprise will be
successful so that when it comes time to sell,
others will be eager to buy what you are selling.
What are the odds that you will be able to fool the
market by selling today and buying back in a month
or two or three at a much lower price? It is very
difficult to see how the probability of a successful
round trip is any higher than about 25%. Each
decision has a roughly 50% chance of success and
you must make two in a row.

If market-timing success is defined as doing at least
as well as staying invested, this means you must
get out in time to miss a big chunk for the decline
and back in in time to get most of the recovery. If
emotions are driving your decisions with fear
driving you out, and greed or envy bringing you
back in, you are much more likely to sell near the
bottom and buy near the top; i.e. get all the decline
and none of the recovery.
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