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“The Odyssey”
he ancient Greek poet Homer is an icon of western
culture. Homer wrote both The Iliad and The
Odyssey, the first two books in the canon of western
literature.

Little is known of Homer. However, we know he
lived during the eighth century BC and it is thought both of his two
great works, which were written in verse, were originally presented
in oral form. Homer was evidently blind and historians are not
certain of his origin in Greece.
The Odyssey is arguably the world’s first great adventure novel.
The story involves Odysseus, a hero during the Trojan War, and
his attempted return to his home of Ithaca. His journey home takes
place over a decade and presents Odysseus with a slew of
challenges along the way.
Many of the characters and adventures in The Odyssey are still
well known today, nearly 3,000 years after its debut. During his
adventures, Odysseus battles Polyphemus, the famed giant
Cyclops; he encounters the enchantress, Calypso; he visits the land
of the Lotus Eaters; and, most importantly, he incurs the permanent
wrath of the god, Poseidon, the mighty lord of the sea –not a great
strategy if you are on a decade long adventure on the turbulent
waters of the Aegean.
Ultimately, Odysseus finally returns to Ithaca and the book
concludes with one of the great scenes in literature – Odysseus, in
disguise, battling the many suitors for his wife Penelope. The
Odyssey is the western world’s first great novel and its themes of
exile and homecoming can still be found in books being published
today.
Recently, as I was reflecting upon the capital markets and their
total returns since the financial crisis, I was inspired by The
Odyssey in an effort to think about the plight of equity investors
over the past four years. In a 21st century investor’s version of The
Odyssey, Polyphemus and Circe have been replaced by central
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bankers, crushing sovereign debt loads, federal bailouts and the
threat of global depression.
The financial crisis of 2008 produced one of the worst bear
markets in American history. Stocks plunged around the world as
virtually every global stock market tumbled 30% - 70%, including
the S&P 500 falling 36.98%. However, losses were even greater
around the world. China, Russia and Brazil all fell between 50%
and 80% during the last six months of 2008.
Early 2009 was an unnerving period to be in the investment
profession. From January 1st to the market’s bottom on March 6th,
global stocks fell an additional 20%. In the end, the bear market of
2007–2009 became the second worst performing period for stocks
in the past 100 years, accumulating losses for the Standard &
Poor’s 500 of -55.3%.
In the immediate aftermath of the market’s decline, investor’s were
overwhelmed by the media, investment experts and fellow
investors with their opinions on what went wrong. One unifying
theme, broadcast daily on CNBC, was the gruesome bear market
signaled the end of buy and hold equity investing. The new
strategy most “market experts” were touting became Risk-On and
Risk-Off. After all, why would you want to own equities if they
are susceptible to a 50% decline in a short period of time?
Wouldn’t it be much more sensible to enter the market in a
favorable environment for equities (Risk-On) and exit the market
just before things get bad (Risk-Off)?
In 2012, I celebrated my thirtieth year in the investment
management industry. There are many benefits that accrue from
toiling away in a field, any field, for a long period of time. For me,
the historical perspective that develops from surviving three
decades has been invaluable. I have learned after severe bear
markets equity investors begin searching for alternatives to losing
gobs of cash. The bear market of 2007–2009 was no different
from 2000–2002, 1987 and the 1973–74 bear markets. In each and
every case, “clever” investors hunt for a better path to investment
returns. After all, who wants to lose money?
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More often than not, the solution to capital loss involves some
form of market timing. Risk-On and Risk-Off are just another
derivation of market timing aren’t they?
However, facts are stubborn things as Mark Twain once said and
now, a full four years after the financial crisis, investors are able to
take a hard look at the data from 2009–2012. The results may
surprise you, as the chart below illustrates the returns of the major
stock market indices during this period. Additionally, we have
added bonds and commodities. The chart clearly shows the
absolute best returns generated during the past four years have
come from stocks. In other words, the single best returning asset
since the financial crisis bear market has been buy and hold
equities.
In January of 2009, I wrote extensively about the
potential for this to happen – “Given that the forces at
work were so monumental, I would caution investors
from immediately jumping to conclusions based upon
2008’s price action. While I am certain there will be
lessons to learn, I am also certain that immediate
conclusions have an abnormally high probability of
being wrong – I believe a little distance will provide us
with a stronger education and a better
understanding.”
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unthinkable in 2009. Again, who would want to invest in equities
after they’ve declined over 50%? Everyone.
That’s right, all investors should be interested in investing after
dangerous declines, because the probability of success, based upon
the compressed valuations that generally accompany steep
declines, increases dramatically. Not surprisingly, Warren Buffet
has something to say concerning this: “Be greedy when others are
fearful and fearful when others are greedy.”
The following chart helps explain why this is true. In this chart,
we’ve examined all of the bear markets during the past century.
We’ve defined bear market as a decline of at least 20% for a period
of at least six months.
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The data from bear markets should be a must read
for all equity investors. At some point in the future,
when times are once again tough, stock market
history can help to provide the inner strength needed
to survive.
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Additionally, all of the major American stock market indices have
recovered from their bear market lows, reached the second week of
March 2009, and have set new highs. Thus, all of the losses
occurred during the second worst bear market in history have been
made up in less than five years. I suppose that would have been
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Equally interesting are the returns in the immediate
aftermath. The one year average is 54.5%; the three
year average produces a compound annual return of
19.1%; and the five year average has compounded at
13.6% annually.

Thus, it is clear that one of the best environments for equity
investing is almost always in the aftermath of a large decline. In
almost one hundred years of rigorous market data that has always
proven to be true. Equities have never once failed to rebound – in
fact, in every case the rebound is an immensely profitable surge.
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Let me be the first to say, just because stocks have rebounded
every single time they’ve declined more than twenty percent for
six months or more, does not mean that at some point in time in the
future they couldn’t stay down for the count. After all, there have
only been fourteen of these difficult markets. I doubt, from a
purely mathematical perspective, fourteen data points could
provide any sort of certainty.
That is why valuations are so important. At the conclusion of the
2007–2009 bear market, the S&P 500 price/earnings multiple was
at 10.1x. Moreover, stocks were the cheapest they’d been since
either 1974 or 1982. Additionally, when compared to bonds,
stocks also offered very compelling valuations – among the most
attractive in market history.
This leads me to another criticism regarding investment thought
and dialogue in the aftermath of the financial crisis – The Lost
Decade.
The Lost Decade was always linked with the failure of the buy and
hold equity strategy. For the ten year period ending December
2008, stocks compounded annually at a dismal -1.37%. They lost
a little over one percent per annum, accumulating a negative
fifteen percent return for the decade. Bonds during this period
earned
a
respectable
5.63%
annually, trouncing equities by
50%
almost seven percent annually.

Ten Year Annualized Returns
Periods
S&P 500 Index
Barclays U.S. Agg.
12/31/98 - 12/31/08
-1.37%
5.63%
12/31/02 - 12/31/12
7.11%
5.20%

Stocks have also defeated bonds for the last decade as well.
Through December 31, 2012, bonds have earned 5.20% compared
to the above mentioned return of 7.11% for the S&P 500.
Stocks providing better returns than bonds over the past ten years
is not a surprise – that happens over the majority of ten year
periods (79% of the time to be exact). Perhaps the biggest
question, in retrospect, may be why so many investors questioned
whether it could ever happen again.
The graph nearby displays the annualized return of the S&P 500
(or its equivalent) since 1927. If you pick any year, that will be the
compounded annual return of the stock market since rigorous
modern day data began to be calculated. As you can see in the
graph, as more data became collected in the form of additional
calendar years, equity returns over sixty years ago began to show a
very concrete sustainability around a 10% rate of return.
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Consequently, this decade of
marginally negative returns for
stocks became known as The Lost
Decade. At the time, the logic was
compelling – If stocks are not
capable of producing an 8%-10%
return annually, why own them
when bonds offer higher returns and
they are much safer. In other words,
due to the severity of the financial
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the stock market.
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Not surprisingly, The Lost Decade
has now disappeared. During the
-10%
last ten years investors have now
-15%
earned
7.11%
compounded
annually, which is pretty impressive
-20%
considering that two to three of the
years contained in this period
included the -55% return of the
financial crisis. The other remaining years moved into over-drive
and have produced returns that are considerably above average.
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Thus, if valuations were as low as they were in 2008-2009 and
stocks had just provided a negative return for the previous decade,
the highest probability would have been for strong returns at the
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conclusion of the most recent bear market because regression to
the mean would kick-in and lift equity returns much more in line
with the 10% offered annually for almost one hundred years.
Predicting in the middle of the battle investors should hold firm,
allowing their shares to profit from an inevitable bounce-back, was
not impossible. Again, in January of 2009 I wrote in this
newsletter – “In fact, U.S. equity investors have not made

and were actually selling. On the other hand, while bonds reached
their lowest yields and highest valuations in U.S. Capital market
history, retail investors were buying, funneling more money into
fixed income funds then at any point since 2009.

money in stocks for the past decade. Within this statement is
the silver lining – as a result of disappointing returns for all
of the past decade, investors have a very strong probability
of enjoying comparatively positive returns for the next 5-10
years. Moreover, stock market history suggests that in the
5-10 years after posting a negative ten year return, not once
has the market failed to be positive for the next decade. As
far as silver linings go, I believe this is a pretty strong one
for investors to have on their side.”

Unfortunately, this behavioral pattern is routine for the individual
investor. Perhaps the most damning study ever completed on the
behavioral psychology of the retail investor was performed by
Fidelity, the giant mutual fund company based in Boston. Fidelity
discovered that between 1982-1999, the single greatest period for
U.S. equity investors in capital market history, the S&P 500 earned
a record 18.5% compounded annually and the average equity
mutual fund investor returned roughly 5.0% per annum – the same
return as treasury bills. I’m sure buying too late, selling too early,
buying funds based exclusively upon near-term performance and
selling those that had recently underperformed were the primary
reasons for this incredibly weak performance.

A lucky guess? Perhaps. However, I’ve always been a believer
that the time to sell is out of strength, in this case substantial
outperformance, as opposed to weakness. Weakness can be
viewed as losing your nerve or, losing too much money – either
way it’s automatic sabotage for future investment performance.

Institutional investors undoubtedly perform much stronger than
individual investors. Obviously, that brings up the question of
why. I believe the critical difference is institutional investors
establish an investment policy, which plays a crucial overall role in
helping to achieve investment success.

However, many individual investors fled the market in 2009 &
2010 by selling stocks to move funds into cash or to buy bonds.
The following chart displays the purchase and sale of retail mutual
funds. As you can see, investors have shoveled more than $1
Trillion into taxable bond funds, which today are at an all-time
record high valuation. Conversely, while stocks were appreciating
over 100% the past four years, retail investors were net sellers of
equities, selling roughly $50 Billion during this period. Another
way of looking at this is to suggest while stocks were reaching one
of their lowest valuation levels in years investors were not buying

The investment policy is a simple document which contains a
powerful amount of information and acts as a capital market
equivalent of the North Star, allowing institutional investors to
follow the path to long-term success.
The investment policy clearly outlines important considerations
such as overall fund risk and return objectives, time horizon, and
any possible constraints. Based upon these goals and objectives an
organization or entity is then able to craft an asset allocation
strategy based upon their own specifically developed criteria.
This simple document borrows from the past in terms
of market history and projects returns and risk levels
into the future. It is the map through which the
bewildering world of investing should be navigated.
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Returning to The Odyssey for a moment, I failed to
mention my own favorite adventure Odysseus
struggled with, which was his successful battle with
the fabled Song of the Sirens.
The Sirens were a group of attractive women who
lived on an island in the Aegean. They sang a
beautiful song in an attempt to lure unsuspecting
sailors to their island, and once there the Sirens would
kill them by crashing their ships upon the rocky coast
surrounding their island.
Odysseus was aware of the comely Sirens and devised
a creative plan to shield his shipmates from their
music – he used beeswax to plug their ears.

Source: Morningstar and Monticello Associates
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For himself, however, the temptation was too great and he had his
men strap him to the mast so he could become the only living
human to survive their song. The ship sailed past the Sirens
without incident while Odysseus, lashed wildly in an unsuccessful
attempt to get loose and venture forth.
I like to think of the investment policy as a metaphor for the
investment equivalent to strapping yourself to the mast. If you
review the policy and your asset allocation annually, it should
allow you to more easily sail through difficult periods. By
focusing on the investment policy it provides great assistance in
not over-reacting to current events, especially if the current events
involve substantial amounts of capital being lost.
I believe that Penelope, the wife of Odysseus, had an insight
directly relevant today to the daily CNBC chatter on current
events, when she observed in reference to the many suitors who
occupied her home, eating and drinking right up to the time they
were surprised and massacred by Odysseus, “Foolish boors, whose
thoughts look not beyond the day.” Long and responsible
experience has taught us at Monticello a long-term investment
policy and buy and hold investing are far from dead, and remain
among first principles for our clients.
After-all, just because the market drops doesn’t necessarily mean
your organization’s investment objectives, total return, and risk
levels have changed.
Sometime in 2011, the vast majority of Monticello clients reached
their pre-crisis NAV’s. This meant most of our clients needed less
than three years to get back to even after surviving the greatest
bear market in over seventy years. That’s a pretty powerful
statement and should help to provide plenty of intestinal fortitude
in the years to come.
The primary reason for this was that in the fourth quarter of 2008
and throughout 2009 we did a good job of focusing our clients on
their overall investment policies, as opposed to near-term market
events and we spent considerable time on market history and
probabilities. Facts such as stocks outperforming bonds over 79%
of the ten year periods, and stocks never failing to sizzle after the
completion of a bear market, become increasingly important
during difficult times.
Finally, I am going to conclude with a quote by Charles Ellis, the
reigning expert on the subject of investment policy, having devoted
the last thirty years to this subject. “The most important thing that
we can do in investing is to understand ourselves. The second
most important thing is to understand investing, particularly the
extraordinary power of time. Finally, we can learn from what has
gone on before.”
Pretty powerful. And what’s more, it really works.
B. Grady
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