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To Win You Have to be Willing to Lose

There are two types of investors out there today (and yes this is an extreme over-generalization):

1. Those who spend all their time obsessing over the next 5-10% correction and when it will
happen.

2. Those who are becoming complacent to the risk of a correction or a bear market.

Both stances are potentially dangerous because they set you up to over-react to the market's
movements. One of the first things you have to realize as an investor is that to earn a respectable
return on your capital, you have to be willing to lose money on occasion -- sometimes a lot of
money.

Losses are a normal part of a well-functioning market. Without occasional losses, stocks wouldn't
earn a risk premium over safer asset classes such as bonds and cash. Take a look at this chart I
made which details the worst drawdowns* on the S&P 500 every single year since 1950:
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You can see that losses are perfectly normal. They happen. Get used to it. There were only four
years -- 1954, 1958, 1964 and 1995 -- where stocks didn't have a least a 5% correction at some
point during the year. Here are the breakdowns by the size of the drawdown:

                               2 / 3

http://awealthofcommonsense.com/wp-content/uploads/2015/05/drawdowns.png
http://awealthofcommonsense.com/wp-content/uploads/2015/05/drawdowns-II.png


A Wealth of Common Sense
Personal Finance, Investments & Markets
http://awealthofcommonsense.com

Just over 50% of all annual periods since 1950 saw a 10% correction or worse. So every other year
investors had to deal with double digit loss at some point throughout the year. To be specific, there
were 34 years with a double digit drawdowns. But 20 of those periods actually finished the year
with a gain. So almost 60% of all years with a drawdown in excess of 10% still finished the year in
positive territory. This includes three years that finished the year with a gain despite the fact that
they experienced drawdowns of -25.9%, -27.6% and -33.5%.

Here's another stat for your next cocktail party: Since 1950, the S&P 500 has never finished the
calendar year with a loss when there wasn't a double digit correction at some point during the year.
So in 31 out of 65 years in this sample set, stocks finished with a gain every single time when they
managed to avoid a double digit drawdown. These are the types of streaks that are made to be
broken, but I find this one interesting nonetheless.

Despite all of these drawdowns, stocks still finished this period with an annual gain of around 11%
per year. You can't be involved in the stock market without dealing with losses at some point.
They're an inevitable part of a marketplace full of participants with different opinions and
expectations. You have to learn to handle these periodic losses with equanimity if you're ever going
to succeed as an investor.

Further Reading:
Adam Sandler & Complacency Risk

*Drawdowns are calculated at a peak-to-trough loss any time throughout the year, not a loss figure
from the start of the year. So stocks could be in a drawdown but still be in positive territory for the
year.

Subscribe to receive email updates and my quarterly newsletter by clicking here.

Follow me on Twitter: @awealthofcs
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