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PREFACE
J. P. Morgan, the legendary turn-of-the-century
American banker, was often asked what the stock market’s
next move would be. He responded “It will fluctuate!”
Although most investors readily accept this answer on
an intellectual level, the volatility of the market is far
harder to deal with emotionally. One can say confidently
“Of course I understand the market goes down as well
as up.” But plummeting averages and increased media
coverage induce a fear that causes investors to flee to the
safety of short-dated assets. And fear has a far stronger
grip on human action than does the weight of decades
of historical experience.
The great bull market that began in August 1982
recorded stock returns that are about twice their historical
average. This raised the expected return of many stockholders to levels that were far above what stocks have
returned in the past, and above what they will likely
return in the future. Nevertheless, throughout history
stock returns have surpassed returns on all other financial
assets, and in the future stocks will almost certainly be
the best performers for those with a long-run perspective.
This brochure is designed to educate investors about
what returns one can realistically expect from holding
stocks and provide a plan for dealing with market
volatility. You don’t have to “beat the market” to do well
in stocks. Success comes with patience and persistence
and ability to harness your emotions when volatility
strikes.

Jeremy J. Siegel
Professor of Finance
The Wharton School and
Author of Stocks for the Long Run
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INTRODUCTION
Public enthusiasm for investing in stocks comes and
goes in cycles that echo the market’s own rhythms.*
When the market rises for a sustained period of time,
the idea that stocks can suffer serious declines tends
to be dismissed by many participants as an antiquated
notion that may have applied to previous eras but has
no relevance to the current one. Conversely, a real
bear market—that is, a decline of 20 percent or more
that stretches over a number of months or even
years—demoralizes many investors so thoroughly that
they lose sight of the favorable long-term outlook for
stocks. In short, extremes in stock price movements
distort the expectations of a large percentage of
investors, except for those who are able to look
beyond the short-term.
In this brochure, we will attempt to help you see
the stock market from a long-term perspective. Most
importantly, we will offer some concrete suggestions
for keeping your investment plan on track, no matter
what the market does next. Knowing that your plan
can succeed under a variety of scenarios will enable
you to sleep at night and make your investment journey
pleasant as well as rewarding.
Advice on managing expectations seems particularly
appropriate now. By year-end 1999, stock investors
were basking in a golden age of prosperity. The
advance in share prices that began in 1982 had c
arried all of the popular market averages to unforeseen heights. Capping this extraordinary move was
a string of five consecutive years, from 1995 to 1999,
in which the Dow Jones Industrial Average—the
most well-known measure of market activity—recorded
prodigious gains of 33.5 percent, 26.0 percent, 22.6
percent, 16.1 percent and 25.2 percent respectively.

* Past performance is not indicative of future performance in
the stock market.
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Although there were some down moments, investor
expectations remained buoyed in the late 1990’s.
During the summer of 1998, the winds of change
came to the market. Spurred by ongoing weakness in
many Asian economies following the outbreak of that
region’s currency crisis in 1997, the same conditions
spread like a “contagion” to Latin America and other
emerging markets, U.S. equity prices began a sharp
slide in July of 1998 that was punctuated on August
31 by a massive 512.61-point plunge in the Dow
Jones Industrial Average and comparable drops in all
of the other averages. However, the market quickly
recovered and surged in 1999, before the long bull
market came to an end early in 2000. The correction
appears to have halted late in 3Q 2001, after a sharp
fall when markets reopened in the aftermath of the
September 11th tragedy. The time is right, then, for
taking a step back and having another look at the big
picture.

GREAT EXPECTATIONS
To further quantify our observations about public
perceptions of the stock market, we turn to a 1998
and 2000 poll conducted by the Gallup Organization.
The polls sampled the opinions of nearly 2000
investors randomly selected from across the country.
Here are two of the poll’s most important findings:
1. Performance expectations for the stock market
during the twelve months following the poll were
13.4 percent—well below its recent annual
returns of about 20 percent but still considerably
above the 10 percent or so considered by many
analysts to be average.
2. Although, overall, investors said they earned 16.9
percent on their stock investments for the previous
12 months, they expected to earn only slightly
less—15.2 percent—over the next 12 months.
In the context of realistic expectations, these findings are highly significant. Although investors expected the market’s return to decrease by about half,
investor expectations of the market’s performance are
still well above the long-term averages for the past
seventy years or so. More importantly, investors had
even more optimistic expectations for their own
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accounts. In order to achieve the expected rates of
return for their personal portfolios, the investors
interviewed for the poll would have to “beat the
market” by a considerable degree, even though they
didn’t come close to doing so under more favorable
market conditions.
This discrepancy strongly suggests an “It won’t
happen to me” mentality—wishful thinking on the
part of many investors that they will somehow find a
way to preserve their extraordinary returns even if, as
many experts have predicted, the market must have
a more ordinary year. What benchmarks should you
use to set your sights over the long-term? That is the
subject of the next section.

STOCK MARKET RETURNS:
A LONG-TERM VIEW
We’ve noted that the extraordinary returns posted
by the Dow Jones Industrial Average in the 19951999 period were far in excess of how stocks have
performed over any reasonably long time frame. In
Stocks for the Long Run, economist Jeremy Siegel
examined stock returns all the way back to 1802.
During the modern financial era, from 1926 to
1999, the total annual compound return for stocks
was somewhat higher at 11.3 percent. Some investors
may object that the depression-era stock market of
the 1930s was an anomaly that is unlikely to be
repeated. Fair enough. If we look at just the period
following World War II (1946-1999), we see that the
total return was 13.0 percent—a bit higher but still a
long way from the unprecedented returns of the
1995-1999 period. Those five years have been truly
exceptional, and it would clearly be a mistake to base
any long-term investment program on them.

RISK: THE OTHER SIDE OF THE COIN
In one form or another, every investor seeks to get
the best return for the least risk. Over long periods of
time, there’s little question that stocks are capable of
offering attractive returns. However, the stock market
has very forceful ways of reminding investors that
what goes up can also come down. And so, the question
must be asked: What about the risks of investing in
stocks?
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TABLE 1

STOCK MARKET RETURNS
SINCE 1926
Total Nominal
Nominal
Compound
Dividend
Capital
Annual
Yield
Appreciation
Return
Major
Period

1926–2001

10.7

6.1

4.6

Post-War
Period

1946–2001

12.0

7.8

4.2

1995–2001

15.9

14.0

1.9

Source: Ibbotson Associates, Inc.

The stock market of the past two decades has been
remarkable not only for its length and its meteoric
rise in its late stage? The absence of a broad-based,
sustained decline of true “bear market” proportions1
for a generation may have colored investors’ perceptions
of risk. You may know about the Great Depression of
the early 1930s, during which the Dow Jones
Industrial Average lost roughly 90 percent of its value.
The worst decline since World War II occurred in
1973-74, when the S&P 500 lost 43 percent of its
value and declined for 21 months. By comparison,
the most recent decline was nearly 37% from the
peak reached by the S&P 500 on March 4, 2000 to
the recent trough 18 months later on September 21,
2001.

1 The

October 1987 plunge wiped out 20.5 percent of the
Standard & Poor’s 500 value. However, after hesitating for a
few weeks, share prices resumed their upward course. The drop
in 1997, although comparable in number of points, was much
smaller in percentage terms. It, too, was short-lived..
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OVER TIME, RISK FALLS
142.87
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While it is not clear when, or if, declines of such
magnitudes will occur again, it is advisable to plan for
the possibility. A little crisis planning now will go a
long way towards counteracting feelings of fear and
panic that may arise if the worst does happen.
To properly evaluate the risk of stock investments,
it’s necessary to grasp a key principle: the longer you
hold stocks, the lower your chances of losing money
on them, and the greater your chances of earning a
return close to the long-term averages. That’s because
stocks have historically had what economists call
mean-reverting returns—that is, over the long-term,
periods of below-average returns tend to be followed
by periods of above-average returns, and vice versa.
It is best not to overreact to short-term market
movements. For example, the recent market downturn was punctuated by a sharp 11.6% decline in the
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COMPOUND ANNUAL RETURN

• One-Year Holding Periods
• Five-Year Holding Periods
• Twenty-Year Holding Periods
Each bar shows the range of compound annual total
returns for each asset class over the period 1926–2001.
*The 1933 Small Company Stock total return was 142.9%.
Past performance is no guarantee of future results.
Source: Ibbotson Associates, Inc.

“Small Co. Stocks - Fifth capitalization quintile of stocks on
the NYSE for 1926 - 1981. Performance of the dimensional
Fund Advisors Small Company Fund 1982 - Present.
“Large co. Stocks - S&P 500 Composite with dividends reinvested (S&P 500, 1957 - Present; S&P 90, 1926 - 1956.)”
* Past performance is not indicative of future performance in
the stock market.

week of September 17-21, but has rallied since then,
rebounding 16% by year-end.
Risk clearly flattens out with the lengthening of
your investment time horizon. For example, the worst
one-year return for small company stocks from 1926
to 1999 was more than negative 58 percent—painful
by almost any yardstick. However, the worst compound
annual return over any five-year period for small
company stocks during that same 74-year period was
much more tolerable at negative 28 percent.
Significantly, once we move out to 20 years and
beyond, the worst-case scenario for small company
stocks is a positive 6 percent. Of course, this means
that some of the intervening years could (and often
did) have sharply declining stock prices, but investors
who held on through an entire 20-year period were
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rewarded with returns that, when compounded, were
still positive and higher than other investments. The
lesson of history, therefore, is that those who are willing to commit to a long-term investment program in
stocks are unlikely to lose their investment capital
and, in fact, are likely to add significantly to it.*
The trick is to stay invested even when the market is
moving against you, and to use diversification to
damp down risk to a level you can live with.

IS IT DIFFERENT THIS TIME?
This brochure has presented a view of stock market
reality that has been validated by many years of observation and experience. In recent years, some argued
that stock market reality had fundamentally changed
and that extended market declines were no longer the
inevitable occurrences they used to be. While this
proved not to be true, many were persuaded as the
proponents of a “new economy” pointed to significant structural shifts to buttress their arguments.
There were the baby boomers to be considered, for
one thing. Members of this huge segment of the U.S.
population—born between 1946 and 1964 entered
their prime saving years in the late 1990’s. Moreover,
they were suspicious of the government’s ability and
willingness to fund Social Security in a way that
would make a meaningful contribution to their retirement savings. There was also the undeniable fact that
until recently, many baby boomers saved little and
spent a lot. To all of this, add the backdrop of a moderately growing economy, low inflation, and low
interest rates. The result was a huge segment of the
population with the motivation, the means, and an
ideal environment in which to invest massive
amounts of capital in the stock market.
Globalization, the spread of free market economies,
rapidly growing middle classes who are hungry for a
high-consumption lifestyle in places such as Russia,
China, and India, and the dizzying pace of technological
progress are other trends cited by those who argue that
the current stock market must be evaluated according
to a different set of standards. It is beyond the scope of
this brochure to discuss these considerations in detail. It
is sufficient to note that spurred by these factors,
sharply reduced transaction costs and more accessible
and transparent markets, flows of capital accelerated,
powering the longest bull market in U.S. history.
* Past performance is not indicative of future performance in the
stock market.
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We should note, though, that this is not the first
time investors have succumbed to the tantalizing
notion that the rules of the game have been rewritten
to exclude failure. They did so in the 1920s. And in
the 1960s. Twenty years later, Japan served as the
example. When the president of the Chicago
Mercantile Exchange, who was visiting on a business
trip in 1987, expressed amazement at the high valuation of Japanese securities, his hosts replied, “You
don’t understand. We’ve moved to an entirely new
way of valuing stocks here in Japan.” The TOPIX
index—the Japanese equivalent of our Dow Jones
Industrial Average—subsequently fell from over 2881
at the end of 1989 to 1722 at the end of 1999,
roughly a 40 percent drop.
In the end, it doesn’t matter what the specific circumstances are that lead people to believe that things
were different this last time around. What matters is
the simple fact that they believed it. Once that
happens on a broad scale, speculative excesses—and
the correction of those excesses—are inevitable. And
on that happy note….How can you invest with
realistic expectations and avoid being caught up
in the speculative frenzy that tends to characterize
historic bull markets? Here are a few suggestions.
▼ Maintain a clear distinction between long-term and

short-term investments.
There’s a trap that many investors fall into as the
market surges upwardly month after month. It all
seems so easy, so automatic. In such circumstances, it may be tempting to withdraw funds
from your money market accounts or refinance
your house to invest in stocks. Think very carefully before you do these things. You still need a
short-term, emergency source of cash. You still
need a house. Both could be jeopardized if you
plunge into the market at the wrong time.
Remember that market risk increases as you shorten your investment time frame. If it’s money you
might need in less than five years, you’re probably
better off leaving it where it is.
▼ Decide how much risk you can tolerate.

For planning purposes, it’s best to assume that the
market will continue to operate as it has in the
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past, and that you will be faced with one or more
substantial declines during your investing lifetime.
You should know now how you will react to those
declines. In order to receive the benefit of those
mean-reverting long-term returns we mentioned
earlier, you need to be invested through the market’s valleys as well as its peaks. Resolve now to do
so-and mean it. If, after an honest self-appraisal,
you feel that you can’t stand the risk inherent in
the stock market’s short-term swings, consider
some of the suggestions for diversification mentioned below. Talking with a qualified financial
planner or investment advisor will help you tailor
your investment program to your individual needs.
▼ Diversify your investments among different indus-

tries, asset classes, and geographical areas.
Diversification simply means having investments
that are not synchronized, so that some move up
when others move down. An example would be
buying the stock of an airline and an oil company;
one is hurt by higher oil prices, while the other is
helped. Other examples include holding bonds
and money market assets as well as stocks, and
investing a portion of your funds overseas.
Diversification achieves two goals. It helps cut risk
and actually increases the expected compound
return of your portfolio. For these reasons, a certain amount of diversification is recommended
even if you expect somewhat lower returns from
the investments purchased for that purpose.
▼ Understand the power of dividends to contribute

significantly to your total returns over the long run.
Your total return from an investment is comprised
of capital appreciation and dividend or interest
income. Capital appreciation comes from changes
in the price of the investment. Dividends are
quarterly payments to shareholders made by
many companies. Most people assume that the
bulk of the returns from stock investments comes
from capital appreciation. In fact, from 1929
to 1999 the contribution of capital appreciation
and dividends to total return was roughly equal,
and the percentage contribution from dividends
was even greater when measured on an inflation-
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adjusted basis. Not all stocks pay dividends, and
there may be times when you are willing to forego
a dividend if a stock looks particularly promising.
But dividend-paying stocks can be a powerful
addition to your investment arsenal, especially if
you reinvest all of your dividends.
▼ Keep an eye on the effects of taxes on your investment

portfolio.
There are several points to keep in mind about
taxes. First, tax considerations strongly support a
buy-and-hold strategy, as opposed to frequent inand-out trading. The longer you hold a stock, the
longer you can postpone paying capital gains taxes
on your profits. Second, the tax laws are specifically designed to reward long-term investors.
Assets held for 12 months or less are taxed at the
same rate as your income, up to 39.6 percent at
the maximum individual federal rate. However,
assets held for more than 12 months are taxed at
the traditional capital gains tax rate of 20 percent.
In addition, dividends and interest are taxed as
ordinary income, which means that they may be
subject to federal tax rates as high as 39.6 percent.
It may make sense, therefore, to keep high-dividend stocks in an IRA or some other tax-sheltered
account and growth stocks, which frequently have
negligible dividends and none at all in many cases,
in a regular (taxable) account. Finally, remember
to maintain a balanced view of things. While tax
considerations should never be the sole factor
influencing your investment decisions, they should
at least be weighed carefully.
▼ Diversify across time by investing on a regular

schedule.
If you invest a large sum of money in the market
all at once, you’re effectively putting all of your
financial eggs in one time basket. If the time at
which you choose to invest your money happens
to be an inopportune one, you could expose
yourself to considerable risk.
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CONCLUSION
Investors’ enthusiasm for stocks has been well-warranted; the U.S. stock market has produced an attractive average compound rate of return for nearly two
centuries—as long as records have been kept in this
country. While the five years from 1995 to 1999
produced the best average return of any consecutive
five-year period in the last 75 years, this kind of performance was not likely to be sustained. Market
declines over much of 2000 and 2001 may have
dampened investor enthusiasm, but the value of longterm investment planning persists. The greatest danger at this stage of the investment cycle is that
investors will lose their perspective and fail to respond
to changes in market conditions With a little planning, built on the solid foundation of realistic expectations derived from knowledge of the market’s performance over the long-term, stock investors can prepare themselves to ride out the inevitable hills and
valleys along the road to reaching their financial goals

January 2002
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The Securities Industry Association brings
together the shared interests of more than 740
securities firms to accomplish common goals.
SIA member-firms (including investment
banks, broker-dealers, and mutual fund
companies) are active in all U.S. and foreign
markets and in all phases of corporate and
public finance. The U.S. securities industry
manages the accounts of more than 50-million
investors directly and tens of millions of
investors indirectly through corporate, thrift,
and pension plans. The industry generates more
than $300 billion of revenues yearly in the
U.S. economy and employs more than 600,000
individuals.
More information about the SIA is available on
its home page: www.sia.com.

Other SIA publications:
• Your Guide to Understanding Investing
• Understanding Market Risks: What Every
Investor Should Know
• Investor Topics: Basics of Investing
• Online Investing Tips
• Buying Stocks on Margin
• New retirement Distribution
Rules for IRAs
• Promissory Notes: Promises, Problems
• Investing in Certificates of Deposit
Coming in 2002, SIA’s new online
education resource: SIA INVESTOR,
www.siainvestor.org
Your Path to Financial Knowledge
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