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MARKET CYCLES
There are few hard and fast laws of investing, but
one of them is that markets go up and down.
Historically, the stock market has spent considerably
more time going up than down, which is why stocks
are good investments over the long-term. The rise in
stock values over the years may also explain why
investors are caught off-guard when the market drops,
or “corrects,” abruptly. No one knows exactly when
the next significant decline will occur. That is why
investors should adopt a long-term approach to
investing that is consistent with the level of risk they
wish to take.
Market declines can take many different forms.
The traditional definition of a bear market is a 20percent or greater decline in stock prices as measured
by a national major stock index, typically the Dow
Jones Industrial Average (the “Dow”). A full-fledged
bear market may persist for many months or, in rare
cases, years. There are also corrections that are sharp,
but brief. These often last only a day or two — such
as the Dow’s
508-point (22.6-percent) plunge on October 19,
1987. Sometimes, though, a short, dramatic drop
serves as a prelude to a more lengthy downturn. The
1929 crash started a three-year bear market in which
the Dow lost almost 90 percent of its value.
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MARKET DECLINES:
SOME COMMON TERMS
Reporters and stock market commentators use
different terms to describe drops in the stock
market. Here’s a rundown of the words most commonly used.
▼ Routine Decline —Typically, a fall of 5 percent
in the Dow. History shows it happens about
three times each year. One occurred in 2003
from mid-February through mid-March, when
the market fell 6.4 percent.
▼ Correction—A 10-percent drop is the threshold. The market usually “corrects” once a year,
but there’s only been one near-correction — a
9.8-percent fall from mid-March through midApril 1997 — over the last nine years.
▼ Severe Correction—15 percent or more.
During the last 53 years, there have been 16
severe corrections. Eight of these turned into
bear markets; most recently in early 2000.
▼ Bear Market—A fall of 20 percent or more. A
two-year 45-percent decline in 1973-74 was
the worst in 50 years. Recently, the Dow fell
38-percent from January 2000 through
October 2002.
▼ Crash—A drop of 20 percent or more
that is concentrated within a few days. In
1929, the market fell 23 percent over two days;
in 1987, the decline was 22.6 percent in one
day.

The Securities Industry Association brings together
the shared interests of more than 600 securities
firms to accomplish common goals. SIA memberfirms (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.
According to the Bureau of Labor Statistics, the
U.S. securities industry employs more than
800,000 individuals. Industry personnel manage
the accounts of nearly 93-million investors directly
and indirectly through corporate, thrift, and
pension plans. In 2003, the industry is projected
to generate $142 billion in domestic revenue and
$283 billion in global revenues.More information
about the SIA is available on its home page:
www.sia.com.
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Over the past 100 years, the stock market has
posted 35 calendar-year losses. Since 1950, the average
drop in bear markets has been about 25 percent, while
the average length has been nine months. The worst
bear market in both magnitude and duration since
1950 was the 23-month bear market that began in
January 1973 and ended in December 1974, with the
Dow falling 45 percent from its high. More recently,
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TAX CONSIDERATIONS
When you sell your investments and make a profit,
you pay a capital gains tax. Assets held for 12 months
or less are taxed at the same rate as your income, up to
35 percent. But an asset held for more than 12
months is a long-term gain and is taxed at a lower rate
of 15 percent. It’s only 5 percent if you fall into the 10
to 15-percent tax bracket. In deciding whether you
should sell, be sure to figure in the tax bite.

CONCLUSION
Market ups and downs are a simple fact of investing, and market declines are unavoidable; however,
there is much you can do to prepare for them. For
although the stock market is often ruled by emotion
— especially during sharp drops and gains in share
prices — you can plan ahead and ensure that the
actions you take during a decline are the result of a
rational, long-term investment plan, not short-term
panic. While careful planning cannot guarantee
success, it is the best way to maximize your investments
during good times and to face the challenges posed by
declines in the securities markets.

–

3

the Dow retreated 38 percent from 11,723 on January
14, 2000 to 7,286 on October 9, 2002.
The lesson here is that corrections can occur in a
variety of ways and for a variety of reasons, and it is
best to be prepared for all possibilities.

LEARNING FROM EXPERIENCE
Government and securities industry officials are
constantly learning from their experiences with
previous corrections. In the wake of the 1929-32
bear market, Congress enacted two major laws that
form the foundation of securities regulation. These
laws govern public offerings of securities, mandate
disclosure of information by publicly held corporations,

SOME REASONS WHY MARKETS
MAY RISE AND FALL
POSITIVE IMPACT
❒ A low or declining rate of inflation.
❒ Low or declining interest rates.
❒ Rising corporate profits.
❒ Political stability.
❒ High/stable employment.
❒ An “easy” money policy imposed by the Federal
Reserve.

NEGATIVE IMPACT
❒ A high or increasing rate of inflation.
❒ High or rising interest rates.
❒ Declining or stagnant corporate profits.
❒ Political instability or international conflict.
❒ High/rising unemployment.
❒ A “tight” money policy imposed by the Federal
Reserve.
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and require broker-dealers to register with the U.S.
Securities and Exchange Commission.
Circuit breakers for U.S. stock markets were
enacted after the 1987 correction and updated in
1998. If the Dow falls 10 percent before 2:00 p.m.,
the markets will shut for one hour; for 30 minutes if
between 2:00 p.m. and 2:30 p.m.; but remain open if
that drop happens after 2:30 p.m. A 20-percent drop
will close markets for two hours if it occurs before
1:00 p.m.; for one hour if between 1:00 p.m. and
2:00 p.m.; after 2:00 p.m. the markets will close for
the day. A 30-percent decline will close the markets
the entire day, regardless of when it happens. In theory,
this mechanism would stretch out a decline, rather
than allow it to continue to gain momentum. The
additional time should help curb panic selling, a
phenomenon that has accelerated the pace of
previous declines.

STAY INFORMED
Although the securities industry is committed to
doing everything in its power to protect investors, it
cannot prevent declining markets. Therefore, it is
important that you understand your responsibilities
in the management of your finances, and that you
arm yourself with as much information as possible
about market risks and opportunities.
In the 1930s, the Cowles Commission was
formed to guide investors through the aftermath of
the 1929 crash. The commission came up with the
following five essential rules for successful investing.
Those rules are as pertinent today as they were then.

1. Invest for the Long Term
For anyone with money in the market, it’s
unnerving to hear of a sharp decline in share prices.
And as the chart on the next page illustrates, the
stock market can indeed be risky over the short term.
It’s important to realize, however, that risk decreases as
your investment time horizon lengthens. The longer
you hold a stock or bond investment, the smaller
your chances of losing money, and the greater the
odds of earning a return close to the long-term
averages.
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form of research and recommendations on individual
securities, advice on asset allocation, or entrusting
your money to mutual funds to benefit from professional portfolio management, investment professionals
stand ready to help you achieve your financial goals.
Particularly during falling markets, it helps to have
a coherent investment strategy worked out in advance
and to be able to keep that strategy clearly in mind as
events unfold. A qualified investment professional
can play a key role both in helping you develop a plan
and, especially, in helping you stick to it when the
going gets tough. Those services can be invaluable.

RISK VS. RETURN:
WHAT’S THE TRADE-OFF?
When it comes to investing, trying to weigh risk and
reward can seem like throwing darts blindfolded.
Investors don’t know the actual returns that securities
will deliver, or the ups and downs that will occur
along the way. Looking to the past can provide some
clues. Over several decades, for instance, investors
who put up with the stock market’s gyrations earned
returns far in excess of bonds and “cash” investments
like Treasury bills.
Average
Annual
Return*
1926-2003

Best Year

Worst Year

Small company
stocks

12.7%

142.9%

-58.0%

Large company
stocks

10.4%

54.0%

-43.3%

(1933)

(1931)

Long-term
corporate bonds

5.9%

42.6%

-8.1%

Cash
(Treasury bills)

3.7%

14.7%

(1933)

(1982)
(1981)

(1937)

(1969)

-0.02%
(1938)

*Price changes of securities plus dividends and
interest income.
Source: Ibbotson Associates.
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downturn, and plan your strategy accordingly.
A related piece of advice is to buy what you know.
As legendary investment manager Peter Lynch puts it,
it pays to “find your edge” as an investor. Does that
store at the mall where your daughter buys her clothes
have an upgraded product line and an attractive new
decor? Perhaps the company is on the move and its
stock is undervalued. Does that new software you
purchased recently outperform everything else in
its class? That company may prove a worthwhile
investment. According to Lynch, seeing signs of
success (or failure) with your own eyes can often be
more revealing than reading a stack of sophisticated
research reports.
Of course, it is prudent to base an actual
purchase on more than casual observation. But one
key advantage of gathering information first-hand is
that you’ll find it easier to stay calm if the market
takes a tumble because you’ll be more confident about
the long-term prospects of the companies in your
portfolio.

5. Get Professional Advice
Every investor brings a different outlook and level
of sophistication to investing. You may be one of the
many investors who can benefit from some degree of
professional input. Whether this input takes the

U N D E R S T A N D I N G

M A R K E T

R I S K S

5

–

One good rule of thumb is that stock and bond
investments should be funded with money that you
won’t need for at least five years. Individuals saving
for retirement or a child’s college education will often
have a much longer investment horizon. With longterm goals, you are much less at the mercy of
short-term market fluctuations, and you can allow the
historical long-term upward trend of the stock market
to work for you.
Some investors hope to improve their returns by
selling a portion of their holdings in anticipation of a
decline. This is called “market timing” — trying to
sell at market tops and buy at market bottoms.
Timing the market is something even professional
investors find difficult to do well with any consistency
and is not recommended for most investors. First,
there’s the very real difficulty of identifying the end of
one market phase and the beginning of a new one.
More importantly, emotions tend to work strongly
against those who attempt market timing, constantly
tempting them to overstay their positions in a bull
market and to remain on the sidelines for too long in
a bear market.
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OVER TIME, RISK FALLS
142.9

100%

75%

Ranges of Return

54.0

50%

45.9

28.6

25%

21.1

12.7%

17.9

10.4%

0%
5.7

3.1
-12.5

-25%

-27.5

-43.3
-58.0

Small Company
Stocks*

Large Company
Stocks

Each bar shows the range of compound annual total returns
for each asset class over the period 1926-2003.
*The 1933 Small Company Stock total return was
142.9%. Past performance is no guarantee of
future results.

The penalty for being out of the market can be
substantial. Researchers at the University of Michigan
studied the bull market that ran from August 1982 to
August 1987. They found that buy-and-hold
investors would have earned an annualized return of
26.3 percent. On the other hand, anyone who was
out of the market for the 40 best days of those five
years would have earned just 4.3 percent — lower
than passbook savings accounts were paying at the
time.
An additional point, often overlooked, is that
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individual securities you select.
Since 1926, common stocks have offered by far
the highest average annual returns of the three classes,
followed by bonds and cash reserves, in that order. As
you might expect, risk and potential reward go hand
in hand. In order to have a chance at higher returns,
you must accept higher levels of risk.
The asset mix that’s right for you will depend on a
number of things, including your goals and investment horizon. As we’ve seen, a longer investment
horizon gives you the luxury of assuming more risk.
But individual tolerance for risk should be factored
into the decision, too. If the thought of a stock
market drop keeps you awake at night, it may be
advisable to add more bonds and cash reserves to your
asset allocation. Your overall return will be lower,
but you are likely to enjoy greater protection from
downdrafts in the financial markets.

4. Buy Quality
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-75%
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Periodically, investors become enamored of Initial
Public Offerings (IPOs). For those who know how to
invest in them and understand the risks, IPOs can
indeed offer outstanding opportunities. By definition,
however, IPOs involve companies whose stocks are
untested in public trading. The average investor
should, therefore, approach these investments with
caution and commit no more than a minimal percentage of capital to them.
At the other end of the spectrum are the many
companies with a history of consistent sales and earnings
growth. Although these investment opportunities are
not guaranteed, you can be reasonably confident that
such companies will not drop off the map during a
bear market. Rather, a falling market may present
you with the opportunity to acquire more shares of
seasoned, financially sound companies at lower prices.
Of course, most companies have a risk/reward
profile that falls somewhere between the two extremes
just mentioned, and many of these stocks offer
investors good value. Just remember that the riskiest
stocks often suffer the steepest declines in a broad
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DOLLAR-COST AVERAGING
COMPOUND ANNUAL RETURN

By investing $200 per quarter in a program
of dollar-cost averaging, this investor has kept
investment costs to slightly more than $10 per
share, even though share prices have ranged considerably higher.

Quarter

Price Stock

Number of
Shares
Purchased*

Cumulative
Shares Owned

Average Cost
Holdings

1

10

20

20

$10.00

2

12

16

36

11.11

3

18

11

47

12.77

• One-Year Holding Periods
• Five-Year Holding Periods
• Twenty-Year Holding Periods
42.6

40.4
22.5

21.6
12.1

5.9%

12.1

5.4%
-2.2

4

14

14

61

13.11

5

8

25

86

11.63

6

6

33

119

10.08

7

10

20

139

10.07

* Each quarter the investor purchased $200 of
stock regardless of price.

3. Diversify Your Investments
When you think about how to invest your
money, you probably see yourself comparing the
merits of various individual securities or mutual
funds. But before you get to that step, there’s an even
more basic decision to make: your asset allocation.
This is the percentage of your investment funds that
you decide to allocate to the three asset classes:
stocks, bonds, and cash (or mutual funds with similar
mixes). The decision is an important one. How you
allocate your money among the asset classes may have
a far greater long-term effect on your returns than the
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Long-Term
Corporate Bonds

11.1

7.7

3.7%

1.3

-8.1

14.7

-9.2

-2.1

.07

Long-Term
Government
Bonds

-.02

.07

.04

Treasury
Bills

Copyright. Computed using data from Stocks,
Bonds, Bills and Inflation 2003 Yearbook™, Ibbotson Associates,
Chicago (annually updates work by Roger G. Ibbotson and Rex A.
Sinquefeld). Used with permission. All rights reserved.

some of the strongest advances tend to occur at the
very beginning of a new bull market. This sharply
increases the penalty for incorrectly timing the
transition from bear to bull market.
It may be reassuring to buy-and-hold investors to
consider how quickly the market bounces back from
its losses after a typical correction or bear market. It
has taken the S&P 500 about seven months, on average, to recoup 75 percent of its losses. A full
100-percent recovery has occurred after an average of
13 months. In most cases, therefore, market declines
are temporary setbacks on the road to achieving your
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1995

GROWTH
STOCKS ONLY DOWN 3%
BONDS ONLY
UP 7%
MIX
UP .5%

MIX

GROWTH
UP 37%
UP 27%
UP 34%

BONDS
ONLY
2003

Value of your investment

STOCKS
ONLY

STOCKS ONLY
BONDS ONLY
MIX

2000
STOCKS ONLY
BONDS ONLY
MIX

1988

–

This simplified chart illustrates the advantages of diversifying your portfolio, in this case
by investing 60% in large cap stocks and 40% in long-term corporate bonds. While its
total value increases less than the better-performing investment in any year, it never
does as poorly as the weaker one.

HOW DIVERSIFYING CAN
BALANCE GROWTH OVER TIME
1990

9

1990

1995

GROWTH
DOWN 9%
UP 13%
DOWN 5%

STOCKS ONLY
BONDS ONLY
MIX

2000

GROWTH
UP 29%
UP 5%
UP 20%

2003

Source: Ibbotson Associates. See page 9.

long-term investment goals.
Sometimes, though, a recovery hibernates for many
years. It took about 20 years for investors to get back to
the 1929 high after the 1929-32 decline and about ten
years to pass the 1973 high after the 1973-74 decline.

One way to avoid the timing dilemma is to use a
simple strategy called dollar-cost averaging. Dollar-cost
averaging is the practice of regularly investing a fixed
amount of money in a particular investment. Because
the amount you invest remains constant, you buy
more shares when the price is low, and fewer shares
when the price is high. This means that your average

cost per share over time will most often be lower than
the average market price of your investment.
Dollar-cost averaging cannot eliminate the risks of
investing in financial markets or guarantee you a
profit. The program’s success depends on your
making regular purchases through advancing and
declining market periods. You should consider your
financial ability to buy shares regularly, even though
the value of your investments may be falling. But
dollar-cost averaging provides you with a disciplined
method of investing. You simply invest according to
your pre-planned schedule, regardless of what the
market is doing, and use corrections to increase your
holdings in securities or mutual funds at a lower cost.
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2. Invest Regularly
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long-term investment goals.
Sometimes, though, a recovery hibernates for many
years. It took about 20 years for investors to get back to
the 1929 high after the 1929-32 decline and about ten
years to pass the 1973 high after the 1973-74 decline.

One way to avoid the timing dilemma is to use a
simple strategy called dollar-cost averaging. Dollar-cost
averaging is the practice of regularly investing a fixed
amount of money in a particular investment. Because
the amount you invest remains constant, you buy
more shares when the price is low, and fewer shares
when the price is high. This means that your average

cost per share over time will most often be lower than
the average market price of your investment.
Dollar-cost averaging cannot eliminate the risks of
investing in financial markets or guarantee you a
profit. The program’s success depends on your
making regular purchases through advancing and
declining market periods. You should consider your
financial ability to buy shares regularly, even though
the value of your investments may be falling. But
dollar-cost averaging provides you with a disciplined
method of investing. You simply invest according to
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market is doing, and use corrections to increase your
holdings in securities or mutual funds at a lower cost.
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DOLLAR-COST AVERAGING
COMPOUND ANNUAL RETURN

By investing $200 per quarter in a program
of dollar-cost averaging, this investor has kept
investment costs to slightly more than $10 per
share, even though share prices have ranged considerably higher.
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Holdings
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3. Diversify Your Investments
When you think about how to invest your
money, you probably see yourself comparing the
merits of various individual securities or mutual
funds. But before you get to that step, there’s an even
more basic decision to make: your asset allocation.
This is the percentage of your investment funds that
you decide to allocate to the three asset classes:
stocks, bonds, and cash (or mutual funds with similar
mixes). The decision is an important one. How you
allocate your money among the asset classes may have
a far greater long-term effect on your returns than the
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Long-Term
Corporate Bonds

11.1

7.7

3.7%

1.3

-8.1

14.7
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Government
Bonds
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Sinquefeld). Used with permission. All rights reserved.

some of the strongest advances tend to occur at the
very beginning of a new bull market. This sharply
increases the penalty for incorrectly timing the
transition from bear to bull market.
It may be reassuring to buy-and-hold investors to
consider how quickly the market bounces back from
its losses after a typical correction or bear market. It
has taken the S&P 500 about seven months, on average, to recoup 75 percent of its losses. A full
100-percent recovery has occurred after an average of
13 months. In most cases, therefore, market declines
are temporary setbacks on the road to achieving your
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OVER TIME, RISK FALLS
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Each bar shows the range of compound annual total returns
for each asset class over the period 1926-2003.
*The 1933 Small Company Stock total return was
142.9%. Past performance is no guarantee of
future results.

The penalty for being out of the market can be
substantial. Researchers at the University of Michigan
studied the bull market that ran from August 1982 to
August 1987. They found that buy-and-hold
investors would have earned an annualized return of
26.3 percent. On the other hand, anyone who was
out of the market for the 40 best days of those five
years would have earned just 4.3 percent — lower
than passbook savings accounts were paying at the
time.
An additional point, often overlooked, is that
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individual securities you select.
Since 1926, common stocks have offered by far
the highest average annual returns of the three classes,
followed by bonds and cash reserves, in that order. As
you might expect, risk and potential reward go hand
in hand. In order to have a chance at higher returns,
you must accept higher levels of risk.
The asset mix that’s right for you will depend on a
number of things, including your goals and investment horizon. As we’ve seen, a longer investment
horizon gives you the luxury of assuming more risk.
But individual tolerance for risk should be factored
into the decision, too. If the thought of a stock
market drop keeps you awake at night, it may be
advisable to add more bonds and cash reserves to your
asset allocation. Your overall return will be lower,
but you are likely to enjoy greater protection from
downdrafts in the financial markets.

4. Buy Quality

-50%

-75%
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Periodically, investors become enamored of Initial
Public Offerings (IPOs). For those who know how to
invest in them and understand the risks, IPOs can
indeed offer outstanding opportunities. By definition,
however, IPOs involve companies whose stocks are
untested in public trading. The average investor
should, therefore, approach these investments with
caution and commit no more than a minimal percentage of capital to them.
At the other end of the spectrum are the many
companies with a history of consistent sales and earnings
growth. Although these investment opportunities are
not guaranteed, you can be reasonably confident that
such companies will not drop off the map during a
bear market. Rather, a falling market may present
you with the opportunity to acquire more shares of
seasoned, financially sound companies at lower prices.
Of course, most companies have a risk/reward
profile that falls somewhere between the two extremes
just mentioned, and many of these stocks offer
investors good value. Just remember that the riskiest
stocks often suffer the steepest declines in a broad
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downturn, and plan your strategy accordingly.
A related piece of advice is to buy what you know.
As legendary investment manager Peter Lynch puts it,
it pays to “find your edge” as an investor. Does that
store at the mall where your daughter buys her clothes
have an upgraded product line and an attractive new
decor? Perhaps the company is on the move and its
stock is undervalued. Does that new software you
purchased recently outperform everything else in
its class? That company may prove a worthwhile
investment. According to Lynch, seeing signs of
success (or failure) with your own eyes can often be
more revealing than reading a stack of sophisticated
research reports.
Of course, it is prudent to base an actual
purchase on more than casual observation. But one
key advantage of gathering information first-hand is
that you’ll find it easier to stay calm if the market
takes a tumble because you’ll be more confident about
the long-term prospects of the companies in your
portfolio.

5. Get Professional Advice
Every investor brings a different outlook and level
of sophistication to investing. You may be one of the
many investors who can benefit from some degree of
professional input. Whether this input takes the
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One good rule of thumb is that stock and bond
investments should be funded with money that you
won’t need for at least five years. Individuals saving
for retirement or a child’s college education will often
have a much longer investment horizon. With longterm goals, you are much less at the mercy of
short-term market fluctuations, and you can allow the
historical long-term upward trend of the stock market
to work for you.
Some investors hope to improve their returns by
selling a portion of their holdings in anticipation of a
decline. This is called “market timing” — trying to
sell at market tops and buy at market bottoms.
Timing the market is something even professional
investors find difficult to do well with any consistency
and is not recommended for most investors. First,
there’s the very real difficulty of identifying the end of
one market phase and the beginning of a new one.
More importantly, emotions tend to work strongly
against those who attempt market timing, constantly
tempting them to overstay their positions in a bull
market and to remain on the sidelines for too long in
a bear market.
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and require broker-dealers to register with the U.S.
Securities and Exchange Commission.
Circuit breakers for U.S. stock markets were
enacted after the 1987 correction and updated in
1998. If the Dow falls 10 percent before 2:00 p.m.,
the markets will shut for one hour; for 30 minutes if
between 2:00 p.m. and 2:30 p.m.; but remain open if
that drop happens after 2:30 p.m. A 20-percent drop
will close markets for two hours if it occurs before
1:00 p.m.; for one hour if between 1:00 p.m. and
2:00 p.m.; after 2:00 p.m. the markets will close for
the day. A 30-percent decline will close the markets
the entire day, regardless of when it happens. In theory,
this mechanism would stretch out a decline, rather
than allow it to continue to gain momentum. The
additional time should help curb panic selling, a
phenomenon that has accelerated the pace of
previous declines.

STAY INFORMED
Although the securities industry is committed to
doing everything in its power to protect investors, it
cannot prevent declining markets. Therefore, it is
important that you understand your responsibilities
in the management of your finances, and that you
arm yourself with as much information as possible
about market risks and opportunities.
In the 1930s, the Cowles Commission was
formed to guide investors through the aftermath of
the 1929 crash. The commission came up with the
following five essential rules for successful investing.
Those rules are as pertinent today as they were then.

1. Invest for the Long Term
For anyone with money in the market, it’s
unnerving to hear of a sharp decline in share prices.
And as the chart on the next page illustrates, the
stock market can indeed be risky over the short term.
It’s important to realize, however, that risk decreases as
your investment time horizon lengthens. The longer
you hold a stock or bond investment, the smaller
your chances of losing money, and the greater the
odds of earning a return close to the long-term
averages.
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form of research and recommendations on individual
securities, advice on asset allocation, or entrusting
your money to mutual funds to benefit from professional portfolio management, investment professionals
stand ready to help you achieve your financial goals.
Particularly during falling markets, it helps to have
a coherent investment strategy worked out in advance
and to be able to keep that strategy clearly in mind as
events unfold. A qualified investment professional
can play a key role both in helping you develop a plan
and, especially, in helping you stick to it when the
going gets tough. Those services can be invaluable.

RISK VS. RETURN:
WHAT’S THE TRADE-OFF?
When it comes to investing, trying to weigh risk and
reward can seem like throwing darts blindfolded.
Investors don’t know the actual returns that securities
will deliver, or the ups and downs that will occur
along the way. Looking to the past can provide some
clues. Over several decades, for instance, investors
who put up with the stock market’s gyrations earned
returns far in excess of bonds and “cash” investments
like Treasury bills.
Average
Annual
Return*
1926-2003

Best Year

Worst Year

Small company
stocks

12.7%

142.9%

-58.0%

Large company
stocks

10.4%

54.0%

-43.3%

(1933)

(1931)

Long-term
corporate bonds

5.9%

42.6%

-8.1%

Cash
(Treasury bills)

3.7%

14.7%

(1933)

(1982)
(1981)

(1937)

(1969)

-0.02%
(1938)

*Price changes of securities plus dividends and
interest income.
Source: Ibbotson Associates.
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TAX CONSIDERATIONS
When you sell your investments and make a profit,
you pay a capital gains tax. Assets held for 12 months
or less are taxed at the same rate as your income, up to
35 percent. But an asset held for more than 12
months is a long-term gain and is taxed at a lower rate
of 15 percent. It’s only 5 percent if you fall into the 10
to 15-percent tax bracket. In deciding whether you
should sell, be sure to figure in the tax bite.

CONCLUSION
Market ups and downs are a simple fact of investing, and market declines are unavoidable; however,
there is much you can do to prepare for them. For
although the stock market is often ruled by emotion
— especially during sharp drops and gains in share
prices — you can plan ahead and ensure that the
actions you take during a decline are the result of a
rational, long-term investment plan, not short-term
panic. While careful planning cannot guarantee
success, it is the best way to maximize your investments
during good times and to face the challenges posed by
declines in the securities markets.

–

3

the Dow retreated 38 percent from 11,723 on January
14, 2000 to 7,286 on October 9, 2002.
The lesson here is that corrections can occur in a
variety of ways and for a variety of reasons, and it is
best to be prepared for all possibilities.

LEARNING FROM EXPERIENCE
Government and securities industry officials are
constantly learning from their experiences with
previous corrections. In the wake of the 1929-32
bear market, Congress enacted two major laws that
form the foundation of securities regulation. These
laws govern public offerings of securities, mandate
disclosure of information by publicly held corporations,

SOME REASONS WHY MARKETS
MAY RISE AND FALL
POSITIVE IMPACT
❒ A low or declining rate of inflation.
❒ Low or declining interest rates.
❒ Rising corporate profits.
❒ Political stability.
❒ High/stable employment.
❒ An “easy” money policy imposed by the Federal
Reserve.

NEGATIVE IMPACT
❒ A high or increasing rate of inflation.
❒ High or rising interest rates.
❒ Declining or stagnant corporate profits.
❒ Political instability or international conflict.
❒ High/rising unemployment.
❒ A “tight” money policy imposed by the Federal
Reserve.
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MARKET DECLINES:
SOME COMMON TERMS
Reporters and stock market commentators use
different terms to describe drops in the stock
market. Here’s a rundown of the words most commonly used.
▼ Routine Decline —Typically, a fall of 5 percent
in the Dow. History shows it happens about
three times each year. One occurred in 2003
from mid-February through mid-March, when
the market fell 6.4 percent.
▼ Correction—A 10-percent drop is the threshold. The market usually “corrects” once a year,
but there’s only been one near-correction — a
9.8-percent fall from mid-March through midApril 1997 — over the last nine years.
▼ Severe Correction—15 percent or more.
During the last 53 years, there have been 16
severe corrections. Eight of these turned into
bear markets; most recently in early 2000.
▼ Bear Market—A fall of 20 percent or more. A
two-year 45-percent decline in 1973-74 was
the worst in 50 years. Recently, the Dow fell
38-percent from January 2000 through
October 2002.
▼ Crash—A drop of 20 percent or more
that is concentrated within a few days. In
1929, the market fell 23 percent over two days;
in 1987, the decline was 22.6 percent in one
day.

Over the past 100 years, the stock market has
posted 35 calendar-year losses. Since 1950, the average
drop in bear markets has been about 25 percent, while
the average length has been nine months. The worst
bear market in both magnitude and duration since
1950 was the 23-month bear market that began in
January 1973 and ended in December 1974, with the
Dow falling 45 percent from its high. More recently,
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The Securities Industry Association, established in
1972 through the merger of the Association of
Stock Exchange Firms and the Investment
Banker’s Association, brings together the shared
interests of nearly 600 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. According to the Bureau of Labor
Statistics, the U.S. securities industry employs
780,000 individuals. Industry personnel manage
the accounts of nearly 93-million investors directly and indirectly through corporate, thrift, and
pension plans. In 2003, the industry generated
an estimated $209 billion in domestic revenue
and $278 billion in global revenues. (More
information about SIA is available on its home
page: www.sia.com.)
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• Your Guide To Understanding Investing
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MARKET CYCLES
There are few hard and fast laws of investing, but
one of them is that markets go up and down.
Historically, the stock market has spent considerably
more time going up than down, which is why stocks
are good investments over the long-term. The rise in
stock values over the years may also explain why
investors are caught off-guard when the market drops,
or “corrects,” abruptly. No one knows exactly when
the next significant decline will occur. That is why
investors should adopt a long-term approach to
investing that is consistent with the level of risk they
wish to take.
Market declines can take many different forms.
The traditional definition of a bear market is a 20percent or greater decline in stock prices as measured
by a national major stock index, typically the Dow
Jones Industrial Average (the “Dow”). A full-fledged
bear market may persist for many months or, in rare
cases, years. There are also corrections that are sharp,
but brief. These often last only a day or two — such
as the Dow’s
508-point (22.6-percent) plunge on October 19,
1987. Sometimes, though, a short, dramatic drop
serves as a prelude to a more lengthy downturn. The
1929 crash started a three-year bear market in which
the Dow lost almost 90 percent of its value.

February 2004
U N D E R S T A N D I N G

M A R K E T

R I S K S

U N D E R S T A N D I N G

M A R K E T

R I S K S

MarketRisks 219

2/25/04

4:10 PM

Page 2

SIA thanks its members for their
thoughtful review and contributions to this
publication.
Illustrator: Giora Carmi.
Copyright © 2004, Securities Indusry Association

MarketRisks 219

2/25/04

4:10 PM

Page 1

UNDERSTANDING
MARKET RISKS
WHAT EVERY INVESTOR SHOULD KNOW

Securities Industry Association

Securities Industry Association
120 Broadway - 35 Fl. • New York, NY 10271(212) 608-1500, Fax (212) 968-0703
www.sia.com, info@sia.com

