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Volatility and the
Long-Term Investor

KEEPING SHORT TERM MARKET DECLINES IN PERSPECTIVE

By Bill Montague, Consulting Group Senior Financial Writer

The 1990s were an exceptionally
favorable decade for the U.S. stock
market, leaving many investors with
the perception that stocks continual-
ly rise and rarely fall. More recently,
however, market performance has
been disappointing, and major mar-
ket benchmarks — such as the S&P
500 Index — have become much
more volatile.

At times like this, it is important to
put these trends in the proper per-
spective. Sudden declines are hardly
uncommon in the stock market. The
risk of short-term loss is one that
equity investors simply have to be
prepared to accept. While diversifica-
tion and prudent portfolio manage-
ment may reduce this risk, it cannot
be eliminated entirely.

Market volatility can be scary, partic-
ularly when you're not expecting it.
Amid such uncertainty, it is all the
more important to keep your eyes on
the market’s true prize: superior long-
term performance. Over the past 75
years, investors in U.S. stocks typical-
ly have been richly rewarded for the
risks they have taken — despite the
occasional bear markets.

There’s no question doing nothing
can be hard when the value of your
equity portfolio has fallen 15% or
20%. The may seem too risky com-
pared to supposedly “safe” invest-
ments such as bonds and money
market funds. But successful
investors avoid the temptation to
adjust their portfolios in response to
every short-term dip in the market.

Investors should also understand that
many widely accepted “facts” about
market volatility actually are dead
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wrong. Here’s a look at few of these
myths, and the realities behind them.

Myth: When the newspapers and
magazines turn bearish about the
market, that's a bad sign.

Reality: The media has a terrible
record at calling the market. A review
of the past 30 years of news coverage
demonstrates that when headlines
have been filled with doom and
gloom, the market has often been
close to a bottom. When the media
has turned bullish, the market has
often been near a short-term top.

Myth: Market volatility is getting
worse all the time. Owning stocks
today is a lot more risky than it was
20 or 30 years ago.

Reality: Its true the past few years
have seen an upswing in volatility, as
measured by daily price moves. In
2001, there were 105 days when the
S&P 500 Index moved up or down
by 1% or more. That’s up from just
13 days in 1995. But this isn't part of
a long-term pattern. As the chart on
the next page shows, daily volatility
has risen and fallen repeatedly in
cycles over the past 30 years.

In any case, sharp daily moves —
while unsettling — dont tell the
whole story. Investment analysts
typically measure volatility by look-
ing at standard deviation: the degree
to which market returns in any given
quarter diverge from their longer-run
trend. By this measure, market risk
has declined over the past 20 years.
During the ten years ending 2001,
the standard deviation of returns for
large U.S. stocks was less than 14.8%
— the lowest since the 1950s.
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Myth: After the kind of gains investors saw in the
late 1990s, the law of averages guarantees the next 150
decade will be a bad time to own stocks.

Daily Moves in the S&P 500 Index of More Than 1%

125

Reality: Its true market returns in the late 1990s 100
were high by historical standards. But there is no 75
“law” that requires returns to be below average in the 50
future because they've been higher than average in
the past. Since 1925, investors have earned an annu-
alized return of about 11% on large stocks. Whether
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returns are better or worse in coming years will SOURCE: CONSULTING GROUP
depend on economic factors such as inflation, inter-
est rates and earnings — not the laws of probability. Standard Deviation on the S&P 500 Index

. . 20%
Myth: When the market starts to rise, smart investors
17.71%

can always jump back in and ride the next leg up.  18% 16.06%

Meanwhile, the safest thing to do is to stay in cash. 16%
. o ] ] 14.82% 14.78%
Reality: Timing the market is something even many
professional investors cant do consistently. And the 12.44%
costs of being out of the market for even a short time ~ '?* :.
can be enormous. For example, from 1980 through 10 , , , ,
mid-May 2002 — a period containing more than 1961 1971 1981 1991 2001
5,600 trading days — an investor who missed the 50 , 10 Years Ending

. . SOURCE: CONSULTING GROUP
biggest up days would have missed almost 80% of
the increase in stock prices during that period — con-

verting a 16% annualized rise into less than 4%. Annualized Increase in the S&P 500
20% 1980 through May 15, 2002

Myth: While stocks have paid higher returns than 16.1% Net of Dividends

bonds or T-bills over the long run, the difference  15% 12.3%

hasn’t been all that great. 9.7%

10%
Reality: Over the past 75 years, returns on stocks

have beaten cash and bonds not by a narrow margin, g,
but by huge margins. For example, an investor who
put $1,000 in large U.S. stocks at the beginning of 4,

1926 would have had a portfolio worth almost $2.2 FulPeriod Less e 10 Loss (e 20, Less (e 30 Lacs the 40 Locs the 50
million by the end of April 2001. By comparison, Days Days Days Days Days

SOURCE: CONSULTING GROUP

that same $1,000 invested in long-term Treasury
bonds would have grown to just $51,000 while
$1,000 invested in T-bills would have been worth

only $17’00() Cumulative Returns 1926 through April 2002

$10,000 $5.614
Myth: Buying near the top of a bull market is an $1.000 $2,153
easy way to lose money over the long run. '

. L . s100 .
Reality: Historically, investors who put money in 17
the stock market near a short-term peak have done %1 $10
well over the long run — particularly when compared ;4
to Treasury bills and other supposedly “safe” invest-

. . $0

ments. An investor who put $10,000 in large U.S. 1930 1940 1950 1960 1970 1980 1990 2002
stocks at the tops of the eight major bull markets over _ _

. Small Cap = Large Cap ==Bonds == T Bills === Inflation
the past 45 years would have had a portfolio worth Sounce: Coneutrme Gaour
more than $1.8 million by the end of April 2002. By
comparison, someone who invested the same
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amounts in T-bills at the same times would have
had less than $430,000.

Myth: Even if long-term returns are higher on
stocks, they still aren't high enough to justify
the risk of short-term losses.

Reality: Is true that stocks have been more
volatile than bonds or T-bills. But historically,
the risks havent been as great as you might
think. Total returns on the S&P 500 have been
positive in 54 of the past 76 years — or 71% of
the time. There have been only nine years in
which the market lost more than 10%, and only
four years in which it lost more than 20%.

On the other hand, returns have been greater
than 10% in 44 of the past 76 years, and greater
than 20% in 30 of those years. Academic studies sug-
gest past returns on stocks actually have been higher
than what their risk, compared to bonds and cash,
would suggest.

Myth: Stocks may have beaten bonds and T-bills over
the long run, but that’s only because the stock mar-
ket has had a few great years. There have been
many periods of time when stocks have underper-
formed bonds and T-bills.

Reality: In 33 of the past 56 years — or about 60% of
the time — the S&P 500 has paid higher returns than
T-bills, Treasury bonds or corporate bonds. Over
longer periods, the results have been even more lop-
sided: From 1945 through 2001, stocks outper-
formed T-bills and long-term Treasury bonds in 42
out of 52 rolling five-year periods — more than 80%
of the time. Over rolling 10 year periods, stocks out-
performed more than 85% of the time. And stocks
have outperformed bills and long-term Treasuries in
every 20-year rolling period since 1945.

Of course, we all know past performance is no guar-
antee of future results. There have been lengthy peri-
ods — such as the late 1970s — when U.S. stocks deliv-
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ered relatively poor risk-adjusted performance.
Investors may be able to improve long-term returns,
and reduce volatility, by including bonds, foreign equi-
ties and other asset classes in a diversified portfolio.

Still, the moral of the story should be clear: Investors
who act in haste — fleeing the stock market when the
going gets rough — are likely to repent at leisure. The
real risk investors face isn't the possibility of further
market volatility, but rather the damage that could
result from making sudden or rash changes in their
long-term investment plans — changes they might
regret later.

Top Performing Asset Class 1946 through 2001
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Although the statements of fact and data in this report have been obtained from, and are based upon, sources that the Firm believes to be reliable, we do not guarantee their accuracy, and any such information may be
incomplete or condensed. All opinions included in this report constitute the Firm's judgment as of the date of this report and are subject to change without notice. This report is for informational purposes only and is not
intended as an offer or solicitation with respect to the purchase or sale of any security. Past performance is not a guarantee of future results. Salomon Smith Barney is a service mark of Salomon Smith Barney Inc.
There may be additional risks associated with international investing involving foreign economic, political, monetary and/or legal factors. International investing may not be for everyone.

Salomon Smith Barney does not provide tax or legal advice. Please consult your tax and/or legal advisor for such guidance.

P

~

o

Consulting Group

PAGE 3 of 3



