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R ussell Investments gave an interesting talk on investor 
behavior at the recent Colorado Public Plan Coalition 
annual conference.

The company called one of its observations the “shaky 
record of investors’ timing.” Russell said record flows into 
equity mutual funds occurred in January 2000, at the market’s 
top (and just before the implosion of the technology bubble). 
That was followed by near-record outflows in the third quarter 
of 2002, close to the bottom of the last bear market.
Similar investor reactions took place this year, as record 

amounts of cash flowed into equity mutual funds in January, 
followed by massive redemptions this summer. Russell’s 
point is that investor behavior is a pretty accurate contrarian 
indicator.
This observation is confirmed by a study recently released 

by Dalbar, a firm that focuses on investor behavior. Dalbar 
analyzed hundreds of individual investors’ investment 
accounts and concluded that the average investor 
underperformed the S&P 500 by nearly 8 percent per year in 
the last 20 years, and the Lehman Aggregate Bond Index by 
more than 3 percent per year.
Based on Russell’s study on mutual fund flows, these 

statistics shouldn’t surprise anyone.
JP Morgan conducted an interesting study of stock market 

performance in periods of high unemployment. Since World 
War II, there have been 19 instances where the unemployment 
rate jumped a full half-percent or more from one month to the 
next.
The most recent jump was from 5 percent to 5.5 percent 

this summer. Remarkably, the average return in stocks in 
the subsequent 12-month period was plus 28.2 percent. The 
smallest 12-month return after such a jump in unemployment 
was plus 17.6 percent in 1960.
Perhaps the current economic environment is different. We 

could be in a recession (highly likely), and who wants to 
invest in equities during this environment? Let’s take a look 
at stock performance in and near recessions.
There have been 10 recessions since World War II. With 

data provided by SEI, the National Bureau of Economic 
Research, and Standard & Poor’s, we examined stock market 
performance during the 12 months prior to recessions, 
recessionary periods (which lasted an average of about 10 
months), and the 12 months following recessions.
Each time there was a recession, stocks took a beating, with 

an average loss of 27 percent. Most losses actually took place in 
the 12 months before the recessions. (We typically don’t know 
if we were in a recession until about 18 months after it ends.) 
As the S&P 500 has fallen approximately 28 percent from its 
peak in October 2007, we’re close to the average decline.
The rebounds, however, from these market lows near 

recessionary times is significant. The S&P 500 was up an 
average of 34 percent in the next 12 months from its troughs. 
The exception was the last recession in 2001, when the 
rebound didn’t occur until the second year after the recession. 
Many analysts argue that the reason for this exception was 
the extreme market valuations of nearly 30 times earnings 
in 2000.

Perhaps the current economic 
environment is different. We could 
be in a recession (highly likely), and 

who wants to invest in equities 
during this environment? Let’s take 
a look at stock performance in and 

near recessions
Today’s S&P 500 is closer to 12.5 times the next 12 months’ 

earnings, according to the consensus estimates.
Perhaps 2008 will be different because of extreme 

pessimism and negativity; sentiment is low and the prospects 
for a recovery seem poor. With falling home prices, a credit 
meltdown and $3.50 gasoline, who can blame Americans for 
being pessimistic?
In fact, according to the University of Michigan, consumer 

sentiment is near a 28-year low. The last time it was so low 
was in 1980, when inflation was 14.4 percent. While inflation 
has been about 6 percent in the last year, it will come down 
rapidly. In addition, unemployment was at 7.7 percent in 
1980, versus 6.1 percent today.
Interestingly, stocks thrive following these pessimistic 

scenarios. Since 1975, the S&P 500 returned an average 
of nearly 23 percent in the 12 months following troughs in 
consumer sentiment.
Perhaps sentiment could get worse, but it’s already 

improved since its low in June. Goldman Sachs recently said 
market prospects are looking better in the face of bad news 
(Freddie, Fannie, AIG, Lehman, WaMu): “Our improving 
view recognizes that the market typically hits a trough 4-5 
months before corporate profits bottom. We believe S&P 500 
earnings will bottom in 1Q 2009.” This view suggests a pretty 
good buying opportunity.
While we’ve recommended for the last several years that 

new investors stage into the domestic markets over time, 
today we recommend making a full allocation. With history 
as our guide, when there are clear signals that our economy 
is improving, the market will be priced at higher levels (the 
market is forward-looking and a leading indicator). Clearly, 
there are contrarian indicators that point to a better picture 
for the markets. Hence the old adage, “stocks climb a wall 
of worry.”
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