Sticking to Principles
Financial downturns are unpleasant for just about everyone. For investors, sticking to core principles can
help.
A famous American football coach once said, “You don’t rise to the occasion, you sink to the level of
your training.”1 The implication is that, in times of great stress, the most reliable recipe for success is
sticking to a set of fundamental principles.
From February 20 to March 20, the S&P 500 Index returned –37.4%, with daily returns ranging from –
12.0% to +9.4%. A drop of nearly 40% in the stock market combined with a spike in volatility can make
many investors reconsider their investment approach. Some might suddenly find stock-picking
approaches more alluring. After all, who has not heard the claim that a volatile market is precisely the
environment in which many traditional active managers thrive? But is there any truth to this claim?
To explore this issue, we looked at the performance of active US mutual fund managers over the past
two decades. We considered two different ways of measuring stock market stress: market volatility (or
how much stocks rise or fall in a given month) and return dispersion (or the range of returns across all
US stocks). In each case, active managers underperformed their index benchmarks.

Exhibit 1: Average Excess Monthly Returns for Active US Equity Mutual Funds
1/1999—12/2019

Another way some investors might react to a falling market is by jumping ship and selling out of stocks.
The intuition may be that sitting out of the market for a period of time can help avoid further losses.
However, the data suggest this type of market timing may instead reduce investors’ gains over
time. Exhibit 2 illustrates this point using hypothetical timing strategies that switch from US stocks into
US Treasury bills after market downturns of various magnitude and switch back to US stocks
following different lengths of time out of the market. Compared to the market’s long-term annualized
return of 9.57%, nearly all of the timing strategies underperform the simple buy-and-hold strategy.

Exhibit 2: Hypothetical Timing Strategies Withdrawing from US Stocks After Downturns
US Stocks, 7/1926—12/2019

Performance shown is hypothetical and for illustrative purposes only. The performance was achieved
with the retroactive application of a model designed with the benefit of hindsight; it does not represent
actual performance and it does not take into account any individual investor circumstances. Hypothetical
performance does not reflect trading in an actual portfolio and may not reflect the impact that economic
and market factors may have had on trading decisions.
Should these results be surprising? One of the challenges with trying to outguess markets is the
unpredictable nature of outcomes. For example, how many pundits would have expected the equity
market in China, ground zero for the COVID-19 outbreak, to outpace global equities2 by over 10% year to
date, as of March 31?
Financial downturns are unpleasant for all market participants. Investors can reduce exacerbating the
experience by adhering to core principles. Two such principles supported by a long history of research
are broad diversification and maintaining a consistent asset allocation. Investors who deviate from these
principles by pursuing stock picking or market timing may undermine their ability to achieve their
investment goals.

Glossary
Return Volatility: A statistical measure of the variability of returns for a given security or portfolio.
Volatility is often measured using standard deviation.
Cross-Sectional Return Dispersion: A statistical measure of the variability of individual stocks’ returns..
Standard Deviation: A measure of the variation of a set of data points. Standard deviations are often
used to quantify the historical return volatility of a security or portfolio.
Market Downturn Threshold: Magnitude of the US stock market’s decline used to determine when to
switch from US stocks to US Treasury bills.
Days Out of Market: Number of days during which the hypothetical strategy is invested in US Treasury
bills instead of US stocks.
Fama/French Total US Market Research Index: The value-weighed US market index is constructed every
month, using all issues listed on the NYSE, AMEX, or Nasdaq with available outstanding shares and valid
prices for that month and the month before. Exclusions: American Depositary Receipts. Sources: CRSP
for value-weighted US market return. Rebalancing: Monthly. Dividends: Reinvested in the paying
company until the portfolio is rebalanced.
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www.phillymag.com/birds247/2014/10/10/inside-voices-practice-versus-training/.

2

China equities represented by MSCI China IMI Index (net div., USD). Global equities represented by
MSCI All Country World IMI Index (net div., USD).

The hypothetical performance was achieved with the retroactive application of a model designed with
the benefit of hindsight; it does not represent actual investment performance. Backtested model
performance is hypothetical (it does not reflect trading in actual accounts) and is provided for
informational purposes only. Past performance, including hypothetical performance is not an indicator
of future or actual results.
The information in this document is provided in good faith without any warranty and is intended for the
recipient’s background information only. It does not constitute investment advice, recommendation, or
an offer of any services or products for sale and is not intended to provide a sufficient basis on which to
make an investment decision. It is the responsibility of any persons wishing to make a purchase to
inform themselves of and observe all applicable laws and regulations. Unauthorized copying,
reproducing, duplicating, or transmitting of this document are strictly prohibited. Dimensional accepts
no responsibility for loss arising from the use of the information contained herein.

