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Timing the Stock Market May Be Hazardous to Your Wealth

With the Dow Jones Industrial
Average (DJIA) dipping below 7,000
and hovering around 6,500 the first
week in March and talk about a further
potential decline to 5,000, | received a
few phone calls from anxious clients.

The question raised at the be-
ginning of each conversation was simi-
lar, “Should | (we) be getting out of the
market now?”

I initially reminded these clients
about the fact that 20% - 35% of their
portfolio, depending on their investment
allocation model, was already “out of
the market” since it was in money mar-
ket and fixed income positions.

I then told them that if it would
make them sleep better at night, they
could sell a portion of their equity posi-
tions and park them in their money mar-
ket fund. I cautioned these clients, re-
minding them that, to the extent they
chose to do this, they would be deviat-
ing from their Investment Policy State-
ment since they would be engaging in
market timing and its associated risks.

Market Timing Risks

Whether you realize it or not,
by making the decision to sell a portion,
or all, of your equity positions and rein-
vest in a money market fund after the
market has already been beaten up, you
are employing a market timing strategy.

In addition to realizing sizeable
losses, there is a high probability that
your future, as well as overall, rate of
return will be much less than what it

would be if you simply did nothing.

With the DJIA down 53.8% on
March 9th at 6,547 from its high of
14,165, on October 9, 2007 (17 months
to the day), the potential for a lost op-
portunity resulting from sitting on the
sidelines and missing a rebound is very
real.

Learn From History

While history isn’t necessarily a
predictor of the future, when it comes to
market timing, there are some long-
standing valuable lessons to be learned.

If you take away one message
from this article, let it be this: between
80% and 90% of the returns realized on
stocks has occurred between 2% and 7%
of the time. If you were out of the mar-
ket during this small window of oppor-
tunity, your return was a fraction of
what it would have otherwise been.

An American Century Invest-
ments study found that a $10,000 in-
vestment in 1990 would have grown to
$51,354 in 2005 had you not done any-
thing. However, if you missed the 10
best days, your investment would have
been worth $31,994, and, if you missed
the 30 best days, you would only have
had $15,730, or 30% of what you would
have had if you stayed the course.

Perhaps overshadowing the his-
torical speed of recovery from market
downturns has been the unexpectedness
of turnarounds. When these events have
occurred, Paul Revere wasn’t riding
across the land shouting, “The stock

market’s coming back, the stock mar-
ket’s coming back!”

While it may not be the begin-
ning of an ongoing trend, as an example
and yet another reminder of the rapid
and unexpected nature of a potential
stock market rebound, the DJIA in-
creased 677 points, or 10.3%, in just
four days, going from 6,547 on March
9th to 7,224 on March 13th. Further-
more, this took place against a backdrop
of record unemployment and the release
of major negative economic reports.

Beware of the IRS Wash Sale Rule

One other caution I shared with
those clients recently wondering if they
should get out of the market is the often
-forgotten IRS “wash sale rule.”

If you sell a security at a loss,
and buy substantially identical securities
within 30 days before or after the sale,
your loss will be disallowed.

Suppose you sold $100,000 of
stocks and realized a loss of $50,000 on
March 9th. After seeing the market in-
crease 10% since the sale, you repur-
chased the same, or similar, securities
on March 16th. Result: You will not be
allowed to deduct any of your loss.

Conclusion

While it is certainly possible
that the stock market will decline further
before it finally bottoms out, remember
that timing the stock market may be
hazardous to your wealth.
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