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Stock Investors Have A Lot To
Be Thankful For
by Eric D. Nelson, CFA

Stocks have been on a tear lately. The oft-cited Dow Jones
Industrial Average (“Dow”) recently crossed 28,000 and
has continued to reach higher highs. The case for stocks
isn’t a recent phenomenon; investing in stocks has been
the winning wealth strategy for most of the last century,
with the details even more impressive than many people
realize.
Stock investors have much to be thankful for, as I will
explain in greater detail this month.
Stocks Have Offered Unprecedented Growth
The long-term growth of stocks has been significant.
From 1928 through September 2019, $1 in the S&P 500
Index grew to over $5,519. That same $1 in bonds grew
to just $97. Some respond that they won’t be investing
for the next 100 years. How about 10 years?
Looking at every rolling 10-year period since 1928, the
S&P 500 returned +10.5% per year, on average turning $1
invested into $2.71. Bonds, on the other hand, earned
+5.4%; $1 grew to just $1.69, two-thirds less appreciation.
If you think stock’s superiority came from a small number
of standout decades, you’d be mistaken. Over all 10-year
periods, stocks beat bonds 82% of the time. It was more
likely that stocks earned outsized gains than losses—22%
of all decades saw stocks beat bonds by over 10% per year.
Outstanding stock returns aren’t the exception.
Stocks Don’t Get Stuck In The Past
What about bad times? Or when stocks are at record
highs? Aren’t there some periods when it’s advisable to sit
on the sidelines and wait for a better time to invest? In
both cases, the past offers no prediction about the future—
gains are always most likely.

The chart below looks at all one-, three-, and five-year
periods after the S&P 500 has declined by at least -10% or
after it’s reached an all-time high.
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Declines are usually brief and stocks typically reverse
course in short order. The average annual return after a
-10% decline is a gain of +11.3%. Three and five-year
periods show similar profitability. New highs aren’t reason
for concern either. Evidence shows that they typically
forecast more gains to come—one year after a fresh peak,
stocks are +14.1% higher on average, and gain about
+10% per year over the ensuing three/five years. To be a
successful stock investor, you haven’t needed to parse the
past for clues about the future; staying disciplined and fully
invested have been sufficient.
Stocks Have Provided The Best Diversification
The S&P 500 is an index dominated by large cap, growthoriented stocks. Different stocks, however, have different
returns at different times, complementing each other. The
lowest priced large and small cap “value” stocks have
historically earned higher returns than the S&P 500.
Compared to its +10.5% average gain over all decades
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since 1928, large value stocks returned +12.5% per year;
small value stocks returned +15.3%.

year. A hypothetical retiree who started the period with
$1M, wanting $50,000 per year in inflation-adjusted
income, needed an annual paycheck of over $171,000 by
During the 10-year period from 2000-2009 when the S&P 1985. Required withdrawals over these two decades were
500 had one of its worst stretches in history, losing -1.0%
more than $2M. If they had invested in a portfolio of
annually, US large value stocks gained +4.1% per year
long-term corporate bonds to generate this ongoing
and small value stocks gained +12.4% per year. Over the income stream, they would have run out of money in 15
last 10 years through September, US large and small value years; bond returns didn’t keep pace with the growing
stocks have had below average returns, gaining +11.8% and withdrawal needs. If they invested in the diversified stock
+10.7%, but the S&P 500 offset those results with an above index mentioned previously, the $1M grew to over $3.6M
average return of +13.2%. You don’t need to look to exotic in 1985; long-term stock returns far outstripped spending
bonds and/or alternative assets for meaningful
requirements. “Safe” bonds left you bankrupt, while
diversification. Holding different “core” stock asset classes “volatile” stocks helped secure your financial legacy.
(including international stocks) has been sufficient.
Stocks Have Shrugged Off Inflation
The returns cited thus far don’t include the corrosive
effects of inflation, but the risk of higher prices on the
goods and services you (or your beneficiaries) will
eventually purchase is an important consideration.
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The most difficult 20-year period to generate an inflationsensitive income stream in history was the period from
1966-1985. Inflation rose over this two-decade stretch
faster than any other in modern times, averaging 6.4% per
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Bonds, with regular coupons, are often thought of as ideal
for income. Stocks are traditionally earmarked for
appreciation, without sufficient ongoing cash flow to
support retirement spending. But if you consider sales of
shares along with typically growing dividend payouts,
stocks have also been the best income-producing asset class.
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For example, inflation rose above 3% in 1968, and didn’t
fall below 4% in a single year until 1982. Over this 15year period, the Consumer Price Index (“CPI”) increased
at an annualized rate of 7.3%. Bonds barely matched
inflation, gaining +7.6% annually. Long-term
government bonds significantly underperformed inflation,
returning just +5.5% per year. Large cap growth stocks
didn’t have great returns either, the S&P 500 returned just
+7.0% per year. But large and small value stocks did
much better. Combining the S&P 500, large value and
small value asset classes into a “Diversified Stock Index”
resulted in a gain of +11.8%, +4.5% annually more than
inflation. Add periods of higher inflation to the list of
situations where stocks have worked best.

Growth of $1M, net of $50K annual withdrawals (adjusted for CPI)

During difficult times when income requirements are most
stretched, stocks have historically been the best approach
to support long-term spending needs.
********************

The perception is there's always something to worry about
with stocks. They’re too high, they’ve gone up too much,
or they’ve been losing money. It always seems like a tough
time to be a stock investor. The reality is far different.
Stocks have been a remarkably and consistently profitable
investment, have offered considerable diversification
benefits, succeeded in a variety of challenging
environments, and worked well for investors whether they
were saving for the future or in current spending mode.
When the facts emerge, it’s clear that stock investors have a
lot to be thankful for.
Source of data: DFA ReturnsWeb
Bonds = Ibbotson Five-Year T-Note Index, Long-Term Gov’t/Corporate Bonds =
Ibbotson 20-Year Gov’t or Corporate Bond Indexes, Large Value Stocks = DFA US
Large Value Index, Small Value Stocks = DFA US Small Value Index
“Diversified Stock Index” = 30% S&P 500, 30% US Large Value, 40% US Small Value

Past performance is not a guarantee of future results. Diversification does not eliminate the risk of loss. Index and mutual fund returns include the reinvestment of dividends
but not expenses or additional advisory fees. This article is for informational purposes, and it is not to be construed as an offer, solicitation, recommendation, or endorsement of any
particular security, product, or service. Servo is a Registered Investment Advisor (RIA) with clients nationwide. Unauthorized copying, reproducing, duplicating, or transmitting of
this material is prohibited. For past Factors In Focus newsletters, please visit Servo’s website at servowealth.com. Edited by Kathy Walker.
Contact Eric Nelson, CFA at eric@servowealth.com with any questions, comments, thoughts, or to discuss your personal financial situation.

