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DHR’s investment practice rests on three basic precepts in economics. (Rather like the idea
that the most sturdily designed stool has three legs). They are: Modern Portfolio Theory
(from Harry Markowitz); Efficient Market Theory (from Eugene Fama); and Behavioral
Theory (from Richard Thaler, and before him, from Daniel Kahnemann). These four
thought leaders have all been awarded the Nobel Prize in Economic Science for their work.
(Markowitz in 1990; Kahnemann in 2002; Fama in 2013; Thaler in 2017). We know that
high intelligence, ground breaking theory and prestigious awards do not assure success in
the future, but we take pride in the intellectual underpinnings of our work. Each part of our
work is informed by sound theory, strong empirical evidence and common sense, and we
believe that our clients can have confidence in their portfolios, due to the application of the
thinking of the scholars mentioned above.
On another matter, we have devoted much of this issue of the Perspective to one question:
After the next significant market price decline, what should clients expect and how should
they act? As a corollary: How should we think and act before the decline occurs?
Because the matter is serious and because it goes to the heart of plans, hopes and dreams, we
have included a number of graphic elements in our review of the subject. They document
and illustrate our view on the question and support our belief that these views should guide
action.
We have not written this because we think that a near term decline is likely. In fact, we have
no insight into the future and do not know. However, although we don’t know when, we do
know that such an event will occur. Many people, including a number of our clients, have
expressed the fear that it will happen soon. If you belong to that group, please come in to
talk about it. If you know someone who belongs to that group, please consider referring
them to us, for some grounding and discussion.
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As has been customary we begin with three charts that review investment performance.
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The value effect was positive in non-US developed markets but negative in the US and emerging markets. Small caps outperformed large
caps in US and non-US developed markets but underperformed in emerging markets.
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Market Risk
We now move from performance to investment risk and
touch on three areas of it, as they appear in components
of DHR portfolios – the investment funds, the portfolio as
a whole and the markets generally.
Investment in the Mutual Funds
Over the years, when we have faced daunting markets,
some clients have asked about whether the fund managers
make predictions and whether they will reduce equity
due to negative forecasts. The managers of the funds
we use do not do those things; they buy and sell without
those considerations. DHR invests its clients’ portfolios
in passively managed mutual funds, some of which are
index funds; some buy the entire market while some
focus their strategies on discreet sections of the markets,
such as small cap and value. Fund managers then buy
all of the securities within the designated group, with
very few exceptions and use formulaic ways to weight
the shares in the fund. They buy when they have cash
and they sell when they need cash. They do not make
judgments like “a good time to buy,” or “a good time to
sell.” As of the present time, no formula for timing major
price changes has proven statistically reliable. When
apparently successful techniques have been tested, their
results have proven to be indistinguishable from chance.
The funds we use are ideal for the long-term investor,
in terms of risk. They avoid surprises, diversify, seldom
experience large losses, tend to minimize generating
taxable distributions and provide the highest probability
of success in the long term, all with very low costs.
The performance of our funds fairly closely approximates
the various indexes that we include in our reports,
provided that the reader “matches up” fund style for
index benchmark style, e.g. “value” and “small cap.”
Relative To Our Portfolios
Lately, we have been reading that prices of U.S. stocks
will soon fall, perhaps by a lot. Common reasons for
this relate to the “all time high” on the indexes and share
price “valuations.” The meaning of the first is obvious,
but the term “valuations” might not be familiar to all
of you. It refers to the relationship between the market
price of a company’s shares and the “true value” of the
company. Nobody knows the “true value” of a company,
but a popular way to estimate it uses the “dividend
discount model.” This model predicts the company’s
future dividends and then discounts the financial value of

that dividend stream back to today, in order to calculate
a “present value” of the company. The calculated result
is then compared to the present price of the shares. If the
calculated value exceeds the current price, the company
is thought to be undervalued. Today, a number of
models conclude the opposite – that the current price
(valuation) exceeds the “true value.” When investors
pair this finding with the observation that the indexes
have reached “all-time highs,” they often conclude that
prices will soon fall.
An additional factor adds to the concern – the workings
of government. Many thought that, with a Republican
President, Senate and House, the country would soon
see major infrastructure building, renegotiation of trade
deals, repeal of the ACA and tax reform, including a
reduction in corporate taxes. None has yet come to pass
and there is considerable uncertainty about whether any
will. Since those proposals meant lower taxes and more
jobs, they were felt to be positive for the stock market.
Many commentators have attributed the rise in stock
market prices to the expectation that these initiatives
would become law. We cannot now confidently predict
the political or legislative outcomes. What will happen to
prices in the market? Will they continue to rise? Fall? Fall
a lot? The simple answer is “We don’t know.” However,
the situation has prompted many forecasts of decline.
To summarize a few of the principal counters to these
arguments, we observe that: 1) Valuations are not timing
indicators. Disparity between the actual prices and the
“should-be-as-calculated” prices (i.e. “true value”)
say little, if anything, about when the market prices
will “adjust.” Abnormal valuations can persist for a
long time. “Markets can remain irrational longer than
you can remain solvent” (John Maynard Keynes). 2)
A brief glance at a chart displaying historical growth
in market prices (often called a “mountain chart”) will
reveal dozens of “all-time highs.” Was every one the
last? (Rhetorical question.) And 3) There is no reliably
predictive information in current prices, nor in previous
prices, nor in price changes or transactions. (Nor
Washington.) This means that one cannot know the
timing, degree or duration of the next decline. That does
not mean that no predictor has ever worked. It’s chance,
so sometimes one works, which leads people thinking
they have found the key to success. Lack of consistent
success, or even “more-often-than-not” success, means
the timing strategies do not fulfill theoretical or empirical
tests that provide predictability - a probability greater than
3

chance of working in the future. The result of the above
is that DHR does not use timing strategies, nor invest in
funds that do. Therefore, when market prices fall, so will
the value of our portfolios.
So, should an investor do something now, before
prices fall? Yes.
We recommend the following steps
(some of which benefit from counsel):
1. Estimate the length of your portfolio’s
expected life and how long will you need the
money.
2. Review historical fluctuation patterns over periods
of about the same length as your portfolio’s
expected life.
3. Consider similarities and differences between
the chosen historical periods and today.
4. Review your current portfolio allocation.
5. Estimate needs for liquidity and reserves over
the next 2 – 3 years.
6. Compare needs for reserves to expected
portfolio income and reserve assets.
7. Adjust the balance of reserves to meet
anticipated needs.
8. Adjust the portfolio allocation if that is warranted.
9. Return to daily life and exercise patience
through the inevitable fluctuation.
Inherent Risk in the Stock Markets
If, or when, you fear that broad declines in investment
prices are coming, let that thought settle before acting.
Often one sees only the dark, with nothing on the other
side. Offer some explanation to yourself as to why you
feel those broad declines are imminent. Ask about your
own finances: How much decline do you anticipate?
Why might it happen? When might it occur? How long
might it last? These questions are not designed to obtain
“correct” answers, or even knowledgeable ones. They
will, however, help you to focus your fears, provide some
opportunity to test against reality, and help our dialog if
you want to talk about it. “Fears” are sometimes justified
and require action. Then, importantly, ask yourself: “But
after the decline, then what?”
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On to Pictures of Past “Crises”
We did not choose these charts because we think a crisis
is looming. We chose them because their view extends
past the beginning of the declines to the return of more
normal market behavior. We do know that declines lie
in front of us at various times. Markets will experience
“corrections” (down about 10%) – but we do not know
when – and also bear markets (down about 20% or more)
– but we do not know when. Given the hype and noise
about it, people have come to fear that the next decline
might be a crisis, both steep and soon. The human brain
seems always to go there.
We hope that the material in this issue can ease investors’
anxiety by providing historical information about what
happened after the last several market “crises.” Of course,
the future will not be like the past; it will be different.
Through time, investment markets are like constantly
flowing rivers. However, “No man can step in the same
river twice,” so these charts do not predict the future.
However, they do offer good opportunities for reflection
and consideration about how to form expectations and
how to estimate probabilities.
We all know the line about drowning in a pool of
water that has an average depth of 2 inches. The point?
Averages can mislead. So it is with the market. We all
know that, over the long term, the “average” return on
the stock market has been about 10%. When you review
this chart, note how seldom the “average” appeared
in any one year and what extraordinary volatility the
markets generated. Please consider the difficulty of
“staying in” during those years of sudden price declines,
of progressive, persistent declines and of high volatility.
We have found that inexperienced investors, when
asked about their tolerance for volatility, often say: “No
problem. I can handle that. The average is good, right?”
Well, “He jests at scars that never felt the wound.”
(Romeo and Juliet). When the wound happens in real
time, so do uncertainty, anxiety and fear, which often lead
to: “This time it’s different! Sell!”
Can we learn from history? Absolutely. Will the future be
the same? No, but history, an approximate understanding
of cognitive bias and ourselves, can help us make good
decisions in the face of uncertainty.
The chart at the top of the next page illustrates this.

An Uncommon Average – Historical Variation in Performance on the S&P500
Volatility of Annual Returns of the S&P500 Index: 1926-2016

Time and the Market: The Effects of Waiting
What has been the frequency of good times after bad?
Well, actually – 100%, else where would we be now?
(One just needs to wait long enough!) A review of
the second chart (variations of which we have shown
multiple times) should prompt two reactions – some
degree of comfort in the future and then a question.
“How do any of these time periods compare to my
investment horizon?” If that question prompts a
discomfiting answer, please come in and talk to us
about it.
Despite the year-to-year uncertainty, investors can
potentially increase their chances of having a positive
outcome by maintaining a long-term focus. The chart
to the right illustrates this, documenting the historical
frequency of positive returns over rolling periods of one,
five, ten, and fifteen years in the US market. The data
shows that, while positive performance is never assured,
investors’ odds improve over longer time horizons.
The next three charts display hypothetical performance,
calculated from various investment market indexes in
portfolios constructed as described, albeit in summary
fashion. All are concerned with the same “market
crises,” although they do not illustrate the degree
of downside price fluctuation during any of them.
They do show the percentage recovery of investment
performance of the strategies over the same time periods
after “each crisis” - 1, 3 and 5 years. The subject of
the three charts follows a progression through the
investment ideas displayed.

Frequency of Positive Returns in the
S&P 500 Index
Overlapping Periods: 1926–2016

From January 1926–December 2016 there are 913 overlapping 15-year
periods, 973 overlapping 10-year periods, 1,033 overlapping 5-year
periods, and 1,081 overlapping 1-year periods. The first period starts
in January 1926, the second period starts in February 1926, the third in
March 1926, and so on, in US dollars.

The first chart shows an all-equity portfolio invested
solely in the S&P500; the second shows an all-equity
portfolio, including investment in the S&P500 and
then diversified globally, in a manner not dissimilar
to the models for DHR’s equity investments; the third
shows the effects of adding bonds to that global equity
portfolio, to form the classic “60/40” portfolio, again not
materially dissimilar from those we use. As a whole, the
charts contain a message – diversification affects both
risk (volatility) and return in meaningful ways.
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The Market’s Response to Crisis
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Performance of a Balanced Strategy: 60% Stocks, 40% Bonds
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Risk in the BOND MARKET
We turn to the bond market, and what happens
there after prices decline. Although several things can
cause bond prices to fall, here we focus only on price
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Dot-Com Crash

September 2001:
Terrorist Attack

September 2008:
Bankruptcy of
Lehman Brothers

movements following increases in interest
rates. Expectations about such increases have been
much in the news for months, and, in fact, rates have
been increasing over the last several years.

A number of clients have asked about the expected
effects. This section is brief, in part because the January
2017 Perspective contained a longer discussion of the
matter, and here we show only the relevant chart.
The price recovery in bond funds is much more “certain”
than with stock funds, in that the maturities of bonds
provide buying opportunities for new bonds with higher

rates and better prices. Speculation about future outcomes
is less necessary with bonds than with stocks.
We here paraphrase the concluding statement from
the January Perspective: If your investment horizon is
longer than the duration in the bond portfolio, you should
consider owning a fund (or bonds) with a duration as
long as remains within your horizon.

.

Here is some advice from people you have heard about the managers of Berkshire Hathaway, Warren Buffet and
Charlie Munger.
On how to succeed in investing, from Charlie Munger:
1. Temperament is the most important quality for
an investor to have.
2. Ability to do nothing most of the time.
3. Focus on process over outcome.
4. Minimize behavioral biases.

5. The best investors stay humble.

And now Mr. Buffet, in speaking to a Forbes journalist
about the best investment one can make. At DHR, we
have long believed this to be true, but it is nonetheless
encouraging to have our judgment confirmed by none
other than Warren Buffet.
Mr. Buffet said: (With slight paraphrasing from us)

.

The very best investment you can make is one that you
can’t beat, can’t be taxed and not even inflation can
take away from you. Ultimately, there’s one investment
that supersedes all others: “Invest in yourself. Nobody
can take away what you’ve got in yourself, and
everybody has potential they haven’t used yet. You can
exponentially increase your potential by simply being
able to communicate better and enhancing your talents.
Your potential is something that will help you have a
more interesting life, and there is no better time to work
on that than today. Address whatever you feel your
weaknesses are, and do it now. Whatever you want to
learn more about, start doing it today. Don’t put it off to
your old age. You’ll have a more rewarding life not only
in terms of how much money you make, but how much
fun you have out of life; you’ll make more friends the
more interesting person you are.”
So go to it, invest in yourself!
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Christopher K. Wilde, Artist
Christopher is one of three artists who have multiple
works in our collection at DHR and he has long been
a favorite. Not only a favorite, but also long a “money
artist.” With several others of the artists whose work we
own, he was “present at the creation” of this genre of art.
His medium is collage.
Wilde uses currency from around the world, cuts it into
very small pieces, then assembles those pieces into
pictures. Since he uses global currency, his images can
be full of color, as compared to Mark Wagner’s work,
which uses entirely U.S. currency. However, like almost
all the “money artists,” Wilde’s images often make a
political or social point. This piece he calls “Sacred
Chao.”

Here is what he wrote about it: “That piece is part of
a series called ‘You Are What You Eat,’ which was
my exploration of food values; so corn as food and
subsidized commodity, pork as pig and as graft, cow
as beef and symbolic of agricultural production, etc.
As you know, it is very difficult for me to resist a
pun - for better or for worse. Hence the pun in the title
which has several layers of interpretation: sacred cow
for the Hindus, but also its symbolic value to western
agriculture; and the notion of the bull in the china shop,
i.e. ‘chaos’ as disruption of extant systems of valuation,
one of my missions in currency collage!”
As we have said many times about our collection of
money art: There are no answers here, just questions.
What in our lives deserves more questions and reflection
than money – the source of our material values, dreams
and (perhaps too often) identity?
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