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Results May Vary

The Dow Jones Industrial Average (DJIA) increased just over 25 percent in 1999. While this performance seems outstanding, the returns varied greatly for the 30 individual stocks within the Dow. Eight of the 30 stocks — 27 percent of the Index’s components —returned less than five percent each. While the five best performers returned 122 percent, 118 percent, 70 percent, 68 percent, and 68 percent, respectively, the DJIA’s five worst performers all turned in negative returns: minus 57 percent, minus 13 percent, minus nine percent, minus eight percent and minus three percent, respectively. Here is the graphic representation of this wide disparity: 
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The following is an alphabetical listing of the 30 stocks that make up the DJIA. See if you can identify the five top and five bottom performers (answers are at bottom). Give yourself extra credit for getting the order correct! 

ATT
Alcoa
Amer. Express
Caterpillar
Citigroup

Coca-Cola
Diseny
Dupont
Eastman Kodak
Exxon


Mobil
GE
GM
Hewlett Packard
Home Depot

Honeywell
IBM
Intel
Intl. Paper
Johnson & Johnson

McDonalds
Merck
Microsoft
3M
JP Morgan

Phillip Morris
Proctor & Gamble
United Tech.
SBC Commun.
WalMart

Examining the dispersion of returns provides two valuable insights. First, the only way you could have been sure to capture the 25 percent return that the Index provided was to own an index fund that owned all of the Index’s components. Sure, you might have been lucky or clever enough to pick the top five performers. On the other hand, you might have been unlucky enough to own the bottom eight. The historical evidence is very strong that the vast majority of both individual investors and active fund managers underperform their appropriate benchmarks. In addition, the longer the timeframe examined, the fewer the number of winners. Diversification and passive management remain the winning strategies.

The second lesson has to do with the holding too many eggs in one basket, or of being over-invested in a small group of stocks. The most typical example of this phenomenon is the corporate executives who hold a large portion  — often 80-90 percent of their net worth  — in stock and options of their employer (or ex-employer). 

Consider that this type of investing takes place despite the obvious fact that not all stocks can outperform the average stock. Odds are actually greater than 50 percent that any one stock will actually do worse than the average. While stocks can’t lose more than 100 percent, they can gain more than 100 percent. The result is that, particularly over longer time frames, more stocks underperform than outperform. A few “superstar” stocks raise the average return, but not the median return (the return level at which half the stocks outperform and half underperform). 

In other words an executive is actually trading the smaller hope of outperformance against the greater likelihood of underperformance. This behavior may be acceptable as entertainment, such as when one purchases a lottery ticket. While the odds of losing the lottery are high, the cost of losing is low. On the other hand, when the cost of losing is great (such as losing one’s retirement nest egg), most individuals become risk averse. 

What is particularly interesting about this very typical phenomenon among corporate executives is that it goes completely against most human behavior patterns. Academic studies have shown that, as a group, we humans are very risk averse (except, as was pointed out, when the cost of losing is very low and there is some perception of entertainment value). As an example, faced with a 50/50 bet like a coin toss, to entice an individual into accepting such a bet, the win must be more than twice the amount of the loss. Another excellent example of this type of behavior is that, while the odds of “losing” in any one year are very low, most people buy fire and life insurance. The reason is that while the odds of being wrong (being uninsured) are very low, the cost is very high. 

The same should apply to the executive holding all their stock eggs in one basket. Yet, when it comes to this group of investors, the paradigm seems to go out the window. Behavioralists offer as an explanation the most typical of human traits — overconfidence. There is a tendency for these types of investors to believe that they have inside knowledge about how great their company is, or they have excess confidence that their company’s stock will outperform the market. 

Returning to general market investing, most of the good news in 1999’s investment action fell in one or two sectors, technology and biotech stocks. Again, this represents a much smaller percentage of stocks providing far more than most people would believe of the market’s gains. And, once again, the winners are those who apply diversification and passive management to their investments. For investors seeking entertainment, we would advise they take five to ten percent of their portfolio and buy individual stocks with which to play the market. They should then take the rest of their funds and build a globally diversified portfolio of passively managed funds. They certainly will be putting the odds in their favor. 

Answers: Top five (beginning with highest returns): Alcoa, SBC, Wal-Mart, Home Depot, and Microsoft. Bottom five (beginning with lowest returns): Philip Morris, Coca-Cola, Merck, Eastman Kodak and Disney.
This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and are not intended to serve as specific financial, accounting or tax advice. To be distributed only by a registered investment advisor. Copyright © BAM Advisor Services, 2000.
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