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“. . . a sharp decline in house
prices and the related fall in homebuilding . . . could lead to an economy-wide recession”. Martin Feldstein, National Bureau of Economics 1

loser’s game, such as amateur tennis, the more a player attempts to
win points by aggressive action, the
more that player is likely to lose by
making mistakes.

It’s a quote, such as that by Mr.
Feldstein, which sends tremors
across the financial landscape. A
recession could be imminent. So
should you panic and go to cash?
What is really being asked is: can
you beat the market? Most investors believe that professional
money managers should be able to
beat the market. In fact, investors
who try to do so are playing a
loser’s game.
In a winner’s game, the outcome is
determined by correct actions
taken by the winner. For example,
in professional tennis, the winner
wins by taking aggressive action to
win points. In a loser’s game, the
outcome is determined by the mistakes made by the loser. Thus in
amateur tennis, the winner wins by
just hitting the ball back into his
opponent’s court and waiting until
his opponent makes a mistake. In a

Evolution of the market, and the
costs associated with actively managing funds, have turned investment
management into a loser’s game.
Professional investors are the market. Mutual funds, hedge funds,
pension funds, private equity funds
and so forth are all run by professional money managers. Collectively they account for most of the
funds invested in the market and
about 80% of all transactions. For
professional investors, as a group,
to beat the market, they must be
able to beat themselves. Hence,
aggressive investors will make mistakes, while patient, long-term investors can win simply by making
fewer mistakes.2
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Moreover, returns produced by the
market averages are computed
without including transaction costs
such as research, custodial fees,
commissions and taxes. Real investors must incur transaction
costs. In order to beat the market
net of such costs, they must be
able to beat the market gross of
such costs by a wide margin. How
wide? Typically transaction costs
average about 2.85% of the value
of assets under management. Thus,
if the long run average return on
stocks is 8% per year, a manager
must produce a return of 10.85%
in order to simply match the performance of the market index. This
means that the manager must beat
the market by 35.6% just to stay
even! Very few managers are able
to do this. To beat the market by
this margin, an investor has to be
skilful enough to regularly catch
other professionals making mistakes and be able to exploit those
mistakes. Unfortunately, this
would probably require spending
even more on trading and research
assumed in calculating the statistics above. 3
The fact is most money managers
do not consistently beat the market
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over the long term. Those who do
beat the market in one period of
time usually fail to do so in subsequent time periods. In the investment business, regression to the
mean seems to be the norm.

from 1 January 1996 through 31
December 2005, you would have
compounded your money at an average annual rate of 10.9%. A
$10,000 investment would have
grown to $28,324.

Even though the evidence appears
to be overwhelming that trying to
beat the market is a loser’s game,
there is no shortage of those willing
to give it a go. A favourite method
of trying to beat the market is by
market timing. Its allure is easy to
understand. Returns would be astounding if one could invest only in
up markets and avoid all the down
ones. It’s a compelling thought.
Unfortunately, market timing requires the investor to be correct
about when to be in the market and
when to be out of the market. If
your timing is not perfect, you run
the risk of being out of the market
on bad days as well as of being out
of the market on good days. One
study concluded that an investor has
to be correct 75% of the time in order just to break even compared
with a buy-and-hold strategy, after
transaction costs are taken into consideration. One reason for this is
that most of the gains earned in the
stock market occur in very brief
periods of rapid advances.4
If you could have earned the returns
from the Toronto Composite Index

taking the bad with the good. If
you want to earn more from stocks
than what a bank term deposit offers, you must patiently endure
fluctuations of the market. In other
words, stay invested.

So, while the idea of market timing
remains attractive, the evidence for
an application is not good at all.
That said there is a winning alternative: finding good companies
that are reasonably priced and using the price signal as your entry
and exit points. Adherence to
value investing dictates that you
buy stocks when they are undervalued relative to key benchmarks
and take profits when they become
fully valued.
However, had you missed the 10
best trading days of stock market
returns – only 10 days out of 2,510
days the market was open – your
return dropped to 6.7%. And if you
missed the 40 best trading days,
you’d have lost money over the entire ten years. That’s the reason you
hear such consensus from smart
money managers on not trying to
time the market. It’s expensive to
get it wrong.5
And many of those 40 best trading
days were days when stocks seemed
awfully risky. Indeed, on average
one in three months has been risky
(i.e. negative) for the major North
American stock markets. It means

So is a recession imminent? Quite
possibly. But it won’t stop losers
from trying to beat the market.
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