
On other days, such as during the 2009 
nadir of the financial crisis when Mr. 
Market was feeling hopelessness, he 
offered 50% - 70% off of regular 
prices. People felt as if their assets had 
been wiped out and they were - if they 
intended to liquidate and spend their 
assets immediately.  

With an emotional business associate 
like Mr. Market, what is the right strat-
egy for success? The answer is obvi-
ous: You need the courage to stick 
with a profitable strategy through good 
and tough times. Such as strategy en-
tails a change of focus.  

Most people tend to measure wealth in 
terms of the dollar value of their port-
folio. Robert Arnott, of Research Af-
filiates, suggests a better measure of 
wealth is in terms of the real spending 
that a portfolio can sustain over the 
entire life of the obligations served by 
the portfolio.1  

Consider a simple illustration: It’s a 
bull market. Prices have doubled on 
everything you own, while the divi-
dend yield has dropped in half. Are 
you better off? The long-term spending 
that the portfolio can sustain hasn’t 
changed a bit because the dividend 
income is unchanged. Bull markets are 
actually bad news for those who are 
net savers, building a portfolio to fund 
future needs, because it costs more to 
buy the same dividend income stream 
during the bull market than before. 
You’re better off only if you’re spend-
ing from the portfolio immediately, not 
saving more for the future. 

Arnott also found bear market draw-
downs have little impact on sustainable 

spending. In fact, these selloffs pro-
vide opportunities to increase your 
sustainable spending through disci-
plined rebalancing between asset 
classes or within asset classes, espe-
cially volatile ones like equities.  
This requires courage. 

Ben Graham liked to distinguish be-
tween a temporary loss of value and 
a permanent loss of capital. The for-
mer is a rebalancing opportunity; the 
latter is a disaster. In a highly diver-
sified portfolio where idiosyncratic 
risk has been diversified away, the 
latter event is rare. Temporary losses 
of value are frequent; at times they 
can become so frightening that they 
become permanent - for those that 
sell.  

Through the lens of sustainable 
spending, these losses are far less 
severe. The table on the next page 
illustrates the 10 bear markets larger 
than 30%, in real total return, in the 
past century. The average loss is a 
stomach churning 46% real return 
loss in less than two years.2 

However, for those focussed on the 
spending power of the portfolio, 
most of these bear markets were sur-
prisingly benign. The peak to trough 
decline in real dividend distributions 
was a 3% drop, on average. Even in 
the 1930s Depression, real dividend 
distributions fell by “only” 25%. A 
25% cut in real spending power on a 
portfolio, while very unpleasant, was 
small relative to the 80% real loss of 
portfolio value.  But it was tempo-
rary. This 25% drop in real spending 
power was the single worst outlier in 
a century. 

“The real trouble with this world 
[is that]…. it looks just a little 
more mathematical and regular 
than it is; its exactitude is obvious 
but its inexactitude is hidden; its 
wildness lies in wait.”    

                G.K. Chesterton (1874-1936) 

 

While the world as we knew it 
might be coming to an end, there 
is a remarkable predictability 
about risk amongst investors. 
Should the markets suddenly 
swoon, panic will set in. 

Most academic literature attrib-
utes risk to the price volatility of 
the underlying securities. But per-
haps a better description of risk 
might be how people react to the 
volatility when it occurs. 

Those investors who are skittish 
may have weak knowledge about 
an underlying security. Those 
who have better knowledge often 
use the price signal to their advan-
tage, but this requires courage.  

Every day investors go to work 
with a bi-polar business associate 
that Benjamin Graham (the father 
of security analysis) liked to call 
Mr. Market.  

On days, such as during the 
1999’s Tech Bubble, when Mr. 
Market was jubilant, he de-
manded exorbitant prices for the 
securities on offer. People felt 
wealthy and they were as long as 
they were inclined to liquidate 
their holdings and spend it before 
the market lost its euphoria.  
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ments with the long term obligations 
that they are intended to serve. 

Over the long term, you get better 
total returns by investing for a steady 
increase in sustainable spending, 
while letting others invest for com-
fort. Fortunately, Mr. Market is a 
kindly business associate, rewarding 
investors handsomely for their cour-
age in taking on his most loathed 
holdings. The willingness to apply 
courage, in a disciplined and con-
trarian fashion, leads to better long 
term results. 

Focussing on sustainable spending, as 
a basis for assessing investments over 
time, can help give you the courage to 
stay the course in adversity and even 
to take on more discomfort when it is 
most profitable - and most frightening 
-  to do so. 

Sources: 

1. Robert D. Arnott, “Institutionalizing 
Courage”, Research Affiliates, 1 June 
2012, Selectively reprinted almost 
verbatim 

2. Table, Ibid 

3. For full Arnott article: http://
www.indexuniverse.com/sections/
features/12066-arnott-
institutionalizing-courage.html?
showall=&fullart=1&start=5 

On average, real sustainable spending 
dipped slightly during these 10 worst 
bear markets, then recovered mas-
sively, on average by 35%, off of their 
lows just five years after the market 
nadir. In almost every case, real distri-
butions also achieved new highs, rela-
tive to pre-crisis spending, besting the 
dividends of the previous market peak 
by an average of 29%. Keep in mind 
that this is the increase in real, not in 
nominal, dividend income. 

For those focussed on the level of real 
spending, rather than on the level of 
prices, the worst market downturns in 
U.S. history were mostly brief bouts of 
minor disappointment. The results 
from the recent global financial crisis 
bear a mention. While U.S. stocks tum-
bled by 55%, the real dividends distrib-
uted by the S&P 500 Index grew by 
4%. From the perspective of spending 
power, these past 5 years have been 
utterly boring and benign! For the buy 
and hold investor, bear markets aren’t 
nearly as bad as they seem. Market 
corrections disproportionately impact 
market prices versus spending power.  

Arnott’s proposed shift in focus - 
drawing attention away from the value 
of a portfolio toward the spending 
power it can sustain - requires real 
courage: courage to ignore headlines, 

brokerage statements, and natural hu-
man instincts to sell. 

Now suppose you have the nerve, not 
only to focus on your real sustainable 
spending, but also to seek to increase 
your real sustainable spending in mar-
ket downturns. If you rebalance into 
higher yielding assets after they’ve 
tanked, presumably funded from as-
sets that have performed much better, 
you can systematically ratchet your 
sustainable spending ever higher.  

This ground is explored in asset allo-
cation literature (e.g. The Advisor, 
“Allocate or Decimate”, Autumn 
2005). Indeed, the essence of a con-
stant weight Strategic Asset Alloca-
tion strategy is an effort to rebalance 
from high flying asset classes into 
under-performing asset classes when 
they are priced with a superior risk 
premium, to reward those who are 
courageous enough to invest at such 
times. 

Rebalancing into the most feared and 
loathed securities, and out of the most 
beloved highfliers, requires courage - 
even if you get a “raise” almost every 
time you do it. If you have the cour-
age to do this, even though it creates 
discomfort and goes against human 
nature, it far better aligns your invest-

Courage cont’d  
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