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An ocean liner on a rough sea in the North Atlantic - where waves are enormous and can reach 35 feet 

– if seen from an airplane at 30,000 feet would be barely visible and the ocean would seem calm. 

Onboard the ship, however, would be a quite different perspective as crossing the North Atlantic tests 

the best sailors and the crew would be struggling to save their ship. Similarly, the DOW (Dow Jones 

Industrial Average) seen from a distance reflects a steady 7.1% annual return from 1900 to today. The 

problem for investors is the ride in the stock market over this 100+ years sometimes feels like we are on 

a ship crossing the North Atlantic…and it has a big impact on our account values.  
 

The stock market is much more volatile than most investors realize and this volatility has a big impact 

on our compounded returns….the returns we actually realize in our accounts.  Just as gigantic waves in 

the ocean can affect a ship’s ability to cross the water, stock market volatility can affect our investment 

success. The reason is volatility reduces compounded returns in comparison to average returns. 

Investors cannot spend average returns, the returns often quoted to show how good a particular 

mutual fund or money management strategy may be. 
 

Let’s look at an example. Start with $100,000 and the investor loses 50% and then makes 50% on a rally: 

 $100,000 -50% ($50,000) = $50,000 after year one 

 $50,000 + 50% ($25,000) = $75,000 after year two  
 

Your average return is 0% but your compounded return is -25% and you have lost money. And this 

works out exactly the same if the gain is 1st…$100,000 grows to $150,000 and a loss of 50% ends up 

with $75,000. This is why it is hard to realize gains in a volatile stock market.  
 

The DOW was 66.08 at the end of 1899. It finished 2008 at 8776.  An average of the 109 years is 7.1%. 

The compounded yearly change for the same 109 years is…4.6%. Although total compounded return 

was slightly higher as dividends were greater than transaction costs over that period, the difference 

between average and compounded returns is large. 
 

If one would have invested $1,000 in the DOW in 1900, a 7.1% average return gives the illusion the 

account would have grown to $1,649,160 by the end of 2008 ($1,000 compounded for 109 years at 7.1% 

= $1,649,160). An investment in the stock market over this period, however, would have only grown to 

$132,700. $1,000 compounded annually for 109 years at 4.63% grows to $132,700.  
 

The results above are designed to highlight three points: 

1) Average returns can be very misleading when researching investments. 

2) Compounded returns are the relevant returns that generate money in our accounts.  

3) The impact of negative numbers on our account values is big.  
 

It is my assessment, controlling losses means more than achieving big gains to long-term investing 

success. This is the math Wall Street doesn’t want us to know and why they sell their products on 

average returns. Remember what I have been saying over the years…Wall Street is designed to take 

our money. If anyone would like to learn more about this topic, a great book written in 2005 by Ed 

Easterling, “Unexpected Returns, Understanding Stock Market Cycles” would be a good place to start.  
 

If anyone is interested in a money management strategy designed to produce solid returns with low 

drawdown please let me know.  
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