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According to Wall Street lore, an alert young man 
who happened to find himself in the presence 

of J.P. Morgan tried to seize the moment by seeking 
the legendary man’s opinion on the future course 
of the stock market. Morgan’s alleged reply was 
prophetic indeed. He said, “Young man, I believe 
the market is going to fluctuate.”

It did, it always has, and it always will.

Ironically, 11 years to the day that the stock market 
bottomed at the crescendo of the 2008-2009 financial 
crisis, we entered another bear market. The average 
annual drawdown for equities over the last 40 years 
has been about 14%. As of March 31, the 2020 year-
to-date S&P 500 return (excluding dividends) and the 
intra-year decline were -20% and -34%, respectively.

Based on historical frequency, we had been statis-
tically overdue for a bear market—a stock market 

decline of at least 20%. Between 1947 and 2019, 
the S&P 500 had 11 such declines, about one every 
six years, with an average peak-to-trough decline of 
34% and lasting an average of 398 days.

Rational equity investors should be willing to ride out 
those declines. Why? Because after each temporary 
decline, the equity market resumes its permanent 
advance of both values and dividends.

Volatility in Perspective
The stock market has historically offered stellar 
long-term returns—two to three times higher than 
those of bonds, after adjusting for inflation. And the 
reason why stocks offer superior long-term returns 
is precisely because it is impossible to forecast what 
they will do in the short run.

Please see EQUITY INVESTOR page 4

What It Takes to Be an Equity Investor 
This is a condensed and updated version of a blog published on March 10, 2020.   

For the complete article, please visit the Blog section of our website.
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Source:  J.P. Morgan Asset Management
Returns are based on price index only and do not include dividends. Intra-year declines 
refer to the largest market drops from a peak to a trough during the year.

Average Intra-Year Declines of 14% (S&P 500 positive return 30 out of the last 40 years)
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1 Lord Abbett, “Our Guide to Dividend Income, in Two Charts,” January 27, 2020.

Initial Investment First Year Income Final Year Income Ending Value

S&P 500 $10,000 $461 $6,520 $358,220

Barclays Aggregate $10,000 $749 $283 $12,265

Dividend paying stocks have historically provided a growing source of income
Annual Income on $10,000 Initial Investment (1976)
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Let’s assume you’re an investor whose primary 
goal is to generate steady income for the next 

30 years—a typical retirement period. You want to 
live entirely off the income generated by your port-
folio, and your only investment choices are stocks 
or bonds. Which asset class would you choose? The 
conventional wisdom says bonds, but is that correct? 
Let’s check the math.

Our analysis must account for inflation, because 
ideally you want your income to cover your living 
expenses, which will rise over time. Assuming an 
annual inflation rate of 3%, a bundle of goods that 
costs you $100 today will cost you $242 in 30 years.

Fixed Income from Bonds
Given today’s yield, what annual total return could 
we reasonably expect from bonds over the next  
decade? Based on the 2019 year-end yield of the 

Barclays U.S. Treasury Index of 1.8%, the answer is 
about 2%. Why? Historically, the starting yield has 
always been a reasonably accurate predictor of the 
future total returns of bonds over the ensuing decade.

Dividend Income
What about the income generated by stocks in the 
form of dividends? Very conveniently for our analysis, 
the S&P 500 2019 year-end dividend yield was also 
about 1.8%. But unlike bonds, dividends provide an 
income stream that grows over time—consistently so.

Behold an extraordinary chart recently updated by 
Lord Abbett that compares the annual income that 
an investor would have received each year from 
1976 through the end of 2019 based on a $10,000 
investment in either the S&P 500 or the Bloomberg 
Barclays U.S. Aggregate Bond Index.1

The Epiphany of Yield on Cost 
This is a condensed version of a blog published in February 2020.  

For the complete article, please visit the Blog section of our website.
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In each case, the chart assumes that the interest and 
dividend income are withdrawn annually and that 
the change in principal value is based solely on capital 
appreciation. There is no reinvestment of income.

In 1976, the Aggregate’s yield was about 7.5%, while 
the S&P had a dividend yield of about 4.6%—with 
bonds generating 62% more income than stocks. Over 
the ensuring 43 years, two things happened:  Interest 
rates declined, and dividends grew—massively so.

By the end of 2019, the bond index generated 
only $283 of annual income (a 3% yield), while the 
annual dividends from the S&P 500 had grown 14x 
to $6,520, or a 65% yield on the original $10,000 
investment. The 2019 annual income from dividends 
was 23x higher than the bond income.

And though capital appreciation is beside the point 
of this analysis, it’s worth noting the differences in 
the ending values of the $10,000 stock and bond 
portfolios:  $358,220 and $12,263, respectively—or 
a difference of 29x. In fact, based on Lord Abbett’s 
analysis, “99% of the cumulative total return of 
the Aggregate Index has come from coupon return, 
with only 1% from price appreciation.”

Yield on Cost
Yield on cost is a measure of today’s income divided  
by the original investment amount. In the Lord 

Abbett illustration, the yield on cost for stocks and 
bonds was 65% and 3%, respectively.

This, then, is the simple but powerful epiphany:  
Dividends generate an income stream that grows 
over time.

Ultimately, the retirement income puzzle is one of 
trajectory, with wildly divergent—and consequential—  
outcomes.

The bond investor rolls the dice on the flat line of 
fixed income against the upward sloping curve of 
living costs. At a certain point in time, the lines cross, 
with living expenses exceeding income. At that point, 
the investor must withdraw capital to make up for 
the inadequate income, initiating a downward spiral 
in which the ever-decreasing capital generates less 
income each year.

For the stock investor, the lines never cross, because 
dividends have historically compounded at a growth 
rate double the rate of inflation. Whenever annual 
dividend income exceeds living expenses, capital 
can remain untouched to appreciate over time.

Humans have a biological need for certainty. But with 
ever-increasing life expectancies and a typical doubling 
of living expenses over 30 years, the price paid for such 
certainty could be financially ruinous. Better to enjoy 
the growth of income provided by stock dividends.

While dividend yields have declined over time, the income generated has risen dramatically
Annual Income on $10,000 Initial Investment (1976)

1976 1981 1986 1991 1996 2001 2006 2011 2006
0

1,000

2,000

3,000

4,000

5,000

6,000

$7,000

0

10

20

30

40

50

60

70%

Source:  Lord Abbett.

Dividends ($)

Yield on 1976 Cost (%)

Calendar Year Yield (%)



4

2nd Quarter 2020

EQUITY INVESTOR
Continued from Page 1

8400 East Crescent Parkway, Suite 600
Greenwood Village, CO 80111

www.keatingwealth.com 
(720) 408-5250

Keating Wealth Management, LLC is a registered investment adviser. Information presented is for educational purposes only and does not intend to make an offer or solicitation for the sale or purchase of any specific 
securities, investments, or investment strategies. Investments involve risk and, unless otherwise stated, are not guaranteed. Be sure to first consult with a qualified financial adviser and/or tax professional before implementing 
any strategy discussed herein. Past performance is not indicative of future performance.

The price of admission to earn these high long-term  
returns is volatility—the market’s oftentimes gut- 
wrenching gyrations in reaction to whatever happens 
to be the apocalypse of the day, along with a ceaseless 
torrent of unpredictable outcomes.

An investor who is able to ride out the rough spots 
doesn’t pay this bill in dollars, but there is a very 
real mental tax. And not everyone is willing to pay 
the price, which is why there is an opportunity for 
those who are. The bumpy ride is the reason for the 
higher returns.

The Acid Test of Temperament
The thing in this world that markets hate and fear 
the most is uncertainty. We have no control over 
the uncertainty, but we can and should have perfect 
control over how we respond to it.

The biggest challenge that investors face, therefore, 
is one of temperament. In fact, this is the acid test 
for a successful equity investor:  You have to be 
able to ride out both 14% average annual peak-to-

trough declines and temporary bear market declines 
of about a third of your portfolio value every six 
years or so. The overwhelming majority of investors 
simply can’t do it. Why not?

When evaluating financial risk and reward with 
regard to investments, most people seem to abandon 
the common economic sense of buying low and 
selling high. Instead of acting in this rational counter-
cyclical fashion, they climb on the bandwagon when 
the market rises, buying more and more. Then, when 
the market inevitably collapses, they flee, selling out 
of fear instead of taking advantage of the low prices.

The Real Risk for Equity Investors: 
Emotional Response to Volatility
The problem that we face as investors is that we  
are human—meaning we are emotional. And the 
real risk for equity investors is not volatility; it’s 
our emotional response to volatility. We all have 
an innate tendency to interpret large temporary 
declines in the market as the beginning of the end. 
And when we panic, we flee. Investor behavior—
not investment performance—drives the financial 
outcomes experienced by most investors.

12 Bear Markets Since World War II (▼ -34% avg. decline, 398 days avg. duration)
Bear 

Market #
Market Peak

President  
at Peak

Market Trough Peak-to-Trough
Duration 

(Days)
 S&P 500

Market Peak
S&P 500

Market Trough

1 May 29, 1946 Truman Oct. 9, 1946 ▼ -26.6%  19.25  14.12 

2 Jun. 15, 1948 Truman Jun. 13, 1949 ▼ -20.6%  17.06  13.55 

3 Jul. 15, 1956 Eisenhower Oct. 22, 1957 ▼ -20.7%  49.13  38.98 

4 Dec. 12, 1961 Kennedy Jun. 26, 1962 ▼ -28.0%  72.64  52.32 

5 Feb. 9, 1966 Johnson Oct. 7, 1966 ▼ -22.2%  94.06  73.20 

6 Nov. 29, 1968 Johnson May 26, 1970 ▼ -36.1%  108.37  69.29 

7 Jan. 11, 1973 Nixon Oct. 3, 1974 ▼ -48.2%  120.24  62.28 

8 Nov. 28, 1980 Carter Aug. 12, 1982 ▼ -27.1%  140.52  102.42 

9 Aug. 25, 1987 Reagan Dec. 4, 1987 ▼ -33.5%  336.77  223.92 

10 Mar. 24, 2000 Clinton Oct. 9, 2002 ▼ -49.1%  1,527.46  776.76 

11 Oct. 9, 2007 Bush (43) Mar. 9, 2009 ▼ -56.8%  1,565.15  676.53 

12 Feb. 19, 2020 Trump Mar. 23, 2020* ▼ -33.9%  3,386.15  2,237.40*

Source:  Yardeni Research*Data as of Mar. 31, 2020. Average decline and duration (days) calculations exclude current bear market (#12).
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