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Frank Herbert’s science fiction novel Dune contains a litany 
which states that “fear is the mind-killer.” Indeed, anxieties 
brought on by periods of turmoil can cause individuals to 
forsake rational thinking and act impulsively, usually to their 
own detriment. This phenomenon often manifests itself in equity markets, 
particularly when investors choose to curtail or altogether abandon equity 
allocations amid (or in expectation of) steep declines in the prices of risky assets. 
These impetuous actions stem from various emotional biases held by market 
participants including loss-aversion, which describes the asymmetrical response 
many individuals feel with respect to gains and losses (i.e., investors derive 
more pain from a loss than pleasure from a gain of equal value). The aim of this 
newsletter is to demonstrate that, save for a modicum of intangible psychological 
comfort, sales of risky assets motivated by fear and panic provide investors no 
value, and can ultimately have disastrous impacts on the long-term returns of a 
portfolio. The S&P 500 index will serve as a proxy for the equity market at large in 
this analysis.

GETTING COMFORTABLE WITH DRAWDOWNS
Most portfolios have substantial exposure to risky assets, making periods of time 
during which equity index levels deteriorate rapidly difficult to stomach for many 
market participants. It is important to remember that market drawdowns, defined 
as peak-to-trough declines for a given security or index within a specific interval, 
recur with relative frequency and can be caused by a variety of factors. In 2020, 
for instance, the S&P 500 index lost roughly 35% of its value in February and 
March amid investor concerns surrounding the COVID-19 outbreak and resulting 
economic shutdowns. 2018 also saw a significant (albeit less extreme) S&P 500 
drawdown at the end of the year, which was largely fueled by worries over Federal 
Reserve rate hikes and slowing global economic growth. In fact, the broad-based 
index has experienced drawdowns of more than 5% in all but one year going back 
to 1995. Despite these common pullbacks, the S&P 500 has notched an annualized 
gain of roughly 10% since 1990, and only posted a negative return in five of the 
last thirty years.
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The speed with which equity indices have been able to bounce back from drawdowns may further allay 
investor concerns about future market corrections. It took the S&P 500 index an average of 190 trading days 
to recover from each of its most significant annual pullbacks in the last 30 years, or roughly nine months. 
Of course, this figure incorporates data from the Tech Bubble Crash and Global Financial Crisis, after 
which markets took years to recover given the structural nature of these events. When those periods are 
removed from the data set, the average S&P 500 annual drawdown recovery period plummets to roughly 
50 trading days going back to 1990, which is just over two months. While some drawdowns are certainly 
more impactful than others, the recent past clearly demonstrates that investors should be prepared to 
weather equity market pullbacks given their frequency and can reasonably expect relatively short recovery 
periods to occur in their aftermath.

THE PITFALLS OF MARKET TIMING
In the previous section, an average drawdown recovery timeframe was calculated by omitting two of 
the most severe equity market pullbacks of the last several decades. Some readers may cry foul and 
argue that, if anything, these acute periods should be given more weight given the impact of recession-
induced drawdowns on portfolios, as opposed to those brought on by more transient factors. To that 
point, history indicates that outsized short-term returns for major equity indices often follow in the wake of 
extreme market declines stemming from the onset of recessions. This phenomenon can at least in part be 
attributed to the fact that investors often overreact to bad news, causing equity prices to fall below levels 
justified by underlying company fundamentals and economic conditions (even if those fundamentals have 
deteriorated and warrant significant asset repricing). Indeed, each of the 15 strongest days of performance 
for the S&P 500 index in the last 30 years came on the heels of extreme selloffs caused by either the Tech 
Bubble Crash, the Global Financial Crisis, or the COVID-19 outbreak. The top five daily returns for the S&P 
500 during that period — which by themselves average roughly 10% — followed after the index lost an 
average of more than 13% in the previous seven trading days alone.
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Exhibit 1:  S&P 500 Annual Return and Maximum Drawdown



3

It goes without saying that the probability of even the most impetuous investor missing these top days and 
capturing the remaining return stream is virtually zero. Still, the hypothetical underscores the important 
point that portfolio returns can be devastated by panicked selling amid severe drawdowns due to the 
impact of extreme short-term gains that often follow shortly thereafter. Preemptive sales as a result of high 

It is difficult to understate the impact of these few strong days on the total return of the index. Since 1990, 
the gains of an S&P 500 investor would have been reduced by roughly 36% had the top five days been 
omitted from the 7,812-day return stream. In other words, the removal of less than 0.1% of the trading days 
in the last 30 years would have wiped out over one-third of the total return of the S&P 500 index during 
that time. As one might imagine (and as outlined below in Exhibit 3), the investor’s forsaken gains become 
increasingly substantial as additional strong trading days are eliminated.

Source: Bloomberg as of December 31, 2020

Exhibit 2:  Largest S&P 500 Daily Returns (1990–2020)
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Exhibit 3:  Growth of $100 from Various S&P 500 Return Streams

Market Environment Date
Return in the  

Previous 7 Days (%)
Daily Return (%)

Global Financial Crisis 10/13/08 -22.6 11.6

Global Financial Crisis 10/28/08 -10.0 10.8

COVID-19 3/24/20 2.3 9.4

COVID-19 3/13/20 -17.5 9.3

Global Financial Crisis 3/23/09 -18.0 7.1

$1,062

$672

$487

$228

$83
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valuations may also lead to lost gains for equity market participants. Since 1960, the average annualized 
3-month return for the S&P 500 when the price-to-earnings ratio of the index was in or above its 90th 

percentile was over 3%. Average annualized returns when the index displayed exorbitant valuations 
were also positive on a 1-month and 2-month basis. These data indicate that elevated multiples are not 
necessarily harbingers of extreme price reversals, and investors may leave significant gains on the table by 
curtailing equity exposures amid periods of high valuations.
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Exhibit 4:  Annualized Monthly Returns for the S&P 500 When Starting from 90th+ Percentile 
Price-to-Earnings Ratio Levels (1960–2020)

CONCLUSION
Equity securities compensate investors for assuming market risk, so it is reasonable to expect frequent 
and occasionally severe pullbacks in equity index levels. Predicting when these drawdowns will transpire, 
however, is often an exercise in futility, and the data indicate that it is better for individuals to remain 
fully invested throughout the course of a market cycle given the pronounced rebounds that can occur 
subsequent to a market trough. Additionally, high valuations like those exhibited by equity markets at 
present do not invariably precipitate drawdowns, so sales intended to preempt a downturn could have 
significant opportunity costs. Of course, none of this is to suggest that investors should not take measures 
to insulate their portfolios from equity risk. Optimal diversification across the asset class spectrum can blunt 
the impact of equity market turmoil on the value of a portfolio and should be encouraged by allocators. 
It is also important for investors to steel themselves against fear and other ingrained biases they may 
possess amid periods of market stress, as history shows that investment decisions driven by emotion can 
bring total obliteration to long-term portfolio returns. When fear is gone from the minds of investors, the 
ability to confidently bear equity risk will remain.
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