Why Missing the Best Days is Nothing to Worry About


There is a common adage in the investment world which says that making money in the stock market requires full-time investment, or in other words, a buy and hold strategy.  A widespread argument that bolsters this point is that if you miss the best days in the market, your portfolio is doomed to meager returns.  Furthermore, predicting when the best days will occur is impossible, so the prudent move is to always stay invested.  This argument is usually invoked by mutual fund managers and can be found here, here, and here.  While it is true that missing the best days in the market can sap your returns, missing the worst days is more beneficial, and missing both the best and worst days yields higher returns than always staying in the market.  A rudimentary analysis using widely available historical data shows this adage to be false, which leads one to question why this advice is so widespread.  While I have no hard evidence, I think that the most obvious answer is that mutual fund managers love to have your money to invest, as they get larger management fees.  This is also why mutual fund managers dislike market timing and will penalize investors for switching positions too rapidly.  Of course your portfolio will suffer from long-term losses, but mutual fund managers will still get their fees.  As one of my co-workers once said, “Buy and hold is for the lemmings.”  Many people have debunked the “don’t miss the best days” investing myth, and one CFP, Paul Gire, has gone so far as to say that this advice could constitute an ethics violation.  STT functions just fine by staying out of volatile markets and produces far better returns than a buy and hold strategy.

The Finance Buff, a financial blogger, writes that missing the best days often doesn’t hurt your portfolio in the long run because the best days usually happen in the middle of volatile bear markets.  For example, if someone sold an S&P 500 index fund at the opening price after Black Monday, October 19, 1987, over the next 10 days, he would have missed 3 out of the 10 best days in the next 20 years, with returns of 5.33%, 9.1% and 4.93%.  However, the S&P 500 returned to almost the same price 5 weeks later on December 3, 1987.  Missing those three great days had no effect on the investor who sold after Black Monday and bought back in more than 5 weeks later, because losses brought the S&P 500 back to the previous low.  A similar case occurred when the gains of the two best days of 2002 were wiped out by subsequent losses.  If an investor sold the day before the best day of the year, on July 23, 2002, over the next week he would have missed the gains of 5.73% and 5.41%.  Yet again, this would not have hurt the investor who stayed out of the market longer, as less than two and a half months later, the S&P 500 finished lower than the price at which the investor had originally sold on July 23rd.  

Paul J. Gire, CFP and president of Strategic Advisory Services, Inc., writes in the Journal of Financial Planning that the advice “Don’t Miss the Ten Best” days, commonly disseminated by the mutual fund industry as a reason to buy and hold, is misleading and could be construed as an ethical violation. Gire argues that mutual fund managers are being deceptive when they tell their clients that missing best days decreases returns but do not mention that missing the worst days also boosts returns.  Furthermore, the best days are so intertwined with the worst days that an investor is better off missing both.  Gire studied the bull market from 1984 to 1998 and found that indeed missing the best days lowered total returns substantially and that missing the worst days had the opposite effect, but surprisingly, missing both the best and worst days produced consistently better returns than being in the market the entire time.  The S&P 500 gained an average of 17.89% per year during this bull market, and the following table shows the results of removing the best and worst days from the time period.

	Num of Trading Days Missed
	Best
	Worst
	Both

	10
	14.24%
	24.17%
	20.31%

	20
	11.99%
	27.04%
	20.68%

	30
	10.01%
	29.45%
	20.80%

	40
	8.23%
	31.66%
	20.87%


Missing the worst days increases returns more than missing the best days reduces them, for any number of days missed, but, more importantly, missing both the best and worst days increases returns no matter how many days are missed.

Gire concludes that given the number of people who study finance, these types of facts should be common knowledge.  He states that financial planners who profess the argument that missing the ten best days will hurt your portfolio may be committing “an ethical violation of both the CFP Board's Code of Ethics and Professional Responsibility (Code of Ethics), and the Securities and Exchange Commission's Rule 206(4)-1 under the Investment Advisers Act of 1940.”  Gire further states that in order to avoid committing this violation, financial planners should provide the following disclaimer:

“Following a buy-and-hold strategy, while allowing you to capture the ten best days, will also cause you to also experience the ten worst days. Psychologists, using new brain scanning technologies to map how the brain works, have learned that an investor's perception of gain and loss is not linear. Multiple substantiating studies suggest that the pain associated with a $1 loss is twice that associated with the pleasure of a $1 gain. Furthermore, since the worst days proceed the best days roughly half the time, probabilities suggest that, on these occasions, the pain associated with the worst days will cause you to abandon your long-term investment plan before you have a chance to experience the best days. Given the dynamics of human behavior, it's unlikely you will actually manage to experience the gains suggested by this study.”
Financial advisors and mutual fund managers often give the advice that market timing does not work because an your portfolio will never recover from missing the best days or months.  Of course missing the best days hurts your portfolio.  However, missing the worst days helps your portfolio more than missing the best days helps, and surprisingly, missing both the best and worst days increases the return of your investment by large amounts.  The figure below shows the total gain of the Dow Jones Industrial Average, from October 1928 to June 2010, removing a variable number of both the best and worst months.  Using a buy and hold strategy, an investor would have turned $100 into $283 over this time period, adjusted for inflation using the CPI.  However, as the best and worst months are removed from the data, the total account value increases quadratically to a peak value of $1,120 when 76 of the best and worst months (142 total) are removed.  At this point, if an investor had been in the market 82% of the time, he would have made almost four times as much money as being in the market 100% of the time.  Missing the best and worst months has a substantially beneficial effect on one’s portfolio.  
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One of the reasons for this effect is that large monthly gains and losses are almost always tied to each other during bear markets.  The figure below shows the monthly prices and gains of the Dow Jones Industrial Average from 1928 to 1940, the worst bear market of the 20th century.  The best gains happened after the market had already sustained heavy losses, in June and July of 1932, March 1933 and May 1938.  Although these percentage gains are high, the actual point gains are quite reasonable compared to the value of the Dow Jones in 1928.  For instance, the huge 36% spike on July 1932 was only a 20-point gain, half of the 41 points the Dow Jones gained in October 1928.  Since the Great Depression, large gains have usually been linked to previous large losses.  
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The fact that removing the best and worst months can add value to a portfolio suggests that a market timing system can beat a buy and hold approach.  STT does just that and, similar to the examples above, tends to leave out the best and worst days.  The figure below shows the balance of a hypothetical account that bought  $100 of a Nasdaq-100 index fund on December 25, 1995 and kept it until May 21, 2010, removing a variable number of the best and worst days from the total of 3626 trading days.  An investor that bought and held the Nasdaq-100 through the entire period would have an account balance of $194, adjusted for inflation using the average CPI value of 3.2%.  As the best and worst days are removed from this period, the final account value decreases to a minimum of $156 after 72 days have been removed, but then increases to a level of $342 when 722 days have been removed.  This level is 1.75 times higher than buying and holding, again indicating that avoiding the best and worst months is beneficial to one’s portfolio.  


The period from 1996 to the present is always posted on the STT website because our model was fully developed during this time and the parameters of our system were based on data prior to 1996.  This is not back-tested data, but real data.  The figure below graphs a list of the percentage gains of all the days of this period, ordered from largest loss to largest gain.  The figure also shows a 101-day moving average of the percentage of days STT was in Buy mode over the ordered list of days.  The moving average extended 50 days forward and 50 days backward.  STT was in Buy mode 66.3% of the time during over the entire 14.5 year period.  This metric reached a peak of 78% of days in Buy mode near the center of the list, and stays above 60% on over 80% of the moving average.  In the volatile 20% of the trading days, STT stays in Buy mode as low as 35% of the time.  When volatile markets occur, STT is usually in Cash or Short.  
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This discussion shows that missing the best days in the market is not that important, as they are usually tied to the worst days.  A trend timing system that keeps you out of bear markets will produce higher returns than buy and hold strategy.  The best explanation for the prevalence of this myth is that it serves mutual fund managers well.  

To reiterate, just being out of the market in volatile periods is enough to keep your portfolio safe.  However, what STT does is far more precise.  A simple strategy that gets in and out of the market when times are volatile is like saw, whereas STT is like a scalpel.  Our performance is shown below and speaks for itself.  
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