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2018 marked the 7th year out of the last 10 where domestic 
stocks outperformed international stocks. Since 2009, the 
S&P 500 has averaged 13.12% per year while the MSCI EAFA 
(our proxy for developed international stocks) has averaged 
6.81%. This means that a globally diversified portfolio has 
underperformed a domestically oriented portfolio since the 
end of the FINANCIAL CRISIS. 

When investors look at a traditional balanced portfolio of 
stocks (both domestic and international) and bonds over 
the past decade, they may wonder if they have “deworsified” 
themselves. Should they just buy the US market and go for 
the ride? 

Looking back at two 50+% declines in the S&P 500 this 
millennium, most investors determine that a portfolio of 
100% stocks exceeds their risk tolerance. Therefore, an 
allocation to bonds makes sense, especially if one is in or 
nearing retirement. But what about being internationally 
diversified? It has not been beneficial over the past decade. 
Should one throw in the towel and go domestic?

To answer this question, it is important to understand why 
US stocks have done so much better over the past decade. 
First, the US has been viewed as a safe haven for investors, 
thus generating capital inflows. Second, the US economy 
has been more resilient and is on the verge of its longest 
economic expansion in history. These two factors have led 
to the S&P 500 trading at its greatest premium to the MSCI 
EAFE in our observable data (since 1995). Currently, the 
S&P 500 trades at 16.3x forward earnings while the MSCI 
EAFE trades at 12.9x. In 2009, the two indexes traded at 
approximately the same level. 

We believe the third and most important reason for the 
difference in performance has been the dollar. The following 
chart illustrates a hypothetical investment in the S&P 500 
versus the MSCI EAFE from 2000 to 2018. We also overlaid 
the dollar index (right axis) for illustration. The dollar peaked 
in January 2002 and bottomed in June 2011. During the 
dollar’s decline, the S&P 500 underperformed the MSCI EAFE 
by 67.18%. Since the bottom in the dollar, the S&P 500 has 
outperformed by 94.32%. Over the entire period we found 
a correlation of -0.4 between the difference in the return of 
the S&P 500 and MSCI EAFE, and the monthly price change 
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2018 marked the 7th year out of the last 10 where domestic stocks outperformed international stocks. 
Since 2009, the S&P 500 has averaged 13.12% per year while the MSCI EAFA (our proxy for developed 
international stocks) has averaged 6.81%. This means that a globally diversified portfolio has 
underperformed a domestically oriented portfolio since the end of the FINANCIAL CRISIS.  

 

When investors look at a traditional balanced portfolio of stocks (both domestic and international) and 
bonds over the past decade, they may wonder if they have “deworsified” themselves. Should they just 
buy the US market and go for the ride?  

Looking back at two 50+% declines in the S&P 500 this millennium, most investors determine that a 
portfolio of 100% stocks exceeds their risk tolerance. Therefore, an allocation to bonds makes sense, 
especially if one is in or nearing retirement. But what about being internationally diversified? It has not 
been beneficial over the past decade. Should one throw in the towel and go domestic? 

To answer this question, it is important to understand why US stocks have done so much better over the 
past decade. First, the US has been viewed as a safe haven for investors, thus generating capital inflows. 
Second, the US economy has been more resilient and is on the verge of its longest economic expansion 
in history. These two factors have led to the S&P 500 trading at its greatest premium to the MSCI EAFE 
in our observable data (since 1995). Currently, the S&P 500 trades at 16.3x forward earnings while the 
MSCI EAFE trades at 12.9x. In 2009, the two indexes traded at approximately the same level.  

We believe the third and most important reason for the difference in performance has been the dollar. 
The following chart illustrates a hypothetical investment in the S&P 500 versus the MSCI EAFE from 2000 
to 2018. We also overlaid the dollar index (left axis) for illustration. The dollar peaked in January 2002 
and bottomed in June 2011. During the dollar’s decline, the S&P 500 underperformed the MSCI EAFE by 
67.18%. Since the bottom in the dollar, the S&P 500 has outperformed by 94.32%. Over the entire 
period we found a correlation of -0.4 between the difference in the return of the S&P 500 and MSCI 
EAFE, and the monthly price change in the dollar index. In other words, when the dollar is declining 
international diversification is good. When the dollar is rising international diversification is a headwind.   

Year S&P 500 TR MSCI EAFE TR +/- Change in $
2009 26.46% 32.46% -6.00% -6.80%
2010 15.06% 8.21% 6.85% -4.39%
2011 2.11% -11.73% 13.84% 0.90%
2012 16.00% 17.90% -1.90% -1.56%
2013 32.39% 23.29% 9.10% 2.78%
2014 13.69% -4.48% 18.17% 7.64%
2015 1.38% -0.39% 1.77% 10.07%
2016 11.96% 1.51% 10.45% 2.03%
2017 21.83% 25.62% -3.79% -7.92%
2018 -4.38% -13.36% 8.98% 7.13%

Annual Return 13.12% 6.81% 6.30% 8.49%
Source: Ycharts, Element Wealth
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In the 1960s, young economist Eugene Fama and several 
collaborators undertook a study to demonstrate that stock 
prices are extremely difficult to predict in the short run 
(fairly obvious I think), and that new information is very 
quickly incorporated into stock prices. These findings not 
only had a profound impact on subsequent research but 
also changed market practice. The emergence of index 
funds in stock markets all over the world was largely a 
result of this research. 

In 1993 when both were at the University of Chicago, 
Dr. Fama and Kenneth French produced another 
groundbreaking economic study. Dr. French went on to 
M.I.T, Yale and eventually Dartmouth, but Dr. Fama stayed 
at Chicago and won a Nobel Prize in 2013. The result of 
their 1993 study was the Fama-French Three Factor 
Model, which attempted to give a better understanding 
of portfolio performance by analyzing the risk/reward 
relationship between different classes of securities. 

The first Fama-French factor is the risk of the market 
itself. In other words, your expected portfolio return will 
be directly affected by the simple fact that you are in the 
stock market. If you are invested in a Standard & Poor’s 
500 Index Fund, you should expect to get the same return 
as the actual S&P 500 index with the same level of risk, 
generally measured as volatility. Only by adding risk should 
you expect to get returns higher than the index. The study 
established a direct academic relationship between risk 
and reward. 

The second Fama-French factor relates to company size. 
The premise is that smaller companies are inherently riskier 
than larger companies. That’s obviously not invariably 
true, but generally speaking it makes sense. It also makes 
sense that most smaller companies tend to be growth 
oriented while many large companies tend to become 
cash cows. So, Fama-French established that, over time, 
small companies outperform large companies. The implied 
reason being that small companies carry more risk, and 
thus should produce higher returns. 

The third Fama-French factor focused on company 
valuations. They classified companies according to their 
market price/book value ratio. The greater the growth 
expectations for a company the lower the market price-
to-book value ratio. These are classified as growth stocks. 
Companies trading at a high market price-to-book value 
ratios are considered value stocks. The results were 
that over time, value stocks (high market to book ratio) 
outperform growth stocks (low market to book ratio). 

There have been additional studies that expanded on 
this topic. In 1999 Mark Carhart published a now famous 
paper arguing that outperforming mutual funds cannot 
be reliably identified in advance. Carhart suggested fund 
managers who seem to have a “hot hand” are often just 
the lucky beneficiaries of momentum in stock returns. He 
eventually added momentum to the factors identified by 
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Factors

in the dollar index. In other words, when 
the dollar is declining international 
diversification is good. When the dollar 
is rising international diversification is a 
headwind.  

At our 2019 Economic & Market Forecast 
in January, we highlighted that the US 
economy had decoupled from the rest 
of the globe in 2018. Since we do not 
believe the US is going into a recession 
in 2019, we expect a recoupling of the 
US and the rest of the world this year. 
We anticipate this will lead to weakness 
in the dollar. With compelling valuations 
overseas and an anticipated reversal in 
the dollar, we recommend maintaining 
international diversification in portfolios 
and are looking for signals to increase 
our global exposure.

Jeremy Nelson, Partner
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Unintended Consequences 
We talk to quite a few people during business each week.  
Some of them are clients and some are, hopefully, future 
clients. It’s interesting to see how some have designed 
their investment strategy or how their mix of investments 
have gotten out of control. It seems that the consequences 
of an inappropriately allocated portfolio usually arise after 
the market takes a serious nose dive. We regularly see 
that many investors have multiple accounts spread out 
over numerous financial institutions or advisors. There 
are a variety of reasons given for this being the case. This 
sometimes balloons out of control and somehow defeats 
the original purpose of diversification. 

Here are just a few of the reasons that people have given 
to me as to how and why they have accumulated so many 
different accounts: 

• I didn’t want to have all of my “eggs” in one basket 

• I wanted to have different investment strategies and 
money managers 

• I need to do business with a friend or relative 

• I decided to leave my 401k account where it was 
because there are no fees 

• I have been too busy with other things to consolidate 
my accounts 

These are just a few of the reasons that we have heard over 
the years and I’m sure there are more. We have seen far 
too many of these well intended diversification approaches 
not work out as expected. It does seem to have some logic 
to it but what seems to happen is that there is no single 
advisor that has the responsibility for managing multiple 
accounts at various institutions. 

This is where a holistic planner may add value to the overall 
process. It generally begins with the client understanding 
the need for someone to take on this role, especially if 
there are assets scattered in multiple locations. In short, 
there needs to be a conductor so the orchestra plays the 
intended tune. 

One part of our discovery process is to fully understand 
the overall investment objective and have each bucket of 
funds appropriately allocated. In order for us to keep in 
sync with the objectives, we make this part of our periodic 
review meeting. In our opinion, this is a great reason to 
have a written financial plan. This also assures the investor 
that all relevant facts have been included in the planning 
process. 

I’m thinking about a few people that we have met in recent 
months. They are all very successful business owners and 
I’m sure do a great job every day for their customers. One 
of them has investment accounts spread out with several 
advisors or brokers whom they only have contact with on 
occasion. Once we started asking questions about the 
makeup of the portfolio and strategy being used, they 
really couldn’t remember much about the specifics. They 
had other accounts opened along the way and a good bit 
of the other accounts were invested in similar investments.  
This means that they usually will all do well in a good 
market or not do well when the markets are bad. One of 
their reasons for all of this was that they just didn’t have 
time. 

Another couple of clients that we met with have a dozen 
or more different institutions where they had investments.  

Fama and French to create the Carhart Four-Factor Model. 
It’s important to note that the Carhart Model was never 
a part of the Fama-French Model, just an independent 
study building on the original 3 factors. In 2015 Fama 
and French expanded their original model by adding two 
additional factors—Profitability and Corporate Investment. 
They found stocks of companies with a high operating 
profitability perform better, and stocks of companies with 
high total asset growth have below average returns. 

Now we have the Fama-French 5 factor model and the 
Carhart 4 factor model. If you’re still awake and reading 
this, let me summarize how we use this information. 
Forget everything we just went over and remember this: 

Over the short-term, the stock market is risky and 
unpredictable. There are times when large outperforms 
small and growth outperforms value. The ingredient that 
we find most helpful is Carhart’s momentum factor, which 

helps establish if a stock, or asset class, is in a positive 
or negative trend. If you have enough time, Fama-French 
demonstrated that small companies that have a high 
market price-to-book ratio will perform better than the 
rest. However, if a stock has no momentum (trendless) 
it’s not going to do much. We look for the size/style 
combination that has the most upward momentum 
(strongest positive trend). That may be Large Cap Value, 
Small-Mid Cap Growth, or any combination. We give 
the trend enough room to continue and reevaluate at 
regular intervals. Now, doesn’t that sound simpler than 
how economists put it? The late Walter Heller, himself an 
esteemed economist, once said “…an economist is a man 
who, when he finds something that works in practice, 
wonders if it works in theory.” Well said.     

Barry C. Smith 
Partner 
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Quote: “Anyone can hold the helm when the sea is calm.”  ....Publilius Syrus
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4 Types of Investors 
The investor who knows what he knows. Few and far between 
are investors who have the confidence and know-how 
to adequately and comprehensively invest their capital. 
In an ever-changing market environment where interest 
rates and global concerns weigh heavily, coupled with 
higher-than or lower-than projected quarterly earnings, 
volatility shakes market returns like tremors from a great 
earthquake. Never has it been more important to know 
what you are doing when it comes to your money. The 
investor who knows what he knows utilizes scholarly 
research and implements a plan to reach his objectives. 

The investor who doesn’t know what he knows. 
Unfortunately, there are many people who fall into this 
category. The world has no shortage of do-it-yourselfers 
who think they know what they are doing, but in many 
cases, see a disastrous result in their investing. They pick 
investments based on a feeling or a tip or their admiration 
of a company only to find that they have chosen poorly. 

The investor who knows what he doesn’t know. In a movie, 
Clint Eastwood once said, “A man’s got to know his 
limitations.” It is a very smart person who recognizes that 
they need help and surround themselves with people who 

are smarter and more capable and more methodical than 
they are themselves. These people hire an investment 
advisor who has experience and a systematic plan for 
investing for the future. 

The investor who doesn’t know what he doesn’t know. 
Most of these people have no idea where to begin with 
investments and put off making the decisions that would 
help secure their financial future. They have not put a plan 
in place, do not know how to put a plan in place, and wait 
until it’s too late to build a nest egg for retirement. Many 
of these folks end up working until they are no longer able 
to, and then retiring on social security benefits alone. 
Whatever additional retirement savings they have is a 
product of the blind hog theory: “Even a blind hog finds an 
acorn every once in a while.” 

No matter where you find yourself today, it’s not too 
late to build and plan for a better financial future for you 
and your family. Give us a call today and let’s start the 
conversation. 

Lee Yancey 
Investment Advisor Representative 

Again, they were not able to answer questions about the 
specifics of how they were invested and if it met their 
current needs and expectations. When we reviewed their 
holdings, they were closely correlated to one another.   

It may feel good to have accounts at different firms but 
that doesn’t always mean the investments are diversified 
in a way that will create the kind of experience the 
investor is expecting. In our case, we primarily utilize 3 
of the largest custodians in the industry and have access 
to many different money managers and strategies. Our 
industry has taught the importance of asset allocation and 
how this protects investors from a bad market. There are 
other parts of this topic that I will save for another article. 

We do believe that diversification of assets is an important 

concept to build into a portfolio. It is equally important 
to put a plan in place and monitor that plan over time. 
We understand that there may be multiple advisor 
relationships, and if this is the case, someone needs to 
be willing to accept the responsibility to manage and 
coordinate with the other managers along the way.   

Our firm creates customized plans that include portfolios 
with a range of expected returns through different market 
conditions so that the investor’s goals are more likely to be 
achieved. Let us know if you have other questions or if we 
can help in any way. 

Danny Williams 
Partner 
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