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IMPORTANT DISCLOSURES
The Standard & Poor’s 500 Index is a capitalization weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of 500 stocks
representing all major industries.
The Russell 2000 Index is an unmanaged index generally representative of the 2,000 smallest companies in the
Russell 3000 index, which represents approximately 10% of the total market capitalization of the Russell 3000
Index.
The MSCI EAFE Index is a free float-adjusted market capitalization index that is designed to measure the equity
market performance of developed markets, excluding the US & Canada. The MSCI EAFE Index consists of the
following developed country indices: Australia, Austria, Belgium, Denmark, Finland, France, Germany, Hong
Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden,
Switzerland and the UK.
The MSCI EM (Emerging Markets) Index is a free float-adjusted market capitalization weighted index that is
designed to measure the equity market performance of the emerging market countries of the Americas,
Europe, the Middle East, Africa and Asia. The MSCI EM Index consists of the following emerging market country
indices: Brazil, Chile, Colombia, Mexico, Peru, Czech Republic, Egypt, Greece, Hungary, Poland, Qatar, Russia,
South Africa, Turkey, United Arab Emirates, China, India, Indonesia, Korea, Malaysia, Philippines, Taiwan, and
Thailand.
The FTSE NAREIT All Equity REITs Index is a free-float adjusted, market capitalization-weighted index of U.S.
Equity REITs. Constituents of the Index include all tax-qualified REITs with more than 50 percent of total assets
in qualifying real estate assets other than mortgages secured by real property.
The Barclays U.S. Aggregate Bond Index is an index of the U.S. investment-grade fixed-rate bond market,
including both government and corporate bonds.
The Merrill Lynch US High Yield Master II Index (H0A0) is a commonly used benchmark index for high-yield
corporate bonds. It is administered by Merrill Lynch. The Master II is a measure of the broad high yield market,
unlike the Merrill Lynch BB/B Index, which excludes lower-rated securities.
This material has been prepared by Financial Coach for informational purposes only. This material is not, and
should not be regarded as investment advice or as a recommendation regarding any particular security or
course of action. A professional advisor should be consulted before implementing any of the options
presented. No content should be constructed as legal or tax advice. Always consult an attorney or tax
professional regarding your specific legal or tax situation.
Investment Advice offered through FC Advisory LLC, a registered investment advisor doing business as
Financial Coach.
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Introduction
Achieving financial goals through successful investing is a challenging endeavor for professionals, novices, or
anyone in between. One of the primary reasons for this is simple. As humans, our emotions and hard-wired
subconscious responses to events and activities that occur around us make us predisposed to be poor long
term investors.
Another reason is the temptation to succumb to the erroneous beliefs that complexity trumps simplicity, action
is preferable to inaction, and that somewhere there stands a “wizard behind the curtain” that has some special
knowledge of future events and their definitive impact on asset prices.
Within the investment community, fortunately, more and more professionals subscribe to the practice of socalled “Evidence-Based Investing”. While in name it may sound elementary to any investing process, this is
approach is often ignored by many financial professionals, media, and investors who continuously seem to
choose to focus on pursuing and implementing strategies that destroy value rather than enhance it.
The objective of Evidence Based Investing is to provide a scientific framework that drives our decision making
process and philosophy. It acknowledges that humans have many cognitive biases that can interfere with what
the facts, data, and evidence demonstrates to be effective for investors over time. It also allows us to filter out
the myriad of investment strategies, tactics, and hyperbole that detract from value and contradicts with the
objective of building and preserving long term capital through the inevitable gyrations in securities markets.
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Capital Markets
For investors, owning stocks has generally proven to be the most effective way to accumulate real wealth over
the long term. “Real”, in this context, is defined as inflation-adjusted results as opposed to nominal results.
Investment returns are almost always reported “nominally” – that is, before inflation and before taxes. But the
only returns that will ever matter are the returns that investors can actually realize; after taxes and after
inflation.
History demonstrates that stocks have a long track record of significant growth, despite the fact that there
always were and always will be periods of declines along the way. Stocks are more volatile than bonds or cash
because equity owners have claim on future earnings of a company but also have the more immediate
exposure to all kinds of business and market risks. In contrast, bondholders are contractually promised a stated
payment for the life of the bond and the return of principal at maturity.

EXHIBIT 1

Capital Markets Over The Long Term

Source: Ibbotson® SBBI® “Stocks, Bonds, Bills and Inflation 1926-2014” – Morningstar (2015)

Avoiding stocks in an attempt to escape market volatility and fears of downturns can pose an even bigger risk
over time than market risks. The loss of purchasing power due to rising prices (inflation) can be devastating for
investors that need to rely on their investment capital to sustain a certain standard of living. In essence, for long
term investors, it is risky to own stocks and it is also risky to avoid stocks.

1
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1

Investing involves risk including loss of principal. No strategy assures success or protects against loss.

While equity markets have provided significant long term growth for investors, a key question becomes how to
balance the desire to capture maximum long term returns while reducing the possibility of permanent losses
due to poor decision making at various stages of one’s investing lifetime. As illustrated in the chart below,
declines in equity prices are completely regular occurrences and can be thought of as the price one pays as an
owner of stocks over time. How investors react to short term price fluctuations can easily become the biggest
determinant of investing success or failure. We discuss these concepts in greater detail below.

EXHIBIT 2

S&P 500 Historical Drawdowns: 1927-2016

Source: “180 Years of Market Drawdowns” – Ben Carlson, A Wealth of Common Sense (2016)
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Asset Allocation and Source of Returns
The concept of Asset Allocation refers to a portfolio’s particular mix of investments among the various asset
classes such as stocks, bonds, cash, and others.
Of these three asset classes, stocks have historically generated the highest returns along with the greatest
volatility, as measured by variability in returns. Bonds have historically offered more modest returns but
normally with lower levels of volatility than stocks. Cash or cash equivalents such as certificates of deposit and
bank savings accounts have offered more stability but with lower returns than either stocks or bonds.
A well-known study by economists Brinson, Hood, and Beebower in 1986 demonstrated that over 90% of the
returns in a portfolio are determined by asset allocation decisions. The ability to select the right stocks and time
the markets accounted for just 5% and 2%, respectively. This study has been repeated since then by others with
similar outcomes.

EXHIBIT 3

Determinants of Investment Performance

Source: “Determinants of Portfolio Performance” – Brinson, Hood, and Beebower (1986)

There are a multitude of news channels, investment websites, and financial publications are devoted 24 x 7 to
discussing market timing and security selection ideas, yet by far the most important investment decision lies in
setting or maintaining the strategic mix of asset classes. In this context, it is important to recognize the
incentives that motivate the financial media and influence its content. The expectation for high television
ratings, website page views, and magazine sales are not very compatible with such mundane subject matter as
asset allocation.

2

2

Asset Allocation does not ensure a profit or protect against loss.
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Efficient Frontier
The concept of the efficient frontier was first introduced in 1952 by the Nobel Prize winning economist Harry
Markowitz and is the basis for what is known as Modern Portfolio Theory. The efficient frontier is a diagram
(illustrated below) that shows the blend of investments which provide the maximum rate of return for a given
level of volatility. Or, said differently, it illustrates the amount of volatility that is associated with a given level of
return.

EXHIBIT 4

The Efficient Market Frontier

Source: Ibbotson Associates, Inc. – Morningstar

The important dynamic at work is the relationship that various asset prices have with one another. When
combining uncorrelated assets together in a portfolio, it is possible to achieve the same returns with lower
variability, or higher returns with the same level of variability. For example, while bonds are generally less
volatile than stocks, a portfolio invested 100% in bonds has more volatility than a portfolio that has a mix of
stocks and bonds. The tendency for bonds to move in opposite direction than stocks is what drives the buffer to
overall portfolio volatility.

3

3

Past performance is no guarantee of future results. Risk and return are measured by standard deviation and
arithmetic mean, respectively. This is for illustrative purposes only and is not indicative of any investment.
Standard deviation is a historical measure of the variability of returns relative to the average annual return. If a
portfolio has a high standard deviation, its returns have been volatile. A low standard deviation indicates
returns have been less volatile.

8

Diversification
Within each major asset class category such as stocks and bonds, there are many different sub-classifications
that have distinguishing characteristics from one another. There are many ways to categorize stocks across
different categories, with the most basic being:
♦ Style (Growth or Value oriented)
♦ Market capitalization (Large Company, Midsize, Small Company)
♦ Geography (Domestic or International)
For bonds, diversification is generally achieved by combining issues that differ by:
♦ Issue Type (Government, Corporate)
♦ Maturity or Duration (Short, Intermediate, Long)
♦ Credit Quality (Investment Grade to Below Investment Grade)
♦ Sovereignty of Issuer (U.S., Europe, Asia, single country)
In addition to these basic groupings, there exist many more subcategories within each of these, such as sectors,
and factors that attempt to common characteristics such as volatility, quality, size, momentum, just to name a
few.
Diversification across and within asset classes reduces the overall portfolio’s exposure to risks that are common
to a group of similar asset types. The objective of diversification is to smooth out the variability of returns in a
portfolio, and the way to achieve diversification is to include assets that tend to have low correlations with one
another. The desired result should be to ensure participation in stronger performing assets while reducing the
impact of weaker performing areas. A diversified portfolio as a whole will not outperform the best performing
asset type, but it also will perform better than the worst.
Many investors have a home country bias, and tend to invest more heavily, if not exclusively, in companies or
issuers that are domiciled in their home market. Investing internationally offers the opportunity to broaden
exposure to the world’s growth companies, given that the U.S. currently makes up less than half of the global
equity market as measured by capitalization. Some argue that simply owning U.S. based stocks will by default
provide international exposure because of the significance of international revenues for most companies.
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However, internationally domiciled stocks (and bonds) certainly have exposure to a wider array of market and
economic forces than U.S. companies, and the diversification benefits exist simply due to the fact that these
markets are not perfectly correlated with U.S. markets. For example, U.S. firms tend to be more concentrated in
technology and biotech than many international markets, which have a greater proportion of durable goods
5

and industrials.

4

33% of revenues for S&P 500 companies were derived outside of the U.S. in 2014, according to Goldman
Sachs Global Investment Research.
5
There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified
portfolio. Diversification does not protect against market risk. International investing involves special risks such
as currency fluctuation and political instability and may not be suitable for all investors. These risks are often
heightened for investments in emerging markets.
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As illustrated in the chart below, the majority of the top companies around the globe by revenue are non U.S.
based corporations.

EXHIBIT 5

Top 25 Global Companies
RANK

COMPANY

COUNTRY

1

Walmart

USA

2

Sinopec Group

China

3

Royal Dutch Shell

Netherlands

4

China National Petroleum

China

5

Exxon Mobile

USA

6

British Petroleum

UK

7

State Grid

China

8

Volkswagen

Germany

9

Toyota Motor

Japan

10

Glencore

Switzerland

11

Total

France

12

Chevron

USA

13

Samsung Electronics

South Korea

14

Berkshire Hathaway

USA

15

Apple

USA

16

McKesson

USA

17

Daimler

Germany

18

Industrial & Commercial Bank of China

China

19

EXOR Group

Italy

20

AXA

France

21

General Motors

USA

22

E.ON

Germany

23

Phillips 66

USA

24

General Electric

USA

25

ENI

Italy

Source: Fortune 500 Global list of the world’s largest companies measured by revenue (2015)

As shown above, 16 out of the world’s 25 top revenue producing companies are domiciled outside of the U.S.
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The chart below is a good illustration of three things. First, notice the degree of divergence in relative annual
performance among various asset classes. No single asset class consistently finishes at the top or bottom year
after year relative to its counterparts. Second, the phenomenon of chasing past performance is pervasive in the
investment world and a glance at this chart shows just how damaging that can be. Finally, a diversified portfolio
as represented by the gray box performs as advertised. It smoothes out the volatility associated with any
particular asset class.

EXHIBIT 6

Asset Class Returns 6

Source: “Asset Class Returns” – Novel Investor (2016)
ASSET CLASS INDEX

7

Large Cap Stocks – S&P 500 Index

High Grade Bonds – Barclays US Aggregate Bond Index

Small Cap Stocks – Russell 2000 Index

High Yield Bonds – BofAML US High Yield Master II Index

International Stocks – MSCI EAFE Index

Cash – 3 Month Treasury Bill Rate

Emerging Market Stocks – MSCI Emerging Markets Index

AA – Asset Allocation Portfolio8

REITS – FTSE NAREIT All Equity Index

Please reference important disclosures found on page three under this section, “A Guide to Understanding
Investment Basics”.

6

Returns represent total annual returns with all distributions being reinvested and does not include fees and
expenses. Data as of 12/31/2015.
7
Please reference important disclosures found on page 3 of this Guide.
8
Asset Allocation Portfolio is made up of 15% Large Cap Stocks, 15% International Stocks, 10% Small Cap
Stocks, 10% Emerging Market Stocks, 10% REITs, 40% High Grade Bonds, and annual rebalancing.
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Time Horizon
Stocks have always been and will always be volatile. The likelihood of positive returns for stocks increases as
the time horizon increases. During shorter time frames, the risk of loss in equity markets is naturally higher.
One of the most challenging aspects of operating as an investor is viewing the markets through the appropriate
lens during periods of economic, political, or social turmoil. For those with a longer investing time horizon, the
long term return patterns are all that matters. The chart below shows the long term rise of the MSCI World
equity index during a recent 43 year period where we experienced no shortage of worrisome and even
catastrophic events.

EXHIBIT 7

Markets Have Rewarded Discipline

Source: MSCI World Index, 1970-2013
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As the time horizon increases, the chances of losing ground in stocks decreases substantially. The chart below
shows the percentage of times that losses occurred in the S&P 500 index using every single rolling 1, 5, and 12
year holding periods. Of the more than 21,000 one-year periods going all the way back to 1928, about 1 out of 4
times investors would have experienced a loss. However, increasing the holding period to 5 years shows that
about 13% of the time would have resulted in a loss. And of the nearly 19,000 twelve year holding periods, just
4% of them had losses. Finally, stocks have never been lower at the conclusion of any twenty year period
compared to where they started.

EXHIBIT 8

Risk of Stock Market Loss Over Time 9

Source: Betterment

9

This chart is for illustrative purposes only and is not indicative of any investment. An investment cannot be
made directly into an index. Index returns do not reflect taxes, transaction costs, investment advisory and other
fees and expenses that would reduce performance in an actual portfolio. Past performance is no guarantee of
future results. Stocks in this example are represented by the Standard & Poor’s 500, which is an unmanaged
group of securities and is considered to be representative of the stock market in general. The data assumes
reinvestment of all income but does not reflect taxes, investment advisory fees and other fees and expenses
that would reduce performance in an actual portfolio.

13

Rebalancing
Over time as markets fluctuate, a diversified portfolio of stocks, bonds, and cash will normally drift away from
the original or targeted percentages within one or more asset classes. This happens because stocks and bonds
do not grow at the same rate, and often times they move in opposite directions from one another. Rebalancing
is the process of bringing the portfolio’s asset mix back to the original or targeted allocation, and normally
involves selling securities that have appreciated and buying securities that have declined relative to one
another.
This can be beneficial from a risk management standpoint, because for example if a 50/50 stock to bond
portfolio drifts to a 70/30 stock to bond ratio, the expected volatility of the portfolio will be higher and may no
longer be consistent with the investor’s objectives and tolerance for variability.
It also enforces a discipline to sell what has been doing well and buy what has not, which can often be a
counterintuitive or uncomfortable action for many investors to take.

10

10

Rebalancing a portfolio may cause investors to incur tax liabilities and/or transaction costs and does not
assure a profit or protect against loss.
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Cost of Investing
Costs associated with investing come in a variety of ways, many of which are not particularly transparent. For
example, mutual funds charge expenses that cover the costs associated with managing and operating the fund,
and these fees directly reduce the returns delivered to investors in the fund. In addition, the fund itself pays
trading costs that are associated with the activity of buying and selling securities on behalf of the fund. Again,
these costs are a drag on performance but may not be directly disclosed to investors. Also, taxable investors in
a fund will incur capital gains taxes on any net realized gains generated by the fund.
The chart below shows one such comparison of costs for actively managed funds versus their index fund
counterparts:

EXHIBIT 9

All-In Investment Expenses for Retirement Plan Investors 11
ACTIVELY MANAGED FUNDS

INDEX FUNDS

INDEX ADVANTAGE

EXPENSES

1.12%

0.06%

1.06%

TRANSACTION COSTS

0.50%

0.00%

0.50%

CASH DRAG

0.15%

0.00%

0.15%

SALES CHARGE / FEES

0.50%

0.00%

0.50%

All-in Investment Expenses

2.27%

0.06%

2.21%

12

Source: Bogle, Financial Analysts Journal, 2014 CFA Institute

These frictions can be substantive and very difficult to overcome – so much so that the evidence bears out the
fact that a majority of professional active managers consistently fail to outperform their respective
13

benchmark.
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Expense Ratio data source: Sharpe (2013); The 0.50% estimate for sales charges/fees is the midpoint of the
range between 0% for DIY investors and 1% for investors who pay sales load and fees to brokers and registered
investment advisers.
12
Index Advantage is the cost difference between Actively Managed Funds and Index Funds displayed as a
percentage. Lower cost does not guarantee better results.
13
Investing in mutual funds involves risk, including possible loss of principal. Investors should consider the
investment objectives, risks, charges and expenses of the investment company carefully before investing.
The prospectus and, if available, the summary prospectus contain this and other important information
about the investment company. You can obtain a prospectus and summary prospectus from your financial
representative. Read carefully before investing.
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Many financial professionals and individual investors believe that they have the ability to select future
outperforming investments, and/or find a way to identify fund managers that will deliver future
outperformance on their behalf. This value proposition has been sold for decades in the investment industry,
yet the evidence overwhelmingly refutes the legitimacy of these endeavors.
Standard and Poor’s conducts regular reviews of the performance of actively managed mutual funds against
their benchmark indices. As shown below, the vast majority of active U.S. stock fund managers fail to match or
beat their respective benchmarks, which are the indices that represent the asset class and category their fund
invests in.

EXHIBIT 10

Percentage of Active U.S. Equity Fund Managers Underperforming the Index

Source: S&P Active versus Passive Scorecard (2015)

These results look similar for other asset classes such as International stocks and fixed income. Furthermore,
there are two items not accounted for that would make the results look even worse for active managers: the
adverse impact of taxes is not considered, and funds that were merged or liquidated during the period are
excluded.
The investment industry spends a great deal of its resources on activities designed to select future
outperforming funds or managers. Morningstar, which is a leading independent investment research firm, has
conducted extensive studies on the factors that tend to influence future fund returns. It found that the single
biggest predictor of a fund’s success or failure is how much it costs. There is an inverse relationship between
fund expenses and future relative performance. Funds with lower costs are more likely to be better performers,
and no other factor has been shown to be as important to future returns.

14

14

All performance referenced is historical and is no guarantee of future results. All indices are unmanaged and
may not be invested into directly.
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Investor Behavior
Investment professionals know, for example, that investing based on past performance
or imitating their peers does not contribute to achieving success…and yet both of these
practices persist. Likewise, investors know that the reason they invest is to r each long
term goals, yet they often fail to define success with these goals in mind. The folklore of
knowledge, meanwhile, is rooted in unconscious thought. For example, without realizing
it, investment professionals take credit for success while assignin g blame to external
factors.
State Street Center for Applied Research, The Folklore of Finance
Behavioral finance is a field that combines cognitive psychological theory with traditional finance and
economics in an attempt to explain investor decision making. Many studies confirm that the activities that
investors undertake as a group in an effort to select outperforming stocks and accurately time market tops and
bottoms are severe detractors from performance. What this means is that typical investors significantly
underperforms their own investments. In what has been coined the “behavior gap”, irrational decision making is
the primary culprit that leads to poor performance.
The chart below illustrates that the average investor dollar substantially underperforms the average returns
across multiple asset classes. This is due to the tendency of investors to look in the rear view mirror when
making investment decisions. Performance chasing, as well as attempts to exit funds that have recently
underperformed, has resulted in actual investor returns that fall significantly short of what average market
15

returns deliver.

EXHIBIT 11

Asset-Weighted and Average Total and Investor Returns:
Trailing Through December 31, 2013
AVERAGE 10 YEAR

ASSET - WEIGHTED

TOTAL RETURN

10 YEAR RETURN

U . S . EQUITY

8.18%

6.52%

-1.66%

SECTOR EQUITY

9.46%

6.32%

-3.14%

BALANCED

6.93%

4.81%

-2.12%

8.77%

5.76%

-3.01%

TAXABLE BOND

5.39%

3.15%

-2.24%

MUNICIPAL

3.53%

1.65%

-1.88%

ALTERNATIVE

0.96%

-1.15%

-2.11%

ALL FUNDS

7.30%

4.81%

-2.49%

INTERNATIONAL
EQUITY

RETURNS GAP

Source: Morningstar (2014)
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Investing in mutual funds involves risk, including possible loss of principal. Investors should consider the
investment objectives, risks, charges and expenses of the investment company carefully before investing.
The prospectus and, if available, the summary prospectus contain this and other important information
about the investment company. You can obtain a prospectus and summary prospectus from your financial
representative. Read carefully before investing.
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In investing, the term risk is usually defined in connection with a measure of variability of returns, or volatility
around an average. In those terms, stocks are generally riskier than bonds, since they demonstrate more
variability of returns. However, risk to investors really should be defined in two ways:
♦ Outlive one’s money, or
♦ Permanently losing capital
The first of these, outliving one’s money, occurs either by investing too conservatively or not at all so that
inflation erodes the value of capital over time; or by having a lifestyle that cannot be reasonably supported by
the amount of capital available.
The second of these, permanent loss of capital, happens by making 1) a poor investment that is permanently
impaired, or 2) bad investment decisions that turns paper losses to permanent ones. Avoiding poor
investments that decline permanently can best be pursued by proper diversification. Avoiding adverse
investment behavior can be far more difficult to execute in reality, since our emotions tend to dominate the
rational part of the brain during times of market turmoil or other distress.

Far more money has been lost by investors preparing for corrections, or trying to
anticipate corrections, than has been lost in corrections themselves.
Peter Lynch
A competent financial advisor not only should have skills and knowledge of financial markets. The advisor also
needs to understand behavioral finance and the role human emotions play in investing, and be capable of
having the courage to stand in the way of potentially damaging investor behavior.

Learn more at
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