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. PORTFOLIO STRATEGIES

12 Hidden Lessons From
Investment History

Investors who are willing to learn from
nearly a century of data can discover some
important takeaways.

BY PAUL MERRIMAN

Once upon a time, investing for the future was pretty
much a gamble, without much meaningful data to give
you any clue as to what might be coming down the pike.
Now we are blessed with detailed and reasonably accu-
rate data going back 96 years to 1928.

It's unfortunately (and inconveniently) true that in
the next year, next five years or next decade, anything
can happen. Making short- and intermediate-term
predictions—in spite of Wall Street’s awesome comput-
ing power, hard work and sharp minds—is still some-
thing of a crapshoot.

But investors who are willing to learn from nearly a
century of data can discover some important lessons that
have been mostly hidden.

In this article, I show you the data and share 10 les-
sons based on it. And for readers who make it to the end,
Ithrow in a couple of bonus lessons at no extra charge.

Before we dive into the data (although I have described
it as “hidden,” it's actually pretty colorful), let me tell you
what it won't help you with.

If your goal is to reliably get rich quickly, this article
won't help. If anything, this
data will show you how
unlikely that is. But if your
goalis for your investments
to do well enough that you
can stay the course during
whatever life span you have
left, this will point you to a
path forward.

But if your goal is for your
investments to do well
enough that you can stay the
course during whatever life
span you have left, this will
point you to a path forward.

Relative Performance of Four U.S. Equity
Asset Classes

Figure 1 on the next page shows four U.S. equity asset
classes (as well as an equally weighted combination of all
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four) and their relative return rankings each year from
1928 through 2023. Chances are you have never seen any-
thing quite like this.

I'd like to start by telling you where it came from.

A few years ago, I asked Daryl Bahls, the director of
analytics at The Merriman Financial Education Founda-
tion, to come up with a visual tool that would let inves-
tors quickly and easily see what’s important about nearly
a century of investing data. The colorful quilt chart is the
result.

The chart tracks year-by-year returns from 1928
through 2023 for the equity asset classes that are owned
in one form or another by the great majority of investors.
As you probably know, those asset classes are large-cap
blend stocks (represented by the S&P 500 index), large-
cap value stocks (labeled LCV on the chart), small-cap
blend stocks (SCB) and small-cap value stocks (SCV).

Bahls went one step further and delighted me by clev-
erly adding the combination of those four asset classes.
Aswe shall see, this grouping, which I sometimes refer to
as the Four-Fund Strategy, might be the most important
lesson of all to emerge from this data.

I call this a strategy because it can be a master plan for
investing in U.S. equities. It's also a portfolio in the sense
that, when implemented, it becomes something real: a
collection of four funds. In this article, I refer to it as a
combination, or combo, which can satisfy either of those
meanings.

Each of the 480 colored boxes in Figure 1 shows the
one-year return for one of these investments. For each
year, they are presented in order of return, from best to
worst.

The colors make it easy to follow. For example, you can
track the performance of the S&P 500 by looking at the
red boxes or that of small-cap blends by looking at the
green ones.

Lessons From the Historical Returns of
Stocks

The lessons that follow are designed to reinforce a fun-
damental truth you've heard before: Sticking with your
planthrough thick and thinisn't necessarily easy, butitis
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FIGURE 1

U.S. Asset Class Indexes and Four-Fund Combo: Relative Return Ranking (1928-2023)

1928 1929 1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947
1S&P 500 LCV [S&P500(S&P 500|S&P 500| SCV SCB SCB SCV  [S&P 500 SCB |S&P 500/ SCB LCV SCV SCV SCV SCV LCV ScV
43.6% | 2.8% | -24.9% | -43.3% | -8.2% | 124.7% | 15.6% | 56.1% | 66.6% | -35.0% 39.8% | -0.4% | -3.6% | 1.0% | 341% | 78.6% | 52.6% | 65.4% | -6.3% | 8.8%
9 SCB |S&P 500 LCV SCB | 4Fund | SCB | 4Fund | 4Fund | SCB LCV SCV SCB LCV SCV | 4Fund [ SCB SCB SCB |S&P500( LCV
= | 428% | -8.4% | -34.1% | -46.3% | -10.3% | 111.2% | -0.2% | 48.5% | 52.6% | -36.6% 32.6% | -0.8% | -5.4% | -0.2% | 25.4% | 56.9% | 42.1% | 64.0% | -8.1% | 7.2%
]
Z 3|4 Fund | 4Fund | 4Fund | 4Fund | SCV | 4Fund [S&P 500 SCV | 4Fund | 4Fund S&P500( 4 Fund | 4Fund [ 4Fund | SCB | 4Fund | 4Fund | 4Fund | 4 Fund [S&P 500
E 7| 35.8% | -19.2% | -34.7% | -51.5% | -10.5% | 95.6% | -1.4% | 47.7% | 50.5% | -42.6% 311% | -2.5% | -6.7% | -5.5% | 25.3% | 48.1% | 36.0% | 51.9% [ -8.7% [ 5.7%
=
id 4 SCV SCB SCB SCV LCv LCV SCV [S&P500( LCV SCB 4Fund [ SCV Scv SCB LCV LCV LCV LCV SCB | 4 Fund
32.0% | -34.0% | -36.3% | -55.4% | -10.7% | 92.5% | -6.2% | 47.7% | 49.1% | -48.3% 30.4% | -3.8% | -8.1% | -11.0% | 22.0% | 31.0% | 29.7% | 41.9% | -9.9% | 5.3%
5 LCV ScV SCV LCV SCB [S&P 500{ LCV LCV |S&P 500/ SCV LCV LCV |S&P 500|S&P 500|S&P 500|S&P 500|S&P 500(S&P 500 SCV SCB
24.6% | -37.0% | -43.5% | -61.1% | -11.8% | 54.0% | -8.7% | 42.4% | 33.9% | -50.5% 18.1% | -4.9% | -9.8% | -11.6% | 20.3% | 25.9% | 19.7% | 36.4% | -10.5% | -0.7%
1948 1949 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967
1[S&P 500( SCB SCV  [S&P 500(S&P 500(S&P 500| SCV |S&P 500/ SCB |S&P 500 SCV SCB |S&P500( SCB LCV SCV SCV SCV LCV SCB
5.5% | 20.8% | 63.4% | 24.0% | 18.4% | -1.0% | 64.3% | 31.5% | 8.2% | -10.8% 77.3% | 19.3% | 0.5% | 29.8% | -4.4% | 29.5% | 25.2% | 40.0% | -5.7% | 79.1%
5| LCV SCV LCV LCV LCv SCB LCV | 4Fund | LCV LCV SCB SCV LCV SCV [S&P 500 LCV | 4Fund | SCB SCB SCV
= 1.5% | 19.7% | 47.2% | 19.2% | 15.0% | -3.0% | 63.5% | 25.0% | 7.2% | -14.1% 61.3% | 15.2% | -0.2% | 29.3% | -8.7% | 24.7% | 19.6% | 37.4% | -7.3% [ 69.8%
; 3 4Fund [S&P 500( 4 Fund | 4Fund | 4Fund | 4Fund | 4Fund | LCV [S&P500( 4 Fund 4Fund | 4Fund [ SCB | 4Fund | 4Fund | 4Fund | LCV | 4Fund | 4Fund | 4 Fund
z -0.8% | 18.8% | 45.4% | 16.7% | 13.0% | -5.0% | 59.8% | 23.6% | 6.6% [ -14.6% 57.5% | 14.2% | -2.7% | 27.9% | -9.8% | 23.5% | 18.9% | 26.8% | -8.1% [ 49.4%
< 4| SCV |4 Fund | SCB SCB SCB LCV SCB SCV | 4Fund [ SCB LCV [S&P500( 4 Fund [S&P 500 SCV [S&P 500 SCB LCV SCV LCV
-4.9% | 18.7% | 39.2% | 13.8% | 9.7% | -5.3% | 58.9% | 23.5% | 6.0% | -14.8% 48.1% | 12.0% | -3.3% | 26.9% | -10.3% | 22.8% | 17.6% | 17.4% | -9.6% | 24.8%
5 SCB LCV |S&P 500/ SCV SCV SCV |S&P 500 SCB SCV SCV S&P 500( LCV SCV LCV SCB SCB [S&P 500(S&P 500/ S&P 500|S&P 500
-5.4% | 15.5% [ 31.7% | 9.9% | 9.0% | -10.6% | 52.6% | 21.3% | 1.8% [ -18.6% 43.4% | 10.2% | -10.8% | 25.6% | -15.7% | 17.0% | 16.5% | 12.5% | -10.0% | 24.0%
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987
1 SCV [S&P500( LCV SCB [S&P 500( LCV LCV SCV SCV SCB SCV SCB SCB SCV SCV SCV Lcv SCB LCV LCV
49.1% | -8.5% | 11.0% | 20.3% | 19.0% | -8.8% | -17.6% | 65.6% | 58.4% | 22.8% 23.4% | 38.8% | 37.2% | 20.5% | 36.9% | 48.9% | 13.2% | 32.8% | 19.2% | 5.5%
9 SCB LCV |S&P 500/ SCV LCV |S&P 500 SCV SCB SCB SCV SCB SCV [S&P 500 LcCV SCB SCB  [S&P 500(S&P 500 S&P 500|S&P 500
= “| 40.0% | -181% | 4.0% | 15.4% | 171% | -147% | -17.9% | 54.4% | 48.0% | 22.2% 22.2% | 35.2% | 32.4% | 91% | 30.6% | 38.8% | 6.3% | 32.2% [ 18.5% [ 5.2%
; 3 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | LCV | 4Fund 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4 Fund | 4 Fund
E7]30.7% | -207% | 0.3% | 14.9% | 12.0% | -22.5% | -22.2% | 51.5% | 43.9% | 9.6% 15.0% | 29.6% | 28.7% | 7.6% | 27.2% | 35.6% | 4.5% | 31.5% | 13.6% | -0.8%
=
< 4 LCV SCB SCV [S&P 500 SCV SCV |S&P500| LCV | 4Fund | LCV LCV LCV SCV SCB [S&P 500 LcV SCV LCcv SCB SCV
22.5% | -27.3% | -0.3% | 14.3% | 7.6% | -30.0% | -26.5% | 48.9% [ 43.6% | 0.6% 7.8% | 261% | 24.6% | 57% | 21.4% | 32.1% | 21% | 30.7% | 8.5% | -5.3%
5 S&P 500 SCV SCB LCV SCB SCB SCB |S&P 500|S&P 500/S&P 500f |S&P 500({S&P 500 LCV |S&P 500/ LCV |S&P500| SCB SCV SCV SCB
11.1% | -28.8% | -13.5% | 9.4% | 4.3% | -36.7% | -27.0% | 37.2% | 23.8% | -7.2% 6.6% | 18.4% | 20.7% | -4.9% | 19.9% | 22.5% | -3.5% | 30.2% | 8.3% | -8.7%
1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
1] .SCV |S&P500{S&P 500( SCV SCV SCV LCV LCV LCV SCV S&P 500 SCB SCV SCV SCV SCV SCV LCV SCV |S&P 500
34.3% | 31.5% | -3.1% | 47.2% | 34.9% | 26.2% | 2.5% | 41.4% | 27.0% | 39.2% 28.6% | 22.9% | 19.7% | 28.4% | -6.8% | 67.1% | 23.3% | 11.0% | 21.2% | 5.5%
9 LCV LCV LCV SCB SCB LCV SCV |S&P 500 ScCV LCV LCV |S&P500| LCV SCB SCB SCB SCB | 4Fund | LCV SCB
= “| 28.5% | 31.0% | -14.8% | 46.6% | 24.1% | 21.3% | 2.5% | 37.6% | 251% | 36.7% 8.4% | 21.0% | 13.2% | 14.7% | -13.0% | 55.7% | 22.3% | 7.8% | 20.7% | -51%
]
; 3 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | SCB | 4Fund | 4Fund [ 4Fund | 4 Fund AFund | 4Fund | 4Fund | 4Fund | LCV [ 4Fund | LCV SCV SCB | 4 Fund
E | 26.4% | 22.5% | -15.4% | 38.7% | 20.8% | 20.7% | 1.5% | 35.4% | 24.3% | 34.7% 74% | 151% | 71% | 8.3% | -13.7% | 47.4% | 19.4% | 7.6% | 19.4% | -5.6%
=
id 4 SCB SCB SCB [S&P 500 LCV [ 4Fund |S&P500] SCB |S&P 500|S&P 500 SCB LCV SCB LCV [ 4Fund [ LCV | 4Fund | SCB | 4Fund | LCV
26.0% | 14.0% | -20.2% | 30.5% | 16.5% | 19.6% | 1.3% | 31.4% | 23.0% [ 33.4% 2.3% | 87% | 47% | 2.0% | -13.9% | 38.3% | 19.0% | 7.4% | 19.3% | -10.2%
5 S&P 500 SCV SCV LCV |S&P500|S&P 500 SCB SCV SCB SCB Scv SCV | S&P 500/ S&P 500/ S&P 500 S&P 500]S&P 500|S&P 500(S&P 500 SCV
16.8% | 13.3% | -23.6% | 30.5% [ 7.6% [ 10.1% | -0.2% | 31.4% | 22.2% | 29.5% 5.1% | 78% | -91% | -11.9% | -22.1% | 28.7% | 10.9% | 4.9% | 15.8% | -12.5%
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
1| ScB SCV SCV [S&P 500 LcV SCB |S&P 500|S&P 500/ SCV |S&P 500 |S&P 500|S&P 500|S&P 500/ SCV SCV  [S&P 500
-36.3% | 49.6% | 31.3% | 2.1% | 20.8% | 44.8% | 13.7% | 1.4% | 37.3% | 21.8% -4.4% | 31.5% | 18.4% | 42.6% | -4.9% | 26.3%
9 SCV SCB SCB LCV SCB SCV LCV LCV SCB LCV 4Fund [ LCV SCB | 4Fund | LCV | 4Fund
=] -36.6% | 39.1% | 29.7% | -2.6% | 18.5% | 42.6% | 9.7% | -3.8% | 26.8% | 16.9% -10.8% | 28.1% | 15.2% | 31.3% | -71% | 18.9%
23 S&P 500( 4 Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4Fund | 4 Fund | 4 Fund SCB | 4Fund | 4Fund [S&P500| 4 Fund | SCB
E7| 37.0% | 36.0% | 23.9% [ -2.6% | 18.2% | 39.7% | 7.8% [ -3.9% | 25.0% | 14.9% 12.6% | 25.5% | 8.8% | 28.7% | -11.0% | 18.5%
d nE Fund | LCV LCV SCB SCV LCV SCB SCB LCV SCB SCV SCB Scv LCV SCB SCV
-38.2% | 28.9% | 19.5% | -4.2% | 17.3% | 38.9% | 4.3% | -5.4% | 24.0% | 13.3% -12.6% | 23.5% | 3.8% | 27.5% | -13.8% [ 15.7%
5 LCV [S&P 500(S&P 500 SCV [S&P500(S&P 500/ SCV SCV [S&P 500 SCV LCV ScV LCV SCB [S&P 500 LCV
-42.8% | 26.5% | 15.1% | -5.8% | 16.0% | 32.4% | 3.4% | -7.9% | 12.0% | 7.6% 13.5% | 191% | -21% | 26.4% | -18.1% [ 15.0%

Abbreviations: S&P 500 = large-cap blend; LCV = large-cap value; SCB = small-cap blend; SCV = small-cap value; 4 Fund = combination of the four asset classes.
Source: The Merriman Financial Education Foundation and Dimensional Fund Advisors.
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essential. One key is to manage your expectations. That's
much easier if those expectations are based on a good
understanding of market history.

Atfirst glance, the quilt chartlookslike a mishmash of
random colors and numbers. That is one of the key points
I hope you remember.

Lesson #1: There Isn’t a Consistent Winner

No single asset class was ever “best” most of the time.

Asyou can easily see, the popular S&P 500, represent-
ing large-cap blend stocks, was all over the map. In 27
years, it had the best return; in 39 years, the worst. Only
seven times was its performance squarely in the middle
of the pack.

Yet, the S&P 500 has had a few “winning streaks”
that undoubtedly convinced many investors it was all
they needed. The four years of 2017 through 2020 was
one such period. On the other hand, the S&P 500 was the
worst performer for seven years in a row between 2000
and 2006 and for six straight years in the 1940s.

Bahls produced a second chart, shown in Figure 2.
This chart shows how much of the time each asset class
(and the Four-Fund Combo) was at the bottom of the pack
(rank 5), at the top of the pack (rank 1) and in the broad
middle (ranks 2, 3 and 4).

Here’s a hint: For your peace of mind and your abil-
ity to stay the course, the broad middle is a much better
place to be than switching back and forth between best
and worst asset classes. The broad middle is also where
the Four-Fund Combo really shines.

Lesson #2: Small-Cap Value Stocks Have Been
Volatile

Like the S&P 500, small-cap value stocks spent quite a
few years either on the top or bottom of the return rank-
ings. This asset class ranked in the best quintile 38% of
the time and in the worst quintile 25% of the time. This
gave investors plenty of opportunities to love it (in 36
individual years) or hate it (in 24 years).

The good years for small-cap value weren't always
sprinkled at random through the decades. They came in
streaks that gave investors opportunities to be staunch
believers in this asset class (see 2000 through 2004 in
Figure1).

Yet, that belief and enthusiasm were shattered nine
separate times when small-cap value abruptly fell from
the best performer to the worst. The years 1950 and 1951
and the years 1968 and 1969 are stunning examples of
these reversals. (The same thing happened to the S&P
500 six times, though nobody was complaining in 1958
when the index gained “only” 43.4% after losing 10.8% in
1957.)

Despite their superior
long-term returns, small-
cap value stocks are not
the place to invest if you're
seeking the comfort of low
volatility.

Despite their superior long-
term returns, small-cap value
stocks are not the place to
invest if you're seeking the
comfort of low volatility.

Lesson #3: Relative Performance Has Been Random

In any particular year or decade, the best and worst
performers were essentially random. That stark reality
leads directly to the next lesson.

Lesson #4: The Data Is Noisy

You may find some meaningful patterns in these
returns, but they won't be much help in predicting
anything.

In 24 individual years, large-cap stocks were clearly in
favor, as the S&P 500 and large-cap value took the top two
spots. Yet numerous times, they simply ranked favorably
because they lost less than small-cap stocks.

In contrast, small-cap stocks (blue and green boxes)
held the top two spots in 32 individual years. In only two
of those years (2002 and 2008) were small-cap stocks
there because of lower losses than large-cap stocks.

In years when large- and small-cap blend funds out-
performed value stocks, it was because growth was in
favor with investors. The opposite was true in years when
value stocks outshone blend funds. So, which is better:

» Large-cap or small-cap?

» Growth or value?

There's no right answer to either question. If you trace
through the chart in Figure 1 following the color of the
boxes, you can see that these winners and losers changed
places much too often to conclude that either one was bet-
ter or worse.

Lesson #5: Returns Have Varied Greatly Annually

In any single year, the difference between the top and
bottom performer can be dramatic.

The spread between the highest and lowest returns
was 70.7 percentage points in 1933. In 1943, the spread
was 52.7 percentage points; in 1967, it was 55.1 percentage
points.

Small-cap value outperformed the S&P 500 by 28.8
percentage pointsin 2000. In 2001, small-cap value led by
40.3 percentage points. It outperformed by 38.4 percent-
age points in 2003.

Lesson #6: Stocks, as a Group, Move Up and Down
Together

If you really want to find a pattern that is predictable,
here's one: In most years (81 of the 96 in this quilt chart),
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the best and worst performers moved in the same direc-
tion, either up or down.

So, a good year is likely to be good across the board. A
bad year is likely to be bad across the board.

Lesson #7: Stocks Gained 71% of the Time

This is another bit of good news from 96 years of data:
In the majority of cases, the trend was up, not down. In
68 years (about 71% of the time), at least three of the four
major U.S. asset classes had positive returns.

Lesson #8: The Four-Fund Combo Was Mostly in
the Middle

I mentioned earlier that Bahls surprised me by show-
ing our four-fund combination of large-cap blend, large-
cap value, small-cap blend and small-cap value asset
classes (computed assuming annual rebalancing). You'll
see this in the yellow boxes throughout Figure 1.

Looking at the quilt chart, I immediately noticed how

FIGURE 2

dependable and unexciting—two traits that should be
enticing to long-term investors—this combination was.
Each individual asset class moved up and down freely,
but the Four-Fund Combo spent most of its time in the
middle. In fact, it was in the middle 78% of the time.

Lesson #9: The S&P 500 Hasn't Lived Up to Its
Reputation

Although many investors tend to regard the S&P 500
as reliable and comfortable, Figures 1 and 2 show that'’s
just not true over the long haul. Compared with the Four-
Fund Combo, the S&P 500 has been overly dramatic. Plus,
among the four major U.S. asset classes, the index rep-
resenting large-cap blend stocks has given investors the
lowest long-term performance.

The numbers tell a powerful story. The S&P 500's
very long-term compound annual growth rate (CAGR) is
10.0%. For the Four-Fund Combo, the number is 11.8%.

That is a huge deal, and here’s why: I have said for

years (See “Winning the Battle Against Invest-
ment Fees and Biases,” in the May 2024 AAII
Journal) that an increase of 0.5 percentage points

U.S. Asset Classes and Four-Fund Combo Return

Rank Frequency (1928-2023)

Total number of times, and the percentage, that individual returns were

in each quintile rank

of return can be worth $1 million over a lifetime.
Here, we have a portfolio that provided more
than three times that much additional return:
1.8 percentage points.

Relative Return Rank** Lesson #10: Diversification Keeps You
Portfolio | Asset Allocation | CAGR* 1 2 3 4 5 ExPosed to the Top Performer .
- - - - - Here's something else that’s also appealing
36 times | 14 times | 3 times [ 19 times [ 24 times . . .
Us. 100% about the four-fund combination: Every year, it
ScvV u.s.scv 18.2% | 38% | 1% 3 20% | 29% guarantees that you'll have 25% of your equity
< 38% > portfolio in whatever happens to be the highest-
17 times | 30 times | 6 times | 27 times | 16 times performing asset class.
lsli:sé U 13003/58 11.9% | 18% 31% 6% 28% 17% With this combination, you don't have to give
- < 66% > up those bragging rights. And no matter what'’s
25% U.S. SCV 0 times |10 times | 75 times [ 11 times | 0 times happening, you will never be in last place.
u.s. 25% U.S. SCB
0 11.8% 0% 10% 78% 1% 0% . .
4Fund | 25%U.S.LCV Bonus Lesson A: Even Without Rebalancing,
25% S&P 500 < 100% > g i
- : : - - There’s a Big Advantage
us 00 16 times | 30 times | 5 times |28 times | 17 times This doesn’t come from the tables, but it is
LV U.S. LCV 0% ) 17% | 31% | Sk | 2% | 18% important to note. If you hold the four-fund
< 66% > combination inside an individual retirement
27 times | 12 times | 7 times | 11 times | 39 times account (IRA) or a 401(k) plan, the annual rebal-
gg: 8;205780 10.0% | 28% 13% 7% 1% 1% ancing does not produce any unpleasant side
P 31% S effects. Butin ataxable account, the annual sales

*Compound annual growth rate.
**Relative return rank frequency percentages are rounded.

Asset class abbreviations: S&P 500 = large-cap blend; LCV = large-cap value; SCB =

small-cap blend; SCV = small-cap value.

Relative return rank frequency colors: Blue = most frequent return rank; red = least
frequent return rank.

Source: The Merriman Financial Education Foundation.
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and purchases will generate taxable events that
could affect your annual tax bill.

Without any rebalancing, a lump-sum
investment split equally among the four major
U.S. asset classes had a slightly lower long-
term return advantage over the S&P 500: 1.5
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percentage points instead of 1.8. However, 1.5 percentage
points is still a huge advantage.

Bonus Lesson B: Diversification Improves a
Portfolio of Equities

Here’s why all this is so important. The academic
research is unanimous on two points. First, diversifica-
tion is the best way to improve a portfolio of equities. Sec-
ond, the most effective way to diversify is by adding asset
classes (notjust more stocks with similar characteristics).

Figure2makesitclearthat, overthe decades, any one of
the other major U.S. asset classes (large-cap value, small-
cap blend, small-cap value)
would have been a worth-
while addition to the S&P
500. The Four-Fund Combo,
as I've said, provided a
higher overall return along
with lower interim losses.
To my mind, that’s a serious win-win result.

Another point I want to address is the relationship
between risk and return.

The charts clearly show that the S&P 500 has the low-
est long-term return among the four major asset classes
under review here. Ifit's true that lower risks go together
with lower returns, then you would expect the index to be
less risky than the others. And yet, the beloved S&P 500
had the worst return in 39 years.

What of the Four-Fund Combo and its significantly
higher returns? It was at the bottom of the pack exactly
never. If there's any bottom-line “magic” that results
from putting the four funds together, it's the combina-
tion of higher long-term returns and lower year-by-year
volatility.

The Four-Fund Combo, as
I've said, provided a higher
overall return along with
lower interim losses.

Making Use of These Lessons

Finally, there is the question of what (if anything)
you should do about all this. While there’s no guarantee
about the outcome of any choice you make, these lessons
certainly give us some guidance.

Lesson #1 underscores what you already knew: Diver-
sification in equity investments is a good deal, providing
reliable benefits at little extra cost in time or money.

Lessons #6 and #7 teach us three encouraging things
regarding these four major asset classes. In most years,
the stock market moves up, not down. There’s usually
nowhere to hide in a bad market year. Finally, in a good
market year, any choice is likely to be profitable.

So, if you limit your equity investments to these asset
classes and faithfully stay the course over many years,
you'll probably do at least okay—as long as you can avoid
the temptation to chase recent performance by jumping
from one asset class to another.

Lessons #8 and #9 point to a four-part combination
strategy that's relatively boring, making it easier to stay
the course and delivering lots more money in the long
run. For any serious investor, that outcome should cer-
tainly be worth studying a bit of colorful history. m
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