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Is It Time to Change Our Investment Strategy?
By Jonathan Scheid, CFA, AIF®
Diversification has always been a cornerstone of our investment philosophy. The idea of not
putting all our proverbial eggs in one basket has been supported by practitioner and academic
research for some time, and, considering that we are dealing with your life savings, it’s an
investment approach that just makes sense.
Yet, it’s also an investment approach that has been challenging for U.S. investors to stick with over
the past several years. Looking back, the U.S. stock market has been one of the best, if not the
best, in the world for a little over a decade. Our efforts to diversify into non-U.S. stocks and away
from the large growth stocks that dominate so many popular indexes likely have led to relative
underperformance versus the S&P 500 or Nasdaq 100.
Given these challenges, maybe you are wondering if our investment strategy still makes sense.
The questions we hear generally touch on two ideas. First, we’re asked whether this time could
be different or if something has changed that would make all the research behind our approach
irrelevant. Second, we’re asked whether we should just invest in the S&P 500 or for a more
market-like portfolio. Let’s explore these questions.
Is it different this time?
When investment prices seem to defy logic,
either up or down, we gravitate to the idea
that something has changed. We create a
storyline that fits the environment and it
may work for a time. Yet, that time is often
short-lived.
Naturally, the global headlines and
economic conditions that cause
investments to perform the way they do will
change, and that surely makes every time
feel different. However, from an investment
perspective, we’ve likely seen this before.
Small value stocks significantly
underperformed large growth stocks for
long stretches in the 1930s and in the late
1990s. While we of course can’t guarantee
it will happen again, small value stocks had
strong returns following those periods of
underperformance.
Historically, U.S. stocks were rarely the best
performing country in a given year, let alone
for an entire decade. In fact, we only have
to revisit the 2000s, the “lost decade” in
which the S&P 500 lost money over a 10-

year period, to be reminded that investing
in developed and emerging non-U.S. stocks
can help smooth out our investment results.
Further, we don’t see a change to the
fundamental ideas supporting our investment
approach that would suggest it is time for a
change. The strategies we pursue are based
on factors of return that are persistent,
pervasive, robust, intuitive and investable.
They are not guaranteed. Yet, nothing
produced in practitioner or academic
literature disproves the foundation of our
investment strategy.
We continue to believe that we should
expect small value stocks (i.e., small,
inexpensive companies) to beat large growth
stocks (i.e., large, expensive companies)
every day, week, month and year. And, just
as important, we know expected returns can
and will be different than realized returns.
But this doesn’t mean we shouldn’t pursue
them. It just means we have to be prepared
for periods, like the one we are in right
now, when we don’t receive these return
advantages. (continued on page 2)

Emergency Fund Quick Take:
Where, Why, How Much
If the events of this year have taught us anything, it’s that it pays to be prepared for the
unexpected. To that end, you’ll often hear from us that, after meeting some planning basics, a
good place for your next available dollar is in your emergency savings. These funds are meant
to be readily accessible in case of lost income due to things like a career change or illness, or to
carry you through an emergency. If this essential planning conversation needs revisiting, here are
some broad guidelines for bolstering – or beginning – your emergency savings.

Why build up some
emergency savings?

So, have you
established your
family’s emergency
savings fund yet?

Preparing for life’s inevitable
surprises with a safety net of
cash or other highly liquid
assets will improve your
overall financial security.

If not, then develop a savings
plan to seed one. Work your
way up to an amount equal to
at least three months of your
living expenses.

Where should you keep
your emergency fund?
Use a high-yield savings
account, a money market
account, or a higher-yielding
cash management account so
you earn at least something,
but can still access it easily
and avoid significant
changes in its value.
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(continued from page 1)
Should we invest more like “the market”?
As we mentioned earlier, the U.S. stock market has been one of the best in the world. After
a decade of dominance, it makes sense that some investors would like to have more of their
portfolio look like the U.S. stock market. Let’s entertain this idea and see what would happen if we
opted to invest this way.
The U.S. stock market has significant exposure to a handful of large companies mainly considered
growth companies. The five largest companies in the S&P 500, which tracks large U.S. stocks,
represent almost 22% of the index’s total market capitalization. The five largest companies in the
Russell 3000, which tracks both large and small stocks, represent over 18% of the index’s total
market capitalization.
If we changed the way we invest in stocks to look more like either of these popular market
indexes, it would mean that we would sell some of our smallest, cheapest companies and buy
some of the largest, most expensive companies.

How much should you save in your family’s emergency fund?

Are you a dualincome household
and confident in your
employment?
Then you should aim for a
cushion of at least those three
months of living expenses you
initially began saving toward.

Are you a
single-income
household?

Are you self-employed,
or would you consider
your income less steady?

Look to accumulate six
months of living expenses.
Single-income families need
a larger buffer to compensate
for their reliance on just
one paycheck.

In this case, consider going the
distance to save a full nine to
12 months of living expenses.

Looking back, we might say that was a good decision because those top five stocks posted some
of the best returns over the recent past. But looking ahead, it means that our portfolio returns
would be very dependent on how a small number of companies perform. Stated another way,
investing more like the market would mean un-diversifying your life savings. Relying on just a
few stocks to help achieve your goals doesn’t seem like an investment strategy, it seems like
speculation.
We understand that geopolitical and economic conditions make everything seem different,
and there is always the temptation to chase what has done well recently. The reality is that we
can’t control the future, but we can control how we allocate our portfolios. And the evidence
continues to tell us to diversify our stock holdings and emphasize exposure to small and
inexpensive stocks. Now is not the time to change our investment strategy.

Indices are not available for direct investment. Their performance does not reflect the expenses associated with the management of an actual portfolio nor do indices
represent results of actual trading. Information from sources deemed reliable, but its accuracy cannot be guaranteed. Performance is historical and does not guarantee
future results. IRN-20-1068

Election Year Politics and Stock Market Forecasts
n the radar. The emotions that come with these events,
Whatever your political views may be, you’ve
likely come across some prediction of how the
economy and financial markets will fare following
either a Trump or Biden victory in November and
then over his subsequent presidency. Before you
make changes to your portfolio as a result of these
predictions, consider the following three points:
• Markets have already priced in the possible
outcomes of the November election.
• Two-step forecasting is difficult.
• Your political beliefs can lead to
investing mistakes.
Markets Have Already Priced in the Possible
Outcomes of the November Election
Whatever the betting markets might indicate
the odds are for a Trump or Biden victory today,
tomorrow, or next week, what may wind up moving
financial markets is if conditions change such that
the odds of one candidate or the other becoming
president significantly increase or decrease.
You don’t have to look very far into the past for an
example of how this type of situation could play
out. President Trump was a heavy underdog in
2016; betting markets gave him just a 20% chance
of winning the day before the election. And yet,
even after the surprise outcome, market moves
were relatively muted the day after the election (the
S&P 500 was up 1.1% that day). It should be noted
that some forecasters were predicting a sharp
decline if Trump won.
Two-Step Forecasting Is Difficult
Two-step forecasting is when someone says, “I
forecast X, and as a result Y will happen.” Let’s say
you’re 60% sure one candidate is going to win.
Let’s also assume that you’re 60% sure that this
candidate’s victory means stocks will decline in
value. Then assume that if you’re wrong and the
other candidate wins (a 40% chance in this case)
then there’s another 30% possibility that stocks will
decline for other reasons.
Keep in mind that going back to 1926, the S&P 500
has had negative returns in 27% of calendar years,
so these assumptions are essentially saying that
a victory by the first candidate is more than twice
as likely to cause a stock market decline as has
happened historically, while a victory by the other
candidate means that the chances are roughly the
same as history.

Using the previous assumptions, the math works
out on this so that there is a 36% probability (60%
x 60%) that you’re right about the first candidate
winning and then also right about the market
declining as a result, plus another 12% probability
(40% x 30%) that you’re wrong about the first
candidate winning but accidentally right about the
market decline anyway. This totals out to a 48%
chance of getting your two-step forecast correct,
or essentially a coin-flip.
Of course, so far there has been no mention of
how difficult it is to get the first prediction correct,
much less getting both predictions right. Philip
Tetlock, who teaches psychology, business and
political science at the University of California,
Berkeley, is the author of “Expert Political
Judgment: How Good Is It? How Can We Know?”
The book, which was published in 2006, discusses
the findings of his 20-year study, the first scientific
study on the ability of experts from various fields
to predict the future. Tetlock found that so-called
experts who make predictions their business are no
better than random luck.
Your Political Views Can Lead to Investing Mistakes
There’s actually evidence that election results
have the power to affect how investors handle
their portfolios. The 2010 study “Political Climate,
Optimism, and Investment Decisions” examined the
link between investors’ political affiliations and their
investment choices. Simply put, when your political
party is in power, you feel much more confident
about the economy and markets, and vice versa.
This surge of confidence (or anxiety) might cause
you to take more (or less) risk in your portfolio and
deviate from your long-term plan.
Being aware of how your beliefs may influence
your investment decisions can help you avoid
making costly mistakes. Suppose you choose to get
out of the market now. Do you get back in if your
candidate wins? Or, if the other candidate wins, do
you stay out of the market for four full years waiting
for the 2024 election? Trying to time the market
around the upcoming election is not likely to be
a winning strategy. The reason is that you must
be right not once, but twice. For market timing to
work, you need to know when to get out and when
to get back in. The bottom line is that you shouldn’t
let the latest economic or political news cause you
to abandon your well-developed plan.
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