
Scanned by CamScanner

31 2  C O M M O N  S E N S E  O N  M U T U A L  F U N D S

gio u n d  to  t h  S & p  5 00 in  th e  1980 s a n d th e  b o tto m  q u a r tile

ga in e d  g r o u n d so  th e  p a tte r n  re p e a te d  itse K fro m  th e  19 80 s to

th e  199 0s a n d a g a in  &  o m  th e  1990s to  th e  d e c a d e  e n din g  in

2 0 0 9 T h is la tte r  c o m p a r iso n h o w e v e r d o e s n o t p re se n t q u ite

th e  sa m e  r e su lts a s iß p re d e c e sso r p e rh a p s b e c a u s e  th e  le v e l

o f r e t u r n s  n  th e  p a st d e c a d e  w a s so  lo w  (in  fa c t a b o u t 1 5

p e r c e n t) N o n e th e le ss th e  fu n d s th a t c le a rly  to p p e d  th e  S & P

5 0 0  b y  th e  la rg e st m u g in s d u r in g  th e  19 9 0 s fe ll b e h in d  in to

th e  2 00 0 s a n d th o se  th a t fe ll fu r th e st b e hin d  ( 7 2  p e r c e n t)
sh o t u p  to  a  d r a m a tic  su p e r io r ity (+ 8 3 p e r c e n t) d u r in g  th e

fo llo w in g  d e c a d e R T M  to  b e  su r e b u t p e rh a p s a n  im p e rfe c t

m a n ifr sra rio n

F ig u re  10 2 o n  th e  o th e r  h a n d is in d e e d  a  p e rfe c t m a n i

fe s ta tim n  o f R T M W h e n  w e  c o m p a r e  e q u ity  fu n d s w ith  o n e

a n o th e r  (ra th e r  th a n  w ith  th e  S & P  50 0) q u a r tile  b y  quartil
in  tr u ly  in c r e d ible  sw w w e try th e  fir st sh a ll b e  la s t a n d  th e  la st

sh a】1 b e  fir st T h e  to p  fu n d s m o v e d  fro m  a  4 8  p e r c p n ta g e  p o in t

a d ln n ta g e  (o  a  3 0 p e rc e n ta g e  p o in t ä sa d v a n ta g e a n d  th e  b ig
Jo se r s m o v e d  fro m  a  4 8 p e r c e n t dis a d v a n ta g e  to  a  3 0  p e r c e n t

a g e  p o in t a d v a n ta g e F o r  th e  s e c o n d  q u a r tile th e  d e c lin e  in
r e】a tiv e  r e tu r n  w a s m in u s  2 0  p e r c e n ta g e  p o in ts  fo r  th e  th ird

q u a r tile th e  sa m e  2 0 p e r c e n ta g e  p o in t m a rg in b u t o n  th e  p lu s

sid e W n j】e  s u c h  a  p a tte r n  o f sw w w e tr y  is o bv io u sly  u n li】 e ly  to
r e p e a t th e r e  c a n  b e  little  d o u b t th a t m u tu a】 fu n d  c h a m p io n s

c o m e  d o w n  to  e a r th  w ith  r e m a rk a h lp  c o n siste n c y

G r a v ity  a n d  S to c k  M a r k e t S e c to r s

L a rg e c a p g r o w th  a n d  v alu e  fu n d s m u s t p r o v id e  sh o r t te r m  r e tu r n s th a t
r o u g hly tr a c k  th o s e  o f th e  s to c k m a rk e t b e fo r e  c o sts a r e  d e d u c te d B u t
o v e r  th e  lo n g  r u n b e c a u se  o f c o s ts th e y  m u st fa ll sig n ific a n d y  sh o r t
S h o u ld  in v e s to r s s e e kin g  su p e r io r  lo n g te n n  r e tu r n s c o n c e n tr a te  o n
s to c k s in  s e le c te d  s e cto rs  o f th e  s to c k  m a rk e t th a t m ay  h a v e  c h a r a c te ristic s th a t le a d  to  o u tp e rio r m a n r e ? A la s th e r e  s e e Jn s to  b e  n o  e n d u Fin g  sy s te m a tic  bia s in  fa v o r  o f a  p a r tic u la r  m a rk e t se c to , R T M  s e e m s

O n  R e v e r sio n  to  th e  M e a n  3 13

c o n sis te n tly  to  tu r n  e v e n  w h a t o fte n  ap p e a r  to  b e  lo n g te r m  se c u la r

tr e n d s in to  m e r e  c y c lic a l p h e n o m e n a a lb e it o fte n  o f c n n sid e r n hle

d u r a tio n

L e t  lo o k a t fo u r  e x a m p le s : (1) g ro w th s to c ks v e r su s v alu e  sto c k s

(2) M g h g r a d e  sto c k s v e r s u s lo w p r ic e d sto c k s (3) la rg e c a p  sto c ks v e r

su s sm a ll c ap  sto c k s a n d (4 ) U S sto c k s v e r su s in te r n a tio n al sto c k s T h e

n e t r e s u lt o f a ll fo u r  e x a m p le s (I tip  m y  h a n d h e re ) is th a t in  e a c h o f

th e s e  k e y  m a rk e t s e c to r s R T M  is a h v e  a n d  w e】1

G r o ru th S to c ks  u e r s l+ s  V a lu e  S to c ks

W e  b e g in  w ith  g r o w th  sto c k s (g e n e r a lly th o se  w ith a b o v e a v e ra g e

e a n r in g s g r o w th p r ic r e a r n in g s ra tio s a n d  m a rk e t b o o k  r a tio s) a n d

v alu e  s to c k s (lo w e r  in  e a c h  c a s e a n d o B e r in g  a b o v e a v e r a g e  yelds ) F o r

th is stu d y I v e  e x a m in e d  6 0  y e a r s o f g ro w th fu n d s (m u tu a】 fu n ds w ith

s ta te d  g r o w th  o bje c tiv e s a n d  a  r e c o rd o f a b o v e a v e r a g e  v o la tility) a n d

v a lu e  fu n d s (s e e k in g  b o th  g r o w th  a n d in c o m e a n d  d e m o n s m tin g a v e r

a g e  to  b e lo w a v e r a g e  v o la tility)

In  r e c e n t y e a r s th e  c o n v e n tio n al w isd o m  h a s b e e n  to  g iv e  th e

v a lu e  p h ilo s o p h y  a c c o la d e s fo r  s u p e r io r ity o v e r  th e  g r o w th  p h ilo s o p h y

P e rh a p s th is b e lie f p r e d o m in a te s b e c a u se  so  fe w  o b s e r v e r s h a v e  e x a m

in e d  th e  fu ll M s to r ic a l r e c o rd N o n e th e le ss o v e r  th e  lo n g  r u n a s  sh o w n

in  F ig u r e  10 3 R T M  p r o v e s p o w e rfu l a n d p ro fo u n d In  th e  e a rly  y e a r s

g r o w th  fu n d s c o n tr o lle d  th e  g a m e  a n d w e r e  c le a rly  th e  w in n e r s E o m

19 3 7 th r o u gh  19 6 8 A t th e  e n d  o f th a t lo n g  e r a a n  in v e stm e n t in  v a lu e

sto c k s w a s w o r th ju s t 6 2 p e r c e n t o f a n  e q u iv ale n t in itia l in v e stm e n t in

g r o w th  s to c k s V alu e  s to c k s th e n  e n jo y e d a  h u g e  r e su r g e n c e  th ro u gh

19 7 6 r e d r e s sin g  alm o st p r e c is e ly th e  e n tire  e a r lie r  d e ßc it (T h is  r e c e n t

h is to r y c o v e r in g  o n ly  e igh t o f th e  e n tir e  6 0 y e a r s  u p  to  19 9 7 c r e a te d

th e  v a lu e  sto c k  m y stiq u e ) T h e n g r o w th s to c k s  o u tp e rfo r m e d  th ro u g h

19 8 0 a n d  v alu e  sto c k s p r e tty m u c h d o m in a te d th r o u gh  19 9 7 (A s it

h a p p e n e d R T M  a t w o rk  a g a in ? g ro w th s to c k s r e tu r n e d  w ith  a  fitry

to  p r e e m in e n c e  in  19 9 8 )

B e f o r e  p u bh sh e d  in d u str y n o r m s fo r  th e  h v o  g ro u p s b e c a m e  a v a ila ble  in  19 6 8 I

r e h e d  o n  a  sa m ple  o f fu n d s w h o se  o bje c tiv e s p o r tfo lio s a n d  a n n u al re tu r n s m a d e

th is distin c tio n  c le a r
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F IG U R E  10 3 G ro w th  F u n ds v e r su s V alu e  F u n ds (19 3 7 2 0 0 8)
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100%  
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W h e n  all o f th e s e  c y c lic al H u c tu a tio n s fo r  th e  fu 】1 six  d e c a d e s w e r e

lin k e d th e  te r m in al in v e stm e n t in  v a lu e  s to c k s w a s e q u a l to  a b o u t

n in e te n th s  o f th e  in v e stm e n t in  g r o w th  sto c k s F o r  th e  fu ll 6 0 y e a r

p e r io d th e  c o m p o u n d  to ta l r e tu r n s w e r e  g r o w th 1 1 7  p e r c e n t; v a lu e

1 1 5 p e r c e n t  tin y  diße r e n c e I d c a ll th a t m a tc h  a  s ta n d o h a n d
a n n th p r  t ib u te  to  R T M

H iglr G r a d e  S to c ks  u e r s u s  L o w h ic e d  S t o c ks

M y  se c o n d  e x a m p le  o f m a r k e t se c to r  R T M  is h igh g r a d e  v e r s u s lo w

p r ic e d  sto c k s T h is s e r ie s n o t m u c h  c o n sid e r e d by  in v e s to r s d u r in g
th e  p a st d e c a d h a s  b e e n  p u blish e d  by  S ta n d a rd  &  p o o r  C o r p o ra tio n
o n  a  c o n sis te n t b a sis sin c e  19 2 6 A s  sh o w n  in  F ig u r e  10 4 th e  sw in g s
in  m a r k e t p r e e m in e n c e  h a v e  b e e n  m u c h b r ie fe r  th a n  w ith  g r o w th  a n d
v a lu e  s to c k s T h e  m o st su sta in e d  tre n ds h a v e  b e e n  e v id e n t d u r in g  th e
p a st fo u r  d e c a d e s L o w p r ic e d  sto c k s e n jo y e d a  six y e a r  fe a st fr o m  19 6 2
th r o u gh  19 6 8 It w a s fo llo w e d  by  a  c o m p le te  r e v e r s a l in  fa v o r  o f h ig hg r a d e  s t o c k s  six y e a r  fa m in e  th a t la ste d  th r o u g h  19 7 4

F IG U R E  10 4

(192 5 19 9 5)

10 0 0%

H ig h G d St k

O tp f i g

5500 00%  

mm  m u
3 00 %

2 00 % ■  m

10 0%

L P i d S t k

O p f "ing

C o n tin u in g  a  c y c le  th a t se e m s v a w e ly to  p a raJ1e l th e  se v e n y e a r

c y c le  o f b iblic a l p r o p h e sli th e  n e x t fe a s t fo r  lo w p ric e d  sto c k s la s te d

fo r  n in e  y e a r s th r o u gh  19 83 a n d  w a s fo llo w e d b y a  s e v e n y e a r  fa m in e

th ro u g h  19 9 0 fo llo w e d  by  a  b r ie f fe a s t th a t a p p e a r s to  h a v  e n d e d  in

19 9 2 W h e n  a ll w a s s a id  a n d  d o n e fo r  th e  fu ll se v e n  d e c a d e s e a c h  d o l

la r  in itia lly  in v e s te d  in  M gh g ra d e  sto c k s w a s v alu e d  a t a b o u t 1 4  tim e s

th e  in v e stm e n t in  lo w p r ic e d s t o c k s o s t  e x a c tly  w h e r e  it w a s  a t th e

e n d  o f 19 2 7 w h ic h  w a s a  tr u ly  g r e a t y e a r  fo r  M gh w d e  iss u e s E v e n

in c lu d in g  th e  disto r tin g  e ffe c t o f th a t sin gle  o p e n in g  ye a r high w d e

sto c k s p r o v id e d  a  h is to r ic al r e tu r n  o f 6 7 p e rc e n t v e r su s 6 2 p e r c e n t fo r

lo w p r ic e d  sto c k s (in  b o th  c a se s e x c lu din g  ä v id e n d s) N o n e th e le s s th e

p o w e r  o f R T M  is a p p a r e n t in  th e  c h a r t

b r g e C a p S to c k s u e r s tts S m a ll C a p S to c ks

N o w  to  m y third  s e c to r O n e  o f th e  se e m in gly  in d e s tr u c tible  m y th s

o f in v e s tin g  is th a t s to c k s w ith  sm a ll m a rk e t c a p ita liz a tio n s o u tp a c e

O n  R e v e r sio n  to  th e  M e a n 3 15

H ig h G r a d e  S to c ks v e r su s L o w P ric e d S to c k s
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m ll n 】»l fim d s ; in  sh ap in g  th e  r e la tiv e  p e rfo r m a n c e  o f d iv e r s e  s to c k m a rke t

s e c to rs ; a n d in  d e te r m in in g  th e  a b so lu te  le v e ls o f Io n s te r m  sto c k

r e tu r n s alb e it p e rh a p s a t a  p ro sp e c tiv e  le v e l th a t rrl ay  b e  s o m e w h a t

M gh e r  th a n  in  th e  p a s t IC a s a rl a c a d e m ic  m a n e r y o u  a c c e p t th is th e sis
w h a t a c tio n s d o e s it im ply fo r  th e  w h o uy p r a w a tic  b u sin e ss o f in v e st

in g? H o w  c a n  th is M s to r y h e lp to  e n su re  th a t y o u  a n d  y o u r  fa m ily  w iJl
h a v e  a n  o p tim al o p p o r tu n ity to  a c c u m u la te  c am bi

A s w e  sa w  in  C h äp te r  m u c h  c o m fo r t c a n  b e  fo u n d  in  a n  ap p ro

p ria te  a sse t a】1o c a tio n  m ix TOday fin a n c ia l m a rk e ts s e e m  to  c a r r y a

M gh c r th a n n o m i al r isk  c o m p o n e n t bu t r d o  n o t b e lie v e  th a t in v e s

to rs sh o u ld  a b a n d o n  e q u itie s In  a  re tir e m e n t p la n fo r  e x a m p le I w o u ld

su gg e st b a la n c in g  th e  p o te n tial r isks a n d  r e tu r n s by  c e n te r in g  o n  a

7 0 p e rc e n t e q u ityl30  p e r c e m  b o n d p ro g r a m I d sh a d e  e q u itie s M gh e r

(u p  to  90 / 10) fo r  th o s e  a t th e  b e g in n in g  o f th e ir  a c c u m u ln rin n  p ro

g r a m s p ro v id e d  th a t th e y  h a v e  a  h e althy ap p e tite  fo r  re tu r n s a  str o n g
s to m a c h  fo r  risk s a n d a n  e x te n d e d tim e  (15 to  4 0  y e a r s) b e fo re  r e tir e
m e n t F o r  a n y o n e  w h o  is m a kin g  r e w la r  in v e s tm e n ts th a t a r e  m o d e st

r e la tiv e  to  th e  c a p ita】 a b e a dy  salte d  a w a» a n d w h o  h a s m o r e  c o n se r v a

tiv e  in s tin c ts a n d a  sh o r te r  tim e  h n r ip n n  (1 to  15 y e a r s) IU  sh a d e  e q u i
tie s lawererhaps all th e  w a y  d o w n  to  3 5 /6 5 N o  o n e  k n o w  l{4Jdlture
re ru n ts ilie  J n a n cid l m a rke ts w ill p ro v ide A  b a la n c e d  a p p r o a c h  h a s b e e n

v alid a te d o v e r  c e n tu r ie s n o t b e c a u se  it p ro v id e d  th e  h ig h e st r e tu r n s (it
c le a rly d id n t) bu t b e c a u se  it a c hie v e d  so L d  lo n g te r m  re tu r n s w ith o u t

e x c e ssiv e  sh o r t te r m  r isk » h a r d]y  a n  u n a c c e p ta ble  o u tc o m e

W ith  th e  s ta g e  th u s se t h o w e v e r  r o u g N y fo r  fu tu r e  m a rk e t r e tu r n s

w h a t d o e s R T M  su gg e s t a b o u t e q u ity in v e s tm e n t s tr a te g y ? Sin c e  R T M

p r e v ails a m n n g  a J1 m a r k e t se c to rs s u c h  a s g ro w th  s to c k s a n d  v alu e

s to c k s la r ge c a p  s to c k s a n ri r m a ll c a p  sto c k s a n d U S s to c k s a n d  in te r

n a tio n al sto c k s m o st in v e sto rs sh o u ld o w n  e q u ity  fu n d s th a t r e p r e se n t a
b ro a d  c r o ss s e c tio n  o f th e  U S sto c k  m a rk e t in  w h ic h  la rg e c a p  s to c k s

a r e  th e  p r e d o m in a n t r n m p n n m r In v e sto r s w h o  b e lie v e  th e y  c a n  g a r n e r

a  p e rfo r m a n c e  e dg e  by s e le c tin g  (o r  e v e n  o v e r w e ig h tin g) fu n d s w ith
d E e r e n t in v e sn n e n t style s a n d s tra te g ie s sh o u ld b e  a w a r e  o f th e  r isk s

in v o lv e d  in  d o in g  s o F o r  th o se  w  h o  b e lie v e  th a t th e  c le a r  le s s o n s o f
his to r y  a r e  p o in tin g  u s in  th e  w r o n g  d re c tio n  (a lm a y s .  Risky  b e t) a n

e q u a】1y  r isk y  b e t r e m a in s d p rF r m in in g  w h ic h  o f th e s e  c o u n te r v a ilin g
s e g m e n ts w ill in  fa c t p r o v e  to  b e  su p e r io r  in  th e  y e a rs to  c o m e I( fo r

7 e  M e a n  
32 7

e x a m p le la rg e c a p a n d  sm a ll t a p s to c ks d o  n o c re v e r t to  th e  m a rke t
m e a n  o v e r  th e  n e x t 10  to  2 0 ye a rs a n  in v e sto r h a s  to  g u e ss w h ic h o f
th e  tw o  is m o r e  like ly  to  p ro v id e  s tlp e r io r  r e tu r n s It is fa r  this re a

so n  th a t I p re fe r o n  b o th th e o re tic a l a n d p ra c tic al g r o u n ds in d e x

fu n ds th a t tra c k  th e  to tal U S sto c k rn g &  e t W ith th e ir  e x tr o rdin a r

ily  b ro a d  d iv e r sific a tio n o v e r a  w id e ra n g in g sp e c tr u m  o f la rg e m id
a n d  sm a ll c a p sto c ks a lik e th e s e  fu n ds a re  th e  u ltim a te  re sp o n s e  to  th e

p o w e r  o f R T M  in  th e  s to c k  m a rke t

A  d e c isio n  to  o w n  a n  all sto c k m a rk e r in d e x  fu n d also  so lv e s th e

p ro b le m  o f fu n d  s e le c tio n W n y  n y in  th e  fa c e  o f h isto r ic al e v id e n c e

by  tr】/in g  to  s e le c t in d iv id u al m u tu a l fu n ds in  th e  h o p e  o f p ic k in g a
b ig  w in n e r ? G iv e n  th e  p o w e r  o f m e a n  r e v e r sio n  in  th e  r e tu r n s o f in di

v id u a l m u tu a l fu n d s a n  in d e x  fu n d  p ro v id e s rh p M i»iF re lia ble  p a r tic ip a

tio n  in  th e  fu tu re  re tu r n s o f e q u itie s a s a  g r o u p S u r e ly  it h a s p ro v e d iß

w o r th  in  th e  p a s t N o tw irh qfa n d in g  m y p r e fe re n c e  fo r  th e  to ta l m a r k e t

fu n d a  S ra n rln r rl &  P o o r s 5 00  In d e x  fu n d  is by  n o  m e a n s a n  u n a c c e p t

a ble  c h o ic e T h is la rg e c ap  in d e x  K m d c a r r ie s a  7 5 p e r c e n t weight in
th e  U S s to c k  m a r l e t a n d  c a n n o t div e rg e  w id e ly fro m  th e  to ta l m a r

k e t e v e n  in  sh o r t te r m  p e r io d s R T M  su gg e s ts th a t its lo n g n m  re tu r n s

w ill c lo s e ly p a r a lle l th o se  o f th e  to ta l m a rk e t G iv e n  lo w  c o sts e ith e r

in d e x  fu n d  sh o u ld  p ro v id e  in v e sto rs w ith  th e  b e s t p o s sih le  o p p o r tu n ity j
to  e a r n  re tu r n s a p p r o a c hin g  100  p e rc e n t o f th e  m a rk e t r e m m

T h e  C r o w n  Je w e ls

In  th is m o cle rn  e ra  o fin v e stin g th e  d e s c r ip tiv e  ph ra se th e  c ro w n je  \ tr ls

th e  fa m ily s m o s t v a lu a b le  a sse ts h a s ta ke n  o n  n e w  m e a n in g In v e s to rs

a sp ir e  to  s o m e th in g  fa r  m o r e  im p o r ta n t th a n  d ia m o n d s r u bie s a n d  s a p

p h ir e s T h e y  a sp ir e  to  a c c u m u la te  s u ßsc ie n t c ap ica l to  r e a c h  th e ir  p e r

so n ai fin a n c ia l g o a ls A  c o m fo r ta ble  a n d  in d e p e n d e n t re tir e m e n t is a

m ajo r  g o a l fo r  m o st in v e sto r s W h e n  th e  tim e  fo r  re tire m e n t c o m e s to

th e  b r e a d w in n e r th e  fa m jjy s m o st v a lu a ble  a sse t its c ro w n  je w e l

w ill a】m o s t c e r ta in ly  b e  th e  c a p ita l v alu e  o f th e  r e tir e m e n t p la n T a x

d e fe r r e d  p la n s a r e  e sp e c ia lly v a lu a ble  je w e ls b e c a u se  ta x  d e fe r r al

c o m b in e d  w ith  lo w c o st m v e s tin g is th e  m o st v a lu a ble  w e a p o n  in

th e  lo n g te r m  in v e sto r s a r s e n a l L im ite d o n ly  by  th e  p ro v isio n s o f th e

O n  R e v e r sio n  to  t
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