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BEHAVIOR RISK - DRAG ON RETURNS

First Quarter 2017

H

ave you ever heard people talking
around the water cooler at your
office about the funds they have added or
removed from their 401k plan? Has this left
you feeling like you aren’t staying on top of
your finances? The temptation of making
changes can be dangerous to your returns.
Investors need to make investment decisions around
the analysis of risk. Commonly discussed risks are
market risk, inflation risk, currency risk, and interest
rate risk. One risk we may not contemplate is behavior
risk. This type of risk can surface when we evaluate
the return of a fund vs. the returns earned by the
average investor. To illustrate, the fund’s published
return assumes the purchase of the fund occurred
on the beginning date of the stated period and the
shares were held through the end of the period with
all distributions being reinvested. An investor’s rate of
return is “dollar weighted.” A dollar weighted return
reflects not only the returns of the fund, but it also
includes the timing of purchases and sales by the
investor. One of the reasons for different buy and sale
dates is the attempt of some investors to “performance
chase.” Performance chasing is selecting funds that
have had better returns than others while selling funds
which have been under performing. In Vanguard’s
Corporate Bond Annual Report, Chairman and CEO
Bill McNabb illustrates this point in the following chart.

For the decade ending December 31, 2015, investors
earned .74% less per year on what US Equity funds
generated, 1.24% less than what International equity
funds earned, and .82% less than what Taxable bond
funds returned. Since the only difference between
what the fund returned and what the average investor
earned is the timing of cash flows (buys and sells). This
leads us to conclude the average investor made choices
that were likely linked to chasing returns. Making
investment decisions on either recent or the last
decade’s returns hasn’t shown to be a good strategy. So
what should we do?
There are three important principles. First, understand
the time horizon of our portfolio. Capital that you will
need inside of a decade is best suited for bonds while
capital beyond a decade is best in stocks. Second,
valuations matter to long-term returns. We believe

buying investments with good value is the best longterm strategy. In the Fama/French research on Value
vs. Growth, the evidence is striking. Year to year,
Value outperforms only 60% of the time, but close to
90% when you look at full decade returns. However,
there have been stretches of 4-5 years where Growth
has superior returns. How many investors can sit
patiently waiting for the Value premium to return?
This is where the third principle comes in – Patience.
Consider investing like watching a movie. The average
time of a movie is roughly 2 hours. However, there
are movies that will last 3 hours. If one plans to leave
every movie after two hours, they will miss the ending.
Similarly, in the equity markets, there have been years
where Growth has had a longer than normal stretch of
winning. Sometimes investors will need to stay in their
seats a bit longer to see the end of the movie and catch
the return of the Value premium.
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QUARTERLY MARKET REVIEW

First Quarter 2017

Global equities (stocks) had an excellent first quarter.
International Developed and Emerging Markets generated
returns of 6.81% and 11.44% respectively, while the US equity
market produced a total return of 5.74%. Over the past
decade, International and Emerging Markets have had a tough
run, garnering returns of 1-3%. Conversely, over this stretch,
the US markets have generated returns of 7.54%. Whether
the outperformance of Foreign markets will continue in the
near term is a guess, however, we believe valuations are the
determinate of future returns when measured over a decade.
Foreign market valuations are significantly lower as compared
to the US (see charts on the right). Our two primary methods
of evaluating valuations are Price to Earnings (P/E) ratio
and the Price to Book (P/B) ratio. The P/E ratio measures
valuations from the Income Statement, while the P/B ratio
measures valuations from the Balance Sheet.
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IMPACT OF RISK ON RETURN

First Quarter 2017 Index Returns
The portfolios under the heading of Asset Class, are used for

illustration purposes only. These are not HFG Model portfolios or
recommended portfolios. However, they provide an excellent view
of returns for globally diversified portfolios over the last decade.
For example, compare the 100% Stocks to 100% Treasury Bills and
examine the 10 Year return numbers. You will see the 100% Stock
portfolio had a return of 4.56% while the 100% Treasury Bills had
a return of .56%. The difference is the return investors achieved by
taking risk. This doesn’t mean one should be 100% Stocks. However,
it does illustrate the point that if an investor isn’t likely to need
access to their capital for a decade and chooses to keep it in Bonds or
Treasury Bills, over the last decade it has cost 4% per year.

1. STDEV (standard deviation) is a measure of the variation or dispersion of a set of data points. Standard deviations are often used to quantify the historical return volatility of a security or portfolio.
Diversification does not eliminate the risk of market loss. Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect expenses associated with the management of an actual
portfolio. Asset allocations and the hypothetical index portfolio returns are for illustrative purposes only and do not represent actual performance. Global Stocks represented by MSCI All Country World Index (gross div.) and Treasury Bills represented by
US One-Month Treasury Bills. Globally diversified allocations rebalanced monthly, no withdrawals. Data © MSCI 2017, all rights reserved. Treasury bills © Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Chicago (annually updated work
by Roger G. Ibbotson and Rex A. Sinquefield).
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MARKET SUMMARY

Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.
Market segment (index representation) as follows: US Stock Market (Russell 3000 Index), International Developed Stocks (MSCI World ex USA Index [net div.]), Emerging Markets (MSCI Emerging Markets Index [net div.]), Global Real Estate (S&P Global
REIT Index [net div.]), US Bond Market (Bloomberg Barclays US Aggregate Bond Index), and Global Bond ex US Market (Citi WGBI ex USA 1−30 Years [Hedged to USD]). The S&P data are provided by Standard & Poor’s Index Services Group. Frank
Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. MSCI data © MSCI 2017, all rights reserved. Bloomberg Barclays data provided by Bloomberg. Citi fixed income indices copyright
2017 by Citigroup.
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WORLD STOCK MARKET HEADLINES

MSCI All Country World Index with selected headlines from Q1 2017

Graph Source: MSCI ACWI Index [net div.]. MSCI data © MSCI 2017, all rights reserved.
It is not possible to invest directly in an index. Performance does not reflect the expenses associated with management of an actual portfolio. Past performance is not a guarantee of future results.
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US STOCKS

First Quarter 2017 Index Returns
US equities represent 53% of the World market value, while
the US produces only about 25% of global GDP. GDP is the
measurement of economic output. The fact our markets
account for a greater proportion of global equities as
compared to our GDP is another method of comparing the
relative valuation of US stocks as compared to Foreign stocks.
Dimensional Funds, through Dr. Fama and Dr. French’s
research, has shown historically higher returns have been
made in smaller vs. larger cap stocks and value vs. growth
stocks. However, during the recent quarter small and value
stocks underperformed their counterparts. This illustrates
there are no absolutes when it comes to investing.

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.
Market segment (index representation) as follows: Marketwide (Russell 3000 Index), Large Cap (Russell 1000 Index), Large Cap Value (Russell 1000 Value Index), Large Cap Growth (Russell 1000 Growth Index), Small Cap (Russell 2000 Index), Small Cap
Value (Russell 2000 Value Index), and Small Cap Growth (Russell 2000 Growth Index). World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. Russell 3000 Index is used as the proxy
for the US market. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. MSCI data © MSCI 2017, all rights reserved.
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INTERNATIONAL DEVELOPED STOCKS

First Quarter 2017 Index Returns

Total returns for Foreign stocks are a function of the
following factors: the change in stock prices, dividends,
and currency impact. Increasing stock prices and dividends
contribute to Foreign stock returns. A declining US dollar
also makes Foreign stocks worth more. Part of the poor
performance of Foreign stocks over the last decade can be
attributed to the strength of the US dollar. As the US dollar
appreciates, Foreign stocks are worth less, and vice-versa. To
see the effect of currency changes look at the chart to your
right and examine the returns for Large Cap. The total return
for the quarter was 6.81%, however, in local currency the
returns were 4.46%. Thus, the decline of the US dollar added
2.35% return to International Large Cap returns (Formula:
6.81%-4.46%=2.35%).

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.
Market segment (index representation) as follows: Large Cap (MSCI World ex USA Index), Small Cap (MSCI World ex USA Small Cap Index), Value (MSCI World ex USA Value Index), and Growth (MSCI World ex USA Growth). All index returns are net
of withholding tax on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. MSCI World ex USA IMI Index is used as the proxy for the International Developed market.
MSCI data © MSCI 2017, all rights reserved.
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EMERGING MARKETS STOCKS

First Quarter 2017 Index Returns

In US dollar terms, Emerging Markets indices outperformed
both the US and Developed Markets outside the US. The
decline of the US Dollar added about 3-4% additional return
for the quarter. This is calculated by subtracting the total
return from the local currency return. Even without the
change of the US Dollar, returns were strong for Emerging
Market stocks of all asset classes.
The value effect fell short of growth stocks in Emerging
Markets but small cap stocks outperformed large cap.

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.
Market segment (index representation) as follows: Large Cap (MSCI Emerging Markets Index), Small Cap (MSCI Emerging Markets Small Cap Index), Value (MSCI Emerging Markets Value Index), and Growth (MSCI Emerging Markets Growth Index).
All index returns are net of withholding tax on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. MSCI Emerging Markets IMI Index used as the proxy for the
emerging market portion of the market. MSCI data © MSCI 2017, all rights reserved.
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SELECT CURRENCY PERFORMANCE VS. US DOLLAR

First Quarter 2017

Most non-US developed markets currencies appreciated against the US dollar during the quarter, with the Israeli shekel and the Australian dollar
experiencing the greatest appreciation. In Emerging Markets, the Mexican peso appreciated nearly 10%, while the Turkish lira depreciated almost 4%.

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.
MSCI data © MSCI 2017, all rights reserved.
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REAL ESTATE INVESTMENT TRUSTS (REITS)

First Quarter 2017 Index Returns

Real estate investment trusts (REITs) lagged their equity
market counterparts.

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.
Number of REIT stocks and total value based on the two indices. All index returns are net of withholding tax on dividends. Total value of REIT stocks represented by Dow Jones US Select REIT Index and the S&P Global ex US REIT Index. Dow Jones US
Select REIT Index used as proxy for the US market, and S&P Global ex US REIT Index used as proxy for the World ex US market. Dow Jones US Select REIT Index data provided by Dow Jones ©. S&P Global ex US REIT Index data provided by Standard
and Poor’s Index Services Group © 2017.
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FIXED INCOME

First Quarter 2017 Index Returns
Interest rates were mixed across the US fixed
income market during the first quarter of 2017.
The yield on the 5-year Treasury note was
unchanged, ending at 1.93%. The yield on the
10-year Treasury note decreased 5 basis points
(bps) to 2.40%. The 30-year Treasury bond yield
decreased 4 bps to 3.02%.
The yield on the 1-year Treasury bill rose 18 bps
to 1.03%, and the 2-year T-note yield increased
7 bps to 1.27%. The yield on the 3-month T-bill
increased 25 bps to 0.76%, while the 6-month
T-bill yield rose 29 bps to 0.91%.
Looking at total returns, short-term corporate
bonds gained 0.69% and intermediate-term
corporate bonds gained 1.16%.
Short-term municipal bonds generated a total
return of 1.20%, while intermediate-term
municipal bonds returned 1.91%. Revenue bonds
performed in line with general obligation bonds.
One basis point equals 0.01%. Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. Yield curve data
from Federal Reserve. State and local bonds are from the S&P National AMT-Free Municipal Bond Index. AAA-AA Corporates represent the Bank of America Merrill Lynch US Corporates, AA-AAA rated. A-BBB Corporates represent the Bank of America
Merrill Lynch US Corporates, BBB-A rated. Bloomberg Barclays data provided by Bloomberg. US long-term bonds, bills, inflation, and fixed income factor data © Stocks, Bonds, Bills, and Inflation (SBBI) Yearbook™, Ibbotson Associates, Chicago (annually
updated work by Roger G. Ibbotson and Rex A. Sinquefield). Citi fixed income indices copyright 2017 by Citigroup. The BofA Merrill Lynch Indices are used with permission; © 2017 Merrill Lynch, Pierce, Fenner & Smith Incorporated; all rights reserved.
Merrill Lynch, Pierce, Fenner & Smith Incorporated is a wholly owned subsidiary of Bank of America Corporation. The S&P data are provided by Standard & Poor’s Index Services Group.
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