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. PORTFOLIO STRATEGIES

The Four Asset Classes
With Great Long-Term
Performance

If you apply the lessons of the past 90 years,
it’s reasonable to expect favorable returns
from following simple strategies that combine
a few key asset classes.

BY PAUL MERRIMAN

It’s easy (and quite common) for investors to believe
they need complex portfolios to maximize their long-
term returns. After all, investment products are avail-
able in a dizzying array of varieties and combinations;
furthermore, there’s reliable data on multiple types of
investments.

I'mnotentirelyimmunemyself.Thavespenthundreds—
maybe even thousands—of hours studying, discussing,
presenting and writing about what I call the Ultimate
Buy and Hold Strategy, which consists of 10 equity asset
classes. This combination has produced very favorable
long-term results, and it makes up the bulk of my own
equity investments.

But here I want to present a much simpler investment
plan that has produced similarly good results over the
decades.

I think of this as the Four-Fund Combo Portfolio. It's
made up of index funds equally weighted in four U.S.
equity asset classes: large-cap blend stocks (represented
by the S&P 500 index), large-cap value stocks, small-cap
blend stocks and small-cap value stocks.

The Big Four

Large-cap blend stocks represent the cream of the crop
of U.S.-based companies. (The term “blend” indicates a
mixture of growth companies and value companies.) Many
are household names and, in many cases, they are blessed
with solid financials, good management, dominant posi-
tions in their industries and overall reputations for being
excellent.

These companies are ones you could “bring home to
mom” to brag about.
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Large-cap value stocks represent companies that also
may have familiar names and long histories. For a variety
of reasons, however, their stocks are viewed less favorably
by Wall Street. (Lake Wobegon aside, not all stocks can be
above average.)

Why own companies like these? Because relative to
their current earning power, you can get them at bargain
prices—something you don't find so often among large-
cap growth stocks.

Small-cap blend stocks represent small companies
with lots of room to grow bigger. Over the decades, small-
cap companies, when owned by the hundreds, have often
outperformed larger companies because of that growth
potential.

Small-cap value stocks combine the attributes of small
companies and those that are out of favor at the same time:
room to grow, at bargain prices.

That's all an oversimplification,
of course. But if you put these four
types of stocks together in equal
measure, you have a surprisingly
robust, wide footprint of the U.S.
stock market. Last spring when
the stock market suddenly blew
up, I argued that this combination
would make an excellent “come-
back portfolio.”

What I'm writing about here is not a cure-all for trou-
bles. When the markets implode, there’s no thoroughly
safe hiding place. But if you want to put history on your
side, you can do it without any complicated assets or alter-
native investments. No hocus-pocus or get-rich-quick
claims. You can start with just four low-cost index funds.

Simplicity itself.

If you put these

four types of stocks
together in equal
measure, you have a
surprisingly robust,
wide footprint of the
U.S. stock market.

The Building Blocks

The S&P 500 (large-cap blend) is the most common
proxy for the U.S. stock market. Lots of people think you
could start and end your portfolio right there—and for
some investors that may be enough.

But twice in just the past 20 years, the S&P 500 has
dealt out losses of over 50%: the technology tumble of
2000-2002 and the real estate collapse of 2007-2008. For
true peace of mind, you should have something more.
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Still, this broad market index has compounded at
nearly 10% since 1928—through world wars (hot and cold),
depressions, recessions and all manner of crises. (That
10% figure and all other compound returns cited here are
nominal; they do not account for the effects of investment
costs, taxes and inflation.)

The S&P 500 is a good workhorse, so to speak, and it
makes up 25% of the comeback portfolio.

» Building block #1: An index fund or exchange-

traded fund (ETF) representing the S&P 500

The S&P 500 is a solid start. But as we'll see, the other
three asset classes that I'm prescribing have outperformed
the S&P 500 over the past nine decades.

Value stocks (both large-cap and small-cap) have a
strong track record of outperforming growth stocks over
the long haul, though not in every single year or even every
decade.

» Building block #2: A large-cap value index fund,
which will tilt your equity portfolio toward value
stocks

The second half of the Four-Fund Combo Portfolio mir-
rors the first, but only concentrates on small-cap stocks.

» Building block #3: A small-cap blend index fund

» Building block #4: A small-cap value index fund

With equal weightings in those four asset classes, you
will be set up to capture a piece of the action, whether the
market leaders are small-cap stocks or large-cap ones, and
whether growth stocks or value stocks are outperforming
at any given time.

These four funds will keep your assets in U.S. stocks,
which many people find more comfortable than interna-
tional stocks. That matters, because the more comfortable
you are with your portfolio, the more likely you'll stick
with it—and reap its long-term rewards.

(Of course, the same thing could be said about a poorly
chosen portfolio that's comfortable. So, it's important to
understand the reasons behind your choices.)

The Evidence

Reliable data going back to 1928 gives us some numbers
to support my argument for diversifying beyond the S&P
500.

The S&P 500 had a compound return of 9.9% over the
92 years from 1928 through 2019. In that same period,
large-cap value stocks compounded at 11.1%, small-cap
blend stocks at 12.0% and small-cap value stocks at 13.2%.
When you put these four asset classes together in equal
measures with annual rebalancing, the return was 11.8%.

That is pretty strong evidence that this simple combi-
nation can provide—and actually did provide—superior
returns for very long-term investors.

At first glance, the numerical differences in annu-
alized returns—from 9.9% to 13.2%—may not seem
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TABLE 1
Asset Class Returns 1928-2019

Asset Class Nominal Return (%) $100 Grew to ($)
S&P 500 9.9 591,272
Large-Cap Value 111 1,605,807
Four-Fund Combination 11.8 2,861,843
Small-Cap Blend 12.0 3,373,324
Small-Cap Value 13.2 8,992,310

Source: Dimensional Fund Advisors. Results exclude adviser fees and fund
expenses. Compound rate of return shown.

overwhelming. But over very long periods, they are huge,
as you can see in the right-hand column of Table 1.

Although 92 years is far beyond a typical investment
horizon, it’s interesting to note that over the decades, the
four-fund combination produced 4.8 times as many dol-
lars as the S&P 500.

The data back to 1928 contains some more interesting
lessons for those who dig a bit deeper. You'll find these
numbers and more details in Table 2.

Looking at the best and worst returns of the Four-Fund
Combo for the last 92 one-year time periods, you see that
they span quite a range: From a loss of 51.8% in one year to
a gain of 96.2% in another.

But over 15-year periods, the four-fund combination
never had a cumulative loss. And over 40-year holding
periods, the worst compound rate of return for this com-
bination was 10.8%, essentially the same as the average
40-year return of the S&P 500 (11.0%).

All Value

The far-right column in Table 2 shows comparable
results for a two-fund “all-value” variation of this combi-
nation. This may be attractive to investors willing to take
on a somewhat higher level of risk in order to seek higher
returns.

If you compare the last two columns, you will see that
all value delivered higher returns and higher risks (stan-
dard deviation) across the board when compared with the
four-fund combination.

The Specific Funds

It's easy to put the Four-Fund Combo Portfolio together.
Table 3 shows the tickers for sample index funds and no-
commission ETFs available at Vanguard and Fidelity.

Part 2: 90 Years of Evidence, Decade by
Decade

The following discussion focuses on the nine decades
from 1930 through 2019. The period—starting with 1930
instead of 1928—is slightly different, as are the numbers.
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TABLE 2

Equity Returns for Various Periods 1928-2019

U.S. U.S. U.s. U.s Four-Fund Two-Fund
Large-Cap Large-Cap Small-Cap Small-Cap Combo Combho
Blend Value Blend Value S&P 500 (SCV, LCV, All Value

(LcB) (LEv)
One-Year Returns (92 Periods)

In 92 years, $100 grows to:

$602,019 $1,652,371

$3,302,600

(SCB) (SCV) (LCB) SCB, LCB) (SCV, LCV)

$8,843,907 $602,019 $2,793,954 $4,403,679

Rate of Return over 92 Years 9.9% 11.1% 12.0% 13.2% 9.9% 11.8% 12.3%
Best 1-Year Return 54.0% 92.5% 111.0% 125.2% 54.0% 96.2% 110.6%
Worst 1-Year Return (43.3%) (61.1%) (48.3%) (55.5%) (43.3%) (51.8%) (58.2%)
Std Dev Over 92 Years 19.8% 23.0% 28.5% 31.6% 19.8% 24.7% 26.7%

15-Year Returns (77 Periods)

Avg 15-Yr Growth of $100 $461 $618 $678 $901 $461 $662 $761
Avg 15-Yr Return 10.7% 12.9% 13.6% 15.8% 10.7% 13.4% 14.5%
Best 15-Yr Return 18.9% 21.7% 23.1% 26.3% 18.9% 22.1% 24.2%
Worst 15-Yr Return 0.6% (0.6%) 1.6% (1.9%) 0.6% 0.6% (0.9%)
Average 15-Yr Std Dev 18.2% 20.2% 26.2% 29.0% 18.2% 22.3% 24.0%
Lowest 15-Yr Std Dev 12.4% 12.9% 16.2% 18.9% 12.4% 14.9% 15.7%
Highest 15-Yr Std Dev 30.7% 38.6% 45.8% 52.1% 30.7% 40.8% 44.8%
40-Year Returns (52 Periods)

Avg 40-Year growth of $100 $6,418 $15,599 $17.405 $40,240 $6,418 $17.410 $26,374
Average 40-Year Return 11.0% 13.5% 13.8% 16.2% 11.0% 13.8% 15.0%
Best 40-Year Return 12.5% 15.6% 16.7% 19.0% 12.5% 15.9% 17.2%
Worst 40-Year Return 8.9% 8.8% 10.7% 11.6% 8.9% 10.8% 10.7%
Average 40-Year Std Dev 17.7% 19.4% 26.2% 28.2% 17.7% 21.7% 23.1%
Lowest 40-Year Std Dev 15.6% 16.3% 19.6% 21.9% 15.6% 17.4% 18.8%
Highest 40-Year Std Dev 23.2% 28.3% 34.8% 39.4% 23.2% 30.4% 33.3%

Source: Dimensional Fund Advisors. Results exclude adviser fees and fund expenses. Compound rate of return shown.

But the lessons are the same.

Let’s start with a decade-by-decade comparison of the
S&P 500 versus the four-fund combination.

Setting aside the 1930s, the four-fund combination
had a positive return in every decade—and with only one
exception those gains were in double digits. The S&P 500
had only one losing decade, with double-digit gains in
four, as seen in Table 4.

In five of the eight post-1940 decades, the combina-
tion outperformed the S&P 500, as it did over the entire
90-year period.

Comparing Against Other Assets

We're now in the dig-into-the-details part of this article,
so let’'s compare the asset classes we have discussed plus
returns of long-term government bonds and one-month
Treasury bills. Calendar decades were used for this analysis
to compare the returns of the four categories of stocks, the
two categories of stocks and the four-fund combination.

The four-fund combination was never in first place dur-
ing any single decade, although it managed to capture sec-
ond in three of the nine decades. With that said, investors

nearly always did better than average with the four-fund
combination. And (with the glaring exception of the
1930s), they nearly always did well with small-cap value
stocks. Even when small-cap value was below average in
the period of 2010-2019, it returned 11.0%.

Something else that jumps out at me when I look at
the data: U.S. small-cap value
stocks were in first place in five
of these nine decades—as well
as for the entire period.

It's obvious that when you

It’s obvious that when
you look one decade at a
time, there was no way

look one decade at a time, there tc‘;ali. fgcut/g:z? g:cisle;” d
was no way to predict which which would lag.

asset classes would excel and
which would lag.

Even more difficult, by far, is trying to predict the mar-
kets one year at a time, as you can see in so-called “peri-
odic tables of investment returns,” such as one published
by the Callan Institute (www.callan.com/wp-content/
uploads/2020/01/Classic-Periodic-Table.pdf).

I call this to your attention in order to show just how
variable the results can be from one year to the next. Yes,
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trends exist. But if you think one =~ TABLE3

» It wasn't necessary to hire a

year'sresults are predictable based
on the previous year's returns, this
table should set you straight.

Mutual Funds and ETFs for the
Four Asset Classes

manager to beat the market or to
find analysts who could discover
“hidden bargains.”

Vanguard

Asset Cass Mutual Funds
Returns, 20 Years at a Time S&P 500 VFIAX
Longer-term returns are much  Large Value  VVIAX
more reliable—and it turns out  SmallBlend VSMAX
also more consistent—than Small Value  VSIAX

Muftllgfllgiuynds ETEs » Results like this were avail-
EXAIX VTl able (at least during the last
FLCOX RPV half century) in low-cost index
FSSNX [JR funds; active management wasn't
FISVX SLYV  needed.

shorter-term ones. Our nine
decades of data give us the oppor-

tunity to look at asset class returns
TABLE 4

Source: The Merriman Financial Education Foundation.

» Although the market had
plenty of major ups and downs,
there was no need to time them.
Staying the course led to desirable

20 years at a time.

Specifically, we looked at four
distinct periods: 1940-1959, 1960-
1979, 1980-1999 and 2000-2019.

S&P 500 Versus Four-Fund
Combination by Decade

long-term results.

In every case, performance of the Period S&(E/os)un
four-fund combination was above  1930-1939 (0.1)
average and higher than thatofthe ~ 1940-1949 9.2
S&P 500. In every case, small-cap 1950-1959 194
value stocks ranked either #1 or  1960-1969 7.8
#2. (And perhaps encouraging to ~ 1970-1979 5.9
investors of all persuasions, every ~ 1980-1989 17.5
single return was positive.) 1990-1999 18.2
2000-2019 (0.9)
; 2010-2019 13.6
Returns, 30 Years at a Time 1930-2019 98

Most investors, whether they

realize it or not, can look forward
to 30 or more years of investment
results. (This includes many peo-
ple, perhaps the majority, who retire at age 65.)

Having nine decades of results allowed us to analyze
the data in three distinct 30-year periods. When I look at
the returns from this perspective, I see four clear patterns
that confirm what the academics say should be expected
over long periods:

» Stocks overwhelmingly outperformed bonds.

» The S&P 500 lagged other equity asset classes (this

happened in two of the three periods).

» Small-cap stocks outperformed large-cap stocks.

» Value stocks outperformed “blend” asset classes that

included growth stocks.

In addition, as we also saw when we looked at returns
two decades at a time, the four-fund combination was
rock-solid in the rankings as a way investors could have
achieved double-digit long-term returns without having
to guess or predict which of these major U.S. asset classes
would excel and which would lag.

I think these 30-year periods contain four other very
important lessons for long-term investors:

» Reliable double-digit returns were plentiful without

any need to choose individual stocks or sectors.
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Source: Dimensional Fund Advisors. Results exclude advis-
er fees and fund expenses. Compound rate of return shown.

Four-Fund(gc;mbination Conclusion
(0.8) At the outset I said many
14.3 investors seem to think they need
19.4 complex portfolios to get good
11.3 long-term returns. But more than
10.6 90 years of data tells us that just
19.0 isn't so.

17.0 My rules for equity investing
6.0 are simple and based on the past.
12.2 » Own stocks by the thousands

1.9 through index funds.
» Own multiple asset classes and
rebalance yearly.

» Make sure you include small-
cap stocks and value stocks in your portfolio.

» Don't worry too much about the short-term swings
of the market—that’s why you should also own bond
funds.

» Establish a good long-term plan, then leave it alone
to do its thing.

If 90 years of history is any guide, it reflects the com-
parative returns of various assets classes going forward.
If you apply its lessons, it's reasonable to expect favorable
returns from following strategies such as the Four-Fund
Combo Portfolio. m
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