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Redefining What Is, and Is Not, Investment Advice. 

Since the inception of the Booth Advisory Group, we have been at the forefront of a 
revolution in which “investment advice” is being redefined.  By this we mean that our 
clients are educated to ignore the “noise” and instead focus on proven investment 
principles that stand the test of time. 

What Is NOT Investment Advice  What Is Investment Advice 
• Media noise and Wall Street 

prognostications 
• The hot stock tip, the hot sector, the hot 

mutual fund 
• Anyone professing to possess a crystal ball 
• Selling of an investment product 
• Excessive turnover 
• High concentrations in a stock or sector 
• Uncompensated risk 

 • Strategic asset allocation based upon 
individual goals, objectives and time frames 

• A written investment plan 
• Designing portfolios for tax efficiency 
• Diversifying by using uncorrelated asset 

classes 
• Rebalancing the portfolio  
• Focusing on proven theories, not hunches 
• Concentrating on compensated risk 

Portfolios Based Upon Nobel Prize–Winning Academic Research. 

We encourage our clients to ignore the persistent drone of the media and Wall Street 
prognosticators, who tend to focus on the hot stock, mutual fund or sector.  Too often a 
stock, sector or fund is recommended only after it has done well.  Chasing returns rarely, 
if ever, leads to good long-term investment results. 

Instead, we apply leading academic research to systematically remove the sources of 
uncompensated (i.e., unnecessary) risks in our clients’ investment portfolios.  We then 
focus on capturing “risk premiums” wherever they are located in the world – when these 
risk premiums offer the expectation of higher long-term returns or reduce portfolio 
volatility.  As a result, our clients’ investment portfolios are built not on sales and 
marketing hype, but rather on careful research and close attention to proven principles.  
These principles include asset class and individual security diversification; a careful 
consideration of risk factor allocations; and carefully selected strategies designed to keep 
taxes, fees and costs far below those encountered by most individual investors today.  
This is an approach derived from the academic research of leading financial economists 
who populate universities worldwide, including Nobel Prize winners and those likely to 
win the Nobel Prize in the future. 

Copyright © 2008 by Booth Advisory Group.  All Rights Reserved. 
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The Hype of Attempting to “Beat the Market.” 

Our approach is quite different from that of most other firms.  We see the capital markets 
as our allies, not as our adversaries.  And while many firms obsess over trying to “beat 
the market,” they generally fail to deliver. 

This chart plots the performance of more than 350 U.S. large-cap mutual funds that 
existed during the 15-year period between 1992 and 2006.  A majority of the funds 
(roughly two-thirds) underperformed both the Standard & Poor’s 500 Index (an 
unmanaged index consisting of 500 large U.S. stocks) and the CRSP 1-10 Index (an 
unmanaged index representative of the entire publicly traded U.S. stock market, 
developed by the Center for Research in Security Prices at University of Chicago 
Graduate School of Business). 

As seen in the chart below, only about one-third of the large-cap fund universe delivered 
market-beating returns.  That is much less than one would expect if only chance was 
involved!  And — if one looks at the Morningstar Fund Average — these returns are far 
below those of the indices.  
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December 31, 2006. 
The S&P data are provided by Standard & Poor’s Index Services Group. CRSP data provided by the Center for Research in Security Prices, University of 
Chicago. 
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Stock Selection and Market Timing Fail in Other Stock Asset Classes. 

Research demonstrates not only that large-cap U.S. mutual funds (which invest in the 
largest companies) fail, on average, to beat the benchmark index returns, but that other 
portfolio managers also fail, on average, to beat their respective indices over long periods 
of time. 

Over various time 
periods and asset 
classes, benchmark 
indices continue to 
exceed a majority of 
active fund managers.  
According to Standard 
& Poor’s first quarter 
2007 SPIVA 
Scorecard, over the 
past three years and 
five years the indices 
have, on average, 
beaten all mutual 
funds in a broad array 
of asset classes: 
 
 
 

Index 

 

Comparable Funds 

 Percentage 
of Funds 
Outperformed 
by Index 
Over 3 Years 

 Percentage 
of Funds 
Outperformed 
by Index 
Over 5 Years 

S&P 500 Index   U.S. large-cap  65.70  72.20 
S&P Mid-Cap 400  U.S. mid-cap  68.60  77.40 
S&P Small-Cap 600  U.S. small-cap  80.20  77.70 
International S&P/ Citigroup 
PMI World Ex U.S. 

 
International large-cap 

 
75.60 

 
81.69 

Int’l Small Company S&P/ 
Citigroup EMI World Ex U.S. 

 
International small-cap 

 
65.12 

 
71.88 

Emerging Markets S&P/ 
IFCI Composite Index 

 
Emerging markets 

 
80.30 

 
85.33 

 
 

Data provided by Standard & Poor’s.  Indices are not available for direct investment.  Their performance does not reflect the performance of an 
actual portfolio.  Past performance is not a guarantee of future returns.  Values change frequently and past performance may not be repeated.  
As with any investment, there is always the risk that an investor will lose money. 

Most individual investors would be better off just owning the asset class directly and not 
risking their performance with an active manager.  There is a strong probability that, in 
hiring a portfolio manager to try to outperform the market, you will not receive the 
market return associated with that asset class. 

The Standard & Poor’s Index Versus Active (SPIVA) methodology is 
designed to provide an accurate and objective apples-to-apples 
comparison of funds’ performance versus that of their appropriate style 
indices, correcting for factors that have skewed results in previous index-
versus-active analyses in the industry. SPIVA scorecards show both asset-
weighted and equal-weighted averages, include survivorship bias 
correction to account for funds that may have merged or been liquidated 
during the period under study, and also show style consistency for each 
style group across different time horizons. 
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What Is Important?  Risk Factors Explain Investment Returns. 

We believe that competition quickly drives individual stock prices to “fair value.”  
Persistent differences in average portfolio returns are explained by differences in the 
various risks assumed by investment portfolio managers.  Most differences in portfolio 
returns are not the result of stock selection, managerial skill or market-timing 
techniques, as many product salespeople would have you believe. 

Moreover, many risks of the capital markets are not adequately compensated.  For 
example, excessive trading and high concentrations in a particular stock or sector are 
“unsystematic risks” (also known as “uncompensated risks”).  These types of risks 
should be avoided by investors, as the capital markets do not generally reward investors 
for such risk-taking activities.  

We believe it is foolish to try to take advantage of the ways in which markets may be 
mistaken in the pricing of securities.   Instead, we 
utilize academic research to take advantage of the 
ways in which the capital markets are correct — 
i.e., the ways they compensate investors for certain 
risk factors revealed and confirmed by research 
from leading financial economists. 

Investors are compensated over the long term for 
the amount of risk they are taking, provided it is 
the right type of risk.  By focusing on compensating 
risk factors, we can carefully utilize the natural 
forces found in the capital markets to design 
investment portfolios that better meet our clients’ 
objectives.  In short, our portfolio construction methodology and investment product due 
diligence translate into a much more rational portfolio for our clients.  Applying Nobel 
Prize–winning and other academic research, we give our carefully constructed investment 
portfolios a far higher probability of success in aiding our clients to meet their lifetime 
financial goals. 

Applying Nobel Prize–winning 
and other academic research, 

we give our carefully 
constructed investment 
portfolios a far higher 

probability of success in 
aiding our clients to meet 

their lifetime financial goals. 
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Asset Classes — Growth, Value, Core, Large-Cap, Mid-Cap, Small-Cap. 

In our discussions with our clients, we often speak at length about the higher historical 
returns associated with certain asset classes, specifically smaller companies and value 
companies — both in the United States and globally.  To understand this phenomenon, 
let’s first define what we mean by these asset classes and style classifications. 

Style 

Growth companies are generally companies with superior earnings.  They typically are 
growing at a faster rate than other companies are, and hence the stocks in such 
companies are rewarded with a valuation premium.  In contrast, value companies 
generally possess earnings growth that is slower than that of other companies, and the 
price of the stock of value companies reflects a discount in the capital markets. 

We can group “growth stocks” into a basket, such as by combining stocks into a portfolio 
that possesses higher price-earnings, price-to-book or price-to-cash flow ratios.  
Likewise, we can group “value stocks” by encompassing stocks with lower valuation 
ratios.  Stocks found in the middle — in between “growth” and “value” — are sometimes 
referred to as neutral holdings, in terms of style. 

Market Capitalization 

Large-cap stocks can be grouped together as well.  Generally, large-cap U.S. stocks are 
those companies that possess a total net market capitalization (i.e., the price of the stock 
times all outstanding shares) of $10 billion or greater.  
By contrast, small-cap stocks in the United States 
are those companies that possess a total net market 
capitalization ranging from a low of $20 million to as 
high as $1.5 billion.  Mid-cap stocks generally include 
companies that possess market capitalizations ranging 
from about $1.5 billion to $10 billion. 

By combining these characteristics, we can create nine 
“asset classes.”  You may recognize this as the familiar 
“style box” often seen in various summaries of stock 
mutual fund holdings. 

Large-Cap 
Value 
Stocks 

Large-Cap 
Neutral 
Stocks 

Large-Cap 
Growth 
Stocks 

Mid-Cap 
Value 
Stocks 

Mid-Cap 
Neutral 
Stocks 

Mid-Cap 
Growth 
Stocks 

Small-Cap 
Value 
Stocks 

Small-Cap 
Neutral 
Stocks 

Small-Cap 
Growth 
Stocks 
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Risk Factors:  Value and Small-Cap Stocks.   

Now – let’s create baskets.  Into one basket we will put stock from all the “large-cap 
growth” U.S. companies — about 250 altogether.  Into the other we’ll place stock from all 
the “small-cap value” companies — which may number about 1,700.  (There are many 
more smaller companies than larger ones.) 

After creating these baskets, let’s examine their historical returns over a very long period 
of time — January 1927 through December 2006.  Over this 80-year time period, the 
“large-cap growth” basket of exceptional large-cap growth companies possessed an 
average annual return of 9.33 percent.  By contrast, the “small-cap value” basket of risky 
small-cap value companies possessed an average annual return significantly higher — 
14.51 percent.  (For sources of data, please refer to chart below.) 

We can create other baskets and compare them.  And we can create such baskets with 
U.S. stocks, and then with stocks in other countries.  The results are shown below. 

Size and Value Effects Are Strong around the World
Annual Index Data

In US dollars. Developed markets value and growth index data provided by Fama/French, ex utilities. The S&P data are provided by Standard & Poor’s Index Services Group. CRSP 
data provided by the Center for Research in Security Prices, University of Chicago. International Small Index data: 1970-June 1981, 50% UK small cap stocks provided by the 
London Business School and 50% Japan small cap stocks provided by Nomura Securities; July 1981-present, compiled by Dimensional from StyleResearch securities data; includes 
securities of MSCI EAFE Index countries, market-capitalization weighted, each country capped at 50%; rebalanced semiannually. MSCI data copyright MSCI 2007, all rights 
reserved; see MSCI disclosure page for additional information. Emerging markets index data compiled by Fama/French from countries in the IFC Investable Universe; indices are 
free-float weighted both within each country and across all countries. Standard deviation is a statistical measure of risk. Generally speaking, the higher the standard deviation, the 
greater the risk. 
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This graph demonstrates the higher returns attained by small-cap stocks and value 
stocks (as defined by a higher book-to-market ratio) in the U.S., non-U.S. developed and 
emerging markets.  (Note that the international and emerging markets data are for a 
shorter time frame.) 
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Small-cap stocks are considered riskier (on an individual basis) than large-cap stocks, 
and value stocks are deemed riskier (on an individual basis) than growth stocks.  The 
higher returns of the “baskets” of these stocks — i.e., the “asset class” into which the 
stock may fall from time to time — reflects additional compensation to the investor for 
bearing these higher risks.  We refer to this compensating risk as a risk premium. 

Why does a risk premium exist for both value stocks and small-company stocks?  In 
short, it is because the capital markets work.  Rational investors would not take on the 
additional risk unless they were compensated for doing so.  The fact that there are many 
more smaller companies than larger ones helps to create the diversity that reduces the 
speculative risk associated with owning a handful of these companies.  By owning the 
entire category, we can capture the risk/reward attributes of the entire asset class. 

These risk premiums are persistent over long periods of time.  However, there can be 
periods of time (often lasting years) during which growth stocks and large-company 
stocks outperform value stocks and small-cap stocks, respectively.  Hence, proper use of 
these risk premiums is determined in large part by an investor’s time horizon. 

Using Risk Premiums:  The Other Keys to Proper Portfolio Construction. 

An investor’s portfolio can be “tilted” away from the large growth stocks that dominate 
many of the popular indices, and toward small-cap and value stocks.  This may enable 
the investor to generate higher returns for the equity portion (i.e., stocks, stock mutual 
funds) of the investor’s portfolio.  In essence, by embracing risks that the capital markets 
compensate investors for taking, and by avoiding uncompensated risks, an investor can 
seek to outperform the broader market over long periods of time.  Using this technique, 
the individual investor has a much greater probability of long-term outperformance than 
do those mutual fund managers who spend endless hours in search of individual stocks 
or asset classes that they believe the market may be mispricing. 

Further Exploring the Value and Small-Cap Effects:  “Migration.” 

At this point we would like to introduce a concept that is rarely discussed in the media – 
migration.  When we look deeper into the reasons behind the risk premiums discussed 
above, we uncover a compelling rationale behind the continued future existence of the 
value effect and small-cap effects. 

Consider small-cap stocks growing to the point of being considered mid-cap stocks or 
large-cap stocks.  Contemplate a rise in a stock’s price that can transform a value stock 
into a core or a growth stock.  This is called migration — the movement of stocks from 
one asset class to another.  Academic research has revealed that the positive migration of 
stocks that change their style or size characteristics contributes the most to the excess 
return of small-cap stocks and value stocks.  This has huge implications! 
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Professors Eugene F. Fama, Sr., of the University of Chicago Graduate School of 
Business and Kenneth R. French of Dartmouth’s Tuck School of Business found that 
migration contributes substantially to the size and value premiums.  In their 2007 white 
paper, “The Anatomy of Value and Growth Stock Returns,” Professors Fama and French 
revealed that the size premium is almost entirely generated by the small-cap stocks that 
earn extreme positive returns and thus become large-cap stocks.  They also discerned 
that the value premium comes from two sources: 1) value stocks that improve in their 
type either because these companies are acquired by other companies or because they 
improve, earn high returns, and migrate to a neutral or growth classification; and 2) the 
slightly higher returns on value stocks that do not migrate compared with the returns on 
growth stocks that do not migrate. 

The following chart depicts the contributions to the excess returns of the migrating 
stocks.  In this example, stocks are allocated to each of these asset classes at the 
beginning of each year.  Each box depicts the additional return that these migrating 
stocks generate during that year. 

Average Annual Excess Returns for Migrating Stocks, 1926-June 2006 

Large-Cap 
Growth 

Large-Cap 
Neutral 

Large-Cap 
Value 

Small-Cap 
Growth 

Small-Cap 
Neutral 

Small-Cap 
Value 

-0.90% 1.20% 4.80% 2.20% 5.60% 9.20% 
 

Source:  Professors Eugene F. Fama, Sr., and Kenneth R. French. 
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Migration Paths for Stocks 

Large-Cap Growth Large-Cap Neutral Large-Cap Value 

Small-Cap Growth Small-Cap Neutral Small-Cap Value 
 

 

 

Similarly, we can have negative migration where, due to negative performance, stocks 
deteriorate in size or shift from a growth to a neutral or a value classification.  In fact, 
Professors Fama and French found that the relative downward shift of growth companies 
deteriorating in price versus value companies improving plays an important role in the 
higher average returns of value stocks and points to a rather simple economic story. 


