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“It’s far better to buy a wonderful company at a fair price, than a fair company at a wonderful price.” – Warren Buffett 

Wall of worry 

For investors, there is a lot to be concerned about currently, and that may bode well for stocks over the intermediate 

term. 

As ironic as that sounds, stocks often do climb a “wall of worry” as they have thus far in 2019. Asset class returns 

through September 30 are shown below. The list of concerns includes: 

• The U.S.-China trade war that is showing signs of slowing economic progress globally. U.S. trade policy has 

become increasingly unpredictable. Persistent uncertainty from protectionist policies is denting corporate 

confidence and slowing business spending.  

• U.S. factory activity contracted for two consecutive months and now sits at the lowest levels in over a decade. 

• Ugly politics has gotten uglier as Democrats have reopened impeachment considerations against President 

Trump, accusing him of abusing his office by encouraging Ukraine’s president to investigate Joe Biden and his 

son.  

• As the election season heats up, a number of candidates on the Democratic side are said to have socialist 

leanings that would be very negative for the economy (although many described Barack Obama as a Socialist). 

• Geopolitical volatility is on the rise, including attacks on Saudi oil infrastructure, political complexity in Great 

Britain’s split from the EU (Brexit) with uncertain macroeconomic consequences, and violence against 

democratic protestors in Taiwan by Chinese authorities. 

Although companies are building up 

inventories in expectations of tariffs and 

cutting investing spending, consumers 

globally remain resilient, especially in 

the U.S., where roughly two-thirds of 

the economy is consumer-driven.  

Robust consumption makes it likely that 

economic expansion will be sustained, 

according to Blackrock. The European 

Central Bank cut interest rates in September and announced it is restarting its asset purchase program, while the Federal 

Reserve cut rates for the second time this year. We believe easing measures by central banks globally will help combat 

slowing growth. While we expect some continued volatility in stocks, the resilient U.S. economy coupled with low 

interest rates leads us to believe that downside volatility will be met with buying, and the climb up the wall of worry 

could continue. 
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After strong calendar year returns though September 30th, stocks got off to a shaky October start, until last Friday, that 

is. Markets soared after the U.S. and China announced a trade deal, or at least a preliminary deal. The announcement 

was short on specifics and could be as fragile as the next Presidential tweet. We know at this point China is going to buy 

more soy beans and other agricultural products, and the U.S. is going to hold off on some tariffs for now. That all sounds 

pretty familiar, but at least it is something. We hope it will lead to more meaningful progress in the near future, but are 

not holding our breath. Through October 16, the negative returns in stocks starting the month have been erased due to 

this news. 

Mutual fund tax problems 

We have been pretty clear 

over the years in our 

preference to Exchange 

Traded Funds (ETFs) over 

mutual funds for gaining 

exposure to certain asset 

classes or factors. If you own 

mutual funds in a taxable 

account, you could be in for 

an ugly surprise this year as 

investors in equity mutual 

funds have been net sellers of 

shares over the past few 

months.  According to 

Morningstar and Blackrock, 

18% of the asset value of the 

average equity mutual fund is 

potential capital gains. This figure rises to 31% for the largest 100 of those funds. Taxes on these gains get passed 

through to investors if they become realized.  

As a pooled investment vehicle, when investors redeem their shares, the portfolio manager must sell stocks to meet 

these redemption requests. Since ETFs are traded like stocks, investors establish their own cost basis in shares. ETFs are 

pass through vehicles, but they do not suffer from the potential mass redemptions and similar uncontrollable tax liability 

that mutual funds have. 

Buy an index fund? 

Passively managed index funds have become extremely popular over the last 10 years and have experienced massive 

inflows of capital over that same time frame. By some estimates, passive ETFs and index mutual funds control at least 

half of the U.S. stock market. Index funds have lower management fees than actively managed funds and have 

experienced better returns more recently. Even legendary stock picker Warren Buffett has often recommended that the 

average investor should simply buy an S&P 500 index fund, which is completely contrary to what he does himself. While 

we have gravitated more toward ETFs designed to target “factors” or fundamental divers of returns across asset classes, 

we still have plenty of ETFs in our portfolios that are passively managed. 

http://www.scadvisors.net/
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Another prominent investor and hedge fund manager has recently expressed concern over the massive inflows into 

passive investment vehicles and thinks they may be artificially inflating markets. Michael Burry predicted the mortgage 

crisis and successfully bet against the subprime mortgage market using derivatives. He was featured in the movie “The 

Big Short” which is based on the book by Michael Lewis. Burry is concerned that passive investing has removed price 

discovery from the equity markets that requires security level analysis. Money that flows into an index buys every stock 

in the index regardless of its price or valuation. The more people crowd into index funds the more valuations get 

distorted. He says the exit door is the same size through which investors came in, and it could cause a painful downdraft 

if they all try to get out at once.  

Morningstar is a research firm that engages in price discovery by formulating estimates and confidence intervals in the 

fair value of stocks based on discounted cash flow methodology. We took a look inside of the S&P 500 index and found 

that a full 227 of the 500 stocks are trading at a price- to fair-value ratio of 1.0 or greater. Thus, according to 

Morningstar, more than 45% of the 500 companies are fairly- to over-valued.  

We also took a similar look at the S&P 500 low volatility factor ETF. “Low Vol” factor ETFs have been delivering excellent 

risk-adjusted performance with lower downside capture in down markets. We wonder if it is investor interest and, thus, 

cash flows that are driving this performance. Of the 100 companies in this ETF, 68 were trading at a price- to fair-value 

ratio of 1.0 or higher. Only 19 traded at a discount to fair value while 13 were not covered by the Morningstar research 

staff. We think there are some valid concerns regarding price discovery during this indexing trend. 

Low volatility does matter 

Despite the concerns about price discovery and valuations inside index ETFs and funds, a study by Morningstar and 

Blackrock show that low volatility over the long run makes a difference. Since 1926, a portfolio that captured only 89% 

of all the S&P 500 bull and bear markets since 1926 would have grown to nearly $10 million dollars by September 30, 

2019, beating the S&P 500’s growth by around $1.3 million. 

Focus on core equity 

Returns of the financial 

crisis have now rolled out 

of 10-year performance 

tables, as per the 

Blackrock Comparison 

Report of September 

2019. Comparing U.S. 

asset classes to 

international, the 10-year 

performance figures of 

U.S asset classes are all in 

low to mid double digits. 

Returns of developed and 

emerging markets are 

half that or less. The 10-

http://www.scadvisors.net/
http://www.scadvisors.net/newsletters/Benchmark_Comparison_Report.Sept.19.pdf
http://www.scadvisors.net/newsletters/Benchmark_Comparison_Report.Sept.19.pdf
http://www.scadvisors.net/newsletters/Benchmark_Comparison_Report.Sept.19.pdf
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year average return for the S&P 500 through September 30, 2019, is 13.24%. Its return from inception is 10.65%, or a full 

260 basis points per annum lower. Going forward, we think that returns of U.S. equity asset classes will have to 

moderate. When that occurs, international asset classes outperform U.S. asset classes most of the time. While we are in 

an environment that favors U.S. stocks due to better economic conditions, we will look for opportunities to increase 

international asset classes and ADRs. 

 

Going forward, most expectations favor a weaker corporate earnings environment. And, given the stretched valuations 

of many broad companies within market cap-weighted indexes, we think the current environment favors our core equity 

strategy of investing in companies with competitive barriers that trade at reasonable prices. We will likely increase the 

individual stock component within our equity portfolios as opportunities arise. The above chart shows the updated 

performance history of the Morningstar Wide Moat Focus Index versus the S&P 500 index through September 30, 2019. 

While we certainly cannot guarantee future performance, high returns on invested capital due to competitive barriers 

and valuation based on price-to-enterprise value have been two powerful factors historically. We also think it is a good 

time to review your household broader asset allocation in context with your long-term objectives. 

Please let us know if you have any questions. 

—Dana L. Crosby, CFA, CFP®, Rick Stein, & Scott Wilson 
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