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THE INTELLIGENT INVESTOR

There's Lots of Places Like Home
Good afternoon.

Home bias, the tendency for investors to stick to whatever is
familiar, can distort portfolios several ways.

It can lead us to keep too much money in the country where we live, the
company where we work and the industry it is in.

People invest more in companies headquartered near their homes.

Even professional fund managers put more money in the stocks of
companies located nearby. They also favor companies based in the states
where the managers grew up.

Venture-capital firms, too, invest more within their own state.

Financial advisers who spend their days telling clients to diversify keep far
too much of their own retirement assets in the company where they work.

Right around the time the Japanese stock market peaked in late 1989,
individual investors in Japan kept about 98% of their portfolios in domestic
stocks.

U.S. investors are much more globally minded than they used to be, but it's
been a long time since that has paid off.

Over the past 15 years, the S&P 500 has returned 10.4% compounded
annually; the MSCI EAFE index of developed international markets has
grown at 4.1%.
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That's gone on so long, the U.S. has come to feel like the only place worth
investing.

But other markets have outshone the U.S. in the past, as the latest
installment of J.P. Morgan Asset Management's Guide to the Markets
shows:

Non-U.S. stocks in purple; U.S. stocks in gray.  Source: J.P. Morgan Asset Management.

Over the full sweep of the past half-century, the U.S. still outperforms, but
by far less, about two percentage points annually. 

Today, the U.S. dominates global markets as no other nation has in the
modern era:

Credit Suisse Global Investment Returns Yearbook 2021
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Will that last indefinitely? I suppose it could, but I doubt it. 

I still think international stocks, despite their decades of underperformance,
are a hedge against the risk that the U.S. won't always be the world's
dominant market.

What do you think?

 

I'm telling you, kid, it's a big world out there.
Felix Vallotton, "The Red Room, Etretat" (1899), Art Institute of Chicago

 

The WSJ Wayback Machine
Speaking of home bias, I can't wait to listen to every episode of the new WSJ
podcast series, Bad Bets, whose first season commemorates the 20th
anniversary of the implosion of Enron Corp.
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https://www.wsj.com/podcasts/bad-bets

It's hosted by John Emshwiller and Rebecca Smith, who were covering
Enron in 2001.

Here's their story from 20 years ago this month:

The Wall Street Journal, Oct. 17, 2001, p. C1.
 

To me, a few things about Enron remain remarkable two decades later.

First, corporate fraud can occur in broad daylight.
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At its peak in 2000, Enron had $100 billion in revenue and a total stock-
market value of $70 billion. It was one of the most widely owned companies
in the U.S.

What's more, Enron's proxy statement, a public document anyone could
have read at the time, didn't hide the conflicts of interest between the
company and its chief financial officer, Andrew Fastow, that were at the
heart of the fraud:

from Enron's 2001 proxy statement, SEC.gov

As the head of LJM2, Mr. Fastow would naturally seek to buy assets for the
partnership at the lowest possible price. As Enron's CFO, he had an
obligation to sell assets at the highest possible price. LJM2 was both buying
assets from and selling assets to Enron.

Dazzled by Enron's past growth, analysts and fund managers never seem to
have asked the questions that seem howlingly obvious in hindsight:

How could Mr. Fastow possibly negotiate a fair price for Enron when
he was sitting on both sides of the table at once?
Why did Enron permit him to take a personal stake in LJM2's potential
profits, which could only come at Enron's expense?

The sunlight of disclosure does no good if no one ever looks at what the
disclosures say. And the size and stature of a company, no matter how great,
are no guarantee that it will do the right thing.

Second, even many top insiders had no idea how severe Enron's
misconduct was. Ten years ago I interviewed a former Enron executive who
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was among the company's top global managers. He had no inkling it was in
trouble until:

The Wall Street Journal, Dec. 5, 2011.

Third, working at a company can give you a dangerous illusion of inside
knowledge.

The history of corporate malfeasance is consistent over the centuries: A few
people at the top do bad things and hide them from everyone but a tiny
group of confidants. You can work at a company -- even be a senior
executive -- and remain as deeply in the dark as any outsider.

As the same executive told me:

The Wall Street Journal, Dec. 5, 2011.

Not long after Enron collapsed, I was speaking to a group on individual
investors about 401(k) investing and told them that they should never put
too much in their own company's stock, because it could turn out to be the
next Enron. Instead, they should diversify.

A man in the back of the room stood up and started screaming at me.

"You're telling us to diversify?" he hollered. "I want to avoid the next Enron!
If we diversify, that guarantees we'll own the next Enron!"
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After I calmed him down a little, he explained that he worked for the
greatest company in America, he knew everything about it, he had nearly all
his retirement money in it and he would never diversify -- because he never
wanted an imploding company in his portfolio.

Where, you ask, did he work?

Source: FactSet.

That's right, General Electric!

The left arrow is right around the time of that investor's outburst. The right
arrow shows GE's stock hitting bottom seven years later, more than 80%
below where it was when he proclaimed that he knew everything about it
and that it couldn't possibly go down.

Two decades later, it's still almost two-thirds below where it was the day he
got so angry.

As I told David Brancaccio on a recent episode of NPR's Marketplace, 

I don’t know whatever happened to that fellow. I hope at some point he
diversified before it was too late. But what a terrible way to learn an
important lesson.

 

Think About It
The funniest, shortest and wisest thing I heard this week was from the
comedian Kyle Kinane:
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"I don’t understand why the people that play the lottery aren’t
more afraid of lightning."

(h/t Dan Bergstresser)

 

Some Insights You Shouldn't Miss

Claude Raguet Hirst, "Still Life with Bowl" (1922), Museum of Art and Archaeology, University
of Missouri

Here are some of the best things I found over the past week outside The
Wall Street Journal:

Your portfolio doesn't have to be perfect to be good, says blogger Adam
Grossman
2021 just broke the record for most ETF launches, says ETF.com
When your money grows, you can shrink, warns blogger Ben Carlson
Day traders are seeking help from addiction counselors, says the
Financial Times
Index funds could come to venture capital, says blogger Tom Tunguz
Why is there suddenly a shortage of almost everything? asks the Atlantic
How the World Bank manipulated data (CGD blog)
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Here are some of the best things I found recently in The Wall Street
Journal:

SEC head Gary Gensler tells Paul Kiernan and Dave Michaels he's
targeting Wall Street's fees
How high are tax rates on the rich? Depends whom you ask, say Rich
Rubin and Rachel Ensign
Young people are banding together to buy houses, Alex Janin shows
China's crackdown on companies has just begun, reports Lingling Wei
China Evergrande has been unraveling for years, explain Brian Spegele,
Julie Steinberg and Elaine Yu 
The real-life Mafia is as messy as The Sopranos, Jim Fanelli finds
Our reviewer likes a new book on Harry Guggenheim, who funded the
birth of aviation

 

Question of the Week
Do you think it's a good idea to limit how much you invest in
your own company, industry or home region?

To share your thoughts, just hit reply to this email. Answers may be lightly
edited for space or clarity. Please include your name and city, thanks!

 

Last Week's Question
In our Sept. 28 newsletter, after my Sept. 24 column, "What the 'Smart
Money' Knows About China's Evergrande Crisis," I asked:

Do you think China will outperform other stock markets? Why
or why not?

Super bullish: policy easing, a litany of bad news now more or less fully
absorbed, underweight foreign investors and massively discounted
valuations in tech, energy and financials.
—Jonathan F.K. Neill, London

Will not. Common prosperity suggests that minority shareholders will
have part of their future returns redirected towards “the cause” whether
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Mary Cassatt, "The Letter"
(ca. 1890), Art Institute of
Chicago

Have a question you'd like me to answer?

Want to weigh in on what you just read? Got a
tip on something that I or my colleagues should
investigate? Itching to tell me I'm wrong about
something?

Just reply to this email and I'll see your note.
Don't forget to include your name and city.

 

 

they like it or not. Cashflows need to be adjusted accordingly, and
valuations need to de-rate to reflect this new reality.
—Kenneth Yap, Singapore

Fool me once, shame on you, fool me twice, shame on me :)
—Amir Zaki, Montreal

As the late Nobel Laureate Merton Miller correctly pointed out:
"Diversification is your buddy." If China outperforms in the future then [a
globally diversified investor] will have a piece of that performance. And, if
not, then you'll not be harmed in any significant way.
—Frederick C.Taylor, Montreal

 

Money Mailbag

Be well and invest well,

Jason

Did a friend forward this email? Sign up here.
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Trust Your Decisions
📰  Enjoying this newsletter? Get more from WSJ and support our work with
a special subscription offer.
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Julie de Geluk, "October" (1917), Rijksmuseum
 

Last Word
Build thee more stately mansions, O my soul,
As the swift seasons roll!

—Oliver Wendell Holmes, Sr.
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