Grow Your Wealth with Peace of Mind

Why do Investors Love Large U.S. Stocks?

By Gil Hanoch, June, 2010

Investors in the U.S. typically have a strong bias towards buying Large U.S. Stocks. This article
discusses some reasons for this bias, with their benefits and costs.

Here are some reasons for buying Large U.S. Growth (high price to book value) stocks:

- Low Risk. This group of companies is the most stable in the world. They are located in the
most developed country in the world, and have very large markets to their products and
services. If you were to pick a single stock to invest in, a Large U.S. stock would be a
conservative choice, relative to other stocks.

- Home Bias. Investors feel comfortable investing in companies geographically closer to them.

- Familiarity Bias. Investors feel comfortable investing in names they hear often. Historically
this made more sense, when information traveled slowly, and for people who analyzed
individual stocks.

- Costs. ltis cheapest to buy these stocks, in terms of bid-ask spread. This trading cost can
reach several percent of the stock price, and historically was even higher, making it a big
factor to consider when trading frequently.

- Tradition Bias. Investors are afraid of change. Some of the reasons listed above were good
reasons for people to buy these stocks in the past. People feel comfortable sticking to
approaches that worked in the past, even if they are no longer the correct ones.

As explained above, Large U.S. stocks made sense at times when trades were very expensive, and
there were no options to cheaply invest in highly diversified portfolios, with very low turnover'. Today,
assuming you are not a speculator that happened to believe in a certain Large U.S. stock, there is only
one reason to invest in such stocks: diversification.

The group of Large U.S. stocks is the least volatile, and has less than perfect correlation with other
groups of stocks. These characteristics make it a good addition to a portfolio to reduce its volatility.
Given that the returns of this group are the worst of all groups of stocks, in some cases by a wide
margin, it makes sense to limit the allocation to this group. Greater allocations should be made to
small stocks, international stocks and emerging markets stocks. It may feel riskier to limit the
allocation to the safest stock class, but it is not. A highly diversified portfolio of large and small stocks
around the world is a lot less volatile than a portfolio concentrated in Large U.S. stocks. See “Can the
S&P 500 be dangerous?” (Hanoch, Apr. 2005) for a demonstration of this concept.

Summary

There are many reasons for investors to love Large U.S. stocks, and almost none of them makes
financial sense for a conservative investor. The one good reason to hold such stocks is to diversify a
global stock portfolio.

! Turnover = the percent of the portfolio that is being sold each year. Low turnover means low trading
costs. Mutual funds that represent a wide asset class with no market timing or individual stock
selection tend to have very low turnover.



Past performance may not be indicative of future results. Simulated data was used for periods prior to the
inception of mutual funds (see Performance Data Disclosure at http://www.qualityasset.com/disclosure.htm).
Different types of investments involve varying degrees of risk, and there can be no assurance that the future
performance of any specific investment, investment strategy, or product made reference to directly or
indirectly in this article, will be profitable, equal any corresponding indicated historical performance level(s),
or be suitable for your portfolio. Due to various factors, including changing market conditions, the content
may no longer be reflective of current opinions or positions. Note that services are limited to investment
advice and do not include financial planning and/or non-investment related consultation services. You
should not assume that any discussion or information contained in this article serves as the receipt of, or as
a substitute for, personalized investment advice from Quality Asset Management. If you have any questions
regarding the applicability of any specific issue discussed above to your individual situation, you are
encouraged to consult with the professional advisor of your choosing. A copy of our current written
disclosure statement discussing our advisory services and fees is available for review upon request.
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