
May 2016 

A n a l y s i s ,  I n s i g h t s  a n d  a  d i f f e r e n t  p e r s p e c t i v e  

 Trying to Pick the Winners 

Trying to Pick the Winners 

“This company will be going strong one hundred and even 

five hundred years from now.” — C. Jay Parkinson, Presi-

dent of Anaconda Mines (statement made three years in 

advance of the company’s bankruptcy.) 

“Our liquidity is fine.  As a matter of fact, it’s better than 

fine.  It’s strong.” – Ken Lay, CEO of Enron 

“No one will find me to have knowingly committed fraud.”

  – Bernard Ebbers, CEO of Worldcom 

“We have no way, with any reasonable certainty, to assess 

the real risk of holding these loans on our balance sheet.”

 —Angelo Mozilo, CEO of Countrywide Financial 

In this issue of Investment Insights, we make the case for 

abandoning the strategy of investing in individual stocks 

and bonds. 

  1 Yr 3 Yr 5 Yr 10 Yr 

U.S. Large Stocks 1.42 12.56 11.73 7.04 

U.S. Small Stocks -8.04 9.30 7.77 5.47 

U.S. Bonds 1.96 2.20 3.64 4.92 

Intl Markets Stocks -10.57 1.57 0.27 1.78 

Intl Emerging Mkts Stocks -17.34 -3.50 -4.52 2.40 

U.S. Inflation (CPI) 0.38 0.61 1.19 1.72 

Source: Morningstar. Annualized returns for periods ended April 
24, 2016. U.S. large stocks is the S&P 500 Index, U.S. small 
stocks is the Russell 2000 Index, U.S. Bonds is the Barclays US 
Aggregate Bond Index, Intl Developed Markets is the MSCI All 
Country World Index Ex-US, International Emerging Markets is 
the MSCI Emerging Markets Index.  Returns include dividends 
and interest. Past performance is not an indication of future re-
sults.  All indices are unmanaged and may not be invested into 
directly. The Indices mentioned in this report are unmanaged, 
may not be invested into directly and do not reflect expenses or 
fees.  

Key Points 

 The McKinsey’s study of long-term corporate birth, 

survival, and death in America clearly shows that 

“the corporate equivalent of El Dorado, the golden 

company that continually performs better that the 

markets, has never existed.  It is a myth.”   

 Of the five hundred companies originally making 

up the S&P 500 in 1957, only seventy-four re-

mained on the list through 1997.  And of these 

seventy-four, only twelve outperformed the S&P 

500 itself over the 1957-1998 period.  

 Studies show that owning 15, or even 30 stocks 

may not be enough to be properly diversified.   



   current rate of turnover, 75% of the S&P 500 will be re-

placed by 2027. 

Creative Destruction 

The term “creative destruction” is widely credited to the 

Austrian-American economist Joseph Schumpeter (1883-

1950).  Schumpeter studied the formation and bankruptcy 

of companies in Europe and the United States.  He conclud-

ed that “economic progress, in capitalist society, means 

turmoil.”  Since the McKinsey Report was written, the rate 

of turnover among America’s largest corporations appears 

to have quickened.  This trend can be attributed to several 

factors including slower growth around the world, competi-

tion from emerging economies, and the Internet, which 

makes it easier for new companies to compete with estab-

lished players. 

Here are a few statistics to support the view that new com-

petitors are making it difficult for established players to stay 

on top: “There are now twice as many multinational corpo-

rations as there were in 1990 – 85,000 is a conservative esti-

mate.  Although two-thirds are still headquartered in ad-

vanced economies, the balance is quickly shifting.  In 1990, 

5% of the Fortune Global 500 came from emerging markets.  

In 2013, 26% did.  By 2025, we estimate, more than 45% 

will.” (Source: Harvard Business Review, October 2015)  

In 1917, Bertie Charles Forbes published his first list of the 

one hundred largest American companies.  The firms were 

ranked by assets, since sales data was not readily available 

in those days.  In 1987, Forbes published its original “Forbes 

100” list from 1917 and compared it to its 1987 list of top 

companies. Of the original group, 61 had ceased to exist.  Of 

the remaining thirty-nine, only eighteen had managed to 

stay in the top one hundred.  While those companies sur-

vived, they did not perform.  As a group, these companies 

earned a long-term return for their investors during the 

1917-1987 period 20% less than that of the overall market.  

Only two of them, General Electric and Eastman Kodak, per-

formed better than the averages (and Kodak has since de-

clared bankruptcy). 

One reaches the same conclusion from an examination of 

the S&P 500.  Of the five hundred companies originally mak-

ing up the S&P 500 in 1957, only seventy-four remained on 

the list through 1997.  And of these seventy-four, only 

twelve outperformed the S&P 500 itself over the 1957-1998 

period.  If the S&P 500 had not changed its constituents 

from the original list in 1957, the overall performance of the 

S&P 500 from 1957-1998 would have been about 20%  less 

per year than it actually was. (Source: Survival and Perfor-

mance in the Era of Discontinuity, McKinsey Report)  The 

chart below shows the rapid change in constituents of the 

S&P 500 since 1958.  As you can see, the average time a 

company has stayed in the S&P 500 has dropped from 61-

years in 1958 to 25 years in 1980 to 18 years today.  At the  



 An Internet of Threats 

Technology has also created another source of competition 

for established players.  The total revenue of the tech sector 

has grown from $600 billion to more than $6 trillion over 

the past three decades, spawning a whole new generation 

of agile competitors. (Source: Harvard Business Review, Oc-

tober 2015) In financial services, the “fintech” sector 

(financial technology start-ups) are a group of emerging 

financial companies that use disruptive technology to com-

pete against high cost, established companies that are 

bloated with brick and mortar and people.  Vast digital 

platforms give the new players massive reach.  In media, 

newspapers and radio are rapidly becoming irrelevant.  New 

media competitors like Netflix are springing up, while more 

than 300 hours of video are uploaded to YouTube every 

minute.  In a single day last year, Alibaba, a Chinese e-

commerce company, recorded over $14 billion in sales.  

Airbnb, a company that didn’t exist a few years ago, now 

offers over a million rooms, more than any hotel chain in 

the world. (Source: Harvard Business Review, Oct. 2015) 

What’s an investor to do? 

The implications for investors are clear: Investors need to 

consider broad diversification and professional manage-

ment.  In a rapidly changing world, managing stock and 

bond portfolios will be increasingly difficult, and will require 

a high level of expertise.  The statement, “past performance 

may not be an indicator of future results”, has never been 

more true. 

 

Few investors realize the high cost of poor stock diversifica-

tion.  The following study, conducted by our firm (data sup-

plied by Ned Davis Research), shows that from 1980 to 

2015, holding all stocks traded on the New York Stock Ex-

change, the American Stock Exchange and the Nasdaq 

would have provided an annual total return of 10.8%.  How-

ever, an investor who missed the top 10% best performing 

stocks, would have seen his return drop to just 7.0% per 

year.  An investor who missed the top 25% would have gen-

erated an annual loss of 1.1%.  This occurred over a period 

of time when the Dow Jones Industrial Average rose from 

876 to over 17,000, an increase of over 20 times! 

Rethinking Adequate Diversification 

Another study revisited the old rule of thumb that adequate 

diversification can be achieved by holding just 15-20 stocks.  

Research shows that the actual number of stocks that might 

be necessary to achieve adequate diversification may be 

closer to 60, and those stocks need to be held for at least 

five years.  (Source: Based on tracking error reported in Winter 

2000 Journal of Investing, Ronald Surz & Mitchell Price)  This is 

likely an impractical goal for many investors.  Of course, you 

can still achieve broad equity diversification through means 

other than selecting and owning individual stocks. 

Many people think that if they have a lot of money invested 

in one "right" stock, they will hit it big. But the McKinsey’s 

study of long-term corporate birth, survival, and death in 

America clearly shows that “the corporate equivalent of El 

Dorado, the golden company that continually performs 

better that the markets, has never existed.  It is a myth.”  

While there are examples of companies that perform spec-

tacularly for short periods of time, many investors more 

often than not recognize this superior performance after the 

fact.   Even with 15 carefully selected stocks, the range of 

returns you experience may be quite wide when compared 

to the stock market. The more stocks an investor owns, the 

narrower the range of potential returns. This means that by 

being well-diversified, your portfolio returns may be more 

likely to be in line with what you expect. 

With even 15 or 30 stocks, it's nearly impossible to say what 

your return might be in any given year. With serious long-

term financial goals, such as retirement, we don't believe it's 

worth the risk.  Most investors have begun to realize this.  

According to Ned Davis Research, in 1970, more than 80% of 

individual stocks were owned directly by individuals.  Today, 

that rate of ownership is 38% - less than half.  Most individ-

ual investors own stock portfolios that are well diversified 

and professionally managed, like those we use in the Model 

Wealth Program. 

The Cost of Poor Diversification

• From 1980 to 2015, 
holding all stocks = 
10.8%

• Missing the top 10% 
reduced return to 7.0%

• Missing the top 25% 
generated an annual 
loss of 1.1%

10.8%

7.0%

-1.1%

U.S. Stocks Minus Top
10%

Minus Top
25%

Source: Ned Davis Research.  Diversification does not assure a profit and does not 
protect against loss in declining markets. All stocks traded NYSE, AMEX, and NASDAQ



Important Disclosures: 
The information contained in this report is as of April 17, 2016 

and was taken from sources believed to be reliable.  It is in-

tended only for personal use.   To obtain additional infor-

mation, contact Cornerstone Wealth Management.  This re-

port was prepared by Cornerstone Wealth Management. The 

opinions voiced in this material are for general information 

only and are not intended to provide specific advice or recom-

mendations for any individual.  To determine which investment

(s) may be appropriate for you, consult your financial advisor 

prior to investing.  Content in this report is for general infor-

mation only and not intended to provide specific advice or 

recommendations for any individual nor intended to be a sub-

stitute for specific individualized tax advice. Tax laws are sub-

ject to change. We suggest that you discuss your specific tax 

issues with a qualified tax advisor. 

Investing involves risk including the potential loss of principal.  

No strategy can assure success or protection against loss.  

Past performance is no guarantee of future results.  

Stock investing involves risk including loss of principal.  Com-

panies mentioned are for informational purposes only, and 

investments may not be suitable for all investors. 

Bonds are subject to market and interest rate risk if sold prior 

to maturity.  Bond values will decline as interest rates rise and 

bonds are subject to availability and change in price. 

There is no guarantee that a diversified portfolio will enhance 

overall returns or outperform a non-diversified portfolio. Diver-

sification does not protect against market risk. 

Securities offered through LPL Financial, Member FINRA/
SIPC. 

www.mycwmusa.com     

One-stock Holdouts 

Many investors don't diversify because they: 

 Are emotionally tied to the company  

 Inherited the stock from a family member 

 Believe that the stock has great "upside potential" 

 Don't want to pay capital gains tax 

 

We believe portfolio diversification should be the prima-

ry strategy for helping reduce risk. No matter how 

strong the company is today, you can't be certain it will 

remain that way. 

Some of the greatest investing tragedies occurred 

when investors had too much of their portfolio tied up in 

a single stock, such as Enron or WorldCom. While the 

outlook for these companies seemed very bright at the 

time, no one can consistently predict the performance 

of a single company or anticipate changing fortunes of 

a dynamic economy.  

The world changes: an investor who bought and held 

stocks in the original Dow Jones Industrial Average, 
would own a portfolio of railroad, mining and utility 
stocks today. 

Diversification Is Not that Taxing  

Managing taxes is important, but it shouldn't drive your 

investment decisions. When you sell an investment, 

you may have to pay capital gains taxes. No one likes 

to pay taxes, but we believe it's better than taking too 

much risk. The cost of diversification is at a 65-year low 

because the long-term capital gains tax rate is 15%. 

(Those in the top bracket pay 20% and those in the 

10% to 15% tax brackets pay 0%).  Those earning 

more than $200,000 for single filers and more than 

$250,000 for joint filers may also have to pay a 3.8% 

(“Net Investment Income Tax”).  It hasn't been this low 

since 1941.  We believe today's rate presents an op-

portunity because it reduces the cost of diversifying a 

concentrated portfolio.  

One way to consider for diversifying your portfolio and 
possibly spread out your tax liability is to sell a certain 
portion of your stock each month. Setting up a program 
to sell a portion of your stock position on a regular ba-
sis may help reduce the amount of tax you have to pay 
in one year. 

Alan F. Skrainka, CFA 

Chief Investment Officer 

 

What about bonds? 

In our view, the same analysis holds true when invest-
ing in bonds: professional selection, monitoring and 
management in addition to broad diversification can 
lead to better returns and better risk control.  Trying to 
monitor the credit quality and attractiveness of individu-
al issues can be a challenge in a rapidly changing 
world.  A professionally-managed bond portfolio can 
also be adjusted relatively quickly and potentially at 
lower cost.  It is also quite difficult to manage the inter-
est rate sensitivity of a portfolio of individual bonds. 

 


