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Farmers know all about droughts. Droughts occur in nearly all climates and impair all types 
of crops. They are unpredictable, yet are recurring and can last for years. Likewise, 
performance droughts abound in the world of investing.   

Stocks, for example, outperformed intermediate-term government bonds in the U.S. by an 
average annualized 6.1% from July 1927 through February 2011. However, as illustrated 
in the following graph – which depicts the 36-month rolling annualized return of the S&P 
500 less the return of intermediate-term government bonds, that is, the stock-to-bond 
return premium – there has been extended performance droughts when this premium goes 
negative as stocks underperform bonds.
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The major stock performance droughts are concentrated in periods of economic and 
monetary turbulence such as the 1930’s, the 1970’s and the last several years. The 
droughts also appear in most recessions and are particularly acute in times of lofty stock 
valuations such as the late 1960’s and early 2000’s.

Stock’s performance droughts are even more severe when the time taken to recover from 
prior underperformance is considered. The following graph depicts the cumulative return 
premium earned by stocks over bonds starting in July 1927. Over the entire period, $1.00 
invested in stocks grew 29 times greater than $1.00 invested in intermediate-term 
government bonds.  However, stocks massively underperformed bonds from late 1929 to 
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mid-1932 and their cumulative return didn’t overtake bonds again until 1950.  Stocks have 
also cumulatively underperformed bonds since 2000. 
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Farmers diversify their crops to help cope with droughts. Similarly, investors, particularly 
retirees, need to diversify their portfolios with both bonds and equities to mitigate the 
impact of the inevitable performance droughts of stocks.

Investors can also seek return premiums within the equity market itself. Large company 
value and small company stocks have outperformed the broad stock market by an 
annualized 2.7% and 4.5% respectively since July 1927. Small company value stocks 
have returned a significant annualized premium of 6.3% to the overall market. More details 
on these historic premiums are set out in Appendix I.  

Yet, as can be seen in the following graph which depicts their rolling 36-month 
performance, these premiums are earned very sporadically. Repeated performance 
droughts, some of an extended duration, exist for these segments of the stock market. 
Large company value stocks, for example, underperformed the broad market during the 
1930’s as well as during the growth stock boom of the 1990’s. This premium (in dark 
brown) also frequently goes negative during recessions including the recent global credit 
crisis.
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As depicted above in the lighter shades, the small company-to-market and small value-to-
market premiums are very volatile and “streaky”; periods of strong outperformance are 
followed by prolonged performance droughts. Small company value stocks, for example, 
underperformed the broad stock market for nearly seven years in the 1950’s. 

Farmers enduring a drought need to be patient and so do investors pursuing these 
premiums via index funds. Their portfolios likely need some level of broad equity market 
exposure to stabilize performance during the inevitable droughts of value or small 
company stocks.  

Investors using active managers face an additional source of performance droughts. 
Managers who have historically outperformed their benchmarks and their peers also have 
had prolonged periods of relative underperformance. 

Baird recently released a reporti on the historic performance of top mutual funds which, as 
of December 31, 2010, had outperformed their respective benchmarks by one percentage 
point or more on an annualized basis over the prior 10-year period and with less volatility. 
As illustrated in the following graph, they found that over at least one 3-year rolling period 
approximately 85% of these managers underperformed their benchmarks by one 
percentage point or more while 50% underperformed by three percent points or more. 25% 
underperformed by five percentage points or more while 81% underperformed the median 
performance of their peers for at least one three year period. 
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A studyii by DiMeo Schneider & Associates of top quartile funds for the 10-year period 
ended December 31, 2009 produced similar findings. They found that 85% of the top funds 
spent at least one 3-year period in the bottom half of their peer group while an remarkable 
62% spent at least one 5-year stretch in the bottom half. 

Of course, identifying top active managers in hindsight is a world apart from picking them 
with foresight.  A litany of academic studiesiii indicate that performance is not persistent; 
that past performance alone is not predictive of future performance. Hence, should an 
investor have a compelling qualitative rationale for investing with a particular active 
manager, she or he will still need to be patient when the inevitable performance droughts 
occur.  This, of course, adds to the risk of using active managers as it will be difficult to 
determine whether such underperformance is transient or the regression to mediocrity that 
afflicts most active managers.

Droughts in asset class and manager performance are inevitable. As farmers long ago 
learned, the keys to successfully contending with this harsh reality are diversification, 
patience and a commitment to long-term results.   
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Source: Return premiums are based on the following total return indices calculated 
for the period July 1927 to February 2011: Large Value to Market Premium is based 
on the Fama French Large Value Index minus the S&P 500 (Ibbotson Extended Ver-
sion); Small to Market Premium is based on the Ibbotson Small Stock Index minus 
the S&P 500 (Ibbotson Extended Version); Small Value to Market Premium is based 
on the Fama French Small Value Index minus the S&P 500 (Ibbotson Extended Ver-
sion).

Tacita Capital Inc. is based in Toronto, Canada and is a private, independent family office  
and investment counselling firm that specializes in providing integrated wealth advisory  
and portfolio management services to families of affluence. We understand the challenges  
of affluence and apply the leading research and best practices of top financial academics  
and industry practitioners in assisting our clients to reach their goals. 
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