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SUMMARY:
Through the 3rd
quarter, returns on U.S.
equities were quite
good. Bonds and
international stocks
were negative, and a
globally balanced
portfolio had a
modestly positive
return.
The discrepancy
between U.S. and
international returns
has been historically
wide.
We explain why we
believe in global
diversification, and
why we utilize a global
benchmark.
The U.S. economy is
growing at a 4%
annual rate. Inflation is
in the 2% range. The
Fed will continue to
raise rates – probably
by another 1% over the
next year.

“Travel is fatal to prejudice, bigotry, and narrow-mindedness.”
– Mark Twain
As Of 9/30/18

3rd Qtr
2018
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Déjà vu…
I first wrote about international diversification in 1998 because then, like
now, we had gone through a decade of relative outperformance by U.S.
markets. From 1988 to 1998, U.S. stocks outperformed international by
235%1. Annualized returns were 17% for the U.S. vs. 10% for international.
Everyone questioned why we diversified into international equities.
What do you think happened over the following decade? For the next few
months the U.S. continued to outperform, but from May 1999 through May
2008 international equities outperformed by 75%. Not as dramatic as the
previous period, but outperformance nonetheless.
We are going to delve into the role of international equities more deeply in
this letter.
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Using the Vanguard International Growth fund and the Vanguard
S&P 500 fund as proxies for international and U.S. equities.

Our analysis can be divided into three topic areas:
1. Diversification: a global portfolio can help mitigate
country specific risks. The difference between the
best and worst performing countries can be
significant, and diversification can help reduce the
range of outcomes.
2. Allocation: a global benchmark can be a useful tool
for making investment decisions and for a passive
investment alternative to foreign equities.
3. Performance: we base our portfolio exposure to
international on a variety of factors, including
valuation and the relative strength of the U.S. dollar.

Exhibit A

The long-term case for international investments in a portfolio
The academic / mathematical rationale for international diversification is based on the risk / return
analysis shown in Exhibit A. It shows what we believe is one of the few investment “free lunches”.
This exhibit shows that by adding international equities to a U.S. portfolio, you get higher returns and
lower risk.

Exhibit B

Based on this exhibit, a range of 25% - 30% international is the optimal level (over this period) before
risk begins increasing faster than return. This research was based on the 20 years ending in 1989
when international markets had outperformed U.S. markets.
Colorado Financial Management LLC
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Exhibit B shows the annual return from different countries is unpredictable and can vary greatly. The
U.S. is rarely the top performing country, and the top performing country one year is often a bottom
performer the following year. It is this dispersion of returns that creates the opportunity to lower
return volatility through diversification.

What do other investors do?
Institutional investors are typically much more globally diversified than individuals. They are not
always right, but we believe there is merit in studying the strategies of large institutions with long
term investment horizons. Exhibit C shows the allocation of investments for the nation’s university
endowments. For the larger institutions, international equities represent 50% or more of their equity
allocation.

Exhibit C

A global benchmark
Shown in Exhibit D are the weights of the countries throughout the world in the global equity index
known as ACWI (called “ak-wee”), short for the MSCI All Country World Index. For investors, there
are several uses for an index or global benchmark.
For example, if you wanted to passively invest in global equities, you might weight your investments
equal to each country’s market capitalization – similar to investing in the Dow Jones Industrial
Average or the S&P 500.
Colorado Financial Management LLC
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Exhibit D

If you believed, however, that a particular country was going to perform better than others because
they had a new business-friendly government, then you may want to over-weight that country. This
would be similar to over-weighting a sector of the market such as technology because you believed it
would outperform.
As shown in Exhibit E, those country weights have changed over time. A big reason for this change is
the emergence of China and the emerging markets as important parts of the global economy.

Exhibit E

What drives U.S. and International returns?
Over the long term, valuation, size, profitability, and growth are the primary factors driving
performance. Over the near term (1-2 years), relative economic growth and the direction of the dollar
are factors. Over the very near term (days or weeks), it’s the flow of news. Rarely does the news flow
change the longer term.

Colorado Financial Management LLC
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Exhibit F shows the trends in the
dollar and the impact on returns,
and Exhibit G shows the relative
returns of U.S. vs. international
markets during previous cycles.
It appears that a new downtrend
in the dollar began in 2017, and
we began increasing our
allocation
to
international
investments in part based on our
belief that this trend would
continue.
Exhibit F

But this year that dollar trend
was interrupted. We believe that is because of
three factors. First, our economy is growing
faster than the major developed economies of
Europe and Japan. Second, the trade war has had
both a real and a psychological effect on
international markets, especially emerging
markets. Third, U.S. interest rates are higher
than those around the developed world, which
attracts investment here and drives the dollar
higher.
Going forward, there are reasons to believe all
three of these factors could reverse next year,
but only time will tell.
Today, we believe:
 The U.S. economy is stronger than the
rest of the world, but the difference is
likely to narrow in 2019.
 The differential in global interest rates
is likely to decrease sometime in 2019.
 The follow-on conclusion is that the
dollar’s strength could dissipate in
2019.
 Valuations are better in international
markets both relative to the U.S. and
relative to their own history.
Colorado Financial Management LLC

Over the longer term, we believe in globally
balanced portfolios. The range of the
international allocation will be between 25%
and 50% of the equity allocation.
Last year, we increased the international
allocation to the high end of the range which
benefited our portfolios as international equities
outperformed. This year it has been the opposite.
International returns have hurt equity returns.
We plan to use tax loss harvesting trades where
possible in the 4th quarter to reduce
international allocations; but we will be

Exhibit G
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Economy, Inflation, & Interest Rates: The U.S.
economy is currently growing at a 4% annual rate.
It has benefited from the tax cuts, full employment,
and positive consumer sentiment. As we look
forward to 2019, however, we think the rate of
growth is likely to slow. No recession, but slightly
slower growth. Inflation has increased into the 2%
range. Expect the Fed to continue raising short
term rates by 0.25% per quarter. Longer term rates
will also increase but perhaps by not as much.

Of course, the Colorado Financial Management
everyone knows now is really the product of two
companies. The original CFM started business in
1991 when founder Gary Premer decided to leave
his accounting career and focus on helping
individuals with their transition from employment
to retirement. Partners Josh Miller and David Eads
joined the firm in 2002 and 2012 respectively, and
Gary retired just before our merger on January 1,
2016.

Earnings and Valuation: S&P 500 companies are
expected to post a 20% growth in earnings for
2018 and 10% for 2019. If the economy slows next
year, 10% may be too optimistic.

We have enjoyed swapping stories about the early
years of the company during the last several
weeks. For those of you who have started or run
your own business, you know that 30 years is a
great milestone. Still a part of the firm are
employees number 1, 3, 5, and 6. Not a bad
retention program.

Financial Stress & Politics: The mid-term
elections, the trade war, Brexit, Saudi Arabia,
North Korea, Russia, daily tweets… it seems there
is no shortage of geo-political drama. We have
frankly been surprised at the stock market’s
resilience. This may be the new normal and we just
need to get used to it.
Strategy: We are sticking with neutral allocations
for now, but we are watching for signs of a
recession and a bear market closely.

Brad Bickham, CFA, CFP®
Partner | Chief Investment Officer

The Last Word
We recognized the firm’s 30th anniversary last
week. That was when Mike Sargent worked from
the ping pong table in his basement, and the firm
was known as Sargent & Company. Mike hired
Brad as his first employee the following year. No
Facebook, no email, no spreadsheets, no
computers.
Colorado Financial Management LLC

We are about to welcome our newest employee,
Micah Fulmer, back to work. Micah, a member of
the Army Reserves, started work with us in
August, but almost immediately got called away
for an intensive training assignment. Thank you
for your service Micah, and welcome back!
Are you over 70½? It’s that time of year again.
This year, with the tax reforms, tax planning and
managing required minimum distributions is even
more important. If we happen to be managing
your IRA, you may hear from us reminding you
about your RMD. And on that subject, many of
our clients take multiple distributions at convenient
times throughout the year. If you would like to
create a setup like that or have any other questions
about your IRA or distributions, call your advisor.
Brad has noted several times over the last 9 months
that “we are nervously neutral”, “watching for
signs of weakness”, “expecting volatility”. If you
track the markets you know we have certainly seen
that in the last few weeks. We are paying
6
attention.

If you want to be briefed on this or are just curious about what to expect in your account, please
remember that our advisors are here for you. We can’t predict the future (too bad), but we can tell
you how we have prepared for the future and what you might expect from your investment portfolio.
Thank you for working with Colorado Financial Management. You and your business are
appreciated. Don’t forget to vote! It is definitely time to lose those commercials!

Rick Lawrence

Disclosures:
Past results do not guarantee future performance. All investments involve risk, including loss of principal. Further, the investment return and principal value of an investment will fluctuate; thus investor’s equity, when liquidated, may be worth more or less than the
original cost. This document provides only commentary and is not intended to meet objectives or suitability requirements of any specific
individual or account. The adviser’s fee schedules are available in Form ADV Part 2A or upon request.
US Dollars are the currency used to express performance.
Client portfolios may contain some, but not all, of the securities that comprise the model. As such, client performance may deviate from
the model depending on the allocation of client assets and length of time invested. In examining account performance clients are cautioned to consider other factors including relative risk, time horizon, and individual risk tolerance among other factors.
Portfolio Time-Weighted Return (TWR) measures the compound rate of growth in a portfolio. Because this method eliminates the distorting effects created by inflows of new money, it is used to compare the returns of investment managers. It is the industry standard for
reporting portfolio performance. CFM changed from reporting IRR to TWR in March 2013. Portfolio IRRs can still be seen in the
"Internal Rate of Return"pages of this report and may vary from the TWR due to cash flows within the reporting time period.
MSCI All Country World Index: the MSCI ACWI Index is an unmanaged index with stocks from 23 Developed Markets and 23 Emerging Markets countries. With over 2,400 constituents, the index covers approximately 85% of the investable stock market globally. The
index is often used as a benchmark for global equity portfolios.
MSCI EAFE Index: the MSCI EAFE Index is an unmanaged index consisting of equities from Europe, Australasia, and the Far East.
The index often is used as a benchmark for international developed market equity portfolios.
MSCI Emerging Markets Index: The MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to measure equity market performance in the emerging markets.
S&P 500: The S&P 500 Index is an unmanaged index that consists of 500 stocks and is designed to form a representative sample of the
United States stock market. This index often is used as a benchmark for U.S. equity portfolios.
The Barclays Capital U.S. Aggregate Bond Index covers the U.S. dollar-denominated, investment-grade, fixed-rate, taxable bond market of SEC-registered securities. It is used as a proxy for the bond market. The Index includes investment-grade fixed income securities
in the U.S. including government, corporate, and international dollar-denominated bonds, as well as mortgage-backed and assetbacked securities, all with maturities of more than 1 year.
Performance data is CFM analytical data used to assist with ICM investment decisions and is not, nor should it be, construed to be
neither model portfolio performance nor actual client investment performance.
Clients are urged to compare the information contained therein with the account statements received directly from the custodian.
Trades that have not yet settled may cause performance numbers to differ slightly from Schwab's statements. Nominal differences may
occur in the total dollar amount due to the recording of dividend or interest payments after custodian statement deadlines.
Colorado Financial Management Inc. is a fee only registered investment advisory firm providing tactical and strategic investment management for institutional and individual clients.
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