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Themes

Å The Periodic Table of Asset Class Returnsïshows the YTD performance of major asset classes, displays ñthe reversion to the 

meanò nature of asset class returns, and illustrates the importance of a diversified (Asset Allocation) portfolio.

Å The Markets & Your Portfolios explains that, despite the Q1 market turbulence, your portfolios produced slightly above average 

returns, with significantly below average volatility.

Å In The Return of Volatility , we see that the S&P 500 has been much more volatile over the past 18 months, while experiencing 3 

drawdowns of ever-increasing magnitude, and seeming to find resistance around 2,100.

Å We gravitate to the contrarian-value approach to investment management.  A Contrarianôs Dream Quarterdemonstrates that 

many of the recent contrarian themes have started to play out, and discusses their impact on your portfolios.

Å One of the contrarian indicators that has soured us on the U.S. stock market is the above average Consumer Confidence.

Å While we pay attention to qualitative indicators like consumer confidence, itôs the weaknesses in the quantitative building 

blocks of market returns that have ultimately led to our U.S. stock market underweight. 

Å One of these building blocks, the P/E Ratio, looks especially out of whack, when normalized for actual (vs. projected) earnings.

Å The components of market returns look more favorable overseas, hence our International stock market overweight.

Å With negative Real-Yields and the possibility of losses due to rising interest rates, we do not find Treasuries attractiveas a Core 

Bond allocation, or a stock market hedge;... 

Å éinstead, we use Managed Futures & Long/Short Equity to hedge the stock market,

Å éwhile giving Munis a larger role within the Core Bond allocation.

Å Despite not liking either Core U.S. Stocks or Bonds, we like U.S. High-Yield Bonds, which we currently find uniquely 

positioned to produce high income and total returns (due to an expectation of blown-out spreads reverting to the mean), with a 

high correlation to U.S. Stocks, but a lower volatility.

Å In fact, a significant overweight to high yielding assets is an important theme that can be observed throughout your portfolios.

Instead of looking for growth and total returns (in a low-growth world),weôre choosing to primarily target attractively valued 

high-yielding asset classes.

Å Our favorite high-yielding asset class is Private Commercial Real-Estate. With yields around 5% and a total expected return 

in the high single digits (while exhibiting low volatility and a low correlation to other asset classes), Private Commercial RE 

remains as our favorite asset class for exposure to the relatively healthy U.S. economy.



The ñPeriodic Tableò of Asset Class Returns

Sources: J.P. Morgan, Standard & Poorôs, FactSet, MSCI, NAREIT, RussellThemes

Historically, the 
diversified Asset 
Allocation portfolio 
has had higher than 
average returns, with 
a significantly lower 
than average 
volatility.

Asset class ñreversion 
to the meanò can be 
observed following the 
returns of EM Equity.  
As it has recently been 
underperforming, we 
overweighted our 
allocation.  In 2016, it 
has been one of the 
best performing asset 
classes.



The Markets & Your Portfolios

The Markets

Å Stocks ïGlobal stock markets started the quarter off with a large drawdown, as U.S., Developed International, and 

Emerging Markets all lost over 10%.  Half way through the quarter, the trend reversed, with Emerging Markets producing 

a sizable gain, the U.S. market eeking out a positive return, and Developed International Markets showing a small loss. 

The U.S. market moved with the price of oil, while Emerging Markets gains were also tied to rising commodity prices 

and a weaker dollar.  In U.S., Large Caps outperformed Small Caps, and Value outperformed Growth.

Å BondsïThe Bond markets had a strong quarter, with Treasuries acting as the risk-off play - as yields fell, the High-Yield 

drawdown reversing - as the spreads started to narrow, and Munis continuing their positive momentum.

Å CommoditiesïAided by a strength in precious metals, especially gold, and a reversal in the downward energy trend, 

Commodities posted the first (barely) positive quarter in a long time.

Å CurrenciesïReversing the previous trend, International currencies appreciated against the dollar.  Rising commodity 

prices and a dovish Fed were the primary drivers for this reversal.  

Å AlternativesïAlternative asset classes, especially Managed Futures, provided protection during the first half of the 

quarter, but couldnôt keep up with the rallying markets in the second half.

Your Portfolios

In investing, the journey is as important as the destination.  If the path becomes too difficult (the market drawdowns become

too painful), the investor is less likely to reach the destination ïtheir financial goals, by making emotional buy & sell 

decisions at the wrong time.  This phenomenon explains the ñBehavior Gapò between Investment Returns & Investor Returns.  

We aim to smooth out market volatility and prevent the Behavior Gap, by crafting well-diversified portfolios that we expect to 

participate in up markets, and as importantly, protect in down markets.  In Q1, this approach worked very well, as clients 

experienced a much smaller drawdown than the traditional ñdiversifiedò portfolios in the first half, and participated in the rally 

in the second half, producing returns that were competitive with the J.P. Morgan ñAsset Allocationò portfolio.

Themes
Past performance is not a guarantee of future returns

http://www.twelvepointswealth.com/blog/behavior-gap


The Return of Volatility

Sources: J.P. Morgan, FacSet, Standard & Poors, CBOE

The S&P 500 appears to be 

topping out, with 3 recent 

drawdowns, each of these      

larger than the previous.

After 2 years of low volatility, 
high volatility returned in late 
2014, and the market has 
remained volatile ever since.

However, as the VIX has once 
again fallen to below average 
levels at the end of Q1, weôve 
recently added a small short-
term long-VIX position.
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A Contrarianôs Dream Quarter

Source: Hidden Levers (3/31/2014 ï3/31/2016)

After a prolonged drawdown, oil 
appears to be bottoming. 

This quarter, we benefited from a 
contrarian allocation to Russia, which 
was sold mid quarter, and MLPs.

Our contrarian Emerging Markets Equity 

overweight was a headwind in the prior 

quarters, but was the 1st Quarter MVP. 

The Q1 U.S. Dollar weakness had a neutral 

effect.  The Yen and Euro strength detracted, 

while the EM currency                                           

strength helped.

We like Gold as a currency, risk-off,        

& inflation hedge, but are patiently         

waiting for a better entry point.

Our High Yield allocation was a detractor              

in 2015, but aided in Q1.  As we found the 

asset class oversold, we added to it during 

the quarter.

Themes



Speaking of Contrarian Positions Turning the Corneré 

Consumer Confidence ïA Contrarian Indicator

Sources: J.P. Morgan, Standard & Poorôs, University of Michigan, FactSet

When consumer confidenceis high, subsequent market returns have been low, and vice versa. Current consumer 

confidence is above average, and is one of the many reasons we remain underweight the U.S. stock market.
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Breaking Down the Components of Stock Market Returns

Sources: J.P. Morgan, Standard & Poorôs, IBESThemes

The returns of the S&P 500 come from 3 components: Earnings Growth, Multiple (P/E) Growth, and Dividends. Earnings 

Growth has been negativein 3 out of the last 5 quarters.  Multiple growth has been negativein 2 out of the last 3 quarters. The 

last time dividends had a significantly higher yield was in mid-1990s. So with the S&P Dividend Yield at 2.1%, and both 

Earnings Growth and Multiple Growth trending negative, why would you want a market weight allocation to the U.S. stock market?



Do You Expect Continued P/E Expansion?

The Lagged P/E Ratio is Close to an All Time Highé

Sources: J.P. Morgan, FBR, Wilshire Associates Themes

The P/E (Price to Earnings) Ratio is typically quoted based on projected earnings.  The forward looking 
P/E Ratio is currently slightly above its historical averages. However, when recalculated using actual 
earningsover the past year, this ratio has only been higher during the Dot-Com bull market of the 1990ôs.



While the S&P 500 has Surpassed the 2007 Peak, 

International Markets Still Have a ñWays to Goò

Sources: J.P. Morgan, FBR, Wilshire Associates Themes

The building blocks of International Markets returns look more favorable.  International Markets have a higher 
Dividend Yield, and a lower P/E, which leaves room for P/E Multiple Expansion. The lack of Multiple Expansion is 
one of the reasons International Markets have lagged since 2007 Peaks.  We are cautious regarding the weak Earnings 
Growth in the International Markets, but anticipate the numerous Q/E programs being a tail-wind.



10-Year U.S. Treasury = Negative Real Yields;

Not Attractive as a Core Bond Allocation or a Stock Market Hedge

Sources: J.P. Morgan, BLS, Federal Reserve, LearnBonds.com, YouTube

While Treasuries have usually been agood hedge for U.S. stock market drawdowns, they are currently not attractive 

due to negativeReal (after inflation) Yields, and Duration Risk.  We remain underweight the U.S. Bond Market.
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