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WELCOME

Message from the DIRECTOR
I would like to welcome you to the second issue of the Investment Review, formerly, the 
Panther Financial. The purpose of the publication, as the new name reflects, is not only to 
showcase the work of the Janes Financial Center Residents, but also to give insight into the 
minds of today’s most prominent investment professionals.

In this issue, the residents share their investment selections for 2015, describe their market 
outlook and allocation model, and announce their selection of the 2014 California top 40 
public companies.

Additionally, our partners delineate financial planning through the ages, give insight into 
investment themes for 2015 and beyond, and describe ‘Smart Beta’ products and what they 
mean. They also further explain balancing return of your money versus return on your 
money, lay out the U.S. mutual fund landscape, and talk about the equity market outlook 
with a focus on small-cap stock.

This publication and the Residency Program would not be possible without the continued 
support and generosity of David Janes – Chairman of the Board of Trustees at Chapman 
University, The Hoag Foundation, and Monex Precious Metals. We would like to thank our 
partners at PIMCO, Research Affiliates, Hollencrest Capital Management, Beacon Pointe 
Wealth Advisors, Dimensional, and Wainright Economics, for sharing their expertise.

I trust that you will find this issue informative and useful.

Fadel N. Lawandy
Director, C. Larry Hoag Center for Real Estate and Finance
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Financial Planning 
Through the Ages
A Quick Guide to Being on Track 
in Your 40s, 50s and 60s
By Jim Davenport, MBA

insurance if the worst happens and you 
didn’t have insurance, particularly since term 
insurance is relatively inexpensive in your 
forties.  If you don’t have enough insurance 
to replace your income during your working 
years in which you are responsible for loved 
ones, it should be your number one priority 
before even saving for retirement.  An estate 
plan is the other vital piece of your family 
back-up plan as it sets out the instructions 
for your wishes of how funds should be used 
to provide for your family; it also nominates 
guardians to care for them.  While the plan 
is likely to cost a few thousand dollars, 
allocating resources to put this plan in place 
should, like insurance, come before saving for 
retirement or even thinking about something 
lower on your priority list like a vacation.

2 Create an Emergency Fund.  

Unexpected emergencies arise and 
you want to cover them without going into 
credit card debt or relying on family.  If 
you think your home equity line of credit is 
your emergency fund, think again, as many 
lenders froze lines during the recession given 
dropping home values.  You will want to set 
aside 20% of your after-tax income until you 
have built up enough cash reserves to cover 
three to six months of expenses. It’s only after 

Forty SomethingS often have 
responsibilities for both growing children 
and aging parents, so it’s no wonder that 
the majority of people in this age group 
haven’t saved much for retirement and lack 
some important financial basics such as an 
emergency fund or insurance. It’s tough, but 
this is the decade that you must  start making 
your financial life, and  particularly saving 
for retirement, a priority. The great news is 
that you’re likely earning more than ever, 
have some financial and life experience under 
your  belt and still have enough time to get on 
track before you’re knocking on retirement’s 
door.  Below is a list of a few priorities for 
you in your forties.  Like all big projects, we 
recommend breaking this punch list into 
parts and tackling one every few months or 
so.  While retirement planning is the focus 
of this decade, you’ll note that there are a 
few priorities you must tackle even before 
planning your retirement, especially if you 
have a family that depends on you.  

1 Create a Back-Up Plan for Your 

Family. You owe it to your family to 
make sure that they are properly cared for 
if something happens to you, so it’s time to 
get life insurance and an estate plan. You’ll 
never forgive yourself for not having enough 

Jim Davenport, MBA

Associate Director,

Beacon Pointe Wealth Advisors

James (Jim) is responsible for 
counseling clients with their 
wealth management decisions, 
incorporating both investments and 
financial planning. Jim earned his 
MBA from Chapman University 
Argyros School of Business and 
Economics, and his Bachelor’s 
Degree from the Annenberg School 
of Communication at USC.  He 
serves on the advisory board for Big 
Brothers Big Sisters-Inland Empire 
and also is a member of both the 
Endowment Council Chapman 
University and Orange County 
Young Executives (OCYE).  

About Beacon Pointe

Beacon Pointe’s clients benefit 
from our ability to capitalize on 
our institutional scale to develop 
portfolios tailored for individuals. 
Our unique financial planning process 
provides a client with the framework 
to make important life decisions 
armed with an understanding of the 
potential financial impact of those 
decisions.  For more information:
w w w. B P We a l t h Ad v i s o r s . c o m 
or contact Jim Davenport at 
jdavenport@bpwealthadvisors.com 
or (949) 720-9980.
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you have built up your emergency fund 
that you should reallocate savings towards 
retirement. If you don’t think it’s possible 
to save 20% of your take home pay for 
financial priorities such as creating your 
emergency fund, you need to take a closer 
look at how you prioritize and where you 
spend your money (see Tip #6 below). 

3 Keep Bad Debt in Check. While 
saving for retirement is vital, 

paying off credit card debt makes more 
financial sense and can even save you 
money by improving your credit. Twenty 
percent of your take home pay should be 
allocated towards financial priorities such 
as saving and paying down debt, but if 
you have credit card debt, the entire 20% 
should be used to pay down your highest 
interest rate card first; then, pay off cards 
charging lower interest rates.  Once your 
cards are paid off, only charge what you 
are able to afford to pay off each month, 
which shouldn’t be a problem as long as 
you stick to your budget. 

4 Saving For Your Retirement 

Must Come Before Wants.  It’s 
tempting in your 40s to want to buy a 
bigger home, especially as your salary 
increases but the more you ramp up 
your lifestyle without ramping up your 
savings, the less likely you will be able 
to maintain the lifestyle to which you 
became accustomed.   It’s also tempting 
to put your children’s wants before your 
needs and use your savings or neglect 
saving in order to put your children 
through college; but remember, they can 
get loans or a part-time job - you can’t get 
a loan to pay your expenses in retirement. 
You have to automate savings and think 

of it as a non-negotiable future bill.  If 
you crunch the numbers and determine 
your retirement savings are on track, go 
ahead and explore other goals such as 
helping your children pay for college or 
upgrading your home.

5 Understand What It Takes To 

Retire.   Now is the time to estimate 
whether your savings plan will produce a 
large enough nest egg when combined 
with Social Security to cover your living 
expenses in retirement.  If you do as most 
people do and wait until you are near 
retirement to crunch some numbers your 
only choice might be to learn to live a less 
expensive lifestyle in retirement. 

You may be on track to living comfortably 
in retirement if you have consistently 
saved 10-15% of your paycheck over the 
years. You can roughly estimate if you are 
on track to be able maintain your current 
lifestyle by looking at how much you have 
already saved for retirement.  By age 40, to 
live a lifestyle similar to what your after-
tax salary affords you, you should have 
roughly saved two times your current 
after-tax income towards retirement and 
three times your current after-tax income 
by age 45. The Great Recession has made 
retirement saving difficult, but it’s not 
too late to get on track.  Your first step 
is to crunch some numbers.  A Beacon 
Pointe advisor can help you create a plan 
that works for you.  This will let you 
know whether you need to make some 
choices to create more savings to get you 
on track, but generally you should find a 
way to save 15%-20% of your paycheck 
towards retirement.  If you don’t think it’s 
possible to save this amount of your take 

home pay for retirement, you need to take 
a closer look at how you prioritize where 
you spend your money.

6 Aligning Your Resources to Your 

Priorities.  To align your resources 
to your goals (saving for retirement, 
saving for college, saving for a second 
home, etc.), you need to know where 
your money goes each month. You might 
be surprised how much you’re spending 
on items that really don’t mean much to 
you and how, with some small changes, 
you can align your spending to your goals.  
To get started, either download Beacon 
Pointe’s expense worksheet from our 
website www.bpadvisors.com, or consider 
using technology to track your expenses 
over time. Mint.com is a popular online 
budgeting website that categorizes your 
spending on credit cards, or consider a 
popular app such as Ace Budget to track 
and categorize expenses.

Once you know where your money goes, 
you should make sure that 20% of your 
after tax income is allocated towards 
meeting your financial priorities.  We 
recommend breaking up your income 
into three categories with 50% allocated 
to needs (housing, transportation, food), 
30% allocated to wants (cable, vacations 
and dinners out) and 20% allocated to 
meeting your financial priorities (saving 
for retirement, paying down debt, 
creating an emergency fund). You choose 
what you spend within each bucket, but 
the key is to spend only what you have 
allocated to each bucket.  For more on 
this budgeting technique, talk to a Beacon 
Pointe advisor.
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7 Know How and Where to Invest 

Your Retirement Funds. Many 40 
year olds treat their retirement savings 
like a Crockpot meal – set it and forget 
it - but you can’t just set and forget your 
retirement plan and expect to get a great 
result. You might have many options as to 
where to save your funds for retirement 
(401k, IRA, small business plan, etc.) 
and a Beacon Pointe advisor can help 
you look at your options. You should also 
know how to evaluate your investment 
performance and determine whether your 
asset allocation fits your risk tolerance.

*   *   *

FiFty SomethingS may still 
be raising children and caring for aging 
parents, but they only have 10-20 years 
to create the nest egg from which they’ll 
draw from for the 20-30 years they’ll 
spend in retirement.  It is imperative 
to make retirement planning a priority 
in this decade.  If you’re in your fifties, 
get on track to living your “good life” in 
retirement by coming up with a plan to 
tackle these important steps. 

1 Reinforce Your Emergency Fund.  

While saving for retirement is your 
number one priority this decade, there’s 
no point in putting money in a retirement 
account that you’ll just have to withdraw 
to cover an unexpected expense; so, 
before adding additional funds to your 
retirement account, make sure you have 
enough cash set aside in a savings account 
to cover three to six months of living 
expenses.

2 Eliminate Credit Card Debt. 
Your second priority this decade is 

to pay off  lingering credit card debt, even 
if  this means changing your vacation to 
a staycation or driving that older car one 
more year.  Why? You need to save for 
retirement but it doesn’t makes sense to 
do so until you’ve eliminated credit card 
debt, given that the interest charged is 
likely greater than what you’d earn on 
assets allocated to retirement. Once 
you’ve accomplished this goal, be sure it’s 
permanently checked off  your list by only 
charging what you know you can pay off  
each month. 

3 Maximize Retirement Plan 

Contributions. Once you’ve 
secured your emergency fund and 
eliminated credit card debt, kick retirement 
saving into high gear because you need the 
benefit of compounding interest to build 
a nest egg to replace your paycheck for 
30 plus years!  You’ll want to contribute 
the maximum amount possible to tax-
advantaged retirement plans since they 
typically allow you to contribute pre-tax 
earnings that can then grow tax-deferred. 
This means you should aim to contribute 
$24,000 (2015) to your 401(k) given the 
government’s extra catch-up contribution 
available to you now that you’re in your 
fifties. Self-employed individuals and 
business owners often have even more 
tax-advantaged plan choices; speak with 
a Beacon Pointe investment advisor to 
determine your options and be sure to 
maximize your contributions.  If you 
don’t have a workplace plan or you’re 
a non-working spouse, you can still 
contribute $6,500 to an IRA (in 2015 

with 50+ catch-up contributions). If you 
can save more, your savings will likely be 
in an account subject to income taxes, 
but a Beacon Pointe advisor can help you 
structure your investments to maximize 
your after-tax growth of this portion of 
your nest egg.  

4 Start To Picture Your Retirement 

Life.  It’s time to start developing a 
picture of what you want to do (charitable 
work, vacation, leisure activities) in 
your retirement years and where you 
might want to live (downsize, vacation 
home, etc.)  Having a goal increases 
the likelihood of saving towards your 
goal and helps you better estimate what 
your lifestyle will cost in retirement, so 
that you can make adjustments to your 
financial plan to reach your goal. 

5 Determine If Your Savings Are 

On Track.  Although just a rule 
of thumb, to retire at 67 living a lifestyle 
similar to what you have today, you’re 
likely to need at least four times your 
current salary saved towards retirement.1   
While you can get a better rough estimate 
of whether your savings plus your expected 
Social Security income will allow you to 
live the retirement lifestyle you desire 
using an online retirement calculator, we 
recommend looking at your options with 
an advisor who can create a plan to get 
you on track and give you the framework 
to make key decisions - such as how long 
to work and whether to downsize or 
buy that vacation home.  Whatever you 
do, don’t plan on retiring early without 

1 h t t p : / / w w w. m a rk e t w a t c h . c o m /
s t o r y / r e t i r e m e n t - s a v i n g s - h ow - m u c h - i s -
enough-2012-09-12
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doing some serious number crunching, 
because your nest egg will need to be 
much larger if it needs to sustain you for 
an additional five or ten years more than 
the typical 20-30 year retirement. Even if 
your retirement savings aren’t up to snuff, 
the good news is that you probably have 
another 10-15 peak earning years to get 
yourself on track.
  
If paying yourself first is a real struggle, 
take spending off the table with automatic 
funding of workplace plans or an IRA, or 
through direct deposit of a portion of 
your salary to your savings or investment 
account. 

6 Pay Attention To Your 

Investments. Retirement is too 
close for you to take a “set it and forget 
it” approach towards retirement savings.  
At a minimum you should annually 
meet with your investment advisor to 
determine if your mix of equity and 
fixed income makes sense for you based 
on when you might need access to those 
funds, evaluate your attitude towards risk, 
and to be sure that your asset allocation 
doesn’t grow out of balance.  

7 Be Sure You’re Set for Retirement 

Before Considering Other Goals. 
You’ve worked hard so it’s tempting in 
your fifties to ramp up your lifestyle, 
but you need to think of saving for your 
retirement years as a non-negotiable 
future bill, and put other goals (e.g., 
upgrading your home, taking expensive 
vacations) on the back burner until you 
know your retirement savings are on 
track.  If you’re a parent, it’s also natural 
to want to help your children with college 
or get into their first home, but you can’t 

get loans to finance your retirement, so 
you need to only provide financial help 
to your children using funds you won’t 
need for your retirement and limit your 
co-signing of loans to amounts you can 
afford to lose without impacting your 
retirement needs.

8 Review Your Life Insurance 

Needs. Certainly you owe it to 
your family to make sure that they are 
properly cared for if you die prematurely, 
but over time you may need less coverage 
as your children graduate from college, 
you pay off your mortgage and you get 
closer to retirement.  You might also need 
different or additional coverage to insure 
your spouse’s retirement is on track (if you 
have a pension that pays reduced benefits 
to a surviving spouse), so ask your advisor 
for help determining if your current life 
insurance coverage is still appropriate for 
your life today.

9 Review Your Estate Plan. You 
probably already have a plan that 

lays out your wishes as to who and how 
key people will distribute your assets and 
care for you and your loved ones on your 
incapacity or death, but it’s time to dust 
it off and meet with your estate attorney 
if you haven’t reviewed it in the last five 
years or since a major life event (e.g., 
marriage, divorce or the birth or death of 
a loved one).  Since life changes before you 
know it, you should also check that your 
beneficiary designations on life insurance, 
annuities, IRAs, workplace retirement 
plans still make sense, particularly since 
neither your will nor trust controls how 
assets with beneficiary designations pass 
at death. 

10 Consider Long Term Care 

(LTC) Insurance.  Living longer 
increases the chance that you’ll need help 
with the activities of daily living such as 
getting around, eating and bathing and a 
LTC policy can help you cover the cost 
of assistance with these activities in your 
home or a nursing home. You may think 
you’re too young to worry about this type 
of insurance, but the longer you wait, the 
more premiums increase and the more 
likely you are to have a health issue that 
prevents you from being able to get LTC 
coverage.

*   *   *

Sixty SomethingS are a 
growing force in the labor market which 
isn’t surprising since we’re living longer 
and have changed how we view retirement. 
In your sixties, you’ll need to make some 
key financial planning decisions affecting 
retirement, even if you aren’t retiring any 
time soon.  Here Beacon Pointe’s list of 
top tips to get you on track to live your 
life your way.  

1 Picture Your Future Lifestyle.  
Now’s the time to determine if your 

resources will allow you to live the way 
you want to live once you’re not bringing 
home a paycheck, so you need to take 
a realistic look at your future lifestyle. 
What activities do you enjoy? Will you 
work part-time? Will you downsize, 
relocate or buy a second home?  Do you 
plan on traveling?  If you’re married, your 
spouse may have very different answers 
to these questions, so we recommend 
brainstorming separately and then 
coming together to develop your joint 
vision.  Once you have your vision, 
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estimate how your income and expenses 
will change (our Beacon Pointe expense 
worksheet might be a helpful tool) as 
you’ll need those estimates to determine 
if your retirement picture is a reality, 
needs to be modified, or what it’ll take to 
make it a reality. 

2 Create a Plan to Make Your 

Vision a Reality.  You may be 
shocked to learn that to retire at age 67 
and replace 85% of your pre-retirement 
income you might need to have saved at 
least eight times your current income.2 

While you can get an estimate using 
an online calculator, retirement is close 
enough to consider getting professional 
help, as slightly different inputs can 
significantly alter your data projections. 
An advisor can help you create a plan 
to get you on track and give you the 
framework to make key decisions such 
as how long to work, whether to work 
part-time, whether you can afford to 
buy a second home or whether you 
need to scale back a bit. Just don’t retire 
without some serious number crunching 
because re-entering the workforce might 
be difficult and a new job might be less 
lucrative. 

3 Save Like Crazy.  If you have to 
save more to get on track, make 

sure that’s your priority above all else, 
including helping your grown children.  
Whether you’re saving to get on track or 
just adding to your nest egg to give you 
more financial freedom, you should know 
where to direct your resources.  First, pay 
off any lingering credit card debt since 
the interest charged is likely greater than 
2 h t t p : / / w w w. m a rk e t w a t c h . c o m /
s t o r y / r e t i r e m e n t - s a v i n g s - h ow - m u c h - i s -
enough-2012-09-12

what you’d earn saving for retirement.  
Next, make sure you have enough cash set 
aside to cover three to six months of living 
expenses as emergencies will pop up and 
it can hurt you financially if you have to 
liquidate investments in a down market.  

Once you’ve eliminated credit card debt 
and bolstered your emergency fund, get 
busy maxing out your contributions to 
tax-advantaged retirement plans (e.g., 
401(k)s, IRAs) because investments here 
can really grow quickly since you are 
typically able to contribute pre-tax funds 
which then grow tax-deferred until you 
take distributions later in retirement. If 
your company offers a 401(k) you could 
contribute up to $24,000 in 2015.  If 
you’re self-employed or a business owner 
you have several attractive tax-advantaged 
plans available to you, so speak with your 
advisor.  Even if your employer doesn’t 
offer a plan or you’re a non-working 
spouse, talk to your advisor about funding 
an IRA (up to $6,500 in 2015). If you can 
save more than what you can contribute 
to tax advantaged plans, go for it!  An 
advisor can help you put those additional 
savings to work.  

4 Carefully Consider How and 

When to Take Social Security.  
One of the biggest financial decisions 
you’ll make in your sixties is deciding how 
and when to take Social Security.  While 
most Americans need to collect Social 
Security as soon as it’s available (age 62 or 
60 if your widowed) to make ends meet, 
Beacon Pointe’s top tip here is to avoid 
taking benefits too soon.  Taking benefits 
at 62 means you’ll only receive about 
75% of the monthly benefit otherwise 
available to you at your full retirement 

age (“FRA”) which is 66 for those born 
between1943-1954. Plus, if you’re still 
working while collecting Social Security 
and haven’t reached your FRA, Social 
Security will reduce your benefits by $1 
for every $2 earned over the earnings 
cap ($15,720 in 2015).  Delaying taking 
benefits until age 70 can increase your 
benefit to 132% of your FRA benefit, so 
if you can swing it and have a normal life 
expectancy, it probably makes sense to 
take advantage of the 8% annual bump 
in benefits you’d receive until your age 70 
by delaying (don’t delay taking spousal 
benefits beyond your FRA as these 
don’t increase after FRA).  Our second 
tip is to get help with Social Security if 
you’re married because you’ll have some 
special options that might allow you to 
maximize your combined benefits. For 
questions or an estimate of your benefits, 
contact Social Security (800) 772-1213 
or   http://www.ssa.gov/ or a Beacon 
Pointe advisor is happy to assist you. 

5 Apply For Medicare On Time.  
If you don’t apply for Medicare 

during your initial enrollment period 
you may face a gap in coverage and 
permanently pay higher premiums (Part 
B premiums increase 10% for each 
12-month period you delayed). Unless 
you’re already receiving Social Security 
before your 65th birthday, you won’t 
be automatically enrolled in Medicare 
Part A (hospital insurance) and Part B 
(medical insurance) and will need to 
enroll during the seven month period 
that starts three months before the 
month in which you turn 65.  You may 
not have to sign up for Medicare Part B 
and pay Part B premiums if you or your 
spouse is still working and covered under 
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an employer’s plan, if you’re eligible for 
a Special Enrollment Period (“SEP”) 
that extends your enrollment period 
until eight months after termination 
of employment or health care coverage. 
Be sure to check with the employer’s 
human resource department though as 
some coverage won’t qualify you for a 
SEP (non-credible coverage, covering few 
employees or COBRA) so you’ll need to 
sign up during the Initial Enrollment 
Period. For questions call Social Security 
(800-772-1213) or visit Medicare’s 
website:   http://medicare.gov/.  

Medicare doesn’t cover everything, so 
when you sign up you should also consider 
a Medigap or Medicare Advantage plan. 
For an additional premium, a Medigap 
policy supplements your Medicare Part 
A and B coverage to reduce your out of 
pocket costs but doesn’t cover prescription 
drugs, so you should also consider 
enrolling in a Part D when enrolling in 
Part A and B if you go the Medigap route. 
If you decide to purchase a Medigap 
policy, do so during the six month period 
that begins the month of your 65th 
birthday to guarantee acceptance and 
avoid premium increases.  Alternatively 
consider a Medicare Advantage plan if 
you want lower plan premiums and more 
of a HMO style plan.   These Part C plans 
replace your Part A and B coverage and 
typically add in prescription drug, dental 
and vision care coverage, but through 
the plan’s providers.  Sign up during 
the same Initial Enrollment Period (the 
seven month period beginning the three 
months prior to the month of your 65th 
birthday).  Visit Medicare’s website for 
coverage options. 

Medicare and Social Security can be 
tricky, and it is important to be strategic 
when it comes to both, so if you need 
guidance on planning out your financial 
(retirement) future, please do not hesitate 
to contact Beacon Pointe for assistance.

6 Review Your Investments.   At 
some point you’ll switch from 

adding to your nest egg to drawing from 
it, so it’s a good time to get professional 
help to make sure you’re diversified and 
to determine if a portion of your portfolio 
should be invested more conservatively. 
On the flip side, you don’t want to be 
too conservative because you might 
not touch a portion of your portfolio 
for 15-30 years.  If you’re invested too 
conservatively you might lose out on the 
potential for growth that can help stretch 
your nest egg over your lifetime and keep 
up with inflation.  

7 Have Back Up Plans. Most people 
over age 65 will have some health 

deterioration requiring them to stay in 
a long-term care facility or have help at 
home with the activities of daily living 
(getting around, eating and bathing) and 
Medicare doesn’t cover long-term care 
(LTC).  Make sure you either set aside 
funds to cover this likely future cost or get 
moving on applying for a LTC policy as 
premiums increase and your insurability 
declines with age.  Your sixties is also 
the time to make sure you have an estate 
plan to control who receives your assets 
and how key people will distribute your 
assets and care for you on your incapacity 
or death. If you have a plan but haven’t 
reviewed it in five years or you’ve had 
some major life changes occur (marriage, 

divorce or the birth or death of a loved 
one) it’s time to call your attorney for a 
review.  Now is also the time to review 
your beneficiary designations on life 
insurance, annuities, IRAs and workplace 
retirement plans to make sure the benefits 
pass to the right people, particularly since 
your will or trust won’t control these 
benefits.  

For more information regarding the 

above content, or to speak with a Beacon 

Pointe advisor, please Jim Davenport at                                                   

jdavenport@bpwealthadvisors.com or   call 

(949) 720-9980.
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Investment 
Themes
By Michael Ashley Schulman, CFA

of cheap natural gas & energy. In addition, 
numerous technological advances mean 
that significantly fewer people are used in 
manufacturing, further diminishing labor 
costs as a top priority.

• The US benefits from lower 
energy costs on many fronts; more 
consumer discretionary income, a 
return of manufacturing and heavy 
industry, a large, stable, domestic 
energy base, a skilled workforce, 
and high use of technology

2 Chinese investment is poised to 

flood the world:  The Chinese, 
known for their manufacturing prowess 
and their massive purchases of Western 
consumer goods, have embarked on an 
enormous investment buying spree across 
Africa, Latin America, Europe, the US, 
and Australia. A looser capital control 
regime in China will allow the huge wealth 
created by their decade-long boom to flow 
into global assets. Such a massive outflow 
will have the added benefit of helping the 
Chinese Yuan depreciate so that Chinese 
exports remain price competitive.  

• This deluge of Chinese wealth is 
positive for global prices of real 
estate, equity and debt

A lot happens and changes in the 
investment world every day, and 

market reactions are often contrary 
to initial expectations; but with an 
understanding of certain long-term 
themes one can grasp the big picture of 
what influences the markets. In the 1980’s 
and 90s, the average person received much 
of their investment news from a daily 
paper and a half hour on Friday evening 
watching Louis Rukeyser’s Wall Street 
Week. Today, one is deluged with an 
avalanche of data, opinions and arguments 
from professional managers, blogs, 
investment sites, CNBC, Fox Business, 
email, retail trading programs, and social 
media; the doomsayers, rumor mills, and 
fear mongers unfortunately garner much 
of the attention. Below are some of the 
themes that my partners, Greg, Rob, Peter, 
and I use to protect and grow assets as well 
as rationally frame and interpret the broad 
forces moving the market now and over 
the next few years.

1 Energy is the new labor; watch on-

shoring boom in America: Energy is 
replacing labor as the cost driver for where 
manufacturing is located; this presents a 
profound change to global manufacturing. 
Now that China’s average pay is half or 
more of American pay, production is 
moving to the U.S. (and Mexico) because 
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3 Declining commodity prices 

might be the largest quantitative 

easing (QE) yet and is just beginning: 
Regular central bank QE failed to directly 
put money into peoples’ pockets. Most of 
the government largesse was absorbed 
by banks without filtering through 
to individual creditors. On the other 
hand, the global decline in commodities 
markets, which has seen prices drop 
in food, metal, and energy, will have 
a hugely positive effect on nearly all 
consumers, no matter their geography or 
economic power. Lower commodity costs 
put real money back in consumer pockets 
and frees up disposable income. So this 
drop in prices might be the most effective 
stimulus yet.

• This could boost GDP by 0.5% 
to 1.2% globally

• Lower fuel costs can provide an 
annualized windfall of $225B 
direct to US consumers

4 Don’t lean too much on old 

models: History offers little 
guidance for the months and years 
ahead. The Fed has never wrapped up a 
$4 trillion stimulus program and has no 
experience raising rates from zero. And 
neither does anyone else. In addition, 
most economic models don’t properly 
account for the negative yields we have in 
European government bonds.

• Pundits may speak of reversion 
to the mean and show historical 
charts with repetitive patterns, 
but global capital markets have 
experienced a real shift 

5 Atlas shrugged; low yields are 

a long-term norm, not a short-

term aberration. Many Americans have 
abandoned their habit of buying stuff 
they don’t need, with money they don’t 
have, to impress people they don’t like. 
America, the Atlas of global demand, has 
shrugged. As US households reduce debt, 
the economies of the world need to prop 
themselves up, but unable to generate 
enough domestic demand, commodity 
prices fall, inflation collapses and 
countries engage in currency weakening 
battles to gain as much access to the U.S. 
as possible. 

• The current weak and deflationary 
global recovery is the result of 
policymakers in many countries 
simultaneously trying to recreate 
the late twentieth century model 
of global growth, and failing. 
Instead of excess supply being 
cleared through ever higher US 
household debt, it is now being 
cleared through lower prices. 

6 Post-traumatic stress disorder 

(PTSD) remains strong following 

the ‘08/’09 crisis: The great financial 
crisis that occurred six years ago is as fresh 
in investors’ minds as if it were six days 
ago and any down move in the market 
of three percent (-3%) or worse triggers 
an urge to flight. Understanding this 
behavior can help one rationalize and 
cope with market volatility.

• Down moves of -200 points on 
the Dow Jones Industrials Index 
accentuate this feeling because 
although the number seems 

impressive, most people are bad 
at math; a -200 point move when 
the Dow was at 6,500 (down 
-3%) is very different than when 
the Dow is at 18,000 (down 
-1.1%)

7 Markets perform better when 

things go from terrible to bad 

than from good to great: This is one 
of the hardest parts about investing. It 
rarely feels right to invest or rebalance 
into a cheaper investment class because 
usually things are cheap for a reason. 
You’ll never find a market on sale because 
things are great. Sentiment, trends, 
investor allocations, and economic and 
market perceptions play a huge role in 
market performance. Often, these factors 
outweigh the fundamentals.

• If markets traded exclusively on 
fundamentals it would be a lot 
easier; but they don’t

• Discomforting volatility is 
expected in a rising market

8 “What’s in your wallet?” You may 
remember this as the tag line of the 

old Capital One credit card commercials.  
But a similar question is going through 
the minds of professional global bond 
managers; what is in my fund? When a 
quarter of the Eurozone government 
yield curve is negative and German 
Bund yields are below Japanese levels, 
low U.S. Treasury yields suddenly don’t 
seem so low. Thus, on a relative basis, as 
shown in Table 1, U.S. Treasuries have 
good reason to look attractive to global 
investment managers and U.S. yields have 
a reasonable rationale to stay low.  
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Table 1.  A SAMPLE OF 10-YEAR GOVERNMENT 
YIELDS FROM AROUND THE WORLD 

Table 1 provides examples of global 10-year government bond yields as 

of April 10, 2015 to compare to the U.S. 10-year Treasury yield at 1.95%

 

 

• If you were a global bond manager, what would you want in your 
fund (or wallet); Slovakia at 0.42% or US Treasuries at 1.95%?

9 US government reforms and fiscal spending have a good chance 

of passing in 2015/16. Fiscal sequestration hampered growth; any 
spending program that opens the purse strings will accelerate growth. 
Public expenditure is always less efficient than private sector investment, 
but when the private sector is saving too much, public spending becomes 
imperative.

• Reform legislation or fiscal spending would be positive for U.S. 
growth and push equity multiples higher

10 The trend is your friend – bond yields have been on a 30-

year trend down: There is an obvious flaw with the assumption 
that zero interest rates cause inflation, otherwise, all of the tin-foil hat 
wearing doomsayers would have been correct about the US having 
Weimar/Zimbabwe-like hyperinflation. Zero or negative interest rates 
encourage investment speculation; the largest beneficiaries are rising asset 
prices (bonds, equities, real estate, private equity) and large companies 
with capital market access.  Those companies aren’t the ones that add the 
most jobs but the ones that are able to leverage their low cost borrowing 
to produce more products and thereby keep inflation low.  

• Contrary to many initial expectations, when 
the Fed begins to raise short-term rates, long 
maturity bonds could strengthen (go up in price 
and down in yield) since inflation is the enemy 
of bonds and the Fed raising rates may douse any 
hint of inflation

• When U.S. interest rates do gain upside traction, 
this – rather than snuffing U.S. stock markets – 
could spur a reallocation from bonds into equities

11 New precedents can be made; lucky number 7: 

The S&P 500 has never posted seven consecutive 
years of earnings growth.

• Just because something has never happened 
before doesn’t mean that it can’t; this is just as 
true on the way up as on the way down

12 18- to 34-year-olds describe their generation as 

globally connected: 2 billion Gen Ys have grown 
up in an open source society with direct access to global 
peers. Advanced technology, diversified travel options, 
and global cuisines have forged deep connections between 
cultures. Ys support brands whose ideals and values align 
with their own and Ys often feel more in common with 
youth in other cities around the world than with native 
rural peers. 

• Brands that acknowledge this generation’s global 
mindset will resonate most

• Politically and economically, the world is one 
marketplace – the Westphalian black box, in 
which what happened within a state’s borders 
was no one else’s business, is gone – borders 
are permeable to people, crime, data, videos, 
weapons, pollution, and pandemics

We hope that you too can use some of these themes to 
frame the big picture of what moves interest rates, stocks, 
bonds, real estate, and the value of businesses.  Please let 
us know what questions you have.  
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Disclaimer: This information is not directed to 

any person in any jurisdiction where (by reason of 

that person’s nationality, residence or otherwise) 

the publication or availability of the information 

is prohibited. Persons in respect of whom such 

prohibitions apply must not access this document. 

This material is not intended to be relied upon as 

a forecast, research or investment advice, and is 

not a recommendation, offer or solicitation to buy 

or sell any securities or to adopt any investment 

strategy and does not constitute any investment 

recommendation. This is meant to be a discussion 

piece and should not be treated as advice nor 

as an investment guide. The opinions expressed 

are as of April 10, 2015, and may change as 

conditions vary. Any references depend on the 

circumstances of the individual and may be 

subject to change. In preparing the information, 

we have not taken into account your objectives, 

financial situation or needs. Information 

contained herein is subject to change. There is no 

guarantee that any forecasts made will come to 

pass. Reliance upon information in this material 

is at the sole discretion of the reader. Investment 

involves risks. International investing involves 

additional risks, including risks related to 

foreign currency, limited liquidity, government 

regulation and the possibility of substantial 

volatility due to adverse political, economic or 

other developments. All examples, tables and 

models are used for illustrative purposes only. 

Please check all information with a finance or 

investment specialist.
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What “Smart Beta” 
Means to Us
By Rob Arnott and Egin Kose

beta label that its advocates believe that 
cap weighting is “stupid beta.” 

C’mon folks, is the beta relative to the 
S&P 500 Index—an actively selected 
broad-market core portfolio—really the 
one true beta?! Also, the practitioner 
community has increasingly embraced 
the notion of seeking beta (which has 
already morphed in meaning to refer 
to exposure to chosen markets, not 
the total market portfolio of investable 
assets, as CAPM originally defined it) 
for free, and paying for alpha. Viewed 
in this context, smart beta actually can 
mean something useful: a smarter way 
for investors to buy beta with alpha. 
After all, if one can find a more reliable 
alpha, and pay less for it, that would be 
pretty smart. 

The early critics of our Fundamental 
Index® work were quick to point out 
that it was just a backtest and was 
merely clever repackaging of value 
investing. Well, it was a backtest, and it 
has a value tilt against the cap-weighted 
market. (Or, just to be provocative, 
does the cap-weighted market have 
a growth tilt against the broad 
macroeconomy, providing investors 
with outsized exposure to companies 
that are expected to grow handily, and 

As with most new expressions, “smart 
beta” is in the process of seeking an 
established meaning. It is fast becoming 
one of the most overused, ill-defined, 
and controversial terms in the modern 
financial lexicon. Unfortunately, the 
success of so-called smart beta products 
has attracted a host of new entrants 
purporting to be smart beta products 
when, frankly, they aren’t! They stretch 
the definition of smart beta to encompass 
their products, a natural business strategy. 
Without a simple, generally accepted 
meaning, the term “smart beta” risks 
becoming meaningless. 

Is that a bad thing? Probably not to the 
critics of the term smart beta. These 
are mainly the definitional purists. Bill 
Sharpe, who coined and defined “alpha” 
and “beta” in his seminal work (1964), 
famously remarked that the term makes 
him “definitionally sick.” His objection is 
completely legitimate: Bill defined beta as 
merely a measure of the non-diversifiable 
risk of a portfolio, measured against 
the capitalization-weighted market, 
and defined alpha as the residual return 
that’s not attributable to the beta. Some 
providers of traditional cap-weighted 
indices similarly object, either because 
they believed that there is only one “true” 
beta or because they infer from the smart 
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skinny exposure to troubled companies?) It’s not a backtest any 
more, as we approach our 10th anniversary of live results; and it 
has outperformed the cap-weighted market in most of the world, 
during a time when value generally underperformed growth. Critics 
have become more muted, as the efficacy of the Fundamental 
Index method (and other so-called smart beta strategies) is better 
understood. 
 
Defining Smart Beta for Equity
The term smart beta grew out of attempts by people in the 
industry to explain the Fundamental Index approach vis-à-
vis existing passive and active management strategies. When 
Towers Watson, a leading global investment consulting firm, 
coined the expression smart beta, it was not their intent to label 
cap-weight as “dumb beta.” Indeed, they referred to it as “bulk 
beta,” because it could be purchased for next-to-nothing. There 
is nothing “dumb” about cap-weighted indexing. If an investor 
wants to own the broad market, wants to pay next to nothing for 
market exposure, and doesn’t want to play in the performance-
seeking game, cap-weighted indexing is the smartest choice, by 
far. People are beginning to understand that the dumb beta is the 
fad-chasing investor who buys whatever is newly beloved and sells 
whatever is newly loathed, trading like a banshee. Fortunately or 
unfortunately, these folks are legion, as is well documented in Russ 
Kinnel’s important “Mind the Gap” white papers (2005, 2014). 

As the debate over the smart beta label grew, Towers Watson 
(2013) sought to clarify the meaning of their expression with the 
following definition:
 

“Smart beta is simply about trying to identify good investment 
ideas that can be structured better… smart beta strategies should 
be simple, low cost, transparent and systematic.” 

This straightforward definition indicates what investors ought to 
expect of a smart beta product. Our research suggests, however, 
that many alternative beta strategies fall short of this definition. 
Some are overly complex or opaque in the source of value added. 
Others will incur unnecessary implementation costs. Many so-
called alternative beta strategies don’t seem so smart, by Towers 
Watson’s definition. 

The problem may be that even this definition is not clear enough. 
The absence of a rigorous, generally accepted definition gives me-
too firms enough latitude to stamp smart beta on anything that’s 
not cap-weighted indexing. The way the term is bandied about, 
without much regard for meaning, is a disservice to investors. 

We don’t presume to define smart beta for the industry, but we 
would like to see more consistency in how the label is applied. Our 
definition builds on the Towers Watson definition, adding more 
specificity as it relates to equity strategies, where the smart beta 
revolution began almost a decade ago:

A category of valuation-indifferent strategies that consciously and 
deliberately break the link between the price of an asset and its 
weight in the portfolio, seeking to earn excess returns over the cap-
weighted benchmark by no longer weighting assets proportional 
to their popularity, while retaining most of the positive attributes 
of passive indexing.

Earning Excess Returns
The shortcomings of cap-weighted indices are by now well 
understood and widely acknowledged. Cap-weighted indices 
are “the market,” and they afford investors the market return. 
That’s indisputable. Nonetheless, because constituent weights 
are linked to price, they automatically increase the allocation to 
companies whose stock prices have risen, and reduce the weight 
for companies whose stock prices have fallen. If the market is 
not efficient, and prices some companies too high and some too 
low, then cap-weighted indices naturally have disproportionately 
large concentrations in companies that are likely to be overvalued 
and light allocations in companies that are disproportionately 
undervalued. 

This structure creates a return drag that is overcome by breaking 
the link between price and weights in a portfolio.1  In fact, our 
research shows that any structure that breaks the link between 
price and weight outperforms cap weighting in the long run.2  In 
this sense, our work on the Fundamental Index concept is not 
special!3  Equal weight, minimum variance, Shiller’s new CAPE 
index, and many others, all sever this link, and empirically add 
roughly the same alpha. This can be done simply, inexpensively, 
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and mechanistically; these ideas show good historical efficacy 
all over the world; and some have live experience that roughly 
matches the backtests. Accordingly, this way to pursue a particular 
beta might rightly be considered “smart.”

In periodically rebalancing to target weights that are unrelated to 
price, smart beta strategies engage in value investing: They buy 
low and sell high (we have demonstrated this result elsewhere4  
and will return to it in a moment). It will surprise many readers to 
learn that the value tilt is empirically a far smaller source of return 
than is the rebalancing process itself.5  After all, what could be 
more uncomfortable than systematically trimming our holdings 
in the most extravagantly newly beloved companies, while topping 
up our holdings in the most newly feared and loathed companies? 
These portfolios look perfectly reasonable; their trading does not. 
That’s where the alpha is sourced: contratrading against the legions of 
investors who chase fads and shun recent disappointments. 

Accordingly, breaking the link with price is, in our view, the most 
important component to any useful definition of smart beta. 
Strategies that use market capitalization in selecting or weighting 
securities, such as cap-weighted value indices, are not smart beta 
using our definition: they leave money on the table due to the 
same return drag that afflicts any cap-weighted strategy.  

Best Attributes of Passive Investing

Compelling as it might be to define smart beta simply as those 
equity strategies that break the link with price,7  we believe that 
tapping a reliable source of excess return is not sufficient to merit 
the label smart beta. As our general definition for equity market 
smart beta indicates, we also think smart beta solutions should 
retain some of the key benefits of passive investing, including:

• Smart beta strategies are transparent. The principles of 
portfolio construction and the intended sources of excess 
return are clearly stated and easy to understand. Investors 
know what they are getting.

• Smart beta strategies are rules-based. Their methodology is 
systematic and mechanically executed. Investors know that the 
process is disciplined. These strategies can be independently 

tested, including in out-of-sample tests covering new time 
spans or new markets. 

• Smart beta strategies are low cost relative to active management.8  
In addition to lower fees, they have lower due diligence and 
monitoring costs. As a result, they offer investors affordable 
access to potential excess returns.

• Smart beta strategies have large capacity and the liquidity to 
accommodate easy entrance and exit.

• Smart beta strategies are well-diversified and/or span the 
macro economy. Because stock weights are uncoupled from 
prices, smart beta strategies do not expose investors to sector 
and industry concentrations arising from misvaluations.

We think of these traits as family traits. Few will have every one 
of these traits; we’d be inclined to apply the smart beta label to a 
strategy that displays most or all of them. To us, the trait in our 
primary definition is sacrosanct: Any strategy that is not valuation-
indifferent, that does not break the link between the weight in the 
portfolio and price (or market cap), is not smart beta.

Performance Record

We’ve described what smart beta means to us, and, in the process, 
indicated what we think investors should expect of products that 
are marketed as smart beta strategies. Is it also reasonable to expect 
long-term outperformance relative to cap-weighted indices? We 
cannot know the future. Perhaps, in the years ahead, investors will 
be rewarded by owning more of whatever is most expensive and 
less of whatever is least expensive. Personally, I doubt it.

We can know the past. So-called smart beta strategies have 
produced value-added returns in long-term historical testing, 
all over the world, and on many9 live-asset portfolios. And this 
outperformance has been driven, in large part, by the inherently 
value-based trading that takes place when smart beta portfolios are 
rebalanced to non-price-related weights. In long-term simulations, 
smart beta strategies have generated excess returns relative to cap-
weighted indices. For instance, Figure 1 traces the hypothetical 
cumulative returns of a fundamentally weighted U.S. index and 
the comparable returns of two cap-weighted indices—a broad 
market index and a traditional value style index—over the 36-year 
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period from 1979 through 2014. The fundamentally weighted 
index outperformed both of the indices whose weighting methods 
incorporate market prices.10

Figure 1

A cautionary note is in order. As with any strategies, smart beta 
investing is a long-term strategy. Only a charlatan would encourage 
customers to expect 100% probability of future outperformance. 
There have been prolonged periods of underperformance, 
especially in secular bull markets. Smart beta strategies are 
contrarian, and they make sense only for investors with long-term 
planning horizons and a willingness to tolerate uncomfortable 
(even profoundly uncomfortable) portfolio rebalancing trades. 

In Closing

Smart beta has been roundly dismissed as a marketing buzzword, 
rather than a significant development in finance theory and 
investment practice. We like the name, partly because it is jarring 
and controversial, but we don’t for a moment deny that it has been 
misused to flog me-too products. We hope that, by sharing our 
thoughts about the nomenclature, we can nudge the discussion in 
the direction of the real issue: how to best manage investor assets. 
Our commitment is to deliver on the promise of smart beta, to 
deliver the best smart beta ideas that we can.  
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The 2015 JFC Asset Allocation Model
Presented by the Janes Financial Center Residents

The CFA Society of Orange County Foundation 
(“CFAOC”) reaches out to Southern California 
Business Schools annually with a request for 
proposal to manage the foundation’s scholarship 
fund.  In November of 2014, the residents of the 
Janes Financial Center submitted a proposal to 
manage a portion of the CFAOC scholarship 
fund for the 2015 calendar year.

The residents’ proposal offered an investment 
philosophy based on the 2015 JFC Asset 

Allocation model, which is developed 
specifically for the CFAOCF RFP competition.

The JFC residents, participating in the 
competition for the second year, were successful 
in securing first place.  This achievement 
afforded them the opportunity to manage the 
largest portion of the foundation’s scholarship 
fund.  This was accomplished by offering the 
following model and analysis.

Photos of the JFC Senior 
Residents by Sara Knobel for 
Sara Knobel Photo
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The U6 unemployment number, which accounts for the 
unemployed, underemployed, and disenfranchised, has been 
stubbornly in the low teens since the Great Recession. It has been 
reported at 12% for 2014.  Moreover, the spread between the 
U6 and the U3 (the commonly reported unemployment number 
which is currently at 5.8%), while improving, continues to be 
at levels closer to double the historical average.  Single digit U6 
unemployment numbers accompanied by a U3 – U6 spread in 
the low 4% would offer a positive indicator of favorable consumer 
behavior. It is our expectation that while disposable income 
in 2015 will most likely continue to increase, consumers will 
continue to be cautious spenders. Areas that we project to see the 
most activities are healthcare and consumer durables. It is of note 
to recognize that the projected increase in healthcare spending is 
a permanent allocation of household income.  This occurs when 
families upgrade their health insurance paying higher monthly 
premium to minimize the out of pocket health care cost.  

On the other hand, expected increase in spending on consumer 
durables is considered a short-term allocation of disposable 
income. How short-term depends on the size of the cooped 
up demand and the continued low interest rate environment 
supporting consumer leveraged economic activities. 

Long-term interest rates are anticipated to remain on the high end 
of the 2% range, and most likely in the low 3% range by the end 
of 2015. We do not predict much higher interest rates as a result 
of a continued fragile economic recovery and the strengthening 
of the dollar driving exports down and increasing imports.  
Other reasons for this prediction are continued inflow of foreign 
capital into the U.S. financial markets and a federal reserve that 
is reluctant to stall a very slow economic recovery by dramatically 
increasing interest rates.  

Given the aforementioned, it should not come as a surprise that 
we predict inflation will remain flat or possibly tick slightly higher 
in 2015 while remaining in the upper band of 1% - 2%.

The themes for this year’s model are diversification, low 
correlation when possible, cash flow, and patience. The 
model calls for an allocation of 65% in U.S. equity, 8% 

in emerging markets, 2% in real assets excluding real estate, 5% 
in real estate, and 20% in fixed income. This allocation attempts 
to maximize potential risk adjusted return given our economic 
outlook for 2015.

It is our opinion that the global economy will continue to 
experience a slow and fragile economic recovery and growth in 
2015.  

In the U.S., it is anticipated that GDP will most likely remain 
under or at 3% for 2015.  

The results of the midterm elections crystallized the gridlock in 
Washington D.C. ensuring that no impactful action by the federal 
government to improve the economy should be expected until the 
presidential election of 2016. 

Seasonally adjusted unemployment is anticipated to remain in the 
5% to 6% range.  This would have been viewed as a favorable 
economic indicator if the unemployment figures were accompanied 
by an improvement in the for labor market underutilization and 
improved consumer sentiment and spending. 
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INTERNATIONAL EQUITIES

International equities continue to be highly correlated to U.S. 
equities. Offering much lower returns with a similar risk profile, 
it would not be appropriate for investors to participate in the 
international equities market, as investors would be forgoing 
higher potential returns for the same levels of risk. 

Having said that, for patient long-term investors with tolerance 
for risk, there might be a unique opportunity in international 
equities. 

Early signs of economic stability, not recovery, are manifested 
internationally.  We believe that the international equities market 
does not reflect these signs due to investor uncertainty. This offers 
interested investors the opportunity to be the first movers into the 
international markets. As signs of stability turn to signs of recovery, 
and correlation between U.S. markets and international markets 
return to its natural low levels, first movers into international 
equities have the potential to realize significant gains.  

One needs to consider the length of time needed for both 
international economic recovery and repatriation of investments 
back to home countries.

EMERGING MARKETS

We continue to be bullish on emerging markets as they continue 
to exhibit low correlation to the U.S. Equity markets and higher 
potential risk adjusted returns.

The focus for 2015 is on growing emerging economies driven by 
internal consumption and not exports or commodity production. 
Our evaluation matrix has not been changed from 2014. Emerging 
markets of interest to us are those demonstrating healthy GDP 
growth signs driven by household consumption (50% + of GDP), 
increasing imports and declining exports, unemployment in the 
lower side of the 6%-7% range, and debt to GDP ratios of 50% 
less.

US EQUITY

Investors are likely to remain reluctant participants in the U.S.  
equity market. The uncertainty of healthy global economic 
recovery coupled with global political instability has continued 
to drive investors into U.S. Equities in pursuit of returns absent 
outside of the U.S. This unenthusiastic participation is believed 
to cause volatility continuing well into 2015 and possibly 2016 
as investors will remain hyper-reactive to unfavorable economic 
or market news. 

A point of consideration when determining the allocation in U.S. 
equities is the potential for international investors to repatriate 
their investments as the global economy recovers, and the 
possibility of equities being unreasonably overvalued. 

The market recovery from the dot.com bust was reasonably 
measured when compared to the recovery from the financial 
crises. During the five years subsequent to the trough in 2000, the 
S&P 500 gained approximately 95%. In comparison, during the 
five years subsequent to the trough in 2009, the S&P 500 gained 
an eye-catching 175%, and to date, over 200%.  

Such rapid recovery in equities, not backed by economic recovery, 
leads us to believe that while 2015 has the potential to offer equity 
investors healthy returns, this will be accompanied by high levels 
of risk and volatility. Compensating for the high risk associated 
with equities, it is our prudent recommendation to include in 
portfolios, asset classes with low correlation to the U.S. equity 
markets.  This will assist in the reduction of overall portfolio risk.
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While residential real estate continues to exhibit recovery 
challenges, commercial real estate for the past three years has nicely 
recovered as vacancy rates declined and average rents increased. 
Current values in commercial real estate have been increasing 
diligently, signaling a healthy and sustainable recovery. A broad 
exposure to commercial real estate is very attractive to us in 2015.
Oil is also enticing to us at its current value. The price of oil 
has declined significantly to levels that cannot be sustained for 
prolonged periods of time.  We believe that oil prices are most 
likely to test the $70 to $80 range by the end of 2015. Given the 
current price, this offers a healthy risk adjusted return.  

FIXED INCOME

Given the expectation of the bond market continuing to deliver 
low yields as a result of bonds being overpriced, and the yield 
curve further flattening, it is our recommendation that fixed 
income allocation should exclusively be comprised of preferred 
securities in an effort to secure a reasonable risk adjusted return.

When compared to other fixed income instruments, preferred 
securities offer two unique benefits, which are higher yields and 
increasing dividends. Utilizing the Sharpe Ratio as a measure 
of risk/return to normalize performance, preferred securities 
consistently outperformed their fixed income counterparts.

REAL ASSETS

With low correlation to the overall market, real assets play a 
critical role in the overall performance of a portfolio by reducing 
the overall risk as measured by standard deviation. In 2015, we are 
bullish on commercial real estate and oil.
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counter parts. Exposure to preferred securities can be accomplished 
through iShares US Preferred Stock ETF (PFF). 

Going into 2015, we find oil prices attractive for patient investors. 
In 2014, oil prices decreased to levels that impacted the continued 
operations of oil producers as the cost of extraction became equal 
or greater than the selling price. Rigs closure and continued 
global geopolitical instability offer an environment that is ripe for 
increasing oil prices, and a great deal of volatility. Consequently, 
long-term investors may have an opportunity in oil as they ride 
out the short-term volatility. For exposure to oil, we like for our 
portfolio iPath S&P GSCI Crude Oil ETF (OIL) for exposure to 
crude oil, and Barclays ETN+ Select MLP (ATMP) for exposure 
to MLPs. 

Mitigating volatility, real estate is an essential component of any 
portfolio. Commercial real estate, with improving vacancy rates 

This year’s investment picks promises to be very unique 
and eclectic. In 2015, the continued lack of investor 
conviction combined with high level of uncertainty 

relating to a healthy global economic recovery will most likely 
cause volatility to be part of the everyday reality in the markets. 
In such conditions, returns on passive investments tend to be not 
commensurate with risk resulting from increased volatility. As 
such, we believe that global selectivity is the name of the game 
in 2015. 

In fixed income, preferred securities stand out as the appropriate 
selection when compared to investment grade bonds, high 
yield bonds, and mortgage backed securities. In 2014, preferred 
securities delivered the highest risk adjusted return, highest 
dividend yield, and was the only fixed income instrument with 
a positive growing payout to investors. We believe that in 2015, 
preferred securities will continue to outperform its fixed income 

2015 Investment Picks
Presented by the Janes Financial Center Residents
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MSCI Philippines ETF (EPHE), and Market Vectors Indonesia 
ETF (IDX).

Rounding up the 2015 investment picks are two industries we 
find attractive due to the steadiness of performance and loyalty 
of consumers. The two industries are mobile service and tobacco. 
In mobile, for 2015 we like Verizon Communications Inc. (VZ) 
and AT&T (T), which both companies represent two thirds of 
the mobile industry. Moreover, both companies offer a dividend 
of approximately 5%.

 In tobacco, we like Philip Morris International (PM), and 
Reynolds American Inc. (RAI). Philip Morris, with a dividend 
of 5%, is attractive due to its size and global market share. The 
company holds an estimated 15.6% share of the total international 
market outside the U.S.  Reynolds American’s attractiveness 
originates from the company’s success and dominance in niche 
markets within the tobacco industry.  The company’s e-cigarette 
products and its announced merger with Lorillard, Inc. (LO) 
ensure the longevity of Reynolds.  

and increasing rents, promises to be the better investment over 
residential real estate. Apollo Commercial Real Estate Finance Inc. 
(ARI), a REIT, offers a rather stable price and a dividend nearing 
10%.   Investors in Apollo should not anticipate significant returns 
from capital appreciation, as this is a pure dividend play.  

Biotechnology is a continued theme from last year’s investment 
picks as the biotechnology renaissance continues offering new 
hope, therapies, and better treatments to a multitude of ailments. 
Due to the specialization of biotechnology companies, and the 
multitude of areas that these companies are expanding in, a broad 
exposure to the industry is the most appropriate approach to gain 
exposure in Biotechnology.  iShare Nasdaq Biotechnology ETF 
(IBB) offers a well diversified opportunity to gain such exposure. 

In emerging markets, economies fueled by internal consumption, 
and moving away from being export driven economies, offer 
investors tactical opportunities away from U.S. markets. In 2015, 
we like having exposure in India, Philippines, and Indonesia. 
Broad exposure to these markets can be accomplished through 
investing in EGShares India Consumer ETF (INCO), iShares 

2014 Investment Picks: Report Card
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California’s 2014 Top 40

The honor of  California’s 2014 Top 
Corporation in our ranking goes 

to Gilead Sciences Inc. (GILD).  If  you 
have ever been prescribed Tamiflu to 
treat your flu and have experienced how 
effective Tamiflu is, you have Gilead 
Sciences to thank. Headquartered in 
Foster City, since 1987, the company has 
produced and delivered treatments of  
influenza, HIV, liver disease, and certain 
blood cancers.

Gilead, moving up in the ranking from 
7th place last year to 1st place this year, 
earned the top ranking by delivering 
a stellar performance for its investors. 
Gilead delivered a total return of 25.50%, 
return on equity (ROE) of 90.32%, a 
return on invested capital (ROIC) of 
52.68%, and an impressive free-cash-
flow margin (FCF margin) of 49.26%. 
The company also managed to boost its 
diluted EPS from $1.87 in 2013 to $7.39 
in 2014.

Coming in at #2 is Tessera technologies 
Inc. (TSRA). Every time a picture is 
taken by a mobile device, odds are one 

of Tessera’s mobile imaging solutions or 
technology is being used.  Tessera secured 
its second place ranking by delivering to 
its investors a total return of 88.59%, 
free-cash-flow margin of 47.50%, and 
managed to generate diluted EPS of 
$3.46 – recovering nicely from a negative 
diluted EPS for the prior year.

The #3 spot is secured by the Sherman 
Oaks based apparel company Cherokee 
Inc. With 27 continuing license or brand 
representation agreements globally, the 
company’s products can be found in 
7,000 locations in over 50 countries. 
Cherokee offers its products under the 
brand names Cherokee, Sideout, Liz 
Lange, Sideout Sport, Carole Little, 
Saint Tropez-West, Chorus Line, All That 
Jazz, Uniform, Completely Me by Liz 
Lange, Tony Hawk, and Hawk. In 2014, 
Cherokee offered investors a total return 
of 41.21%, ROE of 42.07%, and FCF 
margin of 27.93%.

Corporations making the Top 40 list 
for the second year include  Amgen, 
Collectors Universe, Facebook, Gilead 

Sciences (2014 Top Corporation), Intuit, 
J2 Global, Jack in the Box, Ligand 
Pharmaceuticals (2013 Top Corporation), 
Linear Tech, Oracle, Qualcomm, and 
Summit State Bank.  Other notables 
making the list include VISA – 13th, 
Intel – 18th, Public Storage – 25th, 
Stamps.com – 39th, and Skechers – 40th. 
While Apple (AAPL) did not make the 
cut last year as a result of 10% decrease 
in the company’s year over year diluted 
EPS and an anemic stock appreciation 
of 5.4%, this year the company made 
the top 10 placing 8th. In 2014 Apple 
successfully generated a total return of 
40.62%, a return on equity of 35.15%, 
and a 30% growth in diluted earnings per 
share year over year.

A newcomer to the list this year is 
Edward Lifesciences (EW) – 9th. Edward 
Lifesciences was one of the Janes Financial 
center Residence 2014 stock picks, and 
the company did not disappoint. The 
stock offered a total return of 93.704%, 
a return on equity of 43%, free-cash-
flow margin of 40.44%, and a return on 
invested capital of 34.74%. 

Presented by the Janes Financial Center Residents
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Investing When 
Nominal Yields are 
Negative: Balancing 
Return of Your 
Money vs. Return on 
Your Money
By Vineer Bhansali, Ph.D.

“A basic principle of Austrian economics 
is that the original rate of interest (the 
rate of discount of future goods compared 
to the present, otherwise identical, goods) 
can never be negative. The reason for this 
arises not because capital is productive, 
nor out of man’s psychology. Rather, it is 
embedded in the very concept of human 
action.” Walter Block [1978].

“it may be time […] to go negative”, 
If lowering interest rates stimulates the 
economy and policy rates are already 
very low or even zero, then why not keep 
cutting rates and have negative interest 
rates? The idea of negative rates, that is, 
lending 100 and getting back say 95, 
may seem absurd “but remember this: 
Early mathematicians thought the idea 
of a negative number was absurd [too]“.  
Benoit Coeure quoting Greg Mankiw 
[2014].

Recent actions by global 
central banks have driven 
short term interest rates 

and in many cases yields of long 
term bonds into negative territory.  
We take a close look at the impact 
of nominal interest rates and 
long term yields on asset pricing, 
asset allocation and financial 
risk modeling.  In a negative 
yield environment, classifying 
investments as insurance policies 
or sources of investment return is 
an intuitive first step.  Within this 
context, we discuss how numerous 
ingrained principles of financial 
practice are called into question. 
The impact of sustained negative 
yields is not only important for 
investors, but also for economic 
outcomes that emanate from the 
search for returns versus investment 
for safety.
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“There has been no recent experience in which a Central Bank has 
raised interest rates from zero and hasn’t subsequently gone back to 
zero”. Ben Bernanke, 2015.

“ECB Governing Council hasn’t agreed on how to treat losses incurred 
on bonds with negative yields, according to three euro-zone central 
bank officials.”  Bloomberg, March 11, 2015.

Are Negative Bond Yields 
Anomalies?

The first three quotes above show that considerable historical 
debate has existed regarding negative interest rates. They range 
from treating negative rates (and yields) as impossible, to possible 
but “absurd”, to a possibly permanent fixture of our markets.  
With the reality that we are in negative yielding markets today, 
the last quote shows that the discussion has shifted from theory to 
financial consequences.

In the paper quoted above by Walter Block in 1978, there were five 
reasons for why interest rates could be negative (and in his view 
why each argument was flawed). They were (1) Different goods 
(in future and past), (2) Complementarity, (3) Anticipations, 
(4) Gifts, (5) Insurance premiums. Negative yields on bonds 
are no longer surprising to the average market participant.  In 
Switzerland, Germany, Denmark and several other European 
countries, government bonds are trading at negative nominal 
yields, and the universe of such bonds keeps increasing both in 
size and breadth. 1

Here are four “modern” reasons to explain the negative yield 
conundrum, and keeping them in mind will enlighten the 
tradeoffs between different investment strategies that will follow 
(this was discussed previously in Bhansali and Emons [2015]).  
First and foremost, negative yields could simply be a consequence 
of active monetary policy (with the purported goal of stimulating 
economic activity) in a world where bond supply and demand is 
not balanced.  The natural consequence of negative short term 
deposit rates and purchase of scarce fixed income assets by central 
1 Note that nominal yields are the sum of real yields and risk premia, 
and negative real yields have been experienced a bit more frequently in economic 
history.

banks could be the reason that is driving bond yields negative; 
and policymakers hope that this drives investors out from safer 
government bonds into other riskier assets. We should add that 
this behavior might also be necessary, as long as fiscal policy 
remains less potent in delivering positive economic outcomes. 
Central banks in major developed economies have amassed close 
to 10 trillion dollars in government bonds since 2004, and remain 
source of strong demand of near 3 trillion in purchases a year. As 
of early 2015, the net issuance of government bonds on the other 
hand near of 2.5 trillion has been on a declining trend. The demand 
‘mismatch’ is causing the amount of bonds outstanding trading 
at a negative yield to 3.6 trillion dollars (or about 16 percent of 
the outstanding government bond universe).  Negative interest 
rates are a way to eliminate the zero bound of nominal interest 
rates (as discussed in Buiter[2009]), and one of the three ways 
a government does this; by abolishing currency, paying negative 
interest rates by taxing currency and by decoupling the numeraire 
from the currency. Swiss yields, for instance, are negative out to 
10 years in early 2015.  In other words, you would have to pay 
money to lend money.  There is another consistent explanation for 
this; since Swiss short rates are -0.75%, and long term rates are 
averages of short term rates in the future, the negative term yield 
follows arithmetically.  

Second, negative yields could potentially be correctly forecasting 
a sharp economic slowdown, a secondary consequence of which is 
a bond market in which defaults and/or deflation (both corporate 
and sovereign) increase in the future. In this type of world, the 
return of money becomes more important than the return on 
money. If this is true, then the premium above the face value one 
pays for a zero coupon cash flow is the insurance premium for 
this guarantee. Investors are risk averse in the aftermath of the 
2008 crisis and would rationally seek high liquidity of safe assets 
to protect themselves against a repeat of such losses. For example 
in Switzerland, foreign banks have 17 billion CHF in deposits 
at the Swiss central bank.   Deflation has a similar effect. Paying 
now, and receiving less nominal money in the future can indeed 
be profitable if the price of goods has fallen sufficiently.  

Third, negative yields could simply be a consequence of the 
ecology of current market participants. There are two aspects to 
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this. First, not owning bonds (despite their negative yields) that are 
included in bond indices (or ETFs) is an active allocation decision 
which for investors means increased tracking error (read increased 
“risk” relative to the index and hence to peers), and a possibility 
of underperformance if yields become even more negative. With 
investor demand high because of fewer bonds available to replace 
to match indices, investors may have to accept part of the universe 
to be trading at a negative yield as a cost to manage risk versus 
their benchmarks.  In exhibit 1 this is demonstrated in terms of 
the percentage of the indices in market value terms trading at 
negative yields.  

Exhibit 1: % of government securities trading at a negative yield 
versus the JP Morgan Global Government Index Source: JP 

Morgan, Index data, daily January 2014-present. 
of individual security / total duration of the index 

Finally, negative yields could simply be a consequence of preferred 
habitats of investors who would only extend out the yield curve 
and take more duration risk if the duration risk premium offered 
by such extension was large enough. Investors who prefer bonds, 
will pay a premium to own bonds than to obtain similar risk 
premiums from other asset classes such as equities or credit risk.

This look at the “whys” of negative yields tells us that strictly 
speaking negative yields are not anomalies.   However, they are 
indeed unprecedented in modern finance, so we now shift our 
focus to investment consequences.

Impact of Negative Yields on Bond and 
Money Markets:

The basic building block for the bond markets is the zero coupon 
bond of an arbitrary maturity.  If the zero coupon yield is negative, 

the discount factor grows with time exponentially.2   For instance, 
if the whole yield curve were negative and flat, we would value the 
most distant maturity principal as the most valuable in net present 
value terms.  This would mean that to part with capital that you 
currently own, you would be willing to pay the most if you could 
“lock-in” the negative yields for the longest period of time.  This 
situation is clearly reminiscent of the kind of pricing one would 
expect from an insurance policy, or a long dated option strategy.  
This is more than an analogy, since negative yielding bond markets 
indeed behave more like insurance policies than as investment 
assets, and is a recurrent theme in this paper.

We can think of our checking account as a liquidity source, and 
have implicitly been willing to pay for this liquidity via checking 
account fees.  If we think of bond yields as nothing but averages of 
short maturity forward checking accounts, where we are entering 
a commitment of being able to access liquidity, with a guarantee, 
then the insurance premium that we are willing to pay in the distant 
horizon for this liquidity is the negative yield equivalent.  And 
extending the insurance analogy further, the longer we can lock in 
the insurance the better, since we do not have to re-negotiate the 
insurance policy at a future date at an unknown price. 

We have to look beyond “risk-free” government bond markets 
for further insight into broader bond market distortions from 
negative yields.  One example comes from the corporate bond 
floater market.  In a floater an issuer pays some floating rate 
plus a spread in exchange for cash.  The implicit belief is that 
the lender will not be subject to a negative coupon.  However, 
there are instances in which there is no explicit rule that suggests 
that the borrower would not demand payment (in addition to 
the principal), and if the floating rate (say libor) goes sufficiently 
negative the issuer could demand a payment.  The pricing problem 
potentially becomes a future legal problem.   As an example, note 
that on Feb. 3, 2015 the financial times reported that the yield on 
a Nestle corporation bond went negative.

2 The discount factor for maturity T with continuously compounded 
yields is e^(-y T), so as the yield becomes negative, increasing T makes the discount 
factor increase exponentially.
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Impact of Negative Yields on Equity 
Markets:

Formally equity prices are a function of the present value of 
expected dividends, growth of dividends and any re-pricing that 
arises from multiple expansion.  If rates are negative and stay 
negative well into the future, dividends will likely move in the 
same direction (but cannot of course go negative). We can see this 
by using the simple Gordon equation:

where D,P,r g are dividend, price, long term interest rate and 
expected growth rate of dividends. Since the left hand side cannot 
be less than zero, a negative r necessarily implies a growth rate 
of dividends that is either equal to, or more negative than the 
interest rate.  To further understand the impact of negative yields 
on equities, it is important to understand the impact on the 
underlying assets of the firm.  If the duration of the assets of the 
firm is expected to be positive, i.e. the impact of rapidly falling 
rates raises the value of assets, then we should expect all parts of 
the capital structure (from junior slices like equities, to senior 
slices like corporate bonds) to increase in value as rates fall.  Once 
we take out the overall impact of falling rates on the overall assets 
of the firm, then the equity has negative duration to low rates, 
whereas the higher parts of the capital structure such as senior 
corporate bonds have positive duration (Choi [2014]).  

Impact of Negative Yields on Foreign 
Exchange Markets:

As we move from assets in a single country to money across 
countries, a number of factors come into play, of which interest 
rates are just one.  Terms of trade, purchasing power, inflation 
rates, productivity differentials etc. are all determinants of 
exchange rates. However, interest rates play a critical role because 
all else being equal, money will flow from low yielding currencies 
to high yielding currencies. We can think of the negative interest 
rate as an insurance premium to hold the currency, and the more 
negative the relative interest rate becomes, the more expensive it 
is to hold that insurance policy. The Swiss example is an extreme, 

since deposit rates became so negative that to borrow in another 
country to lend in Swiss Francs in the short term in currency 
unhedged form is a guarantee of negative income. So the main 
reason one would enter such a transaction is if the transaction 
provides a clear insurance benefit (safety of principal), or a potential 
of capital gains.  In a currency basis swap two parties exchange 
floating rates (plus a spread) on a predetermined principal, in two 
different currencies, with the exchange rate on the initial and final 
exchange of principal set and fixed at the inception of the swap. 
Thus the currency basis swap spread is the extra compensation 
for converting to a currency with extra demand (in other words, 
it is the rate spread in excess of the libor spread between the two 
currencies as reflected in the forward foreign exchange market).  
As discussed above, a negative yield on one currency (such as the 
Swiss Franc), does not necessarily mean a negative yield when 
hedged back to another currency using the forward exchange rate 
market, since the exchange rate allows for a pick-up of the extra 
basis swap spread.  Thus what is a negative return to an unhedged 
insurance seeking investor is a risk-transfer or insurance premium 
paid to the hedge underwriter. 

Impact of Negative Yields on 
Alternative Assets:

Since alternative assets cannot be cleanly bucketed into long 
duration or short duration categories, it is harder to make a broad 
claim on the impact of rates on all alternatives.  Some alternative 
asset classes like real estate benefit substantially from negative 
rates, since real estate is inherently levered and negative yields 
make levering more available and cheaper.  Recent research by 
Pedersen [2014], for instance, shows significant real duration of 
some real assets, e.g.  farmland (9.7 years ), timberland (9.1), core 
real estate (2.8).  In addition, these assets also have supplementary 
duration due to their significant beta to the equity market, which, 
as we have discussed, also shows significant exposure to falling and 
negative yields.  It would be fair to conclude that most alternative 
assets show variable and possibly magnified exposure to falling or 
negative yields.  Since nominal yields are usually low or negative 
due to falling or low inflation, we should expect the impact of 
negative nominal yields to be generally driven by the impact from 
low and falling real yields. 
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Impact of Negative Yields on Asset 
Allocation:

Other than the performance of individual assets that ultimately 
reflect the performance of the portfolio, the most direct impact on 
asset allocation comes from the impact of negative yields on asset 
correlations.  In very simplistic terms, for a two asset portfolio of 
equities and long term treasury bonds, the increase in net present 
value in asset valuations from falling yields results in increasing 
and positive price correlations almost as an arithmetic matter 
(see Shiller and Beltratti [1992]), since as yields fall, the discount 
factor rises and vice versa. But since equity valuation, as discussed 
above, depends not only on the discount factor, but also on the 
dividend stream and risk-premia, it is important to also analyze 
the impact of negative yields on macroeconomic variables that 
drive the dividends and risk-premia.  If the impact of negative 
yields is predominantly increasing growth in the economy (which 
is positive for dividends and hence for the equity market), we 
should expect the correlation to be driven by the impact on 
equities.  Since bond prices are usually lower (or unchanged) with 
increasing growth, we should expect the impact on the stock-bond 
correlation to be negative.  On the other hand, if negative yields 
are likely to increase inflation, then we can expect both stock 
prices and bond prices to fall, resulting in a positive correlation 
between stocks and bonds.  The impact on risk premia is a little 
bit clearer.  Negative yields driven by central bank purchases is 
likely to compress risk premia, which should on margin result 
in increasing correlations between stocks and bonds (and most 
other asset classes).  The benefits of naïve diversification in such 
an environment is called into question, and other methods of 
portfolio risk management have to be utilized.  In any case, the 
overvaluation of insurance assets such as bonds within an asset 
allocation portfolio would argue for less, not more exposure to 
return seeking assets such as equities.

Impact of Negative Yields on Risk 
Management Principles:

To illustrate how significant negative interest rates are for risk 
management, stress-testing and portfolio construction, let us 
cast the problem in a slightly different way that highlights the 

importance of distinguishing expectations from the probability 
distribution of outcomes when faced with risky outcomes. This 
is based on an anonymous suggestion by a graduate student of 
Greg Mankiw’s at Harvard as relayed in his editorial, which I 
will characterize as “the random confiscation” approach. Suppose 
the government declared one day that all currency notes with a 
randomly picked last digit would cease to be currency.  This would 
immediately make the expected return to holding currency close 
to -10%. This is equivalent in expected value to a negative yield on 
deposits of -10%. However, faced with the probability of loss on 
one tenth of currency in a random fashion, we should expect that 
most investors would choose to take a deterministic -10% loss in 
terms of returns than gamble on uncertain future outcomes.  This 
can partly be traced to the rare but non-negligible likelihood of 
losing more than 10% in a fat tail type of outcome.

We can also apply this line of thinking to our holding of a coupon 
bond.  Suppose we were told that instead of a guarantee of 
receiving every coupon in the future for sure, we would for sure 
lose part or whole of one of the future coupons.  Clearly the price 
of this randomly defaultable bond is less than the bond that pays 
all coupons for sure.  The expected return on a bond where we 
pay par today and receive less than par in the future in net present 
value terms is similar to the expected return from paying higher 
than par today and receiving par at maturity.   But as discussed, 
most risk-averse investors would prefer to know what the explicit 
cost of insurance is rather than take a random loss of coupon in the 
future. The random choice has more variance and negative skew, 
compared to a deterministic negative return.  All else being equal, 
given a random choice and explicit confiscation, a risk-averse 
investor usually prefers to lose some money for sure rather than 
gamble, i.e. he is willing to pay more for an insurance contract 
than the probability weighted expected net present value of future 
cashflows.  If enough people think this way, negative yields could 
become a more permanent fixture and risk management systems 
(stress shocking analytics etc.) will need to be re-engineered for the 
impact of sticky negative yields; since the possible distributions 
of outcomes that one might generate for future asset evolution 
would be more tightly constrained.  Another way to look at this 
problem is to think of the risks of a portfolio of assets as not simply 
all return seeking, but as a blend of the risks emanating from the 
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insurance type securities and return generating securities in the 
portfolio.  Since the blend itself changes with levels of yields, the 
distributional assumptions have to be modified dynamically.

Conclusions

We discussed the impact of negative yields on asset pricing, risk 
models, and asset allocation.  While the economic consequences 
of negative yields are likely to be realized over time, it appears that 
the financial markets are already reflecting many consequences.  
The general conclusion, which is intuitive, is that in a negative 
yield environment, classifying investments as insurance policies 
sources of return is a good first starting step toward proper 
portfolio construction. In particular, this forces us to think 
about the performance of such assets in the context of a future 
environment when insurance against such economic outcomes is 
not required.  
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Equity-Market Outlook
Are small-cap stocks 
impossibly expensive?
By R. David Ranson

Past Wainwright reports have explored 
and criticized the predictive power of the 
P/E ratio for the S&P 500 index,3 and 
advocated instead leading indicators 
of economic growth and inflation: 
the price of gold and corporate credit 
spreads.4 In a recent report we found 
that the simple P/E for the S&P 500 
has predictive value longer term, while 
movements in gold prices and credit 
spreads exceed its power over a one- 
or two-year horizon. Since gold and 
spreads are both down since this time 
a year ago, the outlook for US stocks 
generally is still bright despite valuation 
that is said to be somewhere between 
neutral and expensive according to 
different P/E indicators.5

This report questions whether P/E 
is a helpful measure of valuation 
for small-cap stocks collectively. We 
investigate the extent to which other 
measures of valuation anticipate future 
performance.
 

P/E is an unsound 
basis for being bullish 

or bearish about 
small-cap stocks.

Small caps produced exceptional 
results in 2013. Frank Russell’s 
2000 index returned 39 percent 

and its micro-cap index 46 percent, 
compared with 32 percent for the S&P 
500. This year has been much less kind, 
especially during the recent selloff in 
tech stocks. But valuation levels are still 
exceptionally high. The P/E ratio of the 
Russell 2000 is anything from the mid-
20s to almost 50, depending on how it is 
calculated. 

This is a powerful deterrent for small cap 
investors. They are uncertain whether 
to treat these gains as an anomaly or 
attribute them to a technology boom that 
may or may not persist. In one recent Wall 
Street Journal article readers are advised 
to “start scaling back their small-cap 
exposure sharply now.”1 But in another 
article, “investors with time horizons 
of greater than three years may wish to 
consider allocating a portion of their 
equity portfolios to small-cap stocks.2
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Small-cap stock performance and valuation over the past decade. 
The past several years have been favorable for the small-cap asset 
class. Figure One compares the cumulative performance of “smid”- 
and micro-cap indices with that of the S&P 500. Small caps 
plunged more deeply than the S&P in 2008-09, but rebounded 
more strongly during the recovery. Then, over the most recent 
(almost noncyclical) two years, they have continued to outperform 
instead of converging back.

Figure Two shows two versions of the price-earnings ratio for 
the Russell 2000 index over the same time period. Even on 
this logarithmic scale these two indices are often far apart. The 
disparity between them illustrates some of the problems to which 
P/E ratios are subject. It’s a serious matter when different analysts 
produce widely different estimates from the same basic data. 
 

One way that major divergences can arise is that there is no 
single obvious method of dealing with negative-earnings firms. 
The source of this analytical challenge is the very wide range of 
variation among companies within the Russell 2000 universe. In 
such situations, a statistician might recommend using the median 
P/E ratio rather than the average P/E — or a weighted median 
rather than the weighted average. Some analysts do, but that 
proliferates the choice of indicators.

Another obvious obstacle is mathematical. For a company under 
water a P/E ratio would be nonsense. The negative-earnings 
problem became so great in 2009 that the Bloomberg version of 
the trailing P/E could not be calculated for several months in a 
row, and it had to be left blank in Figure Two. 

Actually, the solution to this problem is simple: to replace the 
ratio of P to E with the ratio of E to P: the earnings yield. This 
indeed was what a Wainwright report recommended years ago 
in the case of the S&P 500, for which the problem is much less 
troublesome.6 Figure Three therefore simply inverts and re-plots 
the data in Figure Two.
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As shown, the parallel between these two valuation indicators 
is much clearer to see when they are expressed in terms of E/P 
rather than P/E. Least-squares analysis shows a correlation of 
0.88 between the two monthly earnings yield estimates over the 
past four years. Longer comparisons are hindered by the missing 
Bloomberg data in 2009.

In the following tests of the link between small-cap valuation and 
future performance, therefore, we use as an inverse indicator of 
small-cap valuation the earnings yield data derived from FactSet 
P/E estimates.

 Earnings yield as a predictor of small-cap market performance. 
The power of valuation to predict small-cap performance depends 
on the extent to which valuation is mean- or norm-reverting. 
Figure Four addresses this question using the full time frame that 
the availability of data permits.

Interestingly, the tendency for norm reversion is highly 
unsymmetrical. When earnings yields are very high (valuation 
low), they tend to decline over a multi-year period. But when 
earnings yields are very low (valuation high) there is little visible 
tendency to increase. This arouses a suspicion that small-cap stocks 
do not necessarily produce superior returns when they are highly 
valued. This possibility is tested in Figure Five.

As might be anticipated from the unsymmetrical norm-reversion 
results, the best returns follow situations in which valuation is very 
low, but the worst do not follow situations in which valuation is 
very high. In fact, high valuations are followed, at least for two or 
three years, by better performance than intermediate valuations!
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These results demand explanation. We would begin by pointing to 
Figure Two, in which different versions of the same price-earnings 
comparisons published by different analysts give very different 
P/E ratios. This could arise because many of the companies 
included at any time have negative earnings, and these can affect 
the overall P/E ratio to widely varying degrees depending on how 
negative earnings are treated in constructing an index. With this 
in mind, it is tempting to interpret a situation in which P/E is 
high (or earnings yield is low) not as one in which stock prices 
are unsustainably high but, rather, in which the earnings of a 
significant number of companies are temporarily depressed. This 
will occur especially when the economy is weak, and dramatically 
when it is in recession. It may also occur when the index includes 
many immature high-tech companies.

Such companies may not be truly expensive. They appear to be 
highly valued, but only because current earnings are not reliable as a 
benchmark to evaluate price. It would not be surprising to observe 
that companies in this position produce strong performance when 
the economy improves. We conclude that unusually high P/E 
ratios in small-cap stocks are not bearish for future performance. 
This finding is parallel to that of a Wainwright report concerning 
the S&P 500 which we published back in 2005.7

Investment conclusions

Instinctively, investors shrink from the small-cap stock market 
when P/E ratios are elevated, as they are at present. But historical 
evidence suggests that high P/E may not always be a sign of over-
valuation, but alternatively of temporarily depressed earnings. 
We recommend that investors not use P/E ratios at all, especially 
because they lose their meaning mathematically when earnings 
approach or fall below zero. 

As a measure of valuation, analysts could use earnings yield instead. 
When the market has a high earnings yield (low valuation) it is 
likely to perform well. But the situation is not symmetrical. An 
unusually low earnings yield (very high valuation) says little about 
future performance. On other (economic) grounds, we conclude 
that the present outlook for small-cap stocks remains bright.  

H.C. Wainwright & Co. 
Economics Inc.

R. David Ranson
d.ranson@hcwe.com
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The US Mutual 
Fund Landscape
By Wes Crill, PhD and Marlena Lee, PhD

they can identify “mispriced” securities and 
convert their knowledge into higher returns. 
With the market’s pricing power at work, 
fund managers have few opportunities to 
gain an informational advantage, and most 
funds that search for mispriced securities face 
a steep uphill climb. 

Let’s consider some of these challenges in 
more detail. The following results are from 
our multi-year analysis of US mutual fund 
performance.1

A case of disappearing funds
The size and complexity of the mutual 
fund landscape masks the fact that many 
funds disappear each year, often as a result 
of poor investment performance. The gray 
boxes in Exhibit 1 represent the number of                  
US-domiciled equity and fixed income funds 
in operation during the past 10 years. These 
funds compose the beginning universe.

An investor trying to select a mutual fund at 
the start of the 10-year period (2005 through 
2014) could have chosen from 2,955 equity 
funds and 691 bond funds.  The striped areas 
indicate the number of beginning funds still 
in existence at the end of 2014—only 56% 
of equity funds and 57% of fixed income 
funds. Funds tend to disappear quietly, and 

1 US-domiciled mutual fund data is from the CRSP 
Survivor-Bias-Free US Mutual Fund Database, provided 
by the Center for Research in Security Prices, University 
of Chicago.

Mutual funds are a popular way 
to invest, offering shareholders 
professional management and 

the convenience of daily pricing, market 
liquidity, periodic reporting, and access 
to many investment styles and strategies. 
Investors have their choice of thousands of 
funds representing a broad range of manager 
philosophies, objectives, and styles—all of 
which contribute to fund performance and, 
ultimately, to the investor’s experience.

Despite a myriad of choices, selecting a 
successful fund manager is harder than it 
appears. The research shows that few mutual 
funds have delivered benchmark-beating 
returns over time. And although it is easy to 
find managers with impressive track records, 
past outperformance is rarely a reliable 
indicator of future performance. 

The main reason is market competition. 
Each day, the global financial markets process 
millions of trades worth hundreds of billions 
of dollars. The buying and selling aggregates 
vast amounts of dispersed information into 
prices, driving them toward fair value. This 
is good news for long-term investors. Though 
the price of a stock or bond may not always 
be perfect, investors can regard that price as 
the best estimate of actual value. 

But fair pricing works against fund managers 
and other market participants who believe 
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underperforming funds—especially those that do not survive 
and are no longer available for investment—receive little 
attention.

exhibit 1:

Beginning sample includes funds as of the beginning of the            
10-year period ending December 31, 2014. Survivors are funds 
that were still in existence at period end. Non-survivors include 

funds that were either liquidated or merged. Outperformers 
(winners) are funds that survived and beat their respective 

benchmarks over the period. Past performance is no guarantee of 
future results.

Investors likely have a more ambitious goal than to just pick 
a fund that survives. Most people are on a hunt for funds that 
will outperform a benchmark. What were their chances of 
picking an outperforming, or “winning” fund? The colored 
areas show the proportion of equity and fixed income funds 
that outperformed their respective benchmarks. Fewer than 
one in five equity and fixed income funds survived to provide 
benchmark-beating performance over the period. 

In the fiercely competitive mutual fund industry, many funds 
don’t survive, but many more crop up to take their place. The 
free exit and entry supports a vast price discovery effort among 
managers, with the evidence suggesting reasonably fair market 
prices. 

Searching for persistence
Confronted with so many fund choices—and lacking an 
investment philosophy to inform their search—some investors 
may resort to using track records as a guide to selecting funds, 
reasoning that a manager’s past outperformance is likely to 
continue in the future. Does this assumption pay off? 

Our research offers evidence to the contrary. Exhibit 2 illustrates 
the lack of persistence in outperformance. Ten-year mutual 
fund track records are evaluated through the end of 2009, and 
funds that beat their respective benchmarks are re-evaluated in 
the subsequent five-year period through 2014. Only a small 
percentage of the beginning funds outperformed in the initial 
10-year period—25% for equity funds and 7% for fixed income 
funds. In the subsequent five-year period, less than a third of 
initial winning equity funds and about half of the winning fixed 
income funds continued to beat their benchmarks. 

exhibit 2: 

The sample includes funds at the beginning of the 10-year period through 
2009. The graph shows the proportion of funds that outperformed and 
underperformed their respective benchmarks (i.e., winners and losers) 

during the initial periods. Winning funds were re-evaluated in the 
subsequent period (2010–2014) with the graph showing the proportion of 
outperformance and underperformance among past winners. (Fund counts 
and percentages may not correspond due to rounding.) Past performance is 

no guarantee of future results.

This lack of persistence among winners suggests that gaining 
a consistent informational advantage is very difficult due to 
industry competition. Some fund managers might be better 
than others, but they are hard to identify in advance using track 
records alone. 
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The impact of costs
If competition drives prices to fair value, one might wonder why 
underperformance is so common. A major factor is mutual fund 
costs, which reduce an investor’s net return and represent a hurdle 
for a fund. To outperform, a fund must add enough value to 
exceed its costs. 

All mutual funds incur costs. Some costs, such as expense ratios, 
are easily observed, while others, including trading costs, are 
more difficult to measure. The question is not whether investors 
must bear some costs, but whether the costs are reasonable and 
indicative of the value added by a fund manager’s decisions. The 
research shows that many mutual funds are expensive to own and 
do not offer higher value for the higher costs incurred. 

Let’s consider how one type of explicit cost—expense ratios—can 
impact fund performance. In Exhibit 3, equity and fixed income 
funds in existence at the beginning of the 10-year period through 
2014 are ranked by quartiles based on their average expense ratio. 
The graph shows the percentage of winners (outperformers) and 
losers (underperformers) for each quartile.

exhibit 3: 

The sample includes funds at the beginning of the five-, 10-, and 
15-year periods ending December 31, 2014. Funds are ranked by 

quartiles based on average expense ratio over the sample period, and 
performance is compared to their respective benchmarks. The chart 
shows the proportion of winner and loser funds within each expense 

ratio quartile. Past performance is no guarantee of future results.

Fund expense ratios range broadly across both equity and fixed 
income funds. For the 10-year period, equity funds in the lowest 
quartile cost investors an average of 0.60%. The most expensive 
quartile, at 1.89%, had an average cost that was more than three 
times higher. The range is just as wide in fixed income, with 
the lowest quartile charging an average 0.36% vs.1.13% for the 
highest quartile. 

Are investors receiving a better experience from higher-cost 
funds? The chart suggests otherwise. Only 25% of the lower-
cost equity funds outperformed and only 9% of the higher-cost 
equity funds beat their benchmarks. Similarly, for fixed income, 
only 19% of the lower-cost funds and 5% of the higher-cost 
funds outperformed. 

The research suggests that high fees can be a hurdle to performance. 
The higher a fund’s costs, the higher its return must be to stay 
competitive. Investors may be able to reduce the odds of picking 
a persistent loser by avoiding funds with high expense ratios. 

Summary

This analysis illustrates the obstacles confronting investors 
seeking outperforming funds. For the periods examined, 
outperforming funds were in the minority, strong track records 
often failed to persist, and high costs may have contributed to 
underperformance.

These results are consistent with a market equilibrium view of 
investing. Intense market competition drives securities prices 
to fair value, making it difficult to persistently add value by 
identifying mispriced securities. Despite the best efforts of many 
professionals working in the industry, the vast majority of funds 
fail to outperform their benchmarks.

Choosing a long-term winner involves more than seeking out 
funds with a successful track record, as past performance offers 
no guarantee of a successful investment outcome in the future. 
Moreover, finding past performance is only one way to evaluate 
a manager.
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Investors should consider other variables, including a mutual 
fund’s underlying market philosophy, investment objectives, and 
strategy. They should also consider a mutual fund’s total costs, 
including trading costs, which may be affected by the manager’s 
approach.  

Wes Crill is a senior associate in Dimensional Fund Advisors’ Research group. 

Marlena Lee is a vice president with Dimensional and a member of the 

Research group. Dimensional Fund Advisors LP is an investment advisor 

registered with the Securities and Exchange Commission.
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