
Markets React to U.K. Referendum

ETF Returns

6/24 & 

6/27

6/28 - 

7/1

U.S. Large Cap (SPY) -5.30% 5.00%

U.S. Mid Cap (MDY) -6.75 5.95%

U.S. Small Cap (IWM) -6.96 6.16%

Intl Large Cap (EFA) -8.79 6.10%

Emerging Market (EEM) -7.28 7.63%

Global Banks (IXG) -11.24 6.22%

Global 10-Year Bond Yields

July 7, 2016

Germany -0.16%

France 0.15%

Italy 1.19%

U.S. 1.39%

Japan -0.27%

Source: Wall Street Journal

 

 

2nd Quarter 2016     

““The most important quality for an investor is temperament, not intellect.”” —Warren Buffett 

Expect the unexpected 

The second quarter of 2016 was defined by the consensus getting blindsided. Capital markets worldwide fully expected 

the “Remain” camp to win the June 23
rd

 United Kingdom referendum where citizens voted on whether or not to remain 

in the European Union. The actual vote that evening, however, was coming in much closer than polls earlier in the week, 

and some say the torrential rains hurt voter turnout in urban areas that favored the remain camp. In the end, the 

“Leave” won by about 3 percentage points, and capital markets woke up to risk off conditions and a sea of red.  

The CBOE Volatility index (VIX) closed at 17.25 on June 23
rd

 and spiked up by nearly 50% on Friday the 24
th

, ultimately 

closing at 25.76. As investors digested the news over the weekend, markets declined further on Monday the 27
th

. After 

two days, however, the capital markets seemed to begin realizing that the crisis was more of a political one than 

economic, and volatility crashed while markets rallied strongly. So, while the 1
st

 quarter of this year was V-shaped, so 

too was the last week of the 2
nd

 quarter.  

Voter regret was apparent among British citizens on the weekend after 

the vote, and many citizens appeared to have voted first and thought 

about it later. These were the top 5 Google searches in Great Britain on 

the Saturday after the vote: 

1. What does it mean to leave the EU? 

2. What is the EU? 

3. Which countries are in the EU? 

4. What will happen now we’ve left the EU? 

5. How many countries are in the EU? 

Broken promises by leading politicians who support the Leave campaign spawned the voter regret. “Brexit” supporters 

said that leaving the EU would free up £350 million that would go to Britain’s national health care fund. That turned out 

to be false. They also pledged to rein in mass immigration into the U.K. and that any potential economic turmoil was 

simply fear mongering by the Leave campaign. In addition to huge capital market drops, the British Pound hit a 30-year 

low the next day, and Standard & Poor’s may cut Britain’s triple-A credit rating.  

With uncertainty comes volatility, and we believe there will be some lasting 

uncertainly following the British vote. Britain’s disentanglement from the EU could 

take up to two years or longer, although angry EU officials want to speed things up. 

Capital markets seem to be pricing in the possibility of global economic slowdown as 

bond yields worldwide have crashed and have gone negative in certain countries, 

reflecting disinflationary conditions. We do believe, however, that low bond yields will 

put a floor under equity markets. For example, the iShares International Select 
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Dividend ETF (IDV) has a dividend yield of 5.6%. This is obviously competitive to government bond yields in the 

accompanying table. 

Capital markets mark time 

Over the last two years, capital markets have largely marked time. Depending on one’s mix of asset classes, globally 

diversified portfolios are mostly flat to down these past two years, which is certainly frustrating for investors but has 

occurred many times in history. Below, only three broad equity asset classes, all U.S., experienced positive returns.   

 

Certainly, when looking at the performance of some U.S. sector ETFs over the last two years, there were some returns 

that were respectable. However, timing the rotations of industry sectors is difficult to impossible, and these cross 

sectional returns are captured in the U.S. asset class returns above.  

 

The last couple of years have been a difficult time for individual security selection as well. Our income generation 

approach using covered options is certainly more robust with individual stocks as opposed to ETFs as the underlying 

holdings. However, security selection and purchase timing risk are certainly factors in portfolio total return and 

variances in return among client portfolios. In our analysis of returns, the last couple of years have shown that our 

portfolios with a higher percentage of individual stocks are moderately underperforming our portfolios that are 

predominately ETF portfolios. Thus, security selection and purchase timing risk have worked against us over this time 

frame. There have also been periods where security selection and purchase timing have worked in our favor, and these 

two factors can average out over time. 

We have done a lot of research and analysis lately on “Risk Factors” and ETFs that are designed to capture them. Risk 

Factors are sources of higher long term returns than the market as a whole that have been discovered in academic 

research. Eugene Fama and Ken French developed the first factor model in their development of the largest securities 

database in the world. The 3-factor model found over the long term Value and Small Cap stocks outperform the market 

as a whole. Their ground breaking research resulted in the inclusion of small cap and value stocks in most portfolio 

models, and we have always included them as well. 

2-Year Annualized Returns Ending 6-30-2016

Broad Asset Class Indexes

Barclays 

US Agg 

Bond 

(Bonds)

Russell 

1000 (US 

Large)

S&P 

MidCap 

400 (US 

Mid Cap)

Russell 

2000 (US 

Small Cap)

DJ US Real 

Estate 

(REITs)

MSCI EAFE 

(Intl Large 

Cap)

MSCI EAFE 

Small Cap 

(Intl Small 

Cap)

MSCI EM 

(Emerging 

Mkts)

DB 

Commodity 

(Commodities)

3.9% 5.1% 3.8% -0.3% 12.0% -7.2% -2.2% -8.7% -20.0%

2-Year Annualized Returns Ending 6-30-2016

U.S. Sector ETFs

Consumer 

Discret Sel 

Sect SPDR® 

ETF

Consumer 

Staples 

Select 

Sector 

SPDR® ETF

Energy 

Select 

Sector 

SPDR® ETF

Financial 

Select 

Sector 

SPDR® ETF

Health Care 

Select 

Sector 

SPDR® ETF

Industrial 

Select 

Sector 

SPDR® ETF

iShares 

MSCI Glbl 

Metals & 

Mining

Materials 

Select Sector 

SPDR® ETF

Technology 

Select Sector 

SPDR® ETF

Utilities 

Select Sector 

SPDR® ETF

9.8% 14.0% -15.1% 2.3% 10.2% 3.9% -24.7% -1.4% 8.4% 12.8%

Data source: Morningstar
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Research in risk factors has evolved and been refined over time, and, thus, other Factors have been identified. Besides 

size and value in the Fama-French 3-factor model, other factors are Momentum, Quality or Profitability, and Low 

Volatility. The ETFs designed to capture these factors select and rebalance the underlying securities based on 

fundamental and technical factors instead of a basic cap-weighted benchmark tracking. Over the last two years, the 

unique screening and rebalancing methodology of Factor model ETFs has enhanced the positive and reduced the 

negative returns of cross sectional returns of the industry sectors shown above relative to market cap-weighed asset 

class investments, particularly in U.S. asset classes but international as well. 

 

We believe these Factor-based ETFs make excellent core building blocks in a “Core & Satellite” portfolio approach with 

the Satellite component consisting of individual stock “best ideas” from our various research sources. The breakdown 

between Core and Satellite depends on individual circumstances and risk and return objectives. We strongly believe the 

use of these ETFs as core building blocks will improve total return consistency and reduce overall volatility. Increasing 

the Core ETF portion in our portfolios will allow us to focus on fewer individual stocks to reduce purchase timing risk and 

enhance returns over time. We look forward to discussing this change in investment strategy with you. 

To hedge or not to hedge 

In late April, we decided to initiate our first broad-based hedge position across most of our client portfolios through the 

purchase put options on the S&P 500. The cost of this “portfolio insurance” was about 1% of the equity value of the 

portfolio at the time. Due to the market run up, we felt valuations were becoming stretched and some of the systemic 

risk factors like slowing growth in China really hadn’t gone away.” Some other prominent investors like Carl Icahn and 

George Soros had initiated bearish positions. Volatility was also still low, and, thus, the insurance was still “cheap.” 

The use of portfolio insurance is really to protect against “Black Swan” events or severe market downturns due to 

systemic events. Like any insurance policy, you would rather not have it kick in. We believe using a portfolio insurance 

technique is better than trying to time the market because if the market goes up so will your portfolio. The cost of the 

insurance is a small drag on performance. However, if a Black Swan occurs, the hedge can become extremely effective. 

We have studied the various applications of portfolio insurance techniques over the last couple of years. There are 

indeed numerous professional asset management firms that are strong believers in the continual application of insuring 

portfolios against Black Swan events like the 2008-09 financial crisis, and their practices are growing. We initiated our 

hedge in April, and as the run up to the UK referendum looked to favor remaining in the EU, markets rallied, and it 

looked as though the insurance policy would expire in July unneeded—certainly okay by us. However, as the UK vote 

turn out, with the massive spike in volatility on the 24
th

, the put position actually became profitable and would have 

been very effective if risk off conditions persisted due to this systemic event.  

2-Year Annualized Returns Ending 6-30-2016

Risk Factor ETFs

USA 

Momentum

USA 

Quality USA Size

USA 

Value

Mid Cap 

Momentum

Mid Cap 

Value

Mid Cap 

Low 

Volatility

Small Cap 

Low Vol Intl Value

International 

Large Quality

Emerging 

Mkts Low 

Volatility

11.2% 9.6% 6.9% 7.1% 4.3% 14.1% 13.9% 10.0% -11.0% -0.3% -9.0%

Data source: Morningstar
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Bottom line, a systemic event occurred during our first use of this portfolio insurance technique. After last week, calmer 

heads have indeed prevailed, and it is looking like the policy won’t be needed. The put position expires in July, and we 

probably will not automatically renew it. Instead, we think portfolio insurance should be a topic of conversation with 

individual clients to determine if it meshes with their own unique needs and circumstances. 

Outlook & Strategy 

With the continued uncertainty provided by Brexit and another corporate earnings season around the corner, we think it 

makes sense to remain somewhat conservatively positioned with a moderate increases in cash balances (dry powder) to 

take advantage of opportunities and an overweight in U.S. Large Cap stocks. We have provided a list of some of our 

largest individual stock positions held across our larger accounts. The list is full of high quality names with excellent 

balance sheets, high returns on invested capital, and trades at a collective discount to estimates of fair or intrinsic value 

of about 15%. Many also have above average and growing dividend yields. 

 

We hope everyone has a great summer. As always, please contact us if you have any questions. 

—Dana L. Crosby, CFA, CFP® & Rick Stein 

SC Capital Advisors Top Individual Stock Holdings

June 30, 2016

Name Industry

Morningstar 

Rating

Recent 

Price

Morningstar 

Fair Value

Price to Fair 

Value Ratio

Economic 

Moat

Growth 

Grade

Profitability 

Grade

Financial 

Health 

Grade

Alibaba Group Holding Ltd ADR Specialty Retail 3 79.35 92 0.86 Wide - A B

Allergan PLC Drug Manufacturers - Specialty 5 238.01 370 0.64 Wide C F C

American Express Co Credit Services 4 59.81 76 0.79 Wide C C C

Amgen Inc Biotechnology 5 156.59 194 0.81 Wide B C B

Apple Inc Consumer Electronics 4 95.94 133 0.72 Narrow B C B

Baidu Inc ADR Internet Content & Information 3 163.42 186 0.88 Wide A C B

Berkshire Hathaway Inc B Insurance - Diversified 4 141.91 170 0.83 Wide B C A

Cerner Corp Health Information Services 3 59.61 63 0.95 Wide B C A

Ford Motor Co Auto Manufacturers 4 12.75 18 0.71 None C D C

Gilead Sciences Inc Biotechnology 5 85.47 124 0.69 Wide A A B

Mead Johnson Nutrition Co Packaged Foods 3 87.93 87 1.01 Wide C - B

Merck & Co Inc Drug Manufacturers - Major 4 58.78 63 0.93 Wide C C A

Mondelez International Inc Class 

A Confectioners 3 45.17 48 0.94 Wide C B B

Novartis AG ADR Drug Manufacturers - Major 4 81.8 89 0.92 Wide C C A

Oracle Corp Software - Infrastructure 3 40.53 38 1.07 Wide C C A

Pfizer Inc Drug Manufacturers - Major 4 35.77 38 0.94 Wide C C A

Procter & Gamble Co Household & Personal Products 4 84.83 90 0.94 Wide C D A

Qualcomm Inc Communication Equipment 4 52.93 68 0.78 Narrow B C B

Sanofi SA ADR Drug Manufacturers - Major 4 40.99 54 0.76 Wide D D B

Schlumberger Ltd Oil & Gas Equipment & Services 2 77.7 63 1.23 Wide C D B

Starbucks Corp Restaurants 4 56.91 65 0.88 Wide B A A

Symantec Corp Software - Application 3 20.44 21 0.97 Narrow D B C

The Priceline Group Inc Leisure 4 1,297.26 1,770.00 0.73 Narrow B D B

Time Warner Inc Media - Diversified 4 76.11 85 0.90 Wide C C B

United Technologies Corp Aerospace & Defense 4 101.97 120 0.85 Wide C C B

Varian Medical Systems Inc Medical Devices 4 83.82 100 0.84 Wide B C A

Visa Inc Class A Credit Services 4 74.51 104 0.72 Wide B B A

Walt Disney Co Media - Diversified 4 98.41 134 0.73 Wide B C A

Wells Fargo & Co Banks - Global 4 46.8 61 0.77 Wide C C C

Data Source: Morningstar


