
Asset Class Returns, Q4 2016

US Large US Small REITs Intl Large Intl Small Em Mkts Bonds

Q4 2016 3.8% 8.8% -3.1% -0.7% -2.9% -4.2% -3.0%

YTD 12.1% 21.3% 7.6% 1.7% 2.2% 11.2% 2.7%

Indexes: US Large, Russell 1000; US Small, Russell 2000; REITS, DJ US Real Estate; Intl Large, MSCI EAFE; US 

Small, MSCI EAFE SMall Cap; EM, MSCI Emerging Markets; Bonds, Barclays US Agg Bond. Source: 

Morningstar.

 

 

4th Quarter 2016     

“I don’t want a business that’s easy for competitors. I want a business with a moat around it. I want a very valuable castle in the 

middle. And then I want…the Duke who’s in charge of that castle to be honest and hard working and able. And then I want a big 

moat around the castle, and that moat can be various things...” —Warren Buffett 

Year of Upsets 

2016 was a very bad year for people who make a living trying to predict things, as is often the case, but this year was 

really bad for them. Starting across the pond, British gambling companies or odds makers placed only a 10% chance on 

the referendum for Great Britain to leave the European Union to pass. In late June, the referendum passed, throwing 

global capital markets into great, but brief, turmoil that lasted a day or two.  

Polling aggregation website fivethirtyeight.com (corresponding to the number of electoral votes) placed the odds on a 

Donald Trump presidential election victory at less than 29% while the New York Times “The Upshot” placed the odds at 

only 15%. We all know what happened there. Futures markets were down 4-5% late on election evening when it became 

clear that things were going Trump’s way. But regular markets opened the next day to the start of a “Trump rally” lasting 

the remainder of the year and into 2017. 

In sports, the Cleveland Cavaliers overcame 40-1 odds by coming back from a 3 to 1 deficit to win the NBA Championship 

over the mighty defending champion Golden State Warriors. The Chicago Cubs came back from a 3-1 deficit in the World 

Series, a feat that has occurred less than 15% of the time in Major League Baseball. The biggest shocker in all of sports 

happened in soccer when Leicester City overcame 5,000 to 1 odds to win the title in the English Premiere Soccer League.  

We have a feeling that 2017 will be a year in which predicting things will not become any easier. 

The Trump Rally 

Stock markets around the world began 2016 in a 

“risk off” fashion which abruptly ended on 

February 12 following reports that the U.S. 

economy was strengthening. The S&P 500 

started the year down almost 10% until the “risk 

on” phase started on February 12
th

. After a 

couple of days of extreme volatility surrounding the Brexit, Great Britain’s referendum to exit the European Union, most 

capital market entered a very low volatility period for the entire third quarter, which was a surprise given one of the 

most divisive presidential election campaigns in history. After the election, the Trump Rally began, which was 

characterized by strong capital flows out of bonds and foreign stocks and into U.S. equity asset classes as per the table 

above. Clearly, investors were betting on the potential for stronger economic growth with higher accompanying 

inflation. Within the U.S. Market, leading sectors were economically sensitive ones such as metals and mining, financials, 

energy, and industrials.  
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Trump has proposed a corporate tax cut that has the potential to boost corporate earnings and repatriate capital back 

into the U.S. by large multi-national companies. Since small cap stocks are predominately U.S. based, the perception is 

that a corporate tax cut would benefit small caps the most. Small Cap stocks rallied the most during the “Trump trade,” 

however, the rally has a bit of a speculative feel to it. First, it takes a couple of years for changes in fiscal policies to make 

their way into the system. And, since small cap stocks are more thinly traded, speculative capital flows into the asset 

class was the biggest reason for the dramatic increase in prices. We trimmed this asset class at the end of the year 

because of the dramatic run up. 

Because of the prospects for higher inflation and stronger data 

on the U.S. economy, bond markets began pricing in the 

prospects for increases in short term interest rates by the 

Federal Reserve. The parallel shift in the Treasury yield curve 

over just one quarter was fairly dramatic with the largest portion 

of the increase in yields at the long end of the curve. The 5 year 

point in the curve saw the largest increase in yield at 45%. Long 

duration bonds were the most punished by this shift in the yield 

curve where we had no exposure. 

Outlook 

We believe there are promises and concerns with a Trump administration. The proposed corporate tax cut could be very 

good for our economy as long as it is revenue neutral. Barron’s magazine has written that a revenue-neutral corporate 

tax rate would be around 22%. The corporate tax cut would create a disincentive for corporations to move offshore and 

free up capital for investment in the U.S. via repatriation and tax-savings. 

There is a lot of rhetoric in political campaigns on both sides. This past election was certainly no different. The Trump 

campaign position on trade was and is a concern. U.S. companies have off-shored manufacturing plants to have facilities 

closer to the markets into which they sell and to be competitive in global markets where labor costs are significantly 

lower in other parts of the world. Tariffs and trade wars have a history of being extremely counterproductive to 

economies. Most economists agree that the Smoot-Hawley Tariff Act of 1930 was responsible for the length and depth 

of the Great Depression. The good news for Trump is that a trend toward U.S. manufacturing on-shoring has already 

begun. Robotics and increases in living standards in emerging economics like China are driving this trend. The modern 

manufacturing plant requires fewer workers, but those workers do have higher pay and skill levels. So, Trump’s wish of 

more “Made in U.S.A.” has already begun. 

Core & Explore 

We are continuously conducting research to improve our processes and results. We have evolved from a niche firm 

specializing in high-income covered call writing to one that incorporates institutional class Investment Policy Statements 

(IPS) and high level planning and consulting services. We have been using low-cost, index-based Exchange Traded Funds 

(ETFs) for a long time. After extensive study of the underlying Factor Model or “Strategic Beta” indexes and the ETFs 

designed to track their performance, we began using some of them last year as “Core” components along with 

traditional market cap-weighted ETFs in a “Core & Satellite” investment approach that we now define in our regulatory 

filings. 
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Securities within these Factor Model ETFs are se

research studies as having a history of outperformance of the market as a who

We have always been attracted to companies that have some degree of 

prices. Economic moats are sustainable competitive advantages that allow a c

returns on invested capital that exceed the company

Buffett. Among the various sources we have to identify these c

(TR stands for Total Return), which we have studied extensively. 
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ETFs are selected and re-balanced based on “Factors” identified in long term 

research studies as having a history of outperformance of the market as a whole.  

We have always been attracted to companies that have some degree of “economic moat” and trade at reasonable 

are sustainable competitive advantages that allow a company to earn “

returns on invested capital that exceed the company’s own cost of capital and is the primary philosophy of W

Among the various sources we have to identify these companies is the Morningstar Wide Moat Focus TR Index 

Total Return), which we have studied extensively.  
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s the Morningstar Wide Moat Focus TR Index 
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The index equally weights stocks that have wide economic

by the Morningstar 

those companies that have the deepest 

calculated by the covering analyst.

and

index has 

Market

higher standard

also provided less downside risk during the financial crisis bear market. 

and could replicate it in a separate account or 

Our study of this index has led to the most recent modification of our investment approach designed to reduce 

“purchase timing” risk and achieve more broad exposure to 

investment approach. A few years ago, we modified 

to “opportunistic,” which seeks less but still high

ultimately sell calls against it, for transactional cost effici

because you need a round lot of 100 shares to sell a call option.

results can become erratic, and no fundamental or technical analysis method exists

sale of a stock.  

When a large institutional investor identifies a company attractively price

accumulate it on weakness. Since risk control should always be our first priority

individual stocks to take smaller initial positions so that if 

investment thesis on the company hasn’t changed. 

Moat Factor and improve long term total returns. 

We looked at all of the Wide Moat stocks that we either currently own or have owned over the last 4 years

portfolios and our own. There have been 41 of

41 stocks in a portfolio and ran a 5 year performance summary. We did not rebalance the pos

were confirming that a broader exposure to Wide Moat stocks in an equity portfolio makes sense. You can view the 

hypothetical here: http://www.scadvisors.net/newsletters/WideMoatHypo.pdf

stocks, 42 of them, was also impressive and can be viewed 

http://www.scadvisors.net/newsletters/NarrowMoatHypo.pdf

methods that adjust weightings based on analyst uncertainty ratings, financ

Going forward, selling call options on stocks will be used 

our opinion of fair value, and selling the stock is an acceptable option.

portfolio segments and ranges should be defined in an IPS. We currently have some 

allocations to individual stocks with less Core, and vi

any changes to your IPS are needed. 

As always, please contact us if you have any questions.

—Dana L. Crosby, CFA, CFP® & Rick Stein 
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The index equally weights stocks that have wide economic

by the Morningstar equity research department and reconstitutes 

those companies that have the deepest discount to 

calculated by the covering analyst. The index contains usually 40

and is subject to other of constraints. Since its inception in 

index has achieved exceptional risk-adjusted results relative to a broad U.S. 

Market index. The index has added significant total return

higher standard deviation and serves as fertile ground for investment ideas. 

also provided less downside risk during the financial crisis bear market. We have even studied its reconstitution method 

in a separate account or modify it for transaction and tax efficiency. 

d to the most recent modification of our investment approach designed to reduce 

achieve more broad exposure to the “Moat Factor” for the Satellite component of our 

A few years ago, we modified our investment approach from the high income covered call writing 

but still high income and more total return. When you initiate a stock position to 

ultimately sell calls against it, for transactional cost efficiency your portfolio position sizes tend to be larger

because you need a round lot of 100 shares to sell a call option. If the timing of your purchase isn

, and no fundamental or technical analysis method exists to perfect the timing of purchase or 

identifies a company attractively priced, they typically initiate a position and 

Since risk control should always be our first priority, it makes sense

nitial positions so that if our timing isn’t right we can add to the positions provided the 

t changed. This will also provide a much broader exposure to the best of the 

Moat Factor and improve long term total returns.  

We looked at all of the Wide Moat stocks that we either currently own or have owned over the last 4 years

have been 41 of them. Using our portfolio hypothetical module, 

41 stocks in a portfolio and ran a 5 year performance summary. We did not rebalance the positions at all. T

were confirming that a broader exposure to Wide Moat stocks in an equity portfolio makes sense. You can view the 

visors.net/newsletters/WideMoatHypo.pdf. A similar study of the Narrow Moat 

was also impressive and can be viewed here: 

http://www.scadvisors.net/newsletters/NarrowMoatHypo.pdf. We are also experimenting with portfolio allocation 

methods that adjust weightings based on analyst uncertainty ratings, financial strength, and underlyin

elling call options on stocks will be used in larger portfolios on positions that have 

and selling the stock is an acceptable option. The allocation of each of the Core and Explore 

defined in an IPS. We currently have some “legacy” clients that have larger 

stocks with less Core, and vice versa. We look forward to talking to you this year to determine

As always, please contact us if you have any questions. 
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The index equally weights stocks that have wide economic moats determined 

and reconstitutes based on 

discount to fair or intrinsic value as 

contains usually 40 to 60 stocks 

Since its inception in October 2007, the 

adjusted results relative to a broad U.S. 

return for its moderately 

deviation and serves as fertile ground for investment ideas. It 

have even studied its reconstitution method 

d to the most recent modification of our investment approach designed to reduce 

for the Satellite component of our 

the high income covered call writing 

When you initiate a stock position to 

tend to be larger, partly 

If the timing of your purchase isn’t correct, total return 

to perfect the timing of purchase or 

, they typically initiate a position and 

, it makes sense in our approach to 

to the positions provided the 

This will also provide a much broader exposure to the best of the 

We looked at all of the Wide Moat stocks that we either currently own or have owned over the last 4 years in client 

Using our portfolio hypothetical module, we equally weight these 

itions at all. The results 

were confirming that a broader exposure to Wide Moat stocks in an equity portfolio makes sense. You can view the 

dy of the Narrow Moat 

We are also experimenting with portfolio allocation 

ial strength, and underlying volatility. 

on positions that have achieved or exceeded 

The allocation of each of the Core and Explore 

clients that have larger 

We look forward to talking to you this year to determine 


