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At first glance, 2013 was a great year for the markets. The S&P 500 recorded 45 record highs—the 
most since 1998—and 457 of the 500 stocks that make up the index rose on the year, missing the 
record set in 2003 by a single issue. The S&P 500 closed the year with a total return of 32.4% 
and most broad U.S. equities gained that much—or even more in the case of the Nasdaq and 
smaller companies. The solid gains of 2013 were accompanied by very little downside risk, and the 
maximum decline during the year was less than 6% (the best since 1995).

Dig a little deeper, though, and things don’t appear quite so rosy. In fact, investors who design 
their portfolios with the time-tested strategy of broad diversification may be asking “where are 
my returns?” Broad fixed-income markets lost about 3% on the year, only the third loss since 1976. 
Commodities, as expressed by the DJ UBS Index, lost almost 10% on the year. Gold had its largest 
drop in three decades. Ditto for broad emerging markets, which had declines of more than 2%. 
Specifically, commodity-sensitive emerging countries like Brazil fell as much as 20%. The table 
below has performance figures for many of the broad indexes we follow.

4th Quarter 52 Weeks

S&P 500 10.5% 32.4%

Dow Jones Industrials 10.2% 29.7%

MSCI EAFE (International) 5.7% 22.8%

MSCI EM (Emerging Markets) 1.8% -2.6%

Dow Jones—UBS Commodity Index -1.1% -9.5%

Barclays U.S. Aggregate (Taxable Bond) -0.1% -2.0%

Barclays 5-Year Muni (Tax-Free Bonds) 0.8% 0.8%

In this letter, we want to provide perspective on some investor psychology issues that often arise 
after periods of strong performance and low volatility. We will touch on the durability of the recent 
gains, the impact those gains have on investor decision making, how SignatureFD portfolios have 
been positioned during this period, and finally our thoughts going forward.
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with revenue growth modest and profit 
margins already at historically high levels, 
most of last year’s return came from  
what analysts call multiple expansion—
investor willingness to pay higher prices 
for the same cash flow stream.

LiQuidity or FundamentaLs?

As we consider U.S. equity gains in 2013, we are focused 
on the following question: Are fundamentals driving the 
market higher or is it merely liquidity? This question 
is critical because we crossed an inflection point in 
December with the Federal Reserve starting to slowly 
back away from providing unlimited liquidity to the 
markets. In our opinion, the answer is some combination 
of both. On the fundamental side, the economy did 
improve during 2013. Perhaps more important, the 
level of political uncertainty improved as agreements 
about taxes and fiscal cliff issues were reached. This led 
to a market that could pay less attention to extreme 
negative risks and thus support higher valuations. 

But with revenue growth modest and profit margins 
already at historically high levels, most of last 
year’s return came from what analysts call multiple 
expansion—investor willingness to pay higher prices 
for the same cash flow stream. With economic growth 
continuing below trend, it remains unlikely that the 
market could move substantially higher in 2014 without 
a similar willingness to take on more risk. 

When factoring in the moderately better fundamentals 
with improving desire to take risk, it becomes clear 
that 2013 was a year that started with improving 
fundamentals but ended with momentum from liquidity. 
Notably, individual investors added capital to domestic 
equity funds for the first time since 2006. Some have 
assumed that the reallocation out of bond funds (dubbed 
the “great rotation”) is what has powered the market 
to date. But the total of this amount so far is limited, 
and the inflow seen last year pales in magnitude to the 
amount of capital withdrawn from equity since 2000. 

In reality, the biggest source of cash for the market has 
been coming from extremely high levels of corporate 
cash flow. Dividends totaled $312 billion for the year, 

rising by more than 10% on the year. Dividends are a 
positive trend as management does not typically like to 
reduce them once initiated. More impactful, however, 
was likely the nearly $500 billion in share buybacks 
that occurred in 2013. The figure did not hit the 2007 
record of $589 million, but that level is within reach for 
2014. Share buybacks could be driving stocks more than 
improving fundamentals, as a report in Barron’s noted: 
“The S&P 500 Buyback Index, which covers the 100 
companies that are the busiest buying back shares, rose 
48.3% in 2013, trumping a 33.3% return for even the S&P 
Dividend Aristocrat Index brimming with companies that 
have hiked dividends every year for a quarter-century.”1

While buybacks clearly help the market in the short 
term, they have a more questionable long-term track 
record. History doesn’t show that management teams 
are particularly adept at indentifying value in their 
stock. Buybacks usually only tell us that companies are 
currently earning cash flows in excess of their need for 
investing in future productivity capacity. That leads to 
a dual-edged risk that buybacks will almost certainly 
decline at some point. If corporate conditions improve, 
more cash flow could be diverted to capital spending 
reducing that available for buybacks. On the other hand, 
if conditions deteriorate, then the level of buybacks 
could slow down as corporations have less excess cash.

momentum and reversaLs

Does it matter if market returns come from fundamentals 
or liquidity? Some would argue that it does not. We do 
not agree. Liquidity-driven momentum can be a winning 
strategy in periods of time, but it is subject to large 
reversals. We also believe that risk is a critical issue for 
high-net-worth investors to consider.

Paul Woolley and a team at the London School of 
Economics published research which found that 
investors have only one real choice when considering 
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how to invest—momentum or value. Momentum, in this 
case, is defined as buying the recent market winners 
and avoiding the recent losers. Alternatively, one can 
invest using a valuation (or fundamental) approach, 
which would involve making purchase decisions solely 
on the view of underlying intrinsic value derived from 
an investment’s future cash flow.

Mathematically this trade-off creates an apparent market 
anomaly related to investor time horizon. Momentum 
tends to drive short-term market performance, but 
fundamentals drive it over the longer term. With regard 
to risk, momentum investors will have a risk that is 
the mathematical sum of all these short-term periods. 
Fundamental investors, however, will have a risk that 
is lower than the sum of each unique period. In other 
words, long-run risk is not necessarily just the sum 
of short-term risk. Fundamental investors focused on 
long-term valuations should be able to capitalize on this 
“time period” arbitrage. 

Woolley himself summarizes the mechanics as follows: 
“Fair value investors win overall. In fact, momentum 
investors are always buying after the price has gone 
up and selling after it has gone down. They are 
destined collectively to fail, and the fair value investors 
pick up what they lose.”2 Warren Buffett made this 
case eloquently when he said, “In the near-term the 
market is a voting machine and in the long run it is a 
weighing machine.”

investor emotions and investment 
PhiLosoPhy

Woolley concludes that investors often do not act 
rationally, and that incentives often make institutional 
investors act in a way that is contrary to the underlying 
goals of their clients.3 Investors frequently get pulled 
into a tension between what behavioral psychologists 
call loss aversion on one side and herding instinct on 
the other. Significant research indicates that investors 
perceive more pain from losses than they do pleasure 
from gains. In fact, an experiment by Amos Tversky 
and Daniel Kahnmean found that losses are twice 

significant research indicates that 

investors perceive more pain from losses 

than they do pleasure from gains.

as impactful as gains when making decisions in an 
environment of uncertainty.4 However, in periods of low 
volatility and positive markets, investors suffer from a 
strong desire to match the performance of peers and 
the markets. This leads to a natural herding effect, 
often the strongest when risks are rising, such as in the 
late 1990s.

Additionally, investors tend to have differing emotions 
when it relates to decision regret. The regret of inaction—
the feeling of not doing something that in hindsight 
would have been beneficial—tends to start weaker but 
builds over time and takes longer to fade. The regret 
action—the feeling of doing something that in hindsight 
was not beneficial—is stronger initially and fades faster.5 
Consider two investors that own an identical amount of a 
stock that drops 20%. The “inaction” investor owned the 
stock for a significant period of time and held on during 
the price decline. The “action” investor purchased the 
stock immediately before the drop. These two investors 
will handle the emotion of regret differently even though 
they suffered the exact same economic impact. This is 
more likely to lead the action investor to sell, locking 
in losses, while the inaction investor would be more 
emotionally able to hold on and recover these losses. 
This is irrational behavior, as both of these investors 
experienced the same outcome, yet it is indicative of the 
type of psychological challenges investors face each day.

We go through this lengthy exercise to help explain 
and reiterate our long-lasting investment strategies: 

•	 We believe in maintaining diversified portfolios 
that are predominately allocated to strategies 
and managers who use fundamental, value-
oriented processes. 

•	 We remain agnostic between active and 
passive investment approaches. When using 
active managers we will demand high levels of 
differentiation to their stated benchmarks as 
this is the only conceivable way to add value 
over time. 
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•	 Finally, we believe that near-term market 
timing is nearly impossible, yet valuation-based 
tactical shifts can add value and reduce risk in 
the long run. 

The combination of these market beliefs create a 
portfolio that can perform differently than any specific 
benchmarks. Yet, the history of investing is clear: This 
approach will be the proper one over time.

As portfolio managers, we deal daily with emotions 
related to both action and inaction. Moreover, we 
analyze our decision-making to learn from past 
experiences and improve our execution going forward. 
We are well aware that diversifying investments have 
lagged many U.S.-focused benchmarks. However, we 
are very pleased that our “action” decisions have added 
value. Though our portfolios are customized for client 
circumstances, in general terms, the model portfolio 
shifts we have made going back the last three years 
have added significant value to our results. In fact, over 
that period we have made 10 portfolio shifts and eight 
have been accretive to returns. The two that have not 
helped were made in the last four months, which are so 
far basically flat and additional time is needed to assess.

2014 outLook 

Before turning to our current portfolio positioning, 
we will review key issues we are monitoring for 2014. 
As outlined above, the 2013 trends are likely to carry 
into at least the early part of 2014. Specifically, the 
economy enters the year with accelerating strength. 
This is especially true in the U.S. but increasingly 
in other parts of the world. As of early January, 15 
of 22 key countries show improving manufacturing 
indexes, which is the strongest result since before the 
crisis. Additionally, corporate cash flows are likely to 
push dividend payments to new highs and possibly 
buybacks as well. 

But key inflection points were also crossed in recent 
months. The most notable was the Fed’s change in 
policy direction. It is hard to call current Federal 
Reserve policy “tight,” but direction has changed 
from increasing to decreasing rates of liquidity. This 
gives rise to the two biggest risks we are currently 
monitoring. First is the possibility that the economy 
accelerates too fast, thus putting pressure on the 
Fed to either abandon the multi-year pledge to keep 
rates at zero or to begin losing control of long-term 

interest rates and inflation expectations. This could 
create credibility issues and with a new Fed Chair the 
communication job will be very delicate. The second 
risk is that tightening global liquidity causes a break in 
global currency markets, most likely starting in one or 
more emerging countries. Emerging market currencies 
were widely impacted during last summer’s volatility, 
and countries such as Turkey, Brazil, South Africa 
and India all have risk factors that could return to the 
forefront.

A third key risk is geopolitical. Tensions between 
Japan and China have been rising for some time and a 
skirmish can’t be ruled out. As the U.S. pivots from a 
Middle East focus to one centered on Asia, the chances 
increase for a confrontation between China and the 
U.S. (in a support role for Japan) that could cause 
further disruption to global trade and give investors a 
significant shock.

With the above as backdrop, we are hesitant as always 
to make predictions about 2014. That said, we do have 
one definitive view: Investors seem to be discounting 
the chance of any significant volatility. In a recent 
survey by Strategas, only 1% of institutional investors 
projected an increase of 20% or a loss of 20% or 
greater, respectively, for 2014. History tells us that 
one of these two events happen a combined 43% of 
the time since 1926. The odds of either a surprisingly 
good or bad outcome next year is much higher than 
most anticipate.

PortFoLio Positioning and ConCLusion

Over the last two years we have made significant 
but gradual adjustments across client portfolios. The 
cumulative adjustment has been most noticeable in 
the reduction of core fixed income and the reduction 
in U.S. and emerging market equity in favor of frontier 
and developed international exposure. Though 
both of these trends are likely to proceed in waves, 
we think both moves are durable for the next few 
years. We are watchful for opportunities to increase 
exposure to the large emerging markets during 2014 
as valuations become more compelling. While market 
valuations seem to indicate a current lack of “fat 
pitches,” we continue to focus on trying to identify 
and uncover areas of opportunity in addition to the 
emerging markets—specifically, we believe pockets of 
opportunity could appear in real estate, commodities 
and certain parts of the fixed-income market. 
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disclosures and disclaimers

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, 
and there can be no assurance that the future performance of any specific investment, investment strategy, or product (including the investments  
and/or investment strategies recommended or undertaken by SignatureFD, LLC), or any non-investment related content, made reference to directly 
or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or 
individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer 
be reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained in this newsletter serves 
as the receipt of, or as a substitute for, personalized investment advice from SignatureFD, LLC. To the extent that a reader has any questions regarding 
the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the professional advisor 
of his/her choosing. SignatureFD, LLC is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should be 
construed as legal or accounting advice. A copy of SignatureFD, LLC’s current written disclosure statement discussing our advisory services and fees 
is available upon request.

Below, we summarize our core views for 2014:

1. From a valuation perspective, U.S. equities are beginning to look more expensive. We generally 
have found better values in the international markets, especially Europe and frontier markets.

2. Technically, the chance of near-term supply and demand factors continuing to push U.S. 
equities up at a faster rate than other markets is not small. We also know that a reversal in 
this momentum will eventually occur and that timing this shift is nearly impossible.

3. We believe that traditional emerging markets could continue to lag early in 2014 but may 
represent a buying opportunity during the year based on attractive valuations.

4. The bond market is likely in the early stages of a protracted period of low returns. With 
interest rates likely to recover on the back of a normalizing economy and Fed tapering, 
maintaining a reduced exposure to core bonds will be a key investor strategy.

5. The two biggest economic risks we see both relate to the Federal Reserve tapering. First, is 
the chance that long-term rates will rise faster than expected as the economic recovery gains 
speed. The second is that pressure on emerging market funding creates a near-term panic. 
The biggest geopolitical risk we are monitoring is the tension between China and Japan.

6. Investors are likely under-appreciating the potential for more volatility. In more than four out 
of 10 years, the market rises or falls at least 20%. With investors anticipating continued low 
volatility, we are concerned about behavior in the event a correction begins.

7. Though momentum has been a winning strategy in recent quarters, investors who take into 
account risk and return will be rewarded over time for maintaining a diversified portfolio and 
focusing on keeping costs low and employing active managers that predominately use value-
oriented investment strategies.

We welcome your thoughts, questions and comments about the portfolio and appreciate your 
ongoing confidence in our firm.
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