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Calling for a change in trend is often more intellectually stimulating than sticking with the status 

quo. But any investor or market analyst who started 2014 with bold predictions about a major 

shift in market trends ended up being wrong. Even with momentum to start the year residing with 

U.S. assets, the trends became more entrenched. In 2014: 

• The difference between U.S. stocks and developed non-U.S. stocks was the widest since 1997.

• Commodities, which were weak in 2013, completely fell apart, ending with the second worst 
decline since 1971. 

• Interest rates, which analysts have been predicting would rise each of the past four years, 
continued to confuse, with rates on the 10-year U.S. Treasury declining by more than 0.8% to 
settle just above 2%. 

As a result of these trends, investors holding a properly diversified portfolio had a more difficult 

year than most expected. Though our portfolios were heavily weighted toward U.S. securities 

from the bottom of the financial crisis through 2012, we began to shift more assets outside the 

U.S. during 2013. This trend continued over the past 12 months. 

In this edition of Market Sense, our objective is to provide you confidence that while the U.S. 

has continued to outperform international markets, our shift toward international assets is still 

prudent given what we see in the markets today. We will review the highlights of 2014, with a 

focus on what worked—and what didn’t—in the markets. Then, we will review a few of the more 

significant portfolio shifts we have made during this 6-year-old bull market. Finally, we will wrap 

up with a summary of our current positioning and the portfolio adjustments we foresee in the 

upcoming quarter. 

Before we start, it may be helpful to review the table below to appreciate the disparity of 2014 

returns by asset type.
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A YEAR AGO, OUR FEELINGS ABOUT THE MARKET 
WERE VERY S IMILAR TO WHAT THEY ARE NOW. 
U.S. MARKETS SEEM TO HAVE A WIND AT THEIR 
BACK, BUT OVERALL THE VALUATIONS WORRY US.

4th Quarter 52 Weeks

S&P 500 4.93 13.69

Dow Jones Industrials 5.20 10.04

MSCI EAFE (International) -3.57 -4.90

MSCI EM (Emerging Markets) -4.50 -2.19

Bloomberg Commodity -12.10 -17.01

Barclays U.S. Aggregate (Taxable Bond) 1.79 5.97

Barclays 5-Year Muni (Tax-Free Bonds) 0.09 3.19

HFRI Fund of Funds Composite Index 0.78 3.19

2014 MARKET REVIEW

A year ago, our feelings about the market were very similar to what they are now. U.S. markets seem 

to have a wind at their back, but overall the valuations worry us. Most international markets are 

beset with some type of fundamental challenge, but the valuations are far more attractive. In last 

January’s issue of Market Sense, we wrote:

“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. … 

[But] 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.”

When this gap will close, we can’t say. But in our ongoing conversations with clients, professional 

investors and analysts, it seems that the conventional wisdom is that current trends will continue, 

which we know will eventually cause a change in direction. In a recent piece on investor rules, 

market analyst Morgan Housel discussed one rule that is especially applicable: “Short-term thinking 

is at the root of most investing problems. If you can focus on the next five years while the average 

investor is focused on the next five months, you have a powerful edge. Markets reward patience more 

than any other skill.”
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There are at least three significant factors, or 

building blocks, that investors can use when 

constructing a portfolio. As an independent 

advisor, we seek to navigate through the 

nuances of each of these factors without being 

wedded to the extreme in any specific one. 

• Factor No. 1—Global vs. U.S. Perspective: 

Investment research shows that investors 

have historically had a distinct home bias, 

tending to hold a higher percentage of 

their own country’s securities than logic 

would dictate. This is even evident at 

the local level, with investors in Seattle 

owning more stock in Starbucks, Amazon 

and Microsoft, while those in Atlanta 

own Coca-Cola, Home Depot and UPS. 

But why do investors do this if this is not 

economically rational? It is likely because 

people see safety in the familiar. 

 All else being equal, we would generally 

include a larger allocation to U.S. 

stocks in our portfolio, but we attempt 

to counterbalance this home bias by 

continually evaluating factors that would 

justify a shift toward global investments. 

The question investors have to ask is what 

to view as a long-term neutral allocation. 

The U.S. represents approximately 25% of 

global GDP, 5% of global population and 

50% of total global equity market value. 

Historically our exposure to U.S. equities 

has been between 50% and 80%. We have 

shifted from the high end of this range 

to the low end over the past two years 

as valuations have become more skewed. 

Since January 2012, the S&P 500 has 

returned nearly 75% while a global index 

THERE ARE AT LEAST THREE SIGNIFICANT 
FACTORS, OR BUILDING BLOCKS, THAT 
INVESTORS CAN USE WHEN CONSTRUCTING  
A PORTFOLIO. 

excluding the U.S. has returned just 25%, 

a performance differential of nearly 15% a 

year. Though there can sometimes be large 

deviations between the two, over extended 

periods both U.S. and international markets 

tend to produce very similar results.

• Factor No. 2—Momentum vs. Value 

Strategies: Momentum strategies 

(characterized by a continuation of current 

trends) and value-oriented strategies 

(characterized by a shift in leadership to 

previously out-of-favor companies) tend 

to alternate in importance. Investments 

do tend to trend over certain periods of 

time; however, trends eventually become 

extreme and value strategies overwhelm, 

essentially causing a reversion to the mean. 

As Warren Buffett once said, “In the short 

run the market is a voting machine, and in 

the long run it is a weighing machine.” 

 Timing the shift from momentum to value 

strategies is difficult if not impossible, as is 

any other market timing strategy. We solve 

this dilemma by maintaining some exposure 

to both strategies within the portfolio  

while maintaining a bias toward value-

oriented managers with a repeatable 

process of identifying undervalued 

securities and investing to realize this value.

• Factor No. 3—Active vs. Passive Execution: 

Choosing between index-oriented solutions 

or hiring active managers is an important 

and timely decision. In some sense, this is 

related to the momentum vs. value strategy 

issue, as index solutions tend to be pro-

momentum. This is logical because most 
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indexes are market-cap-weighted, so more money flowing to these products will tend to drive 

the index itself and the largest stocks in the index higher, which then reinforces the momentum. 

Many active managers using fundamental research aim to find assets that are undervalued to 

their intrinsic value, providing the alternative to the pro-momentum passive strategy. 

 As with the other two factors, we believe a well-constructed portfolio has room for both solutions. 

The rapid growth of passive funds and ETFs in recent years has had a valuable outcome, which 

is to expose the large number of high-cost managers that claim to be active yet provide limited 

differential to the benchmarks. As part of our research process, we almost always include an index 

solution in every new manager search. This provides us a measuring stick and ensures we maintain 

an appropriately high conviction hurdle when reviewing and committing to active managers. We 

have some portfolios that are passive focused and others that are unconstrained between the 

two strategies. Our passive-focused portfolios will generally have between 60% and 90% passive 

holdings, while our unconstrained portfolios will have between 20% and 40% passive holdings.

Why consider the above factors when analyzing portfolio performance over the past few years? One 

is to confirm that we monitor all of these tools and are not limited by the need to include or exclude 

anything from our portfolios. This means we will never be at an extreme along the spectrum of any 

one of these factor decisions. We believe this helps diversify our client portfolios and reduces the odds 

of experiencing permanent loss of capital in any of our investments. The flip side is that our portfolios 

won’t be leading the pack over the short term. 

The second point is that how the three factors have been operating of late can cause a limited 

perspective on portfolio performance. In short, the combination of maintaining a global 

perspective, a bias toward value fundamentals and investing more than 50% with active managers 

has been a headwind to performance when compared with the S&P 500. 

Finally, it is important to quantify how these factors impact relative short-run performance. For 

2014, nearly 70% of the portfolio difference compared with the S&P 500 was due to the inclusion 

of international stocks in portfolios. The remaining 30% was mostly due to allocations to value-

oriented strategies within the real asset and alternative categories. 

Contrary to the general industry, active management didn’t help or hinder performance in our 

portfolios in a meaningful way in 2014. Thus, we would count this as a victory in a year where close 

to 90% of managers lagged their benchmarks.

THE REST OF THE STORY

When I was younger I first heard “the news” while spending time with my grandfather, who listened 

to the Paul Harvey show every day while eating lunch. Mixed in with Harvey’s unique brand of news 

reporting was a segment called “The Rest of the Story.” Recently, our team realized that we don’t 

communicate as effectively as Mr. Harvey, and in fact, we often focus on the items currently in  

the portfolio and spend little time telling the rest of the story about how our tactical allocations 

and manager selections play out, especially after the positions have been sold. With that in mind, 

we thought it would be appropriate to focus on a few of these stories. 

Please note that we run customized portfolios for each client. As such, the actual holdings, timing 

and weights within a portfolio can vary based on specific circumstances.

• Wasatch Frontier Markets: In early 2013 we were ready to reduce U.S. equity allocations as the 
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valuation gap between the U.S. and the rest of the world started to expand. We were watching 
Europe but were not yet ready to allocate significantly to those markets. The emerging 
markets seemed interesting from a valuation perspective, but we felt that the full effects of 
China’s slowdown had yet to be recognized. The one area of the global market that seemed to 
have significantly lagged in the recovery since 2009 was frontier markets—the next wave of 
emerging countries such as Vietnam, Bangladesh and Nigeria. 

 We made an initial allocation to this space via the Wasatch Frontier Emerging Small Countries 
Fund, a well-run fund managed by experienced investor Laura Geritz. As we normally do, we 
began with a partial investment and then nearly doubled our allocation to the fund in January 
2014. The position is now one of the larger single holdings in most client portfolios and, we believe, 
can be in portfolios for five or even 10 years (though we may shift weights from time to time). 

 Given the powerful trends favoring the U.S. market over this period, the fund has lagged the 
S&P 500, but it certainly has been one of the better places outside the U.S. to invest since March 
2013. Over that period, the fund has exceeded the broad emerging market index by an average 
of more than 12% per year. This story has not fully played out, but we feel confident that the 
structural environment for frontier countries is among the best in the world over the long term.

• Eaton Vance Floating Rate: During the depths of the financial crisis at the end of 2008 and 
first quarter of 2009, we were looking diligently for a way to increase rebound potential 
in client portfolios as the world panicked. One of the most durable pillars of long-term 
investing is to rebalance your portfolios at extremes—a forced “buy low, sell high” 
approach. Because of the uncertainty about the global economy and financial system and 
losses already incurred, we felt that rebalancing the equity portion of client portfolios would 
require an individual conversation with each client. Given the understandable concern 
at the time, we also felt that many would opt to “wait and see,” potentially missing an 
important buying opportunity. 

 Our solution was to rebalance back into more aggressive areas of the fixed-income market, 
which had seen significant sell-offs during the crisis. Our theory was that these parts of the 
market had equity-like upside from that point, yet because they were substantially more senior 
investments on company balance sheets, they represented a safer way to take on risk. The 
investments subsequently performed even better than we expected, with returns of 47% in 
2009 and 10% in 2010. In total, we held varying amounts of the Eaton Vance Floating Rate Fund 
through January 1, 2014. From 2009 to 2012, when we held a full allocation for many clients, the 
position even exceeded the S&P 500 with average annual gains of 16% vs. 14%, respectively.

• PIMCO Funds: PIMCO is one of the most recognized money managers in the world. Like most 
of our peers, SignatureFD has used it as a go-to solution, including for U.S. fixed income, 
emerging-market fixed income and commodities. At one point, we most likely had more 
capital with PIMCO than any other firm with which we worked. 

 As with all of our managers, we have relationships with the management team and work hard to 
be aware of changes within a firm’s culture and personnel. A few years ago, we started to worry 
about the firm’s internal dynamics. Several senior investment members had left without a clear 
indication of the reason for their departure. Longtime Chief Investment Officer Bill Gross was also 
nearing a normal retirement age. Though every indication was that he had no intention of retiring, 
we always like to see well-documented transition plans related to key employees. We didn’t have 
conviction in that plan with PIMCO. As such, we began proactively removing exposure to the 
firm’s solutions from client portfolios in 2012. For certain clients it has made sense to hold PIMCO 
investments, but we had reduced the majority of our exposure by the end of 2013. 
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 Of course, we could not have predicted the events that played out at PIMCO over the course 
of last year, including Gross’s unplanned exit in September. Our strategy was merely to 
recognize the warning flags and then take the prudent approach of stepping aside. We did so 
in order to make changes based on our terms rather than react to events as they happened. In 
the end, this was a good call that helped reduce anxiety during an already challenging year.

• Mainstay Marketfield: The final story is still in progress. It is also a way for us to confess some 
lessons learned. Investing is about making a nearly infinite number of decisions. One needs to 
be right more often than wrong, but it is even more essential that the right decisions are more 
helpful than the wrong decisions are harmful. In this case, our mistakes have hurt on a relative 
basis but have not caused any major challenges. 

 Our relationship with Marketfield goes back to 2009. We struck up a relationship with Michael 
Aronstein, following his work, thinking and research over a few years. We were impressed with 
his contrarian views and especially some of his early observations of the improving situation 
in 2009. At the time, the Marketfield fund was relatively new and had a small asset base (less 
than $300 million). We added an initial position to many client portfolios in June 2010. The 
fund became a core holding over the years and remains in the portfolio today as a small 
position. During the period we have held the fund, the team has won numerous accolades, 
including runner-up for Morningstar Managers of the Year in 2013. 

 Given the success of the firm, with significant new assets (peaking at more than $20 billion) 
and the sale of the fund to Mainstay Investments in late 2012, things couldn’t stay the same. The 
portfolio performance started to lag significantly in spring 2014. Over the full period we have 
owned the fund, it has produced a return exceeding the average hedge fund by more than 1% 
per year and has had annual volatility 65% lower than the S&P 500. In 2014, however, it was 
one of the largest single detractors in our portfolio. We have a policy of monitoring positions 
when either the assets grow significantly or there is an ownership change, and we did so in this 
case. For various reasons, we became comfortable holding Marketfield over the past two years. 
Though we don’t believe the recent challenges directly stem from either the ownership change 
or the asset size, using either of those as reasons to reduce or eliminate the position would have 
represented a better outcome. 

 Our investment strategy limits the impact of any single investment, but we do believe it is 
critical to examine and learn from every decision we make, and we will do so in this case. 
We will be eliminating our remaining positions in this fund over the balance of the quarter, 
completing this story.

LOOKING AHEAD

We can’t pinpoint the exact source of our concern, but we feel that current market trends may be 

approaching extremes. The overwhelming view that the U.S. can decouple from global economies, 

that equities are the only alternative and that the push for yield is the best portfolio strategy can’t 

WE CAN’T PINPOINT THE EXACT SOURCE  
OF OUR CONCERN, BUT WE FEEL  
THAT CURRENT MARKET TRENDS MAY BE 
APPROACHING EXTREMES. 
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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.

continue. The irony of course is that investors are now feeling more confident and willing to take 

on risk. According to one recent study, 66% of investors believed that the stock market was down 

in 2009, when in fact it was up by 26.5%. That shows that how investors see the world drives their 

expectations of portfolio results. One explanation could be that investor emotion has a lag when 

compared with underlying fundamentals. If this is the case, then it is also likely that as the bull 

market matures and risks rise, investors will increase their exposure to parts of the market that 

are near a tipping point, creating the basis for the next major correction. And with that correction, 

investors will once again harm themselves with avoidable losses of capital.

The truth is that people can be their own worst enemy when it comes to successful investing. When 

markets move toward extremes, we tend to succumb to a herd mentality. Think of the late 1990s 

with the tech boom, the mid-2000s with home ownership, or 2008–09, which was driven by a fear 

of all investments. Investors now seem to be forming a herd that believes that equity prices can 

go only in one direction and that the only way to participate is in large company U.S. stocks. But 

departing from one’s discipline is the cardinal sin of long-term investors. The concept of “buy low, 

sell high” is so clear in theory but unbelievably difficult to execute in practice. 

Our approach is to move in a progressive and unemotional manner in favor of the currently 

underperforming and undervalued segments of the global market. Since January 2013 we have 

shifted the equity portion of client portfolios from generally 80% U.S. assets to approximately 

52% U.S. assets in five incremental steps. The balance has gone toward a diversified basket of 

international stocks, including developed, emerging and frontier countries. In addition, portfolios 

continue to hold a modest allocation of real assets and hedged alternatives. We remain significantly 

underweight in bonds in general and long-term bonds specifically. Our firm’s strategy of gradual, 

tactical shifts based on valuation is a proven long-term way to achieve financial goals, and current 

data confirms that our allocations are appropriate. 

We are often asked why we make changes before seeing a change in the market direction. We 

answer with a quote from the late German economist Rudiger Dornbusch, who said, “In economics 

things take longer to happen than you think they will, and then they happen faster than you 

thought they could.”

Thank you for the continued confidence in our team. If you have any questions or feedback, please 

reach out to your advisory team or the investment team. We are planning a webinar for mid-

February and would be interested to hear about your desire to participate and questions you may 

have. The investment team can be reached at invest@signaturefd.com.


