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Market volatility, driven by political events and policymaker action, continued as a strong theme in the 

second quarter. A global basket of equities provided nearly zero return, while fixed income markets were 

mostly higher as yields continued diving deeper into all-time-record lows. Stocks in the U.S. were slightly 

positive, with a clear bias toward traditionally defensive sectors. Outside the U.S., equity markets continued 

to struggle and were buffeted by ongoing currency volatility. The table below provides a high-level review 

of benchmark returns.

2nd Quarter 52 Weeks

S&P 500 2.46 3.99

Dow Jones Industrial Average 2.07 4.50

MSCI EAFE (International) -1.46 -10.16

MSCI EM (Emerging Markets) 0.66 -12.06

Bloomberg Commodity Index 12.78 -13.32

Barclays Global Aggregate Bond Index (Global Bonds) 2.89 8.87

Barclays U.S. Aggregate Bond Index (Taxable Bonds) 2.21 6.00

Barclays Municipal 5 Yr Index (Tax-Free Bonds) 1.16 4.19

HFRI Fund of Funds Composite Index 0.75 -5.25

We continue to find the current environment among the most challenging in our 20-plus years of 

managing client funds. In some ways the persistent nature of market trends is similar to the technology 

bubble of the late 1990s. However, this environment is driven by investor fear rather than euphoria.  

The ongoing mispricing of perceived safe assets is bound to end poorly, but recognizing the catalyst 

for a change or the timing of a shift is elusive and impossible to forecast. We will touch on the areas of 

market mispricing in this letter, but we first need to discuss the background environment of political and 

policy uncertainty.
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THE OUTCOME OF THE BREXIT REFERENDUM WAS  
A SURPRISE, WITH REAL-MONEY MARKETS 
FORECASTING A 90% CHANCE OF “REMAIN” 
PREVAILING ON THE EVE OF THE ELECTION.

CAUSES AND CONSEQUENCES OF POLITICAL CHANGE

The non-consensus outcome of the Brexit referendum happened as the quarter concluded, and by the 

time you read this letter, the U.S. party conventions will be underway. Further, our next quarterly letter will 

be on the eve of the U.S. presidential election and another important referendum in Europe—this time in 

Italy. As such, a discussion of the importance of shifting politics is necessary. To be clear, we often steer 

clear of politics, as we believe the feedback loop to economics and markets is widely overstated by many 

investors. That said, we are in a historically significant time, and a sharp shift toward populist policy would 

create elevated levels of uncertainty and would impact markets.

We will first turn our attention to the events in the United Kingdom. The outcome of the Brexit 

referendum was a surprise, with real-money markets forecasting a 90% chance of “remain” prevailing 

on the eve of the election. We wrote detailed pieces on the subject (June 24 and June 29), so we 

will refrain from diving into the details in this letter. The U.K. is only about 4% of the global economy, 

and even with the high probability of a recession there in the coming quarters, the direct spillover to 

broader markets is limited. 

Certain sectors in the U.K. are important on a global scale, and our primary concern related to Europe 

would come from an indirect contagion event, likely starting within the European banking sector. In 

the days immediately following the Brexit vote, large losses on European bank equities occurred. As 

of early July, the Italian banks were at the center of the crisis, and policymakers were taking steps to 

prepare the markets for government support. On July 8, Bank of Italy Governor Ignazio Visco said that 

“public intervention cannot be ruled out,” as the entire Italian bank sector had lost half its value since 

the start of the year. 

New rules from the European Union on bank recapitalizations complicate the matter, with limitations 

on the type of response that is possible. A worst-case scenario is a policy mistake around Italian banks 

that links into the globally systemic large European banks such as Deutsche Bank and Credit Suisse. 

These two banking behemoths saw their equities hit hard before and after the Brexit vote. As an 

example, Deutsche Bank, with a balance sheet 10 times as large, has a market capitalization smaller 

than U.S. regional bank SunTrust. As of early July, the broader European indicators such as sovereign 

yield spreads in Italy and Spain as well as credit default pricing on European financials have not spiked 

like in previous European debt crisis episodes. That shows some investor confidence that policymakers 

will diffuse the risks. But this could change rapidly, and we will monitor closely.

From a broader context, it is important to understand whether the Brexit vote was an issue unique to 

the U.K. or an indication of a global move toward populist politicians. This has important implications 

for the U.S. presidential election as well as future referendums and elections in Europe. The general 

election in the U.S. is just getting started, and we can expect many twists and turns from now until 

http://www.signaturefd.com/2016/06/24/consequences-of-the-brexit-vote/
http://www.signaturefd.com/2016/06/29/a-brexit-primer/
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November. At present, the vast majority of analysts and investors project that Hillary Clinton will be 

in the White House in January. But polls are tightening, and given the miscalculation in the U.K., this 

view has to be challenged. 

The team at Strategas wrote a piece last month, Angry Is the New Hope, highlighting the fact that the 

root cause of voter frustration is the slowdown in global growth. They estimated that global gross 

domestic product (GDP) has slowed to a 2.1% pace since the 2008 financial crisis from a 3.4% pace 

before. This has opened a $6.1 trillion gap between actual GDP and the previous trend line. A growing 

pie ensures that everyone gets a larger slice (a win-win world), but when the size of the pie shrinks, 

human nature responds with a fight to take someone else’s slice (a win-lose world). If policymakers are 

unable to return global growth to a pre-crisis pace, then a cycle of win-lose policies may very well set in. 

Over the next 18 months, the world will have new leaders in Washington, London, Berlin and Paris. 

Moreover, either the EU will use the U.K. departure to strengthen its core membership or a further 

weakening of the European project will be evident. Finally, China and other emerging economies are 

undergoing significant transitions. No one can project yet the outcome of these critical issues, but 

the framework of global politics for the next decade will be largely set in the near term.

A CRISIS OF CONFIDENCE WITHIN CENTRAL BANKING

Given the limited action by elected officials over the past several years, the unelected policymakers 

at central banks have stepped into the void. In the years immediately after the financial crisis, their 

response likely helped prevent the global economy from suffering a depression and allowed markets to 

broadly recover. But global investors are calling into question the limits of their power. The primary tools 

of interest rate cuts and quantitative easing (or bond buying) were widely debated but had positive 

impacts for investors. However, the move over the past two years to implement negative interest rates 

in Japan and Europe has had unexpectedly negative results. Financial stocks in both regions have been 

hit hard as concerns about their profits have offset near-term improved liquidity conditions. Moreover, 

the euro and yen have both strengthened since the implementation of negative rates by the respective 

central banks.

Central banks are largely quantitative and academically oriented organizations. They base their 

decisions largely off econometric models. The fact that the global economy remains sluggish after 

seven years of hyper-aggressive policy action is not the expected outcome, and this is causing a 

lot of debate inside the institutions. This debate is expressed to the market in the widely divergent 

views of various board members and also in the rapidly changing opinions of the bodies at large. For 

example, over the past six months, the U.S. Federal Reserve has gone from raising rates in December 

2015, to citing global instability as the reason for a pause, to a broad discussion of multiple rate 

hikes in 2016, to a reluctance to increase rates significantly over the next several quarters. This type 

of policy uncertainty clearly leads to market volatility and confusion by investors in valuing assets. 

Even more importantly, it likely leads to hesitancy by companies and individuals to make decisions 

regarding investing and spending.

Divining the next step of central bankers is as unpredictable as forecasting election results. However, it 

seems unlikely that central bankers will stand by and do nothing if global economies disappoint. Some 

investors jokingly say that the central banker answer to a policy that isn’t working is to do more of it. 

Meanwhile, academia has been pushing central bankers and elected officials to go to the next step—

what some casually call “helicopter money” after a notion first put forth by economist Milton Friedman 



MARKET SENSE: POLITICS AND POLICY DRIVING VOLATILITY 4

that governments can always fix a deflationary spiral by “dropping money out of helicopters.” Previous 

Fed Chair Ben Bernanke famously recited this idea in a 2002 speech detailing the multiple powers of 

central banks. If this idea is tried in practice, it is likely that Japan will be the first to experiment with it. 

In practice, helicopter money would essentially be the merging of fiscal and monetary stimulus—elected 

officials spending money or giving tax credits, while central banks fund these expenses via buying bonds 

and promising to hold them forever (which economists call debt monetization). History has not been 

kind when central banks lose their independence. How this plays out in the near and longer term is likely 

to be debated passionately in the coming years.

The unpredictable actions and sometimes confusing statements by central bank officials were summed 

up nicely in recent statements by St. Louis Federal Reserve President James Bullard. In late May, Bullard 

was confidently predicting a rate rise this summer. He was seen as a more hawkish member of the Fed, 

advocating as many as four rate hikes in 2016. Bullard’s opinions seemingly turned on a dime in early 

June, and by that month’s Fed meeting he had dropped his aggressive approach and begun forecasting 

that it may be appropriate for only one additional hike over the next three years! 

In a research paper detailing his changing views, Bullard described an idea of changing economic regimes. 

In summary, he concluded that the Fed practice of forecasting that economic data such as inflation and 

growth would converge toward long-run averages was inadequate. He described an alternative framework, 

for officials to essentially assume the current will persist across time unless specific evidence of change 

is present. Given the historically poor record of Fed forecasts, throwing your arms up and exclaiming 

that you are giving up is not surprising. But the uncertainty created by a central bank questioning its 

core approach to decision making does not help investors maintain confidence in an institution that has 

so much power to alter markets.

PORTFOLIO REVIEW AND OUTLOOK

As mentioned, the current market has been as frustrating as that of the late ’90s. This time policymaker 

intervention has created asset mispricing in many markets. Markets have thus deviated from fundamentals 

for an extended period of time—the chase for yield has driven already expensive assets such as bonds 

and bond-like stocks to move further into irrational territory. As examples, the gold and silver stock index, 

Dow Jones Utilities Index and consumer staples sector were the three leading parts of the market during 

the past year when broad markets were mostly flat. We don’t think long-term investors should be willing 

to hold significant overweight positions in these small segments of the market, which would have been 

necessary to have strong gains over this period. 

HISTORY HAS NOT BEEN KIND WHEN 
CENTRAL BANKS LOSE THEIR INDEPENDENCE. 
HOW THIS PLAYS OUT IN THE NEAR AND 
LONGER TERM IS LIKELY TO BE DEBATED 
PASSIONATELY IN THE COMING YEARS. 
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Meanwhile, seemingly cheap assets languish outside of investor interest. As in the late ’90s, the narrow 

participation in market advances is causing investors to question one of the tenets of successful investing—

diversification. A study by investment consultants Fund Evaluation Group showed that a diversified 

portfolio would have outperformed a simple 60% blue chip stock/40% U.S. core bond portfolio by 41% 

since 1972. Even more important to many, the cumulative cash flows on this portfolio (with a starting value 

of $1 million and 5% annual distributions) would have been $3,100,000 more over that time period. The 

table below summarizes the key differentials of this basic comparison.

Portfolio Management Style*

Traditional Diversified

Value January 1, 1972  $ 1,000,000  $ 1,000,000 

Value December 31, 2015  $ 6,789,970  $ 9,640,380 

2015 cash flow at 5% payout  $    357,400  $    508,430 

Cumulative cash flow @ 5% payout  $   8,627,210  $ 11,738,000 

At SignatureFD, we continually review our investment portfolios, and we openly and frequently debate 

our decisions—both good ones and mistaken ones. Investors recognize that mistakes are a certainty in 

managing money, but they can come in two varieties—bad and good errors, if you will. (Scientists call 

these type I and type II errors or errors of commission and omission.) The bad type of error is actively 

doing something that ends up being a mistake, while the good error is failing to act when action 

should have been taken. Some would argue that this differentiation does not matter, as the result is 

still the same—an error—after all. However, it is an important distinction in investing because making 

the bad type of error is often the sign of a faulty, or inconsistently followed, process. Good errors 

involve remaining true to a process and can be recognized only after the fact and occur over time in 

unpredictable systems. The key to successful investing over the long term is not to eliminate mistakes, 

which is impossible, but to cumulatively cause the impact of mistakes to be smaller and less frequent 

than positive actions.

Internally, we look at our portfolios compared with both U.S. and global benchmarks, but we recognize 

that many investors assign a high importance to the S&P 500. As we honestly look at our portfolios 

from this perspective and judge the decisions made over the past few years, we observe that we 

rarely made impactful errors of the bad type (active decisions made that ended up harming results). 

That is, our active decisions have largely helped portfolio performance. Decisions around real estate, 

commodities and energy pipelines have done well. Our holdings and shifts in emerging markets have 

been better than a buy-and-hold position in the space. Finally, our “batting average” in selecting active 

managers over the past three years has been basically 50/50, with about half outperforming and an 

equal amount lagging. As a result, only a small percentage of our deviation to the S&P 500 has been 

from choices between active and passive strategies or manager selection. 

While we continue to believe our investment philosophy is built around time-tested principles, we 

recognize that the process of making decisions can always be improved upon. Along these lines, we 

have adjusted our process in three key ways. First, we have concentrated the efforts of our nine-person 

investment team on what we view as our highest-conviction investment ideas. We will continually look 

Source: Fund Evaluation Group, Lipper, Hedge Fund Research, Inc. and Thomson Reuters.
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for new ideas but recognize that increasing our time on existing holdings as compared with looking 

for new ideas will help us make decisions more quickly. Second, we continue to monitor the evolution 

of index investing. As our clients know, we are agnostic between active or passive strategies and have 

no vested interest to lean toward one or the other. That said, we think the index universe has expanded 

to the point that in every new strategy search we conduct, it is possible to have an index option in 

our two finalists. This leaves the door open for the benefits of a lower-cost index approach unless we 

have high conviction in an active strategy. Finally, we continue to leverage our research providers for 

insight, continuously working with them on new quantitative models and stress-testing our portfolios 

on at least an annual basis.

Thus, it has been the more benign type of error (mistakes in hindsight that resulted from remaining true 

to principles in an unpredictable and sometimes irrational world) that has had the biggest impact on 

portfolios. Not reducing exposure to international markets has been the primary detractor. The challenge 

here comes from the lag that can exist between recognition of valuation gaps and the time it takes for 

the logical adjustment to happen. This is especially the case, as we described above, when policymakers 

are forcing investors to do things they probably don’t want to do. Similar to valuation, currency 

movements are largely neutral over time, but they can have a meaningful impact on performance in 

short periods of time, and these moves are largely unpredictable, in our opinion. Both of these have been 

the source of the majority of difference in portfolio results compared with a U.S.-only benchmark.

But we find the weight of the gravity of economic fundamentals too strong and believe that long-term 

valuations do matter. A recent piece by one of our research partners, BCA Research, comprehensively 

forecast the annualized returns for the coming decade by country. The results showed compelling 

opportunities in Japan (12.1% forecast returns), China (10.3% forecast returns), and Europe (6.2% forecast 

returns). Over the same time period, they estimated the U.S. will produce returns of 4.0%. At those 

levels, $1 invested in Japan will result in $3.30 in 10 years, as opposed to $1.49 in the U.S. When making 

decisions on growing capital over long time horizons, this is a spread that can’t be ignored.

Our portfolios continue to reflect our views around long-term valuation. The holdings in Europe, Japan 

and emerging markets are nearly equivalent to a global index but remain overweight to what many 

U.S.-based investors would consider normal. Within sectors, portfolios are underweight financials 

and the traditionally defensive sectors such as utilities, telecommunication services and consumer 

staples. The underweight to financials has been positive but more than offset by the underweight to 

defensives, which have been the market leaders. The biggest overweight in the portfolio is to industrial 

companies, and portfolios have modest overweight in energy, health care and consumer discretionary.

THE HOLDINGS IN EUROPE, JAPAN AND 
EMERGING MARKETS ARE NEARLY EQUIVALENT 
TO A GLOBAL INDEX BUT REMAIN  
OVERWEIGHT TO WHAT MANY U.S.-BASED 
INVESTORS WOULD CONSIDER NORMAL.
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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.

Within fixed income, we have remained largely cautious, as investors continue to pile into overpriced 

government bonds, many now trading at negative yields. When the history of 2016 is written, we suspect 

that 50-year Swiss bonds trading with a minus sign will look about as logical as assigning multibillion-

dollar valuations in 1999 to internet startups with no profits or even revenues. 

The evidence is accumulating that we are moving deeper into some type of irrational period. We 

hesitate to use the wildly overused term bubble, although it is becoming more appropriate. Still, we 

will refrain from trying to predict when a change will occur and instead use our energy in making sure 

that we are positioned properly whenever the inevitable does happen. All we can muster as a defense 

of our current position is that we have been here before, we know how the story ends, and we will work 

hard to protect and grow client capital through all markets—the rational and the irrational. We strongly 

believe that portfolios are positioned in a way that will produce solid results over the coming decade, 

and fundamental research supports that this mix will exceed the simple mix of U.S. stocks and bonds. 

The majority of our client accounts are within 5% of their all-time highs at quarter-end. This amount can 

be made up surprisingly quickly when markets turn. We appreciate your ongoing confidence in what we 

do, and we remain available for discussions with anyone who has questions.


