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“In sum, the current environment can be likened to a “sweet spot” for risk 
assets, which is best characterized as modest economic growth, low 
inflation, hyper-stimulative policy and genuinely under-invested retail 
and institutional investors. The bull phase has further to run.” 

~ Bank Credit Analyst, March 2012 

Buoyed by positive domestic economic news, and relieved by an apparent deal to resolve the Greek debt 

drama, the S&P 500 index gained 12.5% in the quarter.  The S&P stock index has now risen some 25% 

since its August 2011 lows, its best performance in more than two years.  For the quarter, foreign stocks 

rose an average 12% while the Barclays US aggregate bond index was flat.  Although the momentum of 

global stock markets has been unstoppable in recent months, investors should temper their expectations.  

The developed world’s economies remain in a historically fragile state, with the deflationary forces of 

debt deleveraging being offset by the inflationary policies of central banks.  We are still far from a 

“normal” state of affairs, and the risks of a policy mistake, or a “surprise,” remain high.  

Model Portfolio Performancei 

Our four portfolio models gained 

between 5-13% during the first 

quarter.  The equity mutual fund 

holdings in our models performed in 

line with their benchmarks with two 

exceptions.  Touchstone Sands Select 

Growth outperformed the US large 

cap growth stock benchmark index 

with a 23% return for the three 

months.  However, one of our largest 

holdings, the Yacktman fund, 

returned 7.5% for the quarter, lagging 

its S&P 500 benchmark.  All of our 

fixed income mutual fund holdings added value this quarter, each outperforming the bond index by 

several percentage points.  The standout, and the largest holding in our portfolios, was Loomis Sayles 

Bond, which rose 6.5% versus a 0.2% return for the benchmark. 

Portfolio Updates 

During the quarter, we added an Emerging Market equities allocation to each of our portfolio models.  

(See endnote on changes to our Portfolio Benchmarks).  As of the end of March, our All Equity and 

Growth portfolios were approaching their benchmark risk weightings, while our Balanced and 

Conservative portfolios remain more defensively positioned relative to their neutral allocations.   

Risk 

Benchmark 1st Qtr

Trailing 

12 

Months

Cumulative 

Since 

Inception

Annualized 

Since 

Inception

All Equity 100% Stocks 13.6% 2.1% 106.9% 5.6%

Growth
80% Stocks/20% 

Fixed Income
10.2% 3.4% 102.7% 5.5%

Balanced
65% Stocks/35% 

Fixed Income
7.8% 2.9% 110.8% 5.8%

Conservative
40% Stocks/60% 

Fixed Income
5.2% 3.9% 103.9% 5.5%

S&P 12.5% 8.4% 44.0% 2.8%

Model Portfolio Performance
3/21/2012
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Our core equity positions remain concentrated in funds (Yacktman, FMI Large Cap, Brown Brothers Core 

Select and the Vanguard Dividend Appreciation ETF) investing in the largest and most secure US 

companies.  In fixed income, we remain underweight longer-term investment grade fixed income with 

large positions in non-traditional bond funds (Loomis Sayles, Doubleline Total Return, PIMCO 

Unconstrained & Developing Markets, and Osterweis Strategic Income).  

In March, David Iben, founder and lead manager of Tradewinds Value, a fund we have employed since 

2010, announced that he and his team were leaving to start a hedge fund.  This development leaves us no 

reason to continue to own this fund and we are in the process of liquidating our holdings. 

Armageddon Averted, Perhaps  

Throughout most of 2011, investor anxieties ebbed and flowed, as Europe bumbled through what seemed 

very much like the lead-up to another Lehman-style failure and a rerun of 2008’s financial meltdown.  

Investors’ fears effectively served to weigh down markets that might otherwise have been responding to 

signs of improvements in the domestic economy.  When the European Central Bank seemingly pulled a 

proverbial rabbit out of the hat by rescuing Greece and the Eurozone banks, markets were freed to begin a 

steady and natural ascent, much to the surprise of many.   

In the old days, we called this a “relief rally” and the term is apt under the current circumstances.  

Today’s relief is that, while the global economy is still hobbled by the 2008 crisis, a total relapse looks 

less likely today. We caution investors not to expect an unabated continuation of the market’s recent 

gains.  As seen in the accompanying graph1, the US stock market has fluctuated within a broad volatile 

range since March 2000, its dot-com era peak.   

 

 

 

 

 

 

 

                                                      

1
 Graph from JP Morgan Asset Management’s Market Guide, 3-31-2012 
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Our thesis remains unchanged, that we are probably in one of those 10-to-20 year, back-and-forth, up-

and-down, cycles where gains can be transitory as markets digest the excesses of what came before.  

While current momentum and investor confidence are on the upswing, valuations are becoming stretched.  

It would not take much – signs of a relapse in Europe, a decline in the current historic rates of corporate 

profitability, more hawkish talk from the Federal Reserve, or a threat of military action in Iran or 

elsewhere – to put a quick damper on investors’ “animal spirits.”   

Our expectations for equities in the next 3-5 years are muted by the fundamentals of above-average 

valuations and modest prospects for growth.  On the other hand, our expectations for investment grade 

fixed income are not good at all.  For more than a decade, fixed income has outperformed stocks, an 

unusual but not unprecedented occurrence.  The Barclays US Aggregate Bond index has earned a 

remarkable 5.7% per year2 over the last ten years, and a more concentrated investment in longer-term US 

Government bonds, the safest of investments, earned even more.  Compared to the 3.8% average annual 

return of the S&P index for the same period, it is easy to appreciate why fixed-income heavy portfolios 

have matched, or even outperformed, more equity-oriented investment allocations.  

Simple math suggests that this outperformance by investment grade bonds has little room left to run.  A 

20-year decline in interest rates, to levels not seen in at least 60 years, has been the driver of fixed income 

investor return.  To continue this impressive run, yields on US Treasury and similar investment grade 

bonds – already near historic lows – must necessarily decline even further.  The only way for this to occur 

would be for the US to fall into a multi-year deflation or a depression, not impossible outcomes in our 

economic situation, but not the more likely scenarios.     

Still not an easy road ahead 

Clearly, people feel better when things are going well, and we are no exception.  In recent months, there 

has been much to feel good about, including positive data in the employment and housing markets, a 

slowdown in the rate of inflation in China, and a lessening of financial pressure in Europe.  

Given this environment, it would be tempting to conclude that the positives that helped drive recent 

performance reflect the likelihood that the scariest risks are off the table and that we are out of the woods.  

Unfortunately, these developments do not signal an “all clear” to us.   

The US and the developed worlds’ economies remain dangerously over-indebted.  Economic growth, 

even with massive government stimulus interventions, continues to be anemic in all but the emerging 

markets, and unemployment remains stubbornly high.  The developed nations face daunting 

demographics in the coming decades, as aging populations will place increasingly unsustainable demands 

on public finances.  These challenges must, and necessarily will, be dealt with in the years ahead.  Alas, in 

spite of what politicians repeatedly promise, there are no cost-free solutions. 

                                                      

2
 Ten year returns from Morningstar for the period March 31, 2002 –March 31, 2012 
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Against a backdrop of historically low interest rates, and with expected returns for every asset class well 

below normal, continued strain will be placed on the finances of those clients who are in, or are nearing, 

retirement.  Our response for these clients is to pay much closer attention to expenses and cash flows until 

we are through this period, with a redoubled overall focus on financial planning.  Those in their 20s, 30s 

and 40s need not concern themselves at all with their shorter-term portfolio performance, as they have the 

truly amazing benefit of compound growth over a much longer investment horizon.  But you cannot grow 

what you do not save.   

While it may be tempting to pursue higher risk investments to compensate for today’s subpar market 

returns, this is a strategy that can end in tears.  Our investment discipline remains rooted in weighing the 

risk-adjusted reward potential of each investment allocation, and to identify managers who can add value 

throughout the course of a full market cycle.  It has been a trying twelve years for investors.  And, in spite 

of the optimistic quote that opens this letter, we do not see this challenging investment climate abating 

just yet.   

 

 

                                                      

i
Model Portfolio Performance Disclosures:  

a) Performance shown is for each portfolio model and is not a composite of the performance of actual client 
accounts.  While our goal is that each client account will closely mirror the holdings and performance of our 

Portfolio Benchmark Revisions 

 

This month we are making two changes to the benchmarks that we use to model the risk levels in each of our 

portfolios.  These are the first such changes to these benchmarks since we began in 1998.  

 

Following the lead of the analysts at Litman Gregory, we are adding a dedicated Emerging Markets 

allocation to each of our four portfolio benchmarks.  This addition acknowledges the maturation of the 

emerging markets investment world and their increasing share of global economic output.  The total 

allocation to stocks in each of the four benchmarks will remain the same, but the division between US and 

foreign stocks will change from 80% U.S./20% non-U.S. currently, to 60% U.S./40% non-U.S, with the non-

U.S. portion evenly split between developed and emerging markets. 

 

A second change is that we are increasing the Conservative model benchmark allocation to cash from 5% 

currently to 10%.  This change is intended to bring the Conservative benchmark in line with our actual 

practice, which is to hold 8-10% in cash for those investors (typically invested in this model) who are 

withdrawing funds for their retirement spending requirements.   
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models, client account performance may, and does, vary according to several factors. Some of these are 
listed below.  In addition, there have been periods, and may again be in the future, when our evaluation of 
major economic and/or market events leads us to manage client account allocations in a materially different 
manner than is shown in our models.  At these times, client performance results will vary from that of our 
models.   

b) All MWI managed client accounts are based on one of four diversified model portfolios, composed of no-
load mutual funds, exchange-traded funds and other publicly traded securities.  These four models are 
geared to different levels of investor risk tolerance.  New accounts are invested following one of these 
models, typically using dollar-cost averaging over a period of months, not to exceed one year.  Once an 
account is fully invested, it is expected to track the performance of its underlying model.  Exceptions to this 
include accounts with restrictions such as: the client-directed retention of legacy holdings and/or excess 
cash, substantial withdrawals or additions.  Accounts smaller than $100,000 are restricted by purchase 
minimums at certain mutual funds and as a result do not hold all the same positions.  The performance of 
these accounts may differ somewhat from these models.  Accounts employing municipal bond funds in 
place of the taxable bond funds used in models will slightly underperform on a pre-tax basis.  

c) Benchmarks for each model are custom created following the neutral asset allocation for each portfolio.  
They are constructed from Vanguard’s S&P 500 index fund, iShares Russell 2000 index, Vanguard Total 
International and Total Bond index funds.  The S&P 500 index is calculated with dividends included. 

d) Net of fees:  The performance for MWI model portfolios is calculated net of our maximum annual 
management fee, and brokerage charges, if any.  The returns of the portfolio benchmarks do not include any 
fees or charges other than those of the index vehicles employed in the benchmark. All returns assume 
dividends and income are reinvested.   

e) Rebalancing:  Model portfolios are routinely rebalanced every six to twelve months on the last day of a 
quarter.  Actual client accounts may be rebalanced as needed.  With tax-efficiency a part of our decision 
criteria, taxable accounts may be rebalanced less often and/or less completely than retirement and other 
accounts not subject to current taxation.  This may result in performance discrepancies between taxable and 
non-taxable accounts managed following the same portfolio model. 

f) Model allocation changes:  Changes to model allocations are infrequent but can and do occur at any time.  
When a model is changed, allocations to client accounts are changed as soon as is practical.  However, 
changes to the model portfolios are only recorded for performance purposes on the last day of any quarter.   

g) Closed funds:  From time to time, mutual funds that form part of MWI model portfolios close to new 
investors.  Clients already owning closed funds in their accounts will generally continue to hold and/or add 
to their positions.  New client accounts will be invested in alternate funds.  At year-end, MWI will substitute 
in its models for any funds that have closed during the year with the alternate funds available then to new 
clients.  As a result, performance disparities may develop between older and newer client accounts, and 
between older client accounts and current model performance.  

h) Historical performance is not a guarantee of future results.  While the performance period since January 
1999 includes both rising and falling stock markets, there can be no assurance that the portfolios will 
perform as well under future market conditions. 

 


