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“One of the main reasons we are all our worst enemies as investors is that the 
financial universe is set up to deceive us …. psychologist Paul Andreassen 
showed [that] people who receive frequent news updates on their investments 
earn lower returns than those who get no news … humans perceive reality in 
short bursts and streaks, making a long-term perspective almost impossible to 
sustain.” 

~ Jason Zweig 

Bond markets dominated the financial headlines during May and June as fixed income securities suffered 

their worst quarterly loss since 2004.  Vanguard’s Total Bond index declined 2.5% for the three-month 

period but that modest number disguises the larger losses suffered by longer-term fixed income.  In spite 

of spill-over volatility from the bond market’s drama, US stocks posted another positive quarter and the 

S&P 500 index ended the period with a 2.9% gain.  Foreign stocks were less fortunate with the Vanguard 

International Stock index declining 3.3% during the quarter.  Emerging Markets fared even worse, losing 

an average 8.8% for the three months on top of a 3.6% decline during the previous quarter.  As an aside, 

we note that gold fell 27% during the April-June period.  The precious metal has now endured its worst 

six-month return since President Nixon closed the gold window in 1971.1 

Model Portfolio Performancei 

Our model performance for the 

quarter ranged from a 0.8% gain in 

our All Equity model to a 1.3% loss in 

our Conservative portfolio.  Year-to-

date, our models have returned a net 

1.7%-8.4%.  Fixed income weakness 

was the major driver of the small 

losses for both our Conservative and 

Balanced portfolios during the 

quarter.  But our sizable allocations to 

non-traditional bond funds prevented 

more serious declines in these two 

portfolios.   

Our domestic equity funds have performed remarkably well this year, with most outperforming their 

benchmarks as well as the S&P index.  Had only we owned more of them!  Our top-down decision to 

                                                      

1
 Ned Davis Research 

Risk 

Benchmark

2nd 

Quarter YTD

Cumulative 

Since 

Inception

Annualized 

Since 

Inception

All Equity 100% Stocks 0.8% 8.4% 126.6% 5.8%

Growth
80% Stocks/20% 

Fixed Income
0.4% 6.7% 120.3% 5.6%

Balanced
65% Stocks/35% 

Fixed Income
-0.6% 4.4% 129.7% 5.9%

Conservative
40% Stocks/60% 

Fixed Income
-1.3% 1.7% 117.0% 5.5%

S&P 2.9% 13.7% 68.5% 3.7%
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increase exposure to Emerging Market stocks instead of US equities appears to have been premature, as 

ongoing outperformance of US versus EM stocks was the major factor in the underperformance of our All 

Equity and Growth model portfolios.  Valuations in the EM space have, as a result, become even more 

attractive and we expect an overweight to this sector to be rewarded over our longer-term investment 

horizon.   

Portfolio Update 

At quarter’s end, we eliminated the last of our positions in the Hussman Total Return fund as this 

allocation failed to serve as the small hedge we expected during the recent turmoil in the bond markets.   

This Has Been a Test 

The “Taper Tantrum” is the name given the upheaval in the bond markets, as investors reacted with vigor 

to the suggestion that the Federal Reserve may shortly begin to slow its massive and unprecedented 

purchases of Treasury and mortgage-backed bonds.   It was a classic case of “shoot first and ask questions 

later” as investors sold off positions in a broad swath of securities, from US Treasuries to utilities and 

interest-sensitive stocks, as well as Emerging Market debt and equities.  Longer duration bonds, whether 

taxable, TIPS or municipal, suffered losses reaching the high single digits for the three-month period.  

Home mortgage rates also rose by nearly a full percentage point. 

Outflows from fixed income funds and ETFs during the quarter were the largest on record, substantially 

exceeding even those during the worst of the 2008 financial crisis.  Once the dust settled, it was unclear 

whether investors had overreacted or were simply pricing in a reappraisal of the risk/reward trade-off in 

the investment markets.   

For our purposes, this change of trend in the decades-long decline of US interest rates served as a 

valuable test of our fixed income allocations.  We had long expected bond markets to reverse course and 

have been positioned accordingly.  On the whole, the performance of our fixed income allocations bodes 

well for any further increases in interest rates.  Our holdings in absolute-return oriented funds – 

Osterweis, Loomis Sayles and PIMCO Unconstrained – declined an average of less than 1% during the 

quarter versus the 2.5% decline in the bond benchmark. The floating rate funds we employ in our 

Conservative portfolio lost just 0.1%    

Of our two core bond funds, Doubleline and PIMCO Total Return, the latter had a rough go of it, losing 

3.7% during the second quarter.  Over the past several years, we have drastically reduced our exposure to 

Bill Gross’ PIMCO fund, from what was once a 10-30% position to today’s 4-9% allocation.  This shift 

has been in no way a reflection of a lack of trust in Gross’s considerable talents, or of PIMCO, but more 

due to our belief that the 20-plus year bull market in investment grade bonds is, or is close to, coming to 

an end.  PIMCO Total Return’s performance rises and falls with that of its core bond benchmark and our 

preference for now, as we have said, is to overweight less traditional bond funds.    

Some of our other holdings – notably municipal bond funds and a small position in a TIPs fund – revealed 
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significant susceptibility to the rise in interest rates and these positions will be reviewed in light of their 

recent performance.  All this said, we have not changed our conviction that fixed income and yield 

securities have an important role in balanced portfolios, serving both as diversifiers and risk-mitigators, as 

well as providing a steady coupon return.   

In Conclusion 

Over the trailing twelve months, our portfolios have performed in line with their benchmarks.  We remain 

overweight Emerging Market stocks though these have significantly underperformed so far in 2013.  We 

are underweight US equity, but are in the process of reevaluating this positioning in the face of 

considerable evidence that the US economy continues to strengthen. 

Should interest rates resume their climb, we expect our unconventional fixed income positioning to add 

considerable value.  Even if rates decline once again – a not-impossible outcome in the event of a 

resurgence of deflationary fears – these funds earn a higher current yield than do their more conventional 

bond fund counterparts.  

The developed world’s economies remain in many ways in uncharted waters, some four plus years after 

the worst financial crisis in 70 years.  Sooner or later, the Federal Reserve (and other central banks) will 

need to remove their massive economic stimulus.  It is safe bet that the “exit” from this unprecedented 

policy will inevitably be a bumpy one for the markets.  Against this, however, the US economy is 

showing signs of pulling itself up by its bootstraps, and while the US equity market may have gotten 

somewhat ahead of itself in reaction to these signs, we find this data to be largely encouraging. 

  

If you did not see The Retirement Gamble, a recent PBS Frontline program, I highly recommend you spend 

the hour to do so.  The program examines many of the obstacles that cause investors to fall short of their 

retirement savings goals.  High fees for many 401K plans and confusing investment choices are the areas the 

program emphasizes.  There is no argument that 401K fees in general have considerable room for 

improvement.  And plan sponsors and providers can do a better job educating participants.  But there are 

decent lower-cost alternatives available to employers who make serving their employees’ interests well a top 

priority.  We recommend that employers seek out service providers who adhere to a fiduciary standard.   

Regrettably, the program failed to also stress the role of under-saving, the one factor that is under the control 

of each individual.  A Vanguard study found that the median employee contribution rate for participants in 

401K plans is just 6% versus the 10-12% most experts agree is the minimum required to fund retirement 

needs.  We strongly encourage everyone covered by a 401K plan to educate themselves, and to take 

advantage of what is still their best option for maximizing retirement savings.   

 

 

 

 

http://video.pbs.org/video/2365000843/
https://institutional.vanguard.com/iam/pdf/HAS13.pdf
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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 
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 often slightly underperform on a pre-tax basis.  

c) Benchmarks for each model are created to represent the neutral asset allocation for each portfolio.  The 
Vanguard S&P 500 index fund is used to model the S&P 500 index total returns.  This fund, the iShares 
Russell 2000 index, Vanguard Total International and Total Bond index funds are the components we use 
for our benchmarks.   

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 our model allocations 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. 


