
Despite some recent shifts in certain 
market indicators, our view of current 
market prospects remains largely in-line 
with our 2015 Outlook.   We still see a 
growing economy and a solid case for 
favoring equity investments over bonds.  
One observation during the first quarter 
was the outperformance of international 
markets relative to the U.S., and this 
was evident in economic as well as 
investment data points.
 
Increased volatility is not necessarily 
bad, and we remind investors that vola-
tility often offers opportunities for those 
with a disciplined process.  As Warren 
Buffett says, “I’d rather take a bumpy 
15% return than a smooth 12% return.” 

Economy
The usual level of “noise” about the 
health of our economy doesn’t change 
our 2015 outlook.  We still see 3.0% 
GDP growth in the U.S. with slightly 
increased risk to the downside.  We 
maintain our view of solid economic 
growth across the globe.

During the quarter, several key data 
points served as ammo for the bears, 
but we don’t see a material change to 
this year’s prospects.  Most recently, the 
jobs report showed a disappointing gain 
of 128,000 jobs in March, a far cry from 
the consensus expectation of 200,000.  
This is the biggest “miss” since Novem-
ber 2008 (an ominous time period to say 
the least.)  The rolling 3-month trend 

also slipped below 200,000 jobs per 
month.  Why the decline?

It’s clear to us that the impact of the 
higher U.S. dollar and lower oil have 
played significant roles in the job market.  
The U.S. dollar is on an unprecedented 
tear, having appreciated against a bas-
ket of foreign currencies by 9.1% in the 
last 3 months and by 14.5% in the last 
6 months.  This marks the U.S. dollar’s 
biggest quarterly gain since September 
2008 and the 4th largest 6-month gain in 
nearly 50 years.  (Statistically speaking, 
both the 3-month and the 6-month gains 
are both 2 standard deviation events.)  
History teaches us that when asset 
prices (or in this case, currencies) move 
this quickly, they often disconnect with 
their underlying value, and we think this 
holds true for the U.S. dollar.  

We believe the U.S dollar’s torrid pace 
won’t continue, and we may already be 
seeing some supporting signs.  Inves-
tor sentiment for the dollar has reversed 
in recent weeks, a possible sign that 
the bulls may be retreating from what 
was the most overcrowded trade in the 
hedge fund industry.  As such, the dollar 
index has declined about 7% from its 

Portfolio Matters

Please see important disclosures at the end of this report.

GAINS DESPITE VOLATILITY & THE DOLLAR 
A Bumpy First Quarter Doesn’t Change Our Outlook 

By James B. Callahan, CFA
Chief Investment Officer

BOTTOM LINE

•	 The	U.S.	dollar’s	recent	rally	
clipped	non-U.S.	investments,	
but	its	rise	won’t	last

•	 Global	equity	broadening	looked	
stronger	earlier,	but	we	still	see	
value	overseas

•	 Higher	interest	rates	are	coming,	
whether	the	bond	market	is	ready	
or	not

•	 Our	active	management	in	MLPs	
should	continue	to	add	value	
beyond	Q1

	

www.janiczek.com ISSUE PM15.002

April 14, 2015

70  

75  

80  

85  

90  

95  

100  

Moonshot: The U.S. Dollar Index  

As of 3/31/2015: 

3 months:  Up 9.1%, +2.0 standard deviations from 48-year norm 

6 months: Up 14.5%, +2.2 standard deviations from 48-year norm 

70  

75  

80  

85  

90  

95  

100  

Moonshot: The U.S. Dollar Index  

As of 3/31/2015: 

3 months:  Up 9.1%, +2.0 standard deviations from 48-year norm 

6 months: Up 14.5%, +2.2 standard deviations from 48-year norm 

http://info.janiczek.com/acton/attachment/10444/f-001f/1/-/-/-/-/PM15 001.pdf?sid=NMsP1kDVL


recent peak.  In fact, of the 5 key indica-
tors we monitor regarding the U.S. dollar, 
4 are now flashing a warning sign.  At 
the risk of putting it too simply, we’re 
seeing signs that “what goes up must 
come down.”  Over time, we expect more 
normalized, if not, declining trends for 
the U.S. dollar.  

As for oil, we wrote in January that the 
drop in oil will serve as an economic 
stimulus.  While we still believe this to be 
the case, we need to acknowledge the 
timing gap that we’re likely witnessing.  
Oil peaked most recently last June and 
remains 51% below that level today.  Job 
growth in the energy sector has been 
frozen, and layoff announcements would 
not surprise us.  Indeed, the energy sec-
tor has been a significant source of job 
growth since 2010, hence the impact of 
lower oil on recent jobs data.

But this stimulus for the consumer could 
take some time to materialize in the 
economic numbers.  Retail sales data 
hasn’t shown signs of an increase from 
lower energy prices.  However, we note 
the strength we’re seeing in consumer 
stocks, and the equity market is fairly ef-
ficient at discounting the future.  In other 
words, consumer stocks are beginning to 
price in an increase in consumer sales.  

Taking a step back and assessing our 
economy from a more comprehensive 
perspective provides us additional con-
fidence in our outlook.  Some indicators 
we follow are “leading” indicators that 
move higher or lower before the eco-
nomic data changes.  Others are “coinci-
dent” and move in tandem with economic 
performance.  Currently, both leading 
and coincident indicators still signal good 
U.S. economic growth in 2015.  So we’d 
agree with those economists who have 
used the term “Goldilocks economy” to 
sum up the economic story: not too hot, 
not too cold.

Outside the U.S., our assessment of the 
global economy remains unchanged 
from January.  Despite a cold winter and 

some volatile data points, we see recent 
data for both the U.S. and other devel-
oped economies coming in in-line or 
ahead of expectations.    

One of the key factors in our global 
market expectations include economic 
activity picking up steam.  The latest 
manufacturing activity shows expan-
sion across the globe.  In fact, over 54% 
of the world’s manufacturing activity 
increased in March, with 32% showing 
upward momentum from last year.

Although the Fed is poised to begin rais-
ing rates this year, most central banks 
are still in easing mode.  A quick analysis 
of the 34 major central banks shows that 
27 (80%) are easing monetary policy.  
Of course, this monetary stimulus is 
furthered by the drop in oil, especially for 
the oil importers.  This group of nations 
includes some of the largest economies 
in the world, especially in Europe.  In 
fact, the improvement in the European 
economic picture is one of the more 
positive developments thus far in 2015.  

Overall, the global economic environment 
remains a positive one for investors.  

Asset Allocation
Global equities notched gains of 2.4% 
during the first quarter, with signs of 
broader participation beyond U.S. large 
caps.  Global bonds, stated in U.S. dollar 
terms, declined 1.9% in Q1.  The big 
news here isn’t bond performance as 
much as it is the jump in the U.S. dollar, 
and U.S. investors are still facing head-
winds from the rising greenback.  (Note: 
For the remainder of this publication, 
we’ll state returns in dollar terms unless 
otherwise noted.)

Within alternative investments, the com-
modity slump continued as the broad 
commodities index fell 5.9%.  Although 
the strong dollar plays a factor, we con-
tinue to believe that commodities have 
likely entered a secular bear market.  We 
exited commodities in early 2014, and 
we’ve avoided the ensuing 21% decline.  
Still, as active global managers, we’ll 
look for any signs of cyclical commodity 
rallies within the overall secular bear.

Volatility returned to both stocks and 
bonds in the first quarter, but we believe 
investors need not take this to be bad 
news.  A properly diversified portfolio can 
be the dry powder needed when one as-
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set class experiences declines.  Accord-
ing to J.P. Morgan Asset Management, a 
diverse portfolio of global stocks, global 
bonds, and a mix of alternative invest-
ments has actually outperformed the S&P 
500 over the last 15 years by 32 percent-
age points … with 20% less volatility.  

We remain overweight equities and 
underweight bonds, but we made some 
shifts within equities during the quarter.  
Our tactical overweight in equities has 
been intact since October 2013, and this 
has proved profitable.  Although we’ve 
held different types of equities since 
October 2013, we know that the broad 
equity market gained more than 15% 
during this time vs. the 7% return for U.S. 
bonds and the 11% (currency hedged) 
return in non-U.S. bonds.

After observing signs of broader health 
across global stocks, we spread our 10% 
equity overweight across U.S. and non-
U.S. stocks during the first quarter.  This 
meant taking profits in our U.S. large cap 
exposure, which was the key driver to 
equity performance in 2014, and adding 
to U.S. small cap and non-U.S. stocks.  

However, towards the end of the first 
quarter these same indicators we used 
to broaden our global equity exposure 
showed more mixed signals.  As of this 
writing, we’re monitoring them closely for 
additional re-positioning.  

Fixed Income
The benchmark U.S. Aggregate Bond 
index gained 1.6% during the first quar-
ter, besting the 4.6% decline in non-U.S. 
bonds.  Again, the U.S. dollar’s strength 
was a major factor in global bond perfor-
mance, and when changes in currencies 
are hedged, we observe non-U.S. bonds 
rising 2.0% year-to-date.  

Corporate bonds led other sectors of 
the U.S. bond market.  Both high quality 
and high yield corporate bonds returned 
2.5% during the quarter.  Intermediate 
term municipal bonds generated a 1.2% 
quarterly return.  

We’d like to credit our active managers 
for our solid bond results, but the truth 
is that they enjoyed yet another quarter 
of falling interest rates.  The 10-year 
Treasury yield fell from 2.17% to 1.92% 
during the quarter.  Instead of ending our 
interest rate comments there, let’s look 
at this topic from a couple of different 
angles.

As we wrote in January, we believe a 
key chart for 2015 will be the 5-year 
Treasury.  The short-end of the inter-
est rate curve is driven by the Fed, and 
we agree with expectations of higher 
rates by year end.  The longer end of 
the curve (10- to 30-year) is driven by 
inflation expectations, and the market is 
clearly unconcerned with the threat of 
inflation anytime soon.  

So, the 5-year yield can be viewed as the 
“battleground” between these two forces, 
and the first quarter saw the 5-year yield 
decline from 1.65% to 1.37%.  This is 
a key indicator for us this year as we 
assess the market’s appetite for growth 
and risk.

We’ve recently shared several thoughts on 
our blog about what could happen when 
the Fed begins to increase rates, but 

let’s take another look at this question.  
The Fed has initiated 3 cycles of rate 
increases since 1990.  In all 3 cases, the 
10-year yield rose, posing resistance to 
bond returns.  (Notably, in all 3 cases, 
the S&P 500 Index rose.)  

We can take this further by looking at 
the shape of the yield curve.  Historically, 
an inverted yield curve (short term rates 
higher than long term rates) is a bear-
ish, but today we’re coming off of the 
opposite extreme.  In fact, in February 
of 2011, we witnessed the steepest yield 
curve in 30 years as measured by the 
difference between long-term and short-
term yields.  

We’re still above the long-term average 
today, so the Fed can raise short-term 
rates and “flatten” the curve closer to 
its historical norm while still allowing for 
positive investment returns.  Of course, 
when long-term rates rise as well, the 
yield curve will offer a healthy environ-
ment for investors.  

While we’re wary of the risks of rising 
rates, we’re waiting for more evidence 
that the risk is taking shape.  Until then, 
we remain positioned according to our 
research, and this includes a mix of 
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traditional bond positions and alternative 
(less interest rate-sensitive) strategies.  

Equities
The first quarter was a tale of role rever-
sals among global equities.  After leading 
the pack in 2014, U.S. large caps were 
the first quarter laggards with their 1.0% 
return.  Small cap stocks in the U.S. 
gained 4.3%, closing their 3-year gap 
relative to large caps.  Outside the U.S., 
developed market stocks rose 5.0% 
while emerging market stocks returned 
2.2%.

Other notable shifts in trends included 
geography and style.  Despite being the 
source of concern as 2014 closed, Euro-
pean stocks jumped nearly 18% (stated 
in euros).  The increased stimulus from 
the European Central Bank ignited what 
was already a healthier market than 
most believed, in our view.  

As we noted earlier in this report, the 
signs of increased participation among 
stocks beyond U.S. large caps were 
apparent early in the year.  However, 
as the quarter came to a close, those 
same indicators became a bit mixed.  

We’re evaluating them within our overall 
process to see if further re-positioning is 
warranted.  If so, we’ll likely return to fa-
voring U.S. large caps over other stocks.

With the global equity markets up strong-
ly the last few years, we’re starting to 
move from “fully value” to “overvalued”.  
When we look at stock prices relative to 
earnings (a.k.a., the P/E ratio) over a 10 
year period, we see stocks trading at a 
multiple of 21.7 times earnings.  This is 
29% above the 51-year normal level of 
16.8, and a market decline of 23% would 
bring us back to fair value.

We’ve been wary of such a stock market 
correction for some time now, having 
discussed it in detail throughout last 
summer.  Earnings growth (the denomi-
nator in the P/E ratio) has deteriorated 
recently, with fourth quarter earnings de-
clining 5% year-over-year and first quar-
ter earnings expect to fall another 2%.  
Without a meaningful pickup in earnings 
growth, stocks are not likely to grow into 
their current prices.  Put another way, 
higher valuation means greater risk of a 
correction.

Valuation alone doesn’t necessitate a 
selloff, as stocks can remain overvalued 
(and undervalued) for long periods of 
time.  For example, stocks were under-
valued for most of the 1970s, while valu-
ations were clearly expensive during the 
late 1990s.  For this reason, we combine 
our fundamental analysis (such as valua-
tion) with technical analysis (i.e., the sup-
ply and demand for stocks irrespective 
of fundamentals).  The conclusion is that 
it’s not time to exit yet, as the technical 
indicators offer a tailwind for stocks.

The sentiment and momentum indica-
tors we follow mitigate the risk of higher 
equity valuations.  The sentiment indica-
tors remain in the bullish camp, albeit 
with a recent shift towards neutral.  More 
investors have become risk-seeking as 
attractive stock returns have persisted.  
As for momentum, the majority of stocks 
trending above their moving averages is 
consistent with double digit gains going 
forward.  

We’re watching for signs of a cyclical 
bear.  As our clients know, we group cer-
tain indicators together into models that 
signal when market conditions change.  
One of our models looks for signs of a 
coming bear market in the near term, but 
the current reading shows no such cor-
rection is on the horizon.  

In fact, we’re noticing another model that 
is very close to flashing a green light, 
and this would indicate a coming rally 
in stocks.  As always, we require the 
evidence to be conclusive before acting 
upon it, but the current readings are 
reassuring.

We remind readers that a stock market 
correction that alleviates the valuation 
pressures that are building would be a 
positive for long-term returns.  The key 
isn’t in “making the call” or predicting 
when such a selloff will occur.  Rather, 
we rely on our research process to 
provide time-tested evidence that a cor-
rection is underway, allowing us to get 
defensive and protect against most of 
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the decline.  To paraphrase one of our 
research partners, we’re less concerned 
with being right and more focused on 
making money.  (I invite you to contem-
plate this thought next time you watch a 
talking head on TV “making the call.”)

Alternatives
Real estate’s 4.3% first quarter return 
led the field of alternatives, continuing 
REITs’ momentum from last year.  Abso-
lute return strategies rose 1.7%.  Com-
modities fell 5.9% and MLPs declined 
5.2%, however, we see a world of differ-
ence between MLPs and commodities 
as it relates to the energy slump.  

In last quarter’s Portfolio Matters, we 
spent some time discussing why we 
think MLPs represent an opportunity.  
We invite readers to refer back to that 
publication for details, but our thesis 
remains unchanged at this time and we’ll 
continue to add to our position at lower 
prices.  

Our MLP thesis is based on fundamen-
tals, but attractive yields may entice 
more buyers into the MLP space.  Our 
MLP exposure is in infrastructure such 
as pipelines and storage facilities, and 
these businesses are not nearly as sen-
sitive to oil or gas prices as other energy 
sector companies.  Further, MLP inves-
tors enjoy nice yields that are largely 
tax-advantaged. 

The selloff in energy and MLP names 
has resulted in above average yield 
spreads.  Whether comparing to 10-year 
Treasury bonds or REITs (two examples 
of investments that yield-driven inves-
tors would consider), MLPs are histori-
cally cheap.  We don’t think the selloff 
has been justified for the infrastructure 
MLPs, and the wider yield spread may 
increase demand and provide a near-
term catalyst for our holdings.  While not 
required for our thesis to prove success-
ful, we take note of this positive potential 
catalyst.

Shifting to real estate, we see a healthy 
market that has room to expand.  In the 
residential segment, the current supply 
of homes for sale is about 25% below 
healthy levels.  New home sales have 
been increasing since 2011 but still 
remain up to 67% below past housing 
cycles.  A growing number of Millennials 
(young adults ages 16-35) are entering 
their prime home-buying years with low 
mortgage rates and increased availabil-
ity of credit.  Further, recent mortgage 
data suggest the buying power of this 
group is beginning to take shape, with 
first-home mortgage originations up 14% 
from last year.  

Our real estate investment is a passive, 
low-cost vehicle with broad exposure, 
and this aligns with our positive outlook 
on this economic sector.  About 16% 
of the investment is multi-family (apart-
ments), playing into the strong residen-
tial market.  Another 25% is retail, which 
is supported by our positive view on the 
U.S. consumer thanks to a better job 
market, low interest rates, and lower 
energy costs.  And 14% comes from 
healthcare, a growing part of the econ-
omy given our aging Baby Boomers.  
Combined, our real estate investment 
has over 55% of its portfolio exposure 
aligned with our favorite macro themes.  

Conclusion
In all, the first quarter had some bumps 
in the road, but not enough to warrant 
a change in our views or our portfolios.  
That being said, we’re always diligently 
following our research for signals that a 
portfolio re-positioning makes sense.  

Our timeless and universal goal when it 
comes to investing is to protect the down-
side, profit from the upside, and ensure 
that our client portfolios optimally serve 
their comprehensive financial plans.
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