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FIRST QUARTER MARKET REVIEW AND DISCUSSION
The first three months of 2014 were largely flat with major U.S. markets finishing slightly up for the quarter. It is important
to note we ended at record highs on December 31st of last year and absorbing those large 2013 gains plus a brutal winter
in many parts of the country is better than expected. The United States continued to fare better than the rest of the world.
Developed Europe and emerging markets were adversely impacted by Russia’s invasion of Crimea (which has yet to fully
play itself out).

US Equity Market Performance Q1 2014

International Equity Market Performance Q1 2014
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rate increases. Market participants desire clear signals
from the central bank. We have been consistent in our
belief the Fed will clearly signal the time to start raising
interest rates AFTER the end of quantitative easing this fall.
International markets were more volatile and concerns
about Europe’s vulnerability to a price surge or cut off of
Russia’s natural gas have tempered otherwise improving
economic news from the continent. The European Central
Bank has announced it will make asset purchases with a
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Among the most market moving events of the quarter was
Fed Chair Janet Yellen’s press conference (held on 19
March). Transitioning to the front of the microphone for the
first time, her comments needed some further clarification
after she appeared to propose a timeline for Fed interest

March 2014

goal of lowering the value of the Euro and helping to fend
off fears of deflation. The bottom line is that the Eurozone
will continue its slow growth but anything faster than 1.5%
is unlikely.

President’s
Commentary

The first quarter is a good
reminder that markets are
impacted by the economy as
well as global non-economic
events. The developments
in the Ukraine/Crimea are a
reminder the “optimal” asset
allocation sometimes gets
trumped by geo-political
events on the other side of
the world.
Unforeseen events,
domestically and
internationally, will always

I WANT TO BELIEVE IN ACTIVE MANAGEMENT BUT...
Like the children of Lake Wobegon, all of whom are above
average, many investors really want to believe that active
stock selection can be done in such a manner as to
return superior yields over the long-term.

over the entire 16 year period of 1997 to 2012. Therefore
the investment performance is what an actual investor
could have earned, not a synthetic return based upon
presumed statistical properties of market returns.

We are committed believers that markets are efficient.
Asset allocation and indexing equity exposure is what
benefits our client families most over the long-term. We
must remember the objective is to attain your financial
goals, not beat some arbitrary benchmark. So we were

What the results consistently showed are the following:
in virtually all time periods in all asset classes, the index
portfolio outperformed the active portfolio overall. The
win percentage was never below 62.5% on an individual
asset class level nor below 66.1% on a portfolio level for a

interested to read recent research (June 2013) by Rick
Ferri & Alex Benke titled A Case For Index Fund Portfolios.

5 year period.

Ferri and Benke begin with the observation that the long
time disagreement between proponents of active and
passive management does not truly reflect the portfolios
actual investors hold. The normal debate is centered
around if active or passive is better in a particular asset
class (for example, Large Cap Growth stocks). Yet
virtually all investors hold portfolios with multiple asset
classes (large, mid and small cap equity and bond
funds for example). Enlarging the debate to look at it this
manner yielded very informative results.
In their research, Ferri and Benke used the highest cost
index funds and excluded front or back end loads from
actively managed mutual funds and used funds available

cause short-term crises and calls for drastic changes.
We believe that investing to accomplish your financial
goals is a very long-term process and remaining
focused and disciplined is vital to not making a hasty
decision that will cause buyer’s (or seller’s) remorse
later.
We are already into the election season for the
November 2014 mid-terms and it promises to be a long,
long summer. The upside is that Washington is unlikely
to pass any major legislation affecting the market until
at least 2015—if we could invest in political posturing
we’d be buyers!

The overriding reason for this passive outperformance
is the penalty for active underperformance was relatively
much larger than the reward for outperforming the
indexed portfolio. The implication is clear—when active
managers outperform, they do so by a small amount and
when they underperform, they do so by a large amount.
Given the index win percentages in the above paragraph,
it’s just math from here.
The researchers identified three Passive Portfolio
Multipliers: As funds are combined in a portfolio, the
likelihood the index portfolio outperforms increases; as
the holding period lengthens from 5 years to 16 or more
years, the probability the index fund outperforms rises;
and finally, as the number of active managers increases,
the combined negative impact on the active portfolio is
larger.
So what does this mean to you and your portfolio?
Simple… remember that your goal was to attain your
financial objectives. We construct portfolios to provide
you the best opportunity to do that by incorporating the
above facts into our investment philosophy and having the
courage of our convictions to “eat our own cooking.”
All of us at Praetorian Guard are invested in this manner.
We have posted a copy of this paper on our website for
those interested in reading it.
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AFTER A ROUGH WINTER,
WHAT ECONOMIC STATISTICS
SHOULD WE FOCUS ON?
The US economy has endured the rough winter with what appears to be minimal
long-term adverse impact. Now we can turn our attention to the following
economic indicators to judge the health of the economy:
First, Initial Jobless Claims, which have recently dropped to a level last seen
in May 2007 (approximately 300,000 claims). This is a leading indicator of
economic growth as less workers are being let go and filing for unemployment
benefits. If this data point holds steady at 300,000 or lower, the strengthening of
the labor market will provide significant benefits over the summer and fall.
Second, Industrial Production Index. The final quarter of 2013 saw this index
finally reach a level of over 100 (the data is indexed such that 2007 = 100). We
have finally crossed over pre-Great Recession levels. Continued improvement will
help the manufacturing sector, aid additional energy production as a vital input
and add good paying jobs.
Third, Retail Sales Data—the winter possibly impacted consumer spending
and therefore we expect some pent up demand to bolster economic activity in
the next two quarters.

Goal #1 (and #2 and #3)
Bringing Structure To Your Financial Life
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Closing Thought
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Opportunity is missed by most people because it is dressed in
overalls and looks like work.
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— Thomas A. Edison

