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A note from: 

PETER VOGEL 

After ending such a great year, the flat performance in the 
equity markets for the first quarter of 2014 feels like a hango-
ver. The strength of stocks in 2013 was largely predicated on 
expected accelerating economic growth in 2014, and with one 
quarter down, the anticipated acceleration has not yet materi-
alized. Based on the strength of stocks in 2013, it is safe to say 
that the market is expecting something more than the 2.0% 
annual growth of the last few years. 
 
We would love to bask for a moment in the gains of 2013 but 
capital gains taxes need to be paid and 2014 is a new year. We 
remain cautiously optimistic towards stocks for 2014 despite 
the slow start but concerns regarding the growth outlook seem to be accumulating. 
Weakness in Japan, China and much of the world continue to retard a U.S. accelera-
tion. Geopolitical concerns also appear to be on the rise, most notably the crisis in 
Ukraine. Here in the U.S., corporate profits have been impressive but profitability (as 
measured by operating margins) are maxed out, meaning further profit growth will 
have to come from increased sales growth. Unfortunately sales growth has been the 
really slow part of a very anemic economic recovery. 
 
It is the sideways, directionless markets that we struggle with the most. While we 
wait for fundamental data on corporate sales and earnings growth, the media head-
line du jour pushes sentiment toward fear or greed and volatility is on the rise. We 
try to remain disciplined and practice patience but the herd mentality of Wall Street 
strains our resolve. Our analysis of the economic outlook may be correct, but in the 
short term, it is possible to lose a lot of money while the herd decides there are 
enough storm clouds on the horizon to panic, which is a problem when you are 
tasked with protecting wealth.  
 
We ended the quarter generally fully invested but conservatively positioned. Our 
fixed income holdings ended the quarter just under 40% of total assets under man-
agement and fortunately bonds have performed well with continued low interest 
rates. We will remain patient in our marginally positive outlook for stocks in 2014 
but we are hedging our bets and reducing some of the more volatile high P/E growth 
stocks for more conservative fare. 
  
If you wish to further discuss our financial outlook and how it pertains to your per-
sonal situation, please do not hesitate to contact me at pvogel@gkvcapital.com. 

President and Chief Investment Officer 

GKV Capital Management is an independent registered investment advisor. 
For more information about us please call (805) 497-2616 or visit gkvcapital.com 

1Q14 Data Points 

DJIA YTD -0.7% 

S&P 500 YTD 1.3% 

NASDAQ YTD 0.5% 

Int-Term  

Bond YTD 

1.6% 

10-Year  

Treasury 

2.7% 

S&P 500  LTM 

Dividend Yield 

1.9% 

S&P 500 EPS 

2015 EST 

$137.19 

S&P 500 P/E 13.6x 
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For the first quarter of 2014, the leading industry sectors 
were airlines, alternative energy, distillers, and consumer 
electronics, which all recorded gains of approximately 25% 
through the end of March. Alternative energy experienced a 
difficult 2013 due in large part to a glut of supply that seems 
to be moderating. The losers in the first quarter of 2013 
were the mortgage finance industry, delivery services, non-
ferrous metals and footwear. The weakness in mortgage 
finance is no mystery, as rising interest rates have slowed 
mortgage refinancing and real estate sales in general. Both 
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The 2013 Equity Hangover 

If 2013 ended with a roar for the equities markets, then 
2014 has started with a whimper. After the first three 
months of the year, the S&P 500 gained a paltry 1.3%, the 
Dow Industrial Average lost 0.7%, and the Nasdaq Compo-
site recorded a 0.5% gain. Investors are beginning to ques-
tion their growth forecasts in 2014 and if the expectations 
for growth were indeed too optimistic, than it should follow 
that the market has gotten a bit ahead of itself. In the ab-
sence of clear fundamental data to push the market for-
ward, we have spent the initial quarter treading water, look-
ing for direction. 
 
Several factors emerged in the quarter to hold back the eq-
uity markets. The reduction in stimulus from the Federal 
Reserve, escalating geopolitical risk stemming from the cri-
sis in the Ukraine and continued concerns about global 
growth in 2014, in particular, the economies of China and 
Japan, have all contributed to investor uncertainty. Until 
positive corporate earnings and positive economic data 
demonstrate an improving 2014, these factors will keep the 
market from moving forward. 
 

Source: GKV Capital Management 

Firm Wide Asset Allocation March 31, 2014 

        First Quarter 2014 
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gold related stocks and real-estate (REITS) recorded a posi-
tive quarter after a dismal 2013 as interest rates remained 
low and as stocks generally underperformed. Both sectors 
were up approximately 10% for the first quarter. 
  
Globally, equities performed commensurate with the U.S. 
equity markets. Global growth remains weak and many de-
veloped economies, such as Europe, are only now expected 
to emerge from recession. The Dow Jones Global Index 
(excluding the U.S.) closed up 0.2% for the quarter. There 
were no stand out regions for the first quarter of 2014.  
Global performance was held back by Japan (-9.0%), Russia 
(-15.2%) and China (-3.9%).  
  
Contrary to predictions, interest rates declined for the first 
three months of the year as the Federal Reserve emphati-
cally reiterated its commitment to maintaining low rates 
despite continued reductions to their asset purchase pro-
gram. The yield on the 10-year treasury declined to 2.7% by 
March 31st from 3.0% at the beginning of the year. The sur-
prise decline in the 10-year Treasury yields had a positive 
impact on the price of bonds. The Barclays Intermediate-
term bond index gained 1.6% for the quarter while the long-
term bond index gained 5.9%. We are pleased with the 
gains, since 39% of our assets under management are in 
bonds as of March 31st, however, we expect rates to fluctu-
ate in the current range for the balance of the year and ex-
pect little appreciation in fixed income.  
 

Rising interest rates in 2013 quickly cooled the recovery for 
real-estate. With rates moderating and even declining 
slightly in the first quarter of 2014, investors in real-estate 
investment trusts (REITs) returned searching for attractive 
yields. The Dow Jones REIT index gained 7.0% in the quarter, 
due primarily to the decline in yield for Treasuries. If inter-
est rates resume their anticipated rise, we would anticipate 
weakness in REITs as the year progresses. Growth in resi-
dential housing values have flattened out nationally with 
the uptick in rates in 2013. The Case-Shiller Home Price In-
dex for the top 20 metropolitan areas declined 0.24% in the 
first quarter after recording significant gains since 2012.  
  
Our investments are conservatively positioned as we enter 
the spring. Our bond portfolio has been reduced to 39% of 
total assets in anticipation of rising interest rates. We expect 
little change in rates this year, however, and do not plan 
further reductions in our fixed income holdings. The March 
quarter ended with 50% of our assets under management in 
equities reflecting our continued optimism for 2014. With 
the start of the June quarter, we have begun to hedge our-
selves somewhat, reducing higher priced and higher volatili-
ty small and mid-cap growth stocks while retaining more 
defensive names. The darling sectors of 2013, namely bio-
tech and technology are struggling considerably more in 
2014 as expectations become more tempered. We will con-
tinue to adjust accordingly as the year progresses.  

GKV Capital Management  
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Patience in the modern world is becoming a missing vir-
tue. In the financial world, in particular, patience seems to 
have disappeared entirely. Head to the bookstore or turn 
on the TV, you will encounter Michael Lewis’ latest book 
CƭŀǎƘ .ƻȅǎ, which pulls back the curtain on the world of 
high frequency trading, and on CNBC, money managers 
tout their trade for the week on the show Cŀǎǘ aƻƴŜȅ. In 
the information age, patience has been replaced by 
speed. Investors will ignore patience at their peril, howev-
er. In our experience, there are only two necessary factors 
to create a successful investor: patience and selectionΦ  
They must be applied together and function in unison. An 
investor can have the patience of Job, but if investments 
are selected poorly, no amount of patience will turn a bad 
investment into gold.  If investments are selected wisely, 
without patience, gains can only be marginally achieved. 
 
Practicing patience and selectivity requires the ability to 
ignore, or at least deemphasize, daily financial commen-
tary and the unnecessary volatility of the stock market. 
Technical stock market analysis and fundamental financial 
analysis both have a place in the investor’s repertoire but 
they are useful only to facilitate investment selection and 
gauge appropriate timing. Then begins the emotionally 
difficult part, patience. Rome was not built in a day. It 
took hundreds of years. Unfortunately we do not have 
hundreds of years to see our investment bear anticipated 
fruit. A typical investor’s life span is thirty to forty years. 
In our early adult years it is usually difficult to accumulate 
large amounts of financial assets purely for investment 
purposes. The typical investor needs a steady accumula-
tion of savings over a span of years. The greatest pool of 
financial assets is typically achieved between 50 and 70 
years of age.  At 50 an investor’s psychology towards in-
vesting is usually much different than at 70 or older. Ironi-
cally, at a younger age, investors have more time to be 
patient but are impatient for investment success. In our 
older years, near retirement or beyond, our psychological 
disposition may change more to greater patience, but our 
fear of financial loss has greatly increased and can bias 
selection. We know that we do not have enough time left 
to rebuild significant losses. 
 
Warren Buffet and all extremely successful investment 

managers preach patience when investing but they assume 
you understand that patience must work hand-in-glove with 
investment selection. Let’s go back to 1968 to examine the 
effects of patience without proper selection. The market fell in 
love with Xerox, Eastman Kodak, IBM, Sears, Digital Equip-
ment, Avon, and K-Mart. At the time, these are all growth 
companies that are innovative and are run by excellent man-
agement. By 1972 these growth companies were the darlings 
of Wall Street. Owning them means we can ignore the daily, 
monthly, quarterly or even annual fluctuations of the stock 
market because these companies will continue to grow, or so 
the market is convinced. Their price to earnings ratios soared 
to unsustainable levels and everyone owned them. Prices 
soared and the market discounted 50 to 100 years of contin-
ued growth to justify the valuations. For the patient investor, 
the theory of patience extols his steadfast commitment to his 
stocks. He realizes their prices are perhaps too high for the 
moment, perhaps they will decline, but they will come back up 
again to new highs.  No need to be a trader and sell. 
 
Now we move to 2014. With the small exception of IBM, none 
of the stock prices of the individual companies mentioned 
above have in 42 years come even remotely close to their 
stock prices in 1972.  An investor in a pool of these companies 
in 1972 will never recoup their losses even if you ignored the 
disastrous effects of inflation since the 1970s. The patient in-
vestor got killed for perseverance, endurance and faithfulness 
to these once outstanding companies. Obviously patience 
without selectivity can be a hazard and it needs to be remem-
bered that no company exists in stasis. They either innovate 
and continue to develop the market, or others innovate be-
yond their capabilities and they are left behind. The original 
brilliant, innovative company that was selected for investment 
for these reasons, was gone. The patient investor has to real-
ize there is no reason to be patient anymore because the com-
pany he originally bought had disappeared long ago. 
 
And the world does appear to change at an ever faster rate. 
Microsoft was the company of the 1980s and 1990s. It has 
spent the last 15 years struggling to understand its place in the 
evolving technology landscape and its management has been 
unsuccessfully reactive instead of innovative. Perhaps the 
same phenomenon is occurring with Apple. For the last 3 
years the patient investor in Apple has not been rewarded. 

άhǳǊ ŦŀǾƻǊƛǘŜ ƘƻƭŘƛƴƎ ǇŜǊƛƻŘ ƛǎ ŦƻǊŜǾŜǊέ 
    - Warren Buffett (1930-     ) 
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Wall Street loves to talk about the few rags to riches stocks. 
Out of the thousands of stocks listed in the United States 
only a few dozen have shown the spectacular gains which 
legends are made of. In almost all cases these exceptional 
gains were made while the original brilliant, innovative man-
agement was in place and before the size of the company 
became unwieldy. Polaroid spiraled down without the geni-
us of Dr. Land. Microsoft has floundered without Gates, look 
at IBM without Watson, and look at Apple’s stock price since 
the passing of Jobs. It will be interesting to see what hap-
pens to Berkshire Hathaway without the great Warren 
Buffet. 
 
We advocate patience with good companies where they 
have superior management and their product has not been 
successfully challenged by disruptive technologies or the 
greater competition of globalization.  It is the function of 
selectivity among alternative choices to guide the estimable 
quality of patience. However, again we each have a finite 
investment life. In 1965 the Dow Jones Industrial Average 
reached 1000. It did not reach that level again until 1982, 17 
years later. There was money to be made during those years 
but it took again the combination of patience and selection. 
Patience is not just staying in the market and waiting for it 
to recover. It is also realizing that just as much patience is 
required to stay out of the stock market. It is impossible to 
perfectly time when to enter the stock market and when to 
exit it, just as it is impossible to buy a stock at its absolute 
low and sell it at its peak. But in all stocks and in the stock 
market there comes a time when patience requires the in-
vestor to retreat to the sidelines at least partially and move 
to a greater cash allocation. The psychological stress for the 
investor to be out of the game is as great as the stress to 
continue to own the stock of a good company as it declines 
10% to 40%. 
 
We have had two devastating periods in the stock market in 
the last 15 years. The two time periods, 2000 to 2003 and 
2007 to 2009, made the first 14 years of this century a very 
mediocre to unsuccessful period for most investors. It is 
true that the stock market has recovered from both of the 
severe declines in stock prices experienced during those two 
periods, but for most investors their cumulative gain for the 
last 15 years has been well below expectations and has 
shaken their faith in patience. Unlike Warren Buffet or huge 
pension funds which have a very large continuous flow of 
new money coming into their coffers, the average investor 
has finite resources to invest. Consequently, it is difficult to 
preach patience to the average investor who has given away 
15 years of his investment life with only a small return to no 
returns to show for it. For the average individual investor or 
professional money manager selectivity has to tell them 

that there are no attractive common stock investments availa-
ble at current prices to achieve the return on investment that 
they desire. Therefore, money should be withdrawn from the 
market and patience exercised to remain with cash for some 
indefinite time period until prices again are attractive by what-
ever metric they are using. Withdrawing funds from stocks 
does not mean one can time exactly the new resurgence in 
prices and the end of the decline. It means patience to reeval-
uate stocks and individual stock prices to determine attractive 
re-entry points. 
 
We do not advocate active stock trading. Every decision to buy 
and sell increases the likelihood of influence from emotional 
factors (fear and greed) that reduce investment effectiveness. 
If the selection is correct, patience needs to be exercised and 
fluctuations should be ignored unless a change in the funda-
mental reasons for selecting the investment in the first place 
should materialize.  
 
It is irrational to ask a 70 year old retired investor with 
$2,000,000 to endure a 40% decline in his stock portfolio 
which, if history is a guide, will take him 5 to 15 years to recov-
er. Very few people will listen to your admonitions to be pa-
tient when 40% to 50% of their liquid assets have disappeared 
and they are no longer employed. If one losses 50% of his liq-
uid assets, it takes a recovery of 100% just to get even. In past 
quarterly investment reports we have discussed the im-
portance of macroeconomics in formulating a future invest-
ment outlook. A properly defined macroeconomic outlook 
allows an analysis of individual security selections to deter-
mine the direction of patience.  Invest and hold, or sell and 
wait. 
 
We utilize selectivity and patience to increase or reduce equity 
exposure. Generally there are no instances where it becomes 
necessary to eliminate one’s investment in stocks entirely. 
Selectivity and patience can also influence rotating common 
stock investments from one industry group or category to an-
other. By rotating a stock portfolio from growth to value, from 
technology to utilities, from high income to low yield, the in-
vestor is actively evaluating selective alternatives and applying 
patience to the duration of this portfolio repositioning. 
 
Patience and selectivity are not a guarantee to investment 
success.  Selection might be flawed. Patience has an undefined 
duration and might be too long or too short. Companies and 
their business prospects change every day.  Many times, inves-
tors, us included, are too patient waiting for company pro-
gress. Implementing patience and selection is a dynamic pro-
cess. It is the best path we know to achieve investment suc-
cess, but as shown it does not fit into a simple formula.  

GKV Capital Management  
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maintained an asset purchase program to acquire $85 bil-
lion each month in mostly mortgage backed securities. This 
stimulus pushed interest rates even lower and had a materi-

al effect on the price of stocks. This program is winding 
down and the Federal Reserve is expected to fully terminate 
the program by the end of the year and as a result we ex-
pect a slight trim in price-to-earnings valuations. The second 
headwind is the increasing uncertainty around the potential 
impact of geopolitical risk surrounding the instability of 

Ukraine. Although Russia has marginal direct global eco-
nomic impact, an open conflict would affect global growth 

at some level. Lastly, concerns have been in-
creasing about global economic growth rates and 
whether slowing growth in important economies 
such as China and Japan will be worse than ex-
pected. The current International Monetary Fund 
forecasts 3.7% growth in 2014 for the world, up 
from 3.0% in 2013. The U.S., is forecast to grow 
2.8%, Europe by 1.0%, and growth of 5.1% in 
emerging economies with China expected to 
grow 7.5%.  
 
A positive trajectory for earnings will move the 
market forward. The germane question is wheth-
er current forecasts and expectations are too 

rosy. The company earnings results for the March quarter 
will be important. Careful individual stock selection will be 
very important in 2014, in our opinion. Companies that ex-
ceed expectations will outperform. The trick of course is 
identifying them. 

The bull market is now in its fifth year. Since 2008 corporate 
earnings have grown 100% and the S&P 500 has gained 
80%, through March 31st, 2014. As with any aging bull mar-
ket, media pundits continue to expound on how this mar-
ket is “overdue” for a correction. At some point 
a correction will come, but not because of a per-
ceived “due date”. Earnings have been strong. 
Our concern, and increasingly the markets, has 
been the pace of corporate sales growth. Corpo-
rate profits have been driven by cost cutting and 
greater efficiency resulting in historically high 
profit margins. Going forward, growth in earn-
ings will have to come from growth in sales ra-
ther than increased profitability. If growth fails 
to materialize or worse, slows then earnings 
growth will falter and stocks look expensive. 
Current consensus estimates call for $120.11 
EPS for the S&P 500 in 2014 and $137.24 in 
2015, representing 14% growth. At current price
-to-earnings levels, these forecasts would result in a greater 
than 10% gain in the S&P from the March 31st close of 
1,872. We expect positive earnings growth over the next 
two years but suspect that the 2015 forecast a bit too opti-
mistic and will be revised gradually lower as 2014 progress-
es. 
 

While investors wait for first quarter earnings to be report-
ed, and more importantly company guidance for business 
farther into 2014, there have been several headwinds hold-
ing the equity markets back. The first is the reduction in 
Federal Reserve stimulus. Throughout 2013, in addition to 
keeping interest rates at historic lows, the Federal Reserve 

A Look at the Crystal Ball 

Annual S&P 500 Earnings Growth and Index Returns 

S&P 500 Earnings and Price-to-Earnings 
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