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Opening Thoughts 
As anticipated, the capital markets started 2016 off with more of the same turbulence 
that we endured in 2015. We suppose that we should be pleased that despite the volatil-
ity, down and then up, the equity markets ended the quarter in positive territory. Inves-
tors, economists and even central bankers seem a little lost in the ultra-slow growth en-
vironment and the lack of economic growth is magnifying the volatility as investors parse 
every headline news item. The global economy can only be characterized as fragile, lead-
ing investors and the financial media to consider each new data point as indication of the 
beginning of the end. Although equities ended the quarter up a paltry 0.8% for the S&P 
500, it has been a rollercoaster ride. The market swooned, but only briefly, with the S&P 
500 down 11% over the first six weeks of the year, only to move right back up 13% over 
the subsequent six weeks.  
 
The wild swings can be emotionally taxing for long-term investors. With the benefit of 
hindsight, it would have been a huge mistake to limit losses and sell with the market 
down 10%. We managed to avoid much of the decline having started the year with more 
than 20% of assets in cash and exposure to equities limited to only 37% of assets across 
all of our accounts. We continued to raise cash as equities sold off, only to completely 
reverse course, recommitting cash to equities after the bounce-back recovery was well 
underway. The year has started out busier than we would prefer, and despite all of our 
positioning we ended the quarter for all accounts, after fees, essentially where we start-
ed, recording a meager gain of 0.4%. 
 
Although the gain year-to-date is slight it only tells half the story. By reducing exposure 

to equities so significantly, we avoided most of the volatility of the first quarter. At the 

lowest point in February, our performance, in total across all accounts after fees, was 

down only slightly more than 2%. If the sell-off had continued, if the rising dollar, weak-

ness in China, collapse in oil or commodities had affected fundamentals rather than just 

made scary headlines, and the brief correction became a bear market, our exposure was 

limited. We are optimistic that 2016 can end on a positive note, but anticipate continued 

swings depending on the headline of the moment. Weak fundamentals will increase the 

perceived importance of headline events including of course, the coming election. For 

now, the rollercoaster is likely to continue. 

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

1Q16 Data Points 

DJIA YTD 1.5% 

S&P 500 YTD 0.8% 

NASDAQ YTD -2.7% 

US Bond YTD 3.0% 

10-Year  

Treasury Yield 

1.8% 

S&P 500  LTM 

Dividend Yield 

2.2% 

S&P 500 EPS 

Next 12-MTH 

$122.65 

S&P 500 P/E 16.2 
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Over the last several years, the trend has been for compa-
nies and analysts to forecast overly optimistic earnings esti-
mates over the coming year with more realistic expectations 
in the near-term. This practice has enabled companies to 
meet their target forecast but with tempered expectations 
for the coming quarters. Corporate earnings continue to be 
revised lower, resulting in a fully valued equity market in 
our opinion. Total earnings for the S&P 500 is expected to 
be $118.12 for 2016. This is considerably lower than the 
$135.03 in earnings that was projected for 2016 this time 
last year. 
 
The global equities markets traded roughly in-line with the 
gyrations of the U.S. market in the first quarter. Most of the 
uncertainty and investor consternation was centered 
around global economic issues, such as strength of the dol-
lar, growth in China and the effects of the collapse in the 
price of oil on global growth. Excluding the U.S., the MSCI 
EAFE index declined 3.74% in quarter. Of the developed 
countries, only CanadaΩs equity market recorded meaning-
fully positive returns. Both China and Japan experienced 
double digit declines in the first quarter. Emerging market 
fared somewhat better with the MSCI Emerging Markets 
Index recording a 5.7% gain for the first quarter of 2016. 
 
While fears of a global recession were overstated at the 
outset of 2016, economic growth forecasts have been re-
duced slightly. In the April update of the International Mon-
etary FundΩs global forecast, world GDP growth expectations 
were reduced to 3.2% from the previous 3.4% estimate. Last 
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First Quarter Review 

The U.S. equity indices managed to end the quarter with 
slight gains after a dismal start to the year. Several negative 
economic headlines combined with already weak earnings 
expectations to sink the S&P 500 more than 10% through 
mid-February. Slowing growth in China, a rising U.S. dollar, 
the specter of rising interest rates and the near collapse in 
the price of oil led to broad speculation that global econom-
ic fundamentals were weakening. When the headline con-
cerns failed to manifest into substantive reductions in eco-
nomic growth, the market bounced back as fast as it had 
fallen. The S&P 500 closed the quarter up 0.77%, the Dow 
Jones Industrial Average closed March up 1.49% and the 
NASDAQ composite ended down -2.75%. 
 
The market correction was short lived due to relatively posi-
tive economic data that showed continued gradual econom-
ic growth rather than deceleration. Investors were encour-
aged to view the correction as a buying opportunity rather 
than a sign of increasing economic weakness. The price of 
oil stabilized, the job numbers were positive, U.S. manufac-
turing data showed growing activity and fourth quarter GDP 
growth was revised upward to 1.4% from the initial reading 
of 1.0%. Lastly, a softened outlook for interest rate increas-
es by the Federal Reserve added further stimulus to prop up 
equity valuations.  
 
Although the broader market ended the quarter with slight 
gains, performance by economic sector was considerably 
more uneven. Telecommunications and utilities ended the 
quarter with big gains as investors sought safety with re-
spective gains of 14.2% and 
14.1%. The worst performing 
sectors were health care, down 
6.4% and financials, down 4.2%. 
Biotechnology was hit particu-
larly hard as concerns about 
drug pricing and possible in-
creases in regulation sent the 
sector down 16.9% despite com-
pelling growth prospects.  Phar-
maceuticals were also down 
with more modest losses of 
5.0% through March 31st. Con-
sumer goods, industrials and 
basic materials sectors all per-
formed well in the quarter with 
returns slightly over 4% each. 
 

        First Quarter 2016 

YTD Performance by Industry Sector 

Dow Jones LLC, March 31, 2016 
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fall, the IMF had forecasted 3.6% global GDP growth. The 
forecasts continue to be too optimistic. The trend has been 
similar in the U.S. where the forecast has been reduced to 
2.4% in 2016 from a previous projection of 2.6% at the be-
ginning of the year. 
 
Interest rates remain at historical lows. We continue to 
anticipate measured rate increases in the U.S. over the 
course of the year, but they will be dependent on the per-
formance of the broader economy. Although there may be 
a near-term negative impact on stock prices with rising 
interest rates, we view any rate increases as a long-term 
positive since they will be contingent upon an improving 
economic outlook.  
 
The 10-year Treasury yield ended March at a low 1.8% 

down from 2.3% on December 31st, 2015. Although this 

rate seems impossibly low, consider that 10-year German 

Bunds ended the quarter at 0.16% while the yield on 10-

year Japan notes closed at -0.048%. It is easy to see why 

the dollar has been relatively strong given the considerably 

higher comparative interest rates. The Barclays Capital Ag-

gregate Bond Index gained 3.02% with a current yield of 

2.18% in the quarter as interest rates declined. Assuming 

the slow economic growth trajectory does continue as the 

year progresses, we do anticipate an increase from the Fed-

eral Reserve and should assume correspondingly higher 

yields for the 10-year Treasury. In such a scenario, we are 

unable to anticipate further significant gains in bonds. 

With large cash reserves at the beginning of 2016, we largely 

missed the volatility of the equity markets in the first quar-

ter. We recommitted to stocks as the market bounced back 

ending the quarter with 8% of assets under management in 

cash down from 21% in cash on December 31st, 2015. 

GKV Capital Management 

Asset Allocation March 31st, 2016 
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A colleague made the comment recently that the market is 
obsessed with short-term surprises. After the rollercoaster 
ride of the first quarter, it certainly felt to us like the vola-
tility of the market has increased. For the first two months 
of the year, in particular, the market swooned and then 
jumped with every financial news headline. Oil Drops Be-
low $50é$40é$30 a Barrel, Growth in China is Falter-
ing, Debt Crisis in China, The Dollar Hits New Highs, 
Yellen Raises Rates, Rates Remain Unchanged. Some-
times the news items were nothing more than an out of 
context comment from a hyperactive central banker speak-
ing at a conference in Houston, or Philadelphia, or Brus-
sels, or Davos.  
 
We speculated that maybe the increased use of algorithms 
and computer driven high-frequency trading has exacerbat-
ed volatility. The advent of these technologies have cer-
tainly increased the daily volume of trading. Or, we fig-
ured, maybe the Internet and social media with its instanta-
neous dissemination of information and opinion is driving 
greater volatility. Being the inquisitive analysts we are, we 
decided to research it further. In the first quarter of 2016 
there were 61 trading days. Over that period, the average 
daily price range on the S&P 500 was 1.52%. This means 
that over the course of the day, from the high to the low, 
the market moved an average 1.52%. Thatôs a rather sig-
nificant daily move. Taking another approach, we looked 
at the number of days in the quarter that the market closed 
up or down more than 1%. We found that of the 61 trading 
days in the quarter, 21 days resulted in a market close 
greater than +/- 1% from the open. These numbers seemed 
to us to confirm that the market has indeed become terribly 
volatile. 
 
Then we looked at the historical numbers. Turns out, that 
while volatility was above average for the first two months 
of 2016, over the last several years, volatility has actually 
been well below historical averages. Going back to 1962, 
the average daily range for the S&P 500 index is 1.4%. 
Not too far off the 1.5% recorded for the seemingly vola-
tile first quarter. March was very quiet relative to January 
and February, but even excluding March, the average daily 
range for the two-month period increases to 1.86%. Still 
not far from the historical mean. Surprisingly, since 1951, 
the S&P 500 has had a close of more than +/- 1% an aver-
age 4 trading days per month. Although the first quarter of 
2016 experienced nearly double the volatility using this 
metric, consider that for several extended periods in 1975, 
1987, 2002 and 2009 the market closed up or down more 
than 1% every other trading day. Makes the first quarter of 
2016 look tranquil. 
 
So, instead of confirming our bias, that the markets have 
become considerably more volatile, we are forced to reex-

amine our perspective. Our conclusion is that we must be get-
ting old, and like the crotchety old man complaining about the 
increasing lack of discipline of every subsequent generation 
since his own, it simply feels like the world is moving faster 
around us. Nah, that canôt be it. 
 
Whatôs the point you ask? Well, we are glad you asked. The 
stock market is volatile. Surprisingly volatile it turns out. When 
we end a year up 8 or so percent we are pleased with ourselves. 
However, as the first quarter of 2016 has so effectively demon-
strated, itôs very possible to be down significantly, even double 
digits, on the way to hitting that 8% goal. The average annual 
return for the S&P 500 since 1957 is 8.4%, but the standard 
deviation is 16.5%, meaning that two-thirds of the time the 
market has finished the year anywhere between up 24.9% 
(8.4%+16.5%) and down 8.1% (8.4%-16.5%). Thatôs why the 
investment world is always adding the caveat- over the long-
term- to any performance expectations when discussing stocks. 
An investor should realize about an 8% return in equities over 
the long-term. In the short-term, be ready for a bumpy ride. 
Where investors get into trouble is picking the wrong time to 
enter or exit the market, locking in losses and missing out on 
gains. 
 
Why invest in stocks at all? The short answer is that over the 
long-term an 8% (or even 6%) return is rather attractive. Par-
ticularly when banks are no longer giving out toasters for open-
ing an account (never mind paying interest) and corporate 
bonds yield only 3%. So if stocks are the best game in town, 
then we ought to use all the tools we can to mitigate the volatil-
ity, and where we canôt avoid it, we should manage it to our 
advantage.   
 
Reducing the volatility of any asset class can be achieved easi-
ly enough through diversification of the portfolio. By adding 
less volatile and uncorrelated assets the characteristics of the 
portfolio can be tailored to meet modest objectives. There are 
increasing numbers of more exotic asset classes now available 
to investors, but the traditional asset classes of stocks balanced 
with bonds and cash (and some real-estate) still work well. 
Neither bonds or cash by themselves are terribly attractive in 
an ultra-low yield environment, but as part of a portfolio they 
smooth out the volatility without completely retarding perfor-
mance. Bonds will yield a predictable income stream with low 
volatility and cash can be used to temporarily avoid market 
exposure until opportunities present themselves for new invest-
ment. 
 
The chart on the next page shows the historical investment re-
turns for three different portfolios with various compositions of 
stocks, bonds and cash. As expected, the portfolio comprised 
solely of equities experienced the greatest return over the more 
recent periods but with a cost of significantly greater volatility 
as measured by the standard deviation of returns. By increasing 

        First Quarter 2016 

Managing Volatility 
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bonds and cash the volatility is significantly reduced albeit 
with reductions in performance. Using the historical returns 
and the volatility metrics, investors can utilize differing 
blends of asset classes to construct a portfolio that most 
closely matches desired performance and risk. Unfortunately, 
we havenôt figured out how to get the performance without 
the risk yet.  
 
From our perspective, the interesting thing about volatility is 
that it creates opportunity. Although market valuations fluc-
tuate significantly over short periods of time, the intrinsic 
value of assets are far less volatile. In previous musings we 
have discussed in detail that intrinsic fair values can be deter-
mined for any asset class. Ultimately (again, over the long-
term), the value of an equity asset is dependent on the future 
cash flows of the asset. While the market may be significant-
ly influenced by sentiment in the short-term, a stock over 
time, will be priced to reflect the expectation of future earn-
ings. Tesla, for example, is being valued today based on the 
expectation that in the future, the company will be selling 
half the number of cars annually that Ford Motor is currently 
selling. We can argue that this expectation is unrealistic 
(though not impossible), but rampant optimism can discon-
nect a price of an asset from intrinsic value. We agree that 
Tesla is a fantastic company with a bright future, but a lot 
has to go perfectly for the company to be shipping even a 
quarter of the cars Ford sells annually.  
 
When price deviates from intrinsic value an asset can be fair-
ly categorized as being mispriced and while the disconnect 
may continue for some time, invariably the value will revert 
back to the intrinsic value. Eventually (again, more of the 
long-term).  
 
Although the volatility of the equity markets is substantial, 
the fundamentals, the economic underpinnings are far less 
volatile. The economic outlook does not fluctuate 1.4% dai-
ly. Earnings and future cash flows are not being adjusted 
more than 1% several trading days a month. When the mar-
ket corrected in January and February of this year, we were 

able to side step some of the sell-off with significant assets in 
cash because we believed that earnings had been revised down-
ward over the last twelve months enough to make the market a 
bit too expensive given the weaker fundamentals (earnings). 
We thought it was time to take some capital out of equities and 
park it in cash and wait for opportunity for reinvestment. We 
were a little taken aback at the sheer violence of the move 
down and the subsequent move back up, but we were happy to 
take advantage to buy some of our favorite stocks at a discount.  
 
To be fair, the headlines in January and February gave us 
pause. Not the headlines themselves, but we took some time to 
look at the fundamentals and see if something more hadnôt 
changed that we missed. We decided that oil wonôt go to zero 
and the analysis we studied put the floor at $25 a barrel. 
Growth in Chinaôs economy has slowed over the last several 
years, but not so much as to completely derail U.S. corporate 
earnings. Interest rates will rise in the U.S. only when econom-
ic activity is strong enough to support the increase. In short, we 
simply failed to see anything new to precipitate the sell-off 
other than sentiment. As always, there is plenty of risk and 
plenty to be concerned about. However, as long as the funda-
mentals remain intact, volatile swings in valuation should be 
exploited. 
 
We try to focus on things that will affect the fundamentals long
-term. Geopolitical wars and armed conflicts matter. Anything 
that has long-term material impacts on employment or personal 
income are important. Economic growth fueled solely by debt 
is good in the short-term, bad in the long-term. Inflation and 
the price of goods will matter over time. Labor costs, costs of 
regulation, productivity improvements or hindrances all matter. 
The availability of necessary infrastructure to conduct business 
is important. And then we look at these same things in evaluat-
ing an individual company with a particular focus on assessing 
the likely demand for the product or service being offered or 
developed, what it will cost to produce, how defensible is the 
market, how profitable is the company likely to be and how 
well will growth scale. We try to focus on the fundamentals 
and ignore the volatility. 

GKV Capital Management  

Equities—S&P 500 ^SPX  
Bonds— Barclays US Bonds Index ^BNDUS 
Performance for the period ended December 31st, 2015 



Page 7 

        First Quarter 2016 

shows a strong rebound in earnings in 2016 after the weak 

results for 2015. Because much of the earnings weakness in 

2015 can be attributed to specific sectors such as energy or 

financial services, while the larger economy appears 

healthy, the market shrugged off the 2015 earnings decline 

with the assumption that earnings will improve in 2016. For 

this reason, the equity markets returned essentially zero last 

year despite the unexpected decline in earnings. 

As of March 31st, the 2016 earnings estimate for the S&P 

500 is $118.12 for the S&P 500, which would represent an 

18% growth in earnings over the poor showing in 2015. We 

do anticipate a material improvement over the poor results 

of 2015, unfortunately, we still think this outlook is too opti-

mistic. Although we expect earnings this year to come in shy 

of the 18% forecasted growth, we do see an improvement 

and believe there is likely to be enough improvement to 

move the market forward, albeit modestly. 

Equities are expensive. Low growth and valuations at multi-

ples of 18 to 20x next yearΩs earnings is high from a histori-

cal standpoint. That being said, there are few alternatives to 

the equity markets for liquid investment. Bonds yield very 

little and with the prospect of raising rates, they are unlikely 

to see anything near the 5% the bond index has returned 

over the last 15 years. Although equities appear expensive 

we view the equity markets favorably as long as the pro-

spect for improvements in earnings is likely. We will be ag-

gressive to raise cash if growth falters, but for now we be-

lieve money can be made in stocks. 

Companies forecast their internal expectations for sales and 

expenses for the coming year and communicate a version of 

these expectations to Wall Street analysts as earnings esti-

mates. The analysts, in turn, publish these forecasts which 

are then averaged to create a consensus estimate, or the 

άofficialέ Wall Street expectation for earnings. Because 

earnings are so pivotal in the determination of what a com-

pany is worth, changes to these expectations has a signifi-

cant impact on the movement of stocks. Because stocks are 

priced to reflect the current earnings expectations, esti-

mates that are too high overvalue stocks, requiring either an 

improvement in earnings or a decline in prices. Conversely, 

earnings estimates that are too low undervalue stocks, cre-

ating a buying opportunity.  

Since the emergence from the recession in 2009, earnings 

have been slowly but steadily improving, moving the stock 

market higher. Earnings growth took a brief pause in 2012 

when earnings were flat with 2011 but growth accelerated 

in 2013 growing 11% and pushing the S&P 500 index 30% 

higher in that year. 

Although the economy is still growing, earnings growth 

stalled in 2015 largely due to the collapse in energy and a 

global slowdown in demand, particularly for infrastructure 

commodities. The rising value of the dollar also contributed 

to the decline in earnings, curtailing exports and reducing 

foreign profits for U.S. companies. The chart below shows 

stock market returns and earnings growth over the last 12 

years.  

The consensus earnings forecast for the broad S&P 500 

Looking Forward 

S&P 500 Returns and Earnings Growth 

S&P Dow Jones, Barclays Aggregate Bond Index 
December 31st, 2015 
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GKV Capital Management is a registered advisory firm oper-

ating since 1975. We manage separate accounts for families, 

charities and retirement. Four of the largest asset bubbles have 

occurred in the last 25 years. Volatility has taken a significant 

toll on investment assets requiring new strategies to protect 

and grow wealth. As an independent portfolio management 

firm making direct investments on our clientsõ behalf, GKV 

Capital has the flexibility and expertise to respond to the 

changing investment environment to reduce risk, minimize 

losses and grow wealth. 

We take a dynamic view of the macro economy to determine expected returns 

in the near-term of various asset classes. Within these classes individual invest-

ments are selected for clientsΩ accounts on an account by account basis.  

We do not buy and hold, but seek to take advantage of changes in market senti-

ment and fundamentals to avoid losses and create opportunity. As an inde-

pendent portfolio manager we have the flexibility to adjust investment expo-

sure rapidly.   

We make direct investments on behalf of our clients buying individual securi-

ties, generally stocks and bonds eliminating costly mutual fund fees. We are a 

fee-only advisor, we do not receive commission and we do not sell any financial 

products. Client assets are held at an unaffiliated brokerage firm. 
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