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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 1Q16 Data Points

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 DJIAYTD 1.5%

500 down 11% over the first six weeks of the year, only to move right back up 13% over

the subsequent six weeks. S&P 500 YTD  0.8%

The wild swings can be emotionally taxing for long-term investors. With the benefit of NASDAQ YTD  -2.7%

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 USBond YTD  3.0%

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 10-Year 1.8%

reverse course, recommitting cash to equities after the bounce-back recovery was well dreasury Yield

underway. The year has started out busier than we would prefer, and despite all of our S&P 500 LTM 2.2%

positioning we ended the quarter for all accounts, after fees, essentially where we start- R vield

ed, recording a meager gain of 0.4%. S&P 500 EPS $122.65
Next 12-MTH

Although the gain year-to-date is slight it only tells half the story. By reducing exposure S&P500P/E  16.2

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 regi st
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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

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 CanadaQ 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 FundQglobal forecast, world GDP growth expectations
were reduced to 3.2% from the previous 3.4% estimate. Last

YTD Performance by Industry Sector
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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 31%, 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
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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.

Ma n a
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Managing Volatility
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Looking Forward

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
Gofficialé 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

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 31%, 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 yearQ 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.

S&P 500 Returns and Earnings Growth
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Independent Investment Advisory

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

( i K \ / occurred in the last 25 years. Volatility has taken a significant
CAPITAL toll on investment assets requiring new strategies to protect

and grow wealth. As an independent portfolio management
Southern California firm making direct i nvest ments o
125 Auburn Ct. Capital has the flexibility and expertise to respond to the
Suite 200

changing investment environment to reduce risk, minimize
losses and grow wealth.

Westlake Village, CA 91362

Northern California
2950 Buskirk Ave.

Suite 300

Walnut Creek, CA 94597

Phone: 805-497-2616
www.gkvcapital.com
E-mail: greg@gkvcapital.com

Our Investment Philosophy

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 clientsCaccounts 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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