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REVIEW OF THE QUARTER 
Global equities, as measured by the All Country World Index/Investable Market Index (MSCI 
ACWI IMI) advanced 6.9% in the first quarter of 2013.  US stocks, represented by the S&P 500 
Index, rallied 10.6%, besting the World Index.  This outperformance was primarily due to the 
strength of the US Dollar, which gained a remarkable 4.0% relative to other developed market 
currencies.  This marked the strongest first quarter for the S&P 500 since 1998, and the index 
closed above its previous high set in October 2007.  Defensive sectors led returns with health 
care (+15.8%), consumer staples (+14.6%) and utilities (+13.0%) leading the pack.  Laggards for 
the quarter, though still positive, were telecommunications (+9.5%), materials (+4.8%) and 
information technology (+4.6%).  US equity prices were also bolstered by stronger-than-
expected US economic news, such as improving employment and manufacturing data, strong 
gains in the housing market, robust auto sales, an upward revision in fourth quarter GDP, and 
positive earnings surprises.  The $85 billion March 1st Sequester, touted by the President as a 
financial E.L.E. (this is why you have Google search), ended up being interpreted by many as a 
sound budgetary compromise, unless, of course, you had previously booked a White House 
tour for Spring Break. 
 
International equities (MSCI EAFE Index) lagged the World Index, gaining 5.1%, due again to the 
currency effect.  Emerging market stocks actually declined, falling 1.6% as measured by the 
MSCI Emerging Markets Index. The Barclays US Aggregate Bond Index, which measures 
performance of the investment-grade bond market, fell .1% in Q1, while the high yield debt 
market advanced 2.9% and emerging markets debt fell by 1.5%. REITs continued with their 
positive performance, up 6.3% from December’s close. MLPs were the big winners, up 19.7% 
for the quarter, largely attributable to a 12.6% gain in January fueled by proposed tax changes 
that never materialized. 
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“The error of optimism dies in the crisis, but in dying 
it gives birth to an error of pessimism.   

This new error is born not an infant, but a giant.”  
– Arthur C. Pigou, 1920 

 
I find the above quotation quite profound.  Pigou suggests that when optimism is destroyed, the 
resulting mood is irrationally pessimistic.  We agree.  The Franklin Templeton Global Investor 
Sentiment Survey has been conducted shortly after year-end for the last several years.  The 
Survey collected responses from participants in the US over the age of 18 to a very simple 
question, “Was the S&P 500 up last year?”  The results are astonishing. From 2010-2012, 49-
70% of respondents had no idea the market had rallied the previous year, and this during a 
period where the S&P 500 advanced nearly 50%.  
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It isn’t only the average investor who is subject to the outsized pessimism suggested by Pigou 
and confirmed in the Franklin Templeton Survey.  Professionals seem to be subject to the same 
irrational negativity.   
 
We published the below graphic in my Q3, 2012 letter, but I think it is important to look at 
again, considering the outcome.  The Merrill Lynch Sell-Side Indicator, as of October 1, 2012, 
showed that professional Wall Street strategists were extremely bearish.  The result:  both the 
S&P 500 and the ACWI IMI were up more that 10% from October 2012 to March 2013, an 
annualized rate of over 18%. 
 

MERRILL LYNCH SELL-SIDE INDICATOR – October 1, 2012 

 
Source: Merrill Lynch 
Merrill Lynch’s Equity & Quant Strategist, Savita Subramanian, notes that Wall Street is still excessively bearish, and that this remains a reliable 
contrarian indicator:  The Sell Side Indicator is based on the average recommended equity allocation of Wall Street strategists as of the last business 
day of each month. We have found that Wall Street’s consensus equity allocation has historically been a reliable contrary indicator. In other words, it 
has historically been a bullish signal when Wall Street was extremely bearish, and vice versa.  

 
To what do we attribute this predisposition towards excessive pessimism?  It appears that 
desire to avoid retracing economic advancement, losing one’s hard-earned capital, is a powerful 
and base emotion, and often outstrips even obvious mathematics.  Loss Aversion Theory is a 
fascinating concept.  
 

“The central assumption of the theory is that losses 
 and disadvantages have greater impact on preferences 

than gains and advantages.” 
– Amos Tversky & Daniel Kahneman, 19911 

 

                                                 
1 Loss Aversion in Riskless Choice: A Reference-Dependent Model Author(s): Amos Tversky and Daniel Kahneman Source: The Quarterly Journal of 
Economics, Vol. 106, No. 4 (Nov., 1991), pp. 1039-1061 Published by: The MIT Press 
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Greatly simplified, Tversky and Kahneman’s fascinating work shows that faced with an equal 
possibility of loss or gain of equal amounts, people are more fearful about the possibility of loss 
than they are excited about the potential for gain.   
 
Does this affect the advice given by professional advisors to their clients?  Are professional 
advisors inclined to tell their clients what they want to hear instead of what they need to hear?  
I believe this concept bears some merit.  An advisor who recommends a modest allocation to 
equities in the middle of a bull market is considered “cautious and careful”.  He/she is seldom 
held accountable for the lost opportunity, in spite of the fact that opportunity cost represents 
real cost to the investor.  It would appear that results of the Merrill survey above are a 
manifestation of Loss Aversion Theory.      
 
OUR OUTLOOK 

 Equities remain more attractive than fixed income. 
 The Fed is committed to keeping the federal funds rate low as long as the 

unemployment rate is above 6.5% and inflation remains below 2.5%.   
 General sentiment that rates will not rise until mid-2014 or 2015 is opinion and not fact, 

and may well prove misguided. 
o If unemployment drops or inflation rises sooner than anticipated, investors with 

excess duration exposure may experience significant, unexpected loss of 
principal value.   

 
THEMES 

 Invest in scarcity. 
 In fixed income, invest in credit, not duration. 
 Seek yield in low/no yield world via MLPs, convertibles, preferreds,  credit, EM debt, 

non-agency mortgages. 
 Global deleveraging continues to have a widespread impact.  Understand where 

countries are in the deleveraging cycle, with the US currently ahead of Europe. 
 Near-term inflation remains muted, with higher expectations for the long-term. 

 
OUR PORTFOLIO POSITIONING 

 We have moved towards neutral asset class equity weightings. 
o Reduced underweight in Value. 

 Identify areas with better valuation and/or growth prospects with acceptable risk, such 
as convertible bonds, MLPs and distressed assets. 

 Seek fixed income investments with higher yield and below-market duration (minimize 
interest rate risk). 

 Minimize exposure to US Government Debt (all maturities). 
 Minimize exposure to long-dated Munis. 
 Overweight non-agency MBS and emerging market debt. 
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AWM BALANCED MODEL 
ASSET ALLOCATION 
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EQUITY ALLOCATION 

 

 

Jonathan Foster 
Angeles Wealth Management 
April 15, 2013 
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