€ AcroroLIs

RORTE@IIE NS |IGi=EES

October 2016: Volume 14, Issue 4 // David Ott, Editor

In this Issue:

2 | Stock Market Summary

3 | Bond Market Review

4 | Bulls, Bears, Donkeys & Elephants
8 | The Big Picture & Fast Facts

Contact us:

P | (888)882-0072 (Toll Free)
(636) 449-4900 (St. Louis)
F | (888) 453-1266 (Toll Free)
(636) 778-2400 (St. Louis)
E | info@acrinv.com

A | 14755 North Outer Forty, Ste. 100,
St. Louis, MO 63017

Acropolis was born
from a simple idea:

In an industry where high
quality, objective advice is

hard to come by, we make a
difference by putting the client's
interests above our own.

A Quiet Quarter of Subtle Shifts

The third quarter was very interesting,
not only because it was unusually quiet,
but also because there was a decided shift
across a variety of assets.
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Stocks quickly rebounded from the drop
associated with the Brexit by the end
of the second quarter and within the
first two weeks of the third quarter, the
S&P 500 entered into a 43-day streak
where the index didn’t gain or lose by
more than one percent in a single day.
There have been about 35 such streaks
since World War II. The Chicago Board
Options Exchange (CBOE) Volatility

Index (VIX) was also unusually quiet,
with an average reading of 13 - well below the long-term average of 18.

"Inform everyone that there will be no tweaking
of this investment strategy until further notice.”

Even though there was relative calm, that’s not to say that nothing happened. On the
contrary, there were some reversals to recent market trends. For example, for the 12 months
ending on June 30th, the Russell 2000 index of small-cap stocks was trailing the S&P 500
by 10.7 percentage points. By the end of September, the trailing 12-month returns were
even, just two basis points (0.02 percent) different from each other.

Within the S&P 500, the stocks that had enjoyed the best performance in the first half of
the year had the worst results, losing one percent while the stocks that had the worst start
gained by double digits.

The shifts weren’t confined to the stock market either. The yield on the 10-year Treasury
note dropped like a stone in the first half of the year, falling from 2.27 percent to 1.77
percent at the end of the first quarter and 1.47 percent by the end of the second quarter.
That trend reversed itself in the third quarter as the yield climbed back to 1.60 percent. As
a result, returns for the Barclays Aggregate Bond Index were largely flat in the third quarter
after substantial gains during the first six months of the year.

As always, the most interesting but impossible-to-answer question is where markets will go
from here. So far, markets haven't been deterred by high valuations and have continued to
go higher. Change is inevitable and we know that it is impossible to time, so we will stick
with our tried-and-true process that relies on balance and diversification, knowing that our
clients are well-prepared to weather the inevitable storms.
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I never became wealthy
buying at the lows and
or selling at the highs.
I was there merely for
the middle 60 percent.

- JP Morgan, Banker
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Stock Market Summary

By Tim Side

Stocks had a quiet summer of trading
following a volatile ending to the previous
quarter. The S&P 500 had 43 consecutive
days of trading without a move greater than
one percent up or down. Trading volume
picked up in September. However, total
returns were almost zero for the month.
Nevertheless, the S&P total return for the
quarter was 3.85 percent; making it the best
performing quarter this year.

While returns are on track for a good year,
the final quarter is gearing up to be volatile
with the upcoming U.S. Presidential
Election, the Organization of Petroleum
Exporting Countries (OPEC) meeting in
November, and a potential Federal Reserve
rate increase before the end of the year.

The best performing asset class year to
date (YID) is emerging markets with the
index returning 16 percent at the end of
the quarter. This rally has been primarily
driven by the low-interest rate environment
and the consensus that the Federal Reserve
will be slow to raise rates. Not only have
the low rates made lending cheaper to
these markets, it has also driven funds into
emerging markets as investors continue

looking elsewhere for yield.

For the quarter, Information Technology
rallied by 12.9 percent, while Financial
and Industrial returns were the next biggest
returning 4.6 and 4.1 percent respectively.
Consumer Staples was the only sector with
negative returns, down -2.6 percent for the
quarter.

Year-to-date, the Energy sector had the
highest returns at 18.7 percent with
Information Technology, Industrials, and
Consumer Staples gaining 12.5, 10.9,
and 7.6 percent respectively. Financials
and Healthcare was the worst performing
sectors; both having total returns of 1.4
percent.

Oil had a volatile quarter with prices ranging
from $39.5 to $49 per barrel as investors
speculated on whether the over-supply of
oil would continue. Near the end of the
quarter, OPEC announced that they had
reached an agreement to lower production
in order to increase prices. While this news
led to an increase in oil prices, there is a lot
of uncertainty regarding the agreement,
since the details will not be determined until
November.
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Bond Market Review

By Ryan Craft, CFA

After a tumultuous end to the second quarter
following Brexit, the bond market had a
relatively quiet third quarter. Interest rates
increased about ten basis points across the
curve, resulting in the Barclays Aggregate
Bond Index posting a total return of 0.46
percent for the quarter. For the year, the
broad market index is up 5.80 percent as US
interest rates have fallen year to date.

Unlike most years, rates are not being driven
by economic fundamentals. Instead, rates
moved more than ever on speculation over
central bank intervention. US rates have
been heavily influenced by investors betting
on when the Federal Reserve will or will not
raise the short-term Fed Funds target.

Additionally, US interest rates have been
increasingly driven by the actions of foreign
central banks, primarily the European Central
Bank (ECB) and the Bank of Japan (BOJ).
The ECB and BO]J have each undertaken
massive monetary experiments over the past
few years, driving their respective yield curves
deep into negative territory. In September,
the BOJ announced a new policy of targeting
zero percent on their 10-Year bond. Believe
it or not, this was an attempt to increase

long-term yields and steepen their yield
curve as 10-Year Japanese bond yields had
fallen well below zero.

The dramatic actions of these central banks
have caused capital to flee into US markets
as long-term US Treasury rates look very
attractive in comparison.

In the US, the Federal Reserve attempted
to talk the market into believing in a rate
increase in September but ultimately pulled
the plug after another lackluster summer for
the economy. Now, the Fed is pointing to
a single rate increase this year (down from
a projected 4-5 rate hikes at the beginning
of the year), most likely in December.
The market remains unconvinced, with
the futures market putting the odds of a
December rate hike slightly over 50 percent.

Markets are now at the point where
economic fundamentals only matter as to
how they may influence the central banks.
Back in August, the market value of bonds
trading at negative interest rates worldwide
grew to over $13 trillion. This serves as an
example of how central bank influence can
override market fundamentals longer than
anyone anticipates.

Selected Bond Index Returns - YTD Returns
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Integrity without
knowledge is weak and
useless, and knowledge

without integrity

is dangerous and

dreadful.

- Samuel Johnson,

Writer
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Some debts are fun
when you are acquiring
them, but none are fun
when you set about
retiring them.
- Ogden Nash, Poet
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Bulls, Bears, Donkeys & Elephants

By David Ott

Everyone knows that to discuss religion or
politics in polite company is a bad idea.
Thats probably even truer than ever in this
election cycle given the historic unpopularity
of both major candidates, as both have
unfavorability ratings over 50 percent at the
time of this writing. Well, I just couldn’
resist connecting capital markets data to
presidential politics, but promise to leave
religion out of this article.

Every four years, I show the stock market
returns under Democratic and Republican
administrations. It's mostly for fun, though,
since I don't believe that a President has a
meaningful impact on stock market returns.
Furthermore, who occupies the Oval Office
is just one data point, and I can assure you
that markets are infinitely more complex.
Just looking at the President’s party ignores
market valuation, growth or even other
political factors like who occupies Congress.

Sill, T find the data interesting because
who’s in office is simply a way to mark time
periods when evaluating market history. We
could look by decade, but if you think about
it, that’s just as random as what party is atop
the executive branch.

This year, I thought it would be fun to
expand the data beyond the simple look at
stock market returns during each President’s
tenure and look at bonds, cash, and inflation.
Even though I've been sifting through this
data (courtesy of Ibbotson & Associates) for
well more than a decade, I found plenty of
surprises during my analysis.

Let’s start with the basics. The chart below
shows what a dollar invested in the S&P
500 would have earned starting with the
Hoover administration and ending just a
few months before the end of the Obama
administration. I started with Hoover
because the good-quality Ibbotson data
begins in 1926, which didnt fully cover
the Coolidge administration, that started in

1923.

What should be plainly obvious from
looking at the chart is that over the long
run, the S&P 500 has grown substantially
without respect to what party controls the
Presidency.

Still, for fun, I decomposed the returns to
see which party enjoyed higher returns. The
annual realized returns under Republicans
was 1.76 percent and 7.45 percent during

S&P 500 Growth of $1 by Presidential Party
Jan 1929 - Sep 2016
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Stock Returns Decomposed by Presidential Party
Jan 1929 - Sep 2016
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Democratic Presidencies out of a total 9.3
percent annualized return (they dont add
up to 9.3 percent and are geometrically
linked instead), which means that more than
80 percent of the annualized returns were
achieved during Democratic administrations.

Now, before you Republicans fire off an
angry email or you Democratic readers get
too smug, some important factors sway these
results more than you might realize. Firstand
foremost, a large portion of the poor returns
occurred during the Hoover administration
during the Great Depression, when stocks
cumulatively fell -71.9 percent.

I decided to do the same decomposition
for the period following the Roosevelt
administration. I thought if we cut Hoover,
who oversaw the decline, we ought to also
eliminate Roosevelt from the data, who was
the President during most of the recovery.
Running this data starting from the Truman
administration increases the total return and
Republicans have a much better showing.

This same problem for Republicans occurs
during the George W. Bush administration.
Reasonable people could disagree about his
culpability during the 2008 financial crisis,

but no one could argue that he shouldnt
bear any responsibility for the tech bubble
bursting, quite literally the month that he
took office.

Just as Republicans have endured some bad
luck, Democrats sometimes get the flip side
of the same coin. The tech wreck that cost
George W. Bush so badly only happened as
a result of the tech bubble that Bill Clinton
oversaw. At the other end of the Bush
administration, Obama is sworn in just
one month before the bottom of the 2008
financial crisis and enjoys the full recovery.

As any investor knows, returns don't tell the
whole story and risk matters just as much.
When you look at the data going back to
the beginning of the Hoover administration,
the annualized volatility for stocks is 21.0
percent.  When you organize the data
by the presidential administrations, the
annualized volatility during the Hoover and
Roosevelt administrations, during the Great
Depression, is substantially higher at 38.5
and 30.9 percent respectively.

With only a handful of exceptions, the
annualized volatility during most presidential

terms is between 14 to 16 percent — the
Continued on next page.
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Defense is the stronger
form of war.
- Carl von Clausewitz,
Prussian General
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There are two kinds of
investors, people who
are humble and people
who are in the process
of becoming humble.
- John Harris, Famed
Investor

Bulls & Bears (Continued)

By David Ott

exceptions being Johnson at 11.8 percent
on the low end and Ford at 24.7 percent on
the high end. The median is approximately
16.0 percent, which may not sound like a
lot, but is actually about 25 percent higher
than the long-term average.

One of the legitimate criticisms of this
kind of analysis is that it takes time for the
policies of the various administrations to
take hold. This falls into the difficult to
prove category, but I do intend to do this
analysis with a five-year lag to see if the
results change in a material way before the
next presidential election in four years. My
expectation is that it doesn’t matter much,
not because the claim is necessarily false,
but because it’s too difficult to measure and
luck will still play an enormous role.

In the meantime, let’s look at how bonds
and cash fared. For bonds, I used five-
year Treasury notes until 1976, when the
Barclays Aggregate Index was created. For
cash, I used one-month Treasury bills as a
proxy. 'The best returns by a longshot for
cash and bonds were during the Reagan
administration, earning 13.6 and 8.6

percent respectively.

Interestingly, the three best cash and
bond returns were during Republican
administrations while the
during  Democratic  administrations.
Given the low rate environment today, I
had expected that cash and bond returns
would be the lowest under Obama, but he’s
only third from the bottom; Truman and
Roosevelt were both lower. Truman takes
the cake with 1.3 percent return on bonds
and 1.0 percent in cash.

lowest were

The wide range of cash and bond returns
caused me to wonder about how inflation
impacted the returns for all three asset
classes and, perhaps not surprisingly, the
numbers shift meaningfully. For example,
while nominal bond returns are lowest
under Truman, when you adjust for
inflation, the real return is -3.8 percent.
That’s terrible, but the real return during
the Carter administration, when inflation
was 10.4 percent, was worse at -6.9 percent.

While stocks fared reasonably well under
Carter, ecarning 11.8 percent before
inflation, the real return falls to just 1.2

Nominal (Left) and Inflation Adjusted (Right) Bond Returns

by Presidential Administration

15.0%
10.0%
-3
" ~+
B 5 2 F %
5.0% @ g = = ~ g
o ™ £ Moy
1.1 & -
o
0.0% | o=
—I 2 R
S -
-5.0% 2 = e
s
1
-10.0% 5 .
b C = - — =
g = 2 g 3 2
= 5 o =z £
= ': = [=
g B
=

-3
£ £ w §
° & a o
~—
sz
g
2 2 Mo
o H
£ : ™~
s 3 o~ s ;
# 0 w g ) :
: 3
) ‘*§ =) + hd
k NE
™
v o = e = = c o
i c w o = w = =
- = =] = =] 3 o
o @ = [ = E =
= - = - a o
=} = = = o T
o] I
(o]

Continued on next page.

6 | Acropolis Investment Management®

)

Investing In Your Interests.



Inflation-Adjusted 60/35/5 Stock/Bond/Cash Portfolios
by Presidential Administration
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percent after inflation. The gap in nominal
and inflation-adjusted returns is highest
under Carter because that’s when inflation
was the highest, but other presidents suffered
similar fates, like Nixon and Ford. Nixon
is the only President to witness negative real
returns on all three asset classes.

All of the presidents saw inflation during
their tenure except Hoover, who dealt
with deflation and saw prices fall by -25.6
percent during his time in office, or -7.1
percent per year. Even though the bond and
cash returns were relatively average gross of
inflation at 4.8 and 2.1 percent respectively,
the purchasing power of those assets gained
12.8 and 8.2 percent respectively. As a
result, the average real return across all
three asset classes was higher under Hoover
than Nixon — a compelling story about
diversification.

Of course, not many investors split their
assets evenly, so I thought it would be
interesting to see howa 60/35/5 stock/bond/
cash portfolio adjusted for inflation fared
throughout the various administrations.

This portfolio mix was negative during
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four administrations and topped ten

percent during the Reagan and Clinton
administrations.

As stated at the outset, I don’t think that
any reader should draw any conclusions
about what future returns could be under
different presidential administrations.

I do believe, however, that there are some
bipartisan conclusions that we can draw
from this data. First, nominal and inflation-
adjusted returns for a reasonably well
diversified portfolio can vary substantially,
even for long periods.

Second, inflation matters across all asset
It’s been a long time since we've
had to worry about inflation, but it has

classes.

been pernicious in the past.

Finally, as much as you might not like a
certain President or their party, America and
her markets have always made it through
every adversity and I fully expect that no
matter what happens this November that
our nation will continue to persevere
and prosper, even if the trajectory isnt a
perfectly straight line.

OCTOBER 2016

The young man knows
the rules, but the
old man knows the
exceptions.

- Oliver Wendell
Holmes, Supreme
Court Justice
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