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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.

AND THE BEAT GOES ON

The S&P 500 enjoyed another terrific
quarter, gaining 8.6 percent and adding
substantially to the rally that followed
the pandemic-related bear market.

Stocks fell by -19.6 percent in the
first quarter of 2020 but have staged a
massive comeback since then, gaining
69.7 percent in the subsequent five
quarters.  There have only been three
five-quarter periods since 1926 with
better performance, and they all
happened in the 1930s, coming out of
the Great Depression.

It is wise to view great markets like this
with caution. It is terrific that the US
weathered the pandemic as well as it did,
that policymakers responded quickly
and forcefully, and that markets have
responded so well.

At the same time, though, investors
ought to go forward knowing that stocks
are always risky, and expectations should
remain tempered.

Right now, the S&P 500 is historically
expensive across a variety of measures.
For example, the Shiller price-earnings
ratio is now higher than in any other
period outside of the tech bubble in
2002. At the end of the second quarter,
the Shiller price-earnings ratio stood at
37. Over the last 25 years, the Shiller
price-earnings ratio averaged 27.7 and

peaked at 42.0 in the tech bubble.

Of course, interest rates are much
lower today than they were in the late

S TRy
Toing! 2
MARKET - .

§ REQuisiTion [
A BIGGER &

1990s, which should allow for higher
valuations, and there is still a tremendous
amount of fiscal and monetary stimulus
in the system. In other words, market
valuations can remain elevated for a long
time, often measured in years.

As usual, we don’t have a prediction for
where markets will go from here, but we
like Warren Buffet’s saying to ‘be fearful
when others are greedy and greedy when
others are fearful.’

Outside of a few weeks at the onset of
the pandemic when markets were too
volatile to do anything productive, we
rebalance, which forces us to add to
stocks when they've fallen and subtract
from them after they've risen.

This disciplined approach has allowed
our clients to earn attractive returns for
nearly 20 years without a single forecast
or prediction.
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“You cannot
swim for new
horizons until
you have courage
to lose sight of
the shore.”

- William Faulbner,
American Author

STOCK MARKET SUMMARY

By David Ot

Stocks continued to rally in the second
quarter, but at a lesser pace than the first
quarter and with different leadership.

For example, the S&P 500 Pure Value
index only gained 4.7 percent in the second
quarter, trailing the S&P 500 Pure Growth
index, which earned 12.1 percent. In the
first quarter, the value index led, gaining
21.0 percent, while the growth index was
barely above zero at 0.8 percent. By this
index, value is still outperforming growth
for the year, up 26.7 percent versus 13.0
percent.

Sector returns explain some of the differences
between the growth and value returns.
Energy stocks and utilities are both good
examples since they are both comprised
of value stocks. In the first quarter, the oil
demand rose as the economy reopened, and
energy stocks shot up by 30.8 percent.

However, in the second quarter, udilities
were the only sector to fall, as investors

worried about inflation and interest rates.

Technology stocks comprise more than 40

percent of the pure growth index, so tech
returns tell the story. In the first quarter,
technology stocks earned just 2.0 percent,
and momentum shifted to value stocks. In
the second quarter, though, the technology
sector took off, making 11.6 percent.

This shift between value and growth came
in part when the Federal Reserve indicated
in June that it might raise interest rates
sooner than expected. The Fed previously
signaled that rates would likely rise in 2024,
but now it appears that 2023 is more likely.

Markets were not at all spooked by the Fed’s
change in plans, and volatility fell to levels
unseen since before the pandemic in the US
and across both developed and emerging
markets.

Global stocks were relatively quiet in the
second quarter, although developed markets
fared better than emerging markets.

Markets are still expensive but can stay
this way for years to come, especially given
the level of fiscal and monetary stimulus
flowing around the world.
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BOND MARKET REVIEW

By Ryan Crafi, CFA

After a historically poor start to the
year, the US bond market experienced a
nice rebound in the second quarter. The
Bloomberg Barclays Aggregate index
rose 1.83 percent, led by strength in
longer maturity bonds and credit.

As equity markets continued to climb
with little volatility, corporate bonds
continued to benefit from the increased
risk appetite of investors. Investment-
grade corporate bonds rose 3.32 percent
for the quarter, while junk bonds
increased 2.01 percent. Credit spreads,
or the difference in yield between a
corporate bond and a Treasury bond
of like-maturity, continued to fall and
approached the all-time low levels seen
in 1997 and 2006.

In addition to tighter spreads, all
market sectors benefitted from a decline
in long-term rates. US Treasury bonds
with maturities from seven years out
and longer all saw their yields fall by
20-30 basis points, despite concerns
about inflation increasing throughout
the quarter. Long-term bond yields are
closely linked to expectations about
future inflation.

While inflation statistics have spiked
over the past few months, the market
and the Federal Reserve have not been
alarmed. The Fed continues to state its
belief that this inflation is “transitory”
and will move closer to its goal of two
percent later this year.

Inflation indexes such as the CPI are
currently very high. However, there is
some distortion in these numbers since
they are being compared to the height
of quarantine last year. Inflation has
been made much worse due to supply
constraints in the global supply chain.
Covid shutdowns and breaks in the
global supply chain led to shortages in
raw materials and finished goods.

As the world opens back up, the Fed
expects supply to resume and lead
to a normalization of prices. Time
will tell if this view is correct or not.
Currently, the market somewhat agrees
with this outlook as market-based
inflation metrics such as breakevens and
long-term yields have both declined
throughout the quarter.

Selected Bond Index YTD Returns
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“Man’s capacity
for justice makes
democracy
possible, but
man’s inclination
to injustice
makes democracy
necessary.”

- Reinhold Niebubr,

American Theologian
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“A billion here,
a billion there,
pretty soon
you're talking
about real
money.”

- Everett Dirksen
Former US Senator

LOOKING FOR YIELD

By David Ot

I wish the headline space above allowed
me the title that I want: Looking for
Yield in All the Wrong Places.

Over the years, we have fielded many
questions about finding higher yields
and seen a lot of products from Wall
Street promising to fit the bill. And, of
course, we know that to get more return,
we need to take more risk, and there
is no such thing as a free lunch. Siill,
since the question continues to come
up in today’s low yield environment, I
decided to do a complete review of the
most presented solutions.

At the bottom of the opposite page,
the table shows the annualized return
and volatility for eight indexes for asset
classes that offer high yield and are often
presented as ‘bond alternatives.” The
table at the bottom of this page shows
the same characteristics for stocks,
bonds, and cash over the same period.

Each of the alternative strategies may
have merit in their own right, but we
will see later that they are hardly suitable
alternatives to bonds. Surprise, surprise
- there are no magic bullets.

The chart on the opposite page shows
why these strategies are presented, and
you guessed it, they all have pretty high
yields.

The chart shows the current SEC yield
for actual securities tracking the indexes
in the table below. The SEC yield is
not a perfect measure, but it tries to
standardize yields, which is useful. As it
happens, three securities did not have a
stated SEC yield on Morningstar, so we
used the 12-month yield.

We used the actual yields from live
exchange-traded funds (ETFs) for the
yield chart, allowing us to see what we
could actually get in the marketplace.
Most of the ETFs have not been around
for very long, so for the data table below,
I used the underlying indexes that start
in June 2005 and end in May 2021.

The far left column on the chart shows
that the yield on a Treasury bill ETF is
negative. Moving from left to right,
you see the yield on convertible bonds,
which happens to be smaller than the
yield on the S&P 500 and the Barclays
Aggregate Bond index.

Convertible bonds are interesting
because they are bonds issued by
companies that can convert into the
same company’s stock. As a resul,
convertible bonds have some of the
properties of both stocks and bonds.
The table below shows that they have
the best returns and the second-lowest
realized volatility among the so-called
bond alternatives. That may seem like

BROAD MARKET RISK & RETURN

RETURN
VOLATILITY
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10.5%
14.8%

S&P 500

4.1%
3.2%

1.2%
0.5%

Bloomberg One-Month
Barclays US Treasury
Aggregate Bills

Bond Index

Investing In Your Interests.



SEC Yields* For Selected Securities
May 2021
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a surprise that the lowest yield outside
of cash has enjoyed the best returns and
risk-adjusted returns.

In the table above, we see the yields for
the S&P 500 and Bloomberg Barclays
Aggregate bond ETFs and they are
about the same. After stocks and bonds,
we start to see the higher-yielding
alternatives (other than convertible
bonds) about where the yields jump.
Some of the asset classes, like utilities,
are pretty straightforward, while others,
like Business Development Companies
(BDCs), are fairly arcane. There is a list
of definitions for each of the so-called
alternatives at the end of the article.

Now that we see the attractive yields
let’s delve into the risk and return
table below. The returns are easily

(VNG) Mkts Bonds (PFF)

(AMLP) (BDCZ)
(EME) {INK)

understood. On the bottom of the left
page, you can see the return for stocks,
bonds, and cash, which resemble the
long-term averages.

The returns mostly fall between stocks
and bonds in the Alternative Market
Risk and Return table on the right.
REITs are the only exception and are
related to the 2008 financial crisis.

Below each asset class return is the
realized volatility, and that is generally
not as well understood as the return.
Even if the definition does not jump to
the top of your head, you can see that
the volatility was very low for cash,
higher for bonds, and much higher still

for stocks.

Looking at the alternative data, notice
(Continued on next page)

ALTERNATIVE MARKET RISK & RETURN

July 2021

“Strength and
growth come
only through

continuous effort
and struggle.”

- Napoleon Hill

American Author
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“Let the beauty
of what you love
be what you do.’

- Rumi

Persian Poet

b

LOOKING FOR YIELD (CON’T)

that a few of the asset classes have
volatility less than the stock market:
convertible bonds, utilities, emerging
market bonds, and even junk bonds.
That makes sense because, except for
utilities, these are all bonds of some
kind. Utilities are highly regulated, so
they are not subject to the same risks to
the economy as other stocks.

The remaining asset classes, REITs,
preferred stock, MLPs, and BDCs, are
not bonds, and their volatility shows
it. They are also more concentrated
than the overall market and face specific
risks. When oil sold off dramatically
a few years ago, energy stocks and
MLPs (which are energy transmission
companies) sold off too, while other
parts of the market did fine.

Okay, the relative volatilities are a little
interesting, but since volatility can be
a fuzzy concept, let’s look at another
way to evaluate risk: drawdowns. A
drawdown is relatively straightforward
and depicts the peak-to-trough decline
of an index. All of these indexes have
multiple drawdowns; every index does.
However, the chart below shows the
worst drawdown for each index, and

that is where you can see the risk.

During this period, the worst drawdown
for the bond market was -3.8 percent,
which is pretty bad for this index.
There are only five periods with larger
drawdowns: 1979, 1980, 1984, 1987,
and 2004. The very worst was in 1980
and culminated in a -12.7 percent
drawdown.  Siill, the -3.8 percent
drawdown for bonds is useful because
indexes have to be compared over
common timeframes.

But, the point is that all of these other
indexes suffered far, far worse than
bonds even in this short time frame.
Three asset classes, which are supposed
to pick up a little yield, lost about -75
percent while the stock market ‘only’
lost -50 percent.

Look at that chart and ask yourself
whether you want to boost your yield
a lictle bit with something that can lose
50 to 75 percent, often at the same
time stocks are falling. Many of these
asset classes are sensitive to the overall
economy and, as a result, are highly
correlated with stocks.

Selected Index Drawdowns
Jul 2005 - May 2021
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(Continued on next page)
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And that correlation with stocks is the
bigger problem than any of the specific
assets since investors should care more
about their overall portfolio than the
specific components.

Lets take a simple 60/40 stock/bond
portfolio comprised of the S&P 500
and the Barclays Aggregate Bond index.
Youd have a return of 8.2 percent with
a volatility of 9.0 percent over the same
period as all of the data reviewed thus
far.

If we took half of the bond portfolio and
invested it in equal parts of the so-called
bond alternatives, the return would be
higher, climbing to 8.7 percent - an
improvement of a half of a percent per
year.

That is the good news. The bad news
is that the volatility jumps from 9.0
percent to 11.3 percent - a 25 percent

increase. The drawdown for the classic
60/40 was -32.5 percent during this
period and fell to -40.9 percent when
you invest half of the bonds in the other
asset classes in hopes of higher yields.

The low-yield environment is difficult,
but we view sticking to core bonds as
requiring as much discipline as sticking
to stocks when the stock market is
falling. Simple, but not easy.

We learned the hard way in the financial
crisis that we want a bright line between
the relatively safe and risky assets. The
worst outcome is investing in one of the
substitutes, thinking that it is as safe as a
bond, only to lose 20, 30, or 80 percent.

We think it is best to take risks with
stocks where the upside is unlimited and
stay safe with bonds, which generally
have limited downside.

‘BOND ALTERNATIVE’ DEFINITIONS

Business Development Companies
(BDCs) are a type of closed-end
fund that generally loan money to
corporate buyers that can’t borrow
elsewhere. The yields are high to
reflect the riskiness of the loans.

Real Estate Investment Trusts
(REITs) are trusts that own and/or
manage commercial real estate.

Utilities are regulated utilities; this

analysis only included utilities that
are in the S&P 500.

Master Limited Partnerships (MLPs)
are publicly traded partnerships
that combine the tax treatment of
partnerships but have the liquidity of
publicly traded stocks. They typically

invest in oil and gas infrastructure.

www.acrinv.com

Junk bonds are bonds issued by
companies that are not deemed
investment grade by rating agencies.

Convertible bonds are bonds that
can be converted to the stock of the
company issuing the bonds.

Preferred stocks are a class of stock
that has a higher claim on dividends
than common stockholders, usually
have some voting rights, and are
preferred over common stocks in
liquidation (but are below bonds).

Emerging Market bonds are bonds
issued by foreign countries that
are considered emerging, versus
developed. In this analysis, the bonds
are denominated in US dollars.

“It is not what
happens to you,
but how you
react to it that
matters.”

- Epictetus,
Greek Philosopher
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Data Center 201vi0.  THE BIG PICTURE
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