
  Agenda For RMC Financial Group 
Session Of January 19, 2010 

 
 Current interest rates and yield curves for US Treasuries 

 
  Financial commentary on US and world economies 

 
 What happened in 1994 & 2004 when interest rates rose   

 
 Review of past performance and projections for DJIA stocks  

 
 Where is the DJIA P/E based on mean earnings as of EOY?   

 
 EOY update on long term performance of selected funds 

 
 EOY update of performance of model ETF portfolio   

 
 Credit crunch experience forces a new look at diversification 

 
 A look at emerging and developed market bonds and ETF 
 
 Update on model actively managed mutual fund portfolio 

 
 Fund managers betting their own money in their funds   

 
 Next meeting is scheduled for February 16, 2010 





Financial Commentary 
 

 Just recently the CBOE Vix Index hit its lowest level since May of 2008 when the 
lull after the Bear Stearns rescue gave way to an implosion. This index measures 
the volatility of US stocks. It appears to be a very good contrarian indicator. 
Another contrarian indicator to go along with this one is the sentiment survey of 
the American Association Of Individual Investors. The results of this survey are 
on display at AAII.com. Bearishness in this survey hit an all-time high in March 
of 2009 just when the US stock markets turned around and started their 
impressive rise. 

 
 Based on the cost of insurance (credit default swaps spreads) government debt has 

become riskier than much corporate debt. This of course contrary to the belief that 
government debt is risk free! For the first time the market has started to price a 
bigger probability of default among industrialized countries than among 
investment grade companies. The countries affected have taken out huge private 
sector debts in their efforts to reverse the economic downturn and bail out the 
financial sector. 

 
 The Fed is starting to pull out some of the excess liquidity in the economy. If they 

pull it out too fast the economy will slow down and trigger a new recession. If 
pulled out too slowly there is a risk of inflation and possibly generation of a new 
bubble. Inflation will send bond yields spiking and equities slumping. Nobody 
knows for sure if the Fed can do it just right. To date nobody has successfully 
done so. It is this uncertainty that makes it necessary to structure your portfolio to 
be able to handle whatever scenario eventually materializes. If you have not 
already done this get to it. 

 
 Hearing are now being held by a “9/11 like commission” to find out the causes of 

the financial crisis and what might be done in the future to keep it from occurring 
again. CEOs of the four biggest US banks, selected bank regulators and the FBI 
have been subjected to questioning thus far. The commission is charged with 
submitting a report by the end of the year. Legislation relating to the financial 
industry is currently being discussed in the Congress. Unfortunately the $433 
million of money provided by financial industry lobbyist to key congressional 
members will make passing anything meaningful difficult. The major hurdle is the 
Senate. 

 
 Thus far Europe has taken a much more activist role in attempting to regulate and 

control the behavior of the banks. They appear to be the laboratory for trying new 
approaches and seeing how they work. This hopefully avoids the problem of 
unintended consequences and leads to only proven approaches then being applied 
by others. The goal must ultimately be uniform regulation and enforcement on a 
global scale. When and if that occurs the banks will no longer be able to practice 
“regulatory arbitrage”, a major factor leading to the financial crisis     













Portfolio Diversification 
Credit Crunch Forces New Look 

 
 Understand how various asset classes interact across multiple scenarios 

 
 Experience from credit crunch taught in a crisis all correlations go to 1 

 
 What was not recognized is that there are “risk assets” and “safety assets”  

 
 What failed during the credit crunch were the risk assets not the safety assets  

 
 In a crisis the investors in risk assets flee to the safety of safety assets 

 
 From a diversification standpoint this is a perfect correlation of -1  

 
 In the good old days investors put money into stocks, bonds and cash    

 
 Stocks gave long-term growth, bonds income & safety and cash liquidity  

 
 In past cash and plain vanilla bonds were viewed as a drag on performance  

 
 Alternative assets became the way to go for sophisticated investors  

 
 These included private equity, hedge funds, timber etc.-many being illiquid 

 
 This appeared to offer a way to get diversification without giving up return 

 
 There were super-sized returns for the early adapters before arrival of the herd  

 
 Unfortunately when the panic came the correlation among risk assets was 1    

 
 They all fell in unison as the risk assets proved illiquid-no cash for liquidity 

 
 Genuine diversification recognizes correlations under a variety of scenarios 

 
 Need three major risk buckets: growth assets, inflation & deflation hedges   

 
 In addition need a fourth or safety bucket to cushion during inevitable panics  

 
 This last bucket is the one that investors go to when the panic strikes 

 
 Remember risk assets can decline by as much as three deviations in a panic 

 
 For acceptable risk levels for most investors safety assets are essential  







Betting Their Own Money 
 

 Based on a 01/25/10 article in Bloomberg Business Week on pages 64 & 65 
 

 In 2009 Morningstar completed a study to determine management investment  
 

 More than 50% of 4,383 US-based funds had no management investment in fund 
 

 Of these, 431 funds had a $1.0 million management investment or more  
 

 Many are boutique funds with big investments by managers in funds they manage 
 

 Janus, TRowe Price and Dodge& Cox are exceptions-big firms, big involvement  
 

 Some companies like Fidelity substitute a bonus based on performance up to 5 yrs 
 

 Board of directors as investors negotiate lower fees from management company  
 

 Of 7,690 fund 26% of them required ownership by members of the board 
 

 This is up from 6% back in 1996-usually must have a multiple of salary 
 

 To find this information check funds “Statement Of Additional Information”  
 

 Morningstar also has stewardship grades that include incentives & pay structure 
 

 Berkowitz and employees of Fairholme have $150 million invested in fund 
 

 Managers with more than $1 million in their fund beat 58% of peers over 5 yrs 
 

 Funds without manager involvement beat only 46% of their peers over 5yrs 
 

 Fairholme’s 13.2% annual return over 10 yrs out performed  99% of its peers 
 

 The article has a listing of funds with an “A” stewardship grade from Morningstar 
 

 Along with their 10 year annualized return and the percent of peers that fund beats 
 

 ANCFX, 3.60%, 90%; DODGX, 5.65%, 94%: LLPFX, 5.31%, 96% 
 

 OAKBX; 9.80%, 89%; RYSEX, 12.02%, 97%; SLADX, 2.42, 83%  
 

 RPMGX, 5.67%, 89%; VWELX, 6.15%, 97% completes the list 
 

 Strong corporate culture, low fees and heavy management investment is an “A”  
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