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looking into the crystal ball 

We love the folly that is prediction.  The end and beginning of 
the year is the penultimate for this exercise.  We find that as we 
grow in years this is an activity better suited for the young and 
those whose paychecks are tied to selling news or financial prod-
ucts.  Both are hopeful and their synaptic impulses are firing at 
light-speed impulses.  The young and the professional prognos-
ticators who are paid to elicit visions of the future typically have 
high expectations of their future and soothsayer capabilities.  

In the science of aging there is a frequently used graph that 
measures aging and happiness.  It is referred to as the U Factor 
and can be seen below.

The graph high-
lights that there is 
a descending level 
of happiness that 
begins in one’s 
twenties.  The 
happiness level 
bottoms around 
age 50 and then 
begins to ascend 

through the end of life.  Psychologists explain the U Factor 
this way.  In our twenties, thirties and forties our future seems 
forever and our expectations for our lives are big and bold.  In 
the vast majority of cases, the expectations do not mesh with the 
ultimate reality.  It often leaves us a little disappointed. 

As we get closer to our fifties, life teaches us to realistically 
temper our expectations.  At some point we realize who we are, 
where we are and what we are capable of doing.  At that point, 
the edge is off and we can settle in to living our chosen life, 
happily.  We recently heard it said that the first 50 years are for 
learning.  And the second 50 years are for living!

On a personal note we shared this with some of our 20-some-
thing children over the holidays.  The hope was that it would 

give them some insight into the potential error of their ways and 
the resulting disappointment that may follow.  As a warning, all 
it seemed to do was bum them out, leading to the drinking of all 
our good wine.  Maybe ignorance is bliss.   

The life of an investor is a microcosm of the U Factor.  We 
start off early in search of an investment plan that possesses the 
highest rate of return, low risk, no taxes and next day liquidity.  
After some years of working for our hard earned money and not 
finding the perfect investment, while watching the rise and fall 
of interest rates and stock markets, we settle into an investment 
plan that will allow us to live out our lives secure and happy. 

With each passing year, we have come to rely more on what we 
know.  Additionally, we attempt to gain some relative understand-
ing of where we are at any given point in time.  What we know 
seems to be small and focused.  Where we are is a lot easier to figure 
out than what is going to happen next. 

“Invest within your sphere of  confidence, no matter how small.” – Warren 
Buffet

Where are we?  Where are we in the US equity markets? In terms of the 
US investment marketplace, we are on the other side of one of 
the longest and most profitable bull markets in history.  Valua-
tions are full, but not to the extremes of previous markets.  In-
vestors are paying a multiple for stocks today that is in line with 
the long-term average price multiple.  In a world of low interest 
rates, this multiple seems reasonable.  The ten-year treasury 
yield ended the year at 2.17%.  The dividend yield on the S&P 
500 was 1.94% and the DJIA was 2.17%.  The dividend yield on 
the EAFE index was 3.62%.  

It is an environment to be mindful of risk in the US equity 
markets.  A preference for high quality companies over higher 
leveraged and higher risk stocks may be prudent.  Dividend in-
come may be welcome if market appreciation is at a minimum.  
Today a common theme from managers we meet is that values 
are getting more difficult to find.  That would tell us future 
intermediate returns from this point may be less than long-term 
averages and security selection will be ever more important.

We have not changed our allocation to US equities in our 
strategic allocation.  We have attempted to take advantage of 
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the move and profits in the US portfolio.  
Rebalancing is a core tenant of our disci-
pline and will necessitate that we sell some 
portion of our domestic stock allocation 
to supplement portfolio income if you are 
in need of income.  Or if you are in the 
accumulation phase, we will be consciously 
reallocating to areas that are undervalued 
or are positioned to balance the portfolio 
risk; e.g. fixed income.

Where are international equities and emerg-
ing market equities today?  As we review the 
allocation of global equity managers or 
interview global/international managers 
in person a common thread has been 
developing over the past year.  Managers 
whose universe of investment opportunity 
includes both US and international stocks 
have been reducing their weighting to US 
stocks by taking profits and repositioning 
the portfolios to a growing international 
allocation.  The feedback we receive is 
that stock values in Europe and Japan are 
appealing and emerging market values are 
possibly the best values outside the US.

Over the last 45 years, the international eq-
uity markets and the US market has taken 
turns out-performing each other.  Review 
the chart below

We are global investors.  Our neutral 
investment policy allocation began with 
a baseline of 75% US stocks/25% inter-
national stocks 20 years ago.  Ten years 
ago, it was changed to 70% US/30% 
international and recently was changed to 
60% US/40% international. This neutral 
policy means if we believe global equity 
values are on an equal footing we would 
be invested to the neutral allocation.  If 
valuations are more attractive in one asset 
class or the other we will underweight or 
overweight accordingly. 

However, we will not be devoid of one 
or the other asset class entirely.  In most 
likelihood, the weighting will not be more 
than 25% absolute from the neutral alloca-
tion.  For example, if the US allocation is 
60% neutral the range of allocation could 
be 45% - 75%.

In almost any year or short-term period, 
our portfolio returns will under-perform 
one or the other of the asset classes.  In 
the long-term, we are confident that the 
global allocation will serve the equity por-

tions of our investment plan well.  The 
long-term goal is to earn superior risk-
adjusted returns; i.e. in laymen’s terms 
smooth out the ride.  Additionally, and 
most important, this part of the investment 
plan has the potential to provide the infla-
tion-adjusted purchasing power necessary 
to make your financial plans successful.

Where are we in the fixed income markets?  US 
interest rates have been on a 30+ year 
gradual decline.  Talk about a long-term 
cycle!!!

It appears the 
FED is poised 
to raise rates im-
minently.  Some 
days it appears 
they want to do 
it out of sheer 
boredom.  How 
many ways and 
how many times 
can you say, “We 
are afraid to raise 
rates,” before even 
you get bored with 
yourself.

At this point, we 

hope the FED raises rates 
for the right reasons and 
slightly ahead of expecta-
tions.  The normalization 
of interest rates and the 
cost of money will go a 
long way to normalizing 
the risk premium in the in-
vestment landscape.  The 
absence of volatility in the 
equity markets, rising eq-
uity valuations, the gradu-

ally reducing spread of yields in the fixed 
income markets, and some psychological 
complacency to risk are not to be ignored.  
The longer this process goes the more 
disequilibrium will be created in the asset 
world, equities, bonds, real estate, etc.

For our portfolios and our investment 
plans, fixed income is bought to minimize 
the risk of valuation changes in the portfo-
lio.  In our opinion, risk is the permanent 
loss of capital.  

Permanent loss of capital happens two 
ways.  The first is you invest in something 
that goes bankrupt and all the value dis-
sipates, never to return.  Our investing in 
pools of diversified capital makes this a 
remote possibility.

The second way to permanently lose capi-
tal is to sell at depressed levels and remove 
the opportunity to invest the capital for 
future gain.  This scenario is experienced 
when investors fear and emotional distress 
take over and they sell at the bottom of a 
market.  

Investments in fixed income can help 
mitigate price swings in a portfolio and 
temper the behavioral aspects of investing.  
With that said, the largest allocation of our 
income portfolios is in the core bond area.  
This contains the least duration (shorter 
term bonds) and the highest quality (better 
credit risk).  

In the midst of the financial crisis, and in 
the following 6+ years, we have invested 
in equity income, multi-sector and global/

emerging income 
alternatives.  These 
asset classes possess 
some equity risk, 
lower credit quality, 
longer durations 
and currency 
fluctuations that our 
core portfolios miti-
gate.  These risks 
have rewarded our 
portfolios during 
this period.

We are currently 
evaluating the 
income portfolios 
based on current 
risk premiums 
to determine if a 
change is warranted.  

We anticipate a thorough review of our 
allocation and our managers in the first 
quarter of 2015.  We will report on our 
findings in our next writing.

A quick word on diversification…this 
pastyear like many before it, was a year 
where investors could be aptly rewarded 
by concentrating their investments in a nar-
row focus; specifically US stocks.  There 
is a point at which diversification becomes 
‘diwersification.’  Globally diversified 
funds and allocators have lagged US con-
centric portfolios for the last several years.  
We would caution investors to give up on 
this diversity.  Diversification at its core 
is a risk reducer.  Diversification rarely 
out-performs in the short-term.  But in 
the long-term it tends to provide accept-
able long-term rates of return without the 
concentration risk that comes with more 
focused policies.  

Over the last 45 years, the international equity markets and the US market has taken turns out-
performing each other.  Review the chart below 

From To Outperformer By 
Apr 30, 1971 Mar 30, 1973 MSCI EAFE 62.2%
Mar 30, 1973 Oct 31, 1976 S&P 500 30.5%
Oct 31, 1976 Oct 31, 1980 MSCI EAFE 90.0%
Oct 31, 1980 Oct 31, 1982 S&P 500 34.1%
Oct 31, 1682 Feb 28, 1989 MSCI EAFE 409.4%
Feb 28, 1989 Aug 31, 2000 S&P 500 490.6%
Aug 31, 2000 Nov 30, 2007 MSCI EAFE 60.5%
Nov 30, 2007 Oct 31, 2014 S&P 500 58.4%

Source:  Bloomberg as of Oct 31, 2014 

We are global investors.  Our neutral investment policy allocation began with a baseline of 75% 
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The Abuls, Bone & Eller Equity Allocation 

As of September 30, 2014: 

Large Cap Value 22% 
Large Cap Growth 22% 
Small Cap Value 1.5% 
Small Cap Growth 0% 
International Large Cap 25.5% 
International Small Cap 4% 
Emerging Markets 6.50% 
Natural Resources 4.5% 
Allocation Funds 10% 
Cash 4% 

Total 100% 
 

Where are we in the fixed income markets?  US interest rates have been on a 30+ year gradual 
decline.  Talk about a long-term cycle!!! 

It appears the FED is poised to raise rates imminently.  Some days it appears they want to do it 
out of sheer boredom.  How many ways and how many times can you say, “We are afraid to 
raise rates,” before even you get bored with yourself. 

At this point, we hope the FED raises rates for the right reasons and slightly ahead of 
expectations.  The normalization of interest rates and the cost of money will go a long way to 
normalizing the risk premium in the investment landscape.  The absence of volatility in the 
equity markets, rising equity valuations, the gradually reducing spread of yields in the fixed 
income markets, and some psychological complacency to risk are not to be ignored.  The longer 
this process goes the more disequilibrium will be created in the asset world, equities, bonds, real 
estate, etc. 

For our portfolios and our investment plans, fixed income is bought to minimize the risk of 
valuation changes in the portfolio.  In our opinion, risk is the permanent loss of capital.   

Permanent loss of capital happens two ways.  The first is you invest in something that goes 
bankrupt and all the value dissipates, never to return.  Our investing in pools of diversified 
capital makes this a remote possibility. 

The second way to permanently lose capital is to sell at depressed levels and remove the 
opportunity to invest the capital for future gain.  This scenario is experienced when investors fear 
and emotional distress take over and they sell at the bottom of a market.   

Investments in fixed income can help mitigate price swings in a portfolio and temper the 
behavioral aspects of investing.  With that said, the largest allocation of our income portfolios is 

in the core bond area.  This contains the least duration (shorter term bonds) and the highest 
quality (better credit risk).   

In the midst of the financial crisis, and in the following 6+ years, we have invested in equity 
income, multi-sector and global/emerging income alternatives.  These asset classes possess some 
equity risk, lower credit quality, longer durations and currency fluctuations that our core 
portfolios mitigate.  These risks have rewarded our portfolios during this period. 

 

We are currently evaluating the income portfolios based on current risk premiums to determine if 
a change is warranted.  We anticipate a thorough review of our allocation and our managers in 
the first quarter of 2015.  We will report on our findings in our next writing. 

The Abuls, Bone & Eller Income Allocation 

As of September 30, 2014: 

Core Bonds 60% 
Global Bonds 20% 
Multi-Sector Income 10% 
Allocation Funds 10% 

Total 100% 
 

A quick word on diversification…this pastyear like many before it, was a year where investors 
could be aptly rewarded by concentrating their investments in a narrow focus; specifically US 
stocks.  There is a point at which diversification becomes ‘diwersification.’  Globally diversified 
funds and allocators have lagged US concentric portfolios for the last several years.  We would 
caution investors to give up on this diversity.  Diversification at its core is a risk reducer.  
Diversification rarely out-performs in the short-term.  But in the long-term it tends to provide 
acceptable long-term rates of return without the concentration risk that comes with more focused 
policies.   



Views expressed in this newsletter are the current opinion of the author, but 
not necessarily those of raymond james & associates. the author’s opinions 
are subject to change without notice. information contained in this report was 
received from sources believed to be reliable, but accuracy is not guaranteed. 
Past performance is not indicative of future results. this is not a recommenda-
tion or a solicitation to buy or sell any security.  investments and strategies 
mentioned may not be suitable for all investors. investing always involves 
risk and you may incur a profit or loss. No investment strategy can guarantee 
success. international investing involves additional risks such as currency 
fluctuations, differing financial accounting standards, and possible political 
and economic instability. these risks are greater in emerging markets. there 
is an inverse relationship between interest rate movements and bond prices. 
generally, when interest rates rise, bond prices fall and when interest rates 
fall, bond prices rise.

Diversification and strategic asset allocation do not ensure a profit or protect 
against a loss. investments are subject to market risk, including possible loss 
of principal. gross Domestic Product (gDP) is the annual market value of all 
goods and services produced domestically by the us. alternative investment 
strategies involve greater risks and are only appropriate for the most sophis-
ticated, knowledgeable and wealthiest of investors. high-yield bonds are not 
suitable for all investors.  When appropriate, these bonds should only comprise 
a modest portion of your portfolio.

the s&P 500 is an unmanaged index of 500 widely held stocks. the Msci 
emerging Markets index is designed to measure equity market performance 
in global emerging markets. the russell 2000 index is an unmanaged index of 
small cap securities which generally involve greater risks. barclays capital u.s. 
aggregate bond index is made up of the barclays capital u.s. government / 
corporate bond index, Mortgage-backed securities index, and asset-based 
securities index, including securities that are of investment grade quality or 

better, have at least one year to maturity, and have an outstanding par value 
of at least $100 million. the Msci eaFe (europe, australia, and Far east) 
index is an unmanaged index that is generally considered representative of the 
international stock market. these international securities involve additional 
risks such as currency fluctuations, differing financial accounting standards, 
and possible political and economic instability. the Dow jones-ubs com-
modity Index aims to provide broadly diversified representation of commodity 
markets as an asset class.  it is not possible to invest directly in an index.  the 
Vanguard reit index is a real estate investment trust fund that offers inves-
tors wide exposure in the real estate sector at a low price.  the fund holds 
each of its stocks in approximately the same proportion as the weighting in the 
Msci us reit index.  it is not possible to invest directly in an index.

the nasDaQ composite index is an unmanaged index of all stocks traded on 
the nasDaQ over-the-counter market. the Dow jones industrial average is an 
unmanaged index of 30 widely held securities. 

The value of fixed income securities fluctuates and investors may receive more 
or less than their original investments if sold prior to maturity.  bonds are 
subject to price change and availability.

this analysis does not include transaction costs and tax considerations.  if 
included these costs would reduce an investor’s return. as federal and state 
tax rules are subject to frequent changes, you should consult with a qualified 
tax advisor prior to making any investment decision. raymond james does not 
provide legal or tax advice on these or any other transactions.

Certified Financial Planner Board of Standards Inc. owns the certification 
marks cFP®, certiFieD Financial Planner™ and federally registered cFP 
(with flame logo) in the U.S., which it awards to individuals who successfully 
complete CFP Board’s initial and ongoing certification requirements.
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