2011: The Famine That Followed the Feast That Followed the Fiasco
By Ron Surz
January 10, 2012

The truth is rarely pure and never simple, Oscar Wilde

After feasting on the US stock market’s 54% run-up from 2009 to 2010, we starved for TOtal US |V| a rket Retu s
performance in 2011, suffering a 1% loss. Some say the markets were due for a 320

“breather” so this lull is healthy, but most say we’re lucky that results weren’t much
worse, as they were outside the US.
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Let’s take a close look at the details of what occurred in 2011 so we can assess the 0
difficulties and prepare for the surprises 2012 may bring. The recent lessons we’ve 10
learned about excesses and fraud, especially those of the fiasco in 2008, have not yet
been entirely digested, and they should certainly not be forgotten. Despite popular
opinion, we have not yet recovered 2008 losses. One might think that a 54% gain in
2009-2010 more than offset the 38% loss in 2008, but the realities of compounding 40 38
reveal that we are still 5% underwater; the four-year return ending 12/31/2011 was an
annualized loss of 1.4% per year.

Source: PPCA Inc.

So in this end-of-year commentary I review the lessons of 2011 around the globe and conclude with my traditional review of the longer-
term history of U.S. markets over the past 86 years. As usual, these insights arm you for thoughtful investment manager due diligence.

The Year 2011 in Review

I'll review the year by analyzing why popular indexes, namely the S&P500 and the EAFE, performed as they did. I provide attribution
analyses set against a backdrop of the entire market.

Us Stock Market

We begin with an analysis of the style composition and performance of the S&P500 as shown in the next exhibit.



Large Cap Small Cap

Value Core Growth Value Growth Value Core Growth Total

S&P Return 953 -2 67 -3.70 5.B1 445 -10.14 -17.08 576 -35.25 212

Market Retum 7.02 -273 -7.21 354 -0.89 -5.88 -2.01 -3.15 -17.12 -093

SE&P Weight 3977 1661 26.03 8.34 3.40 5.69 0.07 0.03 0.04 100.00
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The portfolio in the exhibit is the S&P500 index and the benchmark is the entire U.S. stock market, as provided by Compustat. Let’s
begin with the style make-up of the S&P as shown in the bottom of the graph. Unsurprisingly, the S&P has a large-company
orientation, especially tilted toward large-value companies. The total market is about 30% large-cap value, whereas the S&P is 40%
large-cap value.

This large-value orientation benefitted the S&P because value companies, especially larger value companies, performed well in 2011, as
shown by the middles of the floating bars in the center graph. These floating bars represent pure scientific peer groups described at
Portfolio Opportunity Distributions (PODs). The median of each POD is the return for that style in aggregate and the ranges are the
return opportunities for that style. As you can see, large- and mid-size value companies returned 7% and 4% respectively, with the S&P
companies in these styles performing even better. By contrast, all other styles had negative returns in the year, with small growth
declining most, with a painful 17% loss.

This concentration in large-value companies caused the S&P to outperform the broad market, earning 2.12% versus the market’s 0.93%
loss, as shown in the far right table and floating bar. In other words, allocation to styles benefited the S&P relative to the total market in
2011. The other component of attribution is stock selection, which we can see as the location of the dots in the exhibit. For the most part,
the stocks selected by the S&P committee performed near their respective medians within each style, with the exception of mid-cap
core, where S&P stocks substantially outperformed.

You can use this exhibit to rank individual managers within styles, as well as rank their style components. Just plot your dots in the
graph above. For example, locate your manager’s style in the exhibit (large value, small growth, etc.), and place his or her rate of return
within the corresponding floating bar, using the scale on the left and the median from the table above as your guide. Voila, an accurate
ranking.

Throughout this commentary, I use Surz Style Pure® (S5SP) indexes defined at Style Definitions. Because SSP classifies many distressed
financials with high price/earnings ratios as growth, SSP returns have departed materially in the past four years from those of the
name-brand indexes, such as Russell. Name-brand indexes rely upon price/book ratios for their style classifications, which classify
distressed financials as deep value. The problem with price/book in this current market is that the book values of many distressed
banks are grossly overstated because bad debts and mortgages are not fully reflected. Consequently these companies are being
misclassified. The disagreements between these indexes and SSP are shown in the next graph.



http://www.ppca-inc.com/PODs/pods.htm
http://www.ppca-inc.com/SurzStyles/surz_style_definitions.htm

Because of Financial Stock Classification Differences

Large Cap Style Indexes Disagree for
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Next, I performed a similar analysis, decomposing the S&P by economic sector, and concluded that stock selection benefitted
performance of the index. But how can that be in light of what I just concluded in the previous paragraph where stock selection was
generally not a factor?

Sector allocations of the S&P are in line with those of the total market, mainly because the S&P is a large part of the total market. What
we’re seeing in the next exhibit are the style impacts on performance within economic sectors: style effects manifest themselves as stock
selection when the S&P is decomposed by sector.

We need to be careful to evaluate skill rather than style. An attribution against the S&P500 by sector can be easy in some sectors and
difficult in others if the S&P is not the correct benchmark. For example, a manager with a broadly diversified portfolio will have a
return on consumer discretionary stocks that is something close to the -.03% shown for the total market in the table below. This is 6%
less than the S&P’s 6.14%% return in consumer discretionary, which would appear to be a big failure, and it would be a big failure if
the S&P were the correct benchmark. But in this hypothetical we’ve said that the manager is more broadly diversified than the S&P, so
the underperformance is most likely caused by style (broad diversification) rather than poor stock picking.

The performance attribution puzzle is complicated, but well worth the time and effort to get it right. Because it tells us why
performance is good or bad, attribution is a window into the future. We want confidence in a manager’s strengths, and comfort that
failures are being addressed and corrected.

Follow the “dancing balls” in the exhibit below. The S&P’s only “failure” (i.e., performance below the median of the broad market) was
in finance. It excelled in every other sector, especially consumer discretionary. Note also the middles of the floating bars; consumer
staples and utilities performed best in the year while finance performed worst by a long shot. And also note the ranges of the bars, with
financials exhibiting a wide range of opportunities, reflecting the volatility within that segment of the market; where there’s risk there’s
opportunity.
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In addition to this attribution, it’s helpful to understand performance at the individual stock level as shown in the following “Biggest,
Best, Worst” exhibit.

Identifier Style Mnths Held Weight =ffrReturn Pd Return Impact

Description

Largest Holdings

EXXOM MOBIL CORP XOM Energy Large Cap Value 1z 3.40% 17.66 18.62 0.60
APPLE INC AMPL Information Technology Large Cap Growth 12 2.88% 23.22 25.56 0.67
INTL BUSINESS MACHIMNES CORP IBM Information Technology Large Cap Core 12 1.78% 2517 2741 D.45
CHEVROM CORP CWX Energy Large Cap Value 1z 1.75% 1851 20.15 0.32
MICROSOFT CORP MSFT Information Technology Large Cap Value 12 1.69% -5.90 -4152 -0.10
GEMERAL ELECTRIC CO GE Industrial Large Cap Value 1z 167% -0.14 130 0.00
PROCTEREGAMBLE CO PG Consumer Staples Large Cap Value 12 1.53% 6.13 7.09 0.09
ATETINC T Telecom-Utilities Large Cap Value 12 1.50% 737 9.09 012
JOHNSOMEIOHNSOMN JH] Health Care Large Cap Value 1z 1.50% 778 978 D12
JPPORGAN CHASEECO JPM Finance Large Cap Value 12 1.36% -22.29 -20.04 -0.30
12 19.06% 1.96
10 Largest Contributors
APPLE INC AAPL Information Technology Large Cap Growth 12 2.8B8% 23.22 25.56 0.67
EXXOM MOEBIL CORP XOM Energy Large Cap Value 12 3.40% 17.66 18.62 0.60
INTL BUSINESS MACHIMES CORP IBM Information Technology Large Cap Core 12 1.78% 2517 27.41 0.45
PHILIP MORRIS INTERNATIONAL PM Consumer Staples Large Cap Value 12 1.02% 36.73 3976 D.38
PFIZER INC PFE Health Care Large Cap Value 12 1.32% 2676 2862 0.35
CHEVROM CORP CWX Energy Large Cap Value 12 1.75% 18.51 20.15 032
MCDONALD'S CORP MCD Consumer Discretionary Large Cap Value 1z 0.75% 3442 3463 0.26
INTEL CORP INTC Information Technology Large Cap Value 12 1.03% 1791 1945 0.18
BRISTOL-MYERS SQUIBB CO BMY Health Care Large Cap Walue 1z 0.42% 39.89 3950 0.17
WISA INC-CLASS A SHRS W Information Technology Large Cap Growth 12 0.35% 4652 4541 016
12 14.70% 3.54
10 Largest Detractors
BAME OF AMERICA CORP BAC Finance Large Cap Growth 1z 0.90% -55.88 -58.13 -0.51
CITIGROUP INC C Finance Large Cap Core 1z 0.97% -4493 -44 32 -0.44
JPMORGAMN CHASEECO JIPM Finance Large Cap Value 12 1.36% -22.29 -20.04 -0.30
GOLDMAN SACHS GROUP INC "’ GS Finance Large Cap Value 12 0.60% -45.71 -45.62 -0.27
HEWLETT-PACKARD CO ) . HPO Information Technology Large Cap Value 12 0.65% -39.04 -37.87 -0.25
SCHLUMBERGER LTD stomw sLB Energy Large Cap Growth 1z 0.97% -20.48 -16.65 -0.20
ORACLE CORP Attribution with Style ORCL Information Technology Large Cap Growth 12 1.07% -18.24 -17.47 -0.20
FREEPORT-MCMORAN COPPER-B FCX Materials Large Cap Value 1z 0.40% -43.61 -36.88 -0.17
FORD MOTOR CO F Consumer Discretionary Large Cap Value 1z 0.44% -33.04 -3591 -0.17
WELLS FARGOECOMPANY WFC Finance Large Cap Value 1z 1.29% -10.49 -0.54 -0.14
12 B.65% -2.64



Here are some observations from this table. Exxon Mobil was the largest holding in the S&P, representing over 3% of the index on
average in 2011. The top 10 holdings comprise 19.06% of the index, reflecting concentration in this 500 stock portfolio because an equal
weighting would have just 2% in the top 10 (0.2% in each stock). As indicated by the red highlights, four of the top 10 holdings were the
biggest contributors (largest positive “Impact,” defined as return times allocation) for the year, and only one of the top 10 was among
the largest detractors; these are likely to be the same winners and losers that you’ll find in your large-cap managers’ portfolios.

Note also that four large banks were the biggest detractors. The “effective returns” for these holdings are close to their “report-period
returns,” indicating relatively constant weights throughout the year. Effective return is a performance attribution breakthrough
described at Effective Return Article. It measures the allocation-weighted return on a stock, and therefore captures the combined effects
of stock performance and manager allocation decisions. Effective return is larger than the traditional holding period return if
allocations are advantageous, holding more of the stock when performance is ;5760 +1052 +0.84%

good than when it is bad. Of course the reverse is true if allocations are
disadvantageous.

We dodged a bullet in 2011. Triggered by S&P’s downgrade of US

government debt, third quarter losses brought the year-to-date US stock o

return down to a 9% loss. It was looking like 2011 was going to be a big fat S&P500
letdown, but the last quarter of the year brought a nice recovery. In the
meantime, gold, a current hot topic, continued its upward progression, and
actually increased in value in the third quarter, as US stocks plummeted. Gold ia e
was less volatile than U.S. stocks. (Graphs courtesy of the New York Times) f e ' '

Non-US stock market ComexJan ‘12 Gold

Now let’s turn our attention outside the US, where the total foreign market
lost 11.35%, far worse than the total US market’s 0.94% loss. The Europe
Australia and Far East (EAFE) index performed somewhat worse than the
total foreign market, losing 11.87%. The following exhibit shows that, like the
S&P, the EAFE index is large-value oriented, and this orientation was in
tavor. However, unlike the S&P, stock selection was poor. In other words, the EAFE had offsetting effects: style was in favor but the
stocks included in EAFE were out of favor in 2011. Like the U.S. graph, this graph can be used to rank your foreign managers.



http://www.ppca-inc.com/pdf/Effective-Return-Article_V4.pdf

Large Cap id C. Small Cap

of Ky
StokTrib

Attribution with Style

Value Core Growth Value ore Growth Value Core Growth Total
EAFE Return -840 -13.02 -18.51 -10.00 -10.64 -16.53 153 0.00 0.00 -11.87
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As shown in the following exhibit, emerging markets were the worst performing region, and EAFE was void this region, benefitting
performance. Also benefitting performance, EAFE was overweight the best performing country, the UK. The underperformance of
EAFE was caused by poor stock selection as shown by the below-median locations of EAFE performance within every region,
especially Japan.

Asia Pacific Emerging Latin
Canada Aust & NZ x JP AUST Europe Markets America
EAFE Return -3.45 -14 51 0.00 -8.95 -14.61 -14.45 -24 89 -11 .39 -15.893 -11 87
Market Refurn -291 -8.24 -8.55 -7 74 -12 53 -12 21 -24 16 -10.92 -14 97 -11 .35
EAFE Weight 21.84 21.84 0.00 829 4.06 4224 071 0.10 091 10:0.00
Market Weight 9497 11 90 910 417 18.27 26.04 12.03 5.84 2.67 100.00
EAFE Issues Held 104 327 o 70 58 314 13 1 20 907
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These observations and graphics can be used in client meetings to describe the economic environment and to evaluate investment
manager performance. End-of-year reporting is a big deal, and these graphs can help. Because my analyses are fairly complicated and
involved, I've created a very brief Xtranormal video that explains my philosophy in a humorous but meaningful way, at Trust but

Verify.

Getting to the core

The analyses above use a definition of “core” that is the stuff in the middle, in between value and growth. This “centric” definition is in
contrast to the “blend” definition that we have been using for many years. Blend core is the entire market, or at least most of it, like the
S&P 500 or the Russell 3000. The distinction between “centric” and “blend” is important for a number of reasons, described in detail at
Centric Core. Portfolio construction is improved with centric core, but not blend core, contrary to common belief.

Most actively managed money programs employ the four-corner solution, populating the corners (large value, large growth, small
value, small growth) of the market, abandoning the middle. There’s an unintended bet against the middle of the market that can be
corrected with centric core, but not blend core. Similarly, most core-satellite portfolios currently use blend core, which dilutes the
decisions of the active (satellite) managers by adding value and growth stocks that the active managers don’t want to hold. In a
nutshell, centric core is a completeness fund, whereas blend core is a dilutive detractor that should only be used if you don’t trust your
active managers, but if you don’t trust them you shouldn’t use them at all. The 45-stock Surz Style Pure® Centric Core model is
available on Placemark, TD Ameritrade, Smartleaf, Folio Dynamix, Adhesion, and Capital Market Consultants.

Returns for the 9 Months Ending 9/30/2011
A word on target date funds: They’ve failed their

stress test 2
g 2010 2020 2040

Target date funds (TDFs) were stress tested in the first nine by
months of 2011 and they failed. The S&P500 lost 8.7% in these 0 -
nine months, presenting a quick test of TDF ability to defend. But -2
instead of defending, the typical 2020 fund lost 7.7%, which is -4
only 1% better than the 8.7% loss suffered by the S&P500. Funds -6
with a 2020 target date should be positioned to defend because 8
the target date is near. As for longer dated funds, the typical 2040 ig SEGI0R SCK IR0 (% I

-14

B SMART «S&PTD Index Fidelity ™ Vanguard ™ T.Rowe


http://www.youtube.com/watch?v=2jlL8Sezzss&feature=email
http://www.youtube.com/watch?v=2jlL8Sezzss&feature=email
http://www.ppca-inc.com/SurzStyles/surz_centric_core.htm

fund lost even more than the S&P, declining 12%. And worst of all, 2010 funds lost 4%; these funds are presumably for those already in
retirement, who can ill afford losses. Please see the graph on the right for the disturbing details (SMART in the exhibit follows the Safe
Landing Glide Path described below). I used the S&P target date fund index as the measure of the typical fund, since it is a composite
of all target date mutual funds. The lessons of 2008, when the average 2010 fund lost 25%, have gone largely ignored, and this stress test
proves it.

TDFs have failed because little has changed, despite the outcry for reform following the 2008 disaster. Oh sure, fees have come down a
little and some providers have moved to “to” funds but nothing of real substance is different. It’s time for plan participants and their
supporters to express their dissatisfaction and to demand better.

Contrary to popular participant belief, TDFs do not protect the vulnerable from equity loss. The most vulnerable are those nearing
retirement because their account t balances are highest and the ability to recover from loss is minimal. TDFs didn’t protect in 2008, and
nothing has happened to change that. Most participants in TDFs are defaulted into this product, which means that most participants
rely upon their employers to do the right thing by protecting participant assets, especially near retirement (even though they are not).

Fiduciaries are duty bound to seek solutions rather than settling for high-risk products that are oblivious to history. Ignoring the past
and hoping its different the next time is not an option, and it’s certainly not an enlightened view of risk management. Fiduciaries are
obligated to actually vet their TDF selections and to establish objectives that are truly in the best interests of employees.

For the most part, TDFs are too risky at the target date because they aspire to serve participants beyond retirement. Even “to” funds
hope to keep assets in retirement. So risk is the medicine these “doctors” serve up to folks who are expected to live long lives, and the
occasional losses are the side effects that should be expected from time to time. The problems with this view are: (1) most participants
withdraw their accounts at retirement, and (2) there is no glide path (asset allocation pattern) that can possibly serve to manage
longevity risk; insurance companies exist for just this purpose.

Fortunately, there is an alternative view that the sole mission of a TDF is to get the beneficiary safely to the target date. Attempts to do
more lead to excessive risk. Specifically, meaningful objectives for TDFs are:

(1) Don’t lose participant savings, and
(2) Make as much as you can but don’t lose participant savings

These create real reform to protect the vulnerable.



SLGP Equity Allocation Tracksthe Industry at 20-40 Years From Target

Taking a lesson from 2008, the course of action for achieving these But is Much More Defensive Near the Target Date o
objectives is the patent-pending Safe Landing Glide Path® (SLGP) | R Traditi 1 g
that integrates the tenets of Modern Portfolio Theory (MPT) with SiITiLar <‘——‘ Nr., ' l‘E} itiona 205 Er
the disciplines of Liability Driven Investing (LDI). Yes, this one- is o _‘:\ / .
size-fits-all-set-it-and-forget-it glide path is the plan for achieving RALIVY -T'\\\ e Risk Control
these straightforward objectives. The SLGP is a concept, a N \
blueprint, for target date funds. It's like an “ideal gas” in physics. It \

is not a product per se — you can’t buy the SLGP target date fund. \Y Sy .
But you can design a TDF to follow the SLGP. For example, the \ N\ /
SMART Funds® are collective investment trusts that follow the \_____ | o%
SLGP, offered by Hand Benefit & Trust, Houston. 40 3 30 25 20 15 10 Current

Years to Target Date

Importantly, the emphasis is placed on safety, as it should be, so
asset allocation at target date is mostly TIPS and T-bills, as shown in the graph on the right.

The proof of the pudding is in the tasting. As shown in the graph above, SMART Funds pass the recent stress test. It's also worth noting
in this exhibit that the Big 3 — T. Rowe, Fidelity and Vanguard —failed the test, as did the industry as whole, represented by the S&P
Target Date Index. For a humorous look at the problems please see our short movie at Target Date Movie.



http://www.youtube.com/watch?v=qSH7JXqOJZQ&feature=email

The 86-year history of the U.S. capital markets

The following table shows the history of risk and return for stocks (5&P500), bonds (Citigroup High Grade), T-bills and inflation. There
are many lessons in this table, so it’s worth your time and effort to review these results. For example, here are a few of the lessons:

1. T-bills paid far less than inflation in 2011, earning .09% in a 3.34% inflationary environment. We paid the government to use
their mattress.

2. Bonds were more “efficient,” delivering more returns per unit of risk than stocks in the first 43 years, but they have been
about as efficient in the most recent 43 years. The Sharpe ratio for bonds is .56 versus .38 for stocks in the first 43 years, but
the Sharpe ratio for both is about the same in the more recent 43 years.

3. The past decade has been the worst for stocks across the past eight consecutive 10-year periods.

4. Average inflation in the past 43 years has been about 2.5 times that of the previous 43 years: 1.65% in 1926-1968 versus 4.45%
in 1969-2011.

5. Long-term high-grade corporate bonds fared very well in the last two years, which is surprising in light of low interest rates.
America has benefitted from confidence in the US dollar, resulting in material decreases in interest rates. It's a “Limbo”
market: How low can you go? (The “Limbo” is a dance contest where participants attempt to pass below an extended pole
that is progressively lowered.)

MARKET HISTORY FOR YEARS ENDING DECEMBER, 2011 (Source: PPCA, Inc.)

stocks beonds t-kills cpi

2011-2011( 1 ¥ear) 2.11 15.94 .13 13.75 8.4¢6 1.44 .09 .02 3.34 1.24
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1969-2011 (43 ¥YRS) 9.32 15.66 .23 5.40 89.58



stocks beonds t-kbills cpi

EETURM S5TNDEV SHARFE EETURM STHMDEWV SHARFE RETUEN STHDEWV EETURMN STHDEWV
1932-1941 (10 ¥RE) £.43 35.2¢ 18 B.88 4.34 1.99 20 .13 &0 2.55
1942-1951 (10 ¥RE) 17.28 13.65 1.21 2.02 2.05 64 . B8 .13 5.53 Z2.BB
1952-1961 (10 ¥RE) 16.43 11.87 1.18 3.30 5.58 22 Z.08 .24 1.26 .54
1962-1971 (10 ¥RE) 7.06 13.29 .18 3.10 6.37 -.21 4.49 .37 3.19 .70
1972-1981 (10 ¥RE) £.47 15.80 —-.08 3.00 11.30 -.40 7.79 .93 B.&63 1.18
1982-1991 (10 ¥RE) 17.59 16.63 .54 16.13 9.36 .83 T.83 .54 3.90 .B7
1992-2001 (10 ¥RE) 12.94 14.15 . 56 B.11 5.28 .63 4.67 .30 2.6l .58
2002-2011(10 ¥RS) 2.88 15.87 .06 7.35 11.03 .48 1.91 .51 2.682 1.44
1927-1931( 5 ¥YRE) -3.11 Z29.09 -.27 3.87 3.28 .28 Z.82 .46 -3.74 2.24
1932-1936( 5 ¥YRE) 22.47 40.7% .54 12.44 5.43 2.20 .35 .16 -.84 Z2.B8
1937-1941( 5 ¥YRE) -7.51 Z28.31 -.27 5.43 2.60 2.07 .05 .08 2.06 2.14
1942-1946( 5 YRS} 17.87 14.4¢6 1.21 3.19 1.35 2.11 .33 .02 6.83 3.25
1947-1851( 5 YRS} 16.70 12.91 1.20 .B7 2.54 -.08 1.03 .11 4.25 Z2.44
1952-1856( 5 YRS} 20.18 12.71 1.43 3.01 5.94 .22 1.67 .18 .54 .96
1957-1961( 5 YRS} 12.72 11.00 .91 3.59 5.25 .21 Z.49 .25 1.69 .70
1962-1%66( 5 YRS} 5.72 12.03 .17 Z.88 Z.688 —.28 3.61 21 1.87 B2
1967-1871( 5> YRS 5.41 14.51 .20 3.32 B.64 —.23 5.37 .33 4.53 .57
1972-1976( 5 YRS 4.88 17.09 -.06 7.42 B.05 17 5.82 .47 7.20 1.17
1977-1981( 5 YRS} §.08 14.54 -.1d -1.25 13.79 —-.73 9.69 .01 10.07 1.08
1962-1986( 5 YRS} 19.84 14.68 .7a 22.38 10.8#6 1.17 8.66 .35 3.32 .97
1987-1991( 5 ¥YRS) 15.37 18.49 .42 10.21 7.33 .41 7.035 .44 4.50 T2
1992-1996( 5 YRS) 15.18 B.65 1.22 7.97 5.99 .59 4.30 .30 2.89 .44
1997-2001( 5 ¥YRS) 10.75 18.13 .30 B.25 4.50 .65 5.04 .25 2.33 .65
2002-20068( 5 ¥YRS) B.22 1Z.28 .30 B.85 B.5B .47 Z.47 .43 2.94 1.17
2007-2011( 5 ¥RS5) -.368 1B8.86 -.09 8.05 13.09 .50 1.35 .53 2.29 1.67

Additional perspective is provided by the following histograms of stock and bond returns.



86-Year Return History for Common Stocks (Source: PPCA, Inc.)
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86-Year Return History of Long-Term Corporate Bonds (Source: PPCA, Inc.)

1926-2011
Average Annually Compounded Real Return = 3.3 %
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