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Second Quarter Preserves First Quarter Market Gains

We’re Still Above Water and Treading
By Ron Surz
July 12, 2011

Advisor Perspectives welcomes guest contributions. The views presented here do not
necessatrily represent those of Advisor Perspectives.

Be on your guard against a silent dog and still water.
French Proverb

Stock markets delivered positive returns for the first six months of 2011, albeit all of it in the first
four months. May and June took back all of the gains from April, leaving only the gains earned in
the first quarter. Value investing has dominated markets across the globe, reflecting caution,
since the concept of “value” is “safe.” Importantly, the definition of “value” has become very
important and index providers disagree — many distressed banks are value in the Russell and
S&P indexes but they are growth in my Surz indexes. Surprisingly, financial stocks in the US
have suffered this year, while foreign financials have done just fine. Sector allocation decisions
should differentiate between foreign and domestic. Are foreign financials in better shape than
US financials?

By contrast health care stocks around the globe have led the markets, possibly playing on the
aging population theme. Japan and emerging markets have lost value. Japan’s problems stem
from their tsunami and nuclear disasters. The emerging markets setback follows a two-year run
that doubled the value of these stocks, so valuations were running high but now they have
retreated and are once again below market averages. The Price/Earnings ratio for emerging
markets is currently 15.5, which is below the current average for all foreign stocks of 17.

Let’s look at how the US market performed and then how foreign markets fared. I'll conclude on
a lighter note with a couple of videos that address key topics in the investment arena.

The year-to-date in review
| examined the performance of the S&P500 and EAFE indexes using attribution analysis

described at StokTrib. You should perform similar analyses on your own portfolios to know why
you are succeeding or failing, so you can adjust accordingly.
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US stock market

| begin with an analysis of the style composition and performance of the S&P500 as shown in
the next exhibit. A quick explanation of this graphic is available at Performance.

The portfolio in the exhibit is the S&P500 index and the benchmark is the entire U.S. stock
market. Let’s begin with a discussion of 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, tilted toward large-value
companies. The total market is about 30% large-cap value, whereas the S&P is 40% large-cap
value.

Large Cap Mid Cap Small Cap
Value Core Growth Value Core Growth Value Core Growth Total
Partfolio Return 712 247 383 11.35 281 6.38 -18.31 2828 -5 64 6.03
Benchmark Refum 6.75 364 2.05 9497 7.29 818 455 6.68 337 569
Portfolio Weight 43 59 15.49 2448 843 326 564 0.05 0.01 0.04 100.00
Benchmark Wer'ght 3154 1157 2179 10.45 498 967 454 269 276 100.00
Portfolio Issues Held 20 BE 20 118 71 82 3 3 2 505
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This large-value orientation helped the S&P (relative to the total market) because value
companies performed better in the year-to-date, as shown by the fact that the middles of the
floating bars for large-and mid-value are above those of the other styles. These floating bars
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represent pure scientific peer groups, as described at Portfolio Opportunity Distributions
(PODs). The median of each POD is the return for that style in aggregate and the ranges
(spread from top to bottom) of each bar are the return opportunities for that style. Note for
example the very wide range of opportunities in small-cap growth because this is not a
homogeneous group of securities. Also, as you can see, large-value companies returned 6.75%,
while mid-value returned even more, earning 9.97%. By contrast, large core and large growth
lagged with 3.6% and 2.1% returns respectively. So the offsetting effects of large value versus
large growth caused the S&P’s 6% return to be in line with the total market’s 5.7% return.

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.

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 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, | use Surz Style Pure® (SSP) 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 three years from those of the name-brand
indexes, such as S&P and Russell. Name-brand indexes rely upon Price/Book ratios for their
style classifications, which classify

distressed financials as deep value. Year-to-Date Style Disagreements
The problem with Price/Book in this .

current market is that the book Are Distressed Banks Value or Growth?
values of many distressed banks are

gross|y overstated because bad S&P500 Russell 200 Surz Large Cap
debts and mortgages are not fully 6.8 6.8

reflected. Consequently these 5
companies are being misclassified.
The disagreements between these
indexes and SSP are shown in the
graph on the right.

wh
(3]

5.2

Next, | performed a similar analysis,
decomposing the S&P by economic
sector, and concluded that the - P
S&P’s sector allocations and stock [IValue @ Growth m Core| P(r,‘,j
selections have been in line with the -
broad market, as shown in the exhibit below. The S&P500, which is about 80% of the total
market, has performed like the total market, which is historically unusual. Looking at the middles
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of the floating bars, health care has been the best performing sector this year, returning 14%,
which is 15% more than the worst performing finance sector, which lost 1.3%.

There were a wide range of opportunities in finance, indicating that finance companies are quite
different from each other. Or put another way, statistical success in selecting financial stocks
has been harder to achieve than in other sectors, like health care which had a relatively narrow
opportunity distribution. Beating the benchmark by 2% places you in the top quartile of the
health care peer group but the same outperformance left you below the top quartile in the
finance peer group.

ConsumerConsumer Health Info Telecom
Staples Discr Care Materials Tech Energy Industrial Utility  Finance Total

Portfolio Return 7.89 827 1391 3.59 210 1148 7497 817 -3.07 65.03
Benchmark Returmn 5.40 758 1399 028 243 921 7.26 843 -1.29 5.69
Portfolio Weight 10.40 1052 11.03 3.66 18.40 1282 1114 623 15.78 100
Benchmark Weight 831 11.72 9.88 6.01 17.24 13.79 10.78 5.60 16.66 100
Portfolio Issues Held 41 80 52 30 77 41 60 43 81 505
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The performance attribution puzzle is complex, 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.
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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. A quick explanation of this report is
available at Biggest, Best, Worst.

Description Identifier Sector Style # Mnths Weight Eff Ret Rpt Pd Rel Impact

Largest Holdings
EXXON MOBIL CORP

APPLE INC

GEMNERAL ELECTRIC CO
CHEVROMN CORP

INTL BUSINESS MACHIMNES CORP
MICROSOFT CORP

PROCTER&GAMBLE CO

JPMORGAN CHASE&CO ‘1

ATRT INC ;’
JOHNSOMNE&JOHNSON R‘n-ib

Attribution with Style
10 Largest Contributors
EXXON MOBIL CORP
INTL BUSINESS MACHINES CORP
PFIZER INC
CHEVRON CORP
UMNITEDHEALTH GROUP INC
FHILIF MORRIS INTERMATIOMNAL
ATETINC
JOHNSONEJIOHNSON
CONOCOPHILLIPS
MARATHON OIL CORP

10 Largest Detractors
CISCO SYSTEMS INC

BANK OF AMERICA CORP
GOOGLE INC-CL A
GOLDMAN SACHS GROUP INC
CITIGROUP INC

WELLS FARGOECOMPANY
MICROSOFT CORP
HEWLETT-PACKARD CO
FORD MOTOR CO

TARGET CORP

XOom
BN
PFE
VX
UNH
P

1N
cop
MRO

CsCo
BAC
GOOG
G5

WFC
MSFT
HPQ

TGT

Energy
Information Technology
Industrial
Energy
Information Technology
Information Technology
Consumer Staples
Finance
Telecom-Utilities
Health Care

Energy
Information Technology
Health Care
Energy
Health Care
Consumer Staples
Telecom-Utilities
Health Care
Energy
Energy

Infarmation Technology
Finance
Information Technology
Finance
Finance
Finance
Information Technology
Infarmation Technology
Consumer Discreticnary
Consumer Discreticnary

Large Cap Value
Large Cap Growth
Large Cap Value
Large Cap Value
Large Cap Core
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value

Large Cap Value
Large Cap Core
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Core

Large Cap Core
Large Cap Growth
Large Cap Growth

Large Cap Core

Large Cap Core

Large Cap Core

Large Cap Value

Large Cap Value

Large Cap Value

Large Cap Core

[ = I« - O O (O VR = I [ = R« R O O (R R VR O (R

[= = I« VR« Y= R O R VO R R ]

3.44%
2.63%
177%
171%
1.66%
1.65%
1.50%
1.48%
1.47%
1.43%
18.74%

3.44%
1.66%
1.31%
1.71%
0.40%
0.97%
1.47%
1.43%
0.90%
0.25%
13.58%

0.86%
1.11%
1.21%
0.68%
1.11%
1.35%
1.65%
0.77%
0.49%
0.31%
9.54%

11.80
4.02
4.41

1355

17.36

-6.32
-0.11
-2.65
9.30
8.58

11.80
17.36
18.05
13.55
41.74
1498

9.30

8.58
1195
37.04

-22.88
-16.81
-14.23
-15.91
-12.08

-8.53

-6.32
-12.48
-18.26
-22.44

1251
4.06
463

1431

17.89

-5.67
0.38
-2.86

10.06

9.43

12.51
17.89
159498
14.31
43.69
16.31
10.06

2.43
1235
4363

-22.56
-17.72
-1474
-20.50
-11.85

-8.73

-5.67
-13.08
-17.86
-21.21

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 the year-to-date. The top 10 holdings comprise

18.74% of the index, reflecting concentration in this 500 stock portfolio because an equal

weighting would have just 2% in the top 10. As indicated by the red highlights, five of the top 10
holdings were the biggest contributors to total performance (largest positive “impact”, defined as

return-times-average-allocation) for the year to date. But only one of the top 10 — Microsoft --
was among the largest detractors from portfolio performance. These are likely to be the same

winners and losers that you'll find in your large-cap managers’ portfolios.

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
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0.29
0.25
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0.17
0.14
0.14
0.12
0.11
011
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allocation decisions. Effective return is larger than the traditional holding-period return if
allocations are advantageous, holding more of the stock when performance is good than when it
is bad. Of course the reverse is true if allocations are disadvantageous.

Non-US stock market

Now let’s turn our attention outside the US, where the total foreign market earned 4.87%, about
1% less than the total US market’'s 5.7%. The Europe, Australia and Far East (EAFE) index
outperformed the total foreign market, earning 5.35%, which was close to the total US market.
The exhibit below shows that, like the S&P, the EAFE index is large-value oriented, and this
orientation was in favor because large-value companies performed well. Also like the S&P,
stock selection within styles was median. This graph can be used to rank your foreign

managers.

Large Cap Mid Cap Small Cap
Value Core Growth Value Core Growth Value Core Growth Total

Portfolio Return 8.28 5497 177 5497 389 -1.61 0.00 0.00 0.00 535
Benchmark Refum 924 585 273 719 379 -0.43 519 202 -3.88 487
Portfolio Weight 48 98 17.79 21.72 578 3.09 2.63 0.00 0.00 0.00 100.00
Benchmark Weight 30.88 12.96 23.15 10.61 531 7.88 3.78 2.01 3.43 100.00
Portfolio Issues Held 197 149 150 161 143 a4 0 0 0 a84
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Now let’s look at country performance outside the US. As shown in the following exhibit, Japan
was the worst performing country, and EAFE was overweight Japan. This detrimental allocation
was offset by an overweight to Europe ex-UK, which was the best performing region. Japan lost
1.68% while Europe ex-UK earned 14%. Emerging Markets suffered a modest setback, losing
1.18%. Since EAFE is virtually void emerging markets, this underweight benefitted performance.

Asia Pacific  Europe Emerging Latin

Japan Canada Aust & NZ xJP AUST ex UK Markets  America Other Total
Partfolio Return 5.28 -4.10 0.00 555 2.15 1290 -5.74 0.00 -5.43 5.35
Benchmark Retumn 5.88 -1.68 434 435 2.84 14.01 -1.18 235 2.88 4 87
Portfolio Weight 21.41 2191 0.00 8.39 413 42.65 078 0.00 074 100.00
Benchmark Weight 10.00 11.78 9.24 4.25 17.89 26.80 11.76 5.65 2.62 100.00
Portfolio Issues Held 104 314 o 67 56 313 14 0 16 884
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Let’s take a closer look at the attribution analysis for EAFE. A brief explanation for interpreting
the following exhibit is available at Attribution Graph. The graph shows that allocation effects (in
red) were the major components, with the Japan overweight subtracting .72% and the Europe
ex-UK overweight adding back 1.33% -- a 0.6% net gain. Plus the emerging markets
underweight added an additional .75%, bringing the allocation benefit to over 2%, including
additional regions. By contrast, stock selection, especially in Japan, subtracted 1.04%. In
summary, EAFE’s 1% outperformance above the total market was due to advantageous country
allocations that added 2%, offset by disadvantageous stock selections that subtracted 1%.
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Portfolio Benchmark Skill

Market Segment Weight Return Weight Return Allocation Selection Value Added
United Kingdom 21.41 5.28 10.00 6.88 0.15 -0.24 -0.08
Japan 21.91 -4.10 11.78 -1.68 -0.72 -0.48 -1.20
Canada 0.00 0.00 9.24 4,34 0.06 0.00 0.06
Australia and New Zealand 8.39 5.55 4.25 4,35 -0.03 0.08 0.05
Asia Pacific x Aust/Japan 4.13 2.15 17.89 2.84 0.30 -0.04 0.25
Europe 42.65 12.90 26.80 14.01 1.33 -0.27 1.06
Emerging Markets 0.78 -5.74 11.76 -1.18 0.75 -0.04 0.72
Latin America 0.00 0.00 5.65 2.35 0.19 0.00 0.19
Other 0.74 -5.43 2.62 2.89 0.04 -0.06 -0.01
Cash 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Total 100.00 5.35 100.00 4.87 2.07 -1.04 1.03
Activity 0.00

Components of Value Added by Region

) M Allocation H Selection 207
2.0

)
- KTrib
1.0 Attribution with Style 075
0.5 0.30

0.15 0.19
406 pop 008 0.00 0.04 0.00 000
00 | [
-0.02 -0.04 -0.04 0.06
0.5 .24 0.27
-0.48
1.0 072
1.04
1.5
United Kingdom j Canada Australiz and New Asia Pacificx AU Europe Emerg'ng Latin America Other Cash Total
a an Zzzland
P ex UK

Before we leave the foreign markets, let’s look at the Biggest, Best and Worst stocks in the
EAFE. The largest company is Royal Dutch Shell, comprising 3.96%. The 10 largest companies
in this 800-stock index make up 16.1%, which like the S&P represents a weighting toward larger
companies, since an equal weighting would have 1.25% in any 10 stocks. Two of the largest
stocks were among the biggest contributors, but none were among the largest detractors, a
reflection of the dominance of large companies during this period. Four of the largest detractors
are Japanese companies.
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Mnths

EfRet

RawRet

Description
Largest Holdings
ROYAL DUTCH SHELL PLC-B SHS
MESTLE SA-REG

HSBC HOLDINGS PLC
BANCO SANTANDER 5A
BHP BILLITOMN LTD
VODAFOMNE GROUP PLC
BP PLC

MNOWARTIS AG-REG
TOTAL 54

TOYOTA MOTOR CORP

10 Largest Contributors

BANCO SANTANDER 5A

ROYAL DUTCH SHELL PLC-B SHS
ROCHE HOLDING AG-GENUSSCHEIN
BNP PARIBAS

VOLKSWAGEN AG
SANOFI-AVENTIS

BAYERISCHE MOTOREM WERKE AG
AXA

INTESA SANPAOLO

DAIMLER AG

10 Largest Detractors

TOEYOD ELECTRIC POWER CO INC
NOKIA OY]

LLOYDS BANKING GROUP

NINTENDO CO LTD ‘

SONY CORP )
cwanc  StokTrb
BHF BILLITON FLC Altribution with Style
ANGLO AMERICAN PLC

RWE AG
SUPITOMO MITSUI FINANCIAL GR

BO3MME0
7123870
0540528
5705546
6144590

B16GWDS
0798055
7103065
B1SC557
6500643

5705946
BO3MM40
7110388
7309681
5497102
5671735
3756029
7083429
4076836
5529027

6895404
5502541
0870612
6639550
6821506
3141100
0056650
BIXZ582
4768962
6563024

Energy
Consumer Staples
Finance
Finance
Materials
Telecom-Utilities
Energy
Health Care
Energy
Consumer Discretionary

Finance
Energy
Health Care
Finance
Consumer Discretionary
Health Care
Consumer Discreticnary
Finance
Finance
Consumer Discreticnary

Telecom-Utilities
Information Technology
Finance
Information Technology
Consumer Discretionary
Materials
Materials
Materials
Telecom-Utilities
Finance

Large Cap Value
Large Cap Core
Large Cap Growth
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Growth
Large Cap Value
Large Cap Value
Large Cap Growth

Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Value
Large Cap Core

Large Cap Core
Large Cap Value
Large Cap Growth
Large Cap Core
Large Cap Growth
Large Cap Core
Large Cap Core
Large Cap Value
Large Cap Value
Large Cap Value
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3.96%
1.83%
1.65%
154%
137%
1.28%
127%
111%
1.10%
1.00%
16.11%

1.54%
3.96%
0.98%
0.63%
0.63%
0.50%
0.53%
0.31%
0.25%
0.58%
9.95%

0.18%
0.30%
0.35%
0.22%
0.27%
0.43%
0.78%
0.60%
0.49%
0.37%
3.99%

6.93
6.23
-2.01
18.67
-2.35
6.95
5.96
418
9.94
9.48

18.67

6.93
2165
29.90
25497
3122
29.08
4585
4561
20.51

-83.96
-32.66
-27.06
-38.14
-22.56
-13.77

-6.55

-8.33

-9.85
-11.98

9.0z
12.62
-8.42
1226
2.82
477
2.06
8.00
1111
482

12.26

9.02
2465
23.36
3194
30.36
31.42
4197
2978
18.68

-83.48
-1.29
-24.09
-36.48
-26.11
-5.05
-1.45
-3.02
-10.93
-13.50

Impa

0.27
011
-0.03
0.25
-0.03
0.09
0.08
0.05
011
0.09
1.03

0.29
0.27
0.21
0.19
0.16
0.16
0.15
0.14
013
0.1z
1.83

-0.15
-0.10
-0.09
-0.08
-0.06
-0.06
-0.05
-0.05
-0.05
-0.04
-0.74
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Now for some comic relief

You’ve had some pretty serious reading up to this point, so I've decided to end this commentary
on a lighter note. We’ve created two videos that deliver important messages in a humorous way.

The first, Investment Manager Due Diligence from a Consultant’s Perspective,

Investment Manager Due Diligence from a Consultant's Perspective
shares an interview process that many of you have experienced.
“Trust but verify” is the mission of real due diligence, and it's not
always easy. For equality sake we’re working on a similar video from
an investment manager’s perspective. Let us know if you’re
interested.

The second, The Sad Comedy of Target Date Funds

The Sad Comedy of Target Date Funds

Satire with a cause: Challenge the status quo. You'll laugh. You'll cry.
You'll learn why target date funds can be better. Webinar on 9/15/11.
Target date funds are devised for profit, not the benefit of participants.
Employees feel the sting of this sick joke on fiduciaries. Realistic
objectives can end the farce, and transform these funds into
worthwhile investments. Put the smiles back on the faces of
beneficiaries.

| Subscribe and Register for our Webinar:
http://www.targetdatesolutions.com/subscribe.php

www.advisorperspectives.com

For a free subscription to the Advisor Perspectives newsletter, visit:
http://www.advisorperspectives.com/subscribers/subscribe.php
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