
  

SaratogaRIM
2018 Quarterly Report April 6, 2018 

Q1

Exposed  

  
    

RESEA
R

CH  &  IN
 V

 EST MEN T  M
AN

AG
EM

EN
 TSARATOGA

EST. 1995

Market Statistics    

Stocks   Yields (%)      Commodities  
DJIA 24,103.11   Fed Funds 1.75  US Tr. 3-Y 2.38  Baltic Dry Index 1055 

P/E ratio 22.73  Disc. Rate 2.25  US Tr. 5-Y 2.56  Gold ($/oz) 1,322.80 

S&P 500 2,640.87  Libor 1-Mo 1.88  US Tr. 10-Y 2.74  Silver ($/oz) 16.28 

P/E ratio 19.95  US Tr. 1-Y 2.10  US Tr. 30-Y 2.97   Crude ($/bbl)* 
 (NYM Light Sweet Crude) 64.94 

Source: FactSet (Mar. 31), Federal Reserve,  
* Spot prices (Mar. 31) 
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“It is the nature of organized markets under the influ-
ence of purchasers largely ignorant of what they are 
buying and of speculators who are more concerned 
with forecasting the next shift in market sentiment than 
with a reasonable estimate of the future yield of capital-
assets that, when disillusion falls upon an overoptimis-
tic and over bought market, it should fall with sudden 
and even catastrophic force.” - John Maynard Keynes 

O n March 9th the bull market celebrated its 
ninth and potentially last birthday. Despite a 

brief but violent correction in early February, it still 
faces not only historically high valuations, but 
mounting concerns about budding inflationary 
pressures, the pace of Federal Reserve policy 
normalization, rising bond yields and the term 
structure of interest rates in general. Newer con-
cerns include Trump-induced trade frictions with 
friends and foes abroad, and a ratchetting up of 
political anxiety at home. 
 
This quarter’s report delves into the market may-
hem that broke out in Q1 and examines how, 
since the 2008 financial crisis, Wall Street has 
used a recipe straight out of the 1980s to cook up 
various esoteric financial strategies that could 
serve up the next one. I’ll also discuss what Jim 
Bianco has labeled “regime change,” outlining the 
ramifications of what he expects to be a gradual 
transition from a deflationary to an inflationary 
market mindset. Phil follows up with a smart es-
say about the bimodality (manic/depressive) na-
ture of the market over the long term and how our 
approach plots a truer course. 
 
Over the 12 months that ended March 31st, net of 
fees the SaratogaRIM Large Cap Quality compo-
site generated a total return of 11.52% and our 
Focus composite earned 17.24%. Over the same 
period, the S&P 500 Total Return generated 
13.99%, the Russell 1000 Growth rose 21.25%, 
the Russell 1000 Value was up 6.95% and the 
MSCI World Index returned 13.59%. Perfor-
mance was consistent with what we would expect 
at this point in the economic and market cycles. 
The SEC requires that we remind you past per-
formance is no guarantee of future returns (see 
full disclosures at the end of this report). 
 
The best financial writers convey complex topics 
using analogies to simplify and illustrate their ide-
as. One of my favorites comes from Berkshire 
Hathaway Chairman Warren Buffett, who’s often  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

noted, “It’s only when the tide goes out 
that you learn who’s been swimming  
naked.” The concept here is that rising markets 
(like tides at the beach) conceal all swimmers 
from the neck down, leaving their poor invest-
ments to be exposed when the tide rushes out. 
The point being that, no matter how smooth or 
consistent past performance has been, any in-
vestment with a Russian Roulette construct soon-
er or later turns deadly if played long enough. In 
his bestseller Black Swan, Nassim Taleb conveys 
a similar idea with a tale about a blissfully igno-
rant turkey. 
 
Taleb’s metaphorical bird is fed for a thousand 
days by a butcher. Each meal hardens the young 
turkey’s sense “that it is the general rule of life to 
be fed every day by friendly members of the hu-
man race ‘looking out for its best interests,’ as a 
politician would say.” On Black Wednesday, the 
day before Thanksgiving, the bird’s paradigm is  

Letter to Investors
Fig. 1: SaratogaRIM Large Cap Quality & Focus 
 vs. S&P 500 TR 3/31/17 - 3/31/18 

Past performance is no guarantee of future returns. All returns presented 
gross of (before) fees. This chart is supplemental and comprises daily 
return estimates calculated by FactSet utilizing month-end holdings data 
and may differ from actual daily performance. See full disclosures. 
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Demon of Our Own Design

“… designed to protect a stock portfolio 
from dropping below a pre-specified floor 
value … by using a hedge – selling S&P 
500 futures, for example. If the portfolio 
increases in value and moves above the 
desired minimum floor value, the hedge is 
reduced, allowing the portfolio to enjoy a 
greater fraction of the market gain. If the 
portfolio declines in value, the hedge is 
increased, so that finally, if the portfolio 
falls well below the price floor the portfolio 
is completely hedged.”  
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the market lower, triggering even more selling, 
and so on. In such an environment, traditional 
buyers of stocks will quite naturally step back, sit 
on their hands and let the carnage play out.  

At Jim Grant’s conference last October, Frank 
Brosens of Taconic Capital Advisors estimated 
that at least one trillion dollars had been allocated 
to various strategies with characteristics similar to 
short-vol which, with leverage piled on, had the 
aggregated potential to perpetuate the next mar-
ket crash. These include Volatility Targeting and 
Risk Parity strategies where funds that target vol-
atility levels can get squeezed by a higher VIX 
forcing them to automatically sell stocks to lower 
their risk levels, and other go-with-the-flow types 
of CTA strategies. For those who have never 
heard of this stuff: don’t fret. My point here is that 
these approaches are completely value agnostic 
and execute through overlapping trend-following, 
mechanically algorithmic trading rules. All inves-
tors should understand that under stressed condi-
tions these types of approaches collectively have 
a powerful multiplier effect that could accelerate 
and intensify the impact of any given market 
downturn.  

All of this may feel eerily familiar to anyone who 
remembers the prelude to the 2008 financial cri-
sis and the Great Recession it caused. Just 
months before the stock market peaked in 2007, 
two obscure Bear Stearns hedge funds – both 
neck deep in that era’s hottest space, the sub-

prime mortgage market – turned turtle. As many 
of us said at the time, one seldom finds just one 
cockroach in the kitchen. The collapse of these 
funds highlighted the fact that the market wasn’t 
just mispricing risk; it was oblivious to it. As it 
turned out, these implosions foreshadowed the 
global financial contagion that spread over the 
ensuing months.   

With markets even more expensive than they 
were back at the peak in 2007, and with fresh ex-
amples of the consequences that stem from mis-
priced risk, it’s hard not to feel the tingle of déjà 
vu. Whether or not the demise of a couple short-
vol turkeys will eventually prove harbingers of 
greater woes to come remains to be seen. My 
hunch: I doubt we’ve seen the last of the turmoil 
caused by big bets made on the market’s contin-
ued placidity. While you can never know until af-
ter the fact, investors should clearly understand 
that February’s quick correction could easily 
prove a precursor to a much broader market 
event going forward. For all we know at this point, 
it might also have marked the peak of the 2009-
2018 bull market. Only time will tell. 

The market upheaval in Q1 supports a thesis pro-
moted by Jim Bianco, founder of Chicago-based 
Bianco Research, which holds that global finan-
cial markets are in the early stages of a “regime 
change.” The gist of his argument is that the trad-
ing relationships between stocks and bonds be-
have very differently when the global market 

Fig. 2: A Thousand and One Days in the Life of a                          
Thanksgiving Turkey 

Fig. 3: VelocityShares Daily Inverse VIX Short-Term 
ETN - Weekly Price (XIV-USA) over Lifespan 

Source: SaratogaRIM. Presented as supplemental data. Chart depicts a hypothetical 
representation of a turkey’s confidence and well-being leading up to Thanksgiving.  

Source: FactSet, SaratogaRIM. Presented as supplemental data. XIV’s inception date: 
11/29/2010. Last day of trading: 2/15/2018. See disclosures at the end of this report. 
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with inflation and interest rates being the primary 
drivers of asset prices

“Success breeds a disregard of the possibility of failure.” - Hyman Minsky 
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I t’s a truism that stocks generally rise over the 
long term; the average annual return on the 

S&P 500 is roughly 10% a year, though this sim-
ple average belies the market’s duality. Through 
bull and bear markets, we observe periods where 
performance rockets ahead for years, followed by 
periods of low (or even negative) returns as a re-
sult of extreme events like panics and crashes 
that can ravage long-term rates of return. Put 
simply, there is a relative dearth of periods in the 
historical record where returns look “average.”  

Analysis shows that short term return distribu-
tions for the S&P 500 have “fat tails,” reflecting 
the significant frequency of extreme price moves 
(see Fig. 4). For long-term returns (e.g., rolling 5-
10 year periods) the distributions are bimodal, 
showing that “average” returns occur far less fre-
quently than a normally distributed dataset would 
imply. Instead, returns tend to trend either well 
above or below the long-term average – a pattern 
that, graphically, looks far more like the Golden 
Gate Bridge than the textbook bell shape of a 
normal distribution (see Fig. 5). Where a return 
period falls on this histogram is largely dependent 
on the prevalence and magnitude of losses expe-
rienced during the period. 

Investors shouldn’t dwell on stock market bimo-
dality. We certainly don’t. But this pattern under-
scores the devastation market sell-offs have on 

long-term rates of return. The relative lack of con-
sistency in stock market returns also compounds 
behavioral biases. Years of accumulated wealth 
can be wiped out quickly, causing extreme men-
tal anguish and driving investors to capitulate. 
Yes, the S&P 500 generates decent average re-
turns over time, but only for those who stay in-
vested long enough for the highs and lows to av-
erage out. That’s easier said than done – it’s not 
terribly uncommon for the S&P 500 to generate 
low or even negative returns for a decade or 
longer. For retirees reliant on investment returns, 
bimodality can mean feast-or-famine cyclicality 
that can foil the return assumptions of even the 
best laid financial plans.  

Fat Tails 
Traditional risk models that use standard devia-
tion as their primary risk measure make assump-
tions that the future will look like the past and that 
stock returns are normally distributed. If these 
assumptions are true, then standard deviation 
can be used to estimate the probability and size 
of returns (or losses) over time. However, finan-
cial theorists have known for decades that ex-
treme market events occur much more frequently 
than a normally distributed dataset would sug-
gest. Furthermore, return volatility from one peri-
od to the next isn’t independent. The observed 
distribution is one with fatter tails than a normal 
distribution. 

Damping Bimodality 
Our Approach to Consistency 
By Phil Spencer 

Fig. 4: S&P 500 TR Rolling 1-Year Return  
Distribution - Standardized 1/1/1970 - 2/28/2018 

Fig. 5: S&P 500 TR Rolling 7-Year Return  
Distribution - Standardized 1/1/1970 - 2/28/2018 

Source: Morningstar Direct, SaratogaRIM. Presented as supplemental data. See full disclosures at the end of this report. 

Pr
ob

ab
ilit

y 

Pr
ob

ab
ilit

y 

Z-Score Z-Score

Normal Curve (μ = 0.00,  = 1 oN RT 005 P&S  )00. rmal Curve (μ = 0.00,  = 1.00)     S&P 500 TR    S 



Total Return    Drawdown  

Saratoga Research & Investment Management 2018 Q1 Report -  6 

In a pioneering 1963 study of cotton prices, 
Polish-born mathematician Benoit Mandelbrot 
observed that “large price changes are much 
more frequent than predicted by the Gaussian 
[normal distribution].” He also found that price  
volatility tends to cluster, with extended periods of 
low volatility followed by periods of high volatility. 
Mandelbrot’s observation was that absolute re-
turns correlate positively with the absolute returns 
in prior periods, i.e., that volatility is positively au-
to correlated. “Large changes [in price] tend to be 
followed by large changes, of either sign, and 
small changes tend to be followed by small 
changes," he wrote. These findings have also 
been tested with success on common stocks. 

As Mandelbrot explained in a forward to his 2004 
book The (Mis)Behavior of Markets: A Fractal 
View of Risk, Ruin and Reward, “Conventional 
financial theory assumes that variation of prices 
can be modeled by random processes that, in 
effect, follow the simplest ‘mild’ pattern, as if each 
uptick or downtick were determined by the toss of 
a coin…by that standard, real prices ‘misbehave’ 
very badly.” As a result, Mandelbrot suggested 
that investors modeling financial asset prices 
should replace normal distributions with distribu-
tions that incorporate “fat tails.” Fat-tailed distribu-
tions assign non-trivial probabilities to outcomes 
far out left or right from the average in acknowl-
edgement that “outlier” events actually happen 
more frequently than traditional risk models antic-
ipate. 

Regime Change? 

For the S&P 500, extreme events have such a 
disproportionate impact that they disrupt the 
“smoothness” of market returns over time. Im-
portantly, investors who rely on return-based risk 
metrics like standard deviation within the context 
of a normal distribution systematically underesti-
mate risk. The danger is magnified during a 
“regime change” when protracted low volatility 
gives way to high volatility. Although February’s 
volatility eased somewhat within two weeks, as 
the chart below illustrates, volatility spikes some-
times persist for months at a time, during which 
the real cost of holding risky assets becomes ap-
parent. Given the positive relationship between 
volatility and drawdown magnitude (read: the like-
lihood and intensity of stock market crashes in-
crease as volatility rises), bouts of volatility –
however short-lived – emphasize the critical role 
that risk management plays in a fundamentally 
sound investment process.  

Building wealth can take a lifetime; wealth de-
struction, in contrast, often happens relatively 
quickly. Consider: in September 2007, on the eve 
of the financial crisis, the trailing 5-year annual-
ized return on the S&P 500 peaked at 15.5%. 
Just one year later, that 5-year return had 
dropped to 5.2% annualized despite the two ob-
servation periods overlapping by 80%. By the end 
of February 2009, the 5-year annualized rate 
had plunged to minus 6.6%. Peak-to-trough, the 
S&P 500 cratered 50.95% (on a month-end ba-
sis) over 17 months. That brief period in stock 
market history witnessed a 22.1 point change in 5
-year annualized returns with measurement peri-
ods that overlapped by 72%.

The 5-year return chart above represents how 
market selloffs have impacted rolling returns on 
the S&P 500 based on Morningstar Direct data 
going back to 1970. It is largely because of these 
drawdowns that the return distributions for 5-year 
to 10-year time frames are bimodal, with S&P 
500 returns over time tending towards either a 
below-average return regime or an above-

Fig. 6: S&P 500 TR Volatility vs. Drawdown 
1/1/1970 - 2/28/2018 

Fig. 7: S&P 500 TR 5-Year Annualized Return vs. 
Drawdown 1/1/1970 - 2/28/2018 

Source: Morningstar Direct, SaratogaRIM. Supplemental data. See disclosures. 

Source: Morningstar Direct, SaratogaRIM. Supplemental data. See disclosures. 
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Fig. 8: Rolling Return Distributions for the S&P 500 TR Since 1/1/1970 and 2/29/2000 

Fig. 8a: Rolling 5-Year Return Distribution: 
S&P 500 TR Since 1/1/1970 

Source: Morningstar Direct, SaratogaRIM. Presented as supplemental data. See full disclosures at the end of this report. 

Fig. 8b: Rolling 5-Year Return Distribution: 
S&P 500 TR Since 2/29/2000 

Fig. 8c: Rolling 7-Year Return Distribution: 
S&P 500 TR Since 1/1/1970 

Fig. 8d: Rolling 7-Year Return Distribution: 
S&P 500 TR Since 2/29/2000 

Fig. 8e: Rolling 10-Year Return Distribution: 
S&P 500 TR Since 1/1/1970 

Fig. 8f: Rolling 10-Year Return Distribution: 
S&P 500 TR Since 2/29/2000 
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Fig. 9: Rolling Return Distributions for the SaratogaRIM Large Cap Quality Composite Since 2/29/2000 

Fig. 9a: Rolling 5-Year Return Distribution: 
SaratogaRIM Large Cap Quality Since 2/29/2000 

Fig. 9b: Rolling 5-Year Return Distribution: SaratogaRIM 
Large Cap Quality vs. S&P 500 TR Since 2/29/2000 

Fig. 9c: Rolling 7-Year Return Distribution: 
SaratogaRIM Large Cap Quality Since 2/29/2000 

Fig. 9d: Rolling 7-Year Return Distribution: SaratogaRIM 
Large Cap Quality vs. S&P 500 TR Since 2/29/2000 

Fig. 9e: Rolling 10-Year Return Distribution: 
SaratogaRIM Large Cap Quality Since 2/29/2000 

Fig. 9f: Rolling 10-Year Return Distribution: SaratogaRIM 
Large Cap Quality vs. S&P 500 TR Since 2/29/2000 
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Source: Morningstar Direct, SaratogaRIM. Presented as supplemental data. Past performance is no guarantee of future returns. See full disclosures at end of report. 

   SaratogaRIM Large Cap Quality         S&P 500 TR 
   Normal Curve (Quality: μ = 9.08, = 2.92)     Normal Curve (S&P 500: μ = 7.14, = 7.03)    

   SaratogaRIM Large Cap Quality        S&P 500 TR 
   Normal Curve (Quality: μ = 9.15, = 2.04)     Normal Curve (S&P 500: μ = 6.42, = 4.81)    

   SaratogaRIM Large Cap Quality         S&P 500 TR 
   Normal Curve (Quality: μ = 9.06, = 1.31)     Normal Curve (S&P 500: μ = 5.86, = 2.87)    

Normal Curve (μ = 9.15,  = 2.04)                SaratogaRIM Large Cap Quality  

Normal Curve (μ = 9.08,  = 2.92)                SaratogaRIM Large Cap Quality    

Normal Curve (μ = 9.06,  = 1.31)                SaratogaRIM Large Cap Quality  

           

          

           

  

  





Gross Net S&P 500 Median Standard Quality S&P 500 Number of % Non- Fee End of Period Pct of Firm Number of End of Period
Year TWR TWR Total Return TWR Deviation Composite Total Return Portfolios Paying Accts Total Assets Assets Firm Portfolios* Total Firm Assets

2000 (2/29) 32.49 31.45 -2.45 n/a n/a - - 48 0.0% 14,909,737.56 55.76 62 26,739,561.04
2001 -1.62 -2.56 -11.93 -1.65 3.58 - - 64 0.0% 30,514,640.98 82.74 72 36,880,627.71
2002 -9.37 -10.17 -22.06 -11.06 3.01 - - 89 0.0% 34,000,857.47 86.67 102 39,231,009.50
2003 18.24 17.18 28.68 16.69 2.44 - - 96 0.0% 42,848,809.47 81.77 120 52,403,457.10
2004 1.58 0.66 10.88 -0.29 2.96 - - 103 0.2% 47,681,947.54 82.16 129 58,032,372.36
2005 7.11 6.13 4.91 5.54 2.39 - - 105 0.2% 50,517,691.96 82.30 130 61,384,012.72
2006 16.94 15.87 15.80 14.48 2.82 - - 99 0.2% 56,390,733.75 76.99 127 73,239,570.68
2007 12.06 11.02 5.49 10.29 3.31 - - 99 0.2% 61,759,766.08 77.97 130 79,206,822.92
2008 -11.91 -12.74 -37.00 -12.32 4.20 - - 126 0.5% 63,833,081.54 78.86 162 80,940,276.85
2009 24.77 23.65 26.46 23.89 2.18 - - 259 0.4% 149,451,161.47 81.46 300 183,475,713.20
2010 14.27 13.43 15.06 13.89 0.76 - - 494 0.3% 308,594,397.72 72.87 544 423,498,666.41
2011 4.31 3.69 2.11 3.27 0.53 11.86 18.71 1,176 0.4% 675,644,949.35 89.07 1,306 758,587,627.80
2012 9.93 9.30 16.00 9.33 0.61 9.98 15.09 1,539 0.4% 952,297,851.47 91.19 1,689 1,044,258,285.00
2013 21.65 20.98 32.39 21.10 1.63 7.85 11.94 1,823 0.3% 1,260,548,699.31 89.81 2,033 1,403,561,317.89
2014 10.58 9.98 13.69 10.37 0.94 6.30 8.97 1,912 0.7% 1,338,762,813.12 82.94 2,163 1,614,090,178.92
2015 1.77 1.22 1.38 1.07 1.00 6.96 10.47 1,989 1.6% 1,268,091,067.90 77.41 2,298 1,638,083,262.30
2016 6.94 6.36 11.96 6.32 0.89 6.48 10.59 2,194 1.8% 1,329,975,377.78 73.85 2,573 1,800,854,794.70
2017 17.71 17.08 21.83 16.93 1.52 6.15 9.92 2,380 2.0% 1,481,470,247.11 70.11 2,887 2,113,099,369.12

03/31/18 0.12 -0.02 -0.76 n/a n/a 6.13 10.11 2,452 2.1% 1,484,129,704.23 69.52 3,016 2,134,901,987.63

3 Yr Ann Standard Dev





Gross Net S&P 500 Median Standard Focus S&P 500 Number of % Non- Fee End of Period Pct of Firm Number of End of Period
Year TWR TWR Total Return TWR Deviation Composite Total Return Portfolios Paying Accts Total Assets Assets Firm Portfolios* Total Firm Assets

2014 (8/31) 6.95 6.71 3.46 n/a n/a - - 31 0.0% 59,408,640.33 3.68 2,163 1,614,090,178.92
2015 2.84 2.28 1.38 2.70 0.25 - - 88 0.0% 122,809,323.37 7.50 2,298 1,638,083,262.30
2016 11.93 11.33 11.96 11.18 0.63 - - 151 0.0% 198,406,978.21 11.02 2,573 1,800,854,794.70
2017 28.21 27.49 21.83 27.49 0.55 8.70 9.92 287 0.1% 362,440,319.53 17.15 2,887 2,113,099,369.12

03/31/18 -1.02 -1.16 -0.76 n/a n/a 9.11 10.11 343 0.1% 400,590,451.32 18.76 3,016 2,134,901,987.63

3 Yr Ann Standard Dev
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January 23, 2018    
 
Ms. Aileen Kay Braga 
SaratogaRIM 
14471 Big Basin Way, Suite E 
Saratoga, California, 95070 
 

Report of Independent Verification 
 

Dear Aileen: 
 

We are pleased to report that we have examined whether SaratogaRIM has complied with all the 
composite construction requirements of the Global Investment Performance Standards (GIPS®) on a firm-
wide basis for the period March 1, 2000 through December 31, 2017 and designed its processes and 
procedures to calculate and present performance results in compliance with GIPS as of December 31, 2017. 
SaratogaRIM’s management is responsible for the claim of and compliance with GIPS, the design of its 
processes and procedures, and for the performance presentations. Our responsibility is to express an opinion 
based on our examination. 
 

Our examination was conducted in accordance with the guidelines provided by GIPS, including the 
Guidance Statement for Verification. The verification included examining, on a sampling basis, evidence 
about SaratogaRIM’s compliance with the GIPS requirements, evaluating the design of SaratogaRIM’s 
processes and procedures, and performing the procedures for a verification set forth by GIPS as well as other 
procedures we considered necessary.  Verification does not ensure the accuracy of any specific composite 
presentation. We believe that our examination provides a reasonable basis for our opinion, which is that 
SaratogaRIM has, in all material respects: 
 

 Complied with all composite construction requirements of the Global Investment Performance 
Standards on a firm-wide basis for the period March 1, 2000 through December 31, 2017, and 

 
 Designed its processes and procedures to calculate and present performance results in compliance 

with the Global Investment Performance Standards as of December 31, 2017. 
 

Aileen, we appreciate having you as a client and the opportunity to conduct this verification for you. 
 
Sincerely, 

 
John D. Simpson, CIPM 
Executive Vice President 
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