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...rather than making a forecast about where things ‘should be,’ we invest with the

averages on our side and we monitor them as a measure of risk.”

At MGG, we believe success occutrs
more often when paired with a well-
defined strategy. A strategy serves as
a road map that guides its users
where to go and how to get there.
As the market becomes more vola-
tile and the world situation more
uncertain, it is easy to be overcome
by the emotion of the moment, lose
sight of the goal, and make poor
decisions. Following a well-defined
investment strategy is imperative for
success during times like these and
at MGG, we have a great one.

We pay attention to history. Long-
term cycles help one understand the
risks inherent in any investment.
This is true for stock markets as well
as individual companies. It is diffi-
cult for a stock market to outpace its
historical rate growth. Likewise, it’s
difficult for a company’s stock to
outpace its historical economic per-

formance. When markets dramati-
cally get ahead of historical growth
rates, the risk levels are elevated.
Similarly, when a stock price moves
dramatically ahead of its company’s
fundamentals, a correction is likely.

We use prices. Consumers buy
things — a car, for example - because
they have an expectation of how
those things will perform. In similar
fashion, a buyer of a company’s
stock expects a certain level of per-
formance from the company. As a
result, prices provide an objective
summary of performance expecta-
tions. When people expect great
things they will push prices higher.
When investor expectations about
the future are negative, they tend to
sell. The resulting price contains val-
uable information. Mathematically
speaking, a stock price is a sum of
cash flows or earnings over time. A
lower price implies an expectation of
less cash or lower earnings. A high

price means an expectation of more
cash and higher earnings. For MGG,
opportunities emerge when expecta-
tions are well below what history
argues is reasonable. Conversely,
when prices indicate expectations
are well above what history sup-
potts, we are cautious.

Financial “experts” tend to reduce a
complex world to a single point (i.e.,
the market will go to 1300) and thus,
are often wrong, though their pre-
dictions are taken seriously. In
2000, for example, many predicted
the market’s run would continue.
Their strong faith in this forecast
caused them to willingly ignore
things as referenced in Figure 1 (next
page). Starting in 1995, the market
began to pull ahead of its historical
average. By the end of the 90s, no
one knew when the party would end
(it had been a great five years), but it
was very obvious the market was well
above historical averages. Forecasts

Continned on next page...
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Figure 1 - Source: Standard & Poor’s
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of continued growth didn’t high-
light this risk. The longer the mar-
ket stayed above its long-term
average, the greater the risks be-
came. At MGG, rather than mak-
ing a forecast about where things
“should be,” we invest with the
averages on our side and we mon-
itor them as a measure of risk.

Mathematically speaking, our
strategy is based on the statistical
concept called “reversion to the
mean.” This is one the most im-
portant statistical concepts in Fi-
nance and one of the few with a
strong track record. In practice,
by focusing on history, paying a
price that reflects performance
below historical norms and es-
chewing forecasts, our strategy
seeks to minimize the risks of per-
manent losses in capital. Howev-
et, there is a catch. It can take a
long time for things to revert to
their averages, both on the upside
and downside. This means MGG

has a long-term perspective. Sec-
ondly, we must not assume that
past relationships never change.
It’s important to identify compel-
ling reasons why the reversion to
the mean will or will not occur.

As a result, we are patient and will-
ing to wait for our investments to
work.

With its recent selloff the US stock
market has been pushed to levels
where long-term averages argue
for positive rates of return. From a
price standpoint, investors seem to
expect zero growth from many US
companies over the next decade.
Yet, over the last ten years, corpo-
rate America has been prudently
saving, cutting debt, and growing
earnings. Additionally, many now
offer a growing dividend yield in
excess of +3%. Yet, based on
stock prices, investors don’t ex-
pect much. The overall low level
of expectations is demonstrated by
investors eagerly buying US Treas-
ury bonds earning 2.0% for ten

years. Investors seem to believe
the US based companies will never
grow again and as a result 2.0%
per year for 10 years is a “good”
rate of return.

While the market will continue to
be volatile, and it’s possible the
dire forecasts will prove to be cor-
rect, history argues strongly
against it. First, the market has
turned in one of its worst 10 year
performances in history. After
such a period, the market has al-
ways generated positive returns in
excess of current expectations.
Second, US companies are in ex-
cellent financial condition and are
world leaders. Given that the alter-
natives don’t share these charac-
teristics, stocks seem to be poised
for strong relative performance.
Over the last few weeks, we’ve
been adjusting our allocations to
take advantage of this opportunity
and will be in touch should your

model need to be adjusted.
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The information and opinions expressed in this article are general in nature and are not intended to be construed as investment advice. The mention of any

security or investment strategy is not intended as investment advice to buy, hold, or sell securities or follow any investment strategy. Specific

recommendations must be tailored to individuals and their own personal circumstances. For specific recommendations based on your circumstances,

personal risk tolerance, and portfolio size, please contact your Advisor. Past performance is not a guarantee for future results.



