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T H E  A L I T I S  

M ONTHLY  UPDATE  
Some Thoughts About Risk  

Risk management is the starting point for Alitisô investment style, and it permeates all the steps we go though in our processes ð from 

using more asset classes to only using pooled products (e.g. ETFs, funds, MICs) as our investment choices.  With our style, it is very 

unlikely that will see the astronomical returns that a specialized fund could achieve, but it is also very unlikely that you will see the 

massive losses that also usually go along specialized funds.  We much prefer a steadier, more consistent approach that we expect will 

perform better over a market cycle.  This is the essence of our approach to risk management.  There are certainly others, but the one thing 

all risk management approaches will have in common is and understanding of risks and how to interpret them. 

Recently, a fellow named Howard Marks put out a very good article entitled, ñRisk Revisited.ò  Mr. Marks is not as well known as other 

investors, but he has been writing ñmemosò to Oaktree Capital Managementôs clients on various investment topics since at least 1990.  

These memos have gained quite a following amongst the wealthy, with Warren Buffet being one of them.  According to Wikipedia, Mr. 

Buffet has stated,  "When I see memos from Howard Marks in my mail, they're the first thing I open and read. I always learn 

somethingé.ò [http://en.wikipedia.org/wiki/Howard_Marks_(investor)] That is about as good an endorsement as you are going to get!  

The memo is 15 pages long but is well worth the read as it is very insightful in an easy-to-read style.  Here is the link: here [http://

www.oaktreecapital.com/MemoTree/Risk%20Revisited.pdf. 

In his memo, Mr. Marks identifies 29 risks that impact investment decisions.  Most of these are very well known, but the one stands out at 

this time is risk he calls, ñFear of Missing Opportunitiesò or ñFOMOò.  With FOMO, people start to invest based on how other people are 

investing because of the fear that they are missing out on something good. This phenomenon people to make investments without 

adequately assessing the risk and usually occurs after a few years of good returns ð often near market peaks.  The tech boom of the late 

1990s and early 2000s is a perfect example; people bought tech stocks without any consideration of the companies or the risks involved. 

Although Mr. Marks certainly does not think the U.S. stock markets in 

bubble territory, he is of the view that it is fully-priced.  

Another major part of the memo involves explaining just how hard it is to 

manage risk.  To be a good investor requires you to have some idea about 

the likelihood of events happening and the effect these events will have on 

the expected return on an investment.  Needless to say, having 29 risks 

and an untold number of variables ð known and unknown ð makes 

predictions very difficult, but Mr. Marks is of the opinion that you have to 

find some insight into the markets to be a good investor.  When he looks 

at the stock market in the U.S. these days, he does not see much extra 

return for the extra risk being taken. 

So how can we assess the level of risk in the stock market these days?  

Well, two firms that release expected long-term returns on the S&P 500 (a 

broad index representing the US stock market) are Hussman Funds and 

GMO.  Hussman estimates that the S&P 500 will return 1.5%/year over 

the next 10 years while GMO expects that it will return 0.8%/year over the 

next 7 years.  They are using different time-frames, but if we simply 

average them and assume the best possibility, the expectation would be for 

the S&P 500 to return 1.2%/year over the next 7 years.  From the 

perspective of risk to the downside, they expect that there is a 50% chance 

that the annual return will be 1.2%/year or less for the next 7 years.  If we 

incorporate the standard deviation of returns for the S&P 500 [14.4% 

based on annualized standard deviation of returns since 1950], there is 

about a 16% chance that the S&P500 will return less than ï13.3% and 

2.3% chance that it will return less than ï27.7% in any given year with the 

current expected return.  That would appear to be a fair bit of risk for not 

much return. 

Obviously Not a Bubble 

ñThereôs no question that the absence of consequences ï to 
date ï has led investors to believe that those consequences 
simply will not emerge. Once the consequences arrive, the 
preceding bubble seems obvious, but itôs a regularity of history 
that speculative episodes are only completely clear in hindsight. 
The following chart is a reminder of where we stand. The index 
is the S&P 500.ò 
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To illustrate the point, letôs look at the expected returns and risk levels of  US treasury bonds relative to this estimated return and risk level 

of the S&P 500.  In this example, the expected return for the US Treasury Bonds will simply be the yields as of September 10, 2014 with 

their risk being derived from the historical monthly returns of some exchange-traded funds that purchase US Treasuries; the expected 

return for the S&P 500 is the average of the Hussman and GMO estimates.   

The whole point to this table is that one does not get much 

extra reward for taking more risk.  At the extreme, the S&P 

500 is not priced to deliver returns much better than a Three 

Year Treasury Bond but costing an investor 5.75 times more 

risk.  So why would investors want to invest in the S&P 500?  

Well, the S&P 500 has had a great run since 2009 and it is 

natural for people to think that the trend will continue.  There 

is still a 50% chance that the S&P 500 will do better than the 

expected 1.2%, but it would appear that peopleôs FOMO is 

leading them to underestimate the inherent risk in what they 

are doing.  While there is always more upside than downside 

over the longer term, being cognizant of the downside is more 

important.  The chart to the right shows some possible 

downside given the information in the table above.  

Probably the best quote so far this year comes from the Bank 

for International Settlements (the ñBISò) based in Switzerland.  

The BIS acts as the central bank to all the other central banks in the world, so it is privy to a lot of information of a global perspective.  In 

their view, ñGlobal financial markets under the spell of monetary policyò and are not accurately reflecting the risks they see in the global 

economy: 

Financial markets have been acutely sensitive to monetary policy, both actual and anticipated. Throughout the year, 

accommodative monetary conditions kept volatility low and fostered a search for yield. High valuations on equities, 

narrow credit spreads, low volatility and abundant corporate bond issuance all signalled a strong appetite for risk on 

the part of investors. At times during the past year, emerging market economies proved vulnerable to shifting global 

conditions; those economies with stronger fundamentals fared better, but they were not completely insulated from bouts 

of market turbulence. By mid-2014, investors again exhibited strong risk-taking in their search for yield: most emerging 

market economies stabilised, global equity markets reached new highs and credit spreads continued to narrow. Overall, 

it is hard to avoid the sense of a puzzling disconnect between the marketsô buoyancy and underlying economic 

developments globally. [emphasis added]  [BIS 84th Annual Report, June 29, 2014, page 3] 

* * * * * 

Risk is still out there and you should always keep in mind is that when an investment goes up in price, the probability of it going down in 

price increases.  Put another way, when things appear to be least risky there is probably a lot risk that you just donôt see.  These ever-

changing concerns are why Alitis starts by focusing on risk and why we believe you should to.  Please take the time to read Howard Marks 

article as it will give you a greater appreciation of risk management. 
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Expected Return Less One 
Standard Deviation.  About 16% 
of returns will be less than this. 

Expected Return.  Half the returns 
expected to be less than this. 

Expected Return Less Two 
Standard Deviations.  About 2.3% 
of returns will be less than this. 
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Disclaimers and Disclosures 

This report is provided, for informational purposes only, to customers of Alitis Investment Counsel Inc. (ñAlitisò) and does not constitute an offer or solicitation to buy or sell 

any securities discussed herein to anyone in any jurisdiction where such offer or solicitation would be prohibited. Opinions expressed in this report should not be relied upon 
as investment advice.   This report does not take into account the investment objectives, risk tolerance, financial situation or specific needs of any particular customer of 

Alitis. Each individualôs investment objectives, risk tolerance, financial situation and specific needs should be evaluated before making any investment decision. 

The information contained in this report has been drawn from sources believed to be reliable, but is not guaranteed to be accurate or complete. This report may contain 

economic analysis and opinions, including about future economic and financial markets performance. These are based on certain assumptions and other factors, and are 

subject to inherent risks and uncertainties. The actual outcome may be materially different. All opinions expressed herein constitute judgements as of the date of this report 
and are subject to change without notice. Alitis assumes no duty to update any information or opinion contained in this report. This report may contain links to third-party 

websites. Alitis is not responsible for the content of any third-party website or any linked content contained in a third-party website. Content contained on such third-party 

websites is not part of this report and is not incorporated by reference into this report. 

Unless otherwise noted, the indicated rates of return are the historical annual compounded returns for the period indicated, including changes in security value and the 

reinvestment of all distributions and do not take into account income taxes payable by any securityholder that would have reduced returns. The investments are not 

guaranteed; their values change frequently and past performance may not be repeated. 

Neither Alitis nor any director, officer or employee of Alitis accepts any liability whatsoever for any errors or omissions in the information, analysis or opinions contained in 

this report, nor for any direct, indirect or consequential damages or losses arising from any use of this report or its contents. 
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