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In this newsletter I will use a wide range of analytical strategies ranging from macro-
economic and fundamental analysis to technical chart patterns with the goal of making 
well-informed decisions to manage a model portfolio.  The objectives of the portfolio are 
to seek total long-term returns with moderate risk.  Whether you invest in any positions I 
discuss or not, the most important objective of the newsletter is to encourage you to 
research your investments and gain a big picture perspective that can help you make 
better decisions. 
 
In 2005, Americans had more than $2.2 trillion invested in defined contributions plans 
such as a 401k, according to a Vanguard study.  Many people have the vast majority of 
their retirement investments allocated toward the S&P 500 index or tracking fund.  Even 
if your 401k mutual fund options don’t describe themselves as tracking the S&P 500, I 
challenge investors to compare the correlations of such funds.  You will find that the 
results of most mutual funds are very highly correlated whether they are small cap, large 
cap, growth, value or otherwise.  For example, below is a chart or the S&P 500 in blue, 
the VanGuard Large Cap ETF in orange, and the iShares S&P SmallCap 600 Index in 
green. 
 

 
 
But what if your portfolio underperforms the market?  About 80% of mutual funds 
underperform the market every year, and the 20% of outperformers for a single year 
rarely stay on that list for long.  However, there are some exceptional value oriented 
money managers that actually do have consistent returns above the market.  Two such 



managers are Christopher Davis of the New York Venture Fund (NYVTX) and Bruce 
Berkowitz of the Fairholme Fund (FAIRX).  FAIRX holds undervalued medium and 
large cap companies that Berkowitz expects to outperform over the long run.  His 
investment style has been compared to legendary investor Warren Buffett, whose 
company, Berkshire Hathaway, is his largest holding.  FAIRX is part of the model 
portfolio because it is no load, has a low expense ratio, and has consistently provided an 
alpha to the market of 6.53 over the last five years.  Alpha is investment return above the 
market.  For example if the S&P rises 10% a year, FAIRX could be expected to rise 
about 16.53% a year.  Below is a five-year chart showing the outperformance of both 
funds. 

 
 
 
Since most 401k and other retirement investments track the S&P 500 lets discuss the buy 
and hold forever strategy that is often marketed to the investing public.  In 1950 the S&P 
500 index was around 16.  If you invested $1,000 at the beginning of 1950 in the S&P 
500, it would now be worth about $319,000 – assuming you reinvested all dividends.  
This would give you an average annual return of about 10.5%.  Not bad.  However, not 
without long periods of disappointment and underperformance.  Between 1970 and 1980, 
the S&P 500 index ended virtually the same despite a significant loss in purchasing 
power from inflation.  Over that same period of time, the consumer price index rose by 
103%.  Had you held onto the S&P 500 or cash for that period of time you would have 
lost half of your money when accounting for inflation.  Similarly, since the beginning of 
2000, the index is actually down.  
 
Going a decade with negative returns against inflation can be very harmful towards your 
portfolio, especially if you are retired and rely on your investments for income.  For 
example say you retired with a $1,000,000 portfolio invested in the S&P 500 and 
withdrew $50,000 every year.  If the index rises by its average of 10.5% then your 
portfolio would have grown to roughly $1,898,000 after ten years.   If the index remains 
flat over that period as it did in the 1970’s your portfolio would remain stagnant at 



$1,000,000 assuming you collected some hefty dividends but its purchasing power would 
actually be worth less than $500,000. 
 
How could someone avoid long periods of losing money and greatly improve their 
performance other than investing in mutual funds such as FAIRX or NYVTX? Let’s look 
at a real world example.  For a moment lets forget about day trading, leverage, arbitrage, 
hedging and other sophisticated strategies that many people don’t have time for.  What if 
every 10 years you sat down on New Years Eve and made a single investment decision?  
You would be forced to hold onto that investment choice for an entire decade without 
looking at it.  At the end of each decade you would be given another chance to change 
your investment.  Doable right? 
 
In 1950, you could have started with the S&P 500 at 16.  You could have then sold at 60 
in 1960 and switched to the Japanese Nikkei at 875 until it shot up to 2359 in 1970.  At 
that point you could have bought gold at $35 and sold it for $588 in 1980.  Then switch 
back to the Nikkei at 6569 and cash out at 38,916 in 1990.  Hop onto the Nasdaq at 453 
and sell it at 4,186 in 2000.  Finally jump back to gold at 287 and ride it up to its present 
day price near $900.  If only those decisions were made, your initial $1,000 investment 
would have grown to more than $26.6 million at an average annual rate of 19.2%.   
  
    S&P500       Nikkei          Gold       Nikkei     Nasdaq         Gold                 Value 

1950 16 110 40.5 110  40.5  $        1,000.00  
1960 60 875 35.25 875  35.25  $        3,750.00  
1970 92 2359 35.4 2359 100 35.4  $       10,110.00  
1980 108 6569 588 6569 205 588  $     167,927.10  
1990 353 38916 433 38916 453 433  $     994,800.14  
2000 1469 18934 287 18934 4186 287  $  9,191,953.30  
2008 1468 13629 833 13629 2326 833  $26,675,048.47  

 
This real world example brings up several important points.  First, you don’t have to 
trade often to beat the stock market; you just have to invest in the right trends over the 
long run.  Second, even if you don’t time things perfectly, rising prices in a bull market 
will give you strong returns.  You don’t need to buy at exact lows and sell at exact highs 
to be successful, you just need to identify large trends and stick with them.  It also shows 
that compounding your money at even a slightly higher rate of return can lead to 
enormous returns over the long run. 
 
Is it impossible to earn an alpha of 8-10% above the market over the long run?  Since 
1965 Warren Buffett’s Berkshire Hathaway has produced an alpha of around 16% with 
an average annual return near 30%.  George Soros’ Quantum Fund also has enjoyed 
average annual returns near 30% over the last 35 years.  Below is a comparison of 
Berkshire Hathaway to the S&P 500. 



 
 
But how would anyone know what decade long trends to follow?  I will devote much of 
this newsletter to that goal.  There are many indicators, which I will cover in more detail 
in the future that can be used to detect long-term trends from the macro-economic big 
picture.  However, the key thing to remember is all of these indicators run in cycles or 
waves.  One macro-economic trend worth watching is the percentage weighting of 
particular sectors in the S&P 500. 
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Sectors as a percentage of the S&P 500 (Source: Barra) 

 
In 1980, the energy sector made up 27% of the S&P 500.  As energy prices fell for two 
decades into 2000, the energy sector shrank and technology topped out near 22.6% of the 
index.  As the technology sector corrected from the Nasdaq bubble, the financial sector 



took the lead and topped out near a 22.6% weighting of the index. What will the 
weightings look like in 2010 or 2015?  It is likely that the energy sector will once again 
take the leading economic role as energy prices continue to rise.  If that is the case, then 
investors would want to overweight their portfolios towards energy and underweight their 
allocations to the financial sector over the next few years. 
 
Why will energy trend higher as the financial sector languishes, and why are these trends 
longer term than a few months or even a few years?  In order to better understand the 
trend, we must look at both the supply and demand side.  I will start with oil because it is 
a large driver in the price of other commodities including gold, silver, base metals, and 
agricultural products.  A large amount of oil is used to move mining equipment, melt 
down metals, create fertilizer, farm crops and transport them.  If the cost of oil and other 
energy sources rises it will put upwards pressure on all commodities over the long term.  
With oil priced near $90 per barrel, supply and demand are currently about equal with 
about 86 million barrels a day being both produced and consumed.  The Energy 
Information Administration monitors global oil production, and has recently reported that 
production growth has topped out around 86 million barrels per day. 
 
 

 
    Source: EIA 
 
Economists are also projecting a significant decline in oil production over the next 40 
years. 



 
Oil Production from 1930 to 1950. Source: ASPO 
 
 

On the demand side of the oil equation, globalization and industrialization has created an 
insatiable appetite for energy and other commodities in emerging economies that is 
unlikely to fall in even the worst of recessions.   
 

 
 



The world wants an increased standard of living, and that requires the use of more 
energy.  The average person in the US consumes about 24.5 barrels of oil a year.  
However, the average person in China only consumes 1.8 barrels of oil a year and the 
average person in India only consumes 0.8 barrels of oil a year.  If just those two nations 
doubled their consumption in order to increase their standard of living it would increase 
oil demand by an additional 9 million barrels a day.  Global oil demand growth is 
currently increasing by between 1.3 and 1.6 million barrels.  
per day every year.  
 
Thus, the oil market has a long-term trend in falling supply and rising demand for as far 
as economists can see into the future.  Until this dynamic is altered, price pressure will be 
to the upside over the long run. 

 
There are several ways to invest in energy.  The most direct route is to buy futures 
contracts, however that typically involves substantial capital, leverage and risk.  Another 
way is to buy an ETF such as USO or UNG, which hold futures contracts in oil and 
natural gas in order to track their prices.  Finally there are energy stocks or mutual funds 
and ETF’s that invest in energy stocks.  Upset that you missed the move in oil from $10 
to over $90 during the last 8 years?  Well, the days of buying $10 oil are certainly over, 
but there is a way you can buy investments at $70 oil.  Many oil service companies are 
depressed in price and undervalued relative to oil’s actual price.  In effect, they are 
trading as if oil was near $70 instead of $90.  When the perception that higher prices are 
here to stay begin to permeate the market, energy companies should jump higher as they 
catch up with reality.  Below is a chart showing how Conoco Philips (COP) has become 
cheaper relative to oil (USO) over the last 4 months. 
 

 
 
Conoco Philips remains undervalued compared to the overall market, despite rising 
significantly in recent years.  It has a PE ratio of 12, yet analysts are expecting it to 
achieve a 12% increase in earnings this year. 



While Conoco Philips appears very attractive, it may also be advantageous to invest in a 
mutual fund that has a diversified set of attractive energy companies in order to reduce 
company specific risks.  For that reason I’m adding the ICON Energy Fund (ICENX) to 
the model portfolio.  ICENX is managed by Derek Rollingson and holds large positions 
in Conoco Philips, Chevron (CVX), and Occidental Petroleum (OXY).  The recent 
decline in the chart is attributed to a hefty capital gains distribution. 

 
 
Finally I want to express a bit of caution for investors in the S&P 500 and US markets.  
The US economy has entered a recession, corporate earnings are rapidly falling, and 
credit problems are reducing money flows into the market.  Volatility has increased 
substantially since early 2007, and will likely continue higher.  The result has been a 
steep 19% sell off in the S&P 500 since October.  The Federal Reserve lowered rates by 
an aggressive 125 basis points in January, and this monetary stimulus will has given the 
markets a boost off of its lows.  However, the recent lows are likely to be tested and 
broken before over the next month or two. I suspect that markets will remain in a 
downtrend until June or July before reversing higher. Below is a chart of Citi (C). 

 
 



Financial companies are leading the way lower and should be avoided.  Although some 
have value here, their balance sheets are largely not understood many of them hold large 
derivative positions that aren’t easily priced.   
 
Below is a chart showing the S&P 500 over the last 4 years.  It has broken below long 
term moving averages.  However, there are other investments that should shine 
throughout 2008. 

 
If you’ve found this newsletter useful and would like to read about many more 
investments in the model portfolio including blue chip, oil, gold, silver, agricultural, and 
emerging markets investments then please consider signing up for a subscription to 
receive two updates a month.  I can be contacted at MackReport@gmail.com or you can 
visit http://mackreport.blogspot.com/ for more information. 
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