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Dear Fellow Investors,
Volatility is back. 2017’s steady march higher was abnormal from a historical perspective. As we forecast in
our January 2018 Annual Letter volatility and corrections have returned! Take heart investors in the
knowledge that there is a difference between price volatility and long-term, fundamental value accrual. As
Benjamin Graham said a long time ago “In the short run, the market is a voting machine but in the long run, it
is a weighing machine.”
On a short-term basis stock prices are influenced by emotional reactions to “Headline News”, momentum
focused traders, black-box algorithm strategies, Index and ETF rebalancing, and many other influences that can
cause exaggerated price movements. While the last trade may price the entirety of a company at that
moment in time, it doesn’t always represent what the entirety of the business is truly worth. When the shortterm emotions subside, the real fundamental value will drive the price of the shares.
When we talk about fundamentals, for the sake of simplicity, we’re largely talking about valuing a company
based on how much money they make, or their earnings. In our January 2017 Annual Letter we showed that
long-term stock market returns are highly correlated to earnings. This makes sense. If a company makes more
money, it should be worth more. Conversely, when earnings decline, so too should their value. To illustrate
this point, we remind investors two of the most severe earning declines in stock market history occurred
during 2001 (-51%) and 2008 (-78%)! Prior to 2001, the average earnings decline for the stock market was
15%. We all witnessed how these severe changes in fundamentals negatively impacted the stock market.
Fortunately, when we analyze the fundamentals of today we see a much different picture than just a few short
years ago. Technology continues to advance at a rapid pace making what seemed like science fiction actual
reality. Pro-business moves have been made such as slashing the corporate tax rate and reducing costly
regulations. Interest rates remain low but finally getting back to a state of normalcy. In our opinion, the main
ingredients are in place to see the next major boom in growth. However, these fundamentals tend to be
boring, long-term drivers for the stock market. Keep in mind, the media can’t sell boring. This is why, from
time-to-time, these drivers of growth will be completely forgotten and instead replaced with headlines of the
next “Major Fear”. Rest assured, we don’t invest according to the headlines. We invest according to our
analysis of fundamentals and continue to believe fundamentals remain sound.
As always we want to thank you for your continued confidence and the opportunity to manage your
investments. We take very seriously our responsibility and will always endeavor to be responsive to your
questions and concerns. We welcome and encourage your comments as well.
Sincerely,

Blake Todd, CWS
Portfolio Manager

Jarrett Perez, CFA
Portfolio Manager

Important Disclosures

•

The information contained in this report has been taken from trade and statistical
services and other sources, which we deem reliable. We do not represent that it is
accurate or complete and it should not be relied upon as such.

•

Source for Earnings per Share calculations: http://www.multpl.com/s-p-500earnings/table

•

The opinions expressed herein are those of the authors and Montecito Investment
Portfolios at this date, are subject to change, and are not necessarily that of DA Davidson
& Co. The same is true of statements of financial market trends, which are based on
current market conditions. We believe the information provided here is reliable, but do
not warrant its accuracy or completeness. This material is not intended as an offer or
solicitation for the purchase or sale of any financial instrument. The views and statements
described may not be suitable for all investors.

•

This material has been prepared for informational purposes only, and is not intended to
provide, and should not be relied on for accounting, legal or tax advice. Reference to
future returns are not promises or even estimates of actual returns a client portfolio may
achieve. Any forecasts contained herein are for illustrative purposes only and are not to
be relied upon as advice or interpreted as a recommendation.

•

Neither this presentation, nor any chart or graphs within this presentation may be used,
in or of themselves, to constitute investment advice, to determine which securities to buy
or sell, or when to buy or sell such securities.

•

There are risks inherent in any investment and there is no assurance that any money
manager, asset class, style or index will provide positive performance over time.

