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Market Update and Quarterly Manager Commentary 9 January 2017 
 

Market Update 
Let’s start with our commentary from 7 October 2016:   

“I don’t think it’s too much to predict the Federal Reserve will raise rates at the next meeting” 

The Federal Reserve did in fact raise rates, but less anticipated was their signaling at least two 
additional rate increases in the coming year.  If you are considering a large purchase or refinance, 
act quickly.   

“We would not rush headlong into cyclicals, discretionary, or other high-risk equities… 
I think some people will get hurt over the next year or so.” 

As to cyclical, consumer spending, the S&P Retail Select Industry Index (SPSIRE) is down 9% over 
the past 30 days as of this report.  Recently Sears announced the closure of 42 stores; Kmart 108; 
and Macy’s, 200.  This graphic (courtesy Graphiq), illustrates the closings.   

 

It is indicative of the changing nature of the US economy, where things will come to you rather 
than you going to them.   

Notice the disproportionate number of closings in Ohio, Pennsylvania, Florida, and Michigan – all of 
which voted for Donald Trump.  It is further evidence that the working middle class is not just 
disquieted, they are suffering.   In states with median income above $66,000, Clinton averaged 
53% of the vote.  In states with median income below $48,000, she managed only 36%.  Who 
exactly did you say was the “Party of the rich”?  It’s a gibe the Democrats can no longer throw at 
Republicans. 
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On January 13th, ABC’s 
“20/20” will air a special titled 
“My Reality: A Hidden 
America” which details the 
struggles facing America’s 
shrinking middle class.  Were 
it not so tragic, one would 
laugh at how a blue-state 
media outlet would report on 
what their viewers have 
already experienced in real 
life.  Or perhaps it’s just aimed 
at the right side of the above 
graph.  Or maybe journalists 
are really just that 
disconnected from what has 
been going on around them 
for several years. 

The phenomenon is global:  last November the International Labour Organisation published 
Europe’s Disappearing Middle Class? Evidence from the World of Work.  Sadly, only about 30% of 
Europeans meet the definition of “middle class.”  In the famous words of Bill Clinton, “It’s the 
economy, stupid.”  And so we have Brexit, and every single G5 leader replaced within an 18-month 
span.  Yes, Merkel is on the way out. 

Where Do We Go from Here? 
Perhaps the most important chart I’ve produced all year is this one: 
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It shows how the US economy, as measured by the Dow Jones Industrial Average, is entering a new 
secular bull market.  Secular bull markets are typically driven by large-scale national and worldwide 
events and forces that are in place for many years.  This causes economies to expand over that 
period of time.  A secular bull market will have occasional down periods, but the long-term trend is 
upwards. 

The current secular bull market will have the most profound impact on society since the widespread 
adoption of electricity 100 years ago.  Automation and robotics will change the way we live in 
unimaginable ways.   

But this transformational economic event comes with a price, one which we are only beginning to 
experience.   

In the past, unskilled workers could always find a place to function in an economy by providing 
services to others.  The educational gap from unskilled worker to tradesmith was not so great and 
sometimes subsidized by government.  But an aging population has persuaded government to shift 
resources away from education and into health care.   

Simultaneously, the gap from unskilled to highly skilled has widened substantially.  There are only 
so many people capable of engineering robots and programming software code.  And soon, the 
robots will just build themselves.  Unskilled labor, and some skilled labor, will be automated out of 
existence.  Restaurant wait-staff are being replaced by buzzers and self-pickup, and demands for 
$15 per hour don’t help that situation.  You can buy a car from a vending machine, and soon it will 
do the driving for you.  

The result is a striated economy consisting of the highly skilled with good paying jobs, some trade 
craft, and everyone else, the latter essentially being dependent upon government.  We are about 
ten years away from that reality.  The divergence in wealth and income distribution is one reason 
the Federal Reserve was slow to raise rates.  Half of the economy is chugging along, and the other 
half is slipping into oblivion. 

For 2017, we see inflation.  It is one key reason the Fed announced intentions to raise rates 
through the year.  According to the US Energy Information Administration, diesel fuel prices are 
expected to increase some 7% over 2016 levels.  As I’ve written previously, every physical thing you 
own was, at some point, on a truck.  Increased transportation costs seep into every aspect of an 
economy. 

Wages lag inflation.  After all, you don’t get your cost of living increase added your raise until the 
end of the year. This does not bode well for consumers and unskilled workers who live at the 
economic margin, like those recently laid off from Macy’s and Kmart. 

Cane Island Global Macro 
For 2016, we easily outperformed every major comparative measure:  our own target, the 
“market”, our peers (as measured by the BarclayHedge Global Macro Index, as well as others), and 
commonly used risk-adjusted measures.  It is the fourth consecutive year we have beaten each of 
these benchmark measures, and by double digits on average.  Attentive hedging added about 1% 
to our overall portfolio return in 2016.  Two-thirds of our performance came from energy, as 
expected, with most of that coming from investments in oil and oilfield services. 
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Currently, the portfolio’s majority exposure is in energy and lithium.  The remainder is allocated to 
robotics, cloud computing, and select US equities.  For 2017, we are considering the following: 

 Interest-rate exposure such as financials. 
 Water. 
 Emerging markets, such as Brazil, Russia, India, China (BRIC) and Asia-Pacific. 

The chief impediment to making these investments is, as always, finding opportunities that are 
valued at attractive prices.  While we don’t necessarily predict a recession in the foreseeable future, 
we would use such an opportunity to reallocate to some of these areas. 

 

Timothy F. Peterson CFA, CAIA, CIPM 

___________________ 

For more information and periodic updates, follow us on LinkedIn at 

https://www.linkedin.com/company/cane-island 

 

 

Important Information 
The views expressed by the portfolio manager reflects professional opinions and should not be considered buy or sell 
recommendations. These views are subject to change and are not intended to predict or guarantee the future 
performance of any individual security or the markets generally, nor are they intended to predict the future performance 
of any, account, strategy or fund. 

The information provided in this report should not be considered a recommendation to purchase or sell any particular 
security. There is no assurance that any securities discussed herein will remain in an account's portfolio at the time you 
receive this report or that securities sold have not been repurchased. The securities discussed may not represent an 
account's entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio holdings. 
It should not be assumed that any of the securities transactions or holdings discussed were or will prove to be profitable, 
or that the investment recommendations or decisions we make in the future will be profitable or will equal the 
investment performance of the securities discussed herein. 

Portfolio holdings and characteristics shown herein are from a composite of all accounts managed within the investment 
strategy. Cane Island believes the account characteristics represent the investment strategy as a whole.  Holdings may 
change daily and may vary among accounts, which may contribute to different investment results.  

Portfolio construction will have significant differences from that of a benchmark index in terms of security holdings, 
industry weightings, asset allocations and number of positions held, all of which may contribute to performance, 
characteristics and volatility differences. Investors may not make direct investments into any index. 

As a matter of policy, and consistent with our philosophy that investing is long-term, we do not report performance more 
frequently than annually. 

https://www.linkedin.com/company/cane-island
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Market Update and Quarterly Manager Commentary 7 October 2016 
 

Market Update 
Will a rate hike come sooner or later?  Is the economy good or bad?  Is the market headed up or 
down?  Today’s environment reminds me of the 1950’s game show “Twenty One.”  No, I wasn’t 
around then, but I saw the movie. 

Could I take the third part last?   

I don’t think it’s too much to predict the Federal Reserve will raise rates at the next meeting.  The 
reasons for this are numerous and well discussed, but one is that the stock market, which had 
offered declining and then zero returns for the past few years, has found some life in 2016. 

But it is a fool’s paradise.  For about the past year, equity returns have moved in virtual lockstep 
with crude oil returns.  You can see this in the graph below. 

 
Further, there is nothing particularly great about the current US economy.  Unemployment rates are 
a fiction, and do not reflect underemployed and discouraged workers.  A better number, the labor 
force participation rate, is at 63%, a number that corresponds to the “malaise” days of 1979. 
Government debt-to-GDP is the highest it has been in 75 years.  Median real income growth is 
negative. 
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As for the equity market, the current dividend yield on the S&P 500 is about 2%, and the long-
term average is 4.4%.  The current price-to-earnings ratio is about 25, and the long-term average is 
about 15.1  These, and a few other factors, suggest the market is overvalued.  The market is 
tracking oil, as if rising oil prices were some panacea for the economy’s ailments.   

We would not rush headlong into cyclicals, discretionary, or other high-risk equities.  Facing a rising 
interest rate environment, bonds don’t look great either.  I think some people will get hurt over the 
next year or so.  There will be beggars and choosers. 

Cane Island Global Macro 
As stated in our previous update, we are comfortable with our positions in midstream oil and gas.  
However, it is very early in this upcycle, one that will last for a few years.  The key positioning of the 
portfolio currently is to capture dividend yield.  Over half of our model portfolio exposure has a 
cost-basis annual dividend yield of 9% or more.   

We could have invested in these positions earlier, when the dividend yield was much higher, but 
we were uncertain that those dividends would be maintained.  That is known as a “dividend trap.” 
A dividend trap occurs when an investor purchases a stock hoping to get a high dividend, only to 
see the dividend cut substantially, which is usually also followed by a decline in stock price. 

The management of each of our high-dividend positions have reaffirmed their commitment to their 
dividend.  Further, as most of these positions are in oil and gas midstream, we see more upside 
than downside in the underlying stock.  We think this is a rare circumstance to have captured a 
high yield in an environment where cash flows are expected to increase over time. 

Timothy F. Peterson CFA, CAIA, CIPM 

___________________ 

For more information and periodic updates, follow us on LinkedIn at 

https://www.linkedin.com/company/cane-island 

 

 

Important Information 
The views expressed by the portfolio manager reflects professional opinions and should not be considered buy or sell 
recommendations. These views are subject to change and are not intended to predict or guarantee the future 
performance of any individual security or the markets generally, nor are they intended to predict the future performance 
of any, account, strategy or fund. 

The information provided in this report should not be considered a recommendation to purchase or sell any particular 
security. There is no assurance that any securities discussed herein will remain in an account's portfolio at the time you 
receive this report or that securities sold have not been repurchased. The securities discussed may not represent an 
account's entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio holdings. 
It should not be assumed that any of the securities transactions or holdings discussed were or will prove to be profitable, 
or that the investment recommendations or decisions we make in the future will be profitable or will equal the 
investment performance of the securities discussed herein. 

                                                           
1 http://www.multpl.com. 

https://www.linkedin.com/company/cane-island
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Portfolio holdings and characteristics shown herein are from a composite of all accounts managed within the investment 
strategy. Cane Island believes the account characteristics represent the investment strategy as a whole.  Holdings may 
change daily and may vary among accounts, which may contribute to different investment results.  

Portfolio construction will have significant differences from that of a benchmark index in terms of security holdings, 
industry weightings, asset allocations and number of positions held, all of which may contribute to performance, 
characteristics and volatility differences. Investors may not make direct investments into any index. 

As a matter of policy, and consistent with our philosophy that investing is long-term, we do not report performance more 
frequently than annually. 
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Market Update and Quarterly Manager Commentary 7 July 2016 
 

Market Update 
Business and investment opportunities come in waves.  When things are going well, it seems like 
opportunities are everywhere.  When things aren’t going so well, it seems like nothing can go right.  
We believe there is always some best opportunity somewhere.  Our job is to find it, evaluate the 
risks, and make a decision.   

To do this, we view 
the complex, global 
economy as three 
simple cycles:  
business, credit, 
and real assets.  
These three 
segments of the 
macro economy are 
integrally linked 
together by trade, 
which is transacted 
through currencies.  
Each of these cycles 
will ebb and flow 
over the course of 
a few years. 

 
We’ve often heard people talk 
about the “business cycle” or 
“lending cycle,” but can you really 
see it?  It turns out, you can. 

To help visualize what is going on in 
the world, we look at long term 
trend performance.1  An example of 
one of our indicators is shown 
below right, “Major Cycles in the 
US Economy.” 

                                                           
1 Our method is similar to, but not based on, that described in “S&P Systemic Global Macro Index (S&P SGMI) 
Methodology,” S&P Dow Jones, April 2016. 
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The percentage on the left shows the annual average return over a period of about 6 years.  You 
can clearly see the blue line, which measures US stocks and real estate, oscillating up and down 
over a period of 5-7 years.  Lending and credit goes through less dramatic oscillations every 2-4 
years.  Commodities fluctuate about every 2 years. 

What does this graph tell us?  It shows that the US economy is headed for a downtrend, but there 
may be opportunities in bonds and commodities which have bottomed and are starting to tick 
upwards. 

In our last update, we mentioned that we expected credit to present an opportunity, and it has.  
Commodities are also turning around, at least in sectors like energy and metals. 

The bad news is that there is a convergence of low performing assets.  For the next several years, 
the US economy will require patience.  Opportunities for investment will be rare as compared to 
recent years.  What opportunities there are will need to be evaluated carefully. 

Cane Island Global Macro 
This quarter we made two major changes to the portfolio’s position.  First, the short-term 
investment opportunity in crude oil has matured, as we stated in “The Oil Rally is Dead.”  We were 
pleased with our results, having entered the market in January and February.  But we have pared 
this holding back for the next six months, and will instead look to concentrate on finding 
opportunities in the recovery of the oil services industry over the next two years.   

Second, and more importantly, we have made a substantial investment in lithium.  Lithium is a soft 
white metal used to make heat-resistant glass and ceramics, lubricants, lithium batteries, and 
lithium-ion batteries.   

Lithium is abundant, but it is unique in that it is not a commodity that is traded on organized 
exchanges like oil or gold.  Transactions are usually private, between mining companies and other 
middlemen to end users like electronics manufacturers.  In disorganized markets like this, there is 

opportunity for large 
profits, and those profits 
usually go to the larger 
players. 

There are three large 
lithium mining companies 
that dominate the 
market.  Two are in North 
America and one is in 
South America.  Of the 
three, we believe we 
found the best 
investment opportunity.  
We would prefer to not 
mention our investment 
holdings by name in an 
update like this, but the 

https://cane-island.squarespace.com/s/CIAA-3-29-16-Q1-manager-commentary.pdf
http://blogs.barrons.com/incomeinvesting/2016/07/06/us-corporate-bonds-last-place-on-earth-for-steady-safe-income-wsj/
https://www.linkedin.com/pulse/oil-rally-dead-long-live-timothy-peterson-cfa-caia-cipm
https://www.linkedin.com/pulse/oil-rally-dead-long-live-timothy-peterson-cfa-caia-cipm
http://www.reuters.com/article/us-column-russell-lithium-idUSKCN0Y406B
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chart provided by Albemarle was just too good to not show.  We made an investment in Albemarle 
(ALB) in May.  

There are many smaller miners and related companies, like Pilbara Minerals in Australia.  Each year 
on our annual trip to Western Australia, we research the mining industry and assess its health.  
Pilbara Minerals reportedly has developed a new, cheaper way to process lithium.  We do not 
currently own shares of Pilbara Minerals.  However, we think the investment opportunity in lithium 
has long-term potential.  We liken it to entering the oil industry in the early 1930s, before the 
automobile and industrial production booms began. 

Timothy F. Peterson CFA, CAIA, CIPM 

___________________ 

For more information and periodic updates, follow us on LinkedIn at 

https://www.linkedin.com/company/cane-island 

 

 

Important Information 
The views expressed by the portfolio manager reflects professional opinions and should not be considered buy or sell 
recommendations. These views are subject to change and are not intended to predict or guarantee the future 
performance of any individual security or the markets generally, nor are they intended to predict the future performance 
of any, account, strategy or fund. 

The information provided in this report should not be considered a recommendation to purchase or sell any particular 
security. There is no assurance that any securities discussed herein will remain in an account's portfolio at the time you 
receive this report or that securities sold have not been repurchased. The securities discussed may not represent an 
account's entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio holdings. 
It should not be assumed that any of the securities transactions or holdings discussed were or will prove to be profitable, 
or that the investment recommendations or decisions we make in the future will be profitable or will equal the 
investment performance of the securities discussed herein. 

Portfolio holdings and characteristics shown herein are from a composite of all accounts managed within the investment 
strategy. Cane Island believes the account characteristics represent the investment strategy as a whole.  Holdings may 
change daily and may vary among accounts, which may contribute to different investment results.  

Portfolio construction will have significant differences from that of a benchmark index in terms of security holdings, 
industry weightings, asset allocations and number of positions held, all of which may contribute to performance, 
characteristics and volatility differences. Investors may not make direct investments into any index. 

As a matter of policy, and consistent with our philosophy that investing is long-term, we do not report performance more 
frequently than annually. 

https://www.linkedin.com/company/cane-island
http://www.mining-technology.com/news/newslithium-australia-pilbara-minerals-advance-sileach-technology-lithium-production-4935264
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Quarterly Manager Commentary 29 March 2016 
 

January 2016 started with one of the most volatile and negative markets in memory.  I distinctly recall a 
television interview with Ben Stein (whom I admire) advising investors not to panic and that “now is the time 
to buy; Warren Buffett is buying.”  We’ve probably all heard things like that before.  But if so many know it is 
best to buy in down markets, why do markets continue to go down? 

Most investors do not keep cash on the sidelines available for those unique occasions like January 2016 
where the market takes a significant drop.  In fact, they are taught to not time the market, to be fully 
invested, to buy and hold, and ride out the recessions and bear markets.  Sure, they’d like to buy at low 
prices.  But buy with what?  There is no spare cash, and their account balance is down ten or fifteen percent.  
The pain is real.  Most studies suggest that losses are twice as powerful, psychologically, as gains.1  And so 
they sell to avoid further pain.  This is known as loss aversion. 

Rather than be constrained by the binary options of “buy” or “sell”, we do something different.  In times of 
high volatility and down markets, we do the following: 

1. Turn off the financial news.  There is too much noise and nonsense.  News networks make money by 
attracting viewers.  One way to attract viewers is to prognosticate about the future by publishing and 
producing extreme and shocking views.  This is not helpful to financial decision making. 

2. Think seriously about the time horizon.  Remind ourselves, constantly, about the “exit” timeline and 
how far away it is.  We think about the value of your portfolio as we expect it to be in the future, 
not how it is today. 

3. Examine our holdings.  With our time horizon in mind, and ignoring gains or losses in the portfolio 
today, what are the prospects for the investments that we hold?  It may be there are some positions 
that we would like to reduce, expand, or abandon.   

4. Look for opportunities.  Outside of our portfolio holdings, what investment opportunities look 
attractive and suitable? 

5. Get set up for the future.  Build the portfolio that will produce the greatest return for the least risk, 
given the state of things today.  We consider this a rearranging, a housecleaning of sorts, of the 
investment portfolio, keeping #2 in mind. 

With the above framework, we spent January looking for opportunities, finding a few, and selling nothing 
that we currently held, though we did pare back a few positions to take advantage of the future.   

Our view of the economy 
We view the macro-economy as consisting of three market cycles:  the business cycle, the credit (or lending) 
cycle, and the real assets cycle.  In our view, we are nearing the top of a business cycle, while credit and real 
assets have reached a cyclical bottom.  Based on these cycles, we are not optimistic about US equity returns 
for the coming year.  We are very excited about opportunities in commodities and real assets, and eventually, 
credit.   

This year marked our entry into perhaps one of the greatest investment opportunities of the current 
economic cycle:  oil.  The bulk of the opportunity portfolio is allocated to oil exposure.  Like currency, it is not 
practical to hold oil directly (we don’t have space for the barrels.)  The largest exposure is through an oilfield 
services provider with an exceptional operating record and substantial resources.  Its stock price also 
correlates very highly with oil prices, more so than similarly situated companies.  The next largest exposure is 
through an oil ETF,2 and the remaining exposure is through diversified oil service and energy mutual funds.  
An ETF, or exchange traded fund, is a marketable security that tracks an index, a commodity, bonds, or a 
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basket of assets like an index fund.  An ETF owns the underlying assets (shares of stock, bonds, oil futures, 
gold bars, foreign currency, etc.) and divides ownership of those assets into shares.  ETFs typically have higher 
daily liquidity and lower fees than mutual fund shares, making them an attractive alternative for individual 
investors.   

Timothy F. Peterson CFA, CAIA, CIPM 

___________________ 

For more information and periodic updates, follow us on LinkedIn at 

https://www.linkedin.com/company/cane-island 

 

Important Information 
The views expressed by the portfolio manager reflects professional opinions and should not be considered buy or sell 
recommendations. These views are subject to change and are not intended to predict or guarantee the future 
performance of any individual security or the markets generally, nor are they intended to predict the future performance 
of any, account, strategy or fund. 

The information provided in this report should not be considered a recommendation to purchase or sell any particular 
security. There is no assurance that any securities discussed herein will remain in an account's portfolio at the time you 
receive this report or that securities sold have not been repurchased. The securities discussed may not represent an 
account's entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio holdings. 
It should not be assumed that any of the securities transactions or holdings discussed were or will prove to be profitable, 
or that the investment recommendations or decisions we make in the future will be profitable or will equal the 
investment performance of the securities discussed herein. 

Portfolio holdings and characteristics shown herein are from a composite of all accounts managed within the investment 
strategy. Cane Island believes the account characteristics represent the investment strategy as a whole.  Holdings may 
change daily and may vary among accounts, which may contribute to different investment results.  

Portfolio construction will have significant differences from that of a benchmark index in terms of security holdings, 
industry weightings, asset allocations and number of positions held, all of which may contribute to performance, 
characteristics and volatility differences. Investors may not make direct investments into any index. 

As a matter of policy, and consistent with our philosophy that investing is long-term, we do not report performance more 
frequently than annually. 

1 Kahneman, D. and Tversky, A. (1992). "Advances in prospect theory: Cumulative representation of uncertainty". Journal of Risk and 
Uncertainty 5 (4): 297–323.  
 
 

©2016 Cane Island Alternative Advisors, LLC 
Katy, Texas 

timothy@cane-island.com 

 

                                                           

http://link.springer.com/article/10.1007/BF00122574
https://www.linkedin.com/company/cane-island
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