JULY 25 - 2018 ONLINE EDITION

Forbes

MEGUEN
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AN INTERVIEW WITH MICHAEL CUGGINO, PRESIDENT AND PORTFOLIO MANAGER, PERMANENT PORTFOLIO FAMILY OF FUNDS.

recently spoke with Michael Cug-

gino, president and portfolio

manager of Permanent Portfolio

Family of Funds, about his fund’s

strategies and what sectors and
stocks he favors.

Wallace Forbes: What was the genesis of
the Permanent Portfolio Fund?

Michael Cuggino: The fund was launched
in1982 as an answer to the market dynamics
of that time. Think high inflation, weak
economic growth, rising short-term interest
rates, poor stock market performance,
elevated gold and commodity prices, the
energy crises of the 1970s, and the Hunt
Brothers and “Silver Thursday” Many
of us of a certain age remember gas lines,
stagflation and the Ford administration’s
“WIN” (Whip Inflation Now) campaign.

The question at that time was what
should an investor do in such a climate?
How do you not only make some money
on your investments, but also protect your
wealth from uncertainty and erosion? Per-
manent Portfolio was designed as an anec-
dote to these questions and that period, but
the concerns are universal and timeless,
applicable in any market environment, in-
cluding today’s.

Unfortunately, a lot of investing is pre-
dictive and forecast-driven; which assets
and markets are going to go up and which
ones are going to go down and when, and
managing this dynamic forecasting on a

constant basis. The problem with this is
that human beings are not very good at
predicting the future—whether it’s football
games, what the Federal Reserve is going
to do next week, or market performance in
any asset class. People get it right once in a
while, but more often than not, we’re just
plain wrong, or we get the idea right, but
the timing wrong.

And so, the objective of our fund was to
get around that weakness in human na-
ture. To provide an investment that seeks
to preserve capital regardless of the invest-
ment climate, to grow capital in excess of

inflation, but doing it in such a way that
we’re not having to predict markets, inter-
est rates, central banks or geopolitical risks,
etc. on a day-to-day basis.

We developed a strategy that identified
a variety of different asset classes that we
believe are an integral part of an investor’s
overall wealth plan over a long period of
time and put them together in one fund at
certain target percentages. This spreads in-
vestor reward potential and risk mitigation
over a wide range of possibilities or out-
comes, not betting on just one.

The asset classes we've identified as be-
ing necessary to such wealth accumulation
are gold and silver, U.S. and non-U.S. equi-
ties and fixed income, Swiss Franc assets,
commodities and real estate.

Forbes: These are your current sectors?

Cuggino: Yes. We believe that the properly
diversified investor should have exposure
at some level to these assets all the time.
And so, our thinking goes beyond the tradi-
tional Wall Street, balanced model of 60/40
stocks to bonds, or some tactical allocation
among stocks/bonds/cash. We view our
model as being more comprehensive, more
“permanent” if you will.

Forbes: So it doesn’t really change with
time?

Cuggino: The strategic overlay does not.
We’ve identified a target weighting or tar-



get percentages in each of these asset class-
es: 20% for gold, 5% for silver, 10% for Swiss
Franc assets, 15% for hard asset stocks, nat-
ural resource and real estate-related, 15%
in traditional growth stocks, and 35% in
what we call “dollar assets,” which are U.S.
Treasury securities and investment-grade
corporates and other high-quality types of
fixed income securities.

Forbes: Is it an index fund?

Cuggino: No, we don’t balance out to our
targets every day like an index fund would,
and while we are never that far from our
targets, our asset allocation typically does
not match our targets. They are more of a
guidepost for us. Because markets are al-
ways changing, the assets are not expected
to match the targets. But when one or more
of the asset classes deviate from those tar-
gets by more than 25%, we will rebalance
or correct the discrepancy within a ninety
day period.

While our Permanent Portfolio Fund is
an asset allocation fund and rebalancing is
a given in such a strategy, we don’t believe
that on a day-to-day basis you need to trade
that much to achieve the long-term objec-
tive of wealth accumulation. We view our-
selves more as a low-turnover, longer-term
or market-cycle investment product.

There are certain philosophies to our firm
that we believe in. Diversification is obvi-
ously one, so is tax efficiency. This strategy
helps to minimize trading and trading costs
and maximize tax efficiency. If you’re trad-
ing every day based on short-term dynam-
ics or trends, it gets to be very costly to the
investor, with the higher short-term capital
gain tax rates, and higher turnover costs,
such as commissions, fees and spreads.

Most people think the cost of investing is
confined to the costs of operation, the man-
agement fees and trading costs. Those are
all true, but one of the biggest costs inves-
tors incur and don’t necessarily think of is
taxes. And while those have been brought
down by the recent tax legislation for some
investors, they’re still pretty high. Long-
term capital gain tax rates are much low-
er, so if you can minimize the tax cost on
short-term trades in favor of longer term
trades, that benefit accrues to the investor.

Forbes: Are you primarily invested in the
U.S?

Cuggino: Yes, primarily in U.S. stocks and
bonds but have the ability, and do, invest
globally. We believe our investments in
precious metals and commodities are also
global assets. Although our stock and bond
investments are primarily U.S. based, most
of them have significant non-U.S. opera-
tions. It’s our way to play the global econo-
my, but avoid the currency risks that would
come with investing directly in local mar-
kets. We’ll also invest in ADRs for example.
We want to take the currency issues off the
table so as to isolate pure equity or bond
performance and not get a muddled mix-
ture of currency and equity returns. There
are too many other factors that affect cur-
rency values, political events, central banks,
etc., and by getting drawn into those issues,
you’re not getting the true value of the eq-
uity or bond.

Recently we’ve had a very strong U.S. dol-
lar vis-a-vis some of the other major cur-
rencies in the world. As a result, emerging
and certain other non-U.S. markets have
really taken a hit so far this year despite
generally improving global growth. And
so, currency performance can really offset
what the price and yield performance is on
a stock or bond.

Also, we are a relatively small firm, and
believe that our investors are better served
by investing in U.S. companies with sig-
nificant non-U.S. business that have their
boots on the ground in a country or coun-
tries, and that are involved in those local
markets on a daily basis, in a way that we
could never be.

Forbes: What have you been investing in
during the current market?

Cuggino: As 1 mentioned, we’re always
fairly diversified. I think when you look at
where we are for equities in the middle of
2018, we’ve had a very interesting year. The
Dow is up about 2% year-to-date, the S&P
500 is up about 6% and smaller stocks are
up substantially more than that. We’ve had
a tremendous amount of volatility through-
out the year, but until recently, we’ve ended
up near where we started the year. Much
of the gains are concentrated in just a few
names. So overall, a lot of drama but not
much performance.

When you look at fixed income, you’ve
also had some volatility, but overall, a grad-
ual selloff during the year as interest rates

have gone up, mostly on the short end of the
curve as the curve has begun to flatten. And
I don’t think we are done with the current
rising rate cycle. I think there’s more to do
there, the questions being, how much more,
at what speed, will the long end keep up,
and what if it doesn’t.

Inflation also is starting to firm. And we
have potentially higher sustainable growth
in the U.S., improving growth abroad and
rising global interest rates. To the extent
that these factors continue, you're going
to have more interest rate increases come
from the world’s central banks on the ho-
rizon. So obviously bond performance has
been down this year in a lot of sectors due
to these expectations.

And so, where does that leave us? It
leaves us with mixed performance across
the board and a lot of volatility. And in that
situation, our Fund has historically per-
formed fairly well over the long term be-
cause of its focus on diversification, on hav-
ing exposure to multiple asset classes and
multiple scenarios. We are currently about
break—even for the year with stock and
bond performance being offset by weaker
precious metals pricing.

Against that backdrop, on the bond side
we’re looking at U.S. Treasuries, and to a
larger extent, investment-grade corporates,
those with strong balance sheets, solid
businesses and short duration, in a vari-
ety of industries. The Permanent Portfo-
lio’s overall duration is probably between
three and four years right now. A little bit
higher on the Treasury side and a little bit
lower on the investment-grade corporate
side. Our Swiss bonds also have a roughly
three-year duration.

In equities, we’'re looking at industries
we think are going to benefit over the long
term from a growth-oriented economy—
think financials, industrials, transports,
materials, commodities, and traditional
growth stocks such as tech and biotech.
We believe the marketplace is in a transi-
tion phase right now. We’ve had quite a bit
of time in this post-2008 period with a low,
subsidized, interest rate environment, little
inflation, anemic growth in the U.S. and in
some countries, recession, higher taxes,
increased regulation, etc., so really muted
economic performance, if you will.

And over the last couple of years, you've
had a shift driven by, really, a change in ad-
ministration, a change in economic think-



ing, to something more that is resembling,
stimulative fiscal policy, lower taxes, mostly
on the corporate side, the Federal Reserve
normalizing interest rates, reducing quan-
titative easing and bond buying. Global
growth has picked up a little bit. Global in-
terest rates are picking up a little bit. We’re
talking about inflation again.

Forbes: What stocks do you currently
favor?

Cuggino: Inthis growth-oriented economy,
we currently like Freeport-McMoRan
(NYSE:FCX) in the commodity space as a
play on infrastructure, manufacturing and
improving economic growth. It’s an in-
ternational, diversified, primarily copper
miner with ancillary businesses in other
metals such as gold. We began emerging
from the low point of the latest commodi-
ties cycle a couple years ago and we think
the stock has some room to run in the long
term if we do get the growth story that
we think we’re going to get. Historically,
higher copper prices have translated to
higher earnings and dividend payouts for
this company and we don’t think it’s any
different this time around.

As T mentioned, financials also look at-
tractive in this environment. They had a
good run toward the end of last year and the
beginning of 2018 and have cooled recently.
We think there is a lot more long-term po-
tential in this space. A name we like is First
Republic Bank (NYSE:FRC), which is
a large regional bank with operations in
certain high-growth parts of the U.S. Its
high net worth client base is most desirable
and they do a great job of cross-selling a
variety of services to that client. They are

primarily in commercial and residential
real estate and an expanding wealth man-
agement business with both lending and fee
generation growing rapidly. A lot of growth
potential here including a higher dividend
payout over time.

Forbes: Any others?

Cuggino: Manufacturing also looks to be
interesting in a global growth story. We
like Illinois Tool Works (NYSE:ITW)
here. It’s a well-run, industrial products
and equipment company operating in a
wide variety of industries from autos to
electronics to testing and measurement to
components to welding, you get the idea,
the nuts and bolts of economic growth
and manufacturing. They are constantly
looking for ways to augment the current
grouping of products and services they offer
and they do bolt-on acquisitions extremely
well. It has an impressive dividend payout
history, increasing payouts each year since
1964 and is currently yielding about 2.2%
with room to grow.

Forbes: Great, thanks for sharing your
ideas today.

Cuggino: My pleasure, Wally.
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