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When a prospective client walks through the door, a financial advisor wants to know three things: their
return objective, their time horizon and their tolerance for risk. Financial planning research has
systematized the first two tasks. But the attempts to quantify risk tolerance have failed to produce
positive outcomes for investors.

Calculating a return objective is straightforward. You learn how much the prospect has now and how
much more they want in the future. You find out how much time they have to close the gap. You do
some math and there you have it – a return objective. Of course, you may have to make a few
assumptions and press the prospect for information they haven’t thought much about, but the
calculation itself is simple.

The same is true about the time horizon. You will have to make some assumptions about life
expectancy and ask the prospect for information they may not be sure about, like remaining years in
the work force. But once you have gone through this exercise, you emerge with a number. It may not
turn out to be the right number – the prospect may die earlier than you assumed – but it is a concrete
number derived from objective, measurable information.

How do you measure risk tolerance?

What about risk tolerance? How do you measure it? Can you calculate it using simple math? Can you
calculate it at all? Can you even define it in a meaningful way? It is easy to see that there are really two
very different varieties of risk tolerance: one is attitudinal and subjective, and the other is objective and
measurable.

I’ll look at the objective variety first. Let’s say my goal was to have $2 million by the time I retire at age
65. Now I have arrived at my retirement date, and I have $3 million in my account – significantly more
than I need. My goal should be to take as little risk as possible while maintaining the purchasing power
of my assets. Objectively, I should have no tolerance for risk.

On the other hand, let’s say my goal is to have $2 million when I retire in five years. But I only have $1
million today. Objectively, this means I should have a high risk tolerance. Few investments can
generate the 14% to 15% annualized return I will need to reach my stated goal and they are all very
risky. I have no choice. I need to take risk to reach my goal.
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This objective type of risk tolerance determination has nothing to do with my internal feelings, attitudes
or beliefs about risk. It is all driven by my goals and my time horizon.

Now let’s talk about the attitudinal variety of risk tolerance. This is what risk tolerance questionnaires
attempt to measure. They do this by asking questions designed to reveal our true predisposition
toward, and probable level of comfort with, risk. Some of the questions are very direct in asking us how
much risk we are comfortable with or how we rank ourselves along the spectrum of risk-takers. Other
questions ask us to report how we would behave in the face of various scenarios, some of which
involve investing and some of which don’t.

Can we measure risk tolerance with a questionnaire?

Many of these questionnaires synthesize our answers into a risk score. These scores may label us as
conservative, moderate, etc., or they may actually assign us a single number, like a 42 or a 78. Some
are even designed so that these scores determine what investment strategy is appropriate for us. I am
a 42 so I should have the 40/60 portfolio, and you are a 78 so you should have an 80/20 portfolio.

In other words, comfort with risk determines strategy.

Creators of these questionnaires would have us believe that our risk tolerance is like our heart or our
brain. We all have one, and it can be identified and measured if only we have the right tool. The
questionnaire, then, is like an MRI; it discerns our risk tolerance.

This view is inconsistent with risk tolerance. My experience, supported by behavioral finance research,
indicates that a person’s tolerance for risk is hard to capture and even harder to quantify precisely.
With effort, you may get a general sense of a person’s comfort with, and capacity for, risk-taking.

But I am not a 42, and you are not a 78.

The research also suggests that we are all notoriously bad at assessing our own risk tolerance. Trying
to get a sense of how we would behave in the face of various adversities by asking us produces
unreliable results. It is very hard for people to tell you with any accuracy how they would react in the
face of a 20% market decline until they actually experience one.

Part of the problem is that risk tolerance is fluid and situational. A person may be conservative with
their money, but enjoy ice climbing. We tend to be risk-averse when markets are declining and risk-
seeking when markets are rising. We are more inclined to take risk when we are far from our financial
goals and less inclined when we are close. Risk tolerance is not like a heart or a brain. It is highly
dynamic. Today’s bold adventurer is tomorrow’s timid soul.

If we are not good at assessing our own tolerance for risk and that tolerance changes over time, what
good is a questionnaire that produces a very precise risk score at one moment in time? Even if risk
tolerance questionnaires did capture meaningful information, wouldn’t you need to administer them to
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clients on a regular basis to get an accurate sense of the range of their risk tolerance? Such a practice
might be useful, but is unlikely to gain widespread adoption.

Questioning the relevance of risk tolerance

A more controversial question is, “why is risk tolerance even relevant?” Why would you develop a
strategy based on the client’s comfort level instead of their long-term goals? If a client has $700,000
today and wants to have $1 million in 10 years, what difference does their risk tolerance make? They
need $300,000 and it’s our job to maximize their chances of getting it. Would we devise a strategy that
gave them a smaller chance of reaching their goal simply because they had less tolerance for risk? If
so, how do we justify that?

This raises another interesting question. What happens if a person with a low risk score is put into an
aggressive portfolio? Let’s assume that risk tolerance questionnaires are actually measuring something
meaningful. If I have a low tolerance for risk, and my advisor tells me I need to invest aggressively to
achieve my goals, what should I do?

I badly want to achieve my goals, but what will happen to me if I blow past my tolerance for risk? Am I
in danger of having a stroke? Will I experience blurred vision? I suppose I am in danger of being
uncomfortable, but that may be a necessary side effect of achieving my goals.

Why can’t my advisor put me in the portfolio most appropriate for achieving my goals even if it stresses
me out? One reason is that compliance departments are incorporating risk tolerance questionnaires
into the suitability determination process. At some firms, it is difficult for an advisor to recommend a
more aggressive portfolio to someone with a low risk score even if they need it to maximize the
likelihood of reaching their goals. Does this make sense?

Say I have an 80-year-old client who lives very comfortably off the interest from a $5 million municipal
bond portfolio. She completes a risk tolerance questionnaire and, not surprisingly, has a low tolerance
for risk. She wants to invest $100,000 in an aggressive portfolio in order to provide a college fund for
her granddaughter. Why should her low risk tolerance prevent it?

Sales people are also learning how risk tolerance questionnaires can be twisted to push investors into
inappropriate products. They are now using these questionnaires to compare a prospect’s individual
risk score to the risk level of their current portfolio in order to demonstrate that the prospect is invested
improperly. Creating doubt and fear is an old tradition in our business, but risk tolerance questionnaires
simply do not have the level of precision necessary to justify this practice.

Has science gone too far?

As in so many areas, we have lost sight of the true value of a useful tool and have allowed form to
prevail over substance. A discovery questionnaire is a valuable tool for an advisor to use in soliciting
information from a client. A good advisor can use the answers to stimulate further discussion and
develop insights about the client, their goals and their attitudes about a variety of relevant topics.
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But substituting a mechanical scoring system backed by questionable science for the judgment and
experience of a trained advisor is a step backwards for our industry and ill serves our clients.

Scott MacKillop is CEO of First Ascent Asset Management, a Denver-based firm that provides
investment management services to financial advisors and their clients. He is a 40-year veteran of
the financial services industry. He can be reached at scott@firstascentam.com.
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McKinsey Assesses Future Stock and Bond Returns: Are
the good times really over for good?

May 31, 2016
by Laurence B. Siegel

Are stocks’ glory days behind us? What about bonds? As the late Merle Haggard asked in song, “Are the good times really
over for good?” A widely circulated McKinsey Global Institute (MGI) report, Diminishing Returns: Why Investors May Need
to Lower Their Expectations, suggests that they are. The report makes the case that both stock and bond returns over 1985-
2014 were exceptional and that investors should expect lower returns in the future.

McKinsey forecasts a real (inflation-adjusted) stock market total return, including dividends, that ranges from 4% to 5% in
their low-growth scenario to 5.5% to 6.5% in their higher-growth scenario; those compare to a historical average of
approximately 5.9% (since 1926). Both scenarios acknowledge the currently low growth rate of the U.S. economy –
approximately 2% over the last several years, versus a historical average of 3.3% – but the second scenario has the growth
rate gradually rising to its historical average.

The McKinsey report also makes forecasts for bonds. Their low-growth forecast is for a real return on 10-year U.S. Treasury
bonds of zero to 1%, and their higher-growth forecast is for a real return of 1% to 2%. These numbers contrast sharply with
recent bond returns, which have been high as interest rates have fallen.

MGI is correct, at least directionally, in their forecasts and for many of the right reasons. But its report fails to adequately
address a few critical areas that should be of concern to advisors, as I will outline.

My biggest concern is that the report gives relatively high forecasts for equity returns but calls them low forecasts, as if the
authors are sure investors are expecting even more. This is a subtle but important point; if the good news is that the bad
news is wrong, someone ought to say so. After all, the report could have been titled “Oh No! Stocks Projected to Deliver
Large Profits, but Less than During the Best Years in its History.” Other shortcomings include confusion as to when the best
historical returns occurred and a failure to recognize that many investors rely on forecast methods that are better than merely
projecting past returns into the future.

The equity returns projected by MGI are quite attractive. At real 4%, you double your purchasing power every 18 years. At
real 6.5%, every 11 years. What more do you want? The great bull market of 1981-1999 may have accustomed investors to
capital market conditions that were almost miraculous, but most investors understand that such an event is not repeatable.
Someday in the far future we will have bull markets of comparable magnitude, but not soon and not starting from the
valuation levels that currently prevail.

The main points of the rest of this article are:

The really high returns in the equity market were earned over 1985-1999, not 1985-2014; the 2000-2014 period was
far below average and below what MGI is forecasting, so they’re actually forecasting an increase in returns relative to
the last 15 years. (My analysis goes through 2014 because that is what MGI’s did, even though 2015 data are now
available.)

As Eugene Fama and Kenneth French demonstrate, investors didn’t expect the high returns they got.

The discount rates used by pension funds, cited by MGI as indicative of investor expectations for asset-class returns,
are manipulated and are not an accurate guide to what investors really expect.

Future returns on bonds will be much worse than they were historically; the report gets this right.

Finally, the MGI report introduces a decomposition model of stock returns. This analysis is of high quality and I reproduced
MGI’s diagram of the model here for one asset class for one period (equities, 1985-2014) so you can see how MGI thinks
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about the return-generating process.

The glory days were 1982-1999, not 1985-2014

First, let’s look at the data. Here are compound annual real returns over various periods:

Exhibit 1

Compound annual real returns on principal U.S. asset classes

The stock market is what most people care about when they think of markets being good or bad. So it’s clear from Exhibit 1
that the glory days of the stock market ended in 1999; returns over 2000-2014 have been well below expectations (both
investors’ own expectations for that period and MGI’s expectations for the future). It’s fatuous for MGI to talk about the last
30 years as if that were a single economic environment. And both they and I expect equity returns to rise, not fall, relative to
the miserly standard set by the 2000-2014 period.

Bonds are a different matter. The bond bull market continued into the 21st century, and future bond returns will be lower
because the starting yields are as low as you can get. Despite the Alice-in-Wonderland existence of negative interest rates in
Europe and Japan, I do not expect them here, and that’s what it would take to produce significant further capital gains in the
bond market. So the future for bond investors looks disappointing.[1]

Why were equity returns over 1982-1999 so high?

In the late 1990s, the late Ray DeVoe, the author of the brokerage firm Legg Mason’s wise and witty market commentary,
made the case that future returns would be lower than recent past returns because of the overwhelming volume of good
news that had already become incorporated into stock prices over the prior two decades. This news included the end of high
inflation, a radical decline in interest rates, the end of the Cold War and collapse of the Soviet Union, the weakening of
OPEC, deregulation, globalization, free trade, booming corporate profits and the emergence of the personal computer and
the Internet. (DeVoe’s list was even longer; I’ve left out a good half of it.)

Starting in 1982, the market understandably reacted with a massive upward lurch, which was mostly over by 1999. Anyone
who expected a repeat of this flood of good news over the subsequent 15 or 20 years would have had to be slightly daft. Yet
the once-widespread method of projecting historical stock returns forward into the future led, in the late 1990s, to ever-
increasing estimates of the expected stock return as markets continued to rise. By the turn of the millennium, the historical
method produced an equity return forecast of 12%, something that could only happen – given the market’s already high level
– under the most extraordinary circumstances.

Not only did those circumstances fail to materialize, but this young century has been a rougher ride than just about anyone
expected. We have had two wars, a depression (not a Great Depression but a real one nonetheless) and a significant
slowdown in emerging markets. The markets, already burdened with a high starting valuation, delivered some of the weakest
returns in their history over 2000-2014, as Exhibit 1 shows.

Going forward, MGI expects real equity returns that are much higher than those realized over 2000-2014 (or 2000-2015;
their analysis stops in 2014), and I expect this too. Their forecast is 4% to 6.5% per year in real terms. Thus the report’s title
and the overall impression given by a superficial reading of the report are misleading. Their bond forecast – like mine – is for
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much lower returns in the future than over 2000-2014, which was an exceptionally good period for the bond market because
of the decline of interest rates to unprecedented low levels.

Decomposing equity market returns

To understand past returns and make forecasts, MGI used a model that augments the conventional dividend-discount model
(DDM) with macroeconomic information. This is a very helpful way to frame an equity (or bond) market forecast, and we
reproduce their visual depiction of the model in Exhibit 2.

Exhibit 2

Drivers of equity returns[2]

This decomposition, or breaking up of return into its component parts, is useful for making forecasts. You replace each
historical number with the number you think will prevail over your forecast horizon. The format makes it easy to debate the
relevant inputs and to assess the accuracy with which each input is estimated. For example, the current dividend yield is
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quite accurately measured, while the rate of future change in the P/E ratio is anybody’s guess.

I note one objection to their method: The use of the real cost of equity as an input is circular because the output – the
expected real return on the stock market – is also the real cost of equity. But that is not a major concern because the other,
non-circular inputs have greater influence over the answer.

Were the high realized returns of the late 20th century expected?

Without explicitly saying so, the McKinsey report adopts the point of view that the historical returns that investors got are the
returns they expected. This view – that investors conform their expectations to what can be earned in the market so that one
can use realized returns as a guide to expectations – is closely linked to my former employer Ibbotson Associates, which
made and, under the flag of Morningstar, still makes forecasts that depend on this assumption.[3] (To their credit,
Ibbotson/Morningstar also makes what they call supply-side forecasts, which do not use this assumption and rely on a DDM
much like that used by McKinsey.)

The original Ibbotson method still exerts a strong influence over the brokerage and financial advisory community, where
historical returns are widely used as the basis for forecasts. The exact method used by Ibbotson is based on the capital asset
pricing model and adds a constant equity risk premium, drawn from history over as long a period as the data allow, to the
current cash or bond interest rate. The compound annual equity risk premium over cash, measured over 1926-2014, is
6.6%. The Ibbotson method adds this number to the cash yield, currently 0.3%, to arrive at a stock market total return
forecast of 6.9%.[4]

But suppose the high equity returns of the late 20th century were not expected. Suppose that investors expected significantly
lower returns, but consistently received positive surprises as the various news items mentioned by DeVoe arrived. If that is
the case, it’s not appropriate to use past returns as proxies for investor expectations. Instead, one should try to figure out
what returns investors expected at the time, and project those forward when making forecasts. Otherwise they would be
incorporating persistently positive surprises into the forecast, a mistake that would bias the forecast upward.

It sounds prohibitively difficult to go back through history and discern what equity returns investors were expecting. However,
the Nobel Prize-winning economist Eugene Fama and his perennial co-author Kenneth French have done exactly that.[5]
They constructed a DDM and an earnings discount model each year through history (1872-2000), representing the returns
that a rational investor would expect given dividend and earnings information and growth forecasts that were available at the
time. They then averaged the year-by-year results. Fama and French write:

[T]he dividend growth model and the realized average return produce similar real equity premium estimates for 1872 to
1950, 4.17 percent and 4.40 percent. For the half-century from 1951 to 2000, however, the equity premium estimates
from the dividend and earnings growth models, 2.55 percent and 4.32 percent, are far below the estimate from the
average return, 7.43 percent. We argue that the dividend and earnings growth estimates of the equity premium for 1951
to 2000 are closer to the true expected value.

In other words, the 1951-2000 period was exceptional. Investors expected a modest return but got a high return. Before that,
they got more or less what they expected, but over 1951-2000 they got repeated positive surprises. This did not take place
just over the last 30 years, as the McKinsey report suggests, but (1) over a much longer historical period and (2) not in this
current century. Since 2000 returns have been less than investors expected.

The McKinsey forecasts, then, are not low forecasts; they are right in line with what investors expected all along. They are
also in line with what investors got, except in the unusual 1951-2000 period when returns raced ahead of expectations.

Will investors be happy with a 4% to 6.5% real equity return?

Are the McKinsey forecasts of a real return of 4% to 6.5% in the stock market more or less than what investors are currently
expecting?

Let’s look at three methods to estimate what investors on average are expecting: The first is to ask them. The second is to
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assume that they expect historical returns to be repeated (but historical over what period?). The third is to use a dividend- or
earnings-discount model and, like Fama and French, assume that the results of one of those models are a good proxy for
investor expectations.

1. Ask them. The data are old, but the source – the Federal Reserve – is unimpeachable. A survey of investors reveals
that expectations of long-run returns tend to run somewhat below recent experience, but (this is important) with
exceptions when recent returns are low. Exhibit 3 shows the survey results from the 2000-2005 period. Since the last
10 years’ nominal annual S&P 500 return is 6.4%, lower than any past return in Exhibit 3, a reasonable guess is that
investors expect a future (10 to 20 year) return somewhat above that level.

Exhibit 3

Expected returns vs. past returns: Survey data

Source: Federal Reserve Bank of Chicago, using University of Michigan Survey of Consumer Finances data.[6]

2. Use the historical return as the measure of expectations. This method is too dependent on the choice of a time period.
Over the last 10 years, the S&P 500 return has been only 6.4% nominal, or 4.6% real; over 1985-2014, the period that
the McKinsey report says investors focus on, 8.4% real; over the longest period for which data are usually available,
1926 to the present, 5.9% real. Investor’s expectations based on past performance can be triangulated using these
three numbers: about 6%, again in real (inflation-adjusted) terms.

3. Use a dividend- or earnings-discount model. My favorite model is, of course, one with my name on it – the Grinold,
Kroner and Siegel model that was developed at Barclays Global Investors about a decade ago.[7] It starts out as a
standard DDM but has modifications for changes in the number of shares outstanding and for mean reversion from
unusual valuation levels; in addition, the growth term is the growth rate of earnings, not dividends. Plugging in recent
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values for the inputs, we get about a 6% nominal or 4% real total return, including dividends, on the S&P 500.

These three sets of estimates are nicely clustered around 6%, in nominal terms; if one believes inflation will run at 1.5% to
2%, then a real return of 4% to 4.5%. There is no “crazy talk” like the 12%-15% returns that some investors expected,
forever, around the turn of the millennium, nor is there an expectation of a long recession or depression. Modest expectations
seem to be built into the market, incorporated in the somewhat rich current valuation of equities. (When prices are high,
future returns are typically lower, and vice versa.)

McKinsey’s forecasts of 4% real, in the low-growth scenario, to 6.5% real, in the high-growth scenario, then, are on the high
side relative to what investors are already expecting. There is nothing out of the ordinary about the McKinsey forecasts, and
there is no justification for alarm.

These observations confirm my predisposition to believe that large consulting firms usually repackage conventional wisdom
rather than challenging it.

The information non-content of pension discount rates

The McKinsey report expresses concern that public pension funds, purportedly among the most sophisticated investors, are
at risk from low future returns because, as it states, “most pension funds are still assuming relatively high future returns of
about 7.5% to 7.7% in nominal terms.”

McKinsey is correct to worry about the solvency of public pension plans, but not because they overestimate the returns
available from equities. Most pension officers are well aware that their portfolios, about 70% of which are allocated to equities
and the rest to low-returning bonds, are unlikely to earn 7.5% in nominal terms if invested in ordinary indexes. They use high
return assumptions because their actuaries and consultants advise them that such assumptions will keep current
contribution requirements low (because the net present value of future liabilities is lower when discounted at the high return
assumption). They then try to earn higher-than-market rates through “alpha strategies” and alternative investments (hedge
funds, private equity, venture capital, etc.).

This kick-the-can-down-the-road approach is consistent with rules set by the Government Accounting Standards Board
(GASB) and has allowed public pension plan funding to deteriorate to unacceptable levels in many states and localities.
Corporate defined benefit pensions, in contrast, use the much more sensible Financial Accounting Standards Board (FASB)
rules, which call for a return assumption equal to the yield on Aa-rated corporate bonds.

Thus, there is no information in pension return assumptions suggesting that sophisticated pension officers really expect to
earn around 7.5% on equities, much less on diversified portfolios that only partially consist of equities.

Future returns on bonds

If equities do not look so bad from the current vantage point, bonds are a different story. Monetary policies around the world
have pushed interest rates to all-time lows, currently about 1.9% on U.S. Treasury bonds with a 10-year maturity. In some
countries, shorter-term interest rates are negative.

When one subtracts a reasonable inflation forecast from a yield this low, the real expected return on Treasury bonds is
effectively zero. That is, an investment in a Treasury bond portfolio can be expected to just keep even with inflation. TIPS
(Treasury inflation-protected securities) do a tiny bit better, with the 10-year TIPS yield at 0.3%.

Investing at a zero real return is better than earning no nominal yield at all, as investors in money market funds and other
cash instruments did until recently. But that is about the best one can say about it. Bond yields, which are equal to the
expected return, are so low that the current environment has been characterized as one of “financial repression.” In a recent
Advisor Perspectives article, Tom Coleman and I express concern that financial repression is depriving the economy of one
of its most important sources of potential growth, which is income from savings. As long as policymakers consider zero and
negative interest rate policies to be stimulative rather than repressive, I worry that low growth will continue.
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A future environment that favors equities

Investors who expect a miracle from the markets – who think that 3% or 5% savings rates will get them close to their goals or
that 10% savings rates will assure them a luxurious future – will be disappointed. Those conditions never existed. One would
have had to have perfect foresight – and a lot of money early in life – to buy at the bottom in 1982 and then never sell until
the top in 2000 or 2007 or 2015, availing oneself of the full glory of the largest bull market in history.

But investors who save diligently, buy and hold diversified portfolios of stocks and bonds and focus on their very long-term
goals will do fine. A bias toward equities is justified, given the exceedingly low expected returns on bonds. Even with growth
as low as we’ve experienced over the disappointing period since the end of the global financial crisis, the equity risk premium
implied by McKinsey’s forecasts is 4%, enough to justify an above-average allocation to equities. With higher growth rates,
the equity risk premium implied by McKinsey’s forecasts is even higher: 4.5%.

To quote the redoubtable financial journalist Kate Welling, “be not afraid.”

Larry Siegel is the Gary P. Brinson Director of Research for the CFA Research Foundation and an independent consultant.
Prior to that, he was director of research in the investment division of the Ford Foundation. He is a member of the editorial
boards of The Journal of Portfolio Management and The Journal of Investing and serves on the board of directors and
program committee of the Q Group. He is the winner of the 2016 Graham and Dodd Top Award, shared with Barton
Waring.

[1] Although not catastrophic, if my December 10, 2013 Advisor Perspectives article,
http://www.advisorperspectives.com/newsletters13/pdfs/A_Framework_for_Understanding_Bond_Portfolio_Performance.pdf,
is even remotely right. On average, long-term investors should expect to get back roughly their starting yield, which is just
under 2% for the 10-year bond and just under 3% for the 30-year. If inflation stays low, those are unexciting but positive real
yields. (See also Leibowitz, Martin L., Anthony Bova, and Stanley Kogelman, 2014, “Long-Term Bond Returns under
Duration Targeting,” Financial Analysts Journal [January/February].)

The risk, of course, is that today’s inflation will accelerate – but, over a long enough time horizon, reinvestment of coupons
and maturing bonds at higher interest rates will compensate the investor for inflation if markets price bonds to have a
sufficiently large inflation-risk premium. The catastrophic real returns of the great bond bear market of 1941-1981 were due
the absence of such a premium (the premium was actually negative much of the time).

[2] Source: McKinsey Global Institute, Diminishing Returns: Why Investors May Need To Lower Their Expectations (May
2016), Exhibit 3 on page 6. The letter “” denotes “function.” Notes: 1. Calculated as the product of payout ratio and earnings
yield.  2. Acquisitions paid for by shares rather than cash. 3. Includes cross terms. 4. Calculated as 1 – (nominal net income
growth ÷ marginal return on equity). 5. Based on weighted average U.S. + non-U.S. GDP growth. 6. Refers to 3-year average
at start of period and 3-year average at end of period.  7. Average capital productivity over the past 30 years. 8. 30-year
average of total debt divided by the sum of total debt and the book value of equity.

[3] I was Ibbotson Associates’ first employee and worked there from 1979 to 1994. Ibbotson Associates was acquired by
Morningstar in 2004.

[4] This forecast is for U.S. large caps (the S&P 500) and is the forecast compound annual return (geometric mean), not the
arithmetic mean. The formal Ibbotson forecast method uses only arithmetic means, so what I’ve described is a slight
oversimplification. A variation of this method, which Ibbotson has come to prefer in recent years, uses the historical return of
stocks over long-term Treasury bonds, instead of cash, and then adds the current yield on the bond.

[5] Fama, Eugene F., and Kenneth R. French. 2002. “The Equity Premium.” Journal of Finance, Vol. 57, no. 2 (April).

[6] Amromin, Gene and Steven A. Sharpe. 2008. “Expectations of risk and return among household investors: Are their
Sharpe ratios countercyclical?” Federal Reserve Bank of Chicago,
https://www.federalreserve.gov/pubs/feds/2008/200817/200817pap.pdf
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[7] Grinold, Richard C., Kenneth F. Kroner, and Laurence B. Siegel. 2011. “A Supply Model of the Equity Premium.” In
Hammond, P. Brett, Martin L. Leibowitz, and Laurence B. Siegel, editors, Rethinking the Equity Risk Premium, CFA Institute
Research Foundation, Charlottesville, VA.,
https://www.cfainstitute.org/learning/products/publications/rf/Pages/rf.v2011.n4.6.aspx
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Second-Longest Bull Market Ever, Yet
Investors Remain Skittish

April 27, 2016
by Gary Halbert

of Halbert Wealth Management
IN THIS ISSUE:

1. 45% of Americans Now Pay No Federal Income Taxes

2. US Stock Market on Track For Second-Longest Bull Run

3. Despite Long Bull Run, Investors Continue to Unload Stocks

4. Millions of Americans Have Fallen Out of Love With Stocks

Overview

If the US stock markets don’t collapse between now and Friday, this will be the second-longest bull
market on record. Really. The current bull market began in March 2009 and will have lasted for 2,608
days (7.2 years) on Friday. If so, it will top the former second-longest bull market which ran from 1949
to 1956 (2,607 days). That’s quite impressive.

Yet despite the stock market’s very impressive returns since the end of the Great Recession, American
investors have unloaded stocks at a near-record pace. According to a new Gallup poll, only just over
half of American households say they currently have any money invested in the stock market,
matching the lowest ownership rate in the poll’s 19-year history.

The latest Gallup poll found that only 52% of American households have any money invested in stocks
(individual stocks, equity mutual funds, ETFs, etc.), down from a high of 65% in late 2007.
Unfortunately, young people are the ones with the lowest investment in stocks. There’s a lot to talk
about on this subject.

Yet before we get to that discussion, I want to bring to your attention a new report which found that
almost half (45%) of Americans now pay zero in federal income taxes, according to the Tax Policy
Center. The reasons may surprise you. Let’s get started.

45% of Americans Pay No Federal Income Taxes

Many Americans don’t have to worry about giving Uncle Sam part of their hard-earned cash for their
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income taxes this year. An estimated 45.3% of American households, or roughly 77.5 million, will
have paid no federal individual income tax, according to data for the 2015 tax year from the Tax Policy
Center, a nonpartisan Washington-based research group.

Roughly half of those pay no federal income tax because they have no taxable income, and the other
roughly half get enough tax breaks to erase their tax liability, according to the Tax Policy Center.

While the mainstream media would have us believe that “rich people” pay little in the way of income
taxes, this is simply not true. The top 1% of taxpayers pay a higher effective income-tax rate than any
other group – around 23% on average, according to a report released by the Tax Policy Center in
2014 – nearly seven times higher than those in the bottom 50%.

On average, those in the bottom 40% of the income spectrum end up getting money from the
government in the way of subsidies. Meanwhile, the richest 20% of Americans, by far, pay the most in
income taxes, forking over nearly 87% of all the federal individual income tax collected by Uncle Sam.

The top 1% of American income earners is defined as those who earn over $400,000 a year. This
group paid apprx. 45.7% of all federal income taxes collected for 2014 according to the Tax Policy
Center. That’s almost half! Among the top 0.1% – just 115,000 households – paid more than 20% of
all federal income tax collected that year.

When it comes to ALL federal taxes – individual income, payroll, excise, corporate income and estate
taxes – the distributions of who pays what is more spread out. This is partially because nearly everyone
pays excise taxes, which includes taxes on gasoline, alcohol and cigarettes.
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I could go on and on with this discussion, especially in light of the liberals’ obsession with “income
inequality”and raising taxes on the “rich,” but I will leave it there for today, so we can get on to our
main topic.

US Stock Market on Track For Second-Longest Bull Run

Assuming the US stock markets don’t collapse in the next three trading days, the current bull market
will become the second-longest in history on Friday. From the March 2009 low, the S&P 500 will have
risen overall for 2,608 days by the close on Friday.

The chart below shows the S&P 500 through last Friday when the bull run was at 2,603 days. If the
current uptrending market makes it through this Friday, that will surpass the former second-longest
bull run in the post-WWII era, which was from June 1949 to August 1956, or 2,607 days (see below).

The longest running bull market was from 1987 to 2000, when the dot-com bubble burst. That bull
market lasted 4,494 days. For the current bull market to last that long, we will have to avoid a bear
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market until June 2021. I don’t know about you, but I don’t think we’ll make it!

The longevity of the current bull run is surprising to many, especially as questions intensify about the
health of corporate profits so far this year. Corporate profits for S&P 500 companies are expected to
fall 7% on average in 2016, according to a recent survey by Thomsom Reuters.

In Europe the earnings decline so far this year is predicted to have been greater, with 2016 corporate
profits expected to drop 19% from the year before, according to Thomson Reuters. Excluding energy
companies, which are hurting the most, a 12% decline is forecast for Europe.

Yet despite the decline in corporate profits so far this year, the US stock markets are currently near
new all-time highs and imply a future of rosy profits and economic optimism. Yet at the same time
government bonds are priced for a world of stagnant growth, diminished opportunities and minimal
inflation.

Put differently, stocks and government bonds don’t often move in parallel directions for long periods of
time. Yet both stocks and bonds have been trending higher since the S&P 500 low in March 2009.
Keep in mind that bond prices move higher as the yield moves lower.
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Most analysts attribute the significant drop in Treasury yields in recent years to unprecedented
government bond purchases by central banks around the world, also known as “Quantitative
Easing” which continues in Europe, Japan and elsewhere.

In addition, the Fed’s cautious approach toward raising interest rates in the face of global economic
uncertainty has led investors to seek out the safety of government bonds, pushing the yield on
benchmark 10-year Treasury notes down 40 basis-points this year to 1.88%, just 50 basis-points shy
of the all-time low reached in mid-2012.

Major government bond markets around the world have followed the same trajectory, with German 10-
year bond yields trading at only 20 basis-points above zero and Japanese bonds with maturities up to
12 years trading at a negative yield as of last week.

As a reminder, the Fed Open Market Committee is meeting today and tomorrow and will release its
latest policy statement after the conclusion of the meeting. Most Fed watchers do not expect an
interest rate hike at this meeting.

Despite Long Bull Run, Investors Continue to Unload Stocks

The Dow Jones Industrials and the S&P 500 Indexes may be hurtling toward record highs, but the
American people, whose love affair with stocks has understandably waned since the Great Recession,
look to be more hesitant than ever to buy into the rally.

It’s been a volatile year for equities, but while the major indexes are close to record highs, the
percentage of Americans invested in the stock market is at a record low. According to a new Gallup
poll, only 52% of American households say they currently have any money invested in the stock
market, matching the lowest ownership rate in the poll’s 19-year history. Here you go:
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In 2007, just before the markets were crushed by the collapse of the housing market, stock ownership
by Americans hit a record high of 65%. Stocks have recovered nicely since then and are approaching
new highs, but millions of investors have missed the strong recovery since early 2009.

Stock ownership by Americans fell every year since 2007, until 2014 and 2015 when it ticked
marginally higher. Yet stock ownership remains near a record low.

Drilling into the numbers reveals that middle-class Americans are the most skittish when it comes to
the stock market. Almost three out of four of those with incomes ranging from $30,000 to $74,999 said
they invested money in stocks in 2007. That number has dropped to half, which is a much more severe
decline than in the other income brackets.

The numbers on how much money Americans have yanked out of the stock markets in recent years
are shocking. Since peaking in 2007, US households have shrunk their holdings of stocks, mutual

Page 6, ©2016 Advisor Perspectives, Inc. All rights reserved.



funds and equity ETFs (exchange traded funds) by a record 18.6% or over $2 trillion in total.

This has been the largest equity liquidation in history and well surpasses the 10% liquidation during the
decade from 1979 to 1989. The largest decline has been in direct individual ownership of stocks, which
interestingly has occurred just as US corporations have been buying back their own stock from
households in record numbers over the last several years.

Millions of Americans Have Fallen Out of Love With Stocks

Since the end of the financial crisis in late-2008/early-2009, individuals have invested nearly nothing
in the stock markets in the aggregate. Millions of individual investors are suffering from a crisis of
confidence having endured two major bear markets (2000-2001 and 2008-2009) in less than a
decade. And they may not return to the equity markets anytime soon, if ever.

Something similar happened in the wake of the Great Depression. It took over a decade of incredibly
high dividend yields to bring Americans back to the stock market. Many believe the same is true today
in the wake of the 2008-2009 financial crisis which saw the S&P 500 Index plunge by over 50% at the
worst point.

As noted in the table above, younger Americans are the most likely to have exited the stock markets.
By age, Americans under age 35 are the most likely to have fled the market. The percentage of young
people with money in stocks has fallen 14 points since 2007, to only 38%.

Most financial planners and investment advisors believe that young adults need to invest in the stock
market early-on in order to capture the growth necessary to pay for retirement. They argue that the
long time horizon young investors have provides them an opportunity to make up for any losses in the
short-term.

A recent Gallup poll found that only just over a fifth (22%) of Americans believe that the stock market
is the best long-term investment, compared to more than a third who think real estate is the best long-
term investment. This is shocking!
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Yet the fact is that since 1980, the stock market as measured by the S&P 500 Index, has appreciated
more than four times the average home price increase in the 10 largest metropolitan cities in the US,
according to Forbes.

The Bottom Line: Barring a huge surprise between now and this Friday, we will be in the second-
longest bull market in history. Yet stock ownership by Americans is near the all-time record low, with
over $2 trillion in shares liquidated since the peak ownership in late 2007. Something is very wrong
with this picture.

In 2007 when the stock markets peaked, 65% of Americans owned stocks in one form or another. Yet
today, that number has fallen to only 52% according to the latest Gallup poll. Despite the fact that the
major stock indexes are near their all-time highs, millions of Americans have been on the sidelines
since 2008-2009.

Wishing you investment success,
Gary D. Halbert

Forecasts & Trends E-Letter is published by ProFutures, Inc. Gary D. Halbert is the president and
CEO of ProFutures, Inc. and is the editor of this publication. Information contained herein is taken
from sources believed to be reliable but cannot be guaranteed as to its accuracy. Opinions and
recommendations herein generally reflect the judgement of Gary D. Halbert (or another named author)
and may change at any time without written notice. Market opinions contained herein are intended as
general observations and are not intended as specific investment advice. Readers are urged to check
with their investment counselors before making any investment decisions. This electronic newsletter
does not constitute an offer of sale of any securities. Gary D. Halbert, ProFutures, Inc., and its
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affiliated companies, its officers, directors and/or employees may or may not have investments in
markets or programs mentioned herein. Past results are not necessarily indicative of future results.
Reprinting for family or friends is allowed with proper credit. However, republishing (written or
electronically) in its entirety or through the use of extensive quotes is prohibited without prior written
consent.

(c) Halbert Wealth Management
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Reevaluating Your Investment Philosophy
May 3, 2016

by Teresa Riccobuono

Many advisors use the beginning of a new quarter as a time to review their
investment choices, sometimes called a “pick list.” If you fall into this group, consider
including a review of your investment philosophy as part of the overall process.

Every advisor, myself included, has an investment philosophy from which all
investment recommendations are developed.

Advisors will regularly reevaluate their investment selection, but rarely do they re-
evaluate their investment philosophy.

With the availability of new information, the introduction of new products and the discussion of new
strategies, it may be time to reconsider some long-entrenched thoughts regarding investments.

Investment philosophy considerations

Here is a short list of considerations that I have gathered from various advisors. This is not an all-
inclusive list, as there is a multitude of items and issues to consider. How do you currently feel about
your response to each bullet point? Is it outdated?

 Passive versus active management, or a blend
 Fund family (e.g., if fewer than 35 fund options, eliminate due to lack of selection for inter-family
transfers)
 Company’s trading infrastructure – a small fund company may not have the trading capability of
a larger firm
 Style purity, portfolio characteristics, number of holdings, risk/return profile, investment
philosophy of fund manager/team
 Small-basket strategy – a few well-chosen stocks
 Use balanced funds for core, allowing the fund manager to decide on the allocation of growth
versus value
 Management tenure, support team, compensation structure, succession plan
 Expense ratio
 Portfolio turnover, tax efficiency
 What is your definition of asset allocation? For example, what is the makeup of your “moderate”
portfolio? Is it 50/50 or 40/60 equities to bonds or something entirely different?
 Will you compare selected funds to their corresponding index (apples to apples)?
 Is this a qualified or non-qualified portfolio or a combination of the two?
 How do you incorporate fringe/alternative investments into your larger portfolios?
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 What is your sell discipline or risk management process (very important to high net worth
clients)?
 How long does an investment stay on your watch list before you make a change?
 How often will you review and evaluate your pick list? When do you rebalance a client's
portfolio?
 Do you want to be true to the top picks or evaluate top picks based on wholesaler relationships
(a second set of eyes watching out for your clients’ investments)?
 Do you believe in timing the market? Sell in May, then go away? What about October?
 How do you handle clients who are decumulating their portfolio; pulling money from their
accounts to live on? Do you incorporate a three-bucket strategy for the portfolio?
 Time period – when does the client plan to use the money?

As I mentioned earlier, there are several points to consider when creating an investment philosophy
and ultimately a pick list. Allowing your biases to come into play during the evaluation process could be
detrimental to your clients. Sharing your thoughts with other knowledgeable individuals and being open
to hearing their feedback can be one of the most important actions you can take.

After you determine your investment philosophy, what next?

1. Determine your filters; run them through a program such as Morningstar (broad based filters)

2. Conduct your due diligence

3. Determine how you would like to select the finalists
Secondary set of filters (more specific than above)
Wholesaler relationships (second set of eyes offering their perspective)
Biases of client, i.e., socially responsible investments
Talk with other advisors and peers
Read, e.g., Wall Street Journal, newsletters such as Advisor Perspectives
Listen, e.g., economists you follow
Crystal ball J

4. Fill in your investment grid – selected investments by asset class
Consider having three options for each asset category. If something goes awry with your
one small cap fund, you have to take time to evaluate what your new small cap fund will be.
Having at least a second and maybe a third option available can save you time.
Are there holes in your investment grid after the initial analysis?

Re-do or adjust filters
Consider ETFs
Discuss options with wholesalers

5. Put the investment grid aside for a day or two, then review it with a fresh set of eyes

6. Provide your investment grid to wholesalers prior to your meeting so he or she can come
prepared to discuss ideas

7. Review your investment grid on a quarterly, semi-annual or annual basis

8. Determine how best to communicate to clients when and how you make changes in the portfolio
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Are you inundating clients with investment information?

Your clients are generally not that interested in learning about how you make investment
recommendations – engineers and those truly interested in investments being the exception. Your
clients are, however, interested in knowing that you have a process for researching and reviewing
investments on a regular basis, so be sure to share this information with them at a high level.

Are you focusing too much of your time with clients discussing investment performance? If so, you are
training your clients to focus on investment performance. By doing so, you may be setting yourself up
for the loss of a client.

Another advisor can come in and show your client how they are a better portfolio manager than you. It
is easy to create an example that outperforms the portfolio you developed. All they have to do is change
the dates on the analysis to a better performance period to illustrate better performance.

Even if they are not a better portfolio manager than you, they may be a better salesperson than you,
making your client wonder why you are not employing whatever strategy this salesperson is selling.

The family index

I don't remember where I first learned of this idea, but I think it is great.

Instead of focusing on portfolio performance as it compares to say the S&P 500, compare a client’s
portfolio performance to their family index. Their family index is the return they personally need to earn
to reach their goals, e.g., 8.37% on average to reach their retirement goal. When your client comes to
you and says, “My neighbor earned a 17% return from his broker,” you can respond. You might say,
“We can increase the aggressiveness of your portfolio to try to match what your neighbor earned, but
why would we unless your goal has changed, which is an entirely different conversation.

It is important to me that you understand the difference between your neighbor's or Dow Jones’ returns
and your family index. When you understand how important your family index is compared to what your
neighbor or the media and newspapers are discussing, you will be able to disregard the “noise” you
hear from outside sources and have comfort in knowing that your family index is really all you have to
be concerned with."

Helping clients avoid pitfalls

As an advisor your biggest value is in managing clients, not the portfolio. This includes managing
portfolios with an eye toward the risk clients are willing to take. The smartest allocation possible doesn’t
help much if a client doesn’t stay with it.

An important point of differentiation – The fiduciary standard

Page 3, ©2016 Advisor Perspectives, Inc. All rights reserved.



Looser rules currently in effect (until the DOL regulations kick in for retirement accounts), which only
require brokers to recommend investments that generally fit clients’ needs and tolerance for risk, are
costing investors as much as $17 billion per year, according to White House economists, because self-
serving brokers are investing money in inferior products.

If you currently adhere to a fiduciary standard that requires you to put clients’ interests ahead of your
own, share this distinction with your clients.

Investment policy or investment strategy statement

Many advisors use an investment policy statement (IPS) as part of their conversation with clients
regarding investment selection. If you don't currently have an IPS available to you, I am happy to send
you a sample. Be sure to get approval from your compliance officer/OSJ before using an IPS
document.

An important strategy

If you have a client who is thinking irrationally about an investment, here's a technique you can use to
work through it with him or her. It's called the Best-Worst-Most Likely exercise. Say a client insists on
moving 50 percent of his assets into gold. Try saying, "Before we do anything, let‘s talk about three
scenarios: the best case, the worst case and the most likely case. Is it okay if we do that?” When he or
she agrees, lay out each scenario and ask for the client’s thoughts. If the client is missing something
you think is an important point, ask him or her to consider it. Many times irrational investors only see
the best-case scenario. A quick look at other possibilities can change their mind.

One-liners

My clients are familiar with my one-liners. I have a document where I compile good ideas I hear or
have read. Below is my list of accumulated one-liners that relate to investments. As with the family
index, I don't know where I heard or read about each thought.

 You and I together will select, hire and fire investment managers.
 You know as well as I do that if you practice diversification and asset allocation, you are never
going to do as well as one spectacular asset class or stock will. But nobody knows what that
asset class or stock will be.
 Good advice outperforms great investments.
 Investments, the one thing Americans won’t buy on sale.
 Clutter is not diversification.
 No load is a lie. It should be help vs. no help. Fund companies have to sell these funds to make
a profit. Huge dollars go into marketing and advertising.
 Wealth accumulation is driven by behaviors, not by performance.
 Volatility is not risk; it’s volatility. You don’t lose until you sell.
 Journalists sell copy, not advice. News is often irrelevant to your ability to reach your financial
goals. Tune out when it comes to investment news. Don’t feel that you need to react to every bit
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of information you hear.
 You can’t make a good investor out of a pessimist.
 Advisors create portfolios in this order: Performance > Positioning > Process > People >
Philosophy. Institutional investing looks like this: Philosophy > People > Process > Positioning >
Performance.
 Whenever you need money, there will be a smart place to get some.
 Sometimes, liquidity allows clients to do the wrong thing at the wrong time.
 If you always sell your doubles, you will never hit a triple.
 I am not here to focus on performance and prediction. I’m here to provide perspective and
planning. I am looking for progress, not perfection.
 Your investments aren’t working very hard for you. In fact, they are virtually unemployed.
 Rebalancing = not overhauling an engine, just tightening a few bolts.
 We will create two portfolios, distinct from one another. One will be your core portfolio, which will
provide you with your basic living expenses for as long as you live. The other is your discretionary
portfolio, which is designated for additional expenditures you wish to make that are not part of
ongoing expenses.

A good reminder and food for thought

Investment professionals get it wrong 30-40% of the time even with large budgets and teams of people
behind them. Many have the luxury of visiting the headquarters and/or factories of the companies in
which they invest. How can we do better than them? Yet, our clients expect this of us. How do we
deliver the message that the majority of the time we likely are not going to perform better than the
professionals?

As you sit down, either by yourself or with your team, to review your investment choices, take time to
evaluate your current investment philosophy to be sure it is not biased or outdated.

If you feel you are too close to the subject, ask one or two trusted wholesalers for their opinion. This is
a terrific value add they are happy to offer.

For the past 18 years, Teresa Riccobuono has been a professional organizer, business consultant
and practice-management specialist to the financial services industry, helping advisors bridge the
gap between their existing and their ideal financial planning practice. She lives in the San Francisco
Bay Area but works with advisors across the country. She is a member of the board of directors of
the East Bay Chapter of the Financial Planning Association and is currently the co-chair of the Public
Relations committee. She can be reached at teresa@simplyorganized.com.
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The Big Four Economic Indicators: Real
Personal Income for March

April 29, 2016
by Doug Short

of Advisor Perspectives
Note: This commentary has been updated to include this morning's release of the March data for Real
Personal Income Less Transfer Receipts.

Official recession calls are the responsibility of the NBER Business Cycle Dating Committee, which is
understandably vague about the specific indicators on which they base their decisions. This committee
statement is about as close as they get to identifying their method.

There is, however, a general belief that there are four big indicators that the committee weighs heavily
in their cycle identification process. They are:

Nonfarm Employment
Industrial Production
Real Retail Sales
Real Personal Income (excluding Transfer Receipts)

The Latest Indicator Data

Personal Income (excluding Transfer Receipts) in March rose
0.38% and is up 4.3% year-over-year. When we adjust for
inflation using the BEA's PCE Price Index, Real Personal
Income (excluding Transfer Receipts) rose 0.33%. The real
number is up 3.5% year-over-year.

Real PI less TR is one of those indicators that warrants
adjustment for population growth to understand the long-term
trends. Here is a chart of the series since 2000 adjusted
accordingly by using the Civilian Population Age 16 and Over as
the divisor.
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A Note on the Excluded Transfer Receipts: These are benefits received for no direct services
performed. They include Social Security, Medicare & Medicaid, Unemployment Assistance, and a wide
range other benefits, mostly from government, but a few from businesses. Here is an illustration
Transfer Receipts as a percent of Personal Income.
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The Generic Big Four

The chart and table below illustrate the performance of the generic Big Four with an overlay of a simple
average of the four since the end of the Great Recession. The data points show the cumulative percent
change from a zero starting point for June 2009.
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Current Assessment and Outlook

The US economy has been slow in recovering from the Great Recession, and the overall picture has
been a mixed bag for well over a year and counting. Employment and Income have been relatively
strong. Real Retail Sales have essentially gone nowhere for the past nine months, and Industrial
Production has essentially been in a recession.

The chart below illustrates the average of the Big Four percent is off its all-time high. The post-
recession recovery peaked in November 2014, eighteen months ago.
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The next update of the Big Four will be our first look at the April data, namely, the numbers for
Nonfarm Employment.

Background Analysis: The Big Four Indicators and Recessions

The charts above don't show us the individual behavior of the Big Four leading up to the 2007
recession. To achieve that goal, we've plotted the same data using a "percent off high" technique. In
other words, we show successive new highs as zero and the cumulative percent declines of months
that aren't new highs. The advantage of this approach is that it helps us visualize declines more clearly
and to compare the depth of declines for each indicator and across time (e.g., the short 2001
recession versus the Great Recession). Here is our four-pack showing the indicators with this
technique.
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Now let's examine the behavior of these indicators across time. The first chart below graphs the period
from 2000 to the present, thereby showing us the behavior of the four indicators before and after the
two most recent recessions. Rather than having four separate charts, we've created an overlay to help
us evaluate the relative behavior of the indicators at the cycle peaks and troughs. (See the note below
on recession boundaries).
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The chart above is an excellent starting point for evaluating the relevance of the four indicators in the
context of two very different recessions. In both cases, the bounce in Industrial Production matches the
NBER trough while Employment and Personal Incomes lagged in their respective reversals.

As for the start of these two 21st century recessions, the indicator declines are less uniform in their
behavior. We can see, however, that Employment and Personal Income were laggards in the declines.

Now let's look at the 1972-1985 period, which included three recessions -- the savage 16-month Oil
Embargo recession of 1973-1975 and the double dip of 1980 and 1981-1982 (6-months and 16-
months, respectively).
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And finally, for sharp-eyed readers who can don't mind squinting at a lot of data, here's a cluttered
chart from 1959 to the present. That is the earliest date for which all four indicators are available. The
main lesson of this chart is the diverse patterns and volatility across time for these indicators. For
example, retail sales and industrial production are far more volatile than employment and income.
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History tells us the brief periods of contraction are not uncommon, as we can see in this big picture
since 1959, the same chart as the one above, but showing the average of the four rather than the
individual indicators.
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The chart clearly illustrates the savagery of the last recession. It was much deeper than the closest
contender in this timeframe, the 1973-1975 Oil Embargo recession. While we've yet to set new highs,
the trend has collectively been upward, although we have that strange anomaly caused by the late
2012 tax-planning strategy that impacted the Personal Income.

Here is a close-up of the average since 2000.
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Appendix: Chart Gallery with Notes

Each of the four major indicators discussed in this article are illustrated below in three different data
manipulations:

1. A log scale plotting of the data series to ensure that distances on the vertical axis reflect true
relative growth. This adjustment is particularly important for data series that have changed
significantly over time.

2. A year-over-year representation to help, among other things, identify broader trends over the
years.

3. A percent-off-high manipulation, which is particularly useful for identifying trend behavior and
secular volatility.

Total Nonfarm Employees
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There are many ways to plot employment. The one referenced by the Federal Reserve researchers as
one of the NBER indicators is Total Nonfarm Employees (PAYEMS).
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Industrial Production

The US Industrial Production Index (INDPRO) is the oldest of the four indicators, stretching back to
1919, although we've dropped the earlier decades and started in 1950.
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Real Retail Sales

This indicator is a splicing of the discontinued retail sales series (RETAIL, discontinued in April 2001)
with the Retail and Food Services Sales (RSAFS) and deflated by the seasonally adjusted Consumer
Price Index (CPIAUCSL). We've used a splice point of January 1995 because that date was mentioned
in the FRED notes. Our experiments with other splice techniques (e.g., 1992, 2001 or using an
average of the overlapping years) didn't make a meaningful difference in the behavior of the indicator in
proximity to recessions. We've chained the data to the latest CPI.
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Real Personal Income Less Transfer Receipts

This data series is computed by taking Personal Income (PI) less Personal Current Transfer Receipts
(PCTR) and deflated using the Personal Consumption Expenditure Price Index (PCEPI). We've
chained the data to the latest price index value.

The "Tax Planning Strategies" annotation refers to shifting income into the current year to avoid a real
or expected tax increase.
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Transfer Payments largely consist of retirement and disability insurance benefits, medical benefits,
income maintenance benefits (more here).

The chart below shows the Transfer Payment portion of Personal Income. We've included recessions
to help illustrate the impact of the business cycle on this metric.
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A Note on Recessions: Recessions are represented as the peak month through the month preceding
the trough to highlight the recessions in the charts above. For example, the NBER dates the last cycle
peak as December 2007, the trough as June 2009 and the duration as 18 months. The "Peak through
the Period preceding the Trough" series is the one FRED uses in its monthly charts, as explained in
the FRED FAQs illustrated in this Industrial Production chart.
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