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he general inflation number (the “All items” category) may be a good
measure for the economy at large, but the cost of certain goods and
services could rise much faster than the average cost of living.
For the past year, tuition, food, housing, and medical care have all experienced much higher inflation rates than the headline number. Gasoline prices,
on the other hand, have been declining and are now near four-year lows.
People who need to focus on savings for college or medical care may be
left short, as the cost for such items often tends to rise at a faster rate than the
average cost of living. Those investors might not be able to keep pace with
rising costs if they do not take their real inflation rate into account when planning their investment goals.

il, Oil Everywhere!The
price of oil has fallen to
about half of what it was
this past summer. What’s causing
this significant drop in price that now
hovers around $56 per barrel? It’s
supply & demand. The United States
is producing about 8.9M barrels per
day, which is 3.5M more than just six
years ago. That means we produce
almost 50% of the oil we use each
day, which is around 19M barrels.
Much of that increase has come
from horizontal drilling and fracturing techniques now used1. We’re
also driving less and using more fuel
efficient modes of transportation.
With respect to the Organization of
Petroleum Exporting Countries cartel
(OPEC), its largest member by far
is Saudi Arabia whose leaders have
indicated they do not plan on cutting
production anytime soon. Combine
this with slowing economic activity
in Asia and Europe and you get excess supply, leading to lower prices.
What does it all mean? For buyers
of petroleum products like consumers, manufacturers, and transportation services, lower costs mean more
money in the bank. For countries
like Venezuela and Russia, cheaper
oil means billions of dollars in lost
government revenue. So, we should
enjoy it while it lasts because it isn’t
here to stay!
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Living with Volatility, Again
Outside the Flags
By: Jim Parker,
VP Dimensional Fund Advisors
olatility is back. Just as many
people were starting to think
markets only ever move in
one direction, the pendulum has swung
the other way. Anxiety is a completely
natural response to these events. Acting
on those emotions, though, can end up
doing us more harm than good.
There are a number of tidy-sounding
theories about why markets have become more volatile. Among the issues
frequently splashed across newspaper
front pages: global growth fears, policy
uncertainty, geopolitical risk, and even
the Ebola virus.
In many cases, these issues are not
new. The US Federal Reserve gave
notice last year it was contemplating
its exit from quantitative easing (an unconventional monetary policy used by
central banks to stimulate the economy
when standard monetary policy has become ineffective). Much of Europe has
been struggling with sluggish growth
or recession for years, and there are always geopolitical tensions somewhere.
In some ways, the increase in volatility recently could be just as much a
reflection of the fact that volatility has
been very low for some time. Investors
in aggregate were satisfied earlier this
year with a low price on risk, but now
they are applying a higher discount rate
to risky assets.
So the increase in market volatility
is an expression of uncertainty. Markets do not move in one direction. If
they did, there would be no return from
investing in stocks and bonds. And if
volatility remained low forever, there
would probably be more reason to
worry.
As to what happens next, no one
knows for sure. That is the nature of
risk. In the meantime, investors can

help manage their risk by diversifying
broadly across and within asset classes.
We have seen the benefit of that in
recent weeks as bonds have rallied
strongly.
For those still anxious, here are
seven simple truths to help you live
with volatility:
1. Don’t make presumptions.
Remember that markets are unpredictable and do not always react
the way the experts predict they
will. When central banks relaxed
monetary policy during the crisis of
2008-09, many analysts warned of
an inflation breakout. If anything,
the reverse has been the case, with
central banks fretting about deflation.
2. Someone is buying.
Quitting the equity market when
prices are falling is like running
away from a sale. While prices have
been discounted to reflect higher
risk, that’s another way of saying
expected returns are higher. And
while the media headlines proclaim
that “investors are dumping stocks,”
remember someone is buying them.
Those people are often the long-term
investors.
3. Market timing is hard.
Recoveries can come just as quickly
and just as violently as the prior
correction. For instance, in March
2009—when market sentiment was
at its worst—the S&P 500 turned
and put in seven consecutive months
of gains totaling almost 80%. This is
not to predict that a similarly vertically shaped recovery is in the cards,
but it is a reminder of the dangers
for long-term investors of turning paper losses into real ones and
paying for the risk without waiting
around for the recovery.

4. Never forget the power of diversification.
While equity markets have turned
rocky again, highly rated government bonds have flourished. This
helps limit the damage to balanced
fund investors. So diversification
spreads risk and can lessen the
bumps in the road.
5. Markets and economies are different things.
The world economy is forever
changing, and new forces are replacing old ones. This applies both
between and within economies. For
instance, falling oil prices can be
bad for the energy sector but good
for consumers. New economic forces are emerging as global measures
of poverty, education, and health improve. A recent OECD study shows
how far the world has come in the
past 200 years.1
6. Nothing lasts forever.
Just as smart investors temper their
enthusiasm in booms, they keep a
reserve of optimism during busts.
And just as loading up on risk
when prices are high can leave you
exposed to a correction, dumping
risk altogether when prices are low
means you can miss the turn when
it comes. As always in life, moderation is a good policy.
7. Discipline is rewarded.
The market volatility is worrisome,
no doubt. The feelings being generated are completely understandable
and familiar to those who have seen
this before. But through discipline,
diversification, and understanding
how markets work, the ride can be
made bearable. At some point, value
re-emerges, risk appetites reawaken,
and for those who acknowledged
their emotions without acting on
them, relief replaces anxiety.
‘How Was Life? Global Well-Being Since
1820’, OECD, Oct 2, 2014
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Two Types of Diversification
iversification works on the
principle that not all asset
classes react the same way
to market events. For example, when
stocks go down, bonds have a tendency
to go up, and vice versa. This way, by
combining various assets in a portfolio,
investors may be able to protect themselves from extreme market fluctuations.
Classic diversification involves
combining different asset classes:
stocks, bonds, cash, gold, and so on.
However, it is also possible to diversify
within a certain asset class; by size, for
example. Within the stock portion of
a portfolio, an investor could combine
large-, small-, and mid-cap stocks and
obtain potential diversification benefits,
because stocks may behave differently
based on their market capitalization.

The Rising Cost of Not
Going to College
recent study from the Pew Research Center found that
on virtually every measure of economic well-being and
career attainment, from personal earnings to job satisfaction, young college graduates are outperforming their peers with
less education. Moreover, the findings show that when today’s
young adults are compared with previous generations, the disparity in economic outcomes between college graduates and those
with a high school diploma or less formal schooling has never been
greater in the modern era.
Millennial college graduates aged between 25 and 32 who are
working full time earn about $17,500 more annually than their
peers who only hold a high-school diploma. This pay gap was significantly smaller in previous generations.

Concerned About Longevity?
Three Mistakes to Avoid
ongevity is often cheered as an
achievement, but the downside
of living well beyond one’s
average life expectancy is that it can
strain (or worse, completely deplete)
an individual’s financial resources. The
first step in addressing longevity risk is
to evaluate just how great the odds are
that either you or your spouse will have
a much longer-than-average life span.
Health considerations, family longevity
history, employment choices, and income level may all be factors. If you’ve
assessed these considerations and are
concerned about longevity risk--or if
you’ve determined that you’d simply
rather be safe than sorry--here are three
key mistakes to avoid.
Mistake 1: Holding a Too-Conservative Portfolio. When investors think
about reducing risk in their portfolios,
they often set their sights on curtailing
short-term volatility—the risk that their
portfolios will lose 10% or even 20%
in a given year. But a too-conservative
portfolio (one that emphasizes cash
and bonds at the expense of stocks) can
actually enhance shortfall risk while
keeping a lid on short-term volatility.
But, right now, interest rates have much
more room to move up than down,

which may reduce the opportunity for
bond-price appreciation during the next
decade. With such low returns, retirees
with too-safe portfolios may not even
outperform the inflation rate over time.
Mistake 2: Not Delaying Social
Security Filing.* Because it provides
an inflation-adjusted income stream for
the rest of your life, Social Security is
designed to provide you with at least
some money coming in the door even if
your investment portfolio runs low (or
out) during your later years. If you file
early (you’re eligible to do so as early
as age 62), you permanently reduce
your annual benefit from the program.
Delayed filing, on the other hand,
has the opposite effect, enhancing the
value of your hedge. Not only will
your benefits last as long as you do,
but they’ll be higher, perhaps even
substantially so, as well. Those who
delay filing until age 70 may receive
an annual benefit that’s more than 32%
higher than what they would have received had they filed at full retirement
age (currently 66), and 76% higher had
they filed at age 62.
Mistake 3: Not Adjusting Withdrawal-Rate Assumptions. Just as savings rates are the main determinant of
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success during the accumulation years
(much more than investment selection,
in fact), spending rate is one of the central determinants of retirement plans’
viability.
The 4% rule, which indicates that
you can withdraw 4% of your total
portfolio balance in year 1 of retirement, then annually inflation-adjust
that dollar amount to determine each
subsequent year’s portfolio payout, is
a decent starting point in the sustainable withdrawal-rate discussion. But
it’s important to tweak your withdrawal
rate based on your own situation. If you
have a sparkling health record and it
looks likely that you’ll be retired longer
than the 30-year withdrawal period that
underpins the 4% rule, you may be better off starting a bit lower.
In a similar vein, it’s important to
not set and forget your retirement-plan
variables, such as your spending rate
and your asset allocation, because
retirement progresses and new information becomes available about your
health and potential longevity, market
valuations, and so forth.
*

Source: Social Security Administration.
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