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Consumption Remains
Slow, But Stable as Income
Fluctuates
onsumption is perhaps one of the best measures of economic activity because of its size (just under 70% of GDP). Without increasing
consumption, businesses won’t build more goods, hire more workers
or invest in more equipment. The red line on the chart measures year-over-year
growth in consumption, and it has been steady over the last couple of years at
just over 2% growth on average. That’s not wildly different from the tendency
of GDP growth as expressed by year-over-year data. Note that consumers tend
to continue deep-rooted spending patterns despite volatility in wages and real
disposable personal income. Apparently, consumers are borrowing money,
digging into savings or selling stocks to temporarily fund excess spending.
However, despite the fact that income and spending can diverge in the short
run, it will be difficult for consumers to outspend income in the long run.

A Personal Note
From Global
Wealth Advisors
n a recent article in The Wall
Street Journal, two reporters
wondered how many of the “Top
Rated” mutual funds from five and
ten years ago still held that title.1
They asked the well-known investment research firm Morningstar® to
look at the 403 Five-Star rated funds
and see how they are ranked today.
As of July 2014 and over a ten year
period, 37% lost one star, 31% lost
two stars, 14% lost three stars, and
3% lost 4 stars out of 5. Only 14% of
the group maintained their rating.
When the reporters asked experts
and fund managers for their opinions
on what investors could learn from
the data, they narrowed it down to
seven lessons. In summary, they
suggest investors ignore high fliers, steer clear of excess volatility,
keep expenses and turnover low, use
broad diversification to reduce risk,
and make sure your investments are
aligned with your goals and objectives.
This is the same strategy we use
when selecting securities and creating
investment portfolios for our clients.
Simply put, it is the best approach for
long-term investment success.
Mutual Funds’ Five-Star Curse. Most
Top-Rated Funds Lose Their Crown. Here
are Seven Lessons for Investors. By Javier
Espinoza and Simon Constable. September 7,
2014.
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Do You Have a Plan for Your Digital ‘Estate’?
ven people who think they’ve
ticked off all of the usual boxes
on their estate-planning to-do
lists may have overlooked an increasingly important component of the process: ensuring the proper management
and orderly transfer of their digital assets. Just as traditional estate-planning
relates to the management and transfer
of financial accounts and hard assets,
digital estate-planning encompasses
digital possessions, including data
stored on tangible digital devices (computers and smartphones), data stored in
the cloud, and online user accounts.
Digital estate planning is, in many
respects, more complicated than
traditional estate planning. The field
of digital estate planning is evolving
rapidly, as are digital providers’ policies on what should happen to digital
assets that are left behind. Digital assets
are also governed by a complex web of
rapidly evolving laws, both at the state
and federal levels. Precisely because
of all the potential complications, it’s
important to take a few minutes and get
a plan in order. Here are several key
steps to take.

1) Conduct a Digital ‘Fire Drill.’ A
good first step in the digital estateplanning process is to conduct a
digital fire drill, which tends to jog
your memory about what digital
assets you deem important. Consider
the following questions. What valuable items would you lose if your
computer were lost or stolen today?
If you were in an accident, would
your loved ones be able to gain access to your valuable or significant
digital information while you were
incapacitated? If you were to die today, to what valuable or significant
digital property would you like your
loved ones to have access?
2) Take an Inventory of Your Assets. The next must-do is to create
an inventory of the digital assets
you named during the fire drill.
Document the item/account name as
well as user names and passwords
associated with that item. Among
the items to document in your digital
inventory are: digital devices such as
computers and smartphones, datastorage devices or media, electronically stored data, including online
financial records, whether stored in
the cloud or on your device, user
accounts, domain names, and intellectual property in electronic format.
This document would be chock-full
of sensitive information, so keeping
it safe is crucial. A printed document
should be stored in a safe or safe
deposit box, and an electronic document should, of course, be password
protected.

3) Back It Up. We’ve all been
schooled on the importance of regularly backing up digital assets, and
estate-planning considerations make
it doubly important to do so. Even
if a specific device malfunctions,
storing digital assets on another
storage device or in the cloud helps
ensure the longevity of those assets.
Moreover, online account service
providers may voluntarily disclose
the contents of electronic communications, but they’re not compelled
to do so. If you want to help ensure
that your loved ones have access
to the information in your online
accounts, backing it up on your own
device is a best practice.
4) Put Your Plan in Writing. Experts
also recommend formalizing your
digital estate plan. That means naming a digital executor—someone
who can ensure that your digital
assets are managed or disposed of in
accordance with your wishes after
you’re gone. If your primary executor is savvy with technology, there’s
probably no need to name a separate
digital executor. But if not, or if you
have particularly valuable or special
digital property, such as intellectual
property, experts advise a separate
fiduciary/executor for digital assets.
Depending on the type of property,
the fiduciary may also need special
powers and authorizations to deal
with specific assets.

CAPE Fear: Valuation Ratios and Market Timing
Down to the Wire
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s broad market indices such
as the S&P 500 have set new
record highs in recent weeks,
many investors have become apprehensive. They fear another major decline
is likely to occur and are eager to find
strategies that promise to avoid the pain
of an extended downturn while preserving the opportunity to profit in up markets. One approach that has attracted
considerable attention in recent years
is adjusting investments based on the
CAPE ratio–the Cyclically Adjusted
Price / Earnings ratio.
Developed by Robert Shiller of
Yale University and John Campbell of
Harvard University, the CAPE ratio
seeks to provide a road map of stock
market valuation by comparing current
prices to average inflation-adjusted
earnings over the previous 10 years.1
The idea is to smooth out the peaks and
valleys of the business cycle and arrive
at a more stable measure of corporate
earning power. Shiller suggests that
investors can improve their portfolio
performance relative to a static equity
allocation by overweighting stocks
during periods of low valuation and
underweighting stocks during periods
of high valuation.
A CAPE-based strategy has the virtue of using clearly defined quantitative
measures rather than vague assessments
of investor exuberance or despair. From
January 1926 through December 2013,
the CAPE ratio has ranged from a low
of 5.57 in June 1932 to 44.20 in December 1999, with an average of 17.54.
Using the CAPE ratio might appear
to offer a sensible way to improve portfolio results by periodically adjusting
equity exposure, and many financial
writers have focused on this methodol-

ogy in recent years. As an example, a
timing newsletter publisher earlier this
year observed, “For the S&P 500, this
ratio currently exceeds 25.6, which is
higher than what prevailed at 29 of the
35 tops since 1900.”2
Many investors find such an approach very appealing. Does it work?
The challenge of profiting from
CAPE measures or any other quantitative indicator is to come up with a
trading rule to identify the correct time
to underweight or overweight stocks. It
is not enough to know that stocks are
above or below their long-run average valuation. How far above average
should the indicator be before investors
reduce equity exposure? And at what
point will stocks be sufficiently attractive for repurchase – below average?
Average? Slightly above average? It
may be easy to find rules that have
worked in the past, but much more difficult to achieve success following the
same rule in the future.
This implementation challenge appears to be the Achilles’ heel of timingbased strategies. A study in 2013 by
professors at the London Business
School applied CAPE ratios to time
market entry and exit points. “Sadly,”
they concluded, “we learn far less from
valuation ratios about how to make
profits in the future than about how we
might have profited in the past.”3
As an example of the potential
difficulty, consider the CAPE data
as of year-end 1996. The CAPE ratio
stood at 27.72, 82% above its long-run
average of 15.23 at that point. Federal
Reserve Chairman Alan Greenspan
had delivered his much-discussed “irrational exuberance” speech just three
weeks earlier. The last time the CAPE
ratio had flirted with this number was
October 1929; the CAPE was at 28.96
as stock prices were about to head over
the cliff. It seems plausible that followers of the CAPE strategy would have

been easily persuaded that investing
at year-end 1996 would be a painful
experience.
The actual result was more cheerful.
The next three years were especially rewarding, with total return of over 107%
for the S&P 500 Index. For the period
January 1997 – June 2014, the annualized return for the S&P 500 Index was
7.67%, compared to 2.42% for onemonth US Treasury bills. Stock returns
were modestly below their long-run
average for this period, but the equity
premium was still strongly positive.
By comparison, a timing strategy
over the same period that was fully
invested in stocks only during periods
when the CAPE ratio was below its
long-run average produced an annualized return of 3.09%. All timing
strategies face a fundamental problem:
Since markets have generally gone up
more often than they have gone down
in the last 90 years, avoiding losses in a
down market runs the risk of avoiding
even heftier gains associated with an up
market.
A successful timing strategy is the
fountain of youth of the investment
world. For decades, financial researchers have explored dozens of quantitative indicators as well as various
measures of investor sentiment in an
effort to discover the ones with predictive value. The performance record of
professional money managers over the
past 50 years offers compelling evidence that this effort has failed.
Despite this evidence, the potential
rewards of successful market timing are
so great that each new generation sees
a fresh group of market participants
eager to try. Searching for the key to
outwitting other investors may be fun
for those with a sense of adventure and
time on their hands. For those seeking
the highest probability of a successful
investment experience, maintaining a
consistent allocation strategy is likely

to be the sounder choice.
CAPE data available at http://www.econ.yale.edu/~shiller/data.htm.
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Inflation, not
Rising Rates,
Biggest Bond
Threat in the
Long Term
ince the beginning of 2013
when rates started to rise,
investors have been concerned
about a potential decline in bond
performance. In general, bonds tend to
perform poorly in times of rising interest rates, but by worrying about rates
investors may lose sight of an even bigger long-term threat: inflation.
Over the long term (since 1926)
investors have lost 3.2% (the difference
between 5.3% nominal and 2.1% inflation-adjusted) in return every year to
inflation. Compounded over almost 89
years, the difference in ending wealth
values is astounding: A $94 nominal
value becomes only $7 when adjusted
for inflation. Investors may be well advised not to neglect inflation risk while
focusing on interest-rate risk.
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