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DISCLAIMER 
 

 

 

Commissions, trailing commissions, management fees and expenses all may be associated 

with mutual fund investments.  Please read the simplified prospectus before investing.  

Mutual funds are not guaranteed and are not covered by the Canada Deposit Insurance 

Corporation or by any other government deposit insurer.  There can be no assurances that 

the fund will be able to maintain its net asset value per security at a constant amount or 

that the full amount of your investment in the fund will be returned to you.  Fund values 

change frequently and past performance may not be repeated. 

 

Labour Sponsored Investment Funds (“LSIF”) have tax credits that are subject to certain 

conditions and are generally subject to recapture, if shares are redeemed within eight years.  

Please note that Mutual Fund Representatives in Alberta are not permitted to sell LSIF. 

 

An investor proposing to borrow for the purchase of securities should be aware that a 

purchase with borrowed monies involves greater risk than a purchase using cash resources 

only.  The extent of that risk is a determination to be made by each purchaser and will vary 

depending on the circumstances of the purchaser and the securities purchased. 

 

Discuss the risks associated with leveraged mutual fund purchased with an investment 

funds advisor before investing.  Purchases are subject to suitability requirements.  Using 

borrowed money to finance the purchase of securities involves greater risk than a purchase 

using cash resources only.  If you borrow money to purchase securities, your responsibility 

to repay the loan and pay interest as required by its terms remains the same if the value of 

the securities purchased declines. 

 

Investors should educate themselves regarding securities, taxation or exchange control 

legislation, which may affect them personally.  This newsletter is for general information 

only and is not intended to provide specific personalized advice including, without limitation, 

investment, financial, legal, accounting or tax advice.  Please consult an appropriate 

professional regarding your particular circumstances. 

 

All non-mutual fund related business conducted by Kleinburg Private Wealth 

Management is not in the capacity of an employee or agent of FundEX Investments Inc.  

Non-mutual fund related business includes, without limitation, advising in or selling any 

type of insurance product, advising in or selling any type of mortgage service, estate and 

tax planning or tax return preparation.  Accordingly, FundEX is not liable and/or responsible 

for any non-mutual fund related business conducted by Kleinburg Private Wealth 

Management.  Such non-mutual fund related business is the responsibility of Kleinburg 

Private Wealth Management alone. 

 

Mutual funds provided through FundEX Investments Inc. 
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A feature article from our U.S. partners


In today’s hyper-connected world, there are incessant reminders that equities are a volatile asset 
class in the short term. We’re constantly barraged with reports of a company beating or missing 
analyst expectations, the announcement of a new initiative from one of the global central banks, 
or a new corporate acquisition. With each bit of news, we observe equity prices fluctuating, 
occasionally at a rapid pace. Amid the increasingly wide availability of such short-term noise, what 
can be lost in the message is that stocks are a compelling long-term investment.


We present evidence to help make the case that the perception of equities as high risk is 
understandable over the short and medium term, but less so over the long term. Our analysis 
demonstrates the value of using equity positions in a balanced portfolio as a tool for diversifying 
the sources of total return—both income and capital appreciation—under most market and 
economic scenarios.


Longer-term equity volatility: lower than most investors perceive?
Many investors are aware that the volatility of equities (measured by the standard deviation of equity 
total returns) declines sharply as the frame of reference expands.1 In other words, the 30-year stan-
dard deviation is lower than the 10-year standard deviation, which is in turn lower than the five-year 
standard deviation, and so on (see Exhibit 1 left, below). Not only does equity volatility fall over longer 
time horizons, it declines in an asymmetric manner that benefits the long-term holder of stocks (see 
Exhibit 1 right, below). While maximum and minimum cumulative returns (with dividends reinvested)
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key takeaways


•	 Equity volatility has not only 
been lower in the long term 
than in the short term, it has 
also been lower than bond 
volatility over longer horizons.


•	 Corporate profitability, valua-
tion measures, and other fac-
tors that drive equity markets 
can fluctuate significantly 
over shorter time periods, but 
they tend to revert to histori-
cal averages in the long run.


•	 Drivers of fixed income 
markets can trend in one 
direction for many years—for 
example, the secular decline 
in interest rates.


•	 The past several decades 
have been as challenging to 
equity investors as they have 
been kind to bond investors.


•	 When record-low interest 
rates and below-average 
credit default rates revert to 
their historical levels, how-
ever, equity allocations may 
enhance portfolio total return 
with lower volatility in the 
longer term.


Exhibit 1: Equity volatility (measured by standard deviation) declines as the holding period gets 


longer, and in an asymmetric manner that benefits long-term investors.


Trailing standard deviations and total returns based on rolling monthly data from Jan. 1926 through Mar. 2013. U.S. equity 
represented by S&P 500® Index and its predecessor. See endnotes for definitions. Source: Ibbotson, Fidelity Investments.
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converge over longer holding periods, they improve more sharply 
on the downside, leaving equity investors with better expected 
returns, the longer the time horizon. 


Equity volatility lower than bond volatility over longer horizons
That stocks are less volatile over time may be well understood, if 
not always appreciated by investors. Less well understood is that 
equities have enjoyed a long-term volatility advantage over bonds. 
Looking at equities over rolling 30-year windows, we observe 
that the maximum annualized 30-year return from holding U.S. 
equities was a little over 14%, while the minimum was still very 
compelling, at 8% (see Exhibit 2 left, above). That 8% annual-
ized return over 30 years was achieved by investors who bought 
U.S. stocks just prior to the 1929 crash—the worst possible time 
during the past 85 years. The muted difference of six percent-
age points between maximum and minimum annualized 30-year 
returns translates into a standard deviation of long-term equity 
returns of only 1.35, which is lower than the standard deviation of 
both intermediate and long-term U.S. government bonds over the 
same rolling 30-year periods (see Exhibit 2 right, above).


Investors might find it counterintuitive to consider equities less 
risky than bonds over any time period, yet there are a number of 
potential explanations for this phenomenon over a 30-year horizon. 
During shorter time periods, many of the factors that drive equity 
markets—including price-to-earnings (P/E) multiples and profit 
margins of U.S. stocks—can fluctuate meaningfully. Over longer 
time horizons, however, these factors have a mean-reverting nature 
and thus tend to gravitate toward a long-term sustainable average.


Conversely, some of the critical factors driving the fixed income 
markets—such as long-term interest rates—can move in one 


direction for multiple decades, contributing to the one-sided vola-
tility of bond returns. The 30-year secular decline in interest rates 
has led to a generally steady uptrend in long-term bond returns. 
From the perspective of a bondholder with a 30-year horizon, the 
risk may have been mostly on the upside, but it still factors into 
the standard deviation calculation.


Current market conditions set stage for unexpected outcomes
Given the turbulent equity market experience of the past 15 years, 
it’s not surprising that investors have focused more on volatility 
in the short term than either volatility or return potential in the 
long term. Unquestionably, the past several decades have, in the 
aggregate, been as challenging to equity investors as they have 
been kind to bond investors.


With financial markets, however, past is not prologue. In the 
current market backdrop, interest rates on long-term U.S. 
government bonds are near all-time lows, credit default rates are 
below historical averages, and U.S. equity valuations are within 
historical norms. Meanwhile, investor sentiment toward equities 
remains apathetic.


Even though we don’t know with any certainty what will happen 
going forward, we can make a reasonably educated guess: Fac-
tors at the extremes of their historical ranges will likely revert back 
in the direction of their long-term averages. We may not be able 
to predict exactly how long this reversion to the mean will take or 
at what pace, but we can analyze several possible scenarios and 
their impact on different asset classes. 


In our first hypothetical scenario, normalization of real rates, 
nominal U.S. interest rates rise by 150 basis points over two years. 


Exhibit 2: Equity returns have been less volatile than investment-grade bond returns over rolling 30-year periods.


Annualized trailing 30-year total returns and standard deviations of annualized trailing 30-year total returns based on rolling monthly data from Jan. 1926 through 
Mar. 2013. See endnotes for index definitions. Source: Ibbotson, Fidelity Investments.
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The Federal Reserve (Fed) effectively achieves a successful unwind-
ing of its extraordinary monetary policies and gradually increases 
interest rates to a point where real rates, after adjusting for 
inflation, are once again positive. We consider this a highly likely 
scenario, with timing being the key uncertainty.


In our second scenario, which is less likely but still quite pos-
sible, interest rates rise by 500 basis points over five years, and 
inflationary pressure builds at a pace and to a level beyond the 
Fed’s objective. This scenario reflects an unsuccessful unwinding 
of monetary policy. 


There are many other possibilities, including scenarios in which 
rates accelerate even more sharply. We focus on these two 
hypothetical scenarios to limit the scope of our analysis to higher 
probability outcomes.


Impact on investment-grade bonds if interest rates rise
Rising interest rates have the predictable outcome of driving 
down bond prices. Our sensitivity analysis shows that when rate 
increases happen over short or intermediate time periods of two 
to five years, there will be a meaningful impact in the cumulative 
total return that investment-grade bond investors can expect (see 
Exhibit 3, below). A rise of 150 basis points over two years—or 


75 basis points per year—wipes out the benefit of the coupon, 
leaving investors with a annual total return of 0%, while 500 basis 
points over five years—or 100 basis points per year—results in an 
average annual return of 0.1%.2 If we extended the time horizon of 
the 500-basis-point increase to 10 years—or 50 basis points per 
year—we would observe that the compounding of income does 
make up for the price depreciation in investment-grade bonds, 
leaving investors with annual returns over 3%.


Impact on high-yield bonds if interest rates and default rates increase
Our high-yield bond sensitivity analysis relies on three key assump-
tions: (1) the default rate—which is currently around 3%—reverts 
to the historical average of 5%; (2) the historical recovery rate of 
50 cents on the dollar prevails going forward; and (3) the spread 
to U.S. Treasuries tightens modestly by 25 basis points per year 
as interest rates increase.3 With expected average annual returns 
of 3.4% and 3.9% for 150- and 500-basis-point increases over 
two and five years, respectively, investors in high-yield bonds fare 
better than those holding investment-grade bonds. These muted 
nominal returns are a far cry from investors’ more recent experi-
ence with these asset classes—and would be even more tepid in 
a moderately inflationary environment. These returns are the result 
of double-digit price declines in bonds, which are only partially 
offset by gradually increasing coupons (see Exhibit 4, below). 


Exhibit 3: In the intermediate term, the compounding of 


income over longer holding periods is unable to compensate for 


the declines in investment-grade bond prices brought about by 


rising interest rates.


Cumulative return simulations under different scenarios over projected 
periods based on data from Dec. 31, 2012. Investment-grade bonds rep-
resented by Barclays U.S. Aggregate Bond Index. bps = basis points. See 
endnotes for index definition. Source: FactSet, Fidelity Investments.


investment-grade bonds under different scenarios


Exhibit 4: Income compounding helps to offset high-yield 


bond price declines when interest rates rise, default rates 


revert to historical averages, and spreads tighten over longer 


investment horizons.


Cumulative return simulations under different scenarios over projected 
periods based on data from Dec. 31, 2012. High-yield bonds represented 
by Bank of America Merrill Lynch® High Yield Master II. bps = basis points. 
See endnotes for index definitions. Source: FactSet, Fidelity Investments.
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Again, our analysis suggests that spreading the 500-basis-point 
rise over 10 years would allow income compounding to compen-
sate for these price declines, bringing the average annual return of 
high-yield bonds to 5.8%.


Impact on U.S. equities if valuations steady or declining,  
earnings growth at or below historical norms
Market sentiment toward U.S. equities has varied between apathy 
and antipathy, even as valuations remain close to historical aver-
ages, and U.S. corporations have improved operational efficiency 
since the financial crisis of 2008. From 2009 to 2012, the stock 
market as represented by the S&P 500® Index has delivered 
annualized earnings per share (EPS) growth above 10% on a 
nominal basis. Over the past 50 years, U.S. stocks have delivered 
annualized EPS growth of 4% in real terms, after adjusting for the 
rate of inflation.4


To test the sensitivity of equity total returns on a roughly 
comparable basis, we have constructed two scenarios that 
parallel those described above. Based on historical analysis, 
equity valuations don’t change materially, so using a P/E multiple 
of 13 (predicted at year-end 2012) seems reasonable for the 
normalization of real rates scenario.5 Nominal EPS growth of 
7% per year is also achievable, and thus reflects a conservative 
assumption for future growth.


In the inflationary pressure builds scenario, nominal EPS growth 
may be even faster, as inflation provides a strong tailwind to 
nominal earnings power. Looking back at the past 75 years of 
market history, we see that there were at least four distinct periods 
of rapidly rising rates similar to this scenario (see Exhibit 5, below). 
Excluding the 2002–2006 period because of its extraordinary 
starting P/E multiple, earnings grew at an average annual rate of 
about 10% in the other three periods. This historical review also 
suggests that when interest rates are increasing rapidly, equity 
market valuations contract by 2.5% per year from their starting 
points. Again, to be conservative, we assume that earnings grow 
at a lower-than-expected nominal annual rate of 9% and that 
the P/E contracts at 2.5% per year, leaving us with a market P/E 
slightly above 11 at the end of five years.


With valuations held constant, the earnings growth implied in the 
normalization of real rates scenario delivers an average annual 
return of approximately 10% to investors, with a quarter of the total 
return coming from reinvested dividends—the income component.6 
In the inflationary pressure builds scenario, investors may stand 
to benefit from an average annual return of 11%, with a compa-
rable portion of the return coming from reinvested dividends (see 
Exhibit 6, above).


Over the time periods in our simulations, U.S. equities are found to 
represent an attractive value proposition for investors. That’s with 
today’s environment as a starting point—and making less than 
heroic assumptions about the factors that drive equities. It’s worth 
noting, however, that the real world is typically less linear, and 
the short-term volatility highlighted by our analysis is a price that 
equity investors must be willing to bear. 


Three hypothetical portfolios demonstrate sources of return 
We recognize that it’s a complex task to consider each asset class 
in turn, with multiple scenarios over varying time periods. So in 
an effort to distill our analysis to its essence, we examine three 
basic portfolios: all equity, all bond (70% investment grade and 
30% high yield), and balanced (50% equity and 50% bond).7 We 
consider what happens to each portfolio over a five-year period as 
interest rates increase at the moderate rate of 50 basis points per 
year, earnings grow at a below-trend nominal rate of 9% per year, 
and P/Es contract at 2.5% per year. 


Exhibit 5: Inflation provides a tailwind to earnings growth 


during periods of rapidly rising rates.


Source: Robert Shiller, data available at www.irrationalexuberance.com.


Exhibit 6: Based on reasonable and conservative estimates 


of earnings growth, equity investors may benefit from price 


appreciation and dividend income when interest rates rise.


Cumulative return simulations under different scenarios over projected 
periods beginning Dec. 31, 2012. U.S. equities represented by S&P 500 
Index with dividend reinvestment. Source: FactSet, Fidelity Investments.
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In terms of average annual returns after inflation, the all-equity 
portfolio delivers 7%, while the all-bond portfolio gives up –2%. 
Predictably, the 50/50 balanced portfolio lands between the two 
extremes, at 2% (see Exhibit 7, above).


Dividend-paying equities balance income and price return
An investor’s allocation to each major asset class depends on 
a variety of detailed assessments, including risk tolerance, time 
horizon, and investment objective, among others. For an investor 
with a lower tolerance for risk who is particularly concerned about 
income, dividend-paying stocks may be a compelling way to add 
or increase equity allocations. In a previous article, we demon-
strated several benefits of an equity income approach.8


Dividend-paying equities have been able to offer better inflation 
protection than bonds. When inflationary pressures are mounting, 
bond prices may decline as their yields rise to offset the increase 
in inflation expectations. Inflation eats away at both the real value 
of the fixed coupon payments and the fixed value of the bond. 
Broad-based price increases throughout the economy may lead 
to higher corporate revenues, allowing profits—and potentially 
stock prices—to increase on a nominal basis and offset rising 
inflation rates.


Dividend-paying equities have tended to be less volatile. Companies 
that regularly return some of their profits to shareholders in the form 
of stock dividends are predominantly mature businesses with steady 
cash flows, relatively stable profit outlooks, and lower operational 
risk on average than non-dividend-paying firms. These character-
istics have generally led to less volatility in dividend growth rates 
relative to earnings growth rates and to lower share price volatility for 
dividend-paying companies compared to the broader market.


Dividends have been a major component of equity returns. Histori-
cally, dividends have represented from two-fifths to, more recently, 
one-quarter of the broad market’s total return. Dividends can also 
offset stock price declines during down equity markets. Moreover, 
a portfolio tilted toward dividend-paying equities may expect to get 
a greater proportion of total return from income—which depends 
on less volatile dividend growth—than price appreciation—which 
we believe is primarily driven by more volatile earnings growth.


In our hypothetical five-year all-equity portfolio, dividends pro-
vided a quarter of the portfolio’s total return, consistent with his-
torical trends. With a dividend-oriented portfolio, that proportion 
would likely be 30%–40% of total return. Such an equity income 
portfolio may allow an investor to realize much of the equity 
upside, but with the sourcing of return more balanced between 
income and price appreciation.


Investment implications
Our analysis demonstrates that investors in investment-grade and 
high-yield bond portfolios may experience negative total returns 
in nominal and real terms if interest-rate and default-rate mean 
reversion occurs over a two- or five-year horizon, though the 
effect is muted over a 10-year horizon. Balanced portfolios—and 
even more so income-oriented balanced portfolios—may offer 
better prospects than bond-heavy portfolios in the event of factor 
mean reversion over short- and medium-term horizons. This 
analysis highlights the value of using equity allocations as a tool 
for diversifying sources of total return under most market and 
economic scenarios.


Exhibit 7: Sources of total return vary across three 


representative hypothetical portfolios.


Asset allocation methodology is buy and hold, with no rebalancing. 
Source: FactSet, Fidelity Investments.


5-Year Hypothetical Scenario Equity Bond Balanced


Income 13% 32% 22%


Price Return 37% –21% 8%


Total Return 53% 11% 30%


Average Annual Nominal Return 11% 2% 6%


Assumed Inflation 4% per annum


Average Annual Real Return 7%    –2%      2%
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Views expressed are as of the date indicated, based on the information 
available at that time, and may change based on market and other condi-
tions. Unless otherwise noted, the opinions provided are those of the 
authors and not necessarily those of Fidelity Investments or its affiliates. 
Fidelity does not assume any duty to update any of the information.


Past performance and dividend payouts are historical and do not guar-
antee future results. 


It is inherently difficult to make accurate dividend growth forecasts and 
the outcomes from those forecasts are not guaranteed.


Investment decisions should be based on an individual’s own goals, time 
horizon, and tolerance for risk.


Hypothetical backtested data have inherent limitations due to the retro-
active application of a model designed with the benefit of hindsight, and 
may not reflect the effect that any material market or economic factors 
may have had on the use of the model during the time periods shown.  
Thus, hypothetical performance is speculative and of extremely limited 
use to any investor and should not be relied upon in any way.


Hypothetical performance of the model is no guarantee of future results.


Investing involves risk, including risk of loss.


Neither asset allocation nor diversification ensures a profit or guarantees 
against a loss.


Stock markets are volatile and can decline significantly in response to 
adverse issuer, political, regulatory, market, or economic developments.


Although bonds generally present less short-term risk and volatility than 
stocks, bonds do contain interest rate risk (as interest rates rise, bond 
prices usually fall, and vice versa) and the risk of default, or the risk that 
an issuer will be unable to make income or principal payments. Addition-
ally, bonds and short-term investments entail greater inflation risk (or the 
risk that the return of an investment will not keep up with increases in the 
prices of goods and services) than stocks.


All indices are unmanaged and performance of the indices includes rein-
vestment of dividends and interest income and, unless otherwise noted, 
is not illustrative of any particular investment. An investment cannot be 
made in any index. 


Endnotes
1 Standard deviation measures the degree of variation from the average 
(mean or expected value); a low standard deviation indicates that the 
data points tend to be very close to the mean, while a high standard 
deviation indicates that the data points are spread out over a large range 
of values. Total return of an investment includes both the capital ap-
preciation, or price return, and the income received, such as interest and 
dividends.
2 Exhibit 3 shows cumulative total returns ranging from –0.1% over two 
years to 0.3% over five years, which correspond to the average annual 
returns cited in the text.
3 Default rate is the rate at which debt holders default on the amount of 
money they owe. Recovery rate is the percentage of a bond’s face value 
recovered through foreclosure or bankruptcy procedures in the event of 
a default. Spread is the difference in yield between Treasury securities, 
which are backed by the full faith and credit of the U.S. government, 
and lower quality fixed income investments with greater risk of default. 
Source: Moody’s.
4 Shiller, Robert J. Irrational Exuberance. Princeton University Press, 
2005. Data available at www.irrationalexuberance.com.
5 See endnote 4.
6 Exhibit 6 shows cumulative total returns ranging from 19% over two 
years to 53% over five years, which correspond to the average annual 
returns cited in the text.
7 Hypothetical portfolio methodology: “Equity” portfolio results based 
on hypothetical price returns and dividends of S&P 500 Index. “Bond” 


portfolio results based on hypothetical price returns and income of 70% 
Barclays U.S. Aggregate Bond Index and 30% Bank of America Merrill 
Lynch High-Yield Bond Master II Index composite. “Balanced” portfolio 
results based on 50% “equity” and 50% “bond” allocations as defined 
above.
8 Hofschire, Dirk, and James Morrow. “Equity and Non-Bond Income: 
Opportunities and Investment Approach.” Fidelity Leadership Series, 
August 2011.


Index definitions
Standard & Poor’s 500 Index is a market capitalization–weighted index of 
500 common stocks chosen for market size, liquidity, and industry group 
representation to represent U.S. equity performance. S&P 500® is a reg-
istered service mark of The McGraw-Hill Companies, Inc., and has been 
licensed for use by Fidelity Distributors Corporation and its affiliates.


Prior to March 1957, Standard & Poor’s published a predecessor U.S. 
equity index that was composed of the 90 largest U.S. stocks. 


Barclays U.S. Aggregate Bond Index is an unmanaged, market value–
weighted performance benchmark for investment-grade fixed-rate debt 
issues, including government, corporate, asset-backed, and mortgage-
backed securities with maturities of at least one year.


Barclays Intermediate U.S. Government Bond Index tracks the perfor-
mance of intermediate-term U.S. government securities with remaining 
maturities between three and five years.


Barclays Long U.S. Government Bond Index tracks the performance of 
long-term U.S. government securities with remaining maturities of 10 or 
more years.


Lehman Brothers published benchmark indices from 1973 through 
November 2008. History for intermediate and long-term U.S. government 
bonds before 1973 was calculated by Ibbotson using the CRSP Govern-
ment Bond File. 


Bank of America Merrill Lynch® High-Yield Bond Master II Index is an 
unmanaged index that tracks the performance of below investment grade 
U.S. dollar-denominated corporate bonds publicly issued in the U.S. 
domestic market.


Third-party marks are the property of their respective owners; all other 
marks are the property of FMR LLC.


Important Information
Information presented herein is for discussion and illustrative purposes only 
and is not a recommendation or an offer or solicitation to buy or sell any 
securities. 


Index or benchmark performance presented in this document do not reflect 
the deduction of advisory fees, transaction charges, and other expenses, 
which would reduce performance.


Certain data and other information in this research paper were supplied by 
outside sources and are believed to be reliable as of the date presented. 
However, Pyramis has not verified and cannot verify the accuracy of such 
information. The information contained herein is subject to change without 
notice. Pyramis does not provide legal or tax advice, and you are encouraged 
to consult your own lawyer, accountant, or other advisor before making any 
financial decision.


These materials contain statements that are “forward-looking statements,” 
which are based upon certain assumptions of future events. Actual events 
are difficult to predict and may differ from those assumed. There can be 
no assurance that forward-looking statements will materialize or that actual 
returns or results will not be materially different than those presented.
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For Canadian prospects only. Offered in each province of Canada by Fidelity 
Investments Canada ULC in accordance with applicable securities laws.
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	Paragraph 1: It’s been about 25 years since I was a regular speaker at conferences and seminars. My favorite topic had to do with the effects that demographics and specifically the cohort group known as baby boomers was going to have on the economy in the future. I recently dug up my old presentation and while reviewing it I realized much of what I had preached and predicted has now come to fruition. It is now time to confront you with the fact that the world is facing a situation without precedent. We are approaching a time when there will be a greater number of older people living than children. Since the beginning of time civilizations have progressed on the basis that the younger generations would  inevitably care for the aged. This may not be possible in the near future. A lot will depend on whether people are 
	Paragraph: generally living financially and physically healthily longer or are they going to become more susceptible to illness, disability and dependency? Regardless, population aging will have a profound economic, social and cultural impact for decades in the future.

Population aging is a powerful and transforming demographic force that will define the features of our economic landscape for many years to come. We are on the cusp of a new demographic reality that is just beginning to be recognized as a worldwide demographic milestone. Yet, despite the volumes of scientific evidence, the importance of population aging and its global implications have, as yet, still to be fully appreciated. One thing that is certain for both nations and individuals, preparing financially for longer lives and finding ways to reduce aging-related disability should become a priority. Waiting to address these issues will only increase the costs and difficulties of these challenges.

Global aging is a testament to the medical, social and economic advances made but it also comes with its very own set of problems. In 2006 there were almost 500 million people over the age of 65. By 2030 it is expected that one in every eight people inhabiting the Earth will be over 65 years-old. This will inevitably create enormous challenges to the health, insurance and pension systems of the world’s developed and developing nations. 

The challenges do not stop here. Global aging will effect economic growth, trade, migration, disease patterns and pervasiveness. According to the U.S. National Institute on Aging (NIA) this is the first time in history, and likely for the rest of human history that people over the age of 65 will outnumber children under 5. This has resulted in a dynamic change in family structure. As people live longer and have fewer children, older people are left with fewer options for care. Older generations are encouraged and expected to work longer as a fewer number of workers are trying to support the longer lives of pensioners. 

Nations, for the first time, are facing new economic challenges. Specifically, the macroeconomic implication of an aging population is a shrinking labor supply resulting from a declining working age population. Aging populations tend to spend less, which can also have negative consequences for investments. Aging populations will have a staggering effect on social entitlement programs. There will be a greater demand and pressure on public services, most importantly the provision of health care and long term care. Finally, increased government expenditures on pensions and health care will have a long term effect on the sustainability of public finances. All these factors will likely demand new fiscal approaches to accommodate this new changing world. Today Europe has four workers for every retired person. In 35 years it is expected that there will only be two workers supporting every retired person. In the big picture 35 years is minuscule. Just ask any baby boomer how fast the last 35 years seems to have passed. 
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	Text8: Recently, my father-in-law, who happens to be a baby boomer, reached his 40 year anniversary as an employee at one of the 5 big banks.  He’ll likely announce his retirement in the next few years and start receiving a pension under a defined benefit pension plan.  I’ll often refer to the defined benefit pension plan as the ‘Cadillac’ of all pensions because it promises a specified monthly benefit on retirement predetermined by a formula.  In 
	Text19: "Every industry is going to be affected (by the aging population). This creates tremendous opportunities and tremendous challenges." - Pat Conroy 


	Text10: 

A field of finance that proposes psychology based theories to explain stock market anomalies. Within behavioral finance, it is assumed that the information structure and the characteristics of market participants systematically influence individuals' investment decisions as well as market outcomes.

There have been many studies that have documented long term historical phenomena in securities markets that contradict the efficient market hypothesis and cannot be captured plausibly in models based on perfect investor rationality. Behavioral finance attempts to fill the void.
	Text7: * * * * *
	Text14: other words, my father-in-law knows exactly what he’ll receive every month; and, given the number of years he’s worked with the bank, it should prove to be a generous amount.  My father-in-law’s upcoming retirement situation isn’t very different from many people in his age group.  Work for several or more decades with one employer and retire with a sizable pension. 
      
So, what does this have to do with millennials? Well, the times are rapidly changing and so is the future of retirement for this younger age group.  For one, millennials aren’t likely to spend 10, 20, or 40 years with one employer.  In one study by Multiple Generations @ Work, it is reported that 91% of Millennials expect to stay in a job for less than three years.  If we do the math, that amounts to about 15 to 20 jobs over the course of their working lives.  The catch with accumulating a generous pension is that an employee needs to spend time (measured in decades and not years) working for the same employer.  Four years is simply not enough time to build a pension that can support an individual for the time between retirement and death.  

But even if millennials decided to stay with one employer, pension plans aren’t going to be what they used to be. 
       
The “Cadillac” of pensions like my father-in-law’s, for example, should probably be referred to as the “Dodo” of pensions, because this type of plan will be extinct in the next decade or so.  They’re simply too expensive to run and companies today find better value in the defined contribution plan, group RRSPs, or through hiring contract employees in which no pension is paid at all.   
                
What this all amounts to is that millennials, unlike their parents and grandparents, have to build their own retirement plans.  Thinking like a financial advisor, I have to say this scares me for several reasons: 

First, people are living longer and millennial’s will need to account for this.  Ask yourself, how many people do you know that are past the age of 80?  You probably know of at least one, if not a few.  I know of more than a few people who are in their 90s.  Now imagine retiring at 65 and living until 90.  That’s 25 years of not working but still needing a monthly income!  This is also one reason why pension plans are disappearing in favor of contract employees and group RRSPs.  Supporting an ex-employee for 20 or more years is very costly and, whether right or wrong, companies don’t want to pay for it.

So, millennials have to build, for themselves, a retirement fund large enough to last 20 or more years.  Fortunately, millennials are still at a young enough age to be able to build a sizable retirement fund through sound investment strategies and the power of compound returns.  The unfortunate part is that millennials are too occupied with paying down debt and holding cash that won’t keep up with future inflation.  One CIBC report shows that millennials are holding twice as much cash versus people over the age of 65.  It goes against all logic to have a cohort furthest away from retirement trying to protect its cash in savings accounts and GICs.
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	Text5: This graphic illustrates the worlds aging population and how it will increase from 2012 to 2050 internationally, highlighting the predicted rise in some of the main continents and countries throughout the world.
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	Text29: If you had asked me a few years ago, I would have said “buy low, sell high” was one of the soundest pieces of financial advice I had ever heard (…at this point, I feel obligated to point out that I am a client of KPW, and in no way qualified to give financial advice).  The idea of buying funds, stocks, or other investment when the price is ‘low’ and selling them when the price is ‘high’ seems perfectly logical. 
Like many people I know, ask me when the markets are up, and high-risk funds are making double-digit returns, and without a doubt, I’ll tell you my risk tolerance is high…not because I’m trying to sound courageous, but because I truly believe it.  However, when the markets start to go down and I am ‘losing’ money, I have to admit, my grandmother’s strategy of storing cash under couch cushions starts to make way more sense than it should.  

Over the past year or two, I have realized that investments (and people’s response to them) are very much like roller-coasters…allow me to elaborate:

- They can be exciting. Some people love the thrill of roller-coasters, while others prefer to take it safe and keep their feet on the ground.  However, those that do enjoy the ride probably find the adrenaline begins pumping during the preliminary routine of taking their seat, getting settled and starting out. The impending ride seems so exciting and full of possibility. 

You are prepared for some ups and downs, know you’ll probably be nervous at some points, but also expect that everything will turn out well, and the experience will be worth it in the end. 

Following are some of my thoughts about investing and roller-coasters.

- Just prior to the roller-coaster beginning it's first ascent, the battle brews between logic and emotion. As the roller-coaster starts to go over that first hill, I logically know that so many safety precautions are in place and the chance of anything bad happening is almost nonexistent, but in the moment, I’m convinced I’m going to die and wish I had never decided to get on the ride. Similarly, I know the value in the logic that down markets are when I should be putting more money into funds, however, the emotional part of my brain wants to take the money and run (to the nearest couch cushion).

- It’s really hard to tell when things are at the ‘low’ or the ‘high’. When you are looking at data or historical trends, it’s easy to identify the peaks and valleys. In reality, you can only identify an absolute high or low after it has passed - once the roller-coaster (or fund) has already changed direction.

- Trust is critical. Approaching the top of the first hill, I’m amazed at how much trust we put into people we don’t know (and in some cases, haven’t even seen) - the employee that checked the restraints, the ride operator in the booth, the engineers that built the ride, the safety testers, etc.  I know that the process has multiple checks and back-ups to ensure safety, but I still do the one thing that is within my control and hold on as tight as I can. Similarly, Canada’s financial system has so many checks and balances, that the industry will manage itself…the only thing within my control is finding an advisor I trust.

- My coping tactics are the same. Rather than straying from my initial plan, when things seem intense, I close my eyes (or stop looking at my returns for a few days), say a few bad words every now and then, and keep faith that everything will work out.  

I hope (and believe) that there is one important difference between the roller-coasters and the markets – while roller-coasters bring you back to where you started, the right investment strategy will bring you to a better place.
	Links: 
	Text49: The lengthy time to retirement is certainly a benefit for millennials who need to build their own retirement funds, but it can also be a hazard.  My father-in-law’s pension told him what he would be earning at retirement.  In his 40 years with the bank, he couldn’t access that pension on a whim or in an emergency.  For him, the money didn’t exist until he retired. 

This will not be the case for millennials and I fear this is where the real tragedy lies.  A person can build a sizable RRSP or TFSA for retirement but without discipline and guidance it may not be enough.  Think about it this way, every time someone dips into a TFSA or RRSP to pay down a debt, buy a home, or cover the cost of some emergency, they may inadvertently be stealing money from their future self.  For my father-in-law, who will live off of his “Cadillac” pension, dipping into his RRSP or TFSA probably won’t do much harm.  However, if I’m an investor who is relying on those two accounts to support me for 20 or more years after I retire, I need to be very mindful of keeping that money invested the entire time I’m earning a pay cheque.  I believe wholeheartedly, as both a financial advisor and a millennial, that money I put away for retirement, whether in an RRSP, TFSA, or even a savings account, should not be used until retirement.       
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	Text34: Following is a summary of the main impacts an aging population will have on society.

1. An increase in the dependency ratio will see more people claiming pension benefits and less people working and paying income taxes. The result will likely be higher tax rates on the current, shrinking workforce.
2. An increase in government spending on health care and pensions but without the incoming funds to cover the costs. Retirees tend to pay lower income taxes because of lower incomes and good tax planning. This has to be a major concern for governments with serious debt issues and unfunded pension liabilities. Currently, according to STATE BUDGET SOLUTIONS, U.S. State unfunded liabilities have hit $4.7 Trillion. (http://www.statebudgetsolutions.org/publications/detail/promises-made-promises-broken-2014-unfunded-liabilities-hit-47-trillion) Imagine what this number will be in 25 years.
3. Working people will have to pay higher taxes which may lead to disincentives to work and for firms to invest, creating a decline in productivity and growth.
4. An aging population will lead to a shortage of workers which will push up wages causing wage inflation. 
5. An increase in retired people will create a bigger market for goods and services linked to older people like retirement homes.
6. Higher savings for pensions may reduce capital investment which will lead to lower rates of economic growth.
7. A declining birth rate means a smaller number of young people. Young people require education that costs money and pay little to no taxes. 

As in the case of most challenges, opportunities present themselves. We can learn from countries like Japan that have already begun to experience this. Economic expansion and cross-national collaboration may have to be explored further. Governments will have to consider sensible policies that allow for some increase in the retirement age. Countries like Great Britain have already made tentative steps to raise the retirement age and increase private sector pensions and although Canada recently reversed the trend to a higher retirement age, this cannot be sustainable. The key is that there is no time to wait. The costs of waiting, both financially and socially will be overwhelming.
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	Text26: A while back I was approached by one of our clients with the offer of writing a regular article in our newsletter. The perspective would be that of a non-industry person's personal impressions, attitudes and opinions about investing in mutual funds. I was so intrigued by the idea that I asked that she submit an article for consideration. After reading the article, I was so intrigued with her engaging and articulate writing style that I am now looking forward to future submissions. Please be aware that the articles in this section are not written by a licensed advisor or industry professional and are meant to be read as an opinion piece by an individual investor. 
-EDITOR
	Text24: NEW IDEAS FROM DEAD ECONOMISTS
by Todd G.Buchholz
	Text27: Declining birth rates, combined with increases in life expectancy, are leading to population aging. The number of people in less developed countries aged 60 or over is expected to exceed the number of 12- to 24-year-olds by 2045, a phenomenon that occurred in more developed countries in the late 1990s.

Increases in the median age—the age at which 50 percent of the population is older and 50 percent is younger—are another way of looking at population aging. The current 13-year difference in median age between developed and developing countries is much larger than it was 60 years ago.

	Text30: Based on United Nations, World Population Prospects 2004. Prepared by Larry Rosenberg and David Bloom (Harvard University).
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	Text6: The majority of millennials surveyed expect retirement income to come from personal savings and investments.  This is an unsettling result when we consider that millennials are saving more cash, that isn’t keeping up with inflation, rather than incorporating age appropriate and long-term investment strategies into a clearly defined retirement plan.   


