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Does the Dual Mandate Even Matter Today? 

'I am the wisest man alive; for I know one thing, and that is that I know 

nothing' 

Plato, the Republic 

If economists and strategists had previously felt confident in their ability 

to predict the path of the Fed Fund's rate based on employment and 

inflation, seven months following the first rate hike since 2006, 

confidence may have given way to confusion.  It has become clear that 

using the Fed's dual mandate to gauge the path of rates, which itself was 

a manifestation of the economic environment more than 40 years ago, 

no longer appears to be as relevant based on the evidence of action, or 

lack thereof. 

Between 1970 and 1980, inflation in the U.S. as measured by the Personal Consumption Expenditure Index (PCE - which 

is the Federal Reserve’s preferred measure) was extremely volatile, ranging from a low of 2.7% in 1973 to a high of 

10.2% in 1975.  Over the same period, employment was weak with the unemployment rate having more than doubled 

from 4.2% in 1970 to 9.0% in 1975 before retreating again by 1980.  In this environment, the Federal Reserve was 

concerned with stagflation (stagnant growth with high inflation) which resulted in a change to the Fed's mandate by the 

US Congress.  In November 1977, the Federal Reserve was given a 'dual mandate' with a focus of 'the goals of maximum 

employment, stable prices, and moderate long term interest rates'.  As a result, the path of each subsequent tightening 

cycle was a function of the dual mandate.   

Since the mid 1970's, the U.S. had experienced six recessions ending 1975, 1980, 1982, 1991, 2001 and 2009 followed 

naturally by six recoveries and six shifts by the Fed from an easing cycle to a tightening cycle.  It is clear that the current 

tightening cycle is evolving differently from the past.  The chart below illustrates the path of the Fed's overnight rate 

from the end of each recession (as identified by the National Bureau of Economic Research - NBER) through to twelve 

months after the first rate hike.  Two points stand out.  First, in the current cycle the Fed has waited an extraordinary 

longer period to raise rates (prior to December 2015 hike, the Federal Reserve last raised rates in May 2006).  And 

second, rates have fallen with each cycle to new historical lows.   As strategists, given this unprecedented monetary 

policy, we find ourselves asking: 'is the Fed's current path justified by its mandate', and if not 'has the Fed's mandate 

implicitly changed'?  

INVESTMENT 
NOTE 
August 3, 2016 

 

This Investment Note 

represents the views of 

Macan Nia of Manulife 

Investments  

 
Macan Nia, Sr. Investment 

Strategist, Capital Markets & 

Strategy, Manulife 

Investments 

 



INVESTMENT NOTE  |  AUGUST 2016 
ECON 

 
 

 

Source: Bloomberg, Manulife Investments as of June 2016 

From an inflation perspective, in the minutes of the January 2012 FOMC meeting, the committee stated that targeting a 

rate of inflation as measured by Core Personal Consumption Expenditure (PCE) of approximately 2%, would achieve its 

inflation mandate.  Since the end of the Great Recession, the average inflation rate has been approximately 1.5%.  Since 

January 2012, inflation has averaged 1.6%.  Although inflation is averaging below the 'target' rate, historical Fed policy 

would suggest inflation is at a level that would support a rate increase.  For example during the six years after the 2001 

recession, inflation averaged 1.9%, while the Fed Funds rate increased from 1.75% to 4.5%.   

From an employment perspective, economists can argue whether the economy is operating at 'full capacity' or not.  

However, the absolute number of jobs created and the drop in the unemployment rate since the Great Recession from 

an historical perspective may also justify a higher Fed Funds rate.  The chart below shows the number of jobs lost during 

each U.S. recessionary period and the length of time (in months) it took to recover.  The job losses in 2008 of 7,296,000 

was equal to 95% of the job losses experienced during the previous five recessions combined.  It took approximately 5 

years for the US economy to regain the job losses of the 'Great Recession'.  However since that point, the US economy 

has created an additional 4,830,000 jobs and the unemployment rate has fallen from 9.5% at the end of the recession to 

6.2% by the full job recovery to 4.9% currently.  The current rate of inflation of 1.9% as measured by the PCE and an 

unemployment rate of 4.9% coupled with first time jobless claims of 253,000 might justify a higher overnight rate than 

the current 0.25% based on prior Fed action post-recession.   
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Source: Manulife Investments; Bloomberg, as of June 2016 

Despite this view, our team believes that it is possible that the lower bound of the Fed fund's rate will not surpass 1.0% 

through the next three years.  It comes down to what we believe the Fed should do with what recent behavior suggests 

the Fed is likely to do.  We believe the Fed’s dovish attitude is a function of the new economic environment 

characterized by historical low global growth rates and the closer integration of the global financial system that has 

occurred over the past couple of decades. 

The New Global Economic Environment 

Since 1980, the world has seen slower average economic growth in each subsequent decade.  According to the 

International Monetary Fund (IMF), in 2016, the major economies’ growth rate (60% of world GDP) will be 

approximately 2.0%.  With the exception of the current decade, each prior decade since 1970 has experienced a 

recession.  Given our view that we are nearing the end of the current business cycle, we believe the probability of a 

recession over the next couple of years has increased which will likely depress the average global growth rate below the 

current 2.69% since 2010. 
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Source:  Manulife Investments, International Monetary Fund 

 

What are the factors that have contributed to slower growth?  From a big picture perspective, since the 1980's, 

population growth in high-income and upper-middle income countries has slowed.  Over this period, high income 

population growth has fallen from 0.8% to 0.4% year-over-year, whereas in upper middle income countries it has fallen 

from 1.7% to 0.6%.  According to the United Nations Department of Economic and Social Affairs, over the next ten years, 

the rate of population growth for high income and upper middle income is expected to decline further to 0.2% and 0.3% 

respectively.    

Not only are developed markets populations growing slower, the populations of country's that will drive future growth 

are getting older faster.  The developed market economies of the U.S., Japan and U.K. that drove economic growth since 

the 1960s grew older at a slower rate than the emerging market economies of today.  For example, according to the UN, 

the time required for the percentage of the population aged 65 to double to 14% took 65 years for the U.S., 45 years for 

the U.K., and 25 years for Japan.  Today, it is estimated to be 25 years for the population over 65 to double in China, 20 

years for Brazil and 18 years for South Korea.  Said differently, the population drivers of economic growth today are 

getting older a lot faster than those of the past.  Aging populations in developed and emerging markets may lead to 

slower global consumption growth.  In developed countries, retired populations spend between 30-40% less than the 

working age population.  In emerging countries, according to S&P demographic analysis, spending is even lower given 

the lack of social safety programs.    
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Source:  United Nations, Department of Economic and Social Affairs 

 

The Integration of the Global Financial System 
Although the Federal Reserve has a dual mandate that is US-centric, it has become increasingly more challenging for the 
Fed to operate without consideration for the global economy given the high degree of inter-dependency.  Last August, 
Fed chairman Janet Yellen in her press conference was very explicit in noting that interest rates would have increased if 
she and other members of the FOMC committee were not concerned with fragile market and economic conditions 
outside the US, most notably in China.  At that time, China cut its daily reference rate by 1.9% which resulted in extreme 
volatility in its domestic stock markets.  In a more recent example, Yellen cited at a conference that the Brexit vote on 
June 23 was a reason for the Fed to delay raising rates.   
 
The Fed has also been mindful of its monetary policy decision given the low yield environment globally.  According to 

Fitch, there are approximately U.S. $13 trillion dollars of negative yielding developed sovereign bonds, this amounts to 

1/3 of all developed market sovereign bonds.  Of the remaining 2/3 earning a positive yield, half of those are U.S.  

Government bonds.  The Fed acting as the only major central bank with a tightening monetary bias puts upward 

pressure on the U.S. dollar.  In addition to a slow global growth environment, a rising U.S. dollar will further place 

pressure on those 49 countries that have their local currency pegged to the U.S. dollar.   

We believe the Fed wants to return to a ‘normalized’ investment environment.  Given the slower growth environment, it 

has become increasing difficult to quantify what 'normalized' rates are.  What we know is that global populations are not 

growing as fast, and are aging rapidly.   For those who are working in these rapidly aging countries, their wage growth is 

less likely to match that of their parents because of a slower economic growth environment.  In this scenario, spending 

may contract and inflation expectations will be further subdued resulting in an even lower for even longer interest rate 

environment.   

We can argue based on the Fed’s mandate and the economic data that the Fed could have raised rates.  And perhaps in 

hindsight the last couple of years offered better opportunities to do so.  However, given the current trends in 

demographics and weaker global growth, we believe the longer the Fed waits, the less opportune the environment and 

the more volatile the market reaction. 
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A rise in interest rates typically causes bond prices to fall. The longer the average maturity of the bonds held by a fund, the more sensitive a fund is 

likely to be to interest-rate changes. The yield earned by a fund will vary with changes in interest rates.  

Global events have resulted, and may continue to result, in an unusually high degree of volatility in the financial markets, both domestic and foreign. 

Currency risk is the risk that fluctuations in exchange rates may adversely affect the value of a fund’s investments. 

This material, intended for the exclusive use by the recipients who are allowable to receive this document under the applicable laws and regulations 

of the relevant jurisdictions, was produced by and the opinions expressed are those of Manulife Investments as of the date of this publication, and 

are subject to change based on market and other conditions. The information and/or analysis contained in this material have been compiled or 

arrived at from sources believed to be reliable but Manulife Investments does not make any representation as to their accuracy, correctness, 

usefulness or completeness and does not accept liability for any loss arising from the use hereof or the information and/or analysis contained herein. 

The information in this document including statements concerning financial market trends, are based on current market conditions, which will 

fluctuate and may be superseded by subsequent market events or for other reasons. Manulife Investments disclaims any responsibility to update 

such information. Neither Manulife Investments or its affiliates, nor any of their directors, officers or employees shall assume any liability or 

responsibility for any direct or indirect loss or damage or any other consequence of any person acting or not acting in reliance on the information 

contained herein. 

All overviews and commentary are intended to be general in nature and for current interest. While helpful, these overviews are no substitute for 

professional tax, investment or legal advice. Clients should seek professional advice for their particular situation. Neither Manulife Financial, Manulife 

Investments™, nor any of their affiliates or representatives is providing tax, investment or legal advice. Past performance does not guarantee future 

results. This material was prepared solely for informational purposes, does not constitute an offer or an invitation by or on behalf of Manulife 

Investments to any person to buy or sell any security and is no indication of trading intent in any fund or account managed by Manulife Investments. 

No investment strategy or risk management technique can guarantee returns or eliminate risk in any market environment. Unless otherwise 

specified, all data is sourced from Manulife Investments. 

This commentary reflects the views of the sub-advisor(s) of Manulife Investments. These views are subject to change as market and other conditions 

warrant. Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund investments. Please read the 

prospectus before investing. Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated. Manulife 

Funds, Manulife Corporate Classes and Manulife Leaders Portfolios are managed by Manulife Investments, a division of Manulife Investments.  

 

 

Manulife, Manulife Investments, the Block Design, the Four Cube Design, and Strong Reliable Trustworthy Forward-thinking are trademarks of The 
Manufacturers Life Insurance Company and are used by it, and by its affiliates under licence. 



 



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%


James Morrow, CFA
Portfolio Manager


James Morrow is a portfolio manager for Fidelity Investments.  
Mr. Morrow manages equity income and large cap core portfolios 
for Fidelity.


Authors


Srinivas Vemparala
Quantitative Analyst


Srinivas Vemparala is a quantitative analyst at Fidelity Investments. 
Mr. Vemparala conducts risk model and portfolio construction 
research.


Naveed Rahman
Institutional Portfolio Manager


Naveed Rahman is an institutional portfolio manager at Fidelity 
Investments. Mr. Rahman contributes to portfolio construction, 
authors research, and represents value and income-oriented 
equity strategies to institutional clients, prospects, and consultants.







6 


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.


For Canadian Investors
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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One might ask: What is the point of taking an already whole picture, breaking into pieces and reassembling it back together?  The point is that it creates a map of all of the pieces.  That way, when a new piece is added (the birth of a child), or an existing piece is removed (the sale of a home), we can easily adjust the whole picture to compensate.  So when clients, especially millennial clients tell me: "I have no idea what's going to happen tomorrow never mind decades from now!".  When they tell me this I know that with the Life Planning program, we don't need to know what happens tomorrow because we have a highly adaptable and highly flexible life planning strategy in place to help get us through the unknown.    
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When it comes to managing personal finances, we’ve all heard how important it is to ‘plan for the future’.  The first thing that comes to mind is usually retirement, and making sure you have RRSPs and/or a pension plan, but it’s also important to plan for things in between.  Looking at my own life and the lives of those around me, I’m struck by how different our current financial situations are, and how different our future needs will likely be. Some of my friends and family members went straight from school into careers, some pursued graduate degrees, and some have bought houses and/or had kids.

Thinking about all of these people and their unique circumstances has made me realize that it’s important to plan for a variety of situations, which fall into three general time horizons:

The Short-Term: Making sure that you’re able to meet your day-to-day needs and expenses is obviously important, as is planning for your short-term wants (including home improvements, back to school shopping, and/or much needed vacations and escapes from work/school!). We’ve also all heard about the importance of having an emergency fund of several months living expenses that can be quickly and easily turned into cash. While my personal preference for this is to have a separate ‘bucket’ of money in lower risk financial options (since you never know when you’re going to need it) – I know others that handle this differently.

The Medium-Term: This is the category that I always find hardest to anticipate and plan for! Knowing what your goals are (including everything from going back to school, getting a new car or buying a house/cottage) can help predict how much you will need and when you will need it. The way I see it – even if you set aside money for a goal that is delayed or doesn’t happen, your money has time to grow, or you have a bigger vacation fund. I personally prefer to invest this money in mutual funds, so it has a bit of time to grow before I need it, but again, others may choose different options.

The Long-Term: Retirement planning is the item in this category that I hear about most often; however, there are many other needs to consider, including planning for kids’ educations (and/or even their weddings someday), being debt/mortgage free, and my least favorite thing to talk about – life insurance.  While I recognize that it’s impossible to know the time horizon for insurance, it’s much easier to think about it as preparing for my family’s financial future.

While each of us has different individual needs, we all look to find the right financial options that make the most of our money, so that we can meet our current and future goals.
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	Text49: Every year, Fidelity Investments conducts a survey to understand Canadian pre-retirees' and retirees' expectations and the realities of living in retirement. The survey captures their feelings about this transition, their savings and investments, and sources of income in retirement.

Thinking about the future can be overwhelming, particularly given events happening around the world today. That underscores why it is so important to create a written retirement income plan while considering the many great opportunities in retirement that Canada provides.

CLICK ON THE RETIREMENT 20/20 SURVEY TO BE DIRECTED TO THE SURVEY.
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	Text45: FINANCIAL REPRESSION
	Text26: Kristin S. is a woman working in  the corporate world in an executive position who has generously offered to write a monthly article, for our newsletter, on her personal perspectives relating to investing, finance and insurance.
	Text24: THE COMMITTEE TO DESTROY THE WORLD
By Michael E. Lewitt
	Text27: Your KPW LIFE PROGRAM is exactly as the name implies. It is a program that you will carry for life. It will be modified and updated on a regular (annual) basis to reflect your changing attitudes, lifestyle  and financial means. Your KPW LIFE PROGRAM will connect your life and your money. This combination can often be tumultuous but our job as planners is to help, support, guide and advise you through this journey. 

Our goal is to dispel some of your money anxieties and truly connect you to your dreams and aspirations and hopefully free you to enjoy the most precious years of your life. We want to help clients move forward, to plan, to make decisions and to make choices that support their ability to maintain a quality of life at every stage of life. Unlike traditional financial plans which focused on "how to maintain your current lifestyle during  your retirement years", your KPW LIFE PROGRAM will focus on how to change your current lifestyle to achieve the lifestyle of your dreams. The KPW LIFE PROGRAM will integrate the "Art and Science" of financial planning.

***This service will be offered at no cost to Kleinburg Private Wealth clients. Please contact our office or your advisor if you are interested in following up on creating your own personal KPW LIFE PROGRAM.
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	Text40: ARE FINANCIAL ADVISORS WORTH IT?
	Text6: According to a groundbreaking research study, the answer is a resounding yes. Advised households have approximately twice the level of financial assets as their non-advised counterparts, and this advantage grows over time. Canadians who rely on a financial advisor to guide their financial decisions are wealthier, more confident and better prepared for the financial implications of marriage, a new child, their children’s education, retirement and other life events.

The study, carried out by the Montréal-based Center for Interuniversity Research and Analysis on Organizations (CIRANO), shows that advisors positively affect the level of wealth of Canadian households. Professor Claude Montmarquette and Nathalie Viennot Briot used econometric modelling techniques on a very robust sample of Canadian households. Their analysis showed that financial advisors contribute significantly to the accumulation of financial wealth. After controlling for a host of socio-economic, demographic, and attitudinal variables that can affect wealth, the research indicates that the advice advantage is largely attributed to a greater savings discipline.

The CIRANO research further shows that having advice positively impacts retirement readiness and is an important contributor to levels of trust, satisfaction and confidence in financial advisors, which are strong indicators of the value of advice.
	Button1: 
	Text25: RETIREMENT 20/20


