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Reasons for Hope
“The pessimist sees difficulty in every opportunity. The
optimist sees opportunity in every difficulty.”
Sir
Winston Churchill
As we approach the end of the year, I’m writing to share
some thoughts on today’s economic outlook and the
pessimistic psychology many people share – a frame of
mind Winston Churchill commented on in his day.
Today we’re seeing a mood of widespread fear and
pessimism. Many people feel overwhelmed by problems
in the US, led by high unemployment, government
deficits, depressed housing prices and gridlock in
Washington. Clearly, these are substantial issues to be
worked through. A key concern is the positive,
optimistic, can-do mindset that has fueled so much of
the growth and success of the US remains mired in
pessimism.
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What’s important to remember is throughout history,
people have regularly overcome problems of even larger
magnitude. This is one of the themes of a thoughtprovoking new book by well-known science writer Matt
Ridley: "The Rational Optimist: How Prosperity
Evolves". Ridley makes the case for optimism about the
future. Bill Gates reviewed the book in the Wall Street
Journal, pointing out Ridley documents constant
predictions of a bleak future throughout human history.
The point is these issues too were usually blown out of
proportion. As Bill Gates wrote, “Despite them, our
lives have improved dramatically in terms of lifespan,
nutrition, literacy, wealth, and almost any other measure
you’d care to name.”
With regard to innovation, Bill further wrote:
“Pessimism is often wrong because people assume a
world where there is no change or innovation. They
simply extrapolate from what is going on today, failing
to recognize the new developments and insights that
might alter current trends.” (Continued on Page 4.)
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Achieving the Proper Balance of Risk
and Return
ASK JIM
What is an Investment
Policy Statement (IPS)?
Should I have an IPS?
Can you help me assess my
risk tolerance?
How often should I review
my risk-return profile?

An important decision that every investor must
make is determining the amount of investment
risk to assume while maintaining a level of
comfort. Risk is simply defined as the probability
that the actual return for an investment will differ
from that which was expected. It is possible that
some or even all of an investor’s original
investment may be lost. In other words, there are
no sure things in the investment world.
All investments contain some degree of risk;
however, some investments are considered more
volatile (riskier) than others. Low levels of
uncertainty, or low risk, are usually linked to
investments with low potential returns. On the
other hand, investments with high levels of
uncertainty, or high risk, are generally
accompanied by high potential returns. The
relationship between risk and return is such that
one must be willing to accept greater risk if one
wants to pursue greater returns.
A common misunderstanding among investors is
that higher risk will lead to greater returns.
According to the risk/return tradeoff, however,
higher risk investments provide an investor with
the possibility, not the certainty, of higher returns.
Consider the table below showing the periodic
returns of three hypothetical investments.
Investment A fluctuates very little from period to
period. It has low volatility or a low amount of
risk. However, this low risk is accompanied by low
average returns. Conversely, Investment B has
greater periodic fluctuations from one period to
the other and has even lost money in one of the
periods. On the flip side, Investment B’s average
return is higher than that of Investment A,
corresponding to this higher level of risk. The
riskiest investment of the three is Investment C,
which has experienced a double-digit loss in one
period. The returns for Investment C have also
been periodically quite high, resulting in the
highest average return of all three investments.
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As the saying goes, “There is no free lunch”; in
many cases, investments that generate high
returns also come with high levels of volatility or
risk. These high returns act as a compensation for
investors, for assuming high risk. Further, it is
very important to realize that taking on a high
level of risk in hopes of attaining a high level of
return is not for everyone.
An investor's risk tolerance varies according to
age, income requirements, financial goals, and
other considerations particular to each investor’s
unique situation. It is essential to determine your
attitude toward—and your tolerance for—risk,
while (all the time) keeping in mind that past
performance is by no means a guarantee of future
results.
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Politics and Investment Performance
With the Nov. 2 elections come and gone, here’s
the result of an investigation into the relationship
between the composition of the legislative and
executive branches of the U.S. government and
market performance. The data table displays the
average annual returns for the S&P 500® and a
60% stock/40% bond portfolio in three different
situations. The "unified" situation refers to years
when the Senate, the House of Representatives,
and the White House were all controlled by the
same party. The "partially divided" situation
represents years when the House and Senate were
controlled by the same party, but the White House
was held by a different party. The "completely
divided" situation uses data from years in which the
two houses of Congress were divided. Both the
S&P 500 and the diversified portfolio averaged the
highest returns during unified years, lower returns
during partially divided years, and the lowest under
completely divided years.

The End of the Recession
In September 2010, the National Bureau of
Economic Research announced the long-awaited
news: an end date for the recession that had begun
in December 2007. The NBER determined the
official end date as June 2009, quieting down (if
not completely silencing) double-dip fears. NBER
defines a recession as a significant decline in
economic activity spread across the economy,
lasting more than a few months, normally visible
in real GDP, real income, employment, industrial
production, and wholesale-retail sales. Looking
back at the performance of the main asset classes
during the recession and in the months following
the official end date, gold was the best overall
performer, and long-term government bonds
offered consistent positive returns. Out of the
investments with the worst performances during
the recession, REITs posted the most-impressive
return in the 16 post-recession months.
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Reasons for Hope
As I meet with clients, we talk about broad themes
for 201l. First, understand how much volatility
you can live with. Markets will continue to gyrate.
For some retired clients, I advise setting aside up
to three years of cash needs from savings in
conservative investments, something that can
reduce stress in volatile markets.
When deciding on the mangers to run client
portfolios, we continue to emphasize experienced
managers with a conservative approach to buying
quality companies at attractive prices.
Finally, we need to take a rationally optimistic view
of the future, walking the fine line between dire
pessimism on the one hand and blind optimism on
the other. This will not necessarily pay off in the
next 6 or 12 months, but history tells us we’ll be
well rewarded for remembering the past and
focusing on the future.
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