
0

500,000

1,000,000

1,500,000

2,000,000

2,500,000

3,000,000

3,500,000

4,000,000

D
ec

-8
0

D
ec

-8
1

D
ec

-8
2

D
ec

-8
3

D
ec

-8
4

D
ec

-8
5

D
ec

-8
6

D
ec

-8
7

D
ec

-8
8

D
ec

-8
9

D
ec

-9
0

D
ec

-9
1

D
ec

-9
2

D
ec

-9
3

D
ec

-9
4

D
ec

-9
5

D
ec

-9
6

D
ec

-9
7

D
ec

-9
8

D
ec

-9
9

D
ec

-0
0

D
ec

-0
1

D
ec

-0
2

D
ec

-0
3

D
ec

-0
4

D
ec

-0
5

D
ec

-0
6

D
ec

-0
7

D
ec

-0
8

D
ec

-0
9

D
ec

-1
0

D
ec

-1
1

D
ec

-1
2

D
ec

-1
3

D
ec

-1
4

D
ec

-1
5

D
ec

-1
6

$10,000 invested 1/1/1980 - 12/30/2016 

 
 
Can equally weighting make a difference versus cap weighting? (pages 4 & 25) 

 
 

 
 

 

 

 

 

 

 

 
Source: Wilshire.com. This is a hypothetical illustration and does not represent the performance of any specific 
investment. One cannot invest directly in an index. Rates of return will vary over time, particularly for long term 
investments. The values shown do not reflect product fees, charges or taxes which would reduce returns if included. 

 
How long might the economy take to catch up with the Stock Market? (page 15)  
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
Why do advisors use past performance to predict future performance? (page 21) 
What is the biggest factor affecting portfolio returns? (page 7) 
How is “guaranteed Income” guaranteed? (page 8) 
Is Passive Index investing really active? (page 19) 
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Investment Questions I Like to Ask 
 

Source: http://research.stlouisfed.org/fred2 1/15/2016 
 

Both graphs are the Wilshire 5000 index, but... 
 

the red is the equally weighted version, and 
 

the blue is the market cap weighted version. 
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Introduction 
 
 
In this paper I talk about investment topics you may enjoy thinking about and may want to discuss 
with your financial advisors. I use lots of charts and graphs (pictures can be better than a thousand 
words). 
 
One of the subjects I devote a lot of space to is Equal Weighting1. Many people may not know there 
are different ways to weight, or, decide how much of a portfolio should be invested in each holding. 
Also, many may not realize that cap weighting2 may lead to greater volatility and may capture more 
momentum and price speculation during times of “irrational exuberance”. Equal weighting is simple to 
understand, may reduce some of the portfolio swings from stock bubbles and busts, and talking 
through the topic brings up many subjects worth discussing. This is the first topic I discuss and 
discuss it again in more depth towards the end of the paper.  
 
The second topic I discuss are the studies about what contributes to portfolio performance. Many 
people may be surprised to learn that their advisors and their portfolio allocations might determine 
only about 10% of the portfolio returns. Up to 80% of their portfolio returns might be determined 
simply by market movement. This discussion begins on page 8.    
 
Another theme I discuss is that past performance may often be used by investment professionals to 
make investment plans and analyze investments. This implies that one expects the future to be 
similar to the past. I suggest that we not blindly assume that past performance will repeat. I also 
suggest we analyze what caused the past performance to be what it was and then decide how likely it 
may be for that history to repeat itself. Some backwards looking data may be helpful for making 
forward looking decisions, and some may not be very helpful.  
 
I have placed the simpler concepts and language towards the front of the paper. As you progress 
through the paper the concepts and language become more complex. I try to explain some advanced 
topics in plain English instead of academic language. There is a glossary at the end of the paper and 
lots of footnotes. Let me know what you think. My phone number is 800-385-1508. My email address 
is kmiller@aim-group.net. 
   

                                            
1 Equal weighting. This refers to weighting the constituent members of a portfolio on an equal basis. Typically that refers 
to an equal value. It could refer to another increment, such as, an equal number of shares. In the S&P500 index equal 
weighting means that the value of the position in each of the 500 constituent stocks would represent 0.2% of the total 
value of the portfolio. 
2 Market Capitalization weighted. Also called “Cap weighted”, refers to “weighting by market capitalization”. This means 
calculating the market capitalization of each constituent holding an the index or portfolio by multiplying the stock price 
times the number of shares issued or available; adding up all the market capitalizations; calculating what percentage of 
the total is made up of each constituent holding; and then buying or selling some of each holding so that the value each 
holding is the same % of the index or portfolio value as each holding’s market capitalization is a percentage of the total 
market capitalization of all the holdings in the index or portfolio. 

mailto:kmiller@aim-group.net
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$18,906 

$36,054 

$27,808 

$34,061 

$20,184 

$57,004 

$25,168 

$57,143 
$10,000 invested 1/1/2000 - 12/31/2015 

S&P500TR S&P500EWTR

R2000TR R2000EWTR

W5000TR W5000EWTR

W4500TR W4500EWTR

Equal Weighting  
 
The chart below illustrates the cap weighted and equally weighted versions of several indexes by 
showing the hypothetical growth of $10,000 if invested in each index from January 1, 2000 to 
December 31, 2015. The graphs for the S&P500 index3 are the first two graphs in the front of the 
chart, the dark and light purple ones with the yellow labels. The dark purple is the market cap 
weighted version of the index. As you can see, the equally weighted version returned approximately 
double the cap weighted version, $36,054 to $18,906. The next two graphs are the Russell 2000 
index, dark blue is the cap weighted, light blue is the sector equally weighted version (Russell does 
not have a purely constituent equally weighted version). The Wilshire 5000 total market indexes are 
next in green. The darker green is the cap weighted, the lighter green is the equally weighted. The 
equally weighted version returned almost triple the cap weighted, $57,004 to $20,184. In the back in 
red are the Wilshire 4500 indexes. Dark red is the cap weighted version and lighter red is the equally 
weighted version, which had about twice the return of the cap weighted version, $57,143 to $25,168.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Legend: TR at the end of the index names stands for Total Return and means the results assume reinvestment of 
dividends. “S&P500TR” refers to the Standard and Poor’s 500 index, market capitalization weighted version. 
“S&P500EWTR” refers to the same index but equally weighted. “W5000TR” refers to the Wilshire 5000 index cap 
weighted version. “W5000EWTR” refers to the same index, equally weighted. The W5000 index covers almost the entire 
US stock market. “W4500TR” refers to the Wilshire 4500 index, cap weighted version. “W4500EWTR” refers to the same 
index, equally weighted. The Wilshire 4500 index includes almost all listed US equity securities except the 500 equities in 
the S&P 500 index.  “R2000TR” refers to the cap weighted version of the Russell 2000 index. R2000EWTR refers to the 
equally weighted version of the same index. The R2000 index covers the smallest 2000 of the 3000 largest stocks as 
ranked by market cap. Sources: S&P, Wilshire, Russell. One cannot invest directly in an index. This is a hypothetical 
illustration and does not represent the performance of any specific investment product or class of investments. Rates of 
return will vary over time, particularly for long term investments. The values shown do not reflect product fees, charges or 
taxes which would reduce returns if included. Returns calculated by multiplying the original hypothetical amount by the 
returns published for each index: initial investment x (1 + published return for the period).  

                                            
3 S&P500 Index. A US Stock market index published by Standard and Poor’s. It is a list of the 500 largest public stock 
owned firms in the U.S. as measured by market capitalization. 
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$10,000 invested 1/1/1980 - 12/30/2016 

Remember the chart from the front cover? It is repeated below.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Wilshire.com. This is a hypothetical illustration and does not represent the performance of any specific 
investment. One cannot invest directly in an index. Rates of return will vary over time, particularly for long term 
investments. The values shown do not reflect product fees, charges or taxes which would reduce returns if included. 
 
The chart above shows $10,000 invested in the Wilshire 5000 indexes from January 1st 1980 to 
December 31st 2015. As you can see, the equal weighted version outperformed the cap weighted 
version but began to significantly outperform the cap weighted version after the 1990 15% correction 
and then again after the two most recent large corrections: the “Tech Wreck” market correction and 
recovery in 2000 -2003, and the “Housing Bubble” burst in 2008 (which nearly ceasing up the transfer 
of payments, capital and monetary systems, causing the “Great Recession”). You will notice that the 
cap weighted version outperformed the equal weighted version in 2015.  
 
The chart below shows the annual difference in returns between the equal weighted W5000 index 
and the cap weighted W5000 index over the same time period. This chart shows the spikes of 
outperformance around the market corrections and recoveries. The trend line shows the 
outperformance trending from a 10% advantage in the 1980s to 5% in 2016. 
 
  

Both graphs are the Wilshire 5000 index, but... 
 

the red is the equally weighted version, and 
 

the blue is the market cap weighted version. 
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The chart below shows the annual difference in returns (annual alpha) of the equally weighted version 
of the S&P 500 index versus the market cap weighted version. The pattern is similar to the W5000. 

In the chart below I took out the two big years of 2000 and 2009. With these two years removed the 
trend line difference is then around 2%. That is close to the results S&P got when they studied the 
returns of their cap weighted and equal weighted versions of their S&P 500 index.4 

It appears to me that cap weighting may outperform equal weighting near the end of a market cycle or 
bubble, the Optimism and Euphoria phases of a Bull Market. I think this may occur because cap 
weighting may benefit from a self-reinforcing feedback loop of price inflation of largest cap benchmark 
stocks. Cap weighting may also capture more drawdown when the bubbles pop and the largest over 
price inflated stocks sell off. Observing this pattern I may use equally weighted funds near bubble 
tops and after bubbles pop  and are in the pessimism and skepticism phases. I may tilt to cap 
weighting when optimism returns. Said differently, cap weighting is great as bubbles inflate. Equal is 
better after it bursts.  

No investment products track the W4500EW 
index so I may use DFSVX, the DFA Small 
Cap mutual fund to represent investments in 
the W4500EW. See the chart to right. DFA 
may modify the fund’s cap weighting by 5 – 
50% and may tilt for value and profit. 

                                            
4 “Equal Weight Indexing Seven Years Later, L. Zeng, S. Dash, D. Guarino. www.indexresearch.standardandorrs.com  

Sources: Wilshire, S&P, Dimensional Fund Advisors. 

http://www.indexresearch.standardandorrs.com/
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Components of Portfolio Returns 
 
This section is actually pretty advanced and should be towards the back of the paper but I think it is 
so important I want to make sure you see it, so I put it near the front of the paper. 

How much do active management and market movement contribute to portfolio returns? A study 
concluded that about 80% portfolio returns may be attributable to market movement. 

Legend: The chart is from a paper titled, “The Importance of Asset Allocation”, Financial Analysts Journal, Vol. 66, no. 2. 
CFA Institute, by Roger Ibbotson. You can read the paper at the following link: 
 http://www.cfainstitute.org/learning/products/publications/faj/Pages/faj.v66.n2.4.aspx  

The two bars on the left side of the above chart are from the 1986 BHB study that did not unbundle 
allocation from market movement, perhaps leading to an overestimate of the contribution of allocation 
to portfolio returns. I have seen people selling asset allocation services cite this earlier BHB study and 
then claim that 90% of portfolio returns may be attributable to allocation. The later HEI and IK studies 
are the two bars to the right side of the box. The later studies unbundled market movement and 
allocation and demonstrated that market movement was the most dominant contributor to portfolio 
performance. They found that 80% of portfolio returns may be attributable to market movement. 

http://www.cfainstitute.org/learning/products/publications/faj/Pages/faj.v66.n2.4.aspx
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It makes sense to me that market movement may be the most dominant factor in portfolio 
performance. I have heard seasoned investment professionals say that there may be too much 
money chasing too few stocks. I think of each stock as a boat in an ocean of money. As the tides of 
the ocean change all boats go where the tides (money) flow. No matter how skilled the captain 
(investor) the boat is going where the tidal wave pushes it. 

Since market movement may be responsible for 80% of portfolio performance then it may be wise to 
find efficient ways to participate in that movement. An efficient way for me to capture market  
movement may be to invest in low fee, low load or no load investment products that try to replicate or 
represent the market indexes or major asset classes. 

The bar charts also show the contribution of “interaction effects” to portfolio returns. “The interaction 
effect measures the combined impact of an investment manager’s selection and allocation decisions 
within a segment. For example, if an investment manager had superior selection and over weighted 
that particular segment, the interaction effect is positive. If an investment manager had superior 
selection, but underweighted that segment, the interaction effect is negative. The investment 
manager did not take advantage of the superior selection by allocating more assets to that segment.” 
(the quote is taken from Performance Attribution Analysis, Riordan Consulting). As the bar graphs of 
the HEI & IK studies show on the previous page, the negative interaction effects (sub-optimal 
implementation of security selection) can outweigh the positive performance contributions of active 
management and/or asset allocation. I think the negative interaction effect may occur partly because 
humans are emotional and can make wrong investment decisions based on fear, greed and hope. 
Even if we take emotion out of it by using computer trading algorithms the algorithm models are all 
built on past performance data and the future may not work out like the past did.  

Based on the studies we just discussed I am reluctant to pay high fees for asset allocation and active 
portfolio management of certain asset classes. I also like to compare 10 and 15 year track records of 
funds and managers to market index tracking investments to see if the funds or managers were 
actually able to earn enough to offset their fees and still earn extra returns versus investing in index or 
asset class tracking investments.  

Who Guarantees the Guaranteed Income? 
 

There are annuity products being sold with the claim of guaranteed retirement income. I like to ask 
“guaranteed by whom or what?” These claims are not guaranteed by any government. Some states 
offer a guarantee program on certain insurance products which is not backed by a pledge of the state 
but is backed by a pledge from the state to assess the other insurers licensed in the state to the 
extent necessary to guarantee the product claims. But, what if many of the other insurers leave that 
state to avoid paying the assessment? The state insurance guarantee programs I am familiar with are 
not liabilities of the state and are limited to the funds available from assessments on the insurers 
doing business in the state. I have read of insurers leaving states when loss assessments got too 
high. What happens if state insurance commissioners are unable to assess enough money from 
remaining insurers to meet claims from failed insurers? 
 
Insurance contract account values and claims paying abilities are backed by the general account of 
the insurance companies issuing the products. An insurance company’s balance sheet is dependent 



       9
  

on the investment and management decisions of the insurance company executives. I remember that 
some of the insurers had to sell, merge, demutualize and reorganize in the 1990s because they sold 
guaranteed interest contracts (GICs) in the 1980s without locking in underlying investments that 
would meet the guaranteed payments. Insurance executives that sold the GICs in the 1980s may 
have taken their bonuses and retired by the time the problems showed up in the 1990s. 
 
When evaluating insurance companies I like to look at the audited financial statements and the 
annual filings made with the insurance companies home state insurance commissioner. I like to 
speak with the state insurance examiners assigned to the firm. I like to ask some of my own financial 
analysis questions. For example, how leveraged is the insurance company? What percentage of the 
future potential liabilities are reserved? How might  this be negatively affected by a significant error or 
change in mortality and risk assumptions used to determine the reserves? What does the balance 
sheet and income statement look like? How reasonable are the valuations of the assets on their 
balance sheet? What are their credit ratings? I have seen large insurance companies with A ratings 
from A.M Best while their bonds had Bbb- ratings from S&P, Moody’s or Fitch. 
 

Variable Annuity and Variable Life Separate Accounts 
 
Many Variable insurance products have separate accounts that track the S&P 500 cap weighted 
index. A few have separate accounts tracking the equally weighted version of the index. Some 
variable annuities and variable life products charge what I think are high fees on these index tracking 
investments and on the other investment options within the variable product. For example, I have 
seen some of separate accounts charging 1.68% in fees for their S&P500 index fund, with an 
additional 1.25% in fees for the annuity or life insurance wrapper. Combined that came to 2.93% in 
fees every year. There are no load, low load, and investment only variable annuities (IOVAs) 
available in the marketplace. I have seen one that charges 0.15% for the insurance wrapper and 
0.35% for the S&P500 cap weighted index tracking separate account, that is 2.43% cheaper every 
year than that other annuity. You might ask your Variable Annuity (VA) and Variable Life (VL) 
company to add equally weighted S&P500 and W4500 separate accounts. You might also consider 
transferring from high-load VAs and VLs to no-load or low load VAs or VL. You might also want to 
analyze the cost and benefits of the riders you may be paying for in your annuities and life insurance 
products. Many financial consultants and investment advisers (like me) may analyze and offer 
allocation recommendations on Variable Annuities and Variable Life Insurance policies. 
 
Variable Annuities and Life policies are sold only by prospectus. Please consider the 
investment objectives, risks, charges, and expenses carefully before investing.  The 
prospectus, which contains this and other information about the investment company, can be 
obtained from your financial professional.  Be sure to read the prospectus carefully before 
deciding whether to invest.  
 

Luck, Lies or Brains? 
 
When I see investment performance I have to try to figure out how much is due to luck, lies or brains. 
We discussed in a previous section that market movement can be responsible for 80% of portfolio 
returns. I don’t want to pay high fees to managers that have not been doing any better than the broad 
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market movement. I like to review performance history across different types of market patterns. I 
also have to determine if I can trust the numbers. Have the returns been audited by reliable third 
parties? Is the custodian a reputable third party firm? If I conclude the performance numbers are 
better than just investing in an index fund, appear to be trustworthy, appear to be more than just luck 
and the same core management team that produced the results is still in charge, then I might 
consider doing more a more in depth analysis to decide about using that investment product. 

Personal Information Organizer 
 
For some private clients we compile a Personal Information Organizer (PIO) into one binder and one 
electronic file. The information may include their personal and family information, contact info for tax, 
legal, insurance, and financial advisers. Copies of policies, statements, accounts. Instructions 
regarding bills, assets and debts. Copies of wills, trusts, medical directives, family directives. Lists of 
doctors and medications. Inventories of valuable and assets. In short, the PIO may help your 
designated representative or power of attorney (POA) to handle your affairs if something happens to 
you, and may help keep all your important information handy. We often use the PIO, tax returns and 
consultations with the clients’ other professional advisers to develop and monitor financial plans. 
 

Wealth, Income & Balance Sheet Illustrations 
 
For some full service clients we may do a detailed analysis and provide hypothetical illustrations of 
their retirement income, disability income, wealth and investments. We may also do similar analysis 
of business continuation and executive benefits plans. Below are sample charts. Contact me if you 
want to talk about renting my brain. 
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Liquidity 
 
S&P states that the top 500 firms “capture approximately 80% of the available market capitalization.”5 
That means that approximately 80% of all the money in the stock market may be invested in the top 
500 firms. That may mean that only 20% of all the money in the US Stock market might be invested in 
the approximately 4000 other stocks. The significantly smaller amount of money in the mid and small 
cap equities is why investment managers of large institutional portfolios may be reluctant to take large 
positions in the mid and small cap stocks. If they have to get out quickly or get out for internal 
reasons, selling or liquidating their large positions could represent a large portion of the average 
trading volume in those stocks. Hence, if they want to sell their large positions the price may have to 
bid down a lot to attract in enough buyers to sell all of their position. This could make the cost of 
liquidity potentially high for very large positions in a stock that does not have high enough average 
trading volume. 

Let’s put some numbers to it. If the total US Market cap is about $22 trillion (approximately the market 
cap represented by Wilshire 5000 as of this writing). 20% of that amount is about $4.5 trillion. If that 
were divided equally across 4000 stocks that would be about $1 billion per stock. Typically, less than 
5% of a company’s outstanding shares trade on a given day. 5% of a billion is about 50 million. So, if 
a large investor wanted to buy or sell $25 million worth of a small or mid cap stock they might be 
trying to buy or sell half of a typical day’s market trading volume in that stock. That could significantly 
push the trading price of that stock up or down. Because of this large investors may be reluctant to 
purchase a large position in the stocks of smaller firms. I have been told that this may be one reason 
why institutional investors may be reluctant to equally weight large portfolios of mid-cap and small cap 
stocks. I have also been told by investment company representative that this is why investment 

                                            
5 The quote was taken from the Standard and Poor’s web site page for the S&P 500 index on January 23, 2015.  
http://us.spindices.com/indices/equity/sp-500  

http://us.spindices.com/indices/equity/sp-500
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companies may be unable to offer investment products that track the mid and small cap equally 
weighted indexes. 

Since so much less money might be invested in the small and mid-cap stocks compared to how much 
money might be invested in the large cap stocks, there may be less price distortion effects from “too 
much money chasing too few stocks”6 in the small and mid-cap stock sectors of the market. The 
average investor needs to be aware that large investors moving into or out of a mid-cap or 
small cap stock can “whipsaw” the price around. One should be aware of the potential for this 
kind of volatility if investing in mid and small cap stocks. 

Market Timing 
 
Active managers scale into and out of investment positions. I have seen studies indicating that it has 
been very difficult to correctly time the entering and exiting securities positions, markets or asset 
classes and return more, after fees, than just buying and holding investment products that track the 
market indexes. I like to compare the track record of investment products to the track records of cap 
weighted and equally weighted indexes.  I have only found a few US equity investment products 
available to the average investor that have actual audited track records of performance with higher 
returns than their benchmark index over the last 15 years or more. 

There are active management and strategic allocation strategies that have slightly under performed 
the total return of buying and holding the cap weighted S&P500 index over the last 10-15 years, and 
did so by reducing some of the large drawdowns of big down years by getting out of the market when 
certain triggers were tripped in their allocation algorithms. This type of strategy is may be marketed to 
investors who wish to participate in most of the upside market movement but want to avoid most of 
the downside market movement. This is a sales pitch sometimes used for marketing equity indexed 
annuity products. Unfortunately, I have also seen these strategic allocation strategies miss gains 
because the investment algorithm did not get them back into a position before it went up a lot.  
 
For funds invested long term into equities that you may not plan to liquidate any time in the next 15 
years or more you might just leave the funds long (buy and hold). As your planned liquidity dates get 
within 10 years or so you may want to reduce the risk of loss of principal by shifting those funds to 
safer fixed income investments with maturities matching your planned liquidity dates. Again, if you 
plan to spend the money within 10 years or so you might want to eliminate market risk and ladder 
your funds in safe fixed income investments like FDIC insured CDs or very highly rated corporate and 
government bonds. 
 
With respect to long term investments I may generally ignore temporary market fluctuations (these 
are  called “cyclical” 7 price changes) and stay invested unless I think drawdowns seem more 
systemic and may have the potential to be permanent (these are called “structural” 8 price changes).   
When that occurs I may increase the portfolio allocation to cash. 
 
                                            
6 That quote is sometimes cited to partially explain the price increase in the stock market since pension fund growth, the 
popularity of 401ks and mutual funds attracted so much more money into the stock market. 
7 Cyclical change refers to routine changes which seem to repeat. Seasons are an example of a cyclical change. 
8 Structural change refers to a radical “game changing” or transformative change, not likely to repeat or reverse. The 
invention of the computer or the cell phone might be examples of structural change in those industry sectors. 
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How Often Did Stocks Make Money? 
 
Less than half the time! “The chart below shows that since 1901, the Dow Jones Industrial Average 
has spent 76.4% of the time declining in value or recovering from loss and just 23.6% of the time 
creating wealth. The data is better if we look at 1930 to the present but the overall message remains 
the same. The market spends the majority of time getting back to even.” Steven Blumenthal, CMG 
Wealth, On my Radar, January 22, 2016.  

The data is better if we look at 1930 to the present but the overall message remains the same. The 
market spends the majority of time getting back to even.” Steven Blumenthal, CMG Wealth, On my 
Radar, January 22, 2016. 

 

 

 

 

When we invest in stocks we should expect to be losing money or getting back to even more than half 
the time and should have a long investment time horizon, 10-15 years of more. 

Source On my Radar, January 22, 2016 

Source On my Radar, January 22, 2016 
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Drinking the Bubbly 
 
The statement “drinking the bubbly” refers to drinking champagne. I am using the phrase figuratively 
to refer to being caught up in the fever of investing euphoria and continuing to invest when the price 
of the investment seems to be getting unreasonably high. I try not to get caught up with investment 
fever or market euphoria. When I see things beginning to look toppy9 I may increase cash and reduce 
my exposure to the asset classes that look expensive. I may be willing to miss some additional upside 
gains if I fear the downside risks may be too great compared to the upside potential. Below is a chart 
of data sets I watch together to monitor their relationships to each other. 

 
Source: http://research.stlouisfed.org. GDP refers to Gross Domestic Product, Seasonally Adjusted Annual Rate. GNP 
refers to Gross National Product, Seasonally Adjusted Annual Rate. US Mkt Cap refers to NCBEILQ027S, Nonfinancial 
corporate business; corporate equities; liability, Level, Not Seasonally Adjusted. Debt refers to TDSAMRIAOAIUS, 
Amount Outstanding of Total Debt Securities for All Issuers, All Maturities, Residence of Issuer in United States©, Not 
Seasonally Adjusted. Mortgages refers to MDOAH, Mortgage Debt Outstanding, All holders, Not Seasonally Adjusted. 
Money refers to M2 Money Stock (currency in circulation, savings account, checking account, CDs < $100,000, and 
money market balances), Not Seasonally Adjusted. Currency refers to BOGMBASE, Monetary Base (currency in 
circulation + bank deposits held at Federal Reserve); Total, Not Seasonally Adjusted. Updated 1/18/2015. 
 
The red line, total outstanding debt securities, is pretty far above the green line, GNP. That may give 
us a feel for how much the economy and the market has been fueled by leverage (borrowing). Many 
financial professionals believe that the higher the level of debt the greater the up and down swings in 
the securities markets. Stated academically, debt level may correlate positively with volatility. Since 
1990 debt has grown tremendously relative to GNP. 
 
The dark blue line is the value of the US stock market. Notice that the stock market corrected10 
significantly after the last two times US stocks got priced to be worth more than the US Economy 
(green line). As US companies have become more global I would expect that this pattern and 
                                            
9 “toppy” is a word investors use to refer to the idea that the price may be overinflated, and may soon level off or start to 
go down. If graphed the expected price over time might look like a mountain. 
10 Corrected” is a term used to refer to the price returning to a more historically average, normal or expected price level. 
Most of the time this refers to the idea of prices having gotten too high and then going down abruptly to a lower price.  

http://research.stlouisfed.org/
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correlation may weaken, but it still concerns me.  
 
I placed another copy of the preceding chart below so you don’t have to flip back to the previous page 
while I continue to refer to the chart. 

 
Source: http://research.stlouisfed.org. GDP refers to Gross Domestic Product, Seasonally Adjusted Annual Rate. GNP 
refers to Gross National Product, Seasonally Adjusted Annual Rate. US Mkt Cap refers to NCBEILQ027S, Nonfinancial 
corporate business; corporate equities; liability, Level, Not Seasonally Adjusted. Debt refers to TDSAMRIAOAIUS, 
Amount Outstanding of Total Debt Securities for All Issuers, All Maturities, Residence of Issuer in United States©, Not 
Seasonally Adjusted. Mortgages refers to MDOAH, Mortgage Debt Outstanding, All holders, Not Seasonally Adjusted. 
Money refers to M2 Money Stock (currency in circulation, savings account, checking account, CDs < $100,000, and 
money market balances), Not Seasonally Adjusted. Currency refers to BOGMBASE, Monetary Base (currency in 
circulation + bank deposits held at Federal Reserve); Total, Not Seasonally Adjusted. Updated 1/18/2015. 
 
The purple line shows the monetary base11. Since 2008 the Federal Reserve has added $4 trillion of 
new reserves (created out of thin air) to the member banks reserve balance accounts held at Federal 
Reserve Banks. The light blue line, M212, represents the amount of money in checking and savings 
accounts, small CDs and money market funds. (M2 is usually a multiple of the monetary base as a 
because banks create money out of thin air by issuing loans. More about that in a minute.) Notice the  
monetary base (currency and Federal Reserve balances, purple line) has increased four-fold since 
2009 but the money supply and economy have not increased very much. This is why the velocity of 
money is so low. We will talk about that in a little bit.  
  
There is a theory that the FED hopes to keep the economy and the stock market propped up with 
extra reserves and extra money and slowly pull away the support as the economy grows and catches 
up to the price level of the market. I talk about that in the next section. 
                                            
11 “The monetary base is defined as the sum of currency in circulation and reserve balances (deposits held by banks and other 
depository institutions in their accounts at the Federal Reserve).” Quoted from the FED web page found at 
http://www.federalreserve.gov/faqs/money_12845.htm as of 1/24/2015. 
12 “M2 is defined as M1 plus savings deposits, small-denomination time deposits (those issued in amounts of less than 
$100,000), and retail money market mutual fund shares. M1 is defined as the sum of currency held by the public and transaction 
deposits at depository institutions (which are financial institutions that obtain their funds mainly through deposits from the public, 
such as commercial banks, savings and loan associations, savings banks, and credit unions).”, ibid. 

http://research.stlouisfed.org/
http://www.federalreserve.gov/faqs/money_12845.htm
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But, before we go to the next section, let’s review how money is created in the modern economy. 
Commercial banks create money out of thin air when they issue loans. The Federal Reserve 
regulates how much banks must hold in reserves versus their other assets and liabilities. The reserve 
requirements act as a check on loan issuance. Also, if a bank does not have enough in their reserve 
balance to cover the overnight demands from other banks that cashed the checks and wire transfers 
issued by the originating bank then that originating bank must borrow Fed Funds to settle the 
accounts, and that costs them money. In order to be profitable and competitive they must control 
those overnight borrowing costs and that also acts as a check against creating too much money too 
quickly13.  
 

How long before the economy catches up with the market? 
 
I heard Warren Buffet say he likes to compare the stock market to GNP. In the chart below I took the 
US Market cap and US GNP and I projected the GNP forward at different interest rates. Then I drew 
a horizontal dashed line (purple) to see where the current US market cap (the blue line) might 
intersect the hypothetical future GNP lines (the pink, green and red lines). By dropping vertical lines 
from the intersection points I can see how long it may take for the economy to catch up with the 
current market cap. For example, if the economy grows at 3% from the last GNP data point it may 
take until 2019 for the economy to catch up with the last level of US GNP. You could also ask, “how 
much does the market have to drop to come down to the current level of the economy?” A little more 
than 10% could be the answer based on the chart.  

Source: http://research.stlouisfed.org/fred2. US Market cap is data series NCBEILQ027S, Nonfinancial corporate 
business; corporate equities; liability, Level, Quarterly, Not Seasonally Adjusted. The GNP is data series Gross National 
Product, Quarterly, Seasonally Adjusted Annual Rate. The forward projections are created by Keith Miller of AIM Group, 
are hypothetical illustrations and does not represent the performance of any specific investment product or class of 
investments. Updated 1/19/2016. 
 

                                            
13 See the Bank of England paper titled, “Money Creation in the Modern Economy”, which, as of 1/24/2015, is located at 
http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/2014/qb14q1prereleasemoneycreation.pdf  

http://research.stlouisfed.org/fred2
http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/2014/qb14q1prereleasemoneycreation.pdf
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Here is how I use this data. I start with the assumption that “normal” or “appropriate” pricing of the US 
stock market cap might be somewhere close the US GNP. I may then estimate how “overpriced” or 
underpriced the stock market may be given that assumption. I may estimate how long I may have to 
wait for the economy to catch up with the market, or how much the market may have to drop to get in 
line the size of the economy. This  may help me gauge potential upside gains and potential downside 
risk, which is more important the shorter a clients’ expected holding period. I may be more cautious 
about equity exposure when the market is valued more than the economy and I may be more 
optimistic about equity exposure when the market is valued less than the economy. I also realize that 
as US companies globalize, and foreign companies take ownership of capital assets (companies) in 
the US the value of this tool may erode. I am building a global model for the same type of data. 
 
Let’s look at the chart one more time. 

Depicted the way it is above it looks like the recent market cap is as far above the GNP level as it was 
in late 1999. The chart below expresses the same data as a ratio of market cap to GNP. As you can 
see, when expressed as a ratio, the current level of the US market cap is not as far above the US 
GNP as it was back in 1999 on a relative basis. 
  

Source: https://research.stlouisfed.org/fred2 
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Velocity of Money 
 
“Velocity is a ratio of nominal GDP to a measure of the money supply (M1, M2 or MZM14). It can be 
thought of as the rate of turnover in the money supply--that is, the number of times per year that one 
dollar is used to purchase final goods and services included in GDP.” The quote of the definition is 
from the FED web page found at http://research.stlouisfed.org/fred2/categories/32242 as of 
1/24/2015. The chart below shows the FED data on the velocity of money in the US economy and 
inflation. 

Source: http://research.stlouisfed.org/fred2/series/MZMV , 1/19/2016. 
 
The left hand side axis shows the velocity of money expressed as a ratio. For example, a ratio of 2 
may mean every dollar is used twice in a year to purchase goods and services. The right hand side 
axis depicts one of the measures of inflation. I use this chart to estimate when demand pull15 inflation 
may begin. With low monetary velocity one may assume that consumers (corporations and people) 
are not spending that aggressively on goods and services. When I see the velocity of money pick up, 
especially to levels over 2, I may assume inflation may pick up and I may adjust my investment 
portfolios accordingly, especially my fixed income portfolios that are subject to market valuation 
requirements.   
 
Inflation may also be caused by currency devaluation, money supply expansion, and wage pressure. 
Hence, I have to watch those metrics also. 
  

                                            
14 MZM stands for Money Zero Maturity. It represents M2 less the time deposits (CDs) plus all money market funds. 
15 Demand Pull inflation commonly refers to "too much money spent chasing too few goods". This is not expected to 
happen, unless the economy is already at a full employment level. This may happen when lots of consumers have lots of 
disposable income, feel confident about their financial future, and buy goods faster than manufactures can make them.  

http://research.stlouisfed.org/fred2/categories/32242%20as%20of%201/24/2015
http://research.stlouisfed.org/fred2/categories/32242%20as%20of%201/24/2015
http://research.stlouisfed.org/fred2/series/MZMV
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Margin Debt 
 
The next chart is the New York Stock Exchange (NYSE) margin debt16 and the US Market Cap. I like 
to monitor this relationship to give me a feel for how fragile the price level of the stock market might 
be if a big drop in price were to spur margin calls. The red line is the Wilshire 5000 index levels to 
represent the US Market Cap and it is plotted on the right hand side (rhs) vertical axis. One can see 
that margin debt levels and market price levels correlate highly. It also appears that margin debt 
levels lead market prices.  
 

Source:http://www.nyxdata.com/nysedata/asp/factbook/viewer_edition.asp?mode=table&key=3153&category=8, as of 
1/19/2016. 
 
Margin Debt is at all-time highs, in both historical dollars (dark blue line) and current dollars (inflation 
adjusted, light blue line). I have to consider that margin calls may produce a sell off so swift and 
violent as to trigger panic selling too big for the FED or Treasury to head off, especially in today’s era 
of computer trading. This makes me think that the risk of a large market sell-off may be greater when 
there are high amounts of leverage or margin debt in the market.  

 
  

                                            
16 Margin refers to borrowing money to buy securities. When someone buys stock on margin they typically pay half the 
purchase price with cash and borrow the other half. Normally the amount borrowed cannot ever be more than half of the 
account value. So, if the value of the investment goes down too much they have to either add more cash or sell some of 
the investments and use the proceeds to pay down the borrowed balance. 

http://www.nyxdata.com/nysedata/asp/factbook/viewer_edition.asp?mode=table&key=3153&category=8
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Normalized Earnings 
 
One may hear statements like, “corporate profits are at record highs but multiples look cheap.” Before 
investing money because multiples seem cheap relative to historical averages I think it may be 
important to see why those multiples may be at their current levels and, if necessary, normalize17 
them. I think profits may have been high in 2014 because corporations laid off a lot of people in 2008 
and 2009, have not hired them back at normal18 rates, and have not made the normal level of 
investments in future growth like expansion, research, development, new equipment and new 
technology. If those normal expenditures had been made profits would be lower. Let’s do some math 
to illustrate. Let’s say the November 2014 S&P500 level is 2000 with a price/earnings multiple (P/E) 
of 16. That would mean that S&P500 earnings are $125 ($2000/16). Let’s say that in normal times 
investments in future growth would be 25% more of the earnings than they are now. 25% off the $125 
would leave $93.75. S&P 500 earnings of $93.75 with an S&P 500 price level of $2000 would make 
the P/E of the normalized earnings 21 vs. the 16 multiple of the nominal19 earnings. Normalizing 
earnings may make the market seem more expensive or more inexpensive depending on the 
circumstances. I expect companies to start spending some of those record profits and record cash 
balances to invest in the future as corporate executives feel more confident about future demand. If 
and when that occurs there may be less profit and less earnings reported. Unless multiples were to 
rise as that occurred stock prices may fall as companies begin investing normal levels of cash and 
earnings. I say all that to explain why I think that although the market may look historically cheap 
based on nominal multiples it may look a bit expensive based on normalized multiples. 
 
Another way to look at earnings multiples is with respect to the implied payback period. A P/E multiple 
of 20 may represent about a 15 year payback with dividends, about 12 years with growth and 
inflation. That equates to about a 6% rate of return.   
 

Passive Investing Might Be Active 
  
I have suggested equally weighting to the product development teams at several mutual fund and 
ETF firms. Some acted on my suggestions others did not. One response explained that their firm  
considered equal weighting to be a form of active investing and they considered weighting by market 
cap to be passive investing. As I thought about it I realized the word passive has several different 
meanings. You could argue that “passive investing isn’t  really passive investing”. Let me explain 
what I mean. Consider that the price of every security at any moment may be the aggregate net of all 
the buy, sell and hold decisions by all market participants in that security, in addition to all the 
transactions forced by benchmarked and indexed products, amplified by leverage. The stock price 
times the stock float20 equals the market cap of the stock. Hence, weighting by market cap might 
reflect all of the active investment decisions and leverage of every market participant. Most of us 
would call that active not passive. The semantic confusion occurs because the word passive has 

                                            
17 Normalize means to adjust a figure to a comparatively “normal” level by multiplying by a factor, or adding or subtracting 
an amount, to adjust for the circumstances one may believe to be abnormal and which may be distorting the figure.  
18 The term normal is used in finance to refer the typical or historically average amount seen in past periods or cycles. 
19 The term nominal is used in finance to refer to a number or result without any inflation adjustment or any other 
modification or normalization.   
20 Float refers to the amount of shares available to be traded in the market place. 
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multiple meanings. When financial academics call a portfolio passive they mean it in the social sense: 
passive people let others dictate what they should do. Hence, when financial academics use the word 
passive to describe portfolio construction and management they mean they are letting the aggregate 
market behavior dictate how to construct and manage the portfolio. They defer to a collective wisdom. 
They passively follow a cap weighted (market participant driven) index. However, when the average 
person hears the word passive used to refer to portfolio construction and management they may think 
it means inactive with respect to trading and less responsive to news. This is a different meaning than 
the social meaning. Equal weighting may be far more inactive with respect to trading and far less 
responsive to news than weighting by market cap. I would argue that the average person might 
consider equal weighting to be more passive than cap weighting. Weighting by market cap may be a 
behaviorally passive way to let others decide how to construct and manage a portfolio but may be 
more actively traded and more news responsive than an equally weighted portfolio. 
 
Some financial academics think that weighting by market cap is a more objective form of price 
discovery. That may be true in the long run, however, all portfolio construction and management 
theories are arbitrary choices. Weighting by market cap is no more or less subjective than weighting 
equally.  
 

Structural versus Cyclical (permanent vs. temporary) 
  
Timing structural changes21 may be different than trying to time cyclical changes22. For example, in 
2008 the global financial system came close to seizing up. When I realized we were facing a possible 
structural event I began scaling out of all paper assets, other than cash. (No, I did not load up on 
metals, gems or land but I was thinking about it). When we stabilized the system in March of 2009 by 
the Financial Accounting Standards Board (FASB) rescinding the 2007 imposed requirement to mark 
all financial assets to market, including those without active secondary markets, I thought that was 
another structural game changing event that could stop and reverse the price deterioration that was 
being caused by the mark to market rules. Bank balance sheets and equity prices stabilized at less 
than discounted book values. I began scaling back in with leverage. That worked out well for me. I 
stopped using leverage in the second quarter of 2009 (Q209). One of the things I started to do after 
this is take small positions in some of the strategic asset allocation funds so I can receive the flash 
alerts they publish when their models indicate market risk trigger points and allocation changes. 
 
As discussed already, I believe there may be differences between cyclical fluctuations and possible 
structural corrections of the system. (Apocryphal marketers sell lots of gold, metals, land and 
newsletters on this premise.) I tend not to try to time cyclical or day to day fluctuations in price.  I do  
consider prices and timing when making investment allocation decisions if I think the changes are 
permanent or structural. 
 

                                            
21 Structural change refers to a radical “game changing” or transformative change, not likely to repeat or reverse. The 
invention of the computer might be an examples of structural change in technology. 
22 Cyclical change refers to changes which seem to repeat in a pattern. Seasons are an example of a cyclical change.  
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Efficient Market Hypothesis 
 
“The Efficient Market Hypothesis (EMH) asserts that financial markets are ‘informationally efficient’. In 
consequence of this, one cannot consistently achieve returns in excess of average market returns on 
a risk-adjusted basis, given the information available at the time the investment is made.”, source 
Wikipedia. I think a flaw in that premise is that the market may not be instantaneously informationally 
efficient. That is, there may be a lag in how long information takes to disseminate. An investment may 
be mispriced by a majority of investors for some time before the majority of investors come to change 
their beliefs about the intrinsic value of an investment based on the information that is disseminating. 
That is a fancy way of saying that eventually the market price for a security may reflect the market 
consensus of true value of the underlying assets, but along the way many investors might detect what 
they believe to be overpricing and underpricing by the market and then act on that belief by buying or 
selling investments. 
 
Then there is the issue that not all investors have the same information. For example, I know a cotton 
grower that has done pretty well in the cotton futures market. I also know of a broker that works on an 
institutional trading desk that uses institutional order flow data to pretty accurately estimate where 
price of a stock may rise or fall to over the next few days. Hence, I do not believe in the EMH so 
strongly that I reject the notion that sometimes investors can beat the market with small amounts of 
money. However, investment product firms have not historically been able to routinely find enough 
mispricing value in enough volume and frequency to produce better results, after fees, than indexing 
the market.  
 
I also have another concern with the EMH and Cap weighing. If someone blindly relies on the EMH 
they may get caught on the downside of a popping price bubble. The market sometimes prices things 
wrong. People chase bubbles. “People build castles in the air”23 If I think an investment may be in a 
price bubble the risk becomes asymmetrical in my mind; that is, the downside risk may be too large 
and the upside potential may be too little. I am not comfortable with asset allocators that rely blindly 
on the EMH. I feel more comfortable using some analysis and intuition to adjust portfolios based upon 
beliefs about asymmetrical risks in overpriced assets.  
 

The Efficient Frontier and Asset Allocation 
 
Modern Portfolio Theory (MPT)24, the Efficient Frontier (EF)25, the Capital Asset Pricing Model 
(CAPM), many Tactical Allocation and Asset Allocation models are based on past correlations 
patterns among various asset classes and based on the assumption that past investment 
performance may be a reasonable indicator of future investment performance. The SEC and 
FINRA require us to tell investors that “past performance may not indicate future performance” and 
                                            
23 That phrase means people buy an investment not based on the belief in the intrinsic value of the investment, but based 
on the belief that the price will go up and they can flip it to someone else before it goes down. 
24 Modern portfolio theory (MPT) is a theory of finance that attempts to maximize portfolio expected return for a given 
amount of portfolio risk, or equivalently minimize risk for a given level of expected return, by carefully choosing the 
proportions of various assets. Source: Wikipedia 
25 A set of optimal portfolios that offers the highest expected return for a defined level of risk or the lowest risk for a given 
level of expected return. Portfolios that lie below the efficient frontier are sub-optimal, because they do not provide enough 
return for the level of risk. Source: Wikipedia. 
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“no investment strategy is guaranteed to be profitable or successful in achieving your investment 
objectives”. Yet that is exactly what is done when backwards looking correlation data are used to 
create forward looking correlation models to manage portfolios. I am uncomfortable with that because 
I am uncomfortable assuming that the past correlation patterns may continue unchanged in the 
future. Sometimes the things that created those correlations may be unlikely to reoccur. For example, 
let’s consider a few macroeconomic trends of the last few decades, and consider the likelihood of 
them recurring or continuing unchanged. 

• The rise in popularity of mutual funds and 401ks for the baby boomers which led to massive 
infusions of money into stocks and bonds over the last 40 years. Demographics have changed. 
There is a rise of younger generations in developing markets, millennials outnumber baby 
boomers. Automatic 401k enrollment with opt-out provisions did not exist before. The change 
in these factors may cause equity-fixed income correlations to diverge from historical means.  

• China awoke after 1000 years of global non-engagement. The emergence of China and the 
demand on commodities from the rapid infrastructure development over the last few decades 
may not continue at the pace of the last few decades. This may affect the correlation between 
emerging markets, commodities and other asset classes.  

• The rise of Brazil, Russia, India and China (collectively referred to as the BRICs). They may 
not rise again, and may have over extended their infrastructure development and debt. Hence 
developed vs. developing market correlations may diverge from historical means.  

• The 30 year US Treasury rally (interest rates went from 16% to 0% over the last 35 years, 
made bonds appreciate in price as they matured. That interest rate trend may be about to 
reverse, putting downward pressure on medium and long duration bond portfolio total returns. 
Hence bond performance in efficient frontier portfolios may depart significantly from the means 
of the last 50 years.  

• The 1999 repeal of two of the provisions of the Glass–Steagall Act. The 2009 elimination of 
mark to market requirements of certain bank balance sheet holdings. The large banks have 
created money (by creating loans without underlying deposits) and then invested that new 
capital in securities, commodities and derivatives markets, either directly through proprietary 
trading, or indirectly by funding margin for hedge funds, private equity firms, or special purpose 
vehicles. That capital influx, combined with a more than tripling of the Federal Reserve balance 
sheet and money supply may have ballooned asset prices from 2008 through 2014.  

 
These were just a few of the super-macro trends over the last several decades that created the 
backwards looking asset class correlations. As those macro trends change correlations patterns 
among the asset classes may change.  
 
There are also forward looking changes to consider. For example:  
 

• Forward looking regulation may be moving to restrict leverage, special purpose vehicles 
(SPVs), proprietary trading, and level three asset valuations. Hence the financial sector may 
face headwinds from activities that used to be tailwinds. 

• Japan has followed the US Federal Reserve into using quantitative easing to monetize 
government debt and purchasing assets which may bid up the asset prices. 

• The European Central Bank (ECB) is embarking on their own version of quantitative easing. 
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• At the time of this writing, February 2015, oil is below the production price needed by several 
of the developing economies, such as Iran, Russia and Venezuela. 

 
The expected future illustrations of portfolio models generated from historic correlations may bear 
little resemblance to the frontiers and correlations that future patterns of global capital flows may 
actually produce.  
 
Some tactical and strategic allocation strategies may rely on trailing data to detect, not leading data to 
predict, early trend movements. Hence tactical allocation strategies using trailing data may not equip 
my portfolios to shift to cash fast enough or early enough to avoid the swift and large drawdowns 
common in major corrections, or catch swift market increases. 
  
Let me try to express all this with a sports analogy. Pick your favorite team sport: football, soccer, 
baseball, basketball, etc. You can do an analysis of the last 50 years of wins and losses. You can 
then use those data to predict the win-loss record for each team and each game for the next several 
years. How much of your money would you bet using that system? If you would bet with that system 
then you might like funds that use technical analysis (predictions of future market behavior based up 
study of patterns of past market movements and correlations) to allocate portfolios. If you recognize 
that players and coaches constantly change and if you believe the historical pattern of wins and 
losses between franchises may have little to do with the outcomes of future games then you might 
prefer forward looking fundamental analysis and capital flow analysis instead of historical correlations 
as a basis for managing portfolios. 
 
There are firms that build the Value Proposition around some of the things we just discussed. One 
firm I know of provides portfolio asset allocation and tries to use mostly institutional funds instead of 
retail mutual funds and ETFs. They believe the institutional funds may provide several advantages 
and efficiencies over retail funds and ETFs. I agree with that. That firm also tries to use fundamentally 
weighted indexing26 instead of cap weighted indexing. I disagree with that during the optimism and 
euphoria phases of a bull market because I think cap weighting may capture more of the price 
appreciation in the later stages of asset bubbles.  
 
Another firm I know of provides portfolio asset allocation and tries to use smaller funds because they 
believe that as funds get very large it becomes difficult to make meaningful portfolio transactions 
without moving the market in the securities they are buying or selling. I agree with that. A very large 
buy or sell order can be more than the typical trading volume of that security and could move the 
market price. A very large buy order may have to attract more sellers at higher prices because the 
order consumed all of the sellers’ offers to sell near the current market price. Conversely, a very large 
sell order may have to attract more buyers at lower prices because the sell order was so large it 
consumed all the buyers’ offers near the current market price. As funds get larger and larger they 
need to transact in larger dollar amounts of each of their holdings to be able to move the overall 
portfolio return. Even index funds may get large enough to move market prices when they rebalance. 
 

                                            
26 Fundamental weighting uses various financial measures, such as profitability, revenue, free cash flow, etc to rank 
companies and stocks. 
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Volatility is not the same as Risk, it is a type of Risk 
 
I have another problem with Modern Portfolio Theory and the Efficient Frontier: they define risk as 
price volatility (as measured by standard deviation27). I define risk as the possibility (or probability) of 
permanently losing money, not temporary price fluctuation.  
 
To illustrate this point let’s consider the performance of two indexes over a recent 15 year period. I 
placed a table of returns below. One index is the SP500EWTR index. The other is a hypothetical 
index which I called “test index”. I assumed the test index went down 1% then up 1% then down 1%, 
and so on in a repeating pattern. 
 

 
 

 
 
The performance of an index is not indicative of the performance of any particular 
investments.  Individuals cannot invest directly in an index. 
 
The actual return and actual standard deviation of the SP500EWTR were 11.4% and 19.87% 
respectively. The average return and standard deviation of the test index were -0.07% and 1% 
respectively. Based on risk being defined as volatility measured as standard deviation the test index 
was far less risky than the SP500EWTR. Below is a chart of the above data. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                            
27 Standard deviation measures the amount of variance from the average value of the data set. In a series of annual 
returns the standard deviation would how much each return varies from the average return. 

Dec-00 Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06 Dec-07
S&P500EWTR 9.64% -0.39% -18.18% 40.97% 16.95% 8.06% 15.80% 1.53%
Test Fund -1.00% 1.00% -1.00% 1.00% -1.00% 1.00% -1.00% 1.00%

Dec-08 Dec-09 Dec-10 Dec-11 Dec-12 Dec-13 Dec-14
S&P500EWTR -39.72% 46.31% 21.91% -0.11% 17.65% 36.16% 14.49%
Test Fund -1.00% 1.00% -1.00% 1.00% -1.00% 1.00% -1.00%
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In addition, since volatility measures are backwards looking, there is still the problem that past 
performance may not be indicative of future performance. So, with respect to volatility, should we 
assume the price fluctuation of an investment in the future will be similar to what its price fluctuation 
was in the past? Given today’s massive global capital flows and massive infusions of capital into the 
securities markets I believe that, just like correlations among asset classes, future volatility of returns 
in each asset class may be significantly different than past volatility of returns in each asset class.  
 
What I might like to see is a forward looking adjusted Efficient Frontier portfolio model. An intuitive 
forecast based on a fundamental analysis of each asset class and a range of predictions regarding 
their future volatility. Then use those forecasted asset class volatility models to illustrate an adjusted 
forward looking Efficient Frontier portfolio instead of backwards portfolio designs. 
 

Buying Companies vs. Buying Stocks 
 
There is a difference. Warren Buffet at Berkshire Hathaway invests monies in companies when he 
believes the brand, people, process, products, and markets are all likely to continue to produce profits 
for years and years to come…and if the price of the investment looks attractive. He might buy the 
firm’s equities, debt or loan them money. He does not worry much about the stock price after he 
invests. This is very different from buying stocks or bonds with little concern for the underlying 
fundamentals and long term prospects of the underlying firm. Some people buy securities looking for 
short term price moves so they can sell and capture a quick gain. I like to use a satellite portfolio for a 
long term Warren Buffet style of capital investment in good firms with good potential. In that portfolio I 
may invest in Berkshire Hathaway and other conglomerates along with private equity, venture capital 
and asset management positions. I may also use a satellite portfolio for growth and momentum 
managers during the late skepticism,  optimism and early euphoria stages of bull markets. 
 
 

Why I Believe Equally Weighted Indexes May Have Outperformed 
 
Internal studies by S&P, referenced earlier in this paper, found equally weighting their top 500 index 
attributed approximately 1% annual positive alpha versus cap weighting the same stocks during the 5 
year test period. The study suggested the outperformance may have been due to the natural 
weighting bias toward faster growing smaller cap stocks that occurs in the equal weighting 
methodology. The study provides extensive discussion of this and other information that I do not 
repeat in this paper. My intention is to add to the information. 

There seems to have been some post correction phenomena that favored smaller cap stocks. See 
the chart on the next page and note the strong performance in 2003 and 2009 for the Wilshire equally 
weighted indexes. 
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The S&P400EW and the S&P600EW indexes did not exhibit this same degree of post correction 
recovery that W5000EW and W4500EW did. The most significant recovery performance in the 
Wilshire indexes in 2003 and 2009 may then have come from the smallest 3000 firms and may have 
also been a function of the Wilshire methodology, which includes Real Estate Investment Trusts 
(REITs). 

TrimTabs noted a similar phenomenon in the 2003 and 2009 returns in the hypothetical test data of 
their float shrink investment thesis. They postulated leverage may have been a factor causing the 
atypical outperformance during the early recovery periods following major market corrections. I think 
leverage may have been a big factor surrounding the 2008/2009 financial crisis. For example, 
consider the stock ticker CAR, the Avis Budget rental car group, 9/2/2014 market cap of $7BN. As of 
9/2/2014 the debt to equity ratio was 2135, pretty heavily levered. In 2007 and early 2008 the stock 
floated between $11+ to $13+. In late 2008, as the ability to get short term funding dried up, the stock 
traded down to $0.7 by 12/31/2008. By 12/31/2009 however the stock was back above 13, a 1774% 
year over year (YOY) return from 12/2008 to 12/2009. On 12/31/2002 CAR was 15.35. On 
12/31/2003 CAR was 32.62, a 112% YOY return. Consider a few more examples: GT, Goodyear Tire 
and Rubber, 9/2/2014 market cap of $7BN, had a YOY 2008/9 return of 136%. SPA, Sparton Corp, 
0.3BN market cap and debt to equity ratio of 34 as of 9/2/2014. SPA was at 1.66 on 12/31/2008, and 
6.04 12/31/2009, a 264% YOY return. (Stock prices quoted above are adjusted for dividends and 
splits as of 9/2/2014.) 

Perhaps the 2003 and 2009 over performance of the smaller firms’ stocks was also partly the result of 
insider stock buying of the smaller market floats during post correction recoveries. Additionally, the 
relatively greater liquidity of large cap equities versus smaller cap equities during market stress may 
have caused disproportionately larger liquidations of large cap positions to raise cash, which may 
also have contributed to the relative large cap underperformance – small cap outperformance around 
the market correction-recovery inflection points. I hope to be mindful of these patterns if we have 
another financial crisis induced market correction during my investing career. 
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Equally weighting the S&P500 has been increasingly popular for the last ten years. That may have 
caused a procyclicality. That is, with billions of dollars flowing into equally weighted S&P 500 
investment products the price of the bottom 350 or so S&P 500 constituents may have been bid up 
and the price or the top 15028 may have less upward price pressure because of this incremental shift 
in capital allocation to the smaller constituents. If that is true the advantage that equal weighting has 
enjoyed over cap weighting may end or diminish when the flow of capital from cap weighted portfolio 
allocations to equal weighted portfolio allocations plateaus. 
 
Whatever caused equal weighting to outperform cap weighting, we don’t know if may continue. 
Hence, we may want to diversify by weighting methodologies in our portfolio allocations and continue 
to read the financial literature to stay attuned for changes. Some alternative weighting methodologies 
are weighting by book value, profit, revenue, other fundamental factors and dividends. 

 
Not all Equals are Created Equal 

 
Some firms, like Russell, first equally weight by “clustering like firms”, for example, into the 11 popular 
market sectors, and then equally weight the constituents within each cluster or sector. You could say 
this enhances or balances diversification. But, you could also say that this over-allocates to firms in 
smaller sectors and under-allocates to firms in more populated sectors. Other firms, like Wilshire, 
simply equally weight every security. 
 
The chart on the next page shows the annual difference in returns between the W4500EWTR and the 
R2000EWTR. 
 
The remainder of this page is intentionally left blank. 

 
Source: derived from data from Wilshire.com and Russell.com 
 
However, if you take out the two big years of 2003 and 2009 you get a very different story, see below. 
 

                                            
28 The S&P study cited earlier found that 150 was about the inflection point in the cap weighted ranking versus equally 
weighting where price shifts may occur. Stocks ranked 500 through 150 may have about 50% larger weighting in an 
equally weighted S&P 500 index. Stocks 149 – 1 may have incrementally smaller weightings in an equally weighted index 
of the top 500 stocks. 
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Source: derived from data from Wilshire.com and Russell.com 
 
Without the two big market recoveries of 2003 and 2009 the W4500EW has not significantly 
outperformed the R2000EW during the remaining years in the period. Hence, one might believe that 
in normal market years there may not be much of a performance differential between the two 
methodologies and constituent universes. That seems reasonable since, as stated previously in this 
paper, the bottom 4000 stocks may only represent about 20% of the market cap (the total amount of 
money in the market) which means there is a lot less money chasing a lot more stocks as compared 
to the top 500 stocks, 
 
As of the time of this writing I did not know of investment products that track the W5000EW or 
W4500EW. I have tested proxies for the W4500 by combining various investment products, but since 
no investment products I have found experienced the high returns in 2003 and 2009 like the Wilshire 
indexes did, none of my proxies came close to replicating the index performance. 
 

Portfolio Manager Concerns with Equal Weighting 
 
There is a concern that among some institutional investors that equal weighting may not produce 
significant enough alpha29 for them on a risk adjusted basis. That is, after considering the increased 
volatility30, increased drawdowns31, increased concentration in smaller firms and reduced liquidity that 
equal weighting correlates with, the small amount of extra return may be too little to compensate for 
the above mentioned increased volatility, drawdown and liquidity risks. 
  
Academically I might argue that equal weighting may mitigate momentum bias from the procyclicality 
stemming from the popularity of indexed products and the closet indexing of the cap weighted 
                                            
29 In plain English, investment alpha often refers the extra return an investment has provided in excess of the benchmark 
the investment is compared to. A negative alpha would mean the investment returned less than the benchmark. 
30 Volatility is used to refer to the price variation from year to year. A lay person might think of volatility as a measure of 
how much the price of a security may go up or down over a period of time. Academically this is usually measured by 
calculating the average price change over a long period of time and compare to that how much the price changed each 
year. That gives mathematical results called mean, variance and standard deviation, which are all different measures of 
the price variations over a historical period.  
31 Drawdowns refers to the largest negative price changes over a period, typically a year. A lay person may think of it as 
how much the investment went down in price (lost) in its worst years. 
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benchmarks. Let me work on translating that last sentence into plain English. S&P staff told me 
something that I interpreted to mean that the S&P 500 cap weighted index influences 10% of the 
stock shares in the market for the S&P 500 firms through the trading activity and products related to 
tracking the S&P 500 index. I think that may create a self-reinforcing feedback loop – that is called 
procyclicality. The index goes up or down so investments tracking the index then have to buy or sell 
particular stocks to match the index. This buying and selling moves the index again, which causes 
investors tracking the index to have to buy and sell again. As you can see there is a loop of activity 
which feeds on itself. This activity may distort markets and may distort price discovery. This may also 
cause problems for asset allocations based on historical asset class valuation correlations which 
occurred before this distortion effect became as large as it is today.  

I also think that some fund managers may chase index investment performance, buying and selling to 
match the performance of the index, but those fund managers are reacting. They might not employ 
the same proactive and predictive short term exit and derivative hedging strategies of the short term 
traders who drove the price momentum that moved the index the fund managers reacted to. This 
behavior of making investments to keep up with the index a fund is benchmarked to is called closet 
indexing. The closet indexing of buying and selling of stocks may lag the short term momentum 
trading of those stock causing some fund managers to buy high and sell low. This kind of investment 
behavior may occur as follows. The short term traders bought the stock and drove the index and the 
price up. The closet indexing fund managers then bought the stock after it went up in price. The short 
term traders then sold out of the stock. The stock price and the index went down. The closet indexing 
fund managers then sold the stocks when the price went down. This is somewhat similar to a 
momentum trap of buying based on market euphoria near the top of a bubble which pops. 

Value investors look for stocks that they believe are priced less than what the investors believe the 
company is really worth, or should be worth if valued properly, in their opinion. However, if the value 
investor over estimates the value of the stock, or if the rest of the market never comes to agree that 
the stock should be priced higher, the value investor buys the stock and is stuck in the stock while it 
stays at a low price. This is called a value trap. Equal weighting may mitigate the risks of momentum 
traps and value traps. 

The remainder of this page is intentionally left blank. 

New Products Wanted 
 
At the moment there are investment products that attempt to track the S&P500EW, R2000EW and 
other equally weighted indexes. I am looking for a product tracking the W4500EW. I prefer the index 
tracking investment products to be “plain vanilla”: no leverage, no derivatives, no hypothecation, no 
shorting, no securities lending, no market intermediaries, no intentional style drift, and no fees hidden 
in the Statement of Additional Information (SAI) that are not clearly disclosed in the summary 
prospectus. I would like to see VA, VL 401k and 403b sponsors offer separate accounts tracking the 
S&P500EW and the W4500EW. 
 
As stated earlier, I would like to see an intuitive forecast of a forward looking Efficient Frontier based 
on a fundamental analysis of each asset class and a range of predictions regarding their future 
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volatility and future price levels. Then use those forecasted asset class volatility models to design 
forward looking intuitive MPT portfolios as opposed to backwards looking non-intuitive MPT portfolios. 
 

Social Impacts 
 

The presently available universe of investment management and wealth management products may 
incrementally expand the wealth gap and constrain capital. I say that because investment 
management fee revenue may be a transfer of wealth from the investor to the fund managers and 
fund sponsors who may already be in the top 5% of income earners. The average investor may pay 
more in fees to realize lower performance than if they simply invested in low-load equally weighted 
index fund tracking products, separate accounts or ETFs. Let’s do some math on this thought. If $500 
billion of assets under management (AUM) moved from higher cost active management wealth 
management products charging an average of 1.5% in sales loads to lower fee index tracking 
investment products charging an average of 0.5% in sales loads, then perhaps $5 billion annually 
(1% of $500 billion in AUM) might be retained by the middle class, helping to narrow the wealth gap 
and fuel middle class consumption. If the index tracking products outperform the actively managed 
products in our example by 1% that might be another $5 billion earned by average investors. 
Additionally, the equally weighted index fund story may encourage disenchanted investors who have 
pulled their money out of equities to return those funds to the capital markets, creating more capital 
funding of economic growth at lower costs. 
  

Key Personnel 
 
Keith Miller was born in New York City in 1960. He graduated 9th in his public high 
school class of 300+ and won the science award (highest science GPA). He 
attended Boy’s State, a summer camp where participants elect and run mock 
governments. During high school Keith led the Student-Faculty Communications 
Committee. During a period of racial tensions Keith called an assembly of the 

student body, gave an impassioned speech refocusing students on school and team 
spirit, pride and unity. The rioting stopped that day. Thus began Keith’s public service 
career. Keith first attended college at SUNY Stony Brook majoring in Biochemistry. In 
his senior year he left school to pursue a business idea. Taking a gap didn’t work out 
as well for Keith as it did for Bill Gates and Michael Dell. Keith finished college later at UNC Charlotte 
in North Carolina, earned a Political Science degree, a 4.0 GPA, and induction into Pi Sigma Alpha, 
the National Political Science Honor Society. Keith has served in elected and appointed political 
offices. His investment sales career began on the retail sell side with Merrill Lynch in New York in the 
1980s. From 1990 – 1998 he was a retail sales consultant with Axa/Equitable and 
Provident/Nationwide. In 1998 he joined an institutional fixed income firm specializing in the municipal 
finance reinvestment space. Keith has been in that niche since. He manages institutional bond 
portfolios and serves private clients. Keith is a CFA candidate and enjoys the analytical discipline and 
breadth of knowledge of the CFA program. He has been married over 30 years and his 3 children are 
each pursing professional careers, one is an attorney, one is a mechanical engineer, one a nutrition 
science student. Keith has served in Baptist churches and church plantings for 30 years. He has been 
involved with running and participating in various ministries of the churches and has direct and 
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indirect involvement with approximately 500 first time decisions and 1000 rededications. One of 
Keith’s former Sunday School students is a pastor that has led revivals in Africa with thousands of 
decisions. Running through all of Keith’s involvement in government, church and finance is the 
commitment to integrity and the conviction that we should give people the best results we can 
because they are entrusting us and because God has gifted us each with skill sets that He expects us 
to use to minister to others, and which God will hold us accountable for how we use those gifts.  
 

Hire My Brain 
 
Institutional clients have told me they feel that I bring them value because I bring ideas they may not 
hear from the other advisors in their coverage. I suggest that institutional investors consider hiring me 
as a contingent advisor to the finance committee. If my input does not prove valuable don’t pay me 
and terminate the engagement. 
 
I encourage private clients to consider discuss your financial situations with us to see if we can be 
helpful and become part of your team of advisors. 
 
You can reach Keith Miller at kmiller@aim-group.net, 800-385-1508 or 704-477-5354. 
 
 
  

mailto:kmiller@aim-group.net
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Glossary 
 
Active Management. “Active management (also called active investing) refers to a portfolio management strategy where 
the manager makes specific investments with the goal of outperforming an investment benchmark index.” Source: 
Wikipedia 
 
Alpha. “Investment alpha is a risk-adjusted measure of the so-called active return on an investment. It is the return in 
excess of the compensation for the risk borne, and thus commonly used to assess active managers' performances. Often, 
the return of a benchmark is subtracted in order to consider relative performance.”, source: Wikipedia. In plain English, 
investment alpha often refers the extra return an investment has provided in excess of the benchmark the investment is 
compared to. A negative alpha would mean the investment returned less than the benchmark.  
 
Asset. “Anything tangible or intangible that is capable of being owned or controlled to produce value and that is held to 
have positive economic value is considered an asset”. Source: Wikipedia 
 
Asset Class. “An asset class is a group of securities that have similar financial characteristics, behave similarly in the 
marketplace, and are subject to the same laws and regulations. The three main asset classes are equities (stocks), fixed-
income (bonds) and cash equivalents (money market instruments).” Source: Wikipedia. 
 
Asset Allocation. “Asset allocation is an investment strategy that attempts to balance risk versus reward by adjusting the 
percentage of each asset in an investment portfolio according to the investor's risk tolerance, goals and investment time 
frame.” Source: Wikipedia. 
 
Baby Boomers. “Baby boomers are people born during the demographic Post–World War II baby boom between the 
years 1946 and 1964.” Source: Wikipedia. 
 
Backward looking. Backward looking is a term used in finance to describe the practice of analyzing historical data from 
the past. 
 
Benchmarking. “Benchmarking is the process of comparing one's business processes and performance metrics to 
industry bests or best practices from other companies.” Source: Wikipedia. Benchmark refers to the specific metric or best 
practice one’s process or performance is compared to. 
 
Beta. “In finance, the beta (β) of an investment is a measure of the risk arising from exposure to general market 
movements as opposed to idiosyncratic factors. The market portfolio of all investable assets has a beta of exactly 1.” 
Source: Wikipedia. 
 
Capital Asset Pricing Model. “The capital asset pricing model (CAPM) is used to determine a theoretically appropriate 
required rate of return of an asset, if that asset is to be added to an already well-diversified portfolio, given that asset's 
non-diversifiable risk. The model takes into account the asset's sensitivity to non-diversifiable risk (also known as 
systematic risk or market risk), often represented by the quantity beta (β) in the financial industry, as well as the expected 
return of the market and the expected return of a theoretical risk-free asset. CAPM “suggests that an investor’s cost of 
equity capital is determined by beta. Source: Wikipedia. 
 
Correlation. “Correlation refers to any of a broad class of statistical relationships involving dependence. In statistics, 
dependence is any statistical relationship between two random variables or two sets of data.” Source: Wikipedia. 
 
Credit Risk refers to the risk of default on a debt that may arise from a borrower failing to make required payments. 
 
Duration. “In finance, the duration of a financial asset that consists of fixed cash flows, for example a bond, is the 
weighted average of the times until those fixed cash flows are received. When an asset is considered as a function of 
yield, duration also measures the price sensitivity to yield, the rate of change of price with respect to yield or the 
percentage change in price for a parallel shift in yields.” Source: Wikipedia 
 
Efficient Frontier. “The efficient frontier is a concept in modern portfolio theory. A combination of assets, i.e. a portfolio, 
is referred to as "efficient" if it has the best possible expected level of return for its level of risk (which is usually 
represented by the standard deviation of the portfolio's return.” Source: Wikipedia. 
 
Equal weighting. This refers to weighting the constituent members of a portfolio on an equal basis. Typically that refers 
to an equal value. It could refer to another increment, such as, an equal number of shares. In the S&P500 index equal 

http://en.wikipedia.org/wiki/Market_(economics)
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weighting means that the value of the position in each of the 500 constituent stocks would represent 0.2% of the total 
value of the portfolio. 
 
Expected Return. “The expected return (or expected gain) refers to the value of a random variable one could expect if 
the process of finding the random variable could be repeated an infinite number of times.” Source: Wikipedia. 
 
Forward Looking. Forward looking is a term used in finance to describe the practice of illustrating data hypothetically into 
the future. 
 
Headwinds. Headwinds in an economic situation represent events or conditions that slow down the growth of an asset. 
 
Index. Indexes are lists of investments. They may be used as benchmarks to compare performance of different 
investment portfolios. You cannot invest directly in an index but you can attempt to replicate or approximate an index with 
your own portfolio. Also, many of the popular indexes have inspired the creation of investment products that seek to 
replicate or represent the indexes. You may be able to invest in those index based investment products. 
 
Interest Rate Risk. This refers to the tendency for fixed income investments to go down in value as prevailing interest 
rates go up. 
 
Leading indicators. Measurable factors of economic performance that change before (ahead of) the underlying 
economic cycle. Source: The Business Dictionary. 
 
Macro. In finance the term macro refers to macroeconomics. “Macroeconomics is a branch of economics dealing with the 
performance, structure, behavior, and decision-making of an economy as a whole, rather than individual markets.” 
Source: Wikipedia. 
 
Market Capitalization. The amount of capital the market has invested in a security, calculated by multiplying the price of 
the security times the number of shares of the security issued or available in the market.  
 
Market Capitalization weighted. Also called “Cap weighted”, refers to “weighting by market capitalization”. This means 
calculating the market capitalization of each constituent holding in the portfolio by multiplying the stock price times the 
number of shares issued or available; adding up all the market capitalizations; calculating what percentage of the total is 
made up of each constituent holding; and then buying or selling some of each holding so that the value each holding is 
the same % of the portfolio value as each holding’s market capitalization is a percentage of the total market capitalization 
of all the holdings in the portfolio. In the S&P500 the top 10 stocks can represent 50% of the index. 
 
Millennials. “Millennials (also known as the Millennial Generation or Generation Y) are the demographic group following 
Generation X. There are no precise dates when the generation starts and ends. Researchers and commentators use birth 
years ranging from the early 1980s to the early 2000s.” Source: Wikipedia. 
 
Portfolio. “In finance, a portfolio is a collection of investments held by an investment company, hedge fund, financial 
institution or individual”. Source: Wikipedia. 
 
Rebalance. “The rebalancing of investments is the action / trading strategy of bringing a portfolio that has deviated away 
from one's target asset allocation back into line. This can be implemented by transferring assets, that is, selling 
investments of an asset class that is overweight and using the money to buy investments in a class that is underweight, 
but it also applies to adding or removing money from a portfolio, that is, putting new money into an underweight class, or 
making withdrawals from an overweight class.” Source: Wikipedia. 
 
Risk Free Asset. “A risk-free bond is a theoretical bond that repays interest and principal with absolute certainty. The rate 
of return would be the risk-free interest rate. In practice, government bonds are treated as risk-free bonds, as 
governments can raise taxes or indeed print money to repay their domestic currency debt.” Source: Wikipedia. 
  
S&P, refers to the Standard and Poor’s 500 stock index. Standard and Poor’s is a firm which provides products and 
services related to investment securities. 
 
S&P500 Index. A US Stock market index published by Standard and Poor’s. It is a list of the 500 largest public stock 
owned firms in the U.S. as measured by market capitalization. (Market Capitalization is determined by multiplying the 
stock prices times the number of shares outstanding). 
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Sequence Risk refers to the risk of receiving lower or negative returns early in a period when withdrawals are made from 
the underlying investments. 
 
Systematic Risk. “In finance and economics, systematic risk (in economics often called aggregate risk or undiversifiable 
risk) is vulnerability to events which affect aggregate outcomes such as broad market returns, total economy-wide 
resource holdings, or aggregate income.” Source: Wikipedia. 
 
Standard Deviation. Standard deviation measures the amount of variance from the average value of the data set. In a 
series of annual returns the standard deviation would how much each return varies from the average return. 
 
Tailwinds. Tailwinds in an economic situation represent events or conditions that speed up the growth of an asset. 
 
Trailing indicators. Measurable factors of economic performance that change after the underlying economic cycle. 
 
Volatility. “In finance, volatility is a measure for variation of price of a financial instrument over time.” Source: Wikipedia. 
 
 

Copyright 
 
Copyright has been issued by the Library of Congress. Any unauthorized use, reproduction, or citation without the express 
written consent of the author is prohibited. 

Disclosures 
 
To begin we need to do some compliance housekeeping. Please review the following disclosures. 

An index is a portfolio of specific  securities, the performance of which is often used as a benchmark in judging the relative 
performance of certain asset classes. Indexes are unmanaged portfolios and investors cannot invest directly in an index. 
Past performance is not a guarantee of future results.  

Some index returns are “Total Return” with dividends reinvested, which means the return is not only the change in price 
for the securities in the index, but any income generated by those securities.  

Investment returns and principle values of an investment will fluctuate so that an investment may be worth more or less 
than the original costs. 

An investor should carefully consider investment objectives, risks, charges and expense before investing in an 
Exchange Traded Fund (ETF) or Mutual Fund. This information and more complete information, including 
potential risks, is included in each Exchange Traded Fund or Mutual Fund prospectus, which can be obtained by 
calling your financial advisor. Read the prospectus before investing. 

There is no certainty that any investment strategy will be profitable or successful in achieving investment objectives. 

Exchange traded funds are subject to risks similar to those of stocks. Investment returns will fluctuate and are subject to 
market volatility, so that an investor’s shares when redeemed may be worth more or less than their original costs. Past 
performance is no guarantee results. 

There are unique potential risks associated with the specific asset classes that each exchange traded fund represents. 
Investments in smaller companies typically exhibit higher volatility. In addition to the normal risks associated with 
investing, narrowly focused investments typically exhibit higher volatility. REIT investments are subject to changes in 
economic conditions, credit risk and interest rate fluctuations. Bonds and bond funds will decrease in value as interest 
rates rise. Commodities markets have historically been extremely volatile. Inverse funds should lose money when their 
benchmark indexes rise – a result that is opposite from traditional mutual funds. Inverse funds also entail certain risks, 
including inverse correlation, leverage, market price variance an short sale risks. 
 
The information contained in this paper is derived from sources believed to be reliable but no warranty is made as to 
accuracy. Past performance may not predict future performance. No investment decisions should be made from this 
information. This information is not a recommendation. You should consult personal financial and tax advisers before 
making investment decisions. This information is for educational purposes. First Allied Securities, Inc. and First Allied 
Advisory Services are not affiliated with AIM Group. 
 
Updated 1/19/2016. FINRA Review reference FR2015-0210-0153/E 
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