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PREFACE: DID 2008 TEACH US
ANYTHING?

Leading into the 2008 Great Recession most investors had some

form of a traditional asset allocation. The usual mix of stocks and

bonds that could graphically be shown in a nicely created pie chart

on statements. Many were surprised to find out it did little to insu-

late them from a severe drawdown in their assets. You would

think things would have changed? There would be mass adoption

of using new methods to construct portfolios? Sadly, I see more of

the same approach.

While investment pie charts may be broken for our current mar-

kets, I didn’t see much in the way of discussion in the media on the

subject. My motivation in writing this book was to highlight why

traditional asset allocations may fail in the coming decades. Too

often annualized historical returns are quoted from many years of

past performance. Unfortunately, most individuals have windows

of opportunity that might span only 10, 15, or 20 years. Will the

prime investing years realize the average or something worse?

What happens if markets have sharp corrections? What if markets

are stagnant offering little cumulative returns?

In the coming chapters, we will examine why traditional portfo-

lios may not be your best chance at success in the coming decades.

We’ll also investigate the potential for bonds to have a lost decade

or two leading to little real returns. Instead, new asset classes will

be discussed to modernize your investment pie chart. One of the

goals in writing this book is to increase all your probabilities for

xi



maximizing your assets into retirement and have the ability in

retirement to support the lifestyle you hoped for.

These days we see more and more concentration into broad

exchange traded funds. We have Central Banks around the world

with record levels of assets on the balance sheets. The Federal

Reserve may or may not be successful at winding down their bal-

ance sheet. Interest rates have been the lowest in over 500 years in

many parts of the world. This distortion in keeping rates low has

caused future earnings to be discounted down barely with such

low rates.

When we examine all the debt countries around the world are

racking up, it is staggering to think what their interest payments

on the debt will become if rates should rise. Even at the current

low interest rates, debt continues to grow to levels that would

make it hard to believe could ever be contained.

If you look at the economy, while unemployment statistics are

approaching full employment by historical yard sticks, real wages

have not really grown much since the 2008 recession. All of the

additions to the money supply might eventually lead to inflation or

maybe growth will stay in the “low growth” environment some

point to.

With low rates, where investors don’t earn much in traditional

bonds, those approaching retirement using classical asset alloca-

tions might not earn a real return above inflation in the next

decade. Or worst case, rates spike and all those bond funds see

significant losses in their market values.

When we look at how success is measured we continue to hear

about how a 60/40 portfolio has performed or how some blend of

stocks and bonds over long periods of time have provided really

nice average annual returns. Yet if an investor only has 10 years to

retirement why chance not getting the average? Considering there

have been long periods of relatively flat returns with corrections

build in, wouldn’t it make sense to seek out new approaches and

alternatives? Too often retirement savers still need growth but
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can’t afford to take on the downside risk of equities with no down-

side protection.

Speaking of downside, all too often investment performance

ratios that are based on using the standard deviation or volatility

of past years might miss out on what is truly important to some-

one who has specific goals. More and more though we continue to

see investors and retirement savings boxed into some

asset allocation based upon not what they need but simply how

old they are. Sometimes those investments are misunderstood and

unfortunately the true downside risk inherent in the underlying

makeup of the investments.

As we move forward there needs to be consideration for the

number of years an investor has until events like retirement. The

idea of using a risk tolerance and age to build a portfolio with

assumptions for forward returns based upon at times over 100

years of historical returns may be setting up people to fail. For

many years, the mix of equities and bonds seemed to balance out

risk. On the equity side, you shot for growth while bonds paid out

a nice annual rate of interest. Those interest payments made forgo-

ing growth on that portion of the pie chart palpable as the cost to

carry fixed income was not that great.

As we will find rates falling from the highs of 1981 for the next

35 years cause outsized returns in many years for bond funds. If

rates stay low, there is very little to be gained by just collecting

interest payments that may only beat inflation by a tiny bit. If rates

do rise they threaten to mimic the hit to market values of the

1970s albeit with less margin for error since unlike that period

coupon rate payments will not be in the double digits.

Portfolios need to be built with the time frame of peak effect on

assets. Someone with 5 years but needing growth to spur retire-

ment income may not want to just use the same old age-based

asset allocation. Many investors have a 10- to 15-year window to

maximize returns. Relying on their window being within a great

bull market isn’t enough. What if markets suffer from a sideways
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market over years? What if there are significant pullbacks like in

the early 2000s and 2008�2009?

The good news is there are new updated pie charts available if

you know where to look. With the advances made utilizing

options strategies can build in hedges and buffers to risk.

Portfolios can contain strategies that look to sell outsized volatility

premium in the markets. Unfortunately, many portfolio choices

available in 401k’s are just a mix and match of the standard classi-

cal asset classes.

Portfolios are still constructed using methods dating back to

1950s and 1960s yet we don’t use the same phones. We don’t

drive the same cars. Respectfully I would ask, why are we using

the same asset allocations? If we are setting up for a period of

very low bond yields and lower growth, allocations should be

modernized.

xiv Preface: Did 2008 Teach Us Anything?



1

WHAT ’S IN YOUR PIE CHART?

On most investment prospectus or disclaimers, it usually says past

performance is no indication of future success. Yet in looking to

build portfolios that produce the best returns with the least risk,

most do use past historical performance to create a framework for

classical portfolios. For many years, investors have built portfolios

owning some mix of stocks and bonds. Often, they are printed out

in a nice graphical pie chart to illustrate the percent allocated to

each. The most aggressive of investors would slant toward 100%

stocks, while a conservative or income-seeking individual might be

almost 100% in bonds. It would be natural to gravitate toward

some mix to reduce annualized portfolio volatility, especially as

one gets to retirement age.

Portfolios are then named after their makeup of assets. Many

will point to historical returns over long periods, as evidence that

what worked in the past will continue to work going forward. A

keep-it-simple approach might suggest subtracting one’s current

age from 100 to figure out what percentage can be in stocks.

Someone who is 40 years of age using that formula would do sim-

ple math and come up with a 60/40 stocks/bonds mix. A statement

might include a pie chart as shown in Figure 1.

Yet will this approach work in the next decade or two? You see

often historical returns are given that represent many years. Some

go back to the late 1800s. Bond returns such as long, intermediate,
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and short-term treasuries include periods that are historically bull-

ish with higher interest rates spanning multiple decades. If you use

enough years, it smooths out the shorter run bumps in returns

when markets correct. If we use a total return as in Table 1 we can

see between 1928 and 2016, the S&P 500 and Treasury 10-Year

Bond’s continuous maturity.

Figure 1. Classic 60% Stocks and 40% Bonds Allocation.

60%

40%

60/40 Portfolio

Stocks Bonds

Table 1. Average Annual Returns 1928�2016 with Standard

Deviation and Range.

S&P 500 Total

Return (%)

10-Year Treasury Total

Return (%)

Average annual

return

11.42 5.18

Standard deviation 19.59 7.72

1-Standard deviation

range

�8.17 to +31.01 �2.54 to +12.90

2-Standard deviation

range

�27.76 to +50.60 �10.26 to +20.62

Data Source: Aswath Damodaran NYU Stern School of Business.
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1.1. HISTORICAL RETURN AVERAGES

All of this is fine, but will investors get the historical averages or

something different going forward? You see the problem is many

individuals only have segments of time to achieve their goals.

Markets have had periods where selloffs happen even multiple

times. Other times may just have next to nothing in cumulative

growth over a decade or more — a so-called lost decade for inves-

tors. Bonds, as we will learn later, are using historical numbers

whose replication moving forward in the next 10�20 years is

doubtful.

1.2. LIFECYCLE FOR INVESTORS

Investors are often thought of as being in various stages of their

investment life. You’ve probably heard these cycles referred to as

accumulation, preservation, and distribution. Accumulation deals

with the period when investors are building their accounts and

contributing assets. Including those able to put extra funds away

in taxable accounts and participate in a company’s 401k plan.

Inherently contributing to company retirement plans allows each

paycheck to dollar cost average into investments.

Preservation is next where the goal is to grow a little bit but

de-risk portfolios to look to manage for less volatility and down-

side. I view this stage a little different though. As we will see later,

adding new pieces to the pie chart may allow for potential returns

in various market conditions while allowing for more market

exposure while hedging the downside. This is a crucial period, as

by now investors have a base of assets to work with. What many

call preservation, I would call base maximization. This is a crucial

stage where catastrophic downturns or periods of no or low

returns can derail the ability to retire and the quality of life there-

after. Really, 15 years to retirement period is where many can

advance their balances. The goal should be protecting but look to

3What’s in Your Pie Chart?



surge the value of portfolios. The problem is what will typical mar-

kets like stocks and bonds deliver during this period?

Finally, the distribution phase where drawdowns from portfo-

lios will be needed to fund income needs. This is equally impor-

tant. When we think about drawdowns, we refer to withdrawing

money on a periodic basis to use for income, now that one isn’t

drawing the same salary any longer. The ability for assets to last is

a function of the return on assets post retirement, the rate of infla-

tion, and the amount taken out. It used to be a no brainer to tran-

sition to a portfolio of mostly bonds. Yet as we will discuss, the

time for new entries into our pie chart has come. Alternatives to

the classic allocations are needed as bonds are likely to offer little

total return in the next decade.

1.3. INVESTORS MAY NOT REALIZE THE AVERAGE OF
SHORTER TIME PERIODS

Because investors have limited amounts of time to get what they

need out of the various markets, it will be important to modernize

their portfolios. People don’t have 100 years to realize the

averages. They have real goals and aspirations. They want to be

able to return and support a lifestyle. Some polls (Gallup, 2014)

indicated an average of 69% of people aged 30�64 worried about

not having enough money for retirement. While stocks over time

have produced some of the best annualized returns for investors,

they also have had periods of significant downturns.

Stocks have also had periods of unbelievable runs. At the same

time, they have experienced lost decades. If one is in that maximi-

zation period and stocks have a magical run of significant returns,

those fears of retirement might go away or at least be significantly

improved. Stocks returns in each year are a combination of their

change in market value and dividends paid to form a total return.

This doesn’t account for capital gains tax paid in the case of non-

qualified accounts. We can also look at a simple point-to-point

4 Broken Pie Chart



cumulative return in an underlying index like the Dow Jones to

identify periods of both little growth or stagnation and periods of

powerful secular bull markets. When markets offer small or nega-

tive cumulative returns, all investors are left with are the dividends.

Cumulative returns simply are a point-to-point percentage gain or

loss excluding dividends. If we look at some historical periods in

the Dow Jones Industrial Index in Table 2, we see a great disparity

in segments of time in the markets.

This data should be stunning to some. It’s hard to imagine

25 years, point to point, of essentially nothing to show for equity

investments but dividends as happened between 1929 and 1954.

More recently, the 2000�2010 decade was one of no growth.

Then you have the end of 1982 to the end of the 1999, when

stocks cumulative return was over 1000%. This is exactly the rea-

son stocks must be part of a portfolio simply because they offer

the opportunity to have runs like this. Part of designing portfolios

with equity strategies that offer downside protection is if markets

do run great. If they don’t, there is other “stuff” in there to try to

produce and carry the weight.

Table 2. Dow Jones Industrial Index Cumulative Return.

Period Length (Years) Cumulative Return (%)

1/1897�1/1906 9 +148.92

2/1906�6/1924 18 �4.29

7/1924�8/1929 5 +294.66

9/1929�11/1954 25 +1.69

12/1954�1/1966 11 +154.29

2/1966�10/1982 17 +0.83

11/1982�12/1999 17 +1059.31

1/2000�12/2010 11 +0.70

1/2011�12/2016 6? +70.70

Data Source: Guggenheim Investments.
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Japan’s Nikkei 224 Index provides an even starker illustration

of how point-to-point cumulative index returns may suffer through

periods of no growth. Now Japan has its own set of issues as they

have been stuck in a low growth, low-interest rate environment

since the height of their economy in the late eighties. But if we

look at the historical Nikkei 225 monthly returns since 1983 in

Figure 2, we can see there has been little growth since that markets

run up.

That’s not to say there have not been buying opportunities in

the early 2000s and post Great Recession. But this market has not

offered very high real cumulative returns over vast periods.

Similar to our Dow Jones table on cumulative returns over

cyclical market periods, the Nikkei 224 Index had a powerful bull

market up to the end of 1989 but periods of negative and flat point

to point returns excluding dividends (Table 3).

While it may be easy to explain away the Japanese stock market

as dissimilar to those in Europe and the United States, they experi-

enced a large rise in share prices, but to this day have never recov-

ered to the previous heights. The chart of the Nikkei 225 Index is

Figure 2. Nikkei 225 Index Monthly Chart.
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reminiscent of the technology boom and bust in the late nineties

and early 2000s. If we look at a chart of the PowerShares QQQ

ETF, which tracks the technology heavier Nasdaq 100 Index, we

can see it took about 15 years from it to eclipse its previous all-

time high shown in Figure 3.

If an investor had 15 years until retirement and used the QQQ

exchange-traded fund, they would have been left with only the

Table 3. Nikkei 225 Index Point-to-Point Cumulative Return

Excluding Dividends.

Period Length (Years) Cumulative Return (%)

2/1978�12/1989 12.2 +645.14

12/1989�8/2017 27.8 �49.40

6/2007�10/2015 8.4 +10.49

5/2007�8/2017 10.3 +8.56

Data Source: Yahoo Finance and TD Ameritrade.

Figure 3. PowerShares QQQ ETF March 1999�August 2017.

2000 2005 2010 2015

30.00

50.00

70.00

90.00

110.00

130.00

146.00
150.00PowerShares QQQ ETF 146.00  –0.20  –0.14%

Sep 04 2017, 1:13PM EDT. Powered by YCHARTS

Source: YCHARTS.
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dividends. To be fair, the underlying index did recover its previous

high post-2008 market meltdown quicker and began to move

higher materially within about 5 years. As we start to understand

the concept of the real timeframes investors have around retire-

ment, the concept of protecting and growth becomes important.

The value in not taking all of the downside, while still getting

some upside will start to make sense. If we shift to the S&P 500

Index, looking at Figure 4, we can see the total returns for the

S&P 500 Index from 1966 to 1981.

Compare the previous chart to the famous bull run from 1982

to 1999, which we can visualize in Figure 5.

Stocks historically have offered the best returns. That’s why so

many investors have equity exposure somewhere in their pie

charts. Yet imagine if your assets have little to show for themselves

in a 10- or 25-year period. As we will discuss further, a more modern

approach to the portfolio allocation should contain things that are

not just simply reliant on markets going higher. Markets have

experienced long periods of no growth. Does this mean that one

shouldn’t invest in stocks? Not at all. It’s just that there are ways

Figure 4. S&P 500 Index Total Returns 1966�1981.
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to look to capitalize on periods like the 1982�1999 period while

still having some hedging protection below the market should you

enter periods where sharp corrections or bear markets occur.

One of the interesting things about the two very different

periods highlighted above is the interest-rate environments. Think

about how rates were rising in the 1970s reaching the peak in

1981. This was the period with a cumulative flat return. Stocks

went nowhere and had several negative return years. We will have

more to say about this relationship later but suffice to say if you

were using the classic discount-to-future earnings by the interest

rate, as you brought forward those future earnings at increasing

interest rates it surely pushed down stock valuations. Likewise,

from the peak in rates over the course of the unbelievable bull run,

every time rates went down, future earnings were worth more.

I don’t think this is a coincidence and something to consider in our

current environment of extremely low rates.

The current period, through the end of 2016, has been a tepid

run compared to some other historical periods. At the end of

2016, the S&P 500 ETF Symbol: SPY only had a dividend yield of

2.03% (Ycharts, 2016). With low-dividend yields and low-interest

Figure 5. S&P 500 Index Total Returns 1992�1999.
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rates on fixed income, ex-market movement investor’s total returns

are coming under pressure. It will be so important to have strate-

gies in the portfolio that can generate risk-adjusted positive returns

in flat markets and bear markets as well. Portfolios are a collection

of strategies that we look to carry the weight at different times.

Increasing one’s chances of meeting their goals is so paramount to

investing.

1.4. ISSUES WITH TRADITIONAL ASSET ALLOCATIONS IN
SHORTER TIME PERIODS

One of the problems with a lot of the classic asset allocation deci-

sions is the fact that they are built using very long-term historical

results to produce an average annual return. Then once that aver-

age is determined, as a proxy for risk, the standard deviation of

annualized investment returns above and below the average.

Notice that returns above and below the average are included.

While a given year that produces a bad negative return is some-

thing most investors would want to avoid, I doubt seriously that

when strategies generate way above average returns that many

would complain. We will discuss this very issue later, but for now

investors have to ask themselves, do I have 70 or 100 years to gene-

rate an average that many risk measures are using or do I really

only have smaller windows. In smaller windows like a decade or

two that many individuals and families have to maximize their

retirement saving up to and through retirement may not get the

average.

The classical asset allocation which aims to develop a portfolio

that offers the highest return with the least amount of volatility,

vis-à-vis standard deviation, is including the 17-year period when

the Dow Jones Index was up over 1000% and the march down

from the 1981 highs in interest rates over a 35-year period. Bonds,

as we will explore, are more likely to have much lower returns

than the averages. Plus, if interest rates should move materially

10 Broken Pie Chart



higher, it could impact stock valuations that could only be

replaced with increases to historical growth trends.

1.5. HISTORICAL RETURNS TO DETERMINE PROBABILIT IES

Often individuals filling in one of those online retirement calcula-

tors wonder what type of return both to assign in the period where

they are still working and then post retirement. The next question

is what are the chances they can actually achieve those returns?

The historical returns are used by many in the investment commu-

nity to put a probability on what a likely future return is. For

example, if we were to utilize historical returns for the S&P 500

Total Return Index and compute what is the percent chance the

index would produce a certain return in a given year, we can pro-

duce a graph based upon a normal distribution using the average

annual historical return and standard deviation. In Figure 6, we

can see a concentration of the highest probabilities right around

the historical average return.

If you remember the old bell curve, 68% of the values should

be contained within 1 standard deviation. In the case of the S&P

500 Total Return, the range of that 1st standard deviation would

be between �8.17% and +31.01%. The 2nd standard deviation

range, where 95% of the results should be contained within,

would be �27.76% to +50.60%. Since the average or mean is

11.42%, there would be exactly a 50% probability the return in a

year would be the average itself. One of the criticisms of assigning

a normal distribution to market returns is that outliers can happen

more frequently. Remember the S&P 500 Index at one point dur-

ing the Great Recession peak to trough was down around �55%.

You probably remember the index notched a 2008 return, includ-

ing dividends of �36.55%.

If we assign a probability in percentage terms to various nega-

tive annual returns, we would see that the chance of some returns

that were actually realized by markets would seem rather

11What’s in Your Pie Chart?



Figure 6. Probability Based on Historical S&P 500 Total Returns.
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improbable. In Table 4, the percentages represent the probability a

return value will be at or below the listed negative return.

The probability percentages represent a return at that level or

lower. For example, the probability of a return of �10% or lower

(more negative) is 13.71%. It also signifies that there is an 86.29%

probability the return in a year will be greater than �10%. As the

returns get more negative, the probabilities go down. Thinking

about 2008 when the equity market suffered an over �35% down

year, the probability through 2016’s annual returns only registers

a 0.89% that the S&P will return �35% or below. That equates

to roughly 110/1 odds. Just because something has a low probabil-

ity does not mean it can’t happen. Consider that from the peak in

March of 2007 to the trough in March 2009 the S&P 500 Index

was down around 55%. During the last decade, a period from

2000 through 2009, where total returns were a flat 1.16% cumu-

latively, the markets suffered two of its downside years that today

would only have a probability of happening of 0.89% and 3.15%,

respectively.

Table 4. Annual Negative Return Probabilities Estimated Using

Historical S&P 500 Total Returns.

Annual Return Level (%) Probability (%)

�10 13.71

�15 8.87

�20 5.44

�25 3.15

�30 1.72

�35 0.89

�40 0.42

�45 0.20

�50 0.09
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There has been much debate about using a normal distribution

probability estimate to market returns. And they are smart to raise

those concerns, as the probability percentages may give a false sense

of comfort. We know from historical results that while markets

“historically” act a certain way over a long time period, the 1987

crash that saw the Dow Jones Index decline �22.6% in a single

trading session. The chance of an event like that in a single day

would be barely possible in probability terms. The markets on an

annual basis have shown the ability to register returns in the tail

portion of a normal probability curve. This is a major reason why

the options market through pricing various premiums up and down

the chain create a volatility expectation that manifests itself in the

value one must buy or receive for a particular derivative.

The idea of a low probability or possibility does not mean

investors should not consider alternatives to their current pie

charts. The National Weather Service posted on their site the odds

of being struck by lightning in the United States at 1,083,000 to 1

(NOAA.gov, N.D.). If you convert that to a probability percent-

age, it would equate to a 0.000092% probability. While a 2008-

type year would be less than 1% probability, what if I said you

had a 1% chance of being struck by lightning if you went outside

your house tomorrow? Would you risk it and go outside?

Classical asset allocation in my opinion underestimates the risk for

an investor over their most important slices of time in their invest-

ment horizon.

While so far our discussion has revolved only around equities,

what do the historical returns of the 10-Year Treasury Bond con-

tinuous maturity tell us when it comes to the likelihood of achiev-

ing a particular annual return going forward? We can see that

same probability graph in Figure 7.

Historically, fixed income has experienced less volatility than

equities. The 10-Year Treasury Bond experienced an average

annual return of 5.18% with a standard deviation of 7.72%. The

creates a 1-standard deviation range of �2.54% to +12.90% and

a 2-standard deviation range of �10.26% and +20.62%. What if
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Figure 7. Annual Return Probability Based on Historical 10-Year Treasury Bond Returns.
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the probabilities are various negative return years? In Table 5 we

examine just that.

In 2009, 10-Year Treasuries Bonds had a negative �11.12%

return, and as recent as 2013, they experienced a �9.10% return.

The probability of those negative returns estimated using historical

data would only be roughly 1.80% and 3.30%, respectively.

The point of illustrating these probabilities in these two markets

is that historical results may be giving investors a false sense of

comfort. Even in the 1970s when coupon yields were much higher

and inflation spiked, those high coupon interest payments offset

the negative effect on market values from sharp rises in interest

rates. The probabilities generated using past results really are no

guarantee of future results. The greatest bull run in the markets

from November of 1982 to December of 1999 also corresponded

with a historical drop in interest rates. Continued reduction in

interest rates allowed for equities to gain in price partly because of

how future earnings are discounted by a risk-free rate. In other

words, when interest rates drop, future earnings — assuming a

constant growth rate — provide increased value in the present

period.

The challenge with the classic 60/40 portfolio is that bonds are

just not going to return much for the foreseeable future. Either

Table 5. Annual Return Probabilities Estimated Using Historical

10-Yr US Treasuries.

Annual Return Level (%) Probability (%)

�5 9.36

�7 5.73

�10 2.46

�13 0.93

�15 0.45

�20 0.06
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rates stay low, which means interest payments will continue to be

underwhelming or we see interest rates rise, which will lead to

losses in market values. With equities, we are close to the record

number of months from a previous recession. At some point, there

will most likely be another one.

NEXT STEPS

• Review current allocation.

• Take an inventory of what areas, sectors, regions, asset clas-

ses you currently have exposure to and their weighting.

• What type of downside protection is in place if any?

• Gauge how much fear about markets causes your allocation

decisions.

• What types of changes did you make in the post 2008�2009

Great Recession period?

• Is your current portfolio designed based upon risk tolerance,

age, current assets, or in relation to your current and needed

retirement funds?
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