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What We Are Thinking

Dear Reader,

Welcome to the November edition of The Good Life This
month, we include an article from a famous financial
economist visiting Australia. Nobel laureate Robert Merton is on
a global crusade. In Australia, he’s arguing for a change in our
superannuation thinking and culture. He says we need to focus on
retirement income, not lump sums. Although he recently turned 70
and was awarded the Nobel Prize for Economic Sciences in 1997,
he still has boundless enthusiasm to make his case forcefully.

His message about retirement:
"Every system says the closer you get to retirement, the
more conservative you should become, but the irony is what
they call safe is fixed income.

"In many systems, and I wouldn't be surprised if this was the
case in Australia, you will be invested in a one, two-year or
five-year bond. But from an income point of view, that is one
of the riskiest assets you could hold."

The current cash rate in the US is 0.25%, across the Euro
area it is even lower at 0.05%. How would a retiree survive
at these rates? You are so lucky to be getting 2.5% in
Australia.

In That Bit Extra we’ve included an article from Dan Solin
about the mounting evidence against active managers. He
thinks an active investor is relying on… “The triumph of hope
over experience."

Another aspect of investment that we think is important is the
awareness of history. This notion is considered in the
excellent video series on Sensible Investing. In Part 4 of the
series “How To Win The Loser’s Game” they describe the
contribution made by the French mathematician Louis
Bachelier in the early part of the 20th century. They also look
at the Efficient Market Hypothesis developed by Professor
Eugene Fama at the University of Chicago in the 1960s.

Check the link

http://www.sensibleinvesting.tv/how-to-win-the-losers-game-part-4

Fixed Interest

Years 1 2 3 10 YTD
One- year 2.8 3.0 3.5 5.2 2.3

Two-year 3.2 3.4 3.9 5.3 2.8
Five-year 4.7 4.1 5.4 6.8 4.9

Long Term 13.0 3.9 8.4 7.2 14.4

Australian
Shares
Large 7.1 16.5 14.7 9.0 7.5
Value 3.2 13.2 9.4 7.5 4.9
Small -1.8 3.5 2.8 6.6 -0.3

Global Shares
Large 16.1 27.1 22.0 5.4 5.1
Value 13.7 27.3 22.5 5.6 2.7
Small 12.0 29.4 23.0 7.3 1.0

Emerging
Markets

8.0 13.5 9.9 8.6 5.2

Real  Estate 22.0 20.5 21.2 4.1 22.3

Description of Indexes
One-year FI DFA Short-Term FI
Two-year FI DFA Two Yr Div. FI
Five-year FI DFA Five Yr Div. FI

Long-Term FI Bloomberg Aus Treas. 10+
Australian Large DFA Aus Large Co
Australian Value DFA Aus Value
Australian Small DFA Aus Small Co

Global Large DFA Global Large Co
Global Value DFA Global Value
Global Small DFA Global Small Co

Emerging
Markets

DFA Emerging Markets

Global Real
Estate

DFA Global Real Estate

Data presented may be based on a
combination of simulated and actual
returns.

Past performance is not
indicative of future performance.



Think Retirement Income
Nobel laureate Robert Merton warns Australian superannuation
system is risky November 6, 2014 James Eyers

Nobel laureate Robert Merton in Sydney. Photo: Brianne Makin

Nobel laureate economist Robert Merton says David Murray's financial system inquiry must shift how Australia
thinks about superannuation. He says the desire to maximise lump-sum balances at retirement is risky; the focus
should be on ensuring retirement income is enough to meet a desired standard of living.

Mr Merton, who won the Nobel Prize for economics in 1997 for his options pricing methodology which reshaped
international financial markets, has been studying retirement income policy for almost a decade.

In an interview on Wednesday, he said Mr Murray could drive important cultural changes in thinking about
superannuation by recommending super funds report to members on how their balances are tracking against
their goals for retirement income, rather than providing the balance.

A reported fund balance is effectively meaningless because changes to interest rates and the length of time
retirees live alters how much will be available to spend.

He also said too many superannuation funds are failing to de-risk superannuation balances as employees
approach retirement, exposing them to market volatility which could slash their retirement incomes.

"We are teaching people to look at the wrong number," Mr Merton said.

"What is a good retirement is measured by the standard of living you want in retirement, and standard of living is
not defined by a pot of money but a stream of income. A good amount for retirement would be to sustain the
standard of living you have become used to enjoying in the later part of your working life. That is an income goal;
it's not a wealth goal."

"Super funds shouldn't be focusing you on how many dollars you have in your account, but how many 'income
units' you have. They don't do this now, but this is going to change."

Mr Merton, who is professor of finance at the MIT Sloan School of Management, said he "would be surprised if
[Mr Murray's ] final report doesn't address income as something to consider".

Mr Merton, who is also an adviser to Dimensional Fund Advisors and was in Australia to meet the institutional
investor's clients, said too many financial advisers are focused on accumulation and continue to invest clients in
assets that provide highly volatile income. He pointed to certificates of deposit in the US, short term instruments
typically issued by commercial banks, which were returning 5 per cent before the GFC (which would have
delivered a client with $1 million with $50,000 in annual income) but today are paying between 5 to 10 basis
points, meaning that same client is receiving just $500 to $1000 for the year, or $20 a week.

"That's a big spread. So thinking 'If I have a million dollars, I'll be fine' is wrong.
Yes, you will be if interest rates are at 5 per cent, but at 10 basis points you'll be
in a whole lot of hurt."



Mr Merton also noted the market value of funds with long term bonds or annuities fluctuated enormously when
interest rates move up or down, even though the income provided in retirement from such products does not
change when rates do. (An increase in rates reduces bond prices but not the income to be received from the
bond.)

Many super funds also fail to understand that increasing asset allocation into a
fixed income asset as a worker approaches retirement is not necessarily more
conservative in an income sense.

"Every system says the closer you get to retirement, the more conservative you
should become, but the irony is what they call safe is fixed income.

"In many systems, and I wouldn't be surprised if this was the case in Australia, you will be invested in a one, two-
year or five-year bond. But from an income point of view, that is one of the riskiest assets you could hold."

(When a bond is converted into an income stream in retirement, the return is highly volatile and depends on
exactly when the conversion is made.)

I hope you enjoyed this issue and would like to receive your feedback on articles you would be interested in or
ways we can improve our newsletter. We have a lot more information on our website at
www.integratedwealthsolutions.com.au where you can register to receive this free monthly newsletter.

Dr Baden Rumble
Editor
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That Bit Extra…
It’s Time To Board The Index Express.
Dan Solin is the director of investor advocacy for the BAM ALLIANCE and a wealth adviser with
Buckingham. He is a New York Times best-selling author of the Smartest series of books. His latest book
is The Smartest Sales Book You'll Ever Read. Posted: 18 November 2014

The news keeps getting worse for active management. Here's a summary:

Poor year-to-date performance

In an article on MarketWatch.com, Mitch Tuchman references data from Bank of America indicating only 17.7
percent of active managers have beaten a large-cap index benchmark year to date. That is a significant decline
from last year, when 40.5 percent beat that benchmark.

Tuchman partly attributes this dismal record to failed efforts by active managers to time the markets and
overweighting in small-cap stocks.



The data is worse over the long term. For the past five years through June, only 26 percent of U.S.-based stock
fund managers delivered higher returns than their index benchmark. During this same period, a whopping 87
percent of large-cap stock fund managers were unable to beat the returns of the S&P 500 index.

John Rekenthaler, vice president of research at Morningstar, aptly noted: "Active management has never been in
worse repute. This is the darkest of days."

Investors are getting the message

According to an article in The Wall Street Journal, investors withdrew almost $70
billion of assets from actively managed funds this year through September.
These investors are not giving up on stocks. Instead, they are investing in index
mutual funds and exchange traded funds. Those funds had positive inflows for
the past eight months.

This trend is expected to continue. The Wall Street Journal article noted that "... most new money likely will keep
flowing to index funds, while their active rivals increasingly are relegated to the fringes of a portfolio, at best."

Active managers are desperate

Active fund managers are not taking this threat to their livelihoods lightly. They have convoluted explanations for
why their performance has been so dismal. An article by Michael Regan (appropriately titled: "Dog Ate the Alpha,
Other Excuses for Why Your Fund Stinks") at Bloomberg provided this summary:

1. Actions by the Federal Reserve made it difficult to identify potential performers.

2. Active fund managers didn't anticipate the sharp increase in the value of Apple shares this year and
underweighted their portfolios in this stock.

3. Active fund managers also underweighted their portfolios in Microsoft stock.

These reasons are not very compelling. The underlying premise of active managers is their purported ability to
pick outperforming stocks like Apple and Microsoft. If they lacked the ability to do so in the past, why should you
feel confident in their stock-picking expertise in the future?

Proponents of active management believe a boost in the performance of actively managed funds is just around
the corner. There is little credible data supporting this optimistic view. It appears to validate Samuel Johnson's
observation when he heard of a man who had remarried soon after the death of a wife, to whom he had been
unhappily married: "The triumph of hope over experience."

Don't be fooled. It's time for you to hop aboard the index fund express.

IWS has found a great Youtube site called Sensible Investing.tv which
has a series called: “How To Win The Loser’s Game”.

Most of us use active fund managers to manage our long-term investments. But as we’ve already seen in the first
three parts of this documentary, the performance of active managers is consistently poor. Furthermore, the
effects of compounding mean that, over time, the charges they impose can have a very severe impact on the
value of your investments.

In Part 4 we go in search of a better way to invest. First we explore the work of the French mathematician Louis
Bachelier who famously concluded that “the expectation of the speculator is zero”. We then look at the Efficient
Market Hypothesis developed by Professor Eugene Fama at the University of Chicago in the 1960s, for which the
Professor Fama was awarded a Nobel Prize in 2013.

http://www.sensibleinvesting.tv/how-to-win-the-losers-game-part-4


