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  We hope everyone is enjoying the spring weather.  Although the weather is getting warmer and clearer, we 

  cannot say the same for the markets.  There continues to be a lot of uncertainty surrounding the Eurozone, our 

  fiscal deficits, our upcoming elections, the end of the Bush tax cuts, and numerous other items.  The U.S. 

  economy seems to be chugging along, although at a fairly slow pace.   

  This uncertainty sometimes leads people to want to “put their money 

  under the mattress.”  This, however, can be a serious mistake.  We  

  have attached an article that discusses the dilemma between 

  preserving capital and preserving purchasing power.  In addition,   

  JPMorgan  trading loss and Greek banking problems have garnered 

  a lot of attention lately. We have provided commentary on these  

  topics as well. 
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             by Brad Steiman, Northern Exposure 
             Director and Head of Canadian Financial Advisor Services and Vice President 

 

any aspects of life require careful consideration 

and balancing of the tradeoffs that arise from 

competing demands. For example, a common 

lifestyle tradeoff is working longer hours versus 

spending more time with your family. The competing 

demands within this decision are the income 

necessary to provide a suitable quality of life for your 

family versus the immeasurable benefits of quality 

time with your family. There is no right answer, but 

most people understand the tradeoff and attempt to 

find the balance that is right for them. 

Successful investing and financial planning also 

require balancing tradeoffs. For example, a common 

investment tradeoff is that of risk and return. One of the competing demands is preservation of capital versus 

preservation of purchasing power. The former may allow for a better night's sleep during periods of heightened 

uncertainty and corresponding volatility, but the latter helps ensure you'll have a comfortable bed in the future when 

accounting for rising prices from inflation. Once again, there is no right answer, no "optimal" solution. Understanding 

the tradeoffs between preserving capital and preserving purchasing power will help investors find the balance that is 

right for them. This balance will depend on their definition of risk and attitude towards it.  

Some investors may consider risk to be volatility. They have difficulty stomaching the daily ups and downs associated 

with investing in asset classes that experience significant price fluctuations, such as equities, because declining prices 

are often accompanied by predominantly negative headlines. Although information will be reflected in prices before 

one can react to it, this is little solace to investors who extrapolate the recent past into the future and see the bad 

news as an indicator of what's to come rather than a commentary on what has already happened. These investors 

yearn for short-term preservation of capital. 

Other investors may define risk as a diminishing standard of living. They have long-term financial obligations, such as 

spending during their retirement years, and their primary goal is building wealth to meet those future expenses. They 

recognize that, while the cumulative effects of inflation are 

sometimes glacially slow or even undetectable in real time, 

inflation can be the silent killer of a financial plan. These 

investors desire long-term preservation of purchasing power. 

Investing is relatively straightforward when the definition of 

risk and attitude toward it are so black and white. For 

example, you can virtually guarantee the preservation of 

capital by investing in the equivalent of Treasury Bills as long 

as you accept the corresponding potential for the loss of 

purchasing power. On the other hand, you can preserve 

purchasing power by investing in asset classes with expected 

returns exceeding inflation, providing you accept price 

fluctuations that can temporarily impair your capital.  
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nfortunately, in practice, investing isn't that simple. Individual investors rarely 

have black and white objectives or well-defined definitions of and attitudes 

towards risk. Some expect long-term preservation of purchasing power and short-

term preservation of capital. Making matters worse is the tendency for the priority 

and relative importance of their competing demands to change through time, often 

in response to what's happened in the recent past.  

Investors who succumb to the cycle of fear and greed end up chasing a moving 

target. Advisors can try to mitigate this destructive behavior by focusing investors 

on the tradeoffs that were made at the outset when determining their balance 

between assets that are expected to grow faster than inflation and those that 

stabilize the portfolio and reduce its fluctuations. So if an investor is now fearful and 

therefore more focused on capital preservation, it is time to reframe the tradeoffs by 

emphasizing why growth assets were in the portfolio to begin with and how the so-

called "riskless" asset (i.e., bills) can actually be extremely risky in the long run. 

For example, Table 1 contains annualized returns from Australia, Canada, the US, and the UK for more than a 
century. Bills only slightly beat inflation before tax, but this small return advantage can easily disappear on an after-tax 
basis.

1
 Nonetheless, the table clearly demonstrates that equities have delivered returns exceeding both bills and 

inflation by a wide margin, even when accounting for taxes.
2
  

Table 1: Annualized Nominal Returns (1900–2010) 

Country Inflation Bills Equities 

Australia 3.9% 4.6% 11.6% 

Canada 3.0% 4.7% 9.1% 

US 3.0% 3.9% 9.4% 

UK 3.9% 5.0% 9.5% 

 
In local currency. Dimson Marsh Staunton (DMS) Global Returns Database. Past performance is no guarantee of future results. 

However, the tradeoff for pursuing higher expected returns of equities is accepting the risk of substantial declines 

compared to the relative stability of bills. Table 2 shows that equity values in the four markets have dropped from    

50–69% over a two- to six-year period, whereas bills have always been flat or better (if you consider minus 2 basis 

points a rounding error). 

Table 2: Worst Performing Periods for Equities and Bills, Nominal Returns (1900–2010) 

  Equities Bills 

Country Period Total Return Period Total Return 

Australia 1970–1974 –50% 1950 0.75% 

Canada 1929–1934 –64% 1945 0.37% 

US 1929–1932 –69% 1938 –0.02% 

UK 1973–1974 –61% 1935 0.50% 

In local currency. Dimson Marsh Staunton (DMS) Global Returns Database. Past performance is no guarantee of future results. 

The risk and return relationship from a preservation of capital perspective is apparent in these nominal returns, but the 

picture is a bit different after considering the impact of inflation. In terms of preserving purchasing power, now the 

"riskless" asset looks far from risk free.  

  

U 

https://my.dimensional.com/insight/northern_exposure/82616/?u=YnJ5YW4ubWNjbHVuZUBkZmFmdW5kcy5jb20-df52bee02d96d5519d2a388477a9b3ea&src=notify_149303_Individual#fn1
https://my.dimensional.com/insight/northern_exposure/82616/?u=YnJ5YW4ubWNjbHVuZUBkZmFmdW5kcy5jb20-df52bee02d96d5519d2a388477a9b3ea&src=notify_149303_Individual#fn2
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able 3 contains the biggest peak-to-trough declines, in real terms, for equities in these four countries over the 

same time period. It likely comes as no surprise that the magnitude of the real declines is substantial, with stock 

prices dropping anywhere from 55–71% after inflation. However, the duration of the declines is still relatively short, 

ranging from two to five years, and it took equity investors in these countries anywhere from three to eleven years to 

break even. 

Table 3: Worst Performing Periods for Equities, Real Returns (1900–2010)  

  Peak to Trough Decline Subsequent Recovery 

Country Period Total Return Years Years 

Australia 1970–1974 –66% 5 11 

Canada 1929–1932 –55% 4 3 

US 1929–1931 –60% 4 4 

UK 1973–1974 –71% 2 9 

In local currency. Dimson Marsh Staunton (DMS) Global Returns Database. Past performance is no guarantee of future results. 

In contrast, the data in Table 4 for bills, or the "riskless" asset, in these four countries is revealing. The biggest peak-

to-trough declines after inflation now remarkably range from 44–61%, a similar order of magnitude to equities. 

Furthermore, the duration of the declines extends to a range of seven to forty-one years with investors in bills waiting 

an astounding seven to forty-eight years to recover! 

Table 4: Worst Performing Periods for Bills, Real Returns (1900–2010)  

  Peak to Trough Decline Subsequent Recovery 

Country Period Total Return Years Years 

Australia 1937–1977 –61% 41 21 

Canada 1934–1951 –44% 18 34 

US 1933–1951 –47% 19 48 

UK 1914–1920 –50% 7 7 

In local currency. Dimson Marsh Staunton (DMS) Global Returns Database. Past performance is no guarantee of future results. 

More than ever, comparisons like these are needed when discussing the tradeoff of preserving capital versus 

preserving purchasing power. Investors feel the risk of equities in real time. Volatility is immediate and apparent as 

their portfolio value shows up in the mail every month or on their computer screen every day. Conversely, the risk of 

investing in bills and other low-volatility assets is less discernible and may take time to 

detect as it shows up when investors open their wallet at the grocery store or gas 

station many years later. 

Investors may still want to revisit the tradeoffs they made and alter course if 
appropriate. However, changes to a long-term plan should reflect an informed 
decision rather than an emotional one. Fear and greed are powerful forces, but 
we should resist letting them dictate the tradeoffs we make in our lives or in our 
portfolios. 
  

As the Most Interesting Man in the World would say, "stay invested, my friends!"  

 

 
Many thanks to Marlena Lee for compiling this data from the Dimson Marsh Staunton (DMS) Global Returns Database. 

 
1. Returns in this table are pre-tax, but actual consumption, as represented by inflation, requires after-tax dollars; therefore, if the marginal tax rate on interest income 
exceeds [1 – (Inflation/Bill Return)], the real return is negative. (e.g., Canada: [1 – (3.0/4.7)] = 36% but the highest marginal tax rate on income is roughly 45%.) 

2. The difference in the real return of equities versus bills would increase after taxes in countries where the tax rate on income exceeds the tax rate on dividends and 
capital gains. 
  

T 

https://my.dimensional.com/insight/northern_exposure/82616/?u=YnJ5YW4ubWNjbHVuZUBkZmFmdW5kcy5jb20-df52bee02d96d5519d2a388477a9b3ea&src=notify_149303_Individual#fnref1
https://my.dimensional.com/insight/northern_exposure/82616/?u=YnJ5YW4ubWNjbHVuZUBkZmFmdW5kcy5jb20-df52bee02d96d5519d2a388477a9b3ea&src=notify_149303_Individual#fnref2
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arge investment banks and brokerage firms are in the news again, with word that J.P. Morgan Chase suffered a 

$2 billion loss while trading for its own investment portfolio.  If you're inclined to be amused by such things, word 

had apparently leaked out weeks before the losses were spotted that a mysterious individual dubbed "The London 

Whale" – who we now know is Bruno Michel Iksil – was taking strangely large positions in credit default swaps linked 

to corporate bonds.  Other traders reported the unusual market 

activities to the Wall Street Journal, and four days after the article 

was published, on April 14, J.P. Morgan executives stepped in and 

stopped the trading activity. 

The story prompted some to speculate that the firm's crack risk 

management department stayed diligently on top of the firm's 

speculative trading activities by carefully reading the newspaper. 

But the lesson that was lost, amid the calls for new regulation and 

pronouncements that banks were too big to fail and too reliant on 

bailouts, is that once again a large brokerage firm was making huge 

bets and also advising customers on their investments.  When a 

large institution trades into and out of the markets for its own profit, it 

sets up the most basic conflict of interest in its dealings with the 

investors who are receiving the advice of its brokers.  If the firm 

made the mistake of investing in a dog stock that isn't likely to go up in value, or if the research department 

determines that a certain company whose stock the firm owns is about to report unfavorable news or deteriorating 

financials, then the brokers are told that what the company wants to unload is a wonderful "investment opportunity" for 

their customers.   

Some resist acting on these blatant attacks on their customers, but,    as evidenced by the actual volume of trading for 

the brokerage community's own accounts, many do not.  It's a little like the real estate broker who spots a nice piece 

of property selling at a terrific bargain.  Is he more likely to call his customers, or find a way to buy the property for 

himself? 

Fortunately, registered investment advisors with the Securities and Exchange Commission – unlike brokerage firms – 

are strictly prohibited from these kinds of conflicts, and we embrace that position.  It genuinely would not occur to 

most financial planning professionals to bet against clients or try to sell you something that we wanted to get rid of in 

our own portfolio, not because the regulators might find out, but because it is visibly the wrong way to serve the public 

and the community. 

When the 2008 meltdown swept through the financial world, former Federal 

Reserve Chairman Paul Volker proposed that brokerage firms and lending 

institutions be banned from trading in their own accounts, and the so-called 

"Volker Rule" bounced around Congress for a full year.  Industry lobbyists finally 

convinced our elected representatives that it was a very bad idea to force brokers 

to stop speculating in exotic securities and simply give good investment advice to 

their customers, or to require banks to lend their money to businesses and 

consumers instead of making wild bets with it.  What we didn't realize then, what 

J.P. Morgan's London Whale may have taught us, is that the consumer 

protections proposed in the Volker Rule might also be a great way to keep these 

large organizations solvent. 

 
 
 
The London Whale: http://www.ritholtz.com/blog/2012/05/understanding-j-p-morgans-loss-and-why-more-might-be-coming/?utm_source=dlvr.it&utm_medium=twitter 
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he nation of Greece has a current population of 11.3 million people, 
which is just slightly fewer than the number of people who reside in the 

state of Ohio – roughly .165% of the global population.  Its economy 
(measured by GDP) is roughly .478% of the world's total, falling 
somewhere on the global list behind Colombia, Iran, the United Arab 
Emirates, and one rung ahead of Malaysia.  
 
Yet for some reason, we are not receiving daily reports about the 
economic situation in Columbia, the United Arab Emirates, or, really, any 
other country on a daily basis.  What happens at the teller windows of 
banks in Singapore, Turkey or Sweden are not widely reported in the 
global press, and they do not drive the performance of U.S. stocks on a 
daily basis. 
 
So you would be justified in wondering why global stocks have been 
falling on news that (as reported virtually every you look) Greek citizens 
took 1.2 billion euros out of their banking system during a two-day period, 
at times causing those banks to run out of cash on hand before noon.  And, 
of course, the answer is that we are all spooked when somebody panics in 
our midst.  The lines at Greek teller windows have scared (this is a complex economic term) the bejeebers out of investors who 
imagine that the Greek banks are insolvent. 
 
Actually, the opposite is true; Greek banks are about to regain access to loans from the European Central Bank, which has already 
lent 100 billion euros under its European liquidity operations.  Meanwhile, according to Capital Economics (based in Toronto, 
London and Singapore), Greece's central bank has a program in place called Emergency Liquidity Assistance (ELA) which 
functions much like America's Federal Reserve system.  The Greek parliament has approved ELA of up to 90 billion euros, and the 
troubled Greek banks apparently have plenty of collateral left to gain such funds. 
 
Compared to all this, 1.2 billion euros should not be too much of a shock to the system – even if people continue drawing out their 
savings.  But that raises an interesting question.  If the bank solvency is guaranteed, and we are not looking at a run-on-the-bank 
scenario, why would citizens be pulling out their money? 
 
The answer is actually pretty simple, but you won't read about it anywhere in the press – at least, not yet.  Suppose you are a 
Greek citizen, and you believe there is at least a possibility that Greece will suddenly decide that the demands for austerity cannot 

be met, and take the step that economists say makes the most sense: to drop out of the 
common European currency, perhaps over the summer, perhaps later.  They will close 
their banks for a couple of days, and begin to print drachmas once again, and suddenly 
everything in the country will be priced in drachmas.   
 
You have probably read that this is considered a worst-case scenario, but in fact it may be 
the best option for a country whose citizens are in open revolt over the prospect of 
spending the next 20 years paying back their northern European creditors.  The country 
would reclaim control over its monetary system, allow its new currency to drop like a stone, 
pay back all those various central bank loans with much cheaper money, and as a bonus, 
allow the cost of its exports to be half what they were before, compared with euro-
denominated goods and services.   

 
If you, here in the U.S., have read about this easy way out of the economic mess, then you can bet that ordinary Greek citizens are 
following the situation a heck of a lot more closely.  And it's a fair bet that the first thing that would have caught their eye is that part 
about drachmas dropping like a stone in value.  A recent report by Capital Economics provides a best guess that the drachma 
would fall to about 50% of the value of the euro.   
 
The best course of action suddenly becomes obvious.  Greek citizens who see this coming have the choice of potentially losing 
half their purchasing power relative to the rest of the continent (and the world), or take their money out of the bank before any 
surprise announcement and, after the dust has settled, use the euros that they stashed in their mattresses to buy twice as many 
drachmas as they would otherwise have had.   
 
In other words, this is not, as widely reported, a run-on-the-bank scenario.  It might be an indication that sentiment on the streets of 
Greece has swung toward leaving the Eurozone – which means they might know a lot more than the reporters and economists 
whose reports you may be reading.  If Greece walks, and takes its .478% of the world's economy out of the Eurozone, one 
imagines that somehow the Eurozone – and the rest of us – will survive.  Perhaps then we won't be reading about .165% of the 
world's population 100% of the time. 

Global GDP figures: http://en.wikipedia.org/wiki/List_of_countries_by_GDP_%28nominal%29  
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A Toast to the Bride!   
 

Please join us in congratulating  

Pinnacle staff member Christine 

Larson on her recent nuptials!  

Christine, who is Pinnacle’s  

Vice President of Wealth 

Management Programs,        

married Craig Postel on              

May 11
th

.  Our best  

wishes to Christine  

and Craig! 

 

 Pinnacle News  

Pat Jergens, Associate VP Retirement Plan 

Services, recently earned the AIF® (Accredited 

Investment Fiduciary) designation. Accredited 

Investment Fiduciary® (AIF®) professional 

designation is the industry's first and only 

designation that demonstrates knowledge and 

competency in the area of fiduciary responsibility 

and communicates a commitment to standards of 

investment fiduciary excellence. Holders of the 

AIF® mark have successfully completed a 

specialized program on investment fiduciary 

standards and subsequently passed a 

comprehensive examination. 
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