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CAPITAL MARKETS UPDATE |

Domestic equity markets vaulted higher (Large Cap +10.6%, Small Cap
+12.4%) in the first quarter as the S&P 500 and Russell 2000 both set new all-time highs. International equities (+5.1%)
performed well while Emerging Markets (-1.6%) and Commodities (-1.1%) both trended lower. The US bond market
posted a slight loss (-0.1%) as price declines narrowly exceeded interest income. Major central banks continue to
be active in markets with Japan being the latest to aggressively target higher economic growth and modest
inflation.

AVERAGES ARE NOISY |

Averages can be helpful. They summarize a complex stream of data. Averages
can also be misleading. After all, an average is just one number that describes a potentially wide distribution of
outcomes. Importantly, when investors consider average investment returns, the average provides no details about
the journey. Were markets volatile? What were the portfolio’s ups and downs? In all fairness, averages are noisy. It
is important to consider the distribution of possibilities to fully understand the opportunities and risks of a given
investment.
How volatile are equities? Very! All of us are well versed in stock market volatility after the roller coaster ride over
the last 15 years (pre tech bubble, post tech bubble, pre financial crisis, post financial crisis). The chart below
depicts annual investment returns for the S&P 500 over the last 50 years sorted from worst to best. The annualized
(compound average) return over these 50 years was 9.8%. But look at the wide distribution of outcomes—the outer
tails (both positive and negative) greatly impact the long run average. Note that the years with returns that were
within 50% above or 50% below the average only account for 11 of the 50 years (less than ¼ of the total)! Actual
annual returns logged little time around the average. Equities are indeed highly volatile.
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ONLY COMPOUNDED RETURNS MATTER | It is also important to be clear about which average we

are talking about. The financial press often uses arithmetic averages to describe returns. An arithmetic average or
simple average is the sum of the returns for each year divided by the number of years. For the last 50 years, the
simple average return for the S&P 500 was 11.2%. However, an investor in the S&P 500 did not earn the simple
average return. Only compounded returns matter. A geometric average (or annualized) return is the only relevant
average to an investor—it is the compound annual growth rate of the investment. Note in the chart above the
compounded return was 9.8% or 1.4% less than the simple average of 11.2%. Though a 1.4% lower return seems
modest, the compound effect over 50 years is huge: the investor’s ending wealth is half as much. Negative returns
and portfolio volatility both dampen compounded returns.

THE TYRANNY OF NEGATIVE RETURNS |

We know
intuitively that negative returns are punitive. What can be surprising
mathematically is how punitive.
An example helps illustrate the
challenge. Suppose an investor earns +20% one year and -20% another
year—the simple average return is 0% but the investor is still down 4% from
where he/she started regardless of the order of these positive or negative
returns ($1.00 x 1.20 x 0.80 = $0.96). The adjacent table notes the gain
that is required to offset a given investment loss—the greater the decline,
the more daunting the recovery. Big losses require enormous gains.
Smaller losses are more manageable and have less impact over the long
haul because there is less ground to make up.

Portfolio
Decline

Required
Increase

(50.0%)

100.0%

(25.0%)

33.3%

(10.0%)

11.1%

(5.0%)

5.3%

VOLATILITY IS NOT YOUR FRIEND |

Less intuitive is the impact of volatility. Once again, only
compounded returns matter. The distribution or variation of the actual annual returns directly impacts the longterm annualized return. Fortunately, there are three mathematical facts that we can always depend on as we
design portfolios.
1.

Portfolios with equal simple average returns will have different compounded returns if the component
annual returns are different.

2.

The compounded return is always less than or equal to the simple average return.

3.

The greater the variance in the sequence of returns (the higher the portfolio volatility), the lower the
compounded return.

Simple translation: volatility is not your friend. The chart below illustrates the negative impact of higher portfolio
volatility on compounded returns.
Portfolio
A

B

Year 1

10.0%

20.0%

30.0%

40.0%

50.0%

Year 2

10.0%

(5.0%)

(15.0%)

(25.0%)

(35.0%)

C

D

E

Year 3

10.0%

15.0%

15.0%

15.0%

15.0%

Simple Av erage Return

10.0%

10.0%

10.0%

10.0%

10.0%

Compounded Return

10.0%

9.4%

8.3%

6.5%

3.9%

In fact, volatility can be especially punitive for portfolios with regular withdrawals. If the portfolio has a volatile
sequence of returns, the timing and magnitude of the withdrawals will significantly affect the sustainability of
withdrawals over the long term. All other things equal, withdrawals during a big up year are “cheap” and have
little long-term impact while withdrawals during a large downturn are “expensive” and can reduce portfolio
longevity.
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INVESTMENT IMPLICATIONS | The intent of this newsletter is not to disparage equities as an asset class.
In fact, stocks are a critical long-term growth engine that most investors need to hold. However, expected volatility
has important implications as we customize the strategy for individual client portfolios.


Set and maintain a disciplined risk budget—how much volatility and downside risk is appropriate for the
portfolio and the withdrawal objectives?



Consider including some equity surrogates with stock-like expected returns and lower expected volatility
(global tactical, high yield bonds, emerging market local currency bonds, managed futures, etc.).



Consider trimming allocations to traditional stocks and bonds in favor of alternative investments. Given the
starting point of low yields (high prices) of domestic bonds, fixed income may provide less support through
price appreciation in the next equity bear market. Looking out the windshield, long-term fixed rate bonds
may be a source of higher volatility and negative returns when yields move appreciably higher rather than
the provider of lower volatility and positive returns that we have grown accustomed to over the last 30
years.



Rebalance to target allocations—by adhering to this long-term discipline, we expect to increase returns
while reducing risk.

NEW WEBSITE | Please visit our redesigned website at www.arborinvest.com (same address).
your feedback.

We welcome

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance of
any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Arbor Investment Advisors, LLC), or any non-investment
related content, made reference to directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual
situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you
should not assume that any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Arbor Investment Advisors, LLC. Please
remember to contact Arbor Investment Advisors, LLC, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our
previous recommendations and/or services. Arbor Investment Advisors, LLC is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or
accounting advice. A copy of the Arbor Investment Advisors, LLC’s current written disclosure statement discussing our advisory services and fees is available for review upon request.

ARBOR INVESTMENT ADVISORS, LLC
PRIVACY NOTICE

Arbor Investment Advisors, LLC (referred to as “Arbor”) maintains physical, electronic, and
procedural safeguards that comply with federal standards to protect its clients’ nonpublic personal
information (“information”). Through this policy and its underlying procedures, Arbor attempts to
secure the confidentiality of customer records and information and protect against anticipated threats or
hazards to the security or integrity of customer records and information.
It is the policy of Arbor to restrict access to all current and former clients’ information (i.e.,
information and records pertaining to personal background, investment objectives, financial situation, tax
information/returns, investment holdings, account numbers, account balances, etc.) to those employees
and affiliated/nonaffiliated entities who need to know that information in order to provide products or
services to the client. Arbor may disclose the client’s information if Arbor is: (1) previously authorized to
disclose the information to individuals and/or entities not affiliated with Arbor, including, but not limited
to the client’s other professional advisors and/or service providers (i.e., attorney, accountant, insurance
agent, broker-dealer, investment adviser, account custodian, etc.); (2) required to do so by judicial or
regulatory process; or (3) otherwise permitted to do so in accordance with the parameters of applicable
federal and/or state privacy regulations. The disclosure of information contained in any document
completed by the client for processing and/or transmittal by Arbor in order to facilitate the
commencement/continuation/termination of a business relationship between the client and a
nonaffiliated third party service provider (i.e., broker-dealer, investment adviser, account custodian,
insurance company, etc.), including information contained in any document completed and/or executed
by the client for Arbor (i.e., advisory agreement, client information form, etc.), shall be deemed as having
been automatically authorized by the client with respect to the corresponding nonaffiliated third party
service provider.
Arbor permits only authorized employees and affiliates who have signed a copy of Arbor’s
Privacy Policy to have access to client information. Employees violating Arbor’s Privacy Policy will be
subject to Arbor’s disciplinary process. Additionally, whenever Arbor hires other organizations to
provide services to Arbor’s clients, Arbor will require them to sign confidentiality agreements and/or the
Privacy Policy.
Should you have any questions regarding the above, please contact Scott E. Cawood, Chief
Compliance Officer.

