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In this issue of our Perspective, we deal primarily with uncertainty – an abundant element in our
atmosphere. More specifically, we write about making decisions in this environment. In 1982, Daniel
Kahneman (Nobel Laureate in Economics) published Judgment Under Uncertainty: Heuristics and Biases,
a compendium of 35 studies and articles about the difficulty of thinking rationally when the environment
and outcomes are uncertain. In 2011, he published the book Thinking Fast and Slow, which more
succinctly offers the same conclusion – that we humans do not know what we think or why. I paraphrase
and exaggerate, of course, but keep the essence.
We first discuss uncertainty and financial risk, both near and long term. Regarding the near term, we
focus on the period running up to the election. Perhaps, while contemplating the closeness of the race and
the significant differences between a Clinton and Trump presidency, some of you might well be feeling
anxious about the stability of your resources, accumulated with care over many years. We illustrate the way
presidential elections have affected the stock market in the past and, from there, we address the question of
what to do about one’s conclusions in the matter. (Acting on them is called “Market Timing,” by the way).
For several years, and especially again now, candidates for elective office have focused on Wall Street,
with good reason. “The Street” has earned serious criticism of late (Occupy!) and often seems to have only
one concern in mind – its own financial well-being. However, as Father Flanagan said (sort of): There’s
both good and bad in all of us. Accordingly, we report on remarks made a few weeks ago by Robert
Merton (another Nobel Laureate in Economics and Professor of Finance at MIT), who suggests in a brief
and fascinating history lesson, that we recognize the innovative good brought to the world by thinkers and
practitioners in Modern Finance. I hope that you find the brief article on page 4 interesting.
Last, on the subject of uncertainty, Shannon offers some thoughts on picking the signal out of the noise
in the daily media, which dishes out a cacophonous and constant battery of our senses in a Presidential
election cycle. She borrows concepts from Nate Silver, author of The Signal and the Noise.
For humor with a poignant truth, we include a cartoon about Janet Yellen, done by a Dutch cartoonist,
published recently in a domestic financial journal. It increases one’s sympathy for her position.
We move towards the close with comments about one of our favorite artists – Mireille Honein, a Parisian
whose work is in our collection. We then close with some thoughts about DHR itself and our interest in
growth through new clients.
We (certainly!) hope you enjoy the issue.
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The Uncertain Future Will Include Times for
Doing Everything, Including Nothing

Perhaps you remember the book written in 1968 by
Paul Ehrlich (another Nobel), called The Population
Bomb. A respected biologist and thinker, he is
best known for his work on global population and
Might sea level rise five feet in fifty years? Might
the resources available to support it. In his book,
water, or lack of it and food, or lack of it – become
the cause of major international, inter-societal strife, using well-reasoned science and rigorous logic, he
predicted that: “The battle to feed all of humanity is
conflict, war? Might the nations of the Western
developed world move strongly towards nationalism, over. In the 1970s, hundreds of millions of people
will starve to death in spite of any crash programs
xenophobia and protectionism? Might terrorists
embarked upon now.” Although he may yet be right,
obtain nuclear weapons? Might technology produce
his prediction will be off by fifty years, at least.
a world of police states instead of free states?
This illustrates a problem with making decisions
Might it remove most work-place jobs from our
for our financial lives based on long term predicted
population? (Perhaps I will just stay in bed and pull
up the covers). Writing this paragraph made me feel consequences. As they say, timing is everything.
Another problem with acting now on negative long
like I had just called up a “string of horribles,” even
while knowing that the possibility for evil outcomes term predictions is that one must put one’s money
somewhere. Generally speaking, places that make it
has always been in our history, but the fact of them
“safe” in the event of cataclysmic outcomes, do not
less so.
sufficiently reward its owner if those outcomes do
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not eventuate. We can go to the Poor House being
“safe.” Taking “no risk” is itself a risky proposition.
But how is one to structure one’s financial holdings?
At DHR, we have thought a lot about this and
especially about the effects one creates by acting
on fears, when “acting” means selling a meaningful
portion of “risky assets,” to move away from the
previously-held long term policy allocation.
Albert Einstein advised that one keep things as
simple as possible, but no simpler. DHR prefers
this “simple” approach: Based on one’s life goals,
diversify assets across a spectrum of holdings
in an intelligent way, then remain true to that
carefully considered approach.

Based on one’s life goals, diversify
assets across a spectrum of holdings
in an intelligent way, then remain
true to that careful approach.
Not only with respect to the current day and the
uncertainty about the election, but also to all days
and their accompanying uncertainty, the question
remains constantly in front of us: What should I do
about my investment portfolio? Doesn’t it make
sense to modify it to reflect current and near term
expected events? If I ignore those things, am I just
being naïve and foolish? Will I, having first suffered
losses (or missed sudden gains) then have to listen
to: “I told you so!?” We are all human, all read the
papers and magazines and listen to the news, all
stand in the path of a flood of forecasts, assertions,
opinions and stories about events. Who can resist
the compulsion to attend to forecasts? Even knowing
that predictions are almost always wrong, I cannot
resist. Furthermore, I also know that, even when
they turn out to be correct, that outcome occurs far
more often by chance than from skill or knowledge.
Yet, I too, crave “certainty,” being “in the know,”
and “being out in front.” I think we all experience
this struggle between rational thought, emotions and
cognitive bias.

Here is some text abstracted from an article in
The National Bureau of Economic Research, from
surveys conducted by William Goetzmann, Dasol
Kim and Robert Shiller. “Historical data suggest
that the base rate (frequency of actual occurrence)
for a severe, single-day stock market crash is
relatively low. However, surveys of individual and
institutional investors, conducted regularly over
a 26 year period in the United States, show that
they assess the probability to be much higher.
We examine the factors that influence investor
responses and test the role of media influence.
We find evidence consistent with an “availability
bias.”* Recent market declines and adverse
market events made salient by the financial press
are associated with higher subjective crash
probabilities. Nonmarket-related, rare disasters
are also associated with higher subjective crash
probabilities.
* (“Availability

bias” means the tendency to rely too
heavily on the most recent, therefore mentally the
most available data.) This all means two things: rely
less on the media for economic forecasting and even
descriptions of events and don’t readily trust your
conclusions. You might not know where they
came from!
Remember Brexit? A “huge event!” What happened
in the weeks that followed? Can we say with
confidence what will happen on November 8? Or
over the next five years? Or further out in time? In
order to spare our readers from another lecture on
market timing, even in written form, let me say this
about that: Market timing strategies are not reliable.
The temptation to act based on forecasts constitutes
one of the major obstacles to long term successful
investing. To those of you who doubt, or those
who think “this time it’s different,” let me urge
you: Don’t just do something. Stand there.
And: Let’s talk.
Enough said.
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“The Street” and Financial Innovation in the
20th Century
This Perspective is laden with references to
Nobel Laureate Economists. At DHR, we have
had the good fortune of associating and learning
from several of them. This section comes from
another - Robert Merton. Professor Merton recently
addressed a group of investment advisors at
Dimensional Fund Advisors and this section of the
Perspective includes some of his remarks, which he
focused on financial system innovation, and which
I summarize here.
Sustainable economic growth requires a wellfunctioning economic system. Financial innovation
creates improvements in that system. Innovation
itself is driven by economic need, financial
science and technology. Often “need” is “crisis,”
which then breeds implementation of innovation,
which can solve problems in the “real-sectors.”
Derivatives have become an essential ingredient in
innovation. Our challenges in the future might well
include climate change, global aging demographics,
economic expansion in Asia and Africa, feeding the
world - and the system of finance itself.
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After that introduction, Merton then reviewed the
period of the 1970s. Do you remember when …?
The Bretton-Woods currency system had fallen.
There was an explosion of volatilities in western
economies, which was reflected in their financial
systems. An oil crisis came in 1973-74 and then
another in 1979. The U.S. had double digit inflation
and also double digit interest rates, both of them
higher than in any period since the Civil War.
Unemployment went almost to 9%. The stock
market fell 50%, in real (inflation-adjusted) terms.
Stagflation reigned supreme – a phenomenon
then unprecedented in our history. There was no
mortgage money available for home purchases.
We had a major recession, the effects of which
extended into the 1980s.

“Knowledge will forever govern

ignorance; and a people who mean

to be their own governors must arm
themselves with the power which
knowledge gives.”
James Madison,

4th President of the United States
In response to this, and largely outside of the
political arena, financial innovation brought many
changes to the U.S., which were subsequently
adopted internationally. We created the Options
Exchange, making possible the insurance
of financial value in a variety of theretofore
unpredictable financial vehicles, a common
example of which is national currency, where
fluctuations between currencies cause problems
for cross border commerce (and travel, as many
of you know). Futures for currencies followed,
which allow values to be pegged and secured on
both sides of a cross border transaction. There
soon followed options for interest rates and stocks.
NASDAQ, the first electronic stock exchange was
created. Money market funds came into being,
changing the nature of banking. High yield and
floating rate bonds were created. The first Index
funds were created, for both institutional and also
for retail investors. TIAA-CREF started a break
through – international diversification of stock
portfolios. ERISA was passed, creating the modern
pension system and protecting pensioners. Fixed
rate commissions for stock trades ended in favor
of negotiated prices. A national mortgage market
was created with government support and debt
securitization. Interest rate swaps eliminated large
portions of risk at the bank level. Quantitative
finance emerged, enabled by large scale stock price
data bases (all prices from 1926 to the present, for

all securities each day – now each tick). Portfolio
theory arose, then asset pricing models, then nonlinear derivative and option pricing models.
These innovations all created a more fluid,
dynamic and responsive financial structure and
system, both in our country and in others, that
better enabled solid responses to challenges and
return to prosperity. Furthermore, they gave to the
world the tools with which to respond creatively
to the new challenges of that century and of our
own. As a consequence and for example, we now

actually manage and control many prices, such as
oil and gas, agricultural products, currencies and
manufactured goods, even in the face of uncertainty
about their future levels. This ability both stabilizes
and promotes commercial activity around the globe.
We could not be where we are today without the
changes that Merton described. Of course, finance
has created problems as well as solving them.
Nevertheless, a balanced and more nuanced view,
rather than cynicism or condemnation, serves us
better when we attempt to make law and policy.

We read how possible changes in U.S. interest rates
affect markets all over the world and how the world
attends to Janet Yellen’s every word. This cartoon
creatively captures that dynamic.

The Presidential Election and Your Portfolio
Even now in late October, if you can still tolerate
more about this subject, please read on.
The most recent issue of “The Journal of Finance”
contains an article titled “The Price of Uncertainty,”
a significant portion of which is dedicated to

presidential election periods in stock markets and
how the options markets measure and actually set
prices on the risks. It contains more high math
symbols than I care to tackle in this Perspective,
but I doubt you mind their exclusion. The article
makes two points. First, it reaches a conclusion
which we all know anyway: Volatility (which
we call risk) increases in the stock market as a
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presidential election approaches. The authors then
discuss measurement of risk, which they do in three
ways – 1) price risk (prices might drop); 2) tail
risk (they might drop a lot); and 3) variance risk
(volatility increases). They then dealt with their
main point - the effect of using options to hedge
those risks. The article applies theory to historical
evidence. The result seems to be that, at the cost
and risk of the use of options, one can actually
manage the risks of uncertainty. However, while
their conclusions might work, they have not yet
been sufficiently tested for us to know whether
the strategy would work for DHR portfolios, and
still less clear whether it would be economical to
use them. However, for our purposes, this Journal
article also demonstrates that we, in our practice,
should do as they do in their studies – separate risk
in the short term (around election dates) from risk
in the long term. Their study joins the many which
conclude that, to a long term investor, volatility
is not nearly as consequential as the shortfall of
outcomes in the long term. They go one step further
and agree with our own long-standing observations.

Active trading, prompted either by opportunistic
anticipation or by fear of near term events, poses
a much greater risk than does price fluctuation
to achieving long term outcomes, either through
actual loss of capital or as a result of opportunity
cost. When DHR separates the short and long
periods, we advise holding through volatility for
the long term objective.
The following charts support that conclusion
and we hope you will find these graphic views
interesting. The first chart shows performance of
the S&P500 for each year of a presidential election
from 1960 through 2012. The right hand columns
show performance for three sub-periods within
each election year, and then for the whole year.
The bottom rows show the averages for all years.
Furthermore, although not shown in the chart,
in the years from 1948 to 2012, the S&P500 had
positive performance in 76% of election years
and in 71% of all years. The prevailing economic
environment influences the investment markets far
more than the electoral cycles do.

2008, S&P500 Performance in Presidential Election Years is in Line with Other Years
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The next chart, a “histogram,” that looks like stacked blocks, shows basically the same data, in different
form. (See a bell curve in there?) To us, it displays nothing so much as the difficulty of forecasting the
outcome correctly. That attempt is a toss of the dice.

Presidential Elections and S&P500 Returns

Histogram of Monthly Returns: January 1926–June 2016

Past performance is not a guarantee of future results. Indices are not available for direct investment; therefore, their performance does not reflect the expenses associated with the management of an actual
portfolio. The S&P data is provided by Standard & Poor’s Index Services Group

So! If you hold on, as you know we recommend, then the next question becomes: How has the stock
market performed during the presidential administrations of each party? Our last chart answers that
question with the clear illustration that both parties have presided both over growth and over volatility.

Markets Have Rewarded Long-Term Investors Under a Variety of Presidents
Growth of a Dollar Invested in the S&P500: January 1926–June 2016

Past performance is not a guarantee of future results. Indices are not available for direct investment; therefore, their performance does not reflect the expenses associated with the management of an actual
portfolio. The S&P data is provided by Standard & Poor’s Index Services Group
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This is the Captain Speaking…
By Shannon Stone

It’s hard to believe the final quarter of 2016 is
already upon us. If only we could see ahead like an
airline captain who warns us to buckle up and stay
seated. As we begin our descent out of 2016 and
our ascent into 2017, I have reflected on what has
felt like a turbulent ride in our portfolios. Here’s a
brief summary of this year’s trip so far…
Following the increase of interest rates by the
Federal Reserve Board in December 2015, the
event headlines for the first half of 2016 looked
like this:

1. UBS says S&P500 to drop 10%
2. Goldman warns stock and bonds to plunge
3. Goldman warns of looming S&P500 tumble
4. Deutsche Bank says bond market about to be
crushed

1. Oil Skids to a 12 Year Low

5. BofA ML(Merrill Lynch) says stocks to shoot
higher

2. Bank of Japan Introduces Negative Interest
Rates

6. Deutsche Bank’s FX Forecasts and valuations
tempered USD strength

3. U.S. Budget Deficit Falls to Lowest level
Since August 2008

7. BofA ML says S&P500 to surge

4. British Pound Sinks to Seven Year Low on
“Brexit” Fears
5. U.S. Economy Starts 2016 on Solid Footing
6. U.S. Dollar on Track for Worst Quarter
Since 2010
7. U.S. and China Agree to Sanction North
Korea on its Nuclear program
8. Global Currencies Soar, Defying Central
Bankers
9. S&P500 Turns Positive for the Year
10. DJIA Falls Almost 900 Points in Two Days
After the Brexit Vote Results Announced
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At DHR, we receive daily emails that contain sales
pitches, predictions, market data and more from
multiple sources in addition to communications
from our clients. Recently, one particular sender
of financial news has caught our attention. We find
the subject lines very eye-catching; the following
is a list of email subjects during the month of
September and early October:

8. BofA warns markets to tumble
9. Here is where you can get 12% yields
10. JP Morgan says yields to surge
The list goes on…one conclusion a reader could
take away from both lists of headlines is that
uncertainty is abundant. The contradicting Bank
of America headlines, #7 and #8, actually came out
the same day!
When looking at all of the “noisy” headlines
above, it is difficult, to say the least, to make
an informed decision about what to do with
a portfolio. Every day comes with a level of
uncertainty and increasingly, more noise.

Nate Silver, author of the book, The Signal and the
Noise, offers ways to separate signals from noise.
He suggests that we should:
1. Think probabilistically: Think of your uncle
who picked a couple successful stocks and
got rich, therefore he must be an amazing
stock-picker and market-timer. See how that
broad brush gets applied? What you don’t
see or know about are prior failed attempts
that make up the rest of his portfolio. He
was most likely, simply lucky; his good luck
does not make him a genius. Or... he might
be the next Warren Buffet, but the probability
of that being true is small. Sound decisions
are based on identifying relevant variables
and attaching probabilities to each of them.
Thinking in this way involves analytics,
subjective judgments and logic.
2. Know your biases, vulnerabilities and weak
points, and...
3. Try, and be willing to err (be willing to make
mistakes.) Just avoid big ones by avoiding big
decisions.

Using “Big Data” is the process of examining
large data sets to uncover hidden patterns,
unknown correlations, market trends, customer
preferences and other useful business information.
IBM estimates that we are generating about 2.5
quintillion bytes of data each day. The velocity of
information can have a tremendous effect on the
financial markets. Take, for example, a fraudulent
tweet from the Associated Press’s Twitter account
in 2013 (the account had been hacked) that said
The White House was under attack and President
Obama was injured. The stock market plunged 1%
in one day as a result. $1.5 billion dollars changed
hands on a fraudulent tweet.
Silver explains that, as the volume of data
increases, the statistical relationship between
each point of data grows exponentially both
in numbers and in complexity. This doesn’t
necessarily increase the amount of usable
knowledge. How can we find the signal in all
the noise (big data)?
When working with your investment goals, DHR
suggests that you follow a similar path to that
which Silver suggests.
What can you do to reduce the amount of
investment noise that comes into your daily life?
We offer three ways in which to turn the noise
down.
Risk: Is your allocation appropriate for you to meet
your goals? Are you taking too much or not enough
risk? When was the last time you reviewed your
allocation? If a 2008 financial crisis event were to
repeat how you would feel about your portfolio
declining 30% or even 40%? Would you have the
wherewithal to stay the course as you did eight
years ago? If not, we should have a conversation
about a possible reduction in stocks and increase in
bonds.
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Savings: Are you saving enough and could you
save more? We have yet to hear a client regret
saving too much. We also believe there is a
balance between living your life in a way that is
satisfying and paying your future self at the same
time. For some it might come more easily, for
others, less so. If you have not had the opportunity
to have your needs, wants and wishes illustrated
for you in combination with your sources of
income through our software program, “Money
Guide Pro,” we highly recommend meeting
with us to do so. This presentation will provide
information about your current level of savings
and assets and test them against your future
anticipated expenses. It will show an approximate
estimate of how long your resources will last. How
much might you want to spend in the future you
ask? Come in and let’s talk. The only way to get to
that answer is in small steps; let us show you how
the process will work for you and your family.
Expenses: What kind of lifestyle do you wish to
enjoy when you retire? Are you currently spending
too much? Only you know the answer. We can
show you the effects of your spending level on
your overall wealth by applying different levels of
expense over time.

“The test of our progress is not
whether we add more to the

abundance of those who have much;
it is whether we provide enough for
those who have too little.”

Franklin Delano Roosevelt,

32nd President of the United States
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Our Money Artist Mireille Honein
Among those fortunate enough to have travelled
there, who does not love walking in Paris? On
one of our lucky chances to do that, Louise and
I accidentally passed a bank that, in its lobby,
featured sculpture by the artist Mireille Honein.
It was all about money! What were we moneyart-collectors to do? “But, of course! Bien sur!”
We went in to examine it. After returning home,
I spent months trying to locate her and finally
succeeded in exchanging e-mail. We arranged
to meet her in her studio the next time we were
“in town,” which we actually did soon thereafter.
She is an accomplished sculptor with of a variety
of materials, but her work in this instance with
currency, has its origins in the replacement of
the Franc by the Euro, which both saddened and
inspired her. Mireille has meaningful political
connections, so she managed to acquire what
must have been a virtual truckload of Francs,
all of which had four good-sized holes punched
through them, rendering them useless. Using
those Francs, she made 365 pieces of sculpture,
of which we own five. In our conversations and
subsequent correspondence, we spoke of art, of
time and of money and were able to create quite
a bond. We show here two of them. The many
faces of Paul Cezanne, French artist, shown on the
face of a Franc note, with the humorous addition
of two ping-pong balls. The second is one of my
favorites. It references “Lucifer,” whom we know
as the Devil. The French (like us in America)
have societies organized around Lucifer worship.
Mireille points out that the worship of the Franc
(dollar) can bring one close to danger. If you look
at her complete catalog in our library, to review the
365 pieces of sculpture, you will see that Mireille’s
work addresses peace and war, the influence of
moneyed interests, and even the power of art to
influence the world. Influence the world? Can art
influence the world? “Oui! J’espere!”
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A Word About DHR
The general subject of this Perspective is uncertainty and the challenges it brings to us when we make
decisions. DHR’s professionals and staff have worked in this environment a long time and have dedicated
research, thinking and practice to strategies that help clients succeed in their decision making. We are
proud of the way we provide that support.
Not only the end of this year but also the next several years seem to promise both unusual opportunity and
challenge to investors - opportunity for continued growth of resources and challenges to understanding,
decision-making and discipline.
We solicit your assistance with those whom you know, who might be feeling unsettled or even fearful
about what lies ahead. We are here to help, to teach, to clarify and to calm and we are actively seeking
new client relationships. The best and most welcome new clients always come from referrals. If you
know of someone who could be helped with additional understanding or discipline and counsel on the
management of their invested resources, please do let them know about us. We appreciate your support.

Don’t forget to vote on November 8th!
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