STEPPING STONES
Exploring Financial Pathways
Client Adventure: Arlene’s Christmas Cookies
Twenty-one years ago, Arlene Stobbe took a plate of
Christmas cookies to her son’s office for the staff to enjoy.
Little did she know what this would turn into.
Today, her son’s office staff looks forward to Arlene’s treats
more than ever. “Cookie Day” is what the day has been
dubbed. The staff begins to prepare for “Cookie Day”
several weeks in advance. Coffee is a must, different
varieties of milk are needed, and vacations are
rescheduled.
But, it doesn’t stop there. Arlene has branched out. Now, she bakes and delivers cookies to about
25 different locations. Last year alone, she made 128 DOZEN cookies. That’s over 1,500 cookies!
She uses about 18 different recipes. Some of the recipes predate the onset of the tradition, and
others are newer.
(Continued on Page Two)
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Planner Article (from David): Play-Doh, a 4-Year Old,
and the Benefit of Hindsight
Another Christmas has come and gone. Exhausted grandparents
have just about recovered. Time to collect our thoughts. I had
the good fortune to spend some time with my granddaughter,
Naima, who is four. We played with Play-Doh, a gift from Santa.
Twas fun, but a financial planner’s mind is rather odd (as you may
have already guessed). My monetary mind changed Play-Doh to
Play-Dough, as in play money. Probably influenced by my game
of Monopoly with my grandson.
Then, ever more devious, Play-Dough became Play-Dow, as in the
Industrial Average.
(Strange Aside: Spending time with grandkids causes me to
reflect about Time. This can happen when a 66-year old plays
on the floor with a 4-year old. Try it sometime. Time is
inextricably tied in with money and investments. Time is the
necessary ingredient to successful investing. I have also noticed
it takes me a bit more time to rise from the floor than it used
to.)
(Continued on Page Ten)
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Arlene’s Christmas Cookies
(Continued from Page One)

When baking on such a grand scale for Christmas, there is
much to think about. First, one challenge is to calculate
how much of each ingredient she will need. Another, is to
plan the time it will take to bake all the cookies. Starting
early is one of the keys to making so many cookies.
So, you may ask, does Arlene receive any help with baking
these tasty treats? She does receive some. However, like
every great baker, she has her own technique. So for the
most part, she does all of the baking herself. However,
she does designate
other tasks to her helpers. One such task is plating
cookies. Plating, reports Arlene, has a style to it. Each
person has their style of organizing which cookies go
where on the plate, and how to wrap the plastic
around the tasty treasures. The final touches are a
decorative ribbon and bow along with a gold label
embossed with Arlene’s name.
So, if you would ever like to try Arlene’s cookies, come
by Pathways at Christmastime. We might let you try
one (if there are any left).

Brown Sugar Almond Bars
½ C butter, softened
½ C sifted Powdered Sugar
1 C flour
3 tbsp. butter
½ C packed brown sugar
1 tbsp. water
¾ tsp. lemon juice
¾ C sliced almonds
¾ tsp. vanilla
To make the crust: Cream the ½ C butter and powdered sugar with mixer. Add flour, mix well. Put into an
ungreased 9x9x2 inch pan. Bake at 350 for 12 to 15 minutes.
In a small pan, melt remaining butter. Add brown sugar, 1 tbsp. water, and lemon juice. Bring to a boil, stirring
constantly. Remove from heat, stir in almonds and vanilla. Spread over crust. Bake 15 to 20 minutes more. Cool.
Cut into bars while warm. Makes 2 dozen.
*If you would like to double the recipe, bake in an 8x12 pan.
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2015 Review Economy & Markets

Planner Excerpt:
Another year in the books, without much to “cheer” about. US returns were
modest and a strong dollar once again negatively impacted global
returns. Action by the Federal Reserve Bank was a hot topic throughout. 2015,
like many years before and many to come, challenged the patient investor.
Fortunately, with time, patient investors are rewarded for their patience.
-Dustin J. Smith, CFP®

The US economy and broad market showed modest gains during the year, although investor
discipline was tested by news of a global economic slowdown, rising market volatility in China
and emerging markets, falling oil and commodities prices, and higher US interest rates.
The S&P 500 Index logged a 1.38% total return. The returns across US indices were mixed, but
overall the broad US market, as measured by the Russell 3000, gained 0.48%—its lowest return
since the 2008 market downturn. The Nasdaq Composite Index returned 6.96%. Performance
among non-US markets was mostly negative: The MSCI World ex USA Index logged a ‒3.04% total
return and the MSCI Emerging Markets Index a ‒14.92% return (net dividends, in USD). The US
dollar’s strong performance against major currencies resulted in lower returns for US investors
in various markets. For example, the MSCI All Country World Index returned 1.27% in local
currency but ‒2.36% in USD (net dividends).
For most of the year, investors considered the potential impact of higher US interest rates
triggered by a US Federal Reserve Bank (Fed) rate increase. The Fed’s announcement finally
came in December and by year-end, the yield on the benchmark 10-year Treasury note stood at
2.27%, up from 2.17% in 2014. The Barclays US Government Bond Index returned 0.86% and
Barclays US Intermediate Corporate Index returned 1.08%. Global government bonds had slightly
positive returns with the Citigroup World Government Bond 1–5 Year Index (USD hedged)
returning 1.00%. Global corporate bonds also had positive returns, with the Barclays Global
Aggregate Corporate Bond Index 1–5 Years (hedged to USD) returning 1.21%.

(Continued on Page Four)
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2015 Review Economy & Markets
(Continued from Page Three)

The chart above highlights some of the year’s prominent headlines in context of broad US market
performance, measured by the Russell 3000 Index. These headlines are not offered to explain
market returns. Instead, they serve as a reminder that investors should view daily events from a
long-term perspective and avoid making investment decisions based solely on the news.
The chart below offers a snapshot of non-US stock market performance (developed and emerging
markets), measured by the MSCI All Country World ex USA Index. The headlines should not be
viewed as determinants of the market’s direction but as examples of events that may have tested
investor discipline during the year.

(Continued on Page Five)
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2015 Review Economy & Markets
(Continued from Page Four)

Global Backdrop
US Economy
The US economy grew modestly during 2015. Gross domestic product (GDP) increased only 0.6%
in Q1 before improving to 3.9% in Q2 (year over year). Growth slowed to 2.0% in Q3, matching
the average annualized growth for the past six years. Q4 GDP growth was forecasted to decline
to 1.0% and GDP growth for all of 2015 to average 2.5%.
Positive economic signs in 2015 included lower unemployment, which fell from 5.7% in January
to 5.0% in the last three months of the year—the lowest rate since 2008. Overall, the economy
added 2.7 million jobs, capping the second-best annual gain since 1999. December wages were
up 2.5% (year over year), which marked one of the best gains of the current expansion, although
still below the 6.33% annual average. Inflation (personal consumption expenditures index)
remained low. November’s 0.5% rate (year over year) marked the 43rd straight month of
annualized inflation below the Fed’s 2% target rate. US housing activity remained solid with price
growth, as measured by the S&P/Case-Shiller Home Price Index, rising 5.2% (year over year)
through October. New home sales increased 14.5% through November. Consumer confidence also
improved, with the University of Michigan’s Index of Consumer Sentiment averaging 92.9 in
2015—the highest since 2004. Consumer spending, which accounts for more than two-thirds of
US economic activity, grew 3.0% in Q3.
Negative economic indicators included declining US factory activity. In December, the Institute
for Supply Management’s (ISM) index fell to 48.2 from 48.6 in November, which was the weakest
reading since the final month of the recession in June 2009. (Readings below 50 indicate
contraction.) Corporate profits declined in Q1 and Q3 by 5.8% and 1.6%, respectively, and profits
at S&P 500 companies were projected to fall by 3.6% in Q4.
Global Economy
In 2015, economic growth was the weakest since the financial crisis. In December, the
Organization for Economic Cooperation and Development (OECD) revised its 2015 world growth
estimate downward to 2.9%—well below the historical average of 3.6% per year.
Eurozone GDP growth increased 0.5% in Q1, which was the strongest quarterly rate since its
regional recovery began in early 2013. But the pace slowed to 0.4% in Q2 and to 0.3% in Q3. The
slowdown came in spite of improved consumer spending sparked by lower energy prices and the
European Central Bank’s (ECB) quantitative easing efforts. A decline in the euro’s value boosted
exports and contributed to an improved current account surplus (3.7% of GDP) in 2015. Japan’s
economy showed signs of improvement early in 2015 by posting a 3.9% GDP growth rate in Q1.
Growth in Q2 reversed with a –0.7% rate before rebounding to 1% in Q3.
China, the world’s second largest economy, showed signs of a slowdown during 2015, with Q1
and Q2 growth reported at 7% and Q3 growth falling to 6.9%, which was less than half the growth
rate in 2010. The Chinese government later revised its growth target to 6.5%, reflecting the
weakest growth in 25 years.
(Continued on Page Six)
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After several years of robust growth, emerging market nations began to feel the effects of China’s
slowdown, persistently weak global commodity prices, and the prospect of higher US interest
rates. In Q4, the International Monetary Fund (IMF) cut its 2015 growth estimate for emerging
markets to 4%, which marked the fifth consecutive year of declining growth.
Oil Market Decline
The world oil market continued its dramatic slide. After falling more than 50% in 2014, oil
declined another 30% to end 2015 at $37.04 a barrel for West Texas intermediate crude, marking
the largest two-year price drop on record. Factors affecting the price decline include: (1) excess
supply spurred in part by higher production in North America, Middle East, and Russia, (2) slack
demand due to slowing global growth, especially in the emerging markets, and (3) OPEC’s waning
ability to influence market prices by adjusting its production. While cheap oil was a boon to
consumers in developed economies, the steep price decline brought uncertainty to financial
markets and industry sectors as firms curtailed spending and canceled projects, and oil-exporting
countries collected lower tax revenues and struggled with the effects of a weaker currency.
Diverging Paths for Central Banks
The divergence in actions by the major central banks in 2015 marked the first time since the
euro’s launch that the Fed, ECB, and Bank of England have been compelled to strike different
monetary paths as a result of diverging economies. In the late 1990s, the booming global economy
led the central banks to apply rate hikes, while the 2001–2003 market decline brought similarly
timed rate cuts.
In September, the Fed postponed raising interest rates, citing concerns with the economy,
inflation, and worldwide market volatility. The central bank raised its benchmark rate by a
quarter point in December—its first rate hike since 2006—and stated that it would continue on a
gradual course of monetary tightening as long as inflation and economic growth allowed. The
impact on the US financial markets was negligible, as rates had already begun to increase in
anticipation of the move. Even as the US central bank began monetary tightening, most banking
authorities across the globe were taking measures to ease their country’s monetary policy in
response to signs of an economic slowdown. The ECB implemented a major stimulus program
throughout the year, and in December announced new quantitative easing measures along with
Japan. More than 40 central banks across the globe eased monetary policy in 2015.
China’s Rising Influence
Markets closely followed the news about China’s declining economic growth and the severe
downturn over the summer, when the Chinese equity market declined more than 40% from its
peak. Attempts by the Chinese authorities to support stock prices and the Bank of China’s surprise
devaluation of the yuan raised questions about China’s impact on the economies of trading
partners. The events also pointed to the stresses the government faces in implementing
additional free-market reforms and transitioning its economic model from heavy industry and
exports to one based more on consumer spending.
(Continued on Page Seven)
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2015 Investment Overview
Market Summary
In the US equity markets, most major indices logged
negative performance, despite a strong rebound during
Q4. For the year, the S&P 500 Index returned 1.38%;
the Russell 3000 Index 0.48%; and the Russell 2000
Index ‒4.41%.
US market volatility, measured by the Chicago Board
Options Exchange Market Volatility Index (VIX),
declined steadily for the first half of 2015, but jumped
to its highest level in six years in late August, following
the US market decline. During Q4, the index dropped
then rose again to close slightly higher for the year.
Non-US developed stock markets experienced mixed
performance across almost all major indices (returns
in USD, net dividends). The MSCI World ex USA Index,
a benchmark for large cap stocks in developed markets
outside the US, returned ‒3.04%. Small cap and value
stock returns were mixed: The MSCI World ex USA
Small Cap Index returned 5.46% and MSCI World ex USA
Value Index returned ‒7.68%. The MSCI World ex USA
Growth Index was positive at 1.65%. Emerging markets
were among the worst global performers: The MSCI
Emerging Markets Index returned ‒14.92%; the small
cap subindex returned ‒6.85%; the value subindex
returned ‒18.57%.
Among the equity markets tracked by MSCI, nearly half
of the countries in the non-US developed markets
index had negative total returns (in USD) and the range
of returns was broad. The top three return countries
were Denmark (23.43%), Ireland (16.49%), and Belgium
(12.10%). Countries with the lowest returns were
Canada (‒24.16%), Singapore (‒17.71%), and Spain (‒
15.64%).

(Continued on Page Eight)
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In emerging markets, 21 of 23 countries tracked by
MSCI logged negative total returns (in USD) and the
dispersion of returns was broader than in the
developed countries. Hungary (36.31%), Russia
(4.21%), and India (‒6.12%) were the top-performing
countries in the index. The lowest returns in the index
came from Greece (‒61.33%), Colombia (‒41.80%), and
Brazil (‒41.37%).
Returns of major fixed income indices were slightly
positive. One-year US Treasury notes returned 0.15%,
Barclays US Government US Bond Index 0.86%,
Citigroup World Government Bond Index (1‒5 years,
USD hedged) 1.00%, and Barclays US TIPS index
returned ‒1.44%. The Barclays Global Aggregate
Corporate Bond Index 1–5 Years (hedged to USD)
returned 1.21%.
US and global real estate securities had mixed
performance: The Dow Jones US Select REIT Index
returned 4.48%, and the S&P Global ex US REIT Index
returned ‒3.54%. Commodities were negative for the
fifth year in a row, with the Bloomberg Commodity
Total Return Index returning ‒24.66%. Among the
composite indices, petroleum returned ‒39.42% and
industrial metals ‒26.88%. Among the single
commodity indices, Brent crude (‒45.57%) and West
Texas intermediate crude (‒44.35%) were the worst
performers. Natural gas returned ‒39.95%. Gold was
down for the third year in a row at ‒10.88%; silver
prices returned ‒12.72%. Cotton was the only
commodity in the index to post a positive return
(2.97%).
Currency Impact
The US dollar rose against most major currencies, including the euro, pound, and yen. The
dollar’s strength had a negative impact on returns for US investors with holdings in unhedged
non-US assets. For example, in 2015, the dollar’s rise relative to the euro hurt the returns of US
investors in European markets. The MSCI Europe Index (net dividends) returned 8.22% in euro but
‒2.84% in US dollars. This was the case in other regions where the dollar outperformed local
currencies. Examples: The MSCI United Kingdom Index (net dividends) returned ‒2.21% in pounds
and ‒7.56% in USD. The MSCI Australia Index returned 1.29% in Australian dollars but ‒9.95% in
USD.
(Continued on Page Nine)
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Performance of Size and Value Premiums
Based on the respective total returns of the Russell indices1 within the size dimension, US small
cap stocks underperformed US large cap stocks by ‒5.33% (‒4.41% vs. 0.92%). Within the relative
price dimension, US value underperformed US growth by ‒9.22% (‒4.13% vs. 5.09%). Among US
small cap stocks, small value underperformed small growth by ‒6.09% (‒7.47% vs. ‒1.38%); among
US large cap stocks, large value underperformed large growth by ‒9.49% (‒3.83% vs. 5.67%).
As in most years, diverging performance of various subindices in 2015 underscores the fact that
the premium within a particular dimension (e.g., size or value) does not always move in the same
direction across the global markets. For example, although the size premium was negative in the
US, it was positive in both the developed non-US and emerging markets for the year. The MSCI
World ex USA Small Cap Index outperformed the MSCI World ex USA Index by 8.50% (all returns
in USD, net dividends). The MSCI Emerging Markets Small Cap Index outperformed the MSCI
Emerging Markets Index by 8.07%. Value premiums outside the US were generally negative. The
MSCI World ex USA Value Index underperformed its growth counterpart by ‒9.33%; the MSCI
Emerging Markets Value Index underperformed the MSCI Emerging Markets Growth Index by ‒
7.24%.
Annual underperformance of the size and value premiums is not unusual from a historical
standpoint. Although small cap and value stocks have offered higher expected long-term returns
relative to their large cap and growth counterparts, these return premiums do not appear each
year.1 For example, since 1979, US small caps have outperformed large caps in 19 of the 37
calendar years—or 51% of the time. Results are similar for the relative price dimension. Since
1979, US value has outperformed growth in 20 of 37 calendar years—or 54% of the time. Small
cap value has outperformed small cap growth in 57% of the calendar years.
History also has produced multiyear periods in which US small cap and value stocks did not
outperform large caps and growth. The most recent example is three-year underperformance of
small cap value vs. small cap growth (2013‒2015). Small value has also underperformed in three
straight years (2009‒2011 and 1989‒1991). Other multiyear examples include small caps
underperforming large caps (1984‒1987 and 1994‒1998) and value underperforming growth
(1989‒1991 and 2009‒2011). Yet, despite even extended negative-premium periods, small cap
and value stocks have outperformed their counterparts over time, and when the premiums
reversed, they often did so strongly and for multiple years.
1

US small cap is represented by the Russell 2000 Index; US large cap is the Russell 1000 Index; US value (marketwide)
is the Russell 3000 Value Index; and US growth (marketwide) is the Russell 3000 Growth Index. US large value is the
Russell 1000 Value Index; US large growth is the Russell 1000 Growth Index. Russell data © Russell Investment Group
1995–2016, all rights reserved.
Russell data © Russell Investment Group 1995–2016, all rights reserved. Dow Jones data provided by Dow Jones Indexes.
MSCI data © MSCI 2016, all rights reserved. S&P data provided by Standard & Poor’s Index Services Group. The BofA
Merrill Lynch Indices are used with permission; © 2016 Merrill Lynch, Pierce, Fenner & Smith Inc.; all rights reserved.
Citigroup bond indices © 2016 by Citigroup. Barclays data provided by Barclays Bank PLC. Indices are not available for
direct investment; their performance does not reflect the expenses associated with the management of an actual
portfolio.
(Continued on Page Ten)
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Past performance is no guarantee of future results. This information is provided for educational purposes only and
should not be considered investment advice or a solicitation to buy or sell securities.
Investing risks include loss of principal and fluctuating value. Small cap securities are subject to greater volatility than
those in other asset categories. International investing involves special risks such as currency fluctuation and political
instability. Investing in emerging markets may accentuate these risks. Sector-specific investments can also increase
these risks.
Fixed income securities are subject to increased loss of principal during periods of rising interest rates. Fixed income
investments are subject to various other risks, including changes in credit quality, liquidity, prepayments, and other
factors. REIT risks include changes in real estate values and property taxes, interest rates, cash flow of underlying real
estate assets, supply and demand, and the management skill and creditworthiness of the issuer.
Dimensional Fund Advisors LP is an investment advisor registered with the Securities and Exchange Commission.

Play-Doh, a 4-Year Old, and the Benefit of Hindsight
(Continued from Page One)

So, Play-Dow. Let’s play with Time and the Dow. The Dow, over the last 90 years or so, has
risen about 8% per year on average. Of course it bounces all over the place on its path to the 8%
average.
Will the Dow proceed to average 8% in the future? Now we all know the ubiquitous disclaimer:
Past performance is no guarantee of future performance. Each chart of past performance and
each mutual fund prospectus has this language. This is proper and prudent. However, 90 years
of past performance should not be ignored. It surely seems reasonable that the next 90 years
may bring us something in the way of positive returns. Our best guess for the next 90 years
should be about 8%. Why otherwise?
Speaking mathematically, (Warning: Math and charts ahead. Please stick with it.) there is a
strange formula called the Rule of 72. The Rule says that if you divide 72 by a rate of return,
the result is the number of years needed at that rate for money to double. Dividing 72 by 8 we
get 9 years.
Playing with the Dow, I decided to test this. If we work backwards through Time, the Dow should
be cut in half every 9 years. It is about 17,000, as I write. To make the math easier for us, let’s
go back to when the Dow was 16,000. This was in 2013. Now we find the year when the Dow
first crossed the 8000 level, and so on.

(Continued on Page Eleven)

December 2015 – Pathways Advisory Group, Inc. Newsletter

Page Eleven
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The chart below displays the length of time between each doubling:
Year
2013
2009
1995
1988
1982

Dow
16,000
8000
4000
2000
1000

Years to Double
4 Years
14 Years
7 Years
6 Years

Never once did the Dow take 9 years to double. (Of course not! It’s ornery!) Remember, it
bounces all over the place. If we pull out our financial calculators we discover that our time
span from 1982 to 2013 is 31 years. The rate of return that grew the Dow from 1000 to 16,000
was about 9.3%. Over this time period, we enjoyed a slightly higher growth in the Dow than 8%.
This slice of time (31 years) is about 1/3 of the 90 years or so mentioned above.
Let’s assume the Dow slows a bit from its recent rate of 9.3 back to 8%. What would a doubling
of the Dow every 9 years look like over Naima’s life? (Another nasty chart. More Play-Dow.) To
make the math easier, let’s pretend the Dow is not 17,000, but 15,000.
Age
4
13
22
31
40
49
58
66

Dow
15,000
30,000
60,000
120,000
240,000
480,000
960,000
1,920,000

So, a reasonable expectation for Naima is that when she reaches her grandfather’s age of 66,
the Dow might be near 2 million. Nine years from now the Dow might be at 30,000. These
numbers may seem fantastical, but they are grounded in truth.
(Actually, I am understating the power of investing. The Dow reflects the underlying value of
the stocks in the Dow. The 8% long-term increase ignores dividends. Adding in the dividends
would only sweeten the story.)

(Continued on Page Twelve)
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Does Naima worry that the Dow is 17,000 or could drop to 15,000? Nope. She understands (or
at least she will when grandpap explains this one day) that investing is all about Time and
Patience.
Patience is needed because the Ornery Dow loves to bounce around. It tries to throw you off.
It tries to conceal its long term fundamental climb. It loves to drop dramatically. On average,
it drops sometime during a calendar year by 14%. It tests whether we can hold on. If we jump
off, we cannot know the right time to jump back on.
For those who hold on, the rewards can be outstanding. When markets feel crazy and the
bounciness gets to you, call your advisor. You will be counselled to have Patience. Your advisor
understands the power of stocks over time. It is our job to help you stay on board. Be like
Naima- keep your eye on the future. Understand the power of stocks over Time.
Past performance may be no guarantee, but can we not benefit from hindsight. Let’s not ignore
the past when we invest. Let’s learn from it. Patience and Time are richly rewarded.
-David Williamson, CFP®

Important Notice Regarding Schwab 1099s
IMPORTANT NOTICE: Tax time is upon us. As described in a notice last February, in
addition to traditional dividend and interest reporting, all cost basis and (potentially)
deductible management fee information will be reported on your Schwab 1099 for
2015. We have been informed that all Schwab 1099s will be mailed by February 15,
2016. As always, corrected 1099s can occur, if the information reported requires an
adjustment. Hopefully, these corrected 1099s will be limited.
Please share this information with your accountant and feel free to call with questions.
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