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SETLINGIEXPECTATIONS FOR THE FEUTURE

By Bruce White

t seems timely this month to mark the fifth anniversary of

the bursting of the NASDAQ bubble. This index of mostly
technology stocks is now 66% below the lofty highs of the
speculative “New Economy.” The Standard & Poor’s 500
Index (S&P 500) has fared better, but is still 15% below the
highs set March 24, 2000. Five years ago the five-year treasury
note yielded 6% and now vields about 4.5%. The last two
years have resulted in a much improved investment environ-
ment, but have called into question future performance.

How do we set return expectations in 20057 What are the
“right” payout rates we should be discussing with potential
donors for different trusts?

JUNIOR HIGH ALGEERA

Predicting future returns for any investment is impossible.
Bank CDs, stocks, bonds, gold, and real estate all have long-
term histories of return, but past performance is no
guarantee of future returns. All investments have non-linear
returns that cycle with the economy. Given that caveat, the
long-term performance of the S&P 500 from 1976 through
1998 was an annual average return of 16.3%. We would not
model against that historical period.

A more reasonable prediction for future stock market
returns is Professor Ibbotson’s of Yale. His forecast of 11.6%
average annual return for large-cap stocks and 5.4% for U.5.
Government Bonds in the next 20 years is based on the
historical equity risk premium plus the current risk-free
vield curve. In 1999, these would have seemed too conserva-
tive, but, six years later, feel too optimistic. To be prudent, we
might use 70% of these forecasted returns.

Stock return forecast 11.6% x 70% = 8.12%
Bond return forecast 5.4% x 70% = 3.78%

Modeling a balanced portfolio would look like this:
60% Stocks x 8.12% = 4.9%
40% Bonds x 3.78% = 1.5%
Balanced Forecast = 6.4%

“MONTE CARLO"

On September 28, 2004 the SEC approved the use of Monte
Carlo simulations by NASD members with clients to demon-
strate the probabilities of various investment outcomes. This
methodology has now become all the rage in investment
circles, although it has been used for 75 years in applied
scientific and engineering programs, including nuclear
weapons research and NASA programs. Monte Carlo model-
ing generates a large number of market scenarios with
probabilities assigned to potential outcomes based on inputs
that assume normal and historical statistical distributions of
returns. These historical distributions and returns produce
expectations that differ from Professor Ibbotson’s predic-
tions, but are valuable for illustrative purposes, The stock
market has less historical certainty than nuclear fission, and
this methodology must use past stock market data to predict
tuture returns.

Given 20 Year Assumptions:

Portfolio Weighting Return  Standard Deviation
30%  Large Cap Growth  11.568% 23.87
30%  Large Cap Value 13.0000  19.21
40%  Intermediate Term
Bonds 4.62%  6.68

Predicted Outcomes Using Monte Carlo:
20 Year Return Projections  Probability of
exceeding projection

13.0% 5%

10.0% 25%

9.6% 33% >
8.5% 50%

7.3% 67%

6.7% 75%

4.0% 95%
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“ALL INVESTMENTS HAVE NON-LINEAR RETURNS THAT CYCLE WITH THE ECONOMY.”
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