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Life would be so much easier if we didn’t have to worry about our financial futures. Though |
suppose we don’t have to worry. Animals don’t. Squirrels instinctively store away nuts and thus
live through winter without much thought.

We humans have retirement winters, and we’re more sophisticated than squirrels. We generally
outsource the job of managing our nuts/money to professionals. All well and good if we save
enough and if the professionals do their jobs right. As we saw last week, the elected squirrels
who run Social Security haven’t evolved to face changing conditions. Our Social Security nuts
are in danger.

But the problem is even bigger. Today | want to continue this theme using some recent
corporate news as our springboard. Economic changes have made future planning increasingly
difficult for government retirement systems, private pension plans, and individual investors. How
do you generate a reliable income stream for an uncertain but potentially lengthy lifespan in a
world where interest rates are barely above zero and possibly below it?
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The easy answer is “save more,” but that strategy has limits. We all have current expenses. Yes,
we can live simpler lives, but we can’t save 100% of our income. Yet that’s what it will take in
some scenarios.

If you're starting to envy the squirrels, you aren’t the only one.

Big Gaps

Remember “defined benefit” pensions? That is the kind of plan in which the employer
guarantees the worker a set monthly benefit for life. They are increasingly scarce except for
small closely held corporations. My US accountant has set up well over 1,000 defined benefit
plans, including two for me. His primary customers are dentists. The same rules apply for
small closely held businesses as for large corporations. These plans can be great tools for
independent professionals and small business owners.

But if you have thousands of employees, DB plans are expensive and risky. The company

is legally obligated to pay the benefits at whatever the cost turns out to be, which is hard to
predict. The advantage is you can use some hopeful accounting to set aside less cash now and
deal with the benefit problems later. The problem is “later” comes faster than you would like, and
procrastination can be a bitch.

At some point, the risks outweigh the benefits, which is why few large companies have open DB
plans these days. But the plans are often still in effect for older workers, and the amounts are
large and frequently underfunded. Companies are slowly dealing with the problem.

And that brings us to the lesson for today. On October 7, General Electric (GE) announced
several changes to its defined benefit pension plans. Among them:

» Some 20,000 current employees who still have a legacy defined benefit plan will see
their benefits frozen as of January 2021. After then, they will accrue no further benefits
and make no more contributions. The company will instead offer them matching
payments in its 401(k) plan.

* About 100,000 former GE employees who earned benefits but haven'’t yet started
receiving them will be offered a one-time, lump sum payment instead. This presents
employees with a very interesting proposition. Aimost exactly like a Nash equilibrium.
More below...

The first part of the announcement is growing standard. Employers prefer 401(k) plans because
they transfer investment risk to the employees. Other than the matching payments—which end
when the worker quits or retires—the company has no future obligations.

The second part is more interesting, and that's where | want to focus.
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Suppose you are one of the ex-GE workers (and I'll bet | have some readers in that group) who
earned benefits. As of now, GE has promised to give you some monthly payment when you
retire. Say it's $1,000 a month. What is the present value of that promised income stream? It
depends on your life expectancy, inflation, interest rates and other factors. You can calculate it,
though. Say it is $200,000.

Is GE offering to write you a generous check for $200,000? No. We know this because GE’s
press release says:

Company funds will not be used to make the lump sum distributions. All distributions

will be made from existing pension plan assets in the GE Pension Trust. The company
does not expect the plan’s funded status to decrease as a result of this offer. At year-end
2018, the plan’s funded ratio was 80 percent (GAAP).

So GE is not offering to give away its own money, or to take it from other workers. It is simply
offering ex-employees their own benefits earlier than planned. But under what assumptions?
And how much? The press release didn’t say.

If that's you, should you take the offer? It's not an easy call. First, you are making a bet on the
viability of General Electric. In September 2000, GE stock traded at $58+ per share. As | write
this it is $8.45. The board has slashed dividends and the dividend yield is now only 0.47%.

As of April, GE had $92 billion in liabilities in its pension plan, on assets a little below $70 billion.
Commendably, the company is “pre-funding” $4-5 billion into the DB plan. As we will see,
however, this is chump change to the actual obligations.

In various ways, the choice GE pensioners face is one many of us will have to make in the
coming years. GE isn’t the only company in this position. You're still affected even if you don'’t
have a DB plan. Lots of people are reaching retirement age to find they only have 80% (and
often less) of their “fully funded” amount. They have to fill the gap somehow. Most often, that
means reducing expenses or working longer, if you'’re able.

Rising Pressure

When GE says its plan is 80% funded under GAAP, it necessarily makes an assumption about
the plan’s future investment returns. Here’s what they say in the 2018 annual report.

PRINCIPAL PENSION PLANS(a) 2018 2017 2016
Discount rates 3.64% 411% 4.38%
Expected rate of return 6.75% 7.50% 7.50%
(a) Our principal pension plans are the GE Pension Plan and the GE Supplementary Pension Plan
Source: GE
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I dug around and found the “expected rate of return” was 8.50% as recently as 2009, when
they dropped it to 8.00%, then 7.50% in 2014, to now 6.75%. So over a decade they went from
staggeringly unrealistic down to seriously unrealistic. They still assume that every dollar in their
pension fund will grow to almost $4 in 20 years.

That means GE'’s offered amounts will probably be too low, because they’ll base their offers on
that expected return. GE hires lots of engineers and other number-oriented people who will see
this. Nevertheless, | doubt GE will offer more because doing so would compromise their entire

corporate viability, as we’ll see in a minute.

In any case, more companies will do such things and affected workers won’t be happy. We’'ll see
the same in state and local government pensions, which are often even more underfunded and
have even more absurd investment projections. These are becoming untenable and lump sum
offers like GE’s help highlight that fact.

This, in turn, will raise pressure on plan sponsors to reduce those projections, which will
increase the amounts they must contribute to their plans, which (for the corporate ones) will
reduce earnings.

See where this is going?

We are right now entering an earnings season that may not be disastrous but doesn’t look too
impressive, either. It is getting harder to justify the valuations investors place on many stocks.

If you take out the buyback activity from companies themselves, and the index funds and ETFs
that buy indiscriminately as yield-starved investors give them more cash, who is really buying
stocks in any major way? And what happens when they stop buying? If you’re holding stocks,
you better have an answer.

Victoriously Breaking Even

In last week’s Social Security discussion, | noted a fatal flaw in ideas to convert the system into
private accounts. Two flaws, actually: 1) Most people don’t know how to invest successfully and
2) now is a terrible time to learn.

(Note, that probably doesn’t include you. You’re reading this letter so you have at least some
basic economic and financial literacy. But you represent maybe 5% of the population.)

| dislike saying “it's different this time” but it really is. Today’s conventional investment wisdom
came from an era when there was this thing called “risk-free rate of return.” Everyone could
count on earning something, though perhaps not much, without risking it all. Inflation might
erode your principal over time but you could at least see it coming.

Now there is no such option. Banks and Treasury securities pay zero, almost zero, or slightly
below zero in some places. Don't like it? Start adding risk. That is your only choice now.
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We are in a world where simply breaking even counts as a victory... and that is a serious
problem if you need to fund a long retirement.

My friend John Hussman’s September letter, Going Nowhere in an Interesting Way, is a
fascinating and important read on this topic. (Over My Shoulder members can read my
annotated version here.)

Hussman’s main point: It’s folly to assume stocks will continue performing the way they have in
recent years. First, the last two decades haven’t been so great. The S&P 500 total return since
2000 was just 5.4% annually and getting there took the most extreme valuations in US history.
He calculates that assuming 4% nominal growth in economic fundamentals and a historically
normal valuation 20 years from now, average annual gain for the next two decades will be
-1.0%. Yes, that’s a negative sign.

Ok, that’s just stocks, you may say. I'm a bond guy. Fair enough. So maybe instead of -1.0%
you’ll earn a positive 2%. That still makes real growth difficult.

Investment math is actually pretty simple if your return assumption is 0%. Calculate how much
you need to retire, and save that much. Hussman does it more elegantly.

Suppose an investor has accumulated a lump-sum of savings, and wants to finance

a long-term stream of real, inflation-adjusted spending. How large must the initial
‘endowment” be, as a multiple of annual spending, to finance those future outlays,
assuming that it's passively invested in a conventional portfolio mix (60% S&P 500, 30%
Treasury bonds, 10% Treasury bills)?

As a convention, we assume a 36-year horizon, representing a 64-year-old investor
hoping to fund spending over a potential 100-year lifespan. There’s nothing special
about that horizon, and we obtain similar results using any horizon beyond about two
decades, because long-dated distributions have very little impact on the total present
value.

The chart below presents our estimate of the Endowment to Spending Multiple going
back to 1928. The equity market return estimates are based on the Margin-Adjusted P/E
before 1950, and the ratio of nonfinancial market capitalization to corporate gross value-
added after 1950. The bond market return estimates use the yield to maturity on long-
term Treasury bonds at varying horizons.
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35

Hussman Strategic Advisors
Endowment/spending multiple calculated based on 36 years of expected inflation-adjusted distributions,
discounting each distribution [1:36] by the expected return of a fixed-allocation portfolio invested
[ 60% in the S&P 500, 30% in Treasury bonds, and 10% in Treasury bills.
* Methods: John P. Hussman, Ph.D., 20189, Strategic Allocation
Data: Standard & Poors, Robert Shiller, Federal Reserve
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—— Endowment/spending multiple to fund 36 years of real spending using a fixed 60/30/10 allocation

You'll notice that the current E/S Multiple is over 31, which basically says that if you insist
on passively investing a lump-sum in a conventional portfolio mix in order to fund your
retirement, you’d better already have nearly all the dollars you hope to spend, because
the prospects for significant long-term capital growth from present valuations are dismal.
Contrast this with 2009, when the estimated E/S multiple was 18, or with 1982, when the
E/S multiple fell to a record low of 9.

A pretty dismal outlook: If you want to fund an income stream, your lump sum should be 31X the
annual income you seek.
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But Wait, There’s More

At the risk of sounding like Ron Popeil of Ronco fame (But Wait, There’s More!), whom readers
of a certain age will remember nostalgically, there is more. Sadly, you can’t buy it on late-night

television.

The reality is simple. Valuations are high and returns based on historical numbers do not
suggest anything close to the 6.75% GE expects, let alone the ridiculous numbers public

pension plans expect.

| asked mi buen amigo (I'm trying to learn Spanish) Ed Easterling of Crestmont Research to
send me his latest numbers. Based on historical numbers using the Shiller model (other models
would be slightly worse) it looks like this. We are currently in the top decile.

S&P 500 INDEX TOTAL RETURN BY DECILE
10 Year Periods Ending 1909 - 2018 (110 periods)

TOTALRETURN RETURN  AVG AVG
BY DECILE RANGE  pECILE BEGIN END
DECILE FROM TO AVG PIE PIE
1 -1.8% 3.6% 1.3% 27.0 14.8
2 3.7% 5.4% 4.7% 16.3 9.5
3 5.4% 6.5% 5.9% 17.8 12.6
4 6.5% 7.6% 7.1% 19.3 18.0
5 7.6% 8.7% 8.0% 17.3 15.6
6 8.8% 10.0% 9.3% 17.0 15.7
7 10.6% 13.0% 11.6% 14.5 19.3
8 13.7% 14.7% 14.2% 12.2 20.1
9 14.7% 16.3% 15.6% 10.2 18.9
10 16.4% 19.2% 17.3% 11.4 24.0

Notes: Total Return Includes Dividend Yield; P/E is CAPE P/E10

Copyright 2003-2019, Crestmont Research (www.CrestmontResearch.com)

Get that? Historical returns based on 110-year models suggest future returns will be anywhere
from -1.8% to +3.6%, from where we are today. Note that 3.6% compound is the top end past
historical performance. Also note that | have continually cited academic arguments that the debt
situation that we are in today, both as a government and privately, preclude the potential for
above-historical-average growth, suggesting lower growth is more likely.
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Then quickly, let’s look at the seven-year projected returns from GMO:

7-YEAR ASSET CLASS REAL RETURN FORECASTS*

As of July 31, 2019

STOCKS BONDS

12%

9.8% 6.5%

Long-term
Historical

U.S. Equity
Return

Annual Real Return Over 7 Years

8%
-10%
u.s. u.s. Intl Intl Emerging Emerging us. Intl Emerging u.s. u.s.
Large Small Large Small Value Bonds Bonds Debt Inflation Cash
Hedged Linked
Bonds
Source: GMO

*The chart represents local, real return forecasts for several asset classes and not for any GMO fund or strategy. These forecasts are forward-looking statements based upon the reasonable beliefs of
GMO and are not a guarantee of future performance. Forward-looking statements speak only as of the date they are made, and GMO assumes no duty to and does not undertake to update forward4ooking
statements. Forward-looking statements are subject to numerous assumptions, risks, and uncertainties, which change over time. Actual results may differ materially from those anticipated in forward-
looking statements. U.S. inflation is assumed to mean revert to long-term inflation of 2.2% over 15 years

Proprietary tor For Use Only. Copyright © 2019 by GMO LLC. All rights reserved GMO|

Source: GMO

Note that these are real returns and not nominal returns. So GMO is actually projecting seven-
year returns somewhere around -1.5%. Still quite ugly.
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What happens when we have a recession? Remember those ugly things? Pension plan assets
suffer a major hit and unfunded liabilities soar! Do you really think central banks can forestall
recessions forever? When they are already at the zero bound? Look at the historical frequency,
again from Crestmont Research.

RECESSIONS BY DECADE

...WILL THIS DECADE BE THE FIRST WITH NONE?
DECADE # STARTING YEARS OF RECESSIONS

1850 1 1857

1860 3 1860 1865 1869

1870 1 1873

1880 2 1882 1887

1890 B 1890 1893 1895 1899

1900 2 1902 1907

1910 3 1910 1913 1918

1920 B 1920 1923 1926 1929

1930 1 1937

1940 2 1945 1948

1950 2 1953 1957

1960 2 1960 1969

1970 1 1973

1980 2 1980 1981

1990 1 1990

2000 2 2001 2007

2010 0

Source: Crestmont Research

We are in the first decade to have no recession in, well, forever. Think we can dodge that bullet
in the 2020s? Gods forbid, what happens if we have two? The stock market goes sideways for
a really long time. Kind of like the 2000s. Then what does GE’s 6.75% return assumption look
like? Especially in the zero-bound world of bonds? The answer is “burnt toast.”

Let’'s generously assume a 2%+ dividend yield from where we are today. But the chance of a
multiple expansion is damn near zero. The Shiller multiple is already 28.6%. (Yes, | get that you
can spin P/E multiples numerous ways, but Nobel Laureate Bob Shiller does as well as anybody
to reduce the spin.)

GE has $92 billion in pension liabilities offset by roughly $70 billion in assets, plus the roughly
$5 billion they’re going to “pre-fund.” But that is based on 6.75% annual return. Which roughly
assumes that in 20 years one dollar will almost quadruple. What if you assume a 3.5% return?
Then you are roughly looking at $2, which would mean the pension plan is underfunded by
over $100 billion—and that’s being generous. GE’s current market cap is less than $75 billion,
meaning that technically the pension plan owns General Electric.
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This is why GE and other corporations, not to mention state and local pension plans, can’t adopt
realistic return assumptions. They would have to start considering bankruptcy.

If GE were to assume 3.5% to 4% future returns, which might still be aggressive in a zero-
interest-rate world, they would have to immediately book pension debt that might be larger than
their market cap.

GE chair and CEO Larry Culp only took over in October 2018. We have mutual friends who
have nothing but extraordinarily good things to say about him. He is clearly trying to both do the
right thing for employees and clean up the balance sheet. He was dealt a very ugly hand before
he even got in the game.

GE needs an additional $5 billion per year minimum just to stave off the pension demon. That
won’'t make shareholders happy, but Culp is now in the business of survival, not happiness.

That is why GE wants to buy out its defined benefit plan beneficiaries. Right now, the company
is on the wrong side of math. It doesn’t have anything like Hussman’s 31X the benefits it is
obligated to pay. Nor do many other plans, both public and private. Nor does Social Security.

To be clear, | think GE will survive. Its businesses generate good revenue and it owns valuable
assets. The company can muddle through by gradually bringing down the expected returns and
buying out as many DB beneficiaries as possible. But it won’t be fun.

Pension promises are really debt by another name. The numbers are staggering even when
you understate them. We never see honest accounting on this because it would make too many
heads melt.

And again, a recession is probably coming in the next year or two. The Treasury yield curve has
been inverted for three months now and Campbell Harvey, who pioneered that indicator, says it
is “flashing code red.” This will further aggravate the pension problem.

If | am a GE employee who is offered a buyout? | might seriously consider taking it because
| could then define my own risk and, with my smaller amount, take advantage of investments
unavailable to a $75 billion plan.

We are like a football team facing a very tough schedule. Winning will take a solid team working
together. Going it alone will be difficult in the 2020s.

Announcing “7 Deadly Economic Sins” Week

Regular readers know my “Things to Worry About” list is pretty long: unsustainable national
debt, the fact that nearly 50% of all corporate bonds are teetering on the edge of the BBB cliff,
power struggles between competing nations, the insanity of Modern Monetary Theory, a growing
partisan split in the US and Europe, an exceedingly hostile US-China relationship, and the
threat of negative interest rates.

| think all of these warrant taking a closer look, so October 14—-20 will be “7 Deadly Economic
Sins” Week at Mauldin Economics.
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Seven of my closest friends and | will sit down for thoughtful conversations with our own
Jonathan Roth. You probably already know them: Louis Gave, Grant Williams, Peter Boockvar,
Lacy Hunt, George Friedman, William White, and Samuel Rines.

They’ll all give you their take on the root causes of the coming global economic crisis.

On Monday, we will start the week with me talking about the deadly economic sin of Lust.
Please watch for my emails throughout the week so you won’t miss this special treat.

New York and Butterflies

Other than being in New York October 21 and thereabouts, I’'m trying to stay close to home.
And when | say home, | can now say that | have finally closed on my home here in Dorado
Beach East, Puerto Rico. Getting a loan here is kind of like a Spanish soap opera unless you
are willing to pay the going rates. | am paying close to 6%, a far cry from the 2.375% mortgage
| had in Dallas. Seriously, there is an opportunity for a jumbo mortgage lender in Puerto Rico.
Under 5%, you can sweep the market. Refi’s will line up. On solid loans.

The eye doctor says | am okay and so back to the gym tomorrow. Patrick Cox and Terry Coxon
are coming this weekend to discuss funds focused on biotechnology investments. It will be a
fascinating weekend of speculation.

And finally, one picture from the butterfly sanctuary my wife Shane has literally created in our
home. Seriously, she is raising butterflies, mostly Monarch but also a few other species. It is
fascinating to watch them go from eggs to caterpillars to cocoons to butterflies. Here is one of
her babies...
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And with that glorious image | will hit the send button. You have a great week while we all
contemplate a lower-return future. And figure out how we beat the average.

Your creating a team to control our future analyst,
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John Mauldin

subscribers@mauldineconomics.com

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial MAULDI [\I
expert, John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com


http://www.mauldineconomics.com/subscribe
mailto:subscribers%40mauldineconomics.com?subject=

THOUGHTS
"t FRONTLINE

http://www.mauldineconomics.com/members

© 2019 Mauldin Economics. All Rights Reserved.

Thoughts from the Frontline is a free weekly economic e-letter by best-selling author and renowned financial expert, John Mauldin. You can learn more
and get your free subscription by visiting www.MauldinEconomics.com.

Any full reproduction of Thoughts from the Frontline is prohibited without express written permission. If you would like to quote brief portions
only, please reference www.MauldinEconomics.com, keep all links within the portion being used fully active and intact, and include a link to www.
mauldineconomics.com/important-disclosures. You can contact affiliates@mauldineconomics.com for more information about our content use policy.

To subscribe to John Mauldin’s Mauldin Economics e-letter, please click here: http://www.mauldineconomics.com/subscribe

To change your email address, please click here: http://www.mauldineconomics.com/change-address

Thoughts From the Frontline and MauldinEconomics.com is not an offering for any investment. It represents only the opinions of John Mauldin and
those that he interviews. Any views expressed are provided for information purposes only and should not be construed in any way as an offer, an
endorsement, or inducement to invest and is not in any way a testimony of, or associated with, Mauldin’s other firms. John Mauldin is the co-founder of
Mauldin Economics, LLC. He also is the President and investment advisory representative of Mauldin Solutions, LLC, which is an investment advisory
firm registered with multiple states, President and registered Principle of Mauldin Securities, LLC, a FINRA and SIPC, registered broker-dealer. Mauldin
Securities LLC is registered with the NFA/CFTC, as an Introducing Broker (IB) and Commodity Trading Advisor (CTA).

This message may contain information that is confidential or privileged and is intended only for the individual or entity named above and does not
constitute an offer for or advice about any alternative investment product. Such advice can only be made when accompanied by a prospectus or similar
offering document. Past performance is not indicative of future performance. Please make sure to review important disclosures at the end of each
article. Mauldin companies may have a marketing relationship with products and services mentioned in this letter for a fee.

PAST RESULTS ARE NOT INDICATIVE OF FUTURE RESULTS. THERE IS RISK OF LOSS AS WELL AS THE OPPORTUNITY FOR GAIN

WHEN INVESTING IN MANAGED FUNDS. WHEN CONSIDERING ALTERNATIVE INVESTMENTS, INCLUDING HEDGE FUNDS, YOU SHOULD
CONSIDER VARIOUS RISKS INCLUDING THE FACT THAT SOME PRODUCTS: OFTEN ENGAGE IN LEVERAGING AND OTHER SPECULATIVE
INVESTMENT PRACTICES THAT MAY INCREASE THE RISK OF INVESTMENT LOSS, CAN BE ILLIQUID, ARE NOT REQUIRED TO PROVIDE
PERIODIC PRICING OR VALUATION INFORMATION TO INVESTORS, MAY INVOLVE COMPLEX TAX STRUCTURES AND DELAYS IN
DISTRIBUTING IMPORTANT TAX INFORMATION, ARE NOT SUBJECT TO THE SAME REGULATORY REQUIREMENTS AS MUTUAL FUNDS,
OFTEN CHARGE HIGH FEES, AND IN MANY CASES THE UNDERLYING INVESTMENTS ARE NOT TRANSPARENT AND ARE KNOWN ONLY
TO THE INVESTMENT MANAGER. Alternative investment performance can be volatile. An investor could lose all or a substantial amount of his or
her investment. Often, alternative investment fund and account managers have total trading authority over their funds or accounts; the use of a single
advisor applying generally similar trading programs could mean lack of diversification and, consequently, higher risk. There is often no secondary
market for an investor’s interest in alternative investments, and none is expected to develop. You are advised to discuss with your financial advisers
your investment options and whether any investment is suitable for your specific needs prior to making any investments.

All material presented herein is believed to be reliable but we cannot attest to its accuracy. Opinions expressed in these reports may change without
prior notice. John Mauldin and/or the staffs may or may not have investments in any funds cited above as well as economic interest. John Mauldin can
be reached at 800-829-7273.
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