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July 10, 2017 – Fear of Missing Out

As always, we hope this letter finds you well and that you enjoyed your Independence Day celebrations.
Despite another Fed interest rate hike and the continued delay of the fiscal stimulus that market participants
hotly anticipated in the several months following the election, stock markets* continue to hover at or near all-
time highs.  Despite (or perhaps because of) the pervasive calm in most markets, analysts and asset managers
are wondering if we’ve finally entered that common, late stage of the business cycle when retail investors give
in to a fear of missing out on easy gains, only to set themselves up for painful losses.

Over the last quarter, hard economic data has fallen off a
cliff, relative to expectations, but stock bulls continue to
believe that there is plenty of gas left in the tank to drive
prices ever higher.  We wonder if that is really the case or
if, as San Francisco Fed President John Williams recently
opined, “the stock market seems to be pretty much
running on fumes.”

We have stated in our last several letters (available at our
website, www.UlmanFinancial.com) that we feel the nail
in the coffin of this now 8-year-old bull market is likely
to be either an unexpected geopolitical event or the onset
of the next recession.  We could rattle off numerous
potential geopolitical catalysts (North Korea, Syria,
China’s shaky economic condition, Russian political
interference & numerous Congressional investigations,
to name a few) but perhaps the most likely culprit will be
the inevitable rolling over of the business cycle.

From Greg Ip, at the Wall Street Journal:

If you drew up a list of preconditions for recession, it would
include the following: a labor market at full strength, frothy
asset prices, tightening central banks, and a pervasive sense
of calm.  In other words, it would look a lot like the present.

Those of us who have lived through economic mayhem
before feel our muscle memory twitch at times like this…
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The economic expansion is now entering its ninth year and in two years will be the longest on record.  The
unemployment rate sits at 4.3%, the lowest in 16 years, suggesting the economy has reached, or nearly reached, full
capacity.  Expansions don’t die of old age, economists like to say.  On the other hand, should we really assume this one
will be a record breaker?

…When growth is steady and interest rates are low for years, investors and businesses behave as if those conditions
will last forever.  That’s why even with muted economic growth, stocks are trading at a historically high 22 times the

past year’s earnings…  Companies meanwhile have
responded to slow, stable growth and low rates by
borrowing heavily, often to buy back stock or pay dividends.
Corporate debt as a share of economic output is at levels last
seen just before the past two recessions.

-Wall Street Journal, July 5, 2017

It’s not only corporations that have used the last few
years of continued ultra-low interest rates to lever up.
Total US household debt has finally surpassed the 2008
pre-recession peak, stoked by ballooning student loans
and more recently an increase in auto loans, which we

discussed in our last letter.  Meanwhile, the equity
market advance following November’s election drove
the percentage of household financial assets allocated to
stocks beyond its late 2014 peak and above all points
outside of the 1999-2000 tech bubble.

The complacency in markets has resulted in an entire
generation of ”investors” becoming price-insensitive
buyers.  According to multi-time Morningstar Manager
of the Year Bob Rodriguez, since 2007 the percentage of
managed assets allocated to passive or index mutual
funds and ETFs has risen from 7% to almost 40%.  Index
funds are not actively managed and therefore do not
hold cash, so the allocation ratio of stocks to cash in
portfolios has also surpassed the late 2014 peak and is
now the highest level in decades.  This lack of cash in
portfolios means not only that allocations are historically

aggressively positioned, but also that there is less dry powder to be put to work when opportunities present
themselves.  It is typically this dry powder in the hands of value-driven asset managers that can help cushion
the downside when markets fall.

Again, Bob Rodriguez speaking with Advisor Perspectives:

When the markets finally do break, as they always have (in recession) historically, ETFs and index funds will
be destabilizing influences because fear will enter the marketplace.  A higher percentage of assets will be in
indexed funds and ETFs.  Investors will hit the “sell” button.  All you have to ask is two words, “To whom?”
To whom do I sell?  Index funds and ETFs don’t carry any cash reserves.  The active managers have been
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diminished in size, and most of them aren’t carrying high levels of liquidity for fear of business risk.   We are
witnessing the development of a “perfect storm.”*

-Advisor Perspectives, June 27, 2017

The “perfect storm” referred to is a result of the
massive amount of investment fund flows pouring
into passive investment strategies, leading to an
historic low levels of cash reserves, as well the
investor, household and business complacency
mentioned on page one of this letter, the
prevalence of algorithmic and computer driven
trading strategies which are likely to exacerbate
the selling once next bear market takes hold and,
of course, the historic level of over-valuation of US
stocks, which we have covered before at length.

Mr. Rodriguez retired from professional money
management in late 2016 after 33 successful years
in the business.  He stated in that June interview
that if he were still managing clients’ money his
liquidity allocation, that is to say allocation to cash
and money market, would be in excess of 60%.

Warren Buffet apparently agrees with Bob
Rodriguez.  Buffet’s Berkshire Hathaway is
currently sitting on over $96 billion in cash, which
is its largest ever absolute cash position and
largest ever percentage allocation to cash with the
exception of 2007, on the eve of the last major bear
market.  You may remember Mr. Buffet putting
that last cash hoard to work during the depths of
the global financial crisis in early 2009, when he
rescued some of the nation’s largest banks and
manufacturers by buying billions of dollars of
shares at deep discounts and lending at extremely
favorable rates, much to the benefit of himself and
his shareholders.

When asked recently about his elevated cash
position, Mr. Buffet replied, “I hate cash, but it’s a
holding position until you find something else.”
Those investors with elevated cash balances today
who are waiting for more favorable opportunities
appear to be in some very good company.
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Legendary investor Sir John Templeton once famously
wrote that the four most expensive words in the English
language are “this time is different.”  Looking back
through history at similar periods of stock market
overvaluation will not tell us exactly the course of the
future, but can be instructive as to the most probable
outcome.  Based on the performance of the S&P 500 in
the decade following the market peaks of 1929 and 1999-
2000, the only other times with valuation profiles as
extreme as they currently are, it is highly probably that
average annual real returns for the S&P 500 will be
extraordinarily low over the next decade.

From the Wall Street Journal:

In a world where many markets look expensive, putting cash to work is hard.  Simply hanging on to more of it
might be a good idea…  The jury is out on what happens from here: hopes of a fiscal bump to growth led by the
US have faded while the recent decline in oil prices may cause new worries about headline inflation.  More
significantly, perhaps, the flood of global central bank liquidity that has supported markets is past its peak: the
Federal Reserve is raising rates, and the European Central Bank is inching toward an exit from ultraloose
monetary policy.

-Wall Street Journal, June 26, 2017

Allianz chief economic advisor, Mohammed El-Erian, recently explained the Fed’s most recent actions to
remove monetary stimulus from markets in an article in the Financial Times:

Setting aside multiple signs of an economic soft patch and
sluggish inflation, the Federal Reserve did three things on
Wednesday (at last month’s FOMC meeting) that
lessen monetary stimulus, only the first of which was
widely expected by markets: It raised interest rates by 25
basis points (0.25%), reiterated its intention to hike four
more times between now and the end of next year
(including one in the remainder of 2017), and set out a
timetable for reducing its $4.5tn balance sheet.

These three actions confirm an evolution in the Fed’s
policy stance away from looking for excuses to maintain a
highly accommodative monetary policy – a dovish
inclination that dominated for much of the aftermath of
the 2008 global financial crisis.  Rather, the Fed is now
more intent on gradually normalizing both its interest
rate structure and its balance sheet.  As such, it is more
willing to “look through” weak growth and inflation
data…
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Markets would be well advised to pay closer attention to the forward guidance.  This is an evolving Fed that,
absent a major economic downturn, will maintain a more hawkish tilt to monetary policy.  And, while it is well
ahead of others, it is not the only central bank undergoing such a transition.  The Bank of England is also itching
to tighten policies despite a weakening economy and Brexit uncertainties, and the European Central Bank may
soon be compelled to follow.

The longer markets discard the Fed’s reconfirmed policy guidance, the greater the potential for asset markets to be
disappointed by a central bank community that is shifting from being best friend to becoming a lot less
supportive.  And should the Fed be proven wrong by a significant slowdown in the economy, markets would have
little to cheer on that account, too, given the extent of the recent liquidity-driven rally.

- Financial Times, June 19, 2007

So, we have historically overvalued stock, bond,
commercial real estate and, in many urban areas,
residential real estate markets; a sluggish economy in
what is now the second longest expansion in history;
overindebted households, corporations and state, local
and federal governments; and global central banks intent
on raising rates and preparing markets for less of the QE-
based liquidity that has propped them up for the past
eight years.  Like a forest filled with dry tinder awaiting
a lightning strike.  What could go wrong?

What should a prudent investor do when markets refuse
to succumb to financial and economic gravity?  How
does one avoid the trap of FOMO, the “Fear of missing
out”, when everyone around them is boasting of great
returns? Our recommendation is as it has been, sit tight
in an equity-light, cash-heavy portfolio and wait for the
day of reckoning that has invariably followed past
periods of extreme overvaluation.  It is only those who
have capital ready to deploy and the willingness to do so
that will be able to take advantage at that time.

Please feel free to share this newsletter and do not hesitate to call or email with any questions or comments or
to schedule a face-to-face portfolio review.

Sincerely,

Clay Ulman Jim Ulman
CBU@UlmanFinancial.com JWU@UlmanFinancial.com
410-557-7045 ext. 2 410-557-7045 ext.1
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*The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of the 500 stocks representing
all major industries.  The Dow Jones Industrial Average (Dow) is a price-weighted index of 30 significant stocks traded
on the New York Stock Exchange and the Nasdaq.  Indices such as the S&P 500 Index and the Dow Jones Industrial
Index are unmanaged and investors are not able to invest directly into any index.  Past performance is no guarantee of
future results.

An investment in Exchange Traded Funds (ETF), structured as a mutual fund or unit investment trust, involves the risk
of losing money and should be considered as part of an overall program, not a complete investment program.  An
investment in ETFs involves additional risks such as not diversified, price volatility, competitive industry pressure,
international political and economic developments, possible trading halts, and index tracking errors.

Investing in mutual funds involves risk, including possible loss of principal.

The opinions voiced in this material are for general information only and are not intended to provide specific advice or
recommendations for any individual.  To determine which investment(s) may be appropriate for you, consult your
financial advisor prior to investing.  The economic forecasts set forth in the presentation may not develop as predicted and
there can be no guarantee that strategies promoted will be successful.


