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Executive Summary 

● Stocks rose during the 3rd quarter, but have still gone nowhere for nearly three years. 
● Central banks continue to push low to negative interest rates, but interest rates are beginning to rise 

regardless of these efforts. 
● Long-term interest rates, rising mortgage rates -- our view is changing. 
● Current portfolio positioning at Precedent Asset Management -- rising interest rates, tip-toeing on a 

bubble, and cash optionality. 
● A ticking tax time-bomb in retirement, and how we fix it. 
● My thoughts on the Fiduciary Ruling by the Department of Labor. 

Market Backdrop 

Since writing my Mid-Year Update, most “risk” assets (stocks, high yield bonds, real estate, etc.) have experienced 
modest gains, but in context very little has changed. These markets have continued to bounce sideways within a 
tight range that dates all the way back to 2013, while U.S. and global stocks continue to sit at nearly the same level 
from over two years ago. 

Presently, the broad NYSE Composite Index is at a lower level than it set more than 2 years ago, in 
July 2014. Including dividends, the index has gained hardly 2%. Several indices dominated by 
large capitalization or speculative growth stocks, particularly the S&P 500, have performed 
better, but even here, the index is only a few percent above its December 2014 high. Over the past 
two years, the behavior of the stock market can be described less as an ongoing bull market than 
as the extended topping phase of what is now the third financial bubble since 2000. --  John 
Hussman, Ph.D., October 3, 2016 

 
What has changed at 
least for now, is that 
we are at the top of a 
current upswing within 
this range, so 
everybody feels pretty 
good.  

Year-to-date returns 
have turned positive 
for every major asset 
class, quarter-ending 
investment statements 
that are beginning to 
arrive in mailboxes show positive numbers, and the sky generally isn’t falling like it was at the beginning of the year 
(unless you are following the presidential election). 
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Asset Class Returns Through September 30th, 2016 

Gold and U.S. Treasury bonds continue to hold the highest returns year-to-date, but that is likely changing as I’ll 
discuss in a moment. Interestingly, during the third quarter, emerging markets stocks and bonds produced 
significant gains, placing them among the best asset classes to have owned year-to-date.  

 

You may recall that emerging markets stocks experienced a decline of over 15% in 2015, and had negative returns 
in 2014 as well. I had lunch with an adviser in late 2015 that had decided to get out of emerging markets after the 
decline. Like many, he was tired of owning an asset class that kept going down, and overall investor sentiment had 
turned very negative toward emerging markets -- just at the time prices were finally becoming attractive! 

Now, I didn’t have any brilliant insight on emerging markets this year. As a matter of fact, we own very little of it 
and only in our most aggressive portfolios, as I am concerned about the impact of a global recession on these 
economies that are highly dependent on global trade. But this swing in returns and sentiment from 2014 to 2016 
nicely illustrates the type of “ second level thinking” we should strive to exhibit as investors -- seeking out and 
owning sound investments not because of great past performance or because we’re following the crowd, but 
because past performance has created attractive pricing in an asset class the crowd now hates precisely because 
of it’s past performance! 
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What Lies Beneath 

Beneath the placid surface of 2016’s 3rd quarter and year-to-date returns, there are some risky economic and 
market conditions we need to be well aware of. 

1) The recent positive returns in risk assets has been acquired through extraordinary levels of debt, 
monetary easing (formerly known as “printing money”), ridiculously low and negative interest rates, and 
direct asset purchases by central banks around the world. As a result, these returns are being borrowed 
from future returns, rather than being generated by sustainable investment activity, productivity, and 
profits. 

2) The Federal Reserve has been talking about the need to raise interest rates for a long time, but backs 
down every time there is even a modest downturn in the stock market. Well beyond their mandate of 
stable prices and full employment, this is direct intervention in the normal cycles of a healthy economy 
and properly functioning markets -- i.e. market manipulation. 

3) Eventually, the market will raise interest rates regardless of the Federal Reserve and other global central 
bank efforts to hold them down. We are already beginning to see evidence of this in the bond market, 
LIBOR, and mortgage rates. If rates rise, bond prices fall. But more critically, rising rates will make the 
mountain of global debt even less manageable. (Global debt now stands at $152 Trillion . Is there any way 
to ever make good on those loans without the aid of negative interest rates and inflation?) 

These conditions are not at all favorable for the broad stock market. Importantly, these conditions are also no 
longer favorable for bonds -- even the long-term U.S. Treasury bonds that I have been so fond of for the past six or 
seven years. 

I have been managing money 
for nearly 20 years now, and I 
know I am not alone in 
thinking that this is easily the 
most difficult investment 
period I have encountered 
during my career. 

The crashes are easy -- 
emotionally challenging, but 
easy to find good value and 
investment opportunities. It’s 
the peaks in valuation that are 
hard to navigate. Both because 
good opportunities are harder 
to find and because the 

ultimate size of the bubble can’t be known except in hindsight. The Dot Com bubble was relatively easy since it was 
largely contained to technology stocks. The Housing bubble was more challenging since it took stocks with it; but 
U.S. Treasury bonds provided a solid safe-haven. Today, on the other hand, is being described by some as the 
“Everything Bubble” -- and I believe it’s an accurate description.  

The best path to building and preserving wealth in this environment is not easy to find. 
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Portfolio Positioning 

As I said in the Mid-Year Update, I am becoming increasingly concerned that we may be nearing the end of this 30+ 
year long season of declining interest rates. At a minimum, we are at the point at which the potential reward from 
holding longer-term bonds is not justified by the potential risk should interest rates suddenly move higher. Across 
all of our portfolios, 
exposure to long-term 
bonds has been 
reduced or eliminated, 
and the average 
duration of our total 
fixed income allocation 
has been significantly 
shortened in order to 
mitigate the risk of 
rising interest rates. 

The chart above tracks 
the more than 50% 
decline in interest rates on the 10-year U.S. Treasury since late 2013, from 3% to below 1.4%. (Remember, when 
interest rates fall the value of the bonds we own goes up . The reverse is also true.) While the sudden reversal from 
the July 2016 low isn’t concerning by itself, it coincides with a general consensus that rates will never go up again 
and investors are pouring money into bond funds. When I started buying long bonds a number of years ago, the 
consensus opinion was that I was nuts, rates could never go lower than 3% on the 10-year Treasury, and bonds 
were to be avoided. After a nicely profitable few years, I now believe the risk is asymmetrical to the potential return 
from bonds and we are positioned accordingly. 

Whether we are looking at the net worth to GDP ratio chart on page 4, price to revenue ratios, or other metrics, 
stocks are in much the same position as bonds. Valuations (or prices) are very high, and while I acknowledge they 
could still climb higher, the potential return from stocks in the coming decade is much lower than historical 
averages, making it hard to justify the present risk of losses as we approach year eight of an aging bull market.  

It is a fundamental law of investing that your future returns are directly impacted by the price you pay for an asset. 
If you pay a high price, your returns will be low; if you pay a low price for an asset, your long term returns will be 
that much greater. In the current environment, I am being very careful with both our total exposure to the stock 
market and with the underlying selection of sectors and companies. 

When conditions are not favorable for either stocks or bonds (the two most substantial components of an 
investment portfolio!), patient investors must be willing to a) wait and b) look beyond these two traditional asset 
classes to build a sustainable portfolio. 

As shown on page 3, gold has been our best performing asset year-to-date after adding it to our portfolios on 
January 7th. After such a strong run, I fully expect to see the price consolidate and will use any declines to slowly 
add to our allocation. 

We also now hold between 24% and 43% in cash and short-term U.S. Treasuries in our various strategies. I concur 
with Warren Buffett’s thinking on cash -- it is essentially a call option on every asset class, giving us the ability to 
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scoop up a bargain when it becomes available. Investors are currently tripping over each other to invest their cash 
in negative yielding bonds and over-priced stocks in a desperate search for yield as central banks push interest 
rates to unbelievably low levels. We will wait patiently for good investment opportunities. 

In summary, each of our strategies are conservatively positioned within their mandates and are holding relatively 
high levels of cash and other defensive assets. This served us extremely well during the sharp stock market decline 
in January/February, and again during “Brexit”. And I believe we will all be very well-served when this Fed-induced 
concurrent stock and bond bull run comes to an end. As I have written many times, avoiding significant losses is 
the surest path to long-term above market returns, and our strategies are succeeding in this objective during every 
measurable market decline we encounter.  

A Ticking Tax Time-Bomb 

There is a dysfunctional concept in common retirement planning advice that a 401(k) or similar retirement plan is 
overwhelmingly beneficial to your financial health. The follow-on advice is to save as much money as possible into 
pre-tax retirement vehicles and worry about the taxes later. The result is that a significant number of near-retirees I 
meet often have the vast majority of their wealth accumulated in accounts where every withdrawal will be taxed as 
ordinary income.  

With no ability to shift between income from various sources, these retirees are faced with higher than anticipated 
tax rates particularly once required distributions begin, are subjected to maximum (second) taxation of their Social 
Security benefits, and have limited ability to take advantage of retirement tax strategies such as partial Roth 
conversions and lumping income and deductions into high and low tax years. 

Just one of these strategies has 
the ability to preserve hundreds of 
thousands of dollars in net wealth 
per million according to research 
recently published by Michael 
Kitces. The combined wealth 
effect of implementing multiple 
tax strategies is truly astounding! 

I have long advocated for tax 
diversification of client assets -- 
aiming to have approximately ⅓ of 
your wealth in pre-tax retirement 
accounts, ⅓ in tax-free (Roth and 
HSA) assets, and ⅓ in “tax 

advantaged” accounts -- individual, joint and trust accounts that are taxed at favorable dividend and capital gain 
tax rates. This mix enables us to minimize taxes throughout retirement and significantly increases how long your 
assets will last while meeting your income needs. 

It’s never too late to begin fixing this. We begin by calculating the tax diversification of your current assets, and 
then recommend savings allocations, withdrawal strategies, and tax planning steps to minimize lifetime taxes. 
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Thoughts on the Fiduciary Ruling by the Department of Labor 

Earlier this year the long-anticipated “Fiduciary Rule” was issued by the Department of Labor (DOL), greatly 
expanding the requirements on financial advisers to ensure the public is being properly served rather than being 
sold products. I have been advocating for the Securities and Exchange Commission and/or DOL to require that all 
advisers be obligated to their clients as a fiduciary for many, many years -- appearing in articles as far back as 2012 
and routinely meeting with leaders at brokerage and other financial firms urging them to adopt these client-centric 
principles ahead of the curve. And ultimately started a new firm in 2013 with the singular focus of working 
exclusively for the benefit of our clients. 

The Financial Planning Coalition, comprised of the CFP Board, NAPFA, and FPA (I am a licensee and member of all 
three) worked tirelessly to inform Congress, the SEC and the DOL of the importance of the Fiduciary Rule in 
protecting financial-services clients, in opposition to a very powerful and monied Wall Street lobby. Wall Street’s 
position was that they could no longer profitably serve clients, particularly smaller clients, if they were required to 
act as fiduciaries. 

In 2014, I became one of 30 founding members of the XY Planning Network. As a group, we agreed to each adopt 
service models and pricing structures at our individual firms that would enable anyone who needed advice from a 
CFP® to work with us, even if the client didn’t have substantial wealth already. The Network has grown from the 
original 30 to over 350 members in just two years, and was cited in the DOL hearing as a model for the fact that 
firms could indeed serve the public as a fiduciary.  

Founded as a fiduciary firm, the DOL ruling will have no impact on Precedent Asset Management or our clients 
beyond enhanced documentation of our recommendations surrounding retirement plans. Our fiduciary pledge to 
our clients can be reviewed at https://precedentam.com/fiduciary/.  

How has Wall Street responded? SIFMA, FSI, and a number of other Wall Street member organizations have filed 
lawsuits to stop the implementation of the Fiduciary Rule. At the same time, firms that are not acting as fiduciaries 
already are scrambling to figure out how to implement the rules, and a surprising number of firms are throwing in 
the towel. Some have closed the doors on providing advice altogether, and others are merging or selling to larger 
Wall Street firms as they struggle to find a viable business model. 

Eventually the dust will settle, the rules will be in place, and life will continue on. The experience of our friends in 
Britain, Australia and other countries that adopted these rules many years ago, indicates that investors will be 
well-served, and firms that prioritize client outcomes will continue to lead. 

 
We are continuously grateful for the opportunity to serve you. 

 
Kenneth Klabunde, MS, CFP® 
Founding Principal 
Precedent Asset Management 
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