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Executive Summary 

● Prospects for a continued Trump rally and economic expansion 
● Central bank policy and debt trumps Trump 
● Portfolio constituents, Part One -- stock and bond valuations trump rationality 
● Portfolio constituents, Part Two -- President Trump and I both like gold 
● Portfolio constituents, Part Three -- when cash trumps all 

The Market’s Change of Heart Over Trump 

Heading into the 2016 presidential election, markets loathed the prospect of a Donald Trump presidency. As the 
media and polls cycled between “she wins” and “he wins”, there was a clear sense that a Trump win would not be 
good for the markets. Somehow, that all changed as the election results became clear.  

The loathing ended with brief panic-selling overnight on November 8th, followed by the “Trump Rally” which 
added 6.25% 1 to global market returns over the next 5 weeks -- comprising the entire positive return of the stock 
market for 2016 (it wasn’t a very good year for stocks until the election). The value of the US Dollar followed the 
rally to new highs not seen since 2003, and interest rates rose at a breath-taking pace. 

Why the change of heart? 

A Republican President combined with Republican control of Congress ushers in a number of anticipated changes 
in fiscal policy: 

1. Tax reductions for both individuals and corporations. 
2. A novel tax credit program to promote infrastructure spending by the private sector. 
3. Incentives for corporations to repatriate $2.6 trillion in assets held overseas (companies hold assets 

overseas to avoid paying taxes -- item #1 could bring these assets home to be invested here). 
4. Regulatory reform (read: less  government regulation, particularly financial and energy). 
5. International trade measures to reduce the trade deficit. 

A number of these policy proposals are indeed pro-growth. But the market may be overestimating how quickly 
these can be implemented, and underestimating the “risks of unintended adverse consequences and outright 
failure … especially if the enacted programs are heavily financed with borrowed funds” or if the interest rate and 
asset purchase policies of the Federal Reserve and other central banks work against any positive effects.2 

In other words, President Trump and the market may soon be surprised by how 
difficult it is to implement these reforms. And even if they are successfully 
implemented, the positive impact may be insufficient for an economy that is 
grossly in debt and on asset prices that are already elevated to historic 
extremes. 

Central Bank Policy and Debt Trumps  

A t-shirt was circulating in December 2015 that perfectly captured the 
“devastating” Federal Reserve rate hike of 2015. Rates had been held at 0% for 
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seven years in an effort to support the economy after the financial crisis, and the news of a pending increase was a 
very big deal. The rate increase was so “severe” (0.25%) that the stock market declined by over 10% in the weeks 
that followed.  

Add a little historical context, and it becomes evident that the 2015 and 2016 rate hikes are seemingly insignificant. 

 

So why did such a miniscule rise in interest rates have such an outsized impact?  

The simple answer is debt .  

Since 2008, US and global central banks have maintained zero and negative interest rate policies (ZIRP and NIRP), 
along with extensive monetary printing/quantitative easing, in a sustained effort to encourage the accumulation of 
debt and to drive capital into risky assets, thereby boosting economic growth. While the policies have failed to 
produce the hoped-for rates of economic growth, they have been wildly successful at driving asset prices higher 
and building the largest mountain of debt in 5000 years of human financial history.  

As a result, the stock market and bond market have become addicted to free money. And if you take away the drug, 
even just a little bit, the addict is going to react.  

But it’s not just a reaction. It’s a reality of the debt burden. When you borrow so much money that you can barely 
afford the interest payments at 1.5%, what happens if the interest rate doubles to 3%? We have created a global 
economic and investing environment where a 0.25% rise in interest rates is, indeed, a big deal. 

The amount of central bank-induced debt in our economy creates a headwind for economic growth that is unlikely 
to be overcome even by a successful implementation of the Trump/Republican policy proposals. At the same time, 
the funnelling of debt proceeds into the stock and bond markets has pushed valuations to extreme highs and 
interest rates to extreme lows, creating risks that few investors are recognizing at the moment.  
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Rule Number One 

“Rule No. 1: Never Lose Money.  Rule No. 2: Never forget Rule No. 1.” -- Warren Buffett 

A few days ago, I celebrated my 20-year anniversary as an investment manager by quietly reviewing the core 
tenants of my investment approach -- chief among them to achieve client goals by avoiding severe losses. Losses 
can arise from a myriad of sources, so this tenant has implications for where we custody client funds, the types of 
securities we own, how we diversify, rebalance, and manage tax exposure, how I communicate with clients to help 
avoid behavioral losses (buying high and selling low), and the price we pay for an investment. 

We have published a number of articles discussing how long-term success is achieved by avoiding severe losses, 
and the math is simple:  a portfolio that captures 65% of the market’s rise and only 35% of the market’s decline 
wins both numerically and behaviorally. Numerically, thanks to the asymmetry of recovery from negative returns 
and the fact that the magic of compounding interest is ruined by losses; and behaviorally, because we tend to feel 
the pain of losses more acutely than the pleasure of gains, increasing the likelihood of abandoning a sound 
investment strategy during periods of loss. 

Nothing impacts the avoidance (or invitation) of severe losses as much as the price we pay for an asset. If you buy 
something at a bargain price, there is a good chance you can sell it for more than your purchase price, or at least 
limit your loss. We call this a “Margin of Safety” -- a term coined by Benjamin Graham and later expounded on by 
Seth Klarman in his book titled the same (used copies of Seth’s book are available at Amazon.com from $722 to 
$4,134). 

Let’s examine the major components of our current portfolios through this margin of safety lens. 

Portfolio Constituents: Stocks and Bonds 

During my 20-year career, the yield on 10-Year US Treasury Bonds has fallen from a high of nearly 7% to below 1.4% 
last summer. Remember, when yields (interest rates) go down, bond owners make money -- and a LOT of money 
has been made in bonds over the past 20 years. 

But can we continue 
to earn reasonable 
returns from bonds 
going forward? 
Inflation is currently 
hovering around 2%, 
so with a yield of 
1.4%, you would be 
losing money in real 
terms owning a 
10-year Treasury. We 
could make up for 
the low yield with 
price appreciation if 

rates fall further, but I see very little opportunity for yields to decline below the zero threshold (although it’s 
happened).  
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This set-up in bond yields and prices did not represent a margin of safety in mid-2016, so we exited or significantly 
reduced our long-term bond positions and shortened the bond duration in all portfolios, excluding bond ladders.  

 

As I mentioned earlier in the context of the post-election rally, rates have risen rapidly following last summer’s low 
and I am once again evaluating if the Federal Reserve’s efforts to suppress rates will continue to succeed -- or even 
continue to be a natural outcome of a deflationary economic environment. Perhaps this 40-year-old bull market in 
bonds can continue a little while longer, or does the risk of rising interest rates outweigh the potential reward? I 
don’t have an answer yet, and we are managing our portfolios accordingly. 

With short-term interest rates being held near zero, and longer-term interest rates also approaching the 
zero-bound in real terms, the Federal Reserve has actively driven investors out of cash, CDs, and high quality bonds 
to find returns in higher-risk assets -- particularly junk bonds and stocks.  

Junk bonds are a guaranteed loss right now -- so we don’t own any. I wish I could say the same for the average 
investor. Junk bonds are one of the most common items I see in portfolios I’m asked to review, and most investors 
have no idea what it is they own. The 12-month trailing yield on the iShares junk bond ETF (HYG) is 5.24%, while the 
default rate in 2016 was 5.9% 3 -- that’s right, there is a negative return after accounting for defaults. Investors are 
still making money in junk bonds while the music is playing, but it will stop at some point and there is no margin of 
safety. 

Stocks are harder to value than bonds, and can hold extremely low and extremely high valuations for long periods 
of time. But this reality does not excuse us from the work of evaluating the prospect for future returns and whether 
or not there is a margin of safety. We need to know how high current stock prices have risen, relative to historical 
valuations, as a result of the stock-buying spree spawned by corporate debt and buybacks, quantitative easing and 
ZIRP, and foreign central banks printing money to directly buy US stocks.4 Even if we continue to own some stocks 
regardless of the valuation -- it is simply wise to understand the current risks and allow this knowledge to inform 
our portfolio management decisions. 

The answer is that the US stock market currently resides on the “extremely high” end of valuations, and the 
downside risks are significant. That might be fine if you’re 30 years old. But it’s potentially devastating if retirement 
is looming in the next 10 years -- or you simply don’t have a stomach for significant losses, even if they are 
temporary. 
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To arrive at this conclusion, we look at the average of a number of different methodologies to compare current 
stock prices to historic norms. This reveals that stocks are currently 78% overvalued, implying a potential decline 
of -44% to merely return to the historic mean (note: mean reversions rarely stop at the mean). This is a poor margin 
of safety. 

 

Even though the current valuation matches the height prior to the Great Depression, I am reminded by my memory 
of the 1999 tech bubble that valuations can reach even greater extremes and stay there longer than some investors 
are willing to wait for better bargains to buy. Our disciplined investment process acknowledges this reality and 
applies constraints to our various investment strategies in an effort to achieve client goals in the face of both 
market and behavioral headwinds. 

Portfolio Constituents: Gold 

For the duration of my 20-year career, I have not owned gold -- until 2016. In hindsight, perhaps I should have.  

Most investors are surprised to learn that since 1999, the return on the S&P 500 Bond Index has exceeded the 
return on the S&P 500 Stock  Index by a significant margin, and without the stomach-churning declines. Now that 
you are familiar with the trend of interest rates over this time-frame (see page 4), and the impact of valuations on 
stock returns (chart above), the surprise is hopefully replaced with a nod of understanding -- stocks don’t always 
win in the long-term. That outcome depends entirely on the price at which you buy the asset. 

Even more surprising, as shown on the chart below, is that an investment in gold has exceeded the return on both 
stocks and bonds by an even wider margin over the same time-frame -- nearly triple the return on stocks!5 
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Gold, however, has not been a smooth ride during this period. The price of gold reached a euphoric high in 2011 
and 2012, and subsequently embarked on a gruelling 4-year bear market that arguably came to an end at the start 
of 2016. 

Now, as intelligent investors, we all know that we are supposed to buy-low and sell-high. But the behavioral reality 
of investing is that the crowd never  does this. Anecdotally, as the price of gold peaked in August 2011 (circled area 
on the chart below), my phone rang constantly with inquiries about my thoughts on gold and how investors could 
get-in on this great asset. A quick check on Google’s search trends confirms my experience -- searches for 
“investing in gold” indeed spiked dramatically in August 2011.  

No one has asked me about it since then, and very few Google users are asking either. 

 

In October 2015, I wrote that 

Gold has simply been crushed recently... Everyone hates gold today. Only when something becomes so widely 
out of favor does an investor get the opportunity to buy it at such a deep discount. The more out of favor it is 
the greater the discount. The greater the discount, the greater the prospective return…  (gold) may very likely 
be the most attractive opportunity an investor can find.  6 
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In January of 2016, I added gold to all of our core managed strategies. There are a number of reasons why I believe 
gold will prove to be a prudent allocation in our portfolios -- including the extraordinary global experimentation 
with monetary easing, currency printing, negative real interest rates, and global debt that currently stands at $217 
trillion -- 325% of total annual global production.7 

More importantly, while I can’t predict the future price movements of any asset class, I do know that buying low 
(and hopefully selling high) is the mark of intelligent investing and how we establish a margin of safety in our 
portfolios -- and is the surest path to the success of our clients in achieving their goals. 

Portfolio Constituents: Cash 

As we continue to work to identify securities and asset classes that present us with a reasonable margin of safety 
and opportunity to “buy-low”, cash becomes an inherently valuable asset within our portfolios. A few days ago, 
Lance Roberts wrote a great piece on the value of cash, and stated that  

You can’t “buy low” if you don’t have anything to “buy with.”  8 

Unfortunately, cash is in short supply for most investors. The zero and negative interest rate policies of the Federal 
Reserve and other central banks have created an environment where investors feel they MUST invest in stocks or 
other higher-yielding, higher-risk assets in order to achieve any returns. As a result, investor cash holdings are 
approaching the same low levels recorded in 1999, just prior to the peak of the tech bubble.9 Back then the crowd 
was buying high; and investors are doing it again today in an effort to not “miss-out” on any returns. 

The reality is that any returns on stocks that are earned beyond the current 78% overvaluation (chart on page 6) 
will be transitory, and actual real-returns on the broad stock market over the coming decade may make cash look 
smart. On an inflation-adjusted basis, the market spends about 5% of the time making new highs (where we’re at 
now) and the other 95% of the time making or recovering from losses. 
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Rather than an opportunity cost, we view cash as a valuable option on the future price of securities: 

“To Mr. (Warren) Buffett, cash is not just an asset class that is returning next to nothing. He thinks of cash 
differently than conventional investors. …   He thinks of cash as a call option with no expiration date, an 
option on every asset class, with no strike price. 

It is a pretty fundamental insight. Because once an investor looks at cash as an option – in essence, the price 
of being able to scoop up a bargain when it becomes available – it is less tempting to be bothered by the fact 
that in the short term, it earns almost nothing. 

Suddenly, an investor’s asset allocation decisions are not simply between earning nothing in cash and 
earning something in bonds or stocks. The key question becomes: How much can the cash earn if I have it 
when I need it to buy other assets that are cheap, versus the upfront cost of holding it?”  10 

Of course, we are not talking about holding 100% of a portfolio in cash, but simply allocating higher levels of cash 
during periods of higher asset valuations.  A moderate cash allocation within a diversified portfolio is simply one of 
the best means to protect capital, and to facilitate the investment of capital when appropriate opportunities are 
identified. 

And it works well with “Rule Number One”. 

 
Thank you for your confidence and allowing my work to impact your life. I am continuously grateful for the 
opportunity to serve you alongside Patrick, Stacy, Rebecca, and your entire team of professional advisors. 

Sincerely, 

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