
How about China? It’s phenomenal 
economic growth has been fuelled by 
debt (approaching 250% of GDP) 
which is compounding faster still. 
One wonders how long China can 
resist economic gravity, especially as 
new debt is proving ineffectual at the 
margin. No worries. The PBC’s 
Zhou Xiaochuan is determined to 
prolong this gravity-defying illusion! 

These central bankers would have 
you ignore fundamental analysis, 
interest rates and economic growth 
forecasts. Their theoretical models 
are the only thing that matters. And 
they will protect you with $2 trillion 
per year of newly created money! 
 
Quantitative easing has marginalised 
price discovery and encouraged 
herding behaviour. Investors have 
been stampeding into expensive 
stocks through passive index funds. 
When investors buy index funds, 
they buy good and bad stocks to-
gether making all valuations look 
increasingly unjustifiable. The mar-
ket has moved into a kind of parallel 
universe, a twilight zone, where 
prices are no longer related to value.   
 
Meanwhile, the Fed’s Janet Yellen is 
reversing America’s loose monetary 
policies. At its June meeting, the 
Federal Reserve increased interest 
rates by another 1/4% to 1.25%, pre-
cipitating a sell-off in global bonds. 
The Fed hopes eventually to have 
about 3% of interest rate wiggle 

room to work with before the onset 
of the next recession.  
 
At the same meeting, the Fed made a 
game-changing announcement: it 
forewarned of “normalizing” its $4.5 
trillion balance sheet. The Fed has 
admitted that these enormous hold-
ings will limit its ability to stimulate 
in the event of future recessions. The 
Fed will start by allowing its balance 
sheet holdings of mortgage and gov-
ernment bonds to shrink by $10 bil-
lion per month, gradually increasing 
these reductions to $50 billion per 
month, or $600 billion per year. 
 
Keeping in mind the impact quantita-
tive easing had on inflating the mar-
kets, what will ‘quantitative tighten-
ing’ do? The flattening of the yield 
curve makes it challenging to argue 
that economic growth is solid. Both 
auto loan defaults and student loan 
defaults are rising. Corporate bank-
ruptcies also are on an upswing. It’s 
the real economy that counts, and 
real economic growth will likely 
continue to be debt-enfeebled for 
sometime. Quantitative tightening 
could actually precipitate the reces-
sion the Fed has been trying to avoid.  
 
Ignoring this development, FOMO 
investors still consider stocks cheap. 
But stocks can only be considered 
inexpensive in the context of very 
low interest rates, and are contingent 
on the hope that rates will stay at 
these levels for years.  If interest 

“The main purpose of the stock market is 
to make fools of as many men as possible.”                
           Bernard Baruch (1870 - 1965) 

Equity investors today appear more 
motivated by FOMO (fear of missing 
out) than by common sense. They 
seem oblivious to eye watering valua-
tions and to the allure of minimal risks 
as represented by record low volatility. 
The psychological preference is clearly 
shifting towards speculation.  
 
Ultimately, stock prices depend on 
economic growth. So let’s briefly sur-
vey the economic landscape and then 
we’ll look at stock valuations.  

First up, the European Union. Despite 
some recent stabilizing political out-
comes, Europe has a lot of debt, no 
fiscal integration and a one-size-fits-all 
currency. Not a great combination. 
Consequently, its economic growth is 
spotty and sclerotic. Spare a thought 
for the poor Greeks in their self-
inflicted, but Brussels prolonged, de-
pression. Brexit might be the harbinger 
of other such exits from the economic 
union. Whatever. The ECB’s Mario 
Draghi has your back!  

Next, Japan. It’s population continues 
to age and shrink. Japan remains the 
most indebted developed nation. De-
spite the enormity of its growing debt, 
five year government bonds pay nega-
tive 0.10%. For now. Running out of 
bonds to buy, the central bank is cur-
rently the third largest holder of Japa-
nese companies’ stock. Yes. The BoJ’s 
Haruhiko Kuroda is in your corner! 
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is 33% above historical norms. 

Current market valuations offer a lot 
of reasons for concern. Although no 
one has any idea how long valuations 
can continue to stay elevated, once 
stocks do fall there is a good chance 
that the drop will be sudden, as down-
side risk tends to increase as market 
valuations become excessive. Bear 
markets are born in periods of excess. 
Once the bear is upon us, the un-
known second and third order effects 
will become apparent. Too late then. 
 
For years we have been concerned  
with the scale of central bank inter-
vention and its effect on markets. This 
market has turned value investors into 
buyers not of securities they like but 
of securities they dislike the least. The 
default position is holding cash.  
 
In the long run stocks should revert to 
their fair value. If your portfolio holds 
high-quality companies that are rea-
sonably valued, then you should do 
well in the long run. However, in the 
short run you have no control over 
how the market will price your stocks. 
 
The market - with active help from 
central bankers - determines how your 
stocks are priced. Until now, the mar-
ket has absorbed a wall of money 
coming its way from central bankers. 
FOMO investors, disregarding what 
they could lose, have been indiscrimi-
natingly piling into passive index 
funds and helping drive valuations to 
extreme levels.  

But lurking out there – bears are wait-
ing. And sooner or later, value will 
matter again.  
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rates remain where they are (or even 
decline), this would be a sign that the 
economy has a serious Japan-like de-
flation problem. Low interest rates did 
little to protect Japanese stocks from 
the effects of deflation. If interest rates 
rise from here, then stocks’ appearance 
of cheapness will dissipate as morning 
mist does in the warming sunlight.  

It is quite possible FOMO investors are 
falling for what behavioural scientists 
refer to as "recency bias". Believing 
that the future will be similar to the 
recent past, it distorts rational perspec-
tive. “If an investor believes that to-
morrow will be like yesterday, a pro-
longed market rally actually leads to a 
perception of lower risk which is then 
reinforced over time. In reality, risk 
rises with rapidly rising prices and 
valuations. When investors' judgement 
becomes clouded by recent events, in-
stead of becoming more cautious, they 
actually become more aggressive in 
their risk-taking”.1 

“When one assesses risk and return, 
the most important question to ask is 
"Do my expectations for a return on 
this investment properly compensate 

me for the risk of loss?" For many of 
the best investors, the main concern is 
not the potential return but the prob-
ability and size of a loss. A key factor 
to consider when calculating risk and 
return is the historical reference period. 
Data from the last few weeks or 
months would provide a vastly differ-
ent estimate than had they used data 
which included 2008 and 2009”.2  

Referring to historical data, price-
earnings ratios have rarely been more 
expensive, with the exception of 1929 
and 2000 (the tech bubble). Tobin’s Q 
Ratio, which is the market price of eq-
uities in relation to their replacement 
cost, has been more expensive only 
twice in the last century. And equity 
volatility as measured by the “fear 
gauge”, the VIX, is at record lows. 

The chart below is the ‘Buffet Indica-
tor’. Ostensibly, Warren Buffett likes 
to use it to measure market valuations. 
Consider this indicator as a price-to-
sales ratio for the whole economy, that 
is, the market value of all equities di-
vided by GDP. The higher the ratio, 
the more expensive stocks are. As of 
June, this indicator suggests the market 
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