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It is the goal of every Englishman to make it all the way to his grave without becoming embarrassed.
John Cleese, English actor, comedian, screenwriter, and producer.

In the early 90’s when life was simple and | was still cool, several friends and | went to a D.C. nightclub
with our girlfriends. For whatever reason a male patron made an inappropriate gesture towards my
friend’s date, and when my buddy protested, he got sucker punched by a couple of guys we didn’t
know.

Upon hearing the news | feared we would pursue them and a fistfight full of false bravado would ensue.
Fortunately one of our friends was a Navy SEAL home on leave who said in a calm voice “we don’t know
how many of them there are, their route, the terrain or whether or not they’re armed. We can’t go”. Very
much relieved that | didn’t have to prove my suspect Lower East Side street cred, | grabbed a drink, went
dancing and had a wonderful time.

It seems that the brain is divided between the
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The latter controls our animal instincts that help
us survive. Fight, flight, food and reproduction
are all governed by the reptilian (or primal)
. brain. The amygdala in the limbic system,
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Instinctual or Ding however, controls emotion and under stress will
e hijack the neocortex that makes the rational
decisions. This tends to generate survival
behavior when a rational response would be

ur

better suited.

I can say with a degree of certainty that Navy SEALSs are trained to minimize the amygdala under stress.
In an instant he convinced agitated young men filled with testosterone to swallow their pride and live for
another day. Investors (and advisors) do not have that level of training and on occasion rely on survival
instincts.

Lo and behold, studies routinely show that money is the number one source of stress for Americans,
frequently generating biologically predictive financial behavior. The reason some give excessive amounts
of money to family members at their own expense is because the prehistoric brain doesn’t want to be
kicked out of the tribe that millions of years ago provided food and shelter. Others live beyond their
means to demonstrate that old scars of poverty have been removed. Depression survivors are known to
hoard. You’d be surprised how emotional we are about money.




[ %, R _ ] Inthissense, investors are all too familiar
u B ‘ T e T = with the narrative that nothing goes up
LN forever and now there’s talk that trade
wars, Trump and the Federal Reserve
will cause the market to crash. Veterans
of the 2000 and 2008 crises remember
what that felt like, and while the market
rebounded both times, who’s to say it
will do so again when they are 10 years
older and that much closer to retirement.
Our brain has not changed, even if the
circumstances are different. The current
environment does not resemble 2008, one
predicated on opaque investments and
clinically irresponsible debt, but the fear
of a market decline is natural all the
same.
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The neocortex would likely retort that GDP growth has increased on a rate of change basis for nine
straight quarters and has likely peaked. Earnings growth is also beginning to decelerate. Sure, earnings
have been good, but not compared to what was reported last quarter, declining from 24.9 percent growth
to 21.9 percent this quarter with 56/500 companies reporting as of this writingi. This is not the boogey
man; it’s called the end of a cycle.

At the same time inflation has decelerated, peaking three months ago at 2.7 percent on an annual basis
after a three year ascentii. The Producer Price Index has declined for the last three months in real terms.
Oil prices have begun to move lower despite Iran sanctions and political turmoil in South American oil
producing states.

Macro-economic tourists and media outlets would have us believe otherwise. Let’s start with President
Donald Trump, the man responsible for singlehandedly destroying free trade with tariffs. The truth is he
has delivered $20 billion in additional tariffsii, and with respect to retaliation, we paid $34.5 billion in
tariffs in 2017\v. This, mind you, in a $20.4 trillion economy. Even if the prices of imported goods increase,
the rising dollar will have a muting effect. Will some businesses be harmed? Sure. But let’s not get carried
away.

Remember when the pundits were concerned that renegotiating NAFTA would cause a big upheaval in
trade with Canada and Mexico? Well, when the dust settled the new NAFTA deal (USMCA) was all but
identical to the Trans Pacific Partnership negotiated by the previous administrationv. The GOP simply
used threatening anti-trade rhetoric to play to their base and then signed the deal that was already on the
table. It was a good political move; give credit where credit is due.




The most recent culprit for market volatility is the
Federal Reserve, now being blamed for stirring up
# [ trouble with interest rate hikes. The six rate hikes
since December 2015 that didn’t crash the market
" notwithstanding, one can make the case that that
rising rates reduces the present value of future
revenue and lowers valuations. What's being
1 ignored is that short term rates are being impacted
much more than long term rates, a sign that the
market is beginning to believe growth and inflation
are both slowing, which weighs on stocks much
more than any Fed policy.

Consumer prices

Change from previous year, not seasonally adjusted

My Navy SEAL friend told me that he once had sobering advice for a nervous soldier in the field: give up
any hope of coming home alive and consider yourself dead. He knew they were in clear danger, that they
had every right to be scared, but that unless they lived in the present they wouldn’t be able to function
and that put the entire team at risk. Misreading the market is not dying literally, but it is the death of self-
image, ego and business relationships.

In November of 2007 | wrote an article for Ebony magazine where | suggested that we would soon have a
credit crisis because | knew 36 percent of the bond market was collateralized by mortgages and credit
card debtvi. I knew that 10 percent of disposable income was the consequence of cash out refis and that
vague investments were on the balance sheets of our largest banks. Or said another way, it was a train
wreck waiting to happen.

Watching the market decline 50 percent over the coming year, even though my clients fared much better,
was a traumatic event and the reptilian brain filed that away as a danger. Instead of claiming a victory, |
guestioned why | wasn’t more proactive. Eckhart Tolle writes in the “Power of Now” that “the obsessive
need to be right is an expression of a fear of death”. Turns out that on a number of occasions I’ve been too
afraid to die.

Nevertheless | thought that GDP growth and inflation would slow in the 4th quarter, signaling a change
in the investment weather. | surmised that in this climate we would want to own utilities, real estate
investment trusts, healthcare and consumer staples instead of growth stocks. The emerging markets and
financial sectors seemed to be in a bad place, so making money when they lost value looked like an
opportunity. Knowing when to rotate would always be the problem, but the process began months ago
and we’re very much alive.

Truth be told, a far bigger concern is the size of our national debt, because that too is a train wreck
waiting to happen, even if nobody has a clue of when it will come to pass. For a little housekeeping,
Uncle Sam owes $21.6 trillion and the deficit just jumped by 17 percentii. Once you account for social
security, Medicare, Medicaid, the military and interest on our debt, pretty much everything else has to be
borrowed.




Way back when life was simple for Baby Boomers and they were still cool, Reagan convinced the country
that borrowing money would promote economic growth. What we forget on our way back to the well of
make-believe is that the debt to GDP ratio was 30 percent in the early 1980’s and The Gipper had
headroomvii, Today the debt to GDP ratio is 105 percent. Moreover, the recent tax cut is expected to
increase the debt by another $1.5 trillionix, and that’s assuming the economy continues to grow over the
next 10 years with the individual tax breaks disappearing in 2026 (the corporate tax cuts are permanent).
We will also have to pay growing entitlement
expenses. And if you think it's jUSt the US, Table 2. US Debt to GDP Ratio Historical Chart
take a peak around the world and Uncle Sam [~
looks relatively frugal — debt in the emerging
markets (including China) has increased from
$9 trillion in 2002 to $63 trillion in 2017 f

100,00%

90.00%

60.00%

50.00%

40.00%

— 3000%

2010 1970 1580 1990 2000

Source: www.macrotrends.net




i S&P 500 Earnings Dashboard; 10/17/18; Reuters

it Consumer inflation climbs again in August, CPI shows, but pace of increase slows; Marketwatch.com; 10/13/18

it Trump administration announces list of tariffs on $200 billion in Chinese goods, CNBC.com; 7/10/18

v You're already paying tariffs on clothing and shoes, and have been for almost 90 years, CNBC.com; 4/6/18

v Trump's big fight with Canada over dairy gets the US only $70 million more than TPP trade deal, CNBC.com; 10/2/18
vi How the Mortgage Crisis is Affecting You; Ebony Magazine; November 2007

vii U.S. Government Deficit Grew 17% in Fiscal 2018, Wall Street Journal; 10/15/18

viiit Federal Reserve Bank of St. Louis

x Trump Signs $1.5 Trillion Tax Cut in First Major Legislative Win; Bloomberg.com; 12/22/17

X The emerging market crisis is back. And this time it's serious; CNBC.com; 9/4/18
xi The Epic Story Of How A 'Genius' Hedge Fund Almost Caused A Global Financial Meltdown; Business Insider; 7/10/14




