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Is The Bar High Enough In The
Accredited Investor Rule?
Michael Kitces, CFP®,
MSFS, MTAX, CLU®,
ChFC®, RHU®, REBC®,
CASL®
Director of Wealth
Management

In the world of finance, there is an SEC guideline called
the “Accredited Investor” rule that limits the public’s
ability to invest in unregistered securities unless the
individual meets certain income and/or net worth
standards. Or stated more simply, the SEC limits those
riskier private investments to more affluent – and presumably more “sophisticated” – investors.
Recently, though, there has been some repeated discussion from the SEC about whether it’s time to update
all the income and net worth thresholds of what constitutes an accredited investor, and last month SEC Commissioner Clayton raised the question of whether the
rules should be eased further to allow more investors
to access today’s high-profile private deals like Uber
and Airbnb.
But to understand whether the accredited investor
rules need to change, we should look at why they exist
in the first place.

October 2018
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Start with the basic principle of capital formation—
that businesses must connect with investors who have
capital available to invest, and then the businesses can
either borrow money from the investor (which we
know as issuing a bond), or they can take money in
exchange for giving the investor a portion of the business (which we know as “equity,” or raising capital by
issuing shares).
For companies that want to do a large issuance of
bonds or stocks in the public markets, we have a lot of
rules and regulations to make sure that those companies aren’t fraudulent. One of the core roles of the SEC
is to regulate capital markets and ensure that while not
every stock and bond will work out in the end, they are
all at least legitimate stock and bond issuances from
bona fide operating businesses.
All these additional layers of regulation and oversight
have a cost, though; enough that a lot of midsize businesses can’t realistically afford the time and cost to go
through all that regulatory vetting. They need a simpler, more direct way to raise capital, with the caveat
that if regulators don’t oversee the process (to reduce
the cost), there’s also a greater risk of fraud, either people raising capital when the business isn’t real, or being
misleading about the business’s health and growth
prospects to get capital, when realistically it’s not a
good investment.
So rather than impose greater regulations on small
businesses trying to raise capital, effectively eliminating access to outside capital, the SEC instead created
the accredited investor rules, which state that companies can sell these unregistered, unregulated securities
to accredited investors, who are:
Deemed accredited by earning $200,000 a year as
an individual or $300,000 as a couple for each of
the prior 2 years and the current year,
OR
They have a net worth of $1 million outside of the
primary residence.
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The (Ideal) Purpose Of Accredited Investor
Rules
The primary reason these rules exist is to guard against
the greater risk of fraud, or at least being misled, about
investing in a flawed business. If you’re going to make
such a risky investment, you need to have enough
money to be able to afford to lose a chunk of it that risky
investment.
The second is that, given these restrictions, you would
presumably either be “sophisticated” enough—thanks
to your investment experience in accumulating wealth
—that you could effectively vet these opportunities, or
at least be able to hire someone to help you vet them.
The whole problem with private unregistered securities, though, is that there’s very limited information.
There aren’t (m)any reporting requirements, and so it
may be hard to vet a deal and figure out whether it’s
really legitimate, or outright fraudulent. Additionally,
building a business takes time, which means the investment is relatively illiquid for a significant period,
and typically can’t be readily sold to others, either.
Along with the additional risks of investing your money into companies that are opaque and illiquid, there’s
also a greater risk of fraud and mismanagement or misleading advertising about the company’s potential.
The upshot for investors of all these concerns is that at
least such investments can also provide greater return
potential. After all, at the most basic level, it’s difficult
for a publicly traded company to grow all that much
when it’s already huge and has most of the marketplace, but a small startup can experience substantial
and sometimes exponential growth, so the benefit of
taking that risk is the potential for the bigger reward.

Accredited Investor Rules Have Gone Wrong
But here’s the problem: At some point along the way,
the accredited investor rules seem to have shifted from
“You need to have the financial wherewithal because
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these are really risky illiquid investments, and you
need the economic muscle to recover from the loss, and
the insight to vet these investments in the first place.”
The accredited investor rules were supposed to ensure
you could meet this financial wherewithal requirement, and the sophistication or vetting requirement.
Today, however, the approach is more along the lines
of “Here are super-secret investments, the best investment opportunities only available to rich, sophisticated investors. Don’t you want in!?”
It seems that in part, the problem has evolved because
the media glamorizes the few mega-deals like Uber
and Airbnb, and fails to report that 99.9% of private
deals don’t turn out well. There’s a huge swath of them
that lose everything, all their investors’ capital. But we
only see the visible wins, and nobody talks about all
the losers and failures. In essence, a big part of the
problem today is that the accredited investor rules
have been turned into an exclusive club that actually
appeals to people who have maybe significant wealth
and meet the accredited investor income or net worth
requirements, but do not actually have the time,
knowledge, or inclination to vet opaque deals that
they’re investing in.
I think a good case a point example is the rise of the
hedge fund industry over the past 15 years Those
funds present themselves as having access to the best
and most exclusive investment opportunities, using
strategies only available to those who are accredited
investors… when in reality, over the past 5 years,
the HFR hedge fund index has generated less than half
the annualized return of an S&P 500 index fund.
And it was just last year that Warren Buffett was finally
declared the winner of his 10-year bet from 2007 that the
S&P 500 would beat any group of hedge funds that any
investor wanted to select. Despite the fact that that bet
started in 2007, right before it got clobbered by the financial crisis, ultimately the S&P 500 returned 7.1% a
year over the decade, and the hand-picked hedge funds
returned 2.2%, a third of the return and a more than
cumulative 50% difference in growth over a decade.
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I think the SEC is right to review the accredited investor rules, because I’m not sure they’re serving their
intended purpose anymore. Rather than having unregistered securities get sold to accredited investors,
who use their capital and knowledge to vet these risky
or opaque deals, the rules have gotten twisted into an
exclusivity club, where certain affluent investors seem
to actually be doing dangerously less due diligence,
because they can afford to get into the accredited investor club without realizing that’s a risk and not a
privilege. By gaining access to investment vehicles like
private hedge funds, investors feel its a good opportunity because they perceive other (affluent) people like
them doing it as well. Implied safety in numbers that
really isn’t.
Ultimately, the reason we’ve hit this failing point
seems to be that the SEC tried to accomplish two things
at once with its accredited investor requirements. The
first was to set a threshold where investors would have
enough financial wherewithal to afford to take the
losses on risky investments. The second was to set a
threshold where because someone would have
enough financial wherewithal, they were presumed to
be sophisticated enough to vet the investments. The
problem is that ironically, the rules always lagged on
the first part about withstanding the losses, and it’s not
well-suited to task on the second part, either.
Back in the early 1980s when the accredited investor
rules were originally put in place, fewer than 2% of
households could qualify. Today, almost 10% meet the
required thresholds. $1 million just doesn’t go as far as
it once did. In 1982, that was a lot of money, with room
to risk and lose some. Today, the safe withdrawal rate
on $1 million for a married couple doesn’t even get you
to the median household income of a retiree. It’s not
money most can afford to lose.
And in the meantime, on the second part, wealth and
income alone are a terrible proxy for financial sophistication. And the way the accredited investor rules now
seem to be marketed by solicitors in some circles,
again, it’s not viewed as a higher tier of risk to do the
extra due diligence on, it’s communicated as, “Special
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investment opportunities only available to the sophisticated wealthy,” that encourages people to think of
themselves as sophisticated, throw their money at it,
instead of looking at it with an extra skeptical eye.

Improving Rules To Protect Investors
So how can this be improved? There are a few steps.
The first is that I actually do think the accredited investor threshold should be raised. A threshold of half
a million of income, or $5 million of net worth, is more
appropriate. The Rule is not about limiting great investment opportunities to the wealthy, it’s about limiting a high volume of bad investment opportunities to
the people who can afford to lose the money.
The second change, though, is that it’s time to stop
pretending that wealth and income are useful proxy
for financial sophistication and who does (or doesn’t)
have the time, knowledge, and inclination to really vet
the deal. Instead, I’d advocate that the SEC needs to
create some kind of investor questionnaire, to affirm
that the investor actually understands the risks, has
some kind of training, education, a degree, a designation, a background in it… or they need to engage a
fiduciary financial advisor to evaluate and vet the deal
on their behalf (representing the client, not the firm
selling its investment opportunity).
This would allow the investor can demonstrate they’re
sophisticated enough to evaluate a risky deal, or they
can hire an advisor to help, since they should have a
financial wherewithal at a half a million of income or
$5 million of investable assets. To shift the perception
from, “Congratulations, you’re accredited investor,
here’s a super special secret investment opportunity
that no one else gets,” to “Congratulations, you’re an
accredited investor, now you can incur extra costs in

time or dollars to consider whether to take the investment risk that comes with these opaque investments.”
Perhaps if someone can demonstrate that they personally are a sophisticated investor, the income and investment limits could be lowered. As there’s nothing
wrong with letting someone take a lot of risk… as long
as they’re truly investing with eyes wide open to the
risk that they’re taking.
In the meantime, perhaps the SEC can also revisit the
challenges of Sarbanes-Oxley that made it so expensive for companies to IPO in the capital markets that
it’s amplifying the problem. Ironically, it was done to
help protect against fraud and misleading financial
statements after companies like Enron in the late ’90s,
but in practice, it’s meant that more and more companies are staying private, which is amplifying the distinction between public market investments available
to all investors and a growing volume of lucrative private ones only accessible to accredited investors.
But the bottom line is simply that the purpose of accredited investor rules is not to give more affluent or
sophisticated investors better investment opportunities than everyone else gets. It’s to allow more affluent
investors who ostensibly have investing experience
and are more sophisticated to be able to sniff out the
high volume of BS that comes with private investing.
And at worst, if those accredited investors fail to spot
the BS, at least they have the room to absorb the financial consequences for failing to do so.
So it’s probably time to re-evaluate and realign the accredited investor rules to these goals: raising the bar on
what it means to be able to afford to lose the money, and
re-evaluating what it really means to be a sophisticated
investor with the requisite ability to find the few good
private investments amongst a lot of bad ones.

Michael Kitces, CFP®, MSFS, MTAX, CLU®, ChFC®,
RHU®, REBC®, CASL® is a Partner and Director of
Wealth Management at Pinnacle Advisory Group.
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Four Things Affluent Investors Must
Know About Risk Management
Ken Solow, CFP®,ChFC
Senior Partner, Chair of the
Investment Committee

October 2018

Sophisticated investors pay attention when someone
brings up the topic of portfolio risk management. As
it turns out, affluent investors are often the most risk
averse, perhaps because they have already accumulated enough money during their lifetime to achieve
their financial planning objectives. Having reached
their accumulation goals, they don’t want to lose their
hard-earned gains because the financial markets misbehave. But affluent investors often misperceive
some of the most important rules for managing portfolio risk, mainly because the investment industry
doesn’t promote the bad news that the portfolio risk
management “status quo” probably won’t help them
in the next bear market.
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Here are four facts for you to keep in mind when the
financial markets do the next deep dive.

1. Diversification May Not Be Enough
Building a diversified portfolio based on past performance, using long-term average returns and volatility
measures, probably isn’t going to help you forecast
future portfolio volatility if asset classes are expensive.
In fact, long-term average volatility, correlation (asset
classes zigging and zagging at different times), and
returns are pretty much useless when investors have
bid up the prices of stocks and bonds after a historically long bull market like we are experiencing right now.
If you think that you’ve managed risk by building a
diversified portfolio with multiple asset classes, and
think you understand how the asset classes will perform once investors begin to panic…think again.
Owning a portfolio of overvalued asset classes could
lead to disastrous results, regardless of what has happened on average in the past. The worst-case scenarios
for investors determined to hold on to their current
holdings could be much worse than they think.
In fact, bear markets tend to be influenced by new and
unexpected events that demand a thoughtful response
by investors trained to respond unemotionally to
news. The 2007-2009 bear market was created by a series of unprecedented events. Over a two-year period,
the U.S. housing market crumbled due to banks lending to unqualified borrowers and then bundling the
loans into highly leveraged derivatives that ended up
bankrupting a series of Wall Street investment banks.
The result was unexpected and catastrophic declines
in traditionally diversified portfolios as well as nontraditional portfolios that owned asset classes like
hedge funds and private equity. And while we don’t
pretend to know what will cause the next bear market,
we think it wise to allow our investors the benefit of
our experience and common sense when the next one
occurs. Affluent investors might consider that mindlessly buying and holding isn’t likely to be a winning
strategy.
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2. Buy And Hold Is Dead
The notion of “buying and holding” and then rebalancing to a fixed mix of asset classes in your portfolio
is held out to be the behavior of educated investors
who believe that trying to predict the future performance of asset classes is a fool’s game. But the most
sophisticated investors understand that there may be
times when it is actually more dangerous to hold on to
over-loved and overbought securities than it is to sell
them and find different and more fairly valued investment ideas.
Investors who insist that they shouldn’t make educated forecasts of future returns when markets are obviously expensive could cost themselves a fortune. Professional investment managers who are active make
forecasts based on a variety of time-tested techniques
that allow them to assess the highest probability of
future market behavior. No one can guarantee the future, but changing the asset allocation of a managed
portfolio is far from the behavior of an unsophisticated
and panicky investor. Instead, holding on to expensive
securities with the mistaken notion that “no one has a
crystal ball” may not be a viable strategy during the
next bear market.

3. Don’t Rest On The Bull
Bull markets always create a false sense of security for
investors who’ve watched risk assets appreciate in value over many years. This bull market is no different,
and today the very concept of managing risk is becoming unpopular. Once again investment managers who
are tasked with risk management are often trailing the
popular indexes. Risk and volatility once again are becoming undervalued as investors look at past performance and realize that the risk takers—and not the risk
managers—are winning the game.
The herd is likely to forget about risk management just
as markets are becoming the most dangerous. Alas,
this cycle of investor behavior is unchanging. Greed
overcomes fear in bull markets. This particular bull is
becoming reminiscent of the bull market that peaked
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in the year 2000 when everyone’s friends, family, and
business acquaintances were touting their favorite
dot.com stocks. Today the darlings of the market are
the FANG stocks; Facebook, Apple, Amazon, NetFlix,
and Google. They represent a huge and disproportionate share of the gains in the S&P 500 Index over the past
nine years. Those investors who sleepily trust that
their diversified portfolio strategy will protect them
from outsized losses in the next bear market should
understand that diversification didn’t work in the last
bear market of 2007-2009, and buying and holding a
fixed mix of asset classes may be just as ineffective in
the next bear market. Don’t let the bull lull you into
complacency.

4. You Must Understand Sequence Risk
Affluent investors should understand the concept of
sequence risk. It isn’t the average return of your portfolio that matters during your retirement years. It is the
order that you earn your returns that will have the

most telling impact on your ability to retire and
achieve your financial objectives. If we experience a
bear market early in your retirement and you are taking withdrawals from your portfolio to maintain your
lifestyle, then you could find that withdrawing money
while your portfolio values are declining in a bear market will be devastating to your plans. And while patience is the portfolio strategy that is most frequently
recommended by those advocating buying, holding,
and waiting for average returns, you might find that
time has run out and an unwanted lifestyle change is
in your future. Risk management is more than an emotional decision based on your personal willingness to
accept portfolio volatility in bear markets. It’s a necessity for those who are approaching retirement or who
have already retired. The logical, data-driven strategy
of defending portfolio values in bear markets by
changing the asset allocation of client portfolios
shouldn’t be overlooked by those who want to have
the highest probability of achieving their financial
planning goals.

Ken Solow, CFP®, ChFC is a Senior Partner and Chair
of the Investment Committee.

October 2018
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Is Your Retirement Bulletproof?
Deb Kriebel, MBA, CFP®
Partner
Wealth Manager

How much money do you need to retire? It’s a familiar
question with an unsatisfying answer: it’s complicated. It depends on how much you’ve socked away, how
much income you’ll have coming in, how much you
plan on spending and how long you live. There’s no
one size fits all, it’s unique to you.
To find out if you’re ready to pull the trigger, take a
shot at these questions...
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What is your retirement income plan?
Your income plan should map out your inflows and
outflows for the duration of your retirement. What are
your sources of income? Will you receive a pension,
social security or an annuity? Do they have cost of living adjustments? What will your expenses be in retirement? Should you plan on covering 100% of today’s
expenses? How will inflation and taxes affect your
plan? Do you have emergency cash set aside to cover
3-6 months of living expenses?

Where should your assets be invested?
Asset location is important as it impacts how your
portfolio is taxed. A tax hierarchy can help you determine the best location for your investment assets. A
rule of thumb, that may not be applicable to everyone,
may be to: locate the most tax-inefficient investments
in your IRA’s, tap your Roth for high-growth investments and utilize your individual (or joint) accounts
for the most tax-efficient holdings, like tax-free municipal bonds and tax efficient exchange traded funds.

What should your retirement investment strategy
be?
Your investment strategy depends on how much money you’ve saved for retirement, how much income
you’ll be receiving and the amount you’re spending. It
also depends on your age, and factoring in that you’re
moving from an accumulation phase to a distribution
phase of your life. A downturn in the markets when
you first retire and start pulling money from your portfolio can have a large negative impact on the sustainability of your portfolio. It may be appropriate to reduce the level of risk in your portfolio for the first several years of your retirement, and then gradually increase your level of risk later on.

What’s your safe withdrawal rate?
That’s the amount of money you can pull out of your
accounts each year, increased for inflation, and not run
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out of money. The 4% rule of thumb was developed for
a 30-year retirement period and a moderate growth
portfolio of stocks and bonds. Remember this is an estimate and your safe number may vary from the rule of
thumb. It’s important to coordinate this number with
your financial plan.

What accounts should you pull money from first?
If you have a variety of accounts, such as a traditional
IRA, a ROTH IRA and an individual or joint account,
the tax consequences of withdrawals from those accounts will vary. Some withdrawals are tax free, some
are taxed as ordinary income, and some may be taxed
as capital gains. You want to develop a distribution
plan to minimize your overall taxes.

When should you start your Social Security benefits?
It depends upon your situation and whether you’re
single or married. You’ll want to consider your health,
family medical history and coordination with your
overall financial plan. You can claim reduced benefits
as early as 62 and delay benefits as late as 70. Benefits
increase by roughly 8% a year, for each year you delay.
Social Security is one benefit that you can’t outlive, so
think of it as longevity insurance and look at the best
strategy (or combination) to maximize your lifetime
benefits.

Should you buy long-term care insurance?
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It depends on your unique circumstances, your family
medical history, and your net worth. Long-term care
insurance covers activities of daily living at home, at
assisted-living facilities and nursing homes. If you
plan on self-insuring, you may consider structuring
your portfolio so it can handle the impact of 3 or more
years of nursing home care for each individual, increased by an inflationary factor of at least 6% a year. If
you don’t have the investments to handle that event,
then you may consider purchasing long-term care insurance, especially if you have a family medical history
of Alzheimer’s or dementia.

What is your health care plan?
Health care coverage is a critical factor in a solid retirement plan. If you plan on retiring before age 65, you
might consider the purchase of pre-Medicare coverage
that may cost $600 or more per month per person.

Three months before you turn 65, you are eligible to
enroll in Medicare. Medicare Part A includes hospital
coverage; Part B is for medical coverage for physician
visits and other outpatient care; Part C is a plan combining coverage from Part A and B; Part D is prescription drug coverage. Medicare Part B pricing varies depending on your income and may range from $109 to
$429 per month. Part D may range from $13-$75 per
month. Post-retirement health coverage is complex
and you may consider working with a health care insurance professional to design a medical plan that covers your specific needs.
As you can see, there are a wide variety of variables to
planning a smooth retirement. Discuss these questions
with your Wealth Manager and together you can determine if your retirement plan is on target.

Deb Kriebel, MBA, CFP® is a Partner and Wealth
Manager at Pinnacle Advisory Group.
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529 Plans Move Beyond College
In 1996, the 529 plan was created under the Small Business Job Protection Act to give taxpayers a tax-advantaged way to save for their children’s college education. As part of the 2001 Economic Growth and Tax
Relief Reconciliation Act, all the earnings in the plan
were made completely tax-free if they were used for
college. That temporary improvement had an end date
of December 31, 2010, but fortunately the Pension Protection Act of 2006 made the tax-free growth feature
permanent. The popularity of 529 plans has since
grown, and now there is over $275 billion in these
plans nationwide.
On December 22nd, 2017, President Trump signed the
Tax Cuts and Jobs Act of 2017. One provision of this
new tax bill gave the 529 plan another facelift, making
these plans even more attractive to parents, grandparents, and anyone saving money for a child’s education.
The bill expanded the scope of a qualifying expense to
include elementary and secondary school expenses at
public, private, or religious institutions. The new law
allows an account owner to withdraw up to $10,000
annually to pay for private school tuition and supplies
until the beneficiary graduates from high school.
Prior to the passage of the 2017 tax bill, any distributions that were not deemed a qualifying college expense would be charged a 10% penalty on the earnings. The ability to use funds for college remains, but
the scope of the plan now includes both elementary
and secondary school tuition as qualifying expenses
which makes these plans even more attractive.

Who Will Benefit?
The changes to the 529 plan are great news for people
who have saved money in a plan and would like to be
able to use a portion of those funds to pay for education
before their child gets to college. It may not make sense
with the cost of rising college tuition to take funds for
private school tuition, but each account owner should
do a thorough evaluation of what makes the most
sense for their individual situations.
As with many new Federal laws, it is not totally clear
how each state will interpret these new regulations.
Each state will have to weigh in on how they will treat
the distributions from 529 plans that are used for private school education. According to a recent article in
Forbes Magazine, Strategic Insight’s Paul Curley says
that over 20 states, including the District of Columbia,
will treat withdrawals for K-12 expenses the same as
federal law. There is a high likelihood that these laws
could change as the individual states have time to digest this news and study the consequences to their bottom line.
Before making a withdrawal you should consult with
your wealth manager, tax advisor, and the plan sponsor to fully understand the ramifications, if any, of
your withdrawal.

Josh Rivers, CFP® is a Wealth Manager at Pinnacle
Advisory Group.
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MARKET REVIEW
Rick Vollaro
Chief Investment

Officer
Carl Noble
Senior Analyst

The third quarter saw mixed performances across the major asset classes. Large cap U.S. stocks surged, developed international equities and U.S. bonds were flat, while emerging market
equities and commodities experienced modest losses. The clear
winner for the quarter and year to date has been the U.S., as
domestic investors have been rewarded with sizable gains at a
time when international markets have suffered losses. The current temptation for investors is to keep piling into the U.S. since
it’s worked the best, but astute observers realize that past performance is not indicative of future returns.

Sean Dillon
Technical Analyst

Sauro Locatelli

Looking into the fourth quarter, investors are left to contemplate
the inconsistency that has formed between performance in the
U.S. and the rest of the world, and decide whether they should
position for a continuation of the current trend or play for a
change that begins to close the performance gap.

Quantitative Analyst
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Explaining the U.S. Story
The current narrative for relative strength in domestic
markets isn’t very complicated. It starts with solid fundamentals that have received a boost from late cycle
tax cuts and an unprecedented shift towards deregulation. Supportive U.S. policy has led to recent strength
in the economy, earnings, and stock prices. Second
quarter GDP growth picked up appreciably to a
healthy 4% pace, and earnings growth of over 20% this
year has been very impressive. Clearly tax reductions
and less regulation has worked to unlock short-term
animal spirits, which has translated into an acceleration in economic activity and risk-taking by market
participants. As the current economic expansion edges
closer to being the longest of all time, an important
question is how sustainable will the recent uptick in
fundamentals prove to be? In order to answer that,
investors need to assess a related issue regarding
whether or not the business cycle has reached a tipping
point where a further acceleration in the economy will
start to become counterproductive for markets by
causing things to overheat.

The Case for Sustainability
The case for continuing U.S. strength rests with the
idea that a virtuous cycle may be starting to take hold
in the economy. Bullish analysts point to the massive
wave of tax cuts and deregulation that has unleashed
an optimum backdrop for corporate profitability.
Profitable companies are usually willing to make investments in future growth, and right now analysts
contend there are compelling reasons for businesses to
invest, given an aging capital stock and tax policy that
is incentivizing companies to commit capital. The economic bulls also believe consumers are quite healthy
and could be ready to convert some savings into
spending. If they do, that could fuel another leg higher
for profits. Company cash levels are high, and that
could help sustain the recent wave of corporate share
buybacks, which helps lift stock prices by increasing
earnings per share and reducing the supply of outstanding stock in the marketplace.
One of the more exciting theories supporting econom-
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ic sustainability is that productivity is beginning to
pick up after a long slumber. Rising productivity
would be meaningful as it would allow for a higher
potential level of economic growth while keeping a
major inflation outbreak from developing. A moderate level of inflation would allow the central bank to
achieve its mandate of price stability without having to
turn overly aggressive in their rate raising campaign.
With higher productivity and no major imbalances,
the economic expansion would theoretically still have
a long runway before it is ready for a downturn.

Missing Expectations or Twilight Zone Redux?
Our base case scenario does not call for a recession to
materialize over the next few quarters, but we also realize that the current expansion is closing in on becoming the longest ever. Therefore it’s imperative to be on
high alert for warning signs that the business cycle
may be starting to turn. While the full weight of the
evidence is still no worse than neutral, there are some
potential cracks in the outlook that we are closely monitoring. Some of the areas of concern include falling
monetary metrics, peak confidence levels, housing
and auto sectors that are struggling, deterioration in
the breadth of various leading indicators, and a downturn in some measures of global trade. As a base case,
a downturn in the business cycle appears to carry a low
probability over coming quarters, but these data
points suggest that the accumulation of interest rate
hikes, yield pressures, and a shift in trade policy may
be starting to take a toll on an otherwise healthy economy. In short, a recession does not appear to be likely in
the near future, but it also may not take much for some
economic disappointment to set in if the economy has
peaked for the cycle and begins to oscillate back towards the lower end of its recent range.
Another issue worth pondering is whether good economic news will continue to be perceived as bullish for
the stock market. The concept that the economy could
do well while the stock market does not may seem
counterintuitive, but there are many historical
episodes when this has occurred. For instance, back in
May 2013, our quarterly outlook was titled “Twilight
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Zone Markets,” and in that piece we did our best to
explain why we believed the economy and markets
were temporarily disconnected:

tepid pace, but if pricing pressures begin to shift into
higher gear, it could start to create downward pressure
on corporate profit margins.

Today’s investors are wrestling with the bizarre nature of financial market dynamics where world economic fundamentals and asset prices are currently going in opposite directions. This disconnect between
poor growth dynamics and red-hot equity markets at
first blush does seem odd, but things begin to make
sense when you consider the fact that central bankers
and unprecedented liquidity are currently in charge of
financial markets. When viewing the behavior of markets through this lens, anything that encourages central bankers to keep priming the liquidity pump is likely to be temporarily good for markets. Such a counterintuitive backdrop is challenging to understand, as investors must be willing to take intuitive logic and turn
it on its head to understand some of today’s market
moves.

While a positive development for workers, if wage
growth starts to accelerate, it could have important
implications for generalized inflation, profits, the pace
of short-term interest rate increases by the Federal Reserve, and a rise in longer-term yields. The Fed has
been taking a very cautious approach in normalizing
interest policy thus far, but monetary officials are
keenly aware that slack in the labor market is dwindling and creating some risk of an inflationary impulse. Short-term interest rates have already been increased eight times from the cycle low, and with projections for continued economic momentum and the
specter of rising inflation, the central bank has little
reason to halt the normalization process over the coming year.

Some analysts are beginning to wonder whether today’s environment is starting to look like the mirror
image of 2013, where good economic news could start
to be viewed as bad news for markets. If this interpretation is correct, then investors must again reverse
their intuitive logic to understand what is beginning to
unfold. One thesis for a good economy but poor markets is that the economy may be starting to overheat
due to late cycle fiscal stimulus applied to an already
mature business cycle. Analysts concerned about an
economic overheating point to actual economic
growth rates that have begun to outstrip the economy’s potential, which should naturally put pressure
on prices that reverberate throughout the economy.
The potential for overheating is most apparent in the
labor markets, where the unemployment rate has fallen to a 50-year low and is contributing to growing evidence that demand for labor is outstripping the available supply. Given today’s labor market dynamics, it
comes as no surprise that companies like Amazon recently announced significant pay increases for their
workforce, since it is getting tougher to hire and retain
workers. Up to this point wages, have been rising at a
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Higher long-term yields take their cue from short-term
rates, but they are also driven by other factors that affect supply and demand. Important forces that will
likely increase future supply are the slow runoff in the
Fed’s balance sheet as they increase the amount of
monthly bond sales and rapidly expanding deficits
from higher government spending. As rates rise across
the maturity spectrum, it can create several challenges
for markets. Higher rates mean higher costs for borrowing, and a higher discount rate makes the present
value of future cash flows intrinsically lower for
stocks. Higher yields on perceived safe assets can also
create competition for risk assets. For example, today
a Treasury bill earning 3% is currently outstripping
our valuation model’s implied long-term annualized
return on the S&P 500, and with virtually no risk of
loss!
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Divergence Convergence & Two-Sided Directional Risk
As we’ve previously noted, a lingering risk that’s been
developing all year has been the striking difference in
return profiles between the U.S. and virtually every
other global market. As an example, the S&P 500 Index
is up 10% with dividends reinvested. Meanwhile the
MSCI All-Country World Ex-U.S. Index, which is a
proxy for global markets that removes U.S. exposure,
is down more than 5% for the year. A typical basket of
emerging markets stocks is down over 10%.
From a fundamental perspective, international markets have been struggling to deal with a combination
of a slowing Chinese economy and a cooling off from
last year’s coordinated upturn in world markets. Global markets are also likely feeling the pinch of a stronger
dollar and higher U.S. interest rates, which may be
starting to expose the weak links in the global economy, most of which are found in the emerging markets
realm. How the outlook in China unfolds may hold the
key to whether global markets will continue to fizzle or
stabilize and start to rise again over coming quarters.
China is caught in the middle of a cyclical economic
slowdown and is also at the epicenter of trade dispute
with United States. Chinese stocks have quietly lost
over 20% this year and the tariff wars in progress with
the U.S. are likely only exacerbating an already soft
economy and putting pressure on important supply
chains that are integral to world growth dynamics. If
Chinese data and markets continue to deteriorate, it
may be signaling that the global economy is weaker
than widely believed, which could eventually infect
U.S. growth and asset prices. In this scenario, there is
risk that U.S. markets might close the recent performance gap by a sudden drop in price.
There is also a brighter scenario that could unfold and
recouple markets that would be much more supportive of price appreciation. One potential positive side
effect from China’s current weakness is that their policymakers have begun stimulating the economy more
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aggressively to combat weak growth and to stay ahead
of ongoing trade frictions. Not only has China already
used their currency as a policy tool to defend trade, but
they have also lowered rates materially and begun to
increase lending. If Chinese leaders undertake additional stimulus measures, perhaps an upside positive
risk is that the global economy gets a fresh economic
impulse that leads to a closing of the gap between the
U.S. and global markets. If global growth can stabilize
and start to resynchronize, there might even be a
chance of a melt up in stocks led by China and other
global markets that have already suffered sharp losses
on the year.

Current Positioning
Last quarter we wrote that we would modestly reduce
risk into market strength given that trade pressures
were rising, and the overall risk reward setup seemed
to be deteriorating. As the quarter progressed, we did
incrementally reduce risk through a variety of positioning tactics. Our allocation to international equities
has been reduced and repositioned into short-term
fixed income holdings, while some U.S. sector holdings were rotated into more defensive areas, such as
healthcare, staples, utilities and real estate. Bond portfolios continue to be positioned with below average
interest rate sensitivity and contain a barbell of floating
rate and credit like holdings, combined with some
longer duration quality bonds to defend against a possible hiccup in world growth. Given the multitude of
risks in play, we have also built a stable of liquid portfolio hedges including cash, bonds, and gold. We acknowledge that these hedges won’t necessarily work
at the same time—nor should they—but managing
risk in this unusual environment demands a variety of
protections that work in different scenarios.

Conclusion
It was a strong quarter for U.S. markets, as positive
fiscal forces continued to course through the economy
and propel domestic markets to better returns than the
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rest of the globe. There are still many positive forces
supporting the U.S. economy that could allow it to continue to shine, as chances for a recession appear low
over coming quarters, and the fiscal thrust seems likely
to carry into 2019. Still, risks abound, and the cycle may
be approaching a point where economic and earnings
expectations are running too hot, and where markets
may be entering an unusual phase where good news
could potentially start to be bad. With overvalued
markets and an aging economic cycle, we believe it is
prudent to lean towards defending more against the
potential for risk of loss rather than risk of opportunity
for now.
We’ll continue to be alert for new evidence and catalysts that may move markets in a negative or positive
direction, and as always, we will continue to adjust our
portfolios based on the weight of the evidence.

October 2018

www.vwplanning.com

Page 17

Vision Wealth Planning, LLC
4860 Cox Road, Suite 200
Glen Allen, VA 23060
804.368.0854

