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The greater fool theory of investing

" No change in any asset class or currencies made.
Asset Allocation remains unchanged.

= Extensive discussion on reducing equity underweight.

" Investors desirous of being engaged with equity mar-
kets at these levels should consider long-short vehi-
cles or index call options. Risk management is para-
mount now.

‘Mountain of cash’

One of the things we keep hearing about these days from
many commentators is the mountain of cash that is sitting on
the sidelines, in money market accounts, to be invested in the
stock market and that should drive stocks higher. According
to an online blog*, similar sentiments were expressed in 1930
too. According to this site, the 28 August issue of the Wall
Street Journal carried this quote:

There's a large amount of money on sidelines waiting for
investment opportunities, this should be felt in the market
when “cheerful sentiment is more firmly intrenched.” Econo-
mists point out that banks and insurance companies “never
before had so much money lying idle.”

This is amazingly similar to what we hear now. In order to
counter this statement or sentiment, | am going to draw upon

the wisdom of the late Peter L. Bernstein, who wrote on ‘Flow

*http://newsfrom1930.blogspot.com
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of funds and flows of expectations’ in the Journal of Portfolio
Management in January 1990.

“The use of flow-of-funds analysis for capital market forecasts
/s simply inappropriate. The process assumes that we can
forecast flow of funds. We cannot. [...] expectations will influ-
ence buying and selling decisions over and above current
demand and supply. And this is precisely why flow-of-fund’s is
a deceptive tool in capital market forecasting.

The entire game in the capital markets is expectations, not
physical use of the item being traded [...].

[...] Flows of funds are the dependent variable and prices the
independent variable, not the other way around. The single
most visible, critical, and undeniable piece of information in
the information-hungry capital markets is price.

Indeed, prices in the capital markets can and do move without
a single dollar changing hands. Huge value changes take place
on a tiny flow of dollars. On October 19, 1987, turnover of
less than 1% of all listed shares was sufficient to knock 25%
off the market’s appraisal of America’s leading corporations.”

Julius Baer Investment Solutions Group / Publication date: 17 September 2009
Please find important legal information at the end of this document. 1/4



Julius Baer CIO Letter September 2009

Well, it is the greater fool theory of investing

In other words, the mountain of cash that is supposedly wait-
ing to get into the stock market would do so only if investors
expected to generate positive returns on the cash put to work
in the stock market. Or, regardless of their underlying belief
about the returns that would be generated by moving that
cash into the stock market, they should at least believe that
there would be other investors willing to follow them so that
they could sell their investments to them at a profit. This is
also known as ‘the greater fool theory of investing’. That is, a
bigger fool would come along after me and relieve me of my
foolish decision to invest! There are many problems with this
approach to investing.

First, we have seen this movie before, as recently as in 2007,
and if my memory serves me right, it did not have a happy
ending. The problem is that the US unleashed a policy of loose
interest rates in response to the collapse of the technology
bubble, the 9/11 terrorist attack on US soil and the collapse
of Enron and WorldCom. Other countries followed suit. There
was a global liquidity glut. It took five years for the boom to

meet with its crash. A lot of money was made in the meantime.

So this time around too, policy intervention centred on easy
money and expansionary fiscal policy might end on an un-
happy note but it could take longer. The truth is no one knows
how and when this will end. One has to go by one’s judgement
on how much of good news is discounted in the price.

Expectations are already quite positive

The other reason to be wary of the hope that the greater fool
theory of investing will keep the financial markets buoyant
until fundamentals justify the improvement in asset prices is
that the expected improvement in fundamentals appears to be
well discounted in stock prices. Operating earnings expecta-
tions for the S&P 500 are around USD70-75 per share. Even if
we accept them as realistic, the S&P 500 is not cheap. At the
current index level, this translates into a P/E multiple of close
to 15. This is a shade above the long-term average of around
14 but certainly not below it.

Chart 1: S&P 500 quarterly operating earnings against trend
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The question is whether the expected forecast of operating
EPS of around USD70-75 is realistic. At the earnings peak in
2007, operating earnings were above USD80 per share. But
that was due to the extraordinary and eventually unsustain-
able earnings in the financial and energy sectors. To expect
earnings to recover to within a whisker of those levels is unre-
alistic.

We tried to re-examine the realism of the expectations
through another route, not just being content with pointing to
the absence of such leverage and aggressive off-balance-
sheet tactics by banks.

We evaluated the path of corporate profits as reported by US
businesses to the government. The long-term trend growth
rate of such corporate profits is around 6.7%. We then extend
the S&P 500 operating earnings from 1988 (earliest date from
which data on S&P 500 operating earnings is available) with
the trend growth rate of 6.7%. Then, we plot the actual real-
ised values of S&P 500 quarterly operating earnings against
the trend line (red line chart 1).

What we observe readily from this chart is that deviations
from and below the trend take about 2-3 years to correct. The
latest deviation from trend has been particularly sharp and
deep. Further, it also occurred in the aftermath of the biggest
above-trend deviation in 2007 as we noted above. The ques-
tion is what amount of operating earnings for 2010 would be
realistic for S&P 500 stocks. USD15.00 per quarter or
USD60.00 per share appears generous. Attaching historical
P/E multiples to that earnings forecast gives us a fair value
range of 800-900 points for the S&P 500.

As the index is well above this range, one should not only be
underweight equities but should go more underweight if irra-
tional exuberance pushes the index even higher near-term. As
the index approaches fair value, one should get neutral on
equities, and if the index goes below this range, one should go
overweight. This is the risk-management approach to investing,
as opposed to momentum-oriented investing.

Chart 2: ISM new orders less inventory
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Of course, some might wonder whether Asian markets are a
better bet. The short answer is NO. Not at current levels. Asia
remains dependent on overseas markets for economic and
corporate earnings growth. In the short term, the rebound in
Asian exports must have largely run its course with the US
ISM new orders less inventory at a 32-year high (see chart 2).
It is useful to note that sharp, vertical rebounds have been
invariably followed by swift and strong reversals.

All of them are beautiful

Sentiment has clearly turned bullish. Evidence from across the
world is increasingly positive. For instance in Singapore,
residential property prices have climbed back to almost near
the peak-2007 levels. Similarly, speculation in commodity
currencies has reached the near-frenzy levels that one saw in
2007. The Australian and New Zealand dollars top the list.
Investors think that the interest rates available on these two
currencies - 3% and 2.5% respectively - are worth fighting for
and fighting over. They fail to realise that in crowding into
these currencies, they have speculated away future gains and
might have stored up future losses.

In fact, this indiscriminate crowding into risky assets hap-
pened towards the tail-end of the bull-run that began in Octo-
ber 2002. It is happening now. That should give food for
thought.

Concluding remarks

The above framework led me to turn down a proposal from the
rest of the Investment Committee members to raise the equity
quota in the mandates. That does not mean that equity mar-
kets cannot go higher from here. In fact, whether flawed or
not, if more people believe in the flow of funds and greater
fool theory of investing, they will keep putting more money
into the stock market. Those investors who think that this is
possible should still keep the risks in mind. Therefore, the
better way to participate in further possible appreciation in
equities is to consider equity long-short strategies and use call
options on stock indices.

Dr. Venkatraman Anantha Nageswaran
Chief Investment Officer
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Important legal information

The information and opinions expressed in this publication were produced by Bank Julius Baer & Co. Ltd. as of the date of writing
and are subject to change without notice. This publication is intended for information purposes only and does not constitute an
offer or an invitation by, or on behalf of, Julius Baer to make any investments. Opinions and comments of the authors reflect their
current views, but not necessarily of other Julius Baer entities or any other third party. Other Julius Baer entities may have issued,
and may in the future issue, other publications that are inconsistent with, and reach different conclusions from, the information
presented in this publication. Julius Baer assumes no obligation to ensure that other such publications are brought to the atten-
tion of any recipient of this publication. Investments in the asset classes mentioned in this publication may not be suitable for all
recipients. This publication has been prepared without taking account of the objectives, financial situation or needs of any par-
ticular investor. Before entering into any transaction, investors should consider the suitability of the transaction to individual
circumstances and objectives. Nothing in this publication constitutes investment, legal, accounting or tax advice, or a represen-
tation that any in-vestment or strategy is suitable or appropriate for individual circumstances, or otherwise constitutes a personal
recommendation for any specific investor. Julius Baer recommends that investors independently assess, with a professional
advisor, the specific financial risks as well as legal, regulatory, credit, tax and accounting consequences. Past performance is
not a reliable indicator of future results. Performance forecasts are not a reliable indicator of future performance.

Although the information and data herein are obtained from sources believed to be reliable, no representation is made that the
information is accurate or complete. Bank Julius Baer & Co. Ltd., its subsidiaries and affiliated companies do not accept liability
for any loss arising from the use of this publication.

This publication may only be distributed in countries where its distribution is legally permitted. This information is not
directed to any person in any jurisdiction where (by reason of that person’s nationality, residence or otherwise) such publications
are prohibited.

Switzerland: In Switzerland this publication is distributed by Bank Julius Baer & Co. Ltd., Zurich, authorised and regulated by the
Swiss Financial Market Supervisory Authority FINMA.

Germany: Bank Julius Bér (Deutschland) AG, authorised and regulated by the Bundesanstalt fiir Finanzdienstleistungsaufsicht
(BaFin), disseminates this publication to its clients that has been produced by Bank Julius Baer & Co. Ltd., Zurich, which is super-
vised by the Swiss Financial Market Supervisory Authority FINMA.

Dubai International Financial Centre: This information has been distributed by Julius Baer (Middle East) Ltd. It may not be
relied upon by or distributed to Retail Clients. Please note that Julius Baer (Middle East) Ltd. offers financial products or services
only to Professional Clients who have sufficient financial experience and understanding of financial markets, products or transac-
tions and any associated risks. The products or services mentioned will be available only to Professional Clients in line with the
definition of the DFSA Conduct of Business Module. Julius Baer (Middle East) Ltd. is duly licensed and regulated by the Dubai
Financial Services Authority (DFSA).

United Arab Emirates: This information has been distributed by a Representative Office of Bank Julius Baer & Co. Ltd., author-
ised and regulated by the Central Bank of the United Arab Emirates.

United Kingdom: This publication is produced by Bank Julius Baer & Co. Ltd., Zurich. It is a financial promotion for the purposes
of Section 21 of the Financial Services and Markets Act 2000 (FSMA) and has been approved for distribution in the UK by Julius
Baer International Limited, which is authorised and regulated by the Financial Services Authority (FSA). Rules made by the Finan-
cial Services Authority under the FSMA for the protection of retail clients do not apply to services provided by members of the
Julius Baer Group outside the UK and the Financial Services Compensation Scheme will not apply. The asset allocation proposed
for investment managed portfolios do not necessary reflect portfolios managed by Julius Baer International Limited (JBINT). JBINT
has the discretion to vary these within agreed parameters.

Hong Kong: This publication is distributed in Hong Kong by and on behalf of, and is attributable to, Julius Baer (Hong Kong)
Limited, a corporation licensed by the Securities and Futures Commission (CE No. ANH790) to carry out Type 1 (dealing in secu-
rities) and Type 4 (advising on securities) regulated activities under the Securities and Futures Ordinance (SFO). This document
must not be issued, circulated or distributed in Hong Kong other than to “professional investors” as defined in the SFO. If you
have any queries concerning this publication, please contact your Hong Kong client advisor.

Singapore: This publication has been distributed by the Singapore branch of Bank Julius Baer & Co. Ltd., Zurich and is available
for accredited investors only. As the Singapore branch of Bank Julius Baer & Co. Ltd., Zurich has a ‘unit’ exemption under Section
100(2) of the Financial Advisers Act and as the recipients of this publication are accredited investors, it is exempted from many
of the requirements of the Financial Advisers Act, amongst others, the requirement to disclose any interest in, or any interest in
the acquisition or disposal of, any securities or financial instruments that may be referred to in this publication. Further details
of these exemptions are available on request. Please contact a representative of the Singapore branch with respect to

any inquiries concerning this publication.

United States: NEITHER THIS REPORT NOR ANY COPY THEREOF MAY BE SENT, TAKEN INTO OR DISTRIBUTED IN THE UNITED
STATES OR TO ANY US PERSON.
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