With the major stock market indexes trading at all-time highs, we are beginning to witness signs of
froth not seen since the tech and internet bubble in 2000. While not forecasting an imminent decline,
we believe a more cautious approach in the months ahead is the prudent course of action. As a
result, we have been paring back some positions and taking profits with the goal of not letting the
equity exposure in client portfolios outstrip our desired weightings.
We do not pretend to be market timers but are mindful of the rising risks based on the unchecked
animal spirits and influence of a growing horde of speculators. The excesses are showing up in the
record number of initial public offerings (IPOs), never-before-seen level of buying “out-of-the-money”
call options, the introduction of special-purpose acquisition companies (SPACs), the tenfold increase
from the lows to the highs over the past year in the price of cryptocurrencies such as Bitcoin, and the
valuation and market caps of stock-market darlings like Tesla.
The above euphoric actions are fostered by an accommodative Federal Reserve monetary policy,
next-to-zero interest rates, and government stimulus that have combined to create an economy
awash in cash with financial markets the primary beneficiary of this surplus liquidity. It is unlikely to
end well if and when conditions change. In the meantime, however, the partygoers can continue the
“good life” until the punch bowl is taken away.
As shown in the graph above, over the past 50 years, the S&P 500 has averaged a 10% pullback
about once every two years and a nearly 20%-or-more correction every five years. The more
substantial drawdowns, as highlighted in red in the table below, have occurred approximately once
per decade. Based on the above, we would expect a 10%-15% reversal in the next year or so,
especially in view of what appears to be late-stage market behavior.
We continue to invest in high-quality companies exhibiting strong growth in earnings (think Apple,
Microsoft, Amazon, Alphabet, and PayPal) and/or dividends (BlackRock, Johnson & Johnson, J.P.
Morgan, NextEra Energy, and McDonald’s). Although these stocks are not immune from a market
downturn, we are confident that they would bounce back over time (unlike the speculative assets
listed above).
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