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The Passive Investing Bubble

In each market cycle, there is usually a new narrative to
rationalize excesses in the late stages of a bull market. “Don’t worry
about overvaluation in 1987, it was said, because institutions had
no need to sell due to a new concept called “portfolio insurance.”
The concept was well thought out, tested, and sold. | thought it
had great validity. Nevertheless, when something becomes too
popular, and has a large crowd using it, it can malfunction, and that
likely played a large role in “the crash.”

Again, in 1972-1973, it was, “Don’t worry about overvaluation”
if one just bought the “Nifty-Fifty” group of growth stocks that
history had proven grew in both good times and bad. Some of
these companies are no longer around! There was a similar story
in 2000. We were in a “new era” of internet growth. “Don’t worry if
stocks had no earnings.” It was “internet clicks” that were important
to measure. The internet was indeed a new era, but most dot-com
stocks went bust. In 2007, it was “Yes, housing is pricey,” and nearly
anyone could obtain a mortgage loan. However, real estate only
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went in one direction — upward! Also, don’t worry about mortgage
debt — no major bank/broker had gone broke in decades. Besides,
as everyone knows, real estate is “local.” In 2017, | fear the bubble is
mainly in passive investing. It has done so well for so long that John
Bogle's great idea has been bought by nearly everyone.

Low fee passive funds that just buy and hold an index fund
have largely creamed the high fee active funds the last few years.
We developed the chart below that illustrates this. Not only have
index funds outperformed, but the crowd has noticed. Most all the
positive flows are going into passive funds as seen by comparing
the flows into mostly active equity mutual funds with passive ETFs.
The chart on page 2 shows 52-week flows into largely active mutual
funds, and mostly passive ETFs. “Don’t worry about fundamentals,
or values; don’t worry about market timing; just buy the market
and hold!” Even if there is a small correction, the market has
always come back! Sounds “bubbly” to me.
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IMPORTANT NOTE: It should be noted that | personally select the indicators that | feature
in my Hotlines, with the intention of providing the reader with ideas and perspectives that
| use as part of my analysis of the economy and markets. No individual indicator or chart
should be used as the sole basis for any investment decision, which is why | continually
present differing viewpoints and suggest that all market participants use a weight of
evidence approach that fits their investment needs. Any particular chart or commentary
may or may not be representative of the NDRG's House View, or even align with any of
the other thousands of indicators that we follow. | try to test the indicators and models
as far back in history as we are comfortable with the data. Thus, they are at least partly

"back-tested," and thus, clearly "hypothetical," and the performance statistics provided
with each indicator are not based upon actual investment in the market shown. NDRG's
pastrecommendations and model results are not a guarantee of future results. All of
my Hotlines since 1994 are available on our website, including thousands of indicators and
models. Unlike some people on Wall Street who may seem never to be wrong, | do not tout
that all of my ideas or perspectives are correctly predictive of future market activity, and
further investigation is advisable when making investment decisions. It should be noted
that any active trading strategy will have tax consequences in taxable accounts that may
make the strategy less favorable than a buy and hold strategy.
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1 Daily Data 12/31/1990 - 3/20/2017 (Log Scale)
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This is also true for global
stocks. The returns are
becoming more diverse, which
could greatly help active fund
managers, as featured at the
bottom of [166.

Finally, as for timing this
market, it is often said that
“genius is a bull market.” In other
words, it is very hard for timing
to outperform in a roaring bull
market, as featured on the
chart below. We show the S&P
500, and one simplified timing
indicator. Timing seemed to
underperform in 1968, and
again in the late 1990s, but it was
potentially very useful over a full
cycle, as seen in 1974 and 2009.

In conclusion, | feel we are
in the late phases of a passive
index bubble. | think over the
next five years, there will be
great opportunity for active
managers to outperform passive
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S&P 500 Total Return Index with 12-Month Smoothing Monthly Data 1968-06-30 to 2017-02-28 (Log Scale)
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