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Your Portfolio Design: Assume the Fetal Position 

By John Mauldin   |   June 4, 2016 

Why So Nervous? 
Eurasian Headache 
Party Like It’s 1999 
New York, Cleveland, and Home 
 
Somehow in the last few months I found myself going from merely concerned about developed-
world markets to outright advocating defensive positions. I thought some of the presentations at my 
Strategic Investment Conference would cheer me up. They did not. 

In fact, what I heard from economists, portfolio strategists, analysts, and hedge fund managers made 
me even more bearish. Yes, this conference by its nature tends to dwell on risks. The people I invite 
are successful precisely because they know how to spot (and avoid) macroeconomic risks.  

This year’s crowd was generally gloomy (with some notable and vigorous exceptions), though I 
didn’t sense any panic. It was more frustration at the lack of clarity and choices, coupled with 
general concern that there is a major central bank policy error brewing. One of my associates 
captured the mood with this tweet on the second day. 

 

https://twitter.com/PatrickW/status/735582566762336256 

(We had several excellent sponsors, but I didn’t think to invite any antidepressant companies. We 
may do that next year.) 

Now, you could take a contrarian view and say that “bad” is actually bullish. You might even be 
right – but I don’t think so. Bullish/bearish isn’t a binary state. There are always shades of gray. You 
can be bullish on some assets and bearish on others. You can think the stock market is generally 
overpriced but still see value in certain stocks. You can be positive on some countries and negative 
on others.  

https://twitter.com/PatrickW/status/735582566762336256
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In fact, most speakers had at least one if not several investment classes they were quite bullish on 
rather than US stocks. Mark Yusko asked the three ETF portfolio construction panelists to name 
their favorite country ETF. I was actually surprised when all three answered with the same country – 
India. There were several very positive comments on Mexico and the business climate and 
opportunities there. There was even a mention (by former Dallas Fed president Richard Fisher) of 
how efficient their regulators and bureaucracies were. Not something we hear about the US or 
Europe. 

I think we are often pessimistic because we want easy answers. We want to either buy stocks or sell 
them and then do something else. Successful investing isn’t so simple. You have to observe, 
analyze, and consider the alternatives before you come up with the right solutions. 

Sometimes you can go through that process and still end up bearish on almost everything. Richard 
Fisher seems to be in that camp. Asked in our final wrap-up panel Friday morning how his own 
portfolio was positioned, Fisher answered with one word: “Fetal.” And while his answer got a 
general laugh and a lot of pushback on the final panel from Niall Ferguson, who thinks he sees the 
beginning of an inflection point, it seemed a pretty good summary of the conference. I think most 
people walked away trying to think how they could position their portfolios more defensively. 

My own suggestion was to diversify among trading strategies rather than among long-only asset 
classes, a theme that we will explore in a future letter. 

Why So Nervous?  
You don’t often hear such candor from people like Fisher. He’s been in the banking system’s top 
tier for a long time and is hardly a permabear. He earned his reputation as a monetary hawk because 
he thought the economy was strong enough to handle higher interest rates.  

Fisher also has a good bubble-spotting record. I discussed one of his speeches in a 2006 letter I 
called “Honey, I Created a Bubble.” Even then, he talked about the housing market entering a 
correction. We only later learned how painful a bubble’s bursting could be. 

More recently, Fisher earned headlines last January when he claimed that the Fed had “front-loaded 
a tremendous market rally” in 2009. Here is a three-minute video you should watch. 

http://www.mauldineconomics.com/frontlinethoughts/honey-i-created-a-bubble-mwo111006
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Fisher’s SIC comments were broadly consistent with what you hear in the video. He thinks the 
markets will take a long time to digest the Fed-driven bubble, and in the meantime he is very 
cautious. Markets are fragile, and any kind of shock could get ugly. I believe that is what he meant 
by the “fetal” comment.  

We will get into what those shocks might possibly be in a moment, but this seems to be a good time 
to bring up today’s job report. It indicated a shockingly disappointing 38,000 new jobs, with a 
downward revision of 59,000 jobs to the two prior month’s reports.  

Some 458,000 people left the job market, which is what pushed the unemployment rate down to 
4.7%. The 3-month average is now just 116,000 versus the 6-month average of 170,000 and the 12-
month average of ~200,000. 

The Federal Reserve had been making noises as though they might finally raise rates at the June 
meeting or at the July meeting at latest. It is very hard for me now to imagine them doing so. We’re 
watching the unfolding one of the greatest policy errors in central banking history. Not having taken 
the opportunity to raise rates during 2014 when new jobs were averaging 250,000, the Fed may now 
have waited too long, such that any rate increase, no matter how trivial, becomes a shock. 

This was actually one of the main points of my own speech, that during the next global recession 
we’re going to see the most massive combined policy errors by central banks ever witnessed. All 
will not end well.  

If somehow (in a world turned upside down) a President Donald Trump asked me for my 
recommendation as to a new Federal Reserve chairman, Richard Fisher would be on my very short 
list. I’m not certain he is masochistic enough to want to do it, but he is patriotic enough that he 
might step once more into the breach for the good of the country. (My suggestion would be the same 
to a President Hillary Clinton, but I would bet that the European Central Bank’s raising rates next 
month into positive territory is lots more likely than my ever being approached by a Democratic 
president on economic policy.) 

http://video.cnbc.com/gallery/?video=3000474362
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What might the shocks be that Richard Fisher was alluding to? Anatole Kaletsky of Gavekal listed 
three global economic risk factors in his SIC remarks. Annoyingly, all three are political. I say 
“annoyingly” because I’m old enough to remember when governments did not pretend to control the 
world economy. Now governments everywhere are bigger and more ambitious, as are central banks. 
They still can’t control the economy, but leaders think they can, and their attempts usually make 
things worse. 

 

You can watch the short video above, but in summary Anatole’s potential trouble spots are 

• The June 23 “Brexit” vote in the UK 
• US elections on November 7 
• German elections in mid-2017. 

Any one of these has the potential to spark major economic disruption. Richard Fisher said most 
people underestimate Brexit’s consequences. Departing from the European Union would force the 
UK to renegotiate hundreds of treaty agreements on everything from airport landing rights to bank 
settlements. Currently the UK is one of the developed world’s strongest economies. A win by the 
“leave” side could stop that trend, even if Brexit ultimately works out for the best. 

I have friends on both sides of Brexit, by the way; and as an American I don’t get to vote. Nor does 
Richard Fisher. I will respect whatever decision the UK voters make. Their house, their rules. 
Regardless, their choice will affect the whole world. Just as many international readers are unsettled 
by the concept of a Donald Trump presidency, my English readers should understand the concerns 
of those who look upon the Brexit vote in much the same way. Brexit will bring changes to the 
system, if it happens, and we’re not sure how those changes will affect us and whether they will be 
good. 

https://youtu.be/5NxO_R9G6gY
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The same is true, possibly more so, if American voters send Donald Trump to the White House. 
Whatever you think about Hillary Clinton (and I will admit I don’t think much), she is at least a 
known quantity. Nothing she does is likely to rattle the markets. Trump, should he win, will bring an 
entirely new way for Washington to operate (and that is not necessarily bad). His trade, 
immigration, tax, and foreign policies could be quite unlike what anyone alive today has seen 
before. 

David Rosenberg, for his part, thinks Trump will be good for the economy but bad for Wall Street. 
Watch this: 

 

While we’re talking about Trump, you might also like these clips from George Friedman and Pippa 
Malmgren. 

https://youtu.be/snBUme63rfo
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Eurasian Headache  

George Friedman was as geopolitically negative as some of the other speakers were on the 
economy. He thinks the Eurasian landmass, home to most of the human race, is falling apart. The 
European “Union” is a troubled relationship at best and could soon see an ugly breakup. Russia is 
struggling to find balance in a post-Soviet, post-oil world. China has to make a tough transition 

https://youtu.be/Qkr9RPiaUSU
https://youtu.be/6RQneh-D1KA
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away from its export boom years and build a sustainable domestic economy. And Middle East 
problems continue to foment. 

The German problem Anatole Kaletsky listed as a key risk is on Friedman’s radar screen, too. 
Friedman believes Germany is far too dependent on exports that are now dwindling as its customers 
tighten their belts – and that is before we enter a global recession. The situation might be 
manageable if other challenges weren’t also demanding attention. 

• Merkel may have successfully papered over the Greek debt problem, but she won’t be so 
lucky with much larger Italy. The banking system there is completely unsustainable. (George 
and I have shared notes and discussions on this topic. The picture in Italy is much more 
serious than the mainstream media is portraying). 
 

• The refugee crisis is going to get worse before it gets better, and frictions will likely 
strengthen Germany’s right-wing and nativist political parties. Presently they are no threat to 
Merkel’s leadership but could well become so after 2017 elections. 
 

• A renewed NATO Cold War against Russia is forcing Germany to increase defense spending 
and devote more attention to foreign policy at the precise time it really needs to get its home 
situation straight. 
 

• As pessimistic as George was on Eurasia, he was almost equally positive on the New World. 
He thinks the Canada/US/Mexico trade zone is the world’s economic center of gravity. No 
one else has the same combination of domestic demand, technology, innovation, innovation, 
and political stability. Yes, we have problems, not least of which is the massive debt we 
accrued in the course of reaching this dominant position. Other than Brazil (and the 
distressingly sad case of Venezuela), however, the Americas are in far better shape than 
Europe, Asia, or Africa.  

 
Party Like It’s 1999  

After the first day’s generally negative talks by analysts and economists, everyone was ready for a 
real-world view. How did someone who actually manages real money see the situation? We had 
several panels and speakers on that topic. Let’s focus on one – my good friend Mark Yusko, who 
heads Morgan Creek Capital Management. He manages billions and pioneered the endowment 
approach many universities now take with their portfolios. Surely, you might think, someone in his 
position would have a more enlightened view than those bearish economists. 

Enlightened, yes, but hardly bullish. Mark poured cold water on whatever bullishly warm feelings 
the audience may have clung to. He listed not one but ten plausible scenarios that could send 
markets down to the basement. I will focus on his “Surprise #6: Déjà vu, Welcome to #2000.2.0.” 

That’s right: Mark says it’s year 2000 all over again. That was when the tech bubble popped and 
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sparked an ugly bear market and recession. 

This theme resonated for me because this very newsletter actually grew out of my late-1990s 
updates on the Y2K problem. In a sea of pundits forecasting either doomsday or no problems at all, I 
was firmly in the middle and believed that the combination of economic imbalances (including the 
tech bubble) and computer glitches would land us in a recession. All my research told me we would 
see some problems and disruptions but not the collapse of civilization. That call turned out to be 
right. Even more amazingly, the portfolios I suggested in my book at the time, The Y2K Recession, 
turned out to be right on target. I don’t think I have ever been as lucky with my prognostications 
since that time. 

Among the disruptions, however, was the Federal Reserve’s move to withdraw the liquidity it had 
pumped into the system for those who expected a payment system breakdown and thus hoarded 
physical cash. Alan Greenspan took the fed funds rate from 5.4% on Y2K day to 6.5% in October 
2000. 

(Younger readers will do a double-take on those numbers. Yes, borrowing overnight money once 
cost more than 6%. Furthermore, the Fed is perfectly capable of hiking rates 100 basis points or 
more in less than a year. Or at least it used to be.) 

 

The bear market that followed was, at the time, the most significant anyone had seen since the early 
1980s. High-flying tech stocks crashed, one after the other; and Bill Clinton’s move to release 
Human Genome Project data sent the biotechnology sector up in flames. It was a painful time that 
no one who lived through it wishes to repeat – but Mark Yusko thinks we will repeat it, starting 
now. Here’s one of the 100 or so slides from his presentation. 
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In the 2000–2003 period we had the tech bubble bursting, corporate scandals like Enron, the 9/11 
attacks, and an honest-to-God, old-fashioned, job-killing recession. I remember at the time how 
everyone kept thinking, “Ok, this has been bad, but it’s over now.” But it wasn’t over. After 
repeated fake-outs and final capitulation, we finally emerged from the muck (just in time to start an 
unsustainable housing bubble, but that’s another story). It was at the end of that recession that I 
coined the term Muddle-Through Economy. 

One thing people forget is that we had a very accommodative Fed during that time. As I said above, 
Greenspan pushed short rates up to 6.5% in September 2000. Just a year later, he had them down to 
3% and ultimately to 1% in mid-2003. That Fed was willing to move at light speed if it thought it 
necessary, unlike more recent regimes.   

Another eerie parallel Mark noted was in corporate earnings. Observe the red dashed line in this 
chart. 
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The shaded areas are the last two recessions. We see that earnings peaked a few quarters ahead of 
each recessionary period, then slid deeply into negative territory before recovering as the recession 
ended. 

This time around we seem to be about halfway down to the trough. It’s entirely possible we are in a 
recession right now and don’t know it yet. The start date is discernible only in hindsight.  

Margin debt is another bad sign. The red area in the left chart below shows how debit balances build 
up right along with market peaks. 



Thoughts	from	the	Frontline	is	a	free	weekly	economics	e-letter	by	best-selling	author	and	renowned	financial	
expert	John	Mauldin.	You	can	learn	more	and	get	your	free	subscription	by	visiting	www.mauldineconomics.com	 	

	
Page	11	

	

 

Again, right now we appear to be in a place much like the early stages of the last two bear markets.  

Finally, 2016 also marks the eighth year of the presidential cycle. The average stock return for the 
eighth year of all US presidential terms since 1901 is -14%. So if you liked 2000 and 2008, you 
should love the way 2016 ends (gulp). (By the way, I admit that there are not many data points to 
actually determine whether there is anything to the eighth year of the presidential cycle. The chart 
might just be data mining to make your bearish argument look good. Then again…) 



Thoughts	from	the	Frontline	is	a	free	weekly	economics	e-letter	by	best-selling	author	and	renowned	financial	
expert	John	Mauldin.	You	can	learn	more	and	get	your	free	subscription	by	visiting	www.mauldineconomics.com	 	

	
Page	12	

	

 

So where in all this do we find any hope? Mark explained in his voluminous quarterly outlook (read 
it here, and please note that you have to get to page 27 before you actually begin the analysis. The 
first part is a comparison of Prince and Shakespeare to the markets. Fun reading, though…) 

In the equity markets, gains most often happen slowly and losses usually happen quickly. 
You can see this in the numbers, as the average bull market is much longer than the average 
bear market (more than five times longer at 97 months versus 18 months). Therefore, it is 
critical to always be looking for long opportunities, especially during the brief corrective 
periods (when things go on sale). To reiterate a point we have discussed in prior letters 
which was a paraphrase of the line from The Merry Wives of Windsor, “The essential 
problem that we highlighted last quarter is that when it comes to bubbles and crises, you can 
be a few hours early, but you can’t be one minute late.”  

To use another old quote, the time to buy is when blood is running in the streets. If, like Mark 
Yusko, you are already in defensive positions (or in Richard Fisher’s fetal position), you will soon 
have some excellent buying opportunities. Those with less foresight are going to dump some 
valuable assets, not because they want to but because they have no choice. They’ll need the 
liquidity. 

What should you buy? That’s not entirely clear yet, nor will we be able to catch the precise bottom. 
As they say, no one will ring a bell. But if Mark Yusko is right, the chance ought to arrive in the 
next year or so.  

http://www.morgancreekcap.com/documents/MCCM 1Q2016_Market OutlookFINAL.pdf
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I could go on for another hundred pages sharing the new information we heard at SIC. I think you 
have a lot to chew on, though, plus some videos to watch and re-watch, so I’ll leave it there. More 
next week. 

A funny thing about the fetal position: babies eventually find their way out of the darkness and into 
the real world. They encounter pain and tears on the journey but are always glad they made it.  

We who go through the coming economic rebirth will likewise feel some pain. Yet the pain will 
have a purpose. It will end in due course, and we’ll have a new world to enjoy.  

New York, Cleveland, and Home 

I am finishing this letter while flying in an old US Airways plane that has now been given the new 
American Airlines logo – but it’s still an old plane. My girlfriend (her name is Shane, by the way) 
and I will be landing soon in Philadelphia and driving to Princeton, New Jersey, to help her son 
check out of boarding school. We will also watch him play baseball for what is known as a travel 
team. For those of you not familiar, travel teams are teams put together from among the best players 
in an area, and they travel and play tournaments against other travel teams, honing their skills. Many 
of these young men go on to earn scholarships at colleges, and some even make the pros. 

Later this weekend or Monday morning I head for New York for a round of meetings, ending in one 
of those great dinners with friends like Art Cashin, Jack Rivkin, Richard Yamarone (I hope), and a 
few players to be named later, where we will dissect the world and all its problems.  

Then I’ll be back home and working on my seemingly endless to do list. My full intention is not to 
travel all that much this summer until I finish my book. I am going to make one potential exception. 
My doctor and close friend Michael Roizen has down-front box seats to the Cleveland Cavaliers. As 
NBA basketball fans know, the Cavaliers are in the finals with the Golden State Warriors. Golden 
State has home court advantage, so games three, four, and a possible sixth will be played in 
Cleveland.  

I have personally experienced the electricity and excitement in the small arena and an NBA game 
six just twice, both times with my own Mavericks. There is nothing more exciting than a game 
seven. I can assure myself of getting to attend at least one of the playoff games by choosing either 
three or four. That would be the safe choice. But I don’t think either team can close it out in five 
games (for non-NBA fans, it is a best-of-seven series, which means you have to win four), so I am 
going to gamble that it goes to at least game six and hope that Cleveland can close it out while I am 
in the arena. I think that is worth losing a day of book production. You have to have priorities. 

You have a great week. Technically speaking, summer doesn’t start for another few weeks, but 
somehow for me summer has always begun with the first of June. Here’s wishing your summer is 
pleasant and full of fun. 
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Your thinking about hedges analyst, 

 
John Mauldin  
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trading authority over their funds or accounts; the use of a single advisor applying generally similar trading programs 
could mean lack of diversification and, consequently, higher risk. There is often no secondary market for an investor's 
interest in alternative investments, and none is expected to develop. 

All material presented herein is believed to be reliable but we cannot attest to its accuracy. Opinions expressed in these 
reports may change without prior notice. John Mauldin and/or the staffs may or may not have investments in any funds 
cited above as well as economic interest. John Mauldin can be reached at 800-829-7273. 

	


