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			Praise for On My Radar

			“With a rare clarity of thought and a wealth of experience, Steve Blumenthal has given many of us invaluable advice on investing for more than twenty years. On My Radar: Navigating Stock Market Cycles is the text version of his extraordinary weekly On My Radar publication: chock full of insight, brilliant in its simplicity.”  

			—Wade Barnett, managing director, J.P. Morgan

			“Let others repeat how smart he is. I have known Steve for almost thirty years, and every minute spent has been my privilege. Next to my wife, he is my favorite breakfast partner.”

			—Thomas D. Giachetti, Esq., chairman, Investment Management Practice Group

			“Steve Blumenthal’s weekly On My Radar letter has been a must read for me for many years. On My Radar: Navigating Stock Market Cycles pulls together the best of Steve’s thinking and provides you with a practical “how-to” guide that will help you navigate the challenges the coming restructuring of the sovereign debts and underfunded public pension systems will present. I call it the Great Reset. It will present, and we’ll solve for it, but along the way will be periods of increased volatility. Steve suggests a sound process, a road map of sorts, for investors to know where they are in the market cycle, what that means in terms of probable future returns and relative risks, and how to both grow and defend your wealth.”

			—John Mauldin

			“For forty years I have been doing investment research, and Steve is as thoughtful a mind as I have encountered during my career. He is disciplined and attacks all of his research with a ‘prove it to me’ attitude. He has never chased fads or overpriced markets. His thoughts are complete and come from a knowledge of investments that is deep. This book is based on all of that. He is clear and has developed a strategy that will allow anyone to pursue and reach their goals, while understanding there will be bumps on the way. We may be in for a decade of low returns because of today’s high stock prices, but Steve’s portfolios, thoughtfully designed to face this challenge, will thrive. If the 2030s are a decade of high returns, he will adjust his portfolios to take advantage of the opportunities the investment world presents at that time. Everyone needs a road map to reach their investment goals, and this is the Google Maps of investment portfolios.”

			—Kevin Malone, Greenrock Research
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			Introduction

			In the summer of 2018, major events in the United States and abroad captured our wide-eyed attention, perhaps none greater than the story of the Wild Boars, a youth soccer team in Thailand. The Wild Boars consisted of twelve boys age eleven to sixteen and their twenty-five-year-old coach. Here was a tale that gave us a chance to cheer for the team, to care, and to pray for a happy ending. Millions of people came together across the globe to share a powerful experience of concern for the well-being of these young men, hoping, together, for a positive outcome.

			That fateful day started like any other. The team and coach were bicycling home after practice one day in late June and stopped by the Tham Luang cave system. Their plan was to celebrate a player’s birthday and write their names on a cave wall, an initiation ritual they’d established on previous visits. An underground river flows through the cave. It was the beginning of monsoon season, and it started raining outside—hard. That rain unleashed flash floods that made the water inside rise ten feet within an hour.

			The team was trapped. They could not go back the way they had come, fleeing deeper and farther into the cave until they came to a small rock ledge above the rushing, frigid water. Their perch was a mile underground and more than two miles from the cave entrance. Dwindling oxygen and lack of food and fresh water contributed to their growing concern. Could they make it until someone found them? Would they even be found? 

			Ten days after entering the cave, they were discovered alive. Holes were drilled from above to inject oxygen but missed the target. Seventeen days passed, oxygen levels worsened, and alternative escape routes were investigated.

			For the rescuers, the rapidly changing logistics and conditions meant devising new tactics—sticking with the master plan but adjusting details as needed. How to get from here to there? The rescue team pieced together a plan that involved underwater oxygen tank stations, a pull-rope backup system, and many divers, each of them tethered to a child. It took several days to execute. A thirty-eight-year-old former Thai Navy Seal, Saman Gunan, who volunteered to help find the missing boys, died while placing air tanks along a proposed underwater escape route. In spite of this tragedy, the boys and their coach were pulled out alive one by one. Fitted with diving masks for underwater transit, the boys were given antianxiety medications, wrapped in space blankets, and strapped into flexible, wraparound stretchers. Mission impossible was achieved! I cheered—you cheered—and the world cheered.

			Like those boys in the cave, our current global financial situation needs a solution in order to avoid crisis. We sit at the end of a long-term debt cycle. Few of us have seen one in our lifetimes, yet they have happened many times throughout history. At nearly $500 trillion in collective debt obligations (including unfunded US programs such as Social Security and Medicare) in a world producing $75 trillion, we find ourselves flooded in a sea of global debt that has reached a point where we require rescue.

			We have made pension promises that are impossible to fulfill in their current form, and the timing of those payout obligations clashes with age demographics both in the United States and in most developed markets worldwide. For the baby boomers here in the United States, it’s time to collect income from their pension plans, but in many places, the money to cover those payments is just not there. The likely solution is soon to be front-page news: lower payouts, higher taxes, or some form of government-sponsored bailout.

			These deflationary pressures will slow the global economy. Ultimately, we will figure out how to monetize the debt and restructure the pension systems. There will be some form of global debt jubilee. On the path to the solution, there will be a number of violent storms. They will be as challenging as the 2008 Great Financial Crisis, yet different in form. To succeed financially, you’ll need to know when the odds are stacked in your favor and when they are stacked against you. What matters most is having an understanding of where we sit in the market cycle and a game plan to navigate. 

			This book is about what matters and what you can do to successfully navigate the challenging times ahead. It’s about growing and defending your wealth. It’s about finding opportunity in calm waters and in crisis. It’s about putting a game plan in place that successfully gets you and your wealth safely from here to the other side, no matter what those global conditions bring.

			Whatever form the correction takes, when you create a disciplined investment process—one that seeks growth opportunities but also manages risk to minimize losses—you’ll be able to take advantage of the environment, including the opportunities crises create. But it requires planning and preparing for the unexpected—much like what the Tham Luang rescue team did to bring those boys out of the cave. They held onto the rope and knew where the oxygen tanks were stashed.

			Like most people, I was riveted by the Wild Boars’ misadventure and its aftermath, especially since I had been a soccer player and coach myself. The team, rescuers, and helpers were inspirational; the lessons and takeaways were illuminating. 

			As soon as the boys’ bicycles and soccer cleats were discovered outside the cave, rescuers began strategizing to launch what felt like an impossible mission. Some thought the rescue was too dangerous, the chances of success too small to warrant the risk. The cave system had never been fully mapped, and they didn’t know the boys’ location. There was darkness, limited oxygen, strong currents, and flood waters cold enough to cause hypothermia to contend with. If by some miracle they were still alive, the soccer team was at tremendous risk—and the responders would be too.

			Ten days into the ordeal, with hope fading fast, two British divers discovered the team on the ledge, almost by happenstance. In another turn of good luck, a fourteen-year-old spoke English and was able to translate. Finding all thirteen players alive was exhilarating, but the difficulties were just beginning. Most of the boys couldn’t swim, and the exit route was long, with much of it underwater. The team had already gone a long time without food before being found. They were weak and skeletally thin. Some suggested they might have to remain in the cave for four months, until the end of monsoon season. 

			How did they survive? Turns out the assistant coach, known as Coach Ek, had been orphaned as a young boy and had entered a Buddhist monastery, where he’d lived as a novice for more than a decade. Now, as the lone adult in charge of the team, he taught them a skill he knew well: meditation. It calms the emotions and slows the metabolism and breathing, thereby reducing the body’s resource consumption. Coach Ek’s decision to share that skill may have saved the boys’ lives.

			I won’t pretend that investment management carries the same kind of consequences as this incredible rescue endeavor. But it’s a pretty good bet that if you succumb to fear, denial, anger, defeatism, or panic—all common responses when the market takes a turn—you’ll have a harder time getting through the challenging investment landscape ahead. Why? Because strong emotions impede clear thinking. They can quickly sweep your logic and reason away like the current of a flash flood. 

			The ability to set your emotions aside for the moment will be extremely beneficial in distinguishing what really matters from what doesn’t as you create and execute your investing strategy—an approach controlled in process and absent of emotion. Working with an unclouded mind helps you assess more accurately what your current situation is, which is essential in figuring out how to build the bridge that will get you or—if you are an investment advisor—your clients successfully to the other side of the turbulent period we face ahead. 

			I’ve been honing this kind of mental discipline and discernment skill in the financial industry for more than thirty-five years. Fresh out of Penn State, accounting degree in hand, I landed my first investment job on an option arbitrage desk at Merrill Lynch. That was in 1984. I spent a year on the institutional side of the business and then became a financial consultant working with individual investors. That proved to be a valuable education for me. I remember how fear overcame reason en masse during the October 1987 stock market crash. My mentor, John Ray, a senior portfolio manager at a major mutual fund company, later told me he saw the fear factor in play among many of the professional portfolio managers at his firm as well. 

			Two years before the crash, John had handed me his copy of Reminiscences of a Stock Operator by Edwin LeFevre, telling me it was the most important financial book I’d ever read. First published in 1923, Reminiscences is a fictionalized account of the life of the securities trader Jesse Livermore. It offers insights into the art of trading and speculation. John looked me in the eyes and said, “I want it back.”

			After the ’87 market crash, John quizzed me on the book. He said, “Investing is emotional, and that is one constant that will never change.” His message to me was that what happened in the 1920s and 1930s would happen repeatedly over the balance of my career. “Make sure you factor that into your thinking,” he said. I’ve witnessed this firsthand in the years since then, many times over: fear and greed spur investors to act erratically and irrationally. It causes them to focus on an abundance of economic myths and misconceptions—much to their detriment.

			What I learned from John was more than a career lesson; it was an awakening. I’ve seen so many people make costly mistakes—mistakes that could have been avoided with proper planning, a disciplined process, and an honest self-awareness that allows them to see opportunity when the majority of investors see a crisis. 

			Several years after reading Reminiscences, I met the great investor and philanthropist Sir John Templeton at a lunch at the Union League in downtown Philadelphia. In a room full of other brokers and consultants, Sir John shared what he said was the greatest piece of advice he had to give: “The secret to my success is that I buy when everyone else is selling and I sell when everyone else is buying.” Sage advice.  These moments present again and again over time. 

			In 1992, I founded CMG Capital Management Group, where I serve as executive chairman and chief investment officer. CMG works with a select team of independent investment advisors, individuals, and institutions. We incorporate best-in-class investment and risk-management strategies and provide access to select investment opportunities to create and safeguard wealth. Augmented by partnerships with world-renowned thought leaders and investment managers, CMG’s innovative strategies and financial instruments are aimed at increasing portfolio stability with the objective of pursuing growth opportunities while maintaining an important level of risk protection in down markets.

			The tactics change depending on your circumstances. If you are twenty-five years old, simply dollar-cost average into the stock market each year and know you’ll have several significant bear market correction opportunities to double down when prices are low and opportunities are great. However, if you are a preretiree or a retiree like me, you may not have the time to recover. It can take ten or fifteen years with inflation factored in just to get back to even. Unfortunately, preretirees and retirees just don’t have that kind of time. Still, it can be hard to stay rational and realistic about that reality—and many others. 

			In most cases, investors and financial professionals just stampede with the herd. I believe it’s largely because they don’t understand the economic forces at work and the emotional tendencies that influence our complex financial system. But when you know better, you can do better. I’ve written this book to help increase the visibility of what matters and encourage you to create an investment game plan that is risk minded and enables you to be cautious when others are greedy and see opportunity when others see fear. We sit at the end of a long-term debt accumulation cycle. My dear friend and business partner John Mauldin calls what lies immediately ahead “The Great Reset,” a restructuring of the global debt and underfunded pension liabilities. The challenges such periods present are substantial. You can certainly navigate these risks successfully, but you’ll need an investment game plan in place to make it through. That’s what we’ll do here. 

			I’ll tell you about methods for cutting through the distracting and meaningless noise in order to focus on the issues that really matter and determine what to do next. 

			To give you a better grounding in investment management, we’ll lift the hood to see the basic principles that run the economic engine, including debt cycles and recessions. Then we’ll take a deep breath and discuss the sobering truth about loss and why minimizing losses—conserving those resources when the oxygen gets low—is far more important than beating the market in any given year.

			Up or down, wherever markets are perched when you’re reading this, you’ll learn how to create simple strategies and choose investment solutions that best serve your needs or those of your clients—in both good times and bad. We’ll talk about investment efficiency, balancing offense and defense, and how to use tactical trend-following methods to seek growth opportunities and avoid significant losses. And we’ll explore an approach to wealth management and portfolio construction that is holistic and comprehensive, yet simple and direct.

			It’s natural to want financial abundance in our lives. And I’m optimistic about our ability to achieve and maintain it. Economics and investing are often made more complicated than they need to be. I hope On My Radar: Navigating Stock Market Cycles helps you focus in on what counts and create a disciplined process to grow and defend your wealth, regardless of what’s happening on a global scale. 

			
Chapter 1 

			
Cutting Through the Noise 

			Every day, we’re bombarded with new information. Today’s news—whether in the form of trade deals or tweets—tips the market in one direction or another, but the question is, Does it matter? Often, the answer is no: most of it is designed to grab our attention in order to increase advertising revenues. The latest bulletin may send the market up or down, but generally those moves quickly fade away. In the end, unless you are a high-frequency day trader, my best advice is to tune it out. It is unimportant, it doesn’t matter, and it often distracts us from the stuff that matters. 

			To understand how this plays out, let’s flash back to 2007. Everyone is bullish, with what they feel is good reason: the housing market is booming, the stock market is strong, consumer confidence is soaring, and by virtually every measure the economy looks solid. But it isn’t. Rather, it is propped up on a massive supply of subprime mortgage debt, and that—along with a host of other factors—is about to nearly bring down the entire financial house. 

			The stock market peaked in October 2007, and a year later, the Great Financial Crisis took hold. In October of 2007, the noise was telling investors that everything was okay, but what mattered—and what the majority of people didn’t see—was the fragile state of the system. 

			When I got a call in 2006 from one of the smartest investors I know, my friend Mark Finn, I knew something was up. “Steve, check your portfolio. Do any of the managers have subprime, mortgage-backed securities, CDO exposure?” 

			“What are you seeing, Mark?” I asked. 

			CDOs, collateralized debt obligations, are a Wall Street–invented product. A collection of pooled assets (like subprime mortgages) neatly delivered in various tranches you could buy, depending on your risk appetite. Squash together a bunch of no-doc, no-down payment, high-risk mortgages, send it to Moody’s for a AAA stamp of approval, and sell those yield-hungry unsuspecting investors the highly rated, high-yielding debt they’re looking for. 

			When you’re deep inside the capital markets machine and regularly speak with smart people, you see things. Mark and his team get pitched on just about everything. One of those pitches was from a manager betting big time against those garbage mortgage pools. Then another made the same pitch. Lights on. 

			The subprime housing crisis is well documented in Michael Lewis’s book The Big Short. Back then, it was on very few people’s radars, but it was on ours. There was nothing about it in the mainstream news. Frankly, it was just the opposite. According to the masses, everything was rosy. But the combination of low interest rates and investors’ desire for higher-yielding bonds led the creative bankers on Wall Street to manufacture new AAA-rated paper that was simply a bundle of no-doc mortgages issued to the least creditworthy of borrowers. All that extra liquidity found its way into the housing markets, and the economy looked awesome—until it became clear that it was just a house of cards. 

			I began writing about the layers and layers of Wall Street–created leveraged mortgage products and how junk mortgages packed into CDOs could receive a AAA rating, though they were really the worst of the bad mortgages. Few wanted to hear such news, yet the enormity of the risk was in plain sight if you looked. 

			In mid-2007, a Bear Stearns hedge fund cracked. There it is, I said to myself. That matters! Alan Greenspan assured the public that the economy was in good shape, adding that the housing market had never had a major correction. But his low-interest policy enabled a lot of bad behavior, like subprime mortgages, and within a year the world’s greatest financial system was brought to its knees. The signals were there: a low, continuous siren, but the noise—all the stuff that didn’t matter—was drowning it out. 

			That brings us to a key insight: Equity markets and economies cycle above and below relatively predictable long-term growth trends. Where we sit at any particular time in these cycles matters. Investment conditions are best at the market bottoms and worst at the market tops. This is measurable and easy to see. Are we above the long-term growth trend or below it? How much are we paying for the assets we are buying? Valuation levels tell us a great deal about coming returns three, five, seven, ten, and twelve years from now. The Fed matters. Fiscal policy matters. The magnitude of debt matters. High levels of debt impede growth. Where are we in the debt cycle? Where are interest rates? How do they compare to others around the globe? Where are we in the business cycle? Recessions matter. What are recession-watch indicators signaling (it is in recessions that the really bad bear markets occur)? Demographics matter. All of this can inform and shape your investment positioning. All of this matters. Answering those questions would have helped investors see what was brewing in 1999 and 2007. But most investors weren’t asking them in the first place. 

			For those of us tasked with managing money and coaching and guiding others, there are times to play defense and times to play offense. Take an adaptive investment approach—more defense than offense—when cycles are aged and overvalued, and play more offense than defense when asset valuations and forward returns are best. Emotionally, this is hard for many investors to comprehend, for in the moment the opposite feels true. I speak with experience—from my early days working for Merrill Lynch in the 1980s to today—when I say the majority of investors behave badly and do the wrong things at the wrong times. If you are tuned in to what matters, you’ll be better prepared to take advantage of their misbehavior. 

			Let’s look at this another way. Maybe you’re like me and you love to ski. If you do, you know there’s nothing like the excitement of a winter storm. The feeling you get when you softly float down a mountain in two feet of fresh powder is one of the great natural highs. Now, picture storm after storm. Multiple layers of snow build up. Between storms, the sun may warm the surface before the next freeze, forming a crust. Storm after storm, layer upon layer—what develops is an unstable environment. Risk of avalanche is high. The fresh snowfall looks beautiful, but underneath the surface lies risk. That’s what happens at market tops. We don’t know exactly which event or piece of news will cause the slide. In March 2007, it was a Bear Stearns subprime hedge fund that tripped the avalanche that is now known as the Great Financial Crisis. 

			Over time, systems move from periods of stability to instability, from low risk to high risk and from high risk back to low and with calm periods in between. Investors will always find a reason to keep skiing. That new snow is great news, but what matters most are the layers of instability beneath it. 

			The market won’t correct when we want it to or when we believe it will happen. Nobody knows the particular event that is going to trip the avalanche. What we do know is that the snow is unstable—that matters. Fortunately, we can measure where we sit in an investment cycle, and we can accurately zero in on what that tells us about future returns. And we can adapt our approach to the conditions presented to us. It’s up to you to know if the powder is resting on layers of thin ice and when it is safe to let your skis run.

			Drowning Out What Doesn’t Matter 

			What the wise man does in the beginning, the fool does in the end.

			—Warren Buffett

			Investing is often a game of opposites. The great Sir John Templeton said the secret of his success is that he buys when everyone is selling and sells when everyone is buying. But instead, people often believe that confidence is a sign that things will continue to head upward. However, throughout history, when confidence has been high, the subsequent performance in the stock market has been low. 

			It’s very counterintuitive, but the logic is pretty simple. When confidence is high, people are fully invested, they’re all in; they’ve largely committed their money to equities. And fully invested means there is less money available to buy stocks. More buyers than sellers pushes prices up. More sellers than buyers drives prices down. In Sir John’s day, it was more about feel than hard data. Today, we have the data at our fingertips. Investors would be better off following Sir John’s great advice. Unfortunately for the majority of investors, they tend to buy and sell at the wrong times—honestly, do you know anyone who was buying stocks in 2009? 

			To put this into perspective, we can see investor misbehavior in the data. Just prior to the great tech crash, investor money-market assets represented 10 percent of the total market value of the US stock market. Only once since 1980 were money-market balances that low. The lowest on record was 9.31 percent, just prior to the October 1987 crash. A year before the 2007 market top, money-market balances relative to the total market value was a low 12.74 percent. It was a measurable “sell when everyone is buying” moment.

			The reverse is true at market bottoms. Panic selling took money-market balances to 23.97 percent near the equity market bottom in 2003 and to a record 46.91 percent at the equity market low in 2009. Ned Davis Research found four periods of ultrahigh money-market asset balances: 23.71 percent in 1982, 19.62 percent in 1990, 23.97 percent in 2003, and 46.91 percent in 2009. They found four periods of ultralow market balances: 9.31 percent in 1987, 10.01 percent in 1998, 12.74 percent in 2006 and 9.06 percent in 2018.1

			The bottom line: There is a high correlation between money-market balances and subsequent annual equity market returns. Returns are highest when money-market balances are high, and returns are lowest when market balances are low. When you hear the popular media outlets espousing optimistic news, think more like Sir John and less like the average Joe. Put the daily media noise in the “doesn’t matter” category. The wise man buys when confidence is low. The fools come in at the end. 

			With so much noise flooding our senses and newsfeeds today, how do we avoid the herd mentality and get to the heart of the, well, matter? How can we mark our calendars for avalanche season, even if we can’t pinpoint the exact storm that will bring it on? 

			Identifying What Matters

			In the absence of the ability to see the future, how can we position our portfolios for what lies ahead? Much of the answer lies in understanding where the market stands in its cycle and what that implies for its future movements.

			—Howard Marks

			When it comes to predicting the future, there are many ways to go about it. The Fed has a thousand PhDs on staff running models to try to predict what will and won’t happen. Some investors fall into the camp of the late John Bogle of Vanguard, who believed that nobody can really figure out this stuff, and the only way to proceed is to buy and hold on tight—putting 60 percent of your money in the stock market and the other 40 percent into the bond market, and rebalancing every year. 

			Others believe they have a strong ability to look at companies, read their balance sheets, and determine the very best investments to make from that information. Some, like Paul Tudor Jones, believe they can trade the trend movements in the market and profit. Others, like Howard Marks, believe where the market stands in its cycle and what that implies for its future movements matters. But the bottom line is that all of them have an investment process, and what matters most is that they stick to it—that’s the key to their success. 

			Before we get into the ins and outs of shaping your own investment process, let’s take a look at some of the things that matter. 

			Debt Cycles Matter

			Put understanding debt, short- and long-term debt cycles, and where we are within those cycles in the matters category. We can tap the brilliant investor, hedge-fund manager, and philanthropist Ray Dalio for a deeper understanding of how the economy, debt, and debt cycles work—and why they’re so crucial. We’ll discuss this in greater detail in Chapters 2 and 3, but here’s the gist of his framework, as explained to Mike McKee and Tom Keene during a 2017 Bloomberg Surveillance interview: 

			It’s our productivity that produces income. At the end of the day, you can spend what you earn, and what you earn is a function of your productivity—determined by both hard work and creativity. This is true for individuals and larger entities like businesses and countries. Meanwhile, credit (which turns to debt as soon as it’s granted) is a multiplier. It enables you to spend more than you earn. The borrowing, spending, and growth made possible by credit is good for the economy, sending it skyward. But a point is reached when you have to pay back what you previously borrowed. This dynamic creates cycles—both short- and long-term. 

			We’re used to the short-term, or business, cycle. In this one, people borrow and spend freely. But at a certain point, monetary policy tightens, and the Fed raises interest rates. Some people can no longer afford to cover their debts. Recessions happen, and the Fed eases, reducing interest rates. As a result, asset prices go up and borrowing costs go down. Inflation happens. Policies tighten again to manage it, and the economy starts to go down. Every economy is somewhere in that cycle. 

			These business cycles add up over time, creating long-term debt cycles. What do these look like? Say you’re starting off your career without any debt. You earn $100,000. Then you borrow $10,000, giving you the opportunity to spend $110,000. Your spending is someone else’s income. In turn, they earn more, allowing them to spend more too. It becomes self-reinforcing until you reach the point where debts are too high relative to income (like a balance sheet, at some point you can’t borrow any more money because you owe too much relative to what you earn). At that point, something must be done to relieve the debt burden. 

			All central banks are in the business of helping this process along. They lower interest rates, and then lower them again until they hit 0 percent. Now, we come to a dilemma: We reach the end of traditional monetary policy, and as a result, we can’t keep that long-term cycle going. At this point, the central banks can’t create credit, because there’s already too much debt, so they print money and put it into the system by buying financial assets. When they buy bonds, the seller takes that cash and purchases something else. That causes longer-term yields to fall as the buying drives asset prices up. There are three equilibria here: 

			
					Debts can’t rise faster than income for long.

					The operating rate in the economy can’t be too loose or too tight.

					Regarding the capital markets structure, cash is going to have a lower yield than bonds, which is going to have a lower return than equities, and so on. 

			

			As of this writing, the United States is in the middle of a short-term debt cycle. We’re also nearing or at the end of a long-term debt cycle. Since monetary and fiscal policy are the tools we use to work through short-term and long-term debt cycles, we also have to ask what the Fed will do about our current position and why (as you’ve likely guessed, this matters too). 

			What the Fed Will Do and Why It Matters

			Put simply, the Fed matters because it controls interest rates. When interest rates go up, it affects where people invest their money and how it flows globally. For example, we’ve had thirteen increasing interest rate cycles since 1950, where the Fed tried to slow the economy and prevent inflation by raising interest rates. Ten of them ended in recessions.

			The Fed’s goal is to keep employment strong and prices stable. To determine their course of action, the Fed is heavily reliant on—if not married to—a limited equation called the Phillips Curve. Named after William Phillips, it’s a single-equation empirical model that describes a historical inverse relationship between rates of unemployment and inflation within an economy. It assumes that high levels of employment will pressure wages, increase incomes and spending, and drive inflation higher. That’s true in short-term debt (or business) cycles, but is it always true? In my view, the answer is no. As such, the Phillips Curve doesn’t see the long-term debt cycle. 

			Still, because how the Fed will likely react falls into the matters category, the Phillips Curve does, too, since it’s what the Fed is focused on. How we reset the debt via a combination of monetary and fiscal policy will dictate what Ray Dalio refers to as a “beautiful” or “ugly” outcome. 

			What does he think will happen? Ray believes the central banks will be pressured to ease monetary policy (lower rates) versus tightening (raising rates) it. He explained, “We are in an asymmetrical world where the risk of raising rates is far greater than lowering rates.”2 

			He’s saying we can’t have a big rate rise because of the amount of debt out there because of what it will do to the dollar and because of the disinflation it would cause, leading to a downturn. Instead, he thinks the next big Fed move will be to provide more quantitative easing (QE). QE creates money out of thin air, and the central banks use that money to buy assets from you and me. Then we have money in our accounts that we can put to work. But unfortunately, QE won’t work as well as it did last time—each time, it’s just less effective.3 

			Market Valuations and Probable Seven-, Ten-, and Twelve-Year Returns Matter
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