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THIRD QUARTER LETTER 

“Doubt is uncomfortable, certainty is ridiculous.” --Voltaire 

Take a group of people who have brain damage, typically stroke victims, who suffer a very specific type 
of brain damage. This group of people maintain normal IQs and can perform mathematical calculations 
very well, but the part of their brain that's damaged relates to emotion. They do not feel fear, greed, or 
anger. Researchers created a simple investment game and drew players from patients with this specific 
brain damage as well as ordinary subjects from the general population.  

The researchers gave each participant $20 and sponsored a game consisting of twenty rounds of coin 
tosses. For each round, individuals could choose to play or sit out the round. If they played, they gave 
$1 to the dealer who flipped a fair coin and paid $2.50 for tails and nothing for heads. If the subjects did 
not play the round, they retained their dollar. The objective of the game was to accumulate as much 
money as possible. The game is not hard to figure out, as the expected value of handing $1 to the dealer 
is $1.25 (50% chance of tails x $2.50 payoff), higher than the value of retaining the dollar. Clearly, the 
ideal strategy is to invest in every round and all the participants understood the basic math. 

Upon completion of the game, researchers found that the patients with brain damage ended up with 
13% more money, on average, than the normal patients. Nearly all the players participated in the early 
rounds. But an interesting pattern eventually emerged, as the subjects with brain damage participated 
in 45% more rounds than did the players in the control group. The brain-damaged subjects played 
roughly 80% of the rounds after having lost compared to the 40% played by ordinary participants. 
Normal players appeared to suffer from loss aversion after they lost a round and sat out subsequent 
rounds at a higher rate than the patients with brain damage, who did not suffer from loss aversion. Loss 
aversion caused normal participants to forgo a positive expected value bet after having lost when heads 
appeared on a coin toss. Even though the financial proposition was consistently attractive, the recent 
experience of the normal participants influenced their actions. 

This experiment 
dovetails nicely with the 
stock market. When 
people suffer losses, they 
willingly turn down 
attractive investments. 
Think about the first 
quarter of 2009. After the 
horrible fall of 2008, the 
market was down 
sharply. Most investors 
lost money, and no one 
knew where or when the 
market might bottom. 
Mathematically, the market’s valuation was compelling, but most people would not invest due to fear.  

The study does not conclude that one should emotionally flatline throughout their life, but rather 
understand that one’s emotional state will affect their assessment of an investment opportunity. In this 
experiment, participants enjoyed an investment opportunity that was mathematically and 
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straightforwardly positive, yet some still chose not to play because they felt the sting of recent losses. 
Loss aversion is a cognitive bias that makes us sadder to lose something than it makes us happy to gain 
something. This causes investors to be afraid of loss – even when that fear is illogical. This bias occurs 
when one finds it hard to weigh the consequences of a loss. Yet, to benefit one normally gives something 
up in return. When we shop for food, we give up money. Without food, we would starve, so the benefits 
in this case are straight-forward. However, when the benefits become hazy one is less likely to part with 
their cash. Economists Kahneman and Tversky first proposed the idea of loss aversion in a paper titled 
“Choices, Values and Frames” in 1984. They carried out a series of experiments demonstrating that people 
tend to fear a loss twice as much as they are likely to welcome an equivalent gain. In short, an individual 
will be twice as upset to lose $100 as they are to gain $100. Rationally, an individual should be as happy 
to gain $100 as they are disappointed to lose $100, but that is not how the human mind works.  

Given this asymmetric fear of loss coupled with our cognitive aversion to a loss, one must wonder what 
investors find so attractive in today’s market. Historically, if an investor identifies a point in stock 
market history where valuations reside near their historical average, and then selects another similar 
point decades later, the investor will generally find that the S&P 500 generated an annualized total 
return of roughly 10%. By contrast, if the investor chooses a starting point where the market trades at 
historically expensive valuations, and then selects a future point a decade later where the market trades 
at normal or even depressed valuations, the investor will realize a poor return. Given today’s stock 
market valuation extremes, index investors face an uphill struggle. Market participants should 
understand that the completion of a market cycle can wipe out the stock market’s total return relative 
to cash. Despite all the gains achieved by the stock market during the technology bubble and subsequent 
mortgage bubble, the decline to the March 2009 stock market low erased the entire excess total return 
of the S&P 500 Index above returns on cash back to May 1995.1  

Legendary value investor Benjamin Graham, mentor to Warren Buffett, collaborated with David Dodd 
to devise an accurate way to calculate the market's value, which they discussed in their 1934 book 
Security Analysis. A standard way to 
consider market valuation is to study the 
historic price-to-earnings (P/E) ratio using 
reported earnings for the trailing twelve 
months. But, extreme fluctuations in the 
business cycle sometimes create 
nonsensical P/E ratios—negative earnings 
for the fourth quarter of 2008 (-$23.25) had 
never happened before in the history of the 
S&P 500 Index. Their solution was to divide 
the price by a multi-year average of 
earnings, and they suggested five, seven, or 
even ten years.  

In recent years, Yale professor and Nobel laureate Robert Shiller, the author of Irrational Exuberance, 
popularized the concept to a wider audience of investors and selected the ten year average of "real" 
(inflation-adjusted) earnings as the denominator. Shiller refers to this ratio as the Cyclically Adjusted 
Price Earnings Ratio, abbreviated as CAPE, or P/E10. One can also use a percentile analysis to 
understand today's market valuation against the historical context. As the chart above illustrates, the 
most recent P/E10 ratio is at the 94th percentile of this series. March 2009 marked the beginning of the 

 
1 John P. Hussman, Going Nowhere in an Interesting Way, September 2019 
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longest secular bull market in history. Investors keep handing the dealer $1 and winning $2.50. 
Memories are short and greed has replaced one’s aversion to loss just as market valuations once again 
reside at extreme levels.  

Although based only on anecdotal evidence, we suspect that professionals are pushing the market’s 
current run to extremes, rather than individual investors.  Individuals have been looking for the exits 
since the 2009 debacle. Given the size of the Baby Boomer segment of our population, they no longer 
provide anywhere near the equity sponsorship they provided in the past.  As recently as 2010, Baby 
Boomers represented about one-quarter of the population but now account for only 21%.  Investors 
traditionally turn to safer investments as they age. This trend is evident in mutual fund inflows, as 
domestic equity mutual funds have suffered outflows of $1.5 trillion over the last ten years.   

Yet, stock prices persistently remain at expensive valuation levels.  Parallels to the "Nifty Fifty" era in 
the early 1970s exist, a time when stocks traded at rich valuations.2  The broad market peaked in 1968, 
four full years before the stock market’s ultimate peak in January 1973.  Over the next two years, stock 
market indexes dropped by fifty percent.  Back then, the Wall Street herd designated a handful of stocks 
as "one decision" stocks. Naturally, that one decision was to “buy.”  As a result, complacency was 
universal, just as it is today. Since May 17, 2017, there has not been one instance of outright fear or panic 
for the Nasdaq, an index heavily weighted towards technology and biotechnology companies. The 
current period of complacency has lasted 597 sessions, the longest such period in the history of Nasdaq.3 
For confirmation, the latest numbers from the Investors Intelligence survey of investment advisors 
shows bulls over 55% and bears down below 17%.   

Complacency supports passive investing styles, which have been gaining ground on actively managed 
funds for the past decade. In August, the investment industry reached a notable milestone, as assets in 
U.S. index-based equity mutual funds and exchange traded funds (ETFs) surpassed those in active stock 

funds for the first time. Recent fund flows helped 
lift assets in index-tracking U.S. equity funds to 
$4.3 trillion, compared with $4.2 trillion run by 
active investment management strategies, 
according to estimates from Morningstar. Many 
investors believe they are making the safe choice 
in picking an index fund. However, index funds 
expose customers to the full brunt of downturns. 
Investors have been moving away from "stock 
pickers" who select individual companies based 
on fundamentals in favor of passive market 
participation. This dynamic creates a reflexive 

bubble where inflows into large capitalization index funds increase their size and performance even 
more, encouraging yet more inflows.  

Michael Burry, one of the first investors to identify and profit from the subprime mortgage crisis in 2008, 
recently noted similar concerns with passive investing: 

 
2 The term Nifty Fifty was an informal designation for fifty popular large-capitalization stocks on the New York Stock Exchange in the 1960s and 
1970s that many considered as solid buy and hold growth stocks, or "Blue-chip" stocks. These fifty stocks propelled the bull market of the early 
1970s, as well as the subsequent crash and underperformance through the early 1980s. 
3 Alan M. Newman, Crosscurrents, September 30, 2019. Complacency defined as instances of 1:9 up/down daily volume   
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“Passive investments such as index funds and exchange-traded funds are inflating stock and bond prices in a 
similar way that collateralized debt obligations did for subprime mortgages more than ten years ago. When 
the massive inflows into passive vehicles reverse, it will be ugly. 

Like most bubbles, the longer it goes on, the worse the crash will be. This is very much like the bubble in 
synthetic asset-backed CDOs before the Great Financial Crisis in that price-setting in that market was not 
done by fundamental security-level analysis, but by massive capital flows based on Nobel-approved models of 
risk that proved to be untrue. The theater keeps getting more crowded, but the exit door is the same as it always 
was. All this gets worse as you get into even less liquid equity and bond markets globally.”  

Given how extended the current market is and how investors abhor losses, behavior changes. When 
executives of SL Green, New York’s largest office landlord, recently hosted a conference call, liquidity 
was an important topic of discussion. SL Green is a real estate investment trust (REIT), a publicly-traded 
company that owns a portfolio of commercial properties. A REIT allows investors to own a relatively 
stable, income-generating asset with the added convenience that it trades like a stock. In an interesting 
shift of behavior, many institutional investors now prefer to own property directly rather than through 
the tradable public securities of REITs. Andrew Mathias, SL Green’s president, noted this change in 
behavior on the conference call, “They [institutions] view the volatility and the necessity to mark-to-market in 
REIT stocks as anathema to long-term real estate investing. So unfortunately, everybody wants to own direct real 
estate.”  

This sentiment is rather strange. Investors should prefer the liquidity of a publicly listed stock over the 
inconvenience and costs of direct ownership. Historically, investors paid a premium for that privilege—
it is far easier to buy and sell REIT shares than it is to trade ownership stakes in an apartment complex 
or office building. Therefore, liquid securities traditionally carried higher valuations. Today, this logic 
is now backwards. Since the financial crisis, investors have become increasingly infatuated with private 
markets, including infrastructure, venture capital, direct lending, private equity and farmland. 
Institutional investors are now accepting an “illiquidity discount” for the privilege of investing in 
illiquid private assets, simply because of differences in accounting rules.  

If an institution invests in a portfolio of public securities, there is no escaping the price volatility of 
turbulent markets. In finance industry jargon, they must “mark to market” the value of their portfolio. In 
contrast, private capital funds enjoy more latitude in how they value their assets, making their returns 
seem much smoother. For example, the average U.S. equity mutual fund lost 16.7% in the fourth quarter 
of 2018 while the average junk bond fund lost 4.3% according to Morningstar. By contrast, State Street 
estimated that private equity funds lost just 1.3% during that same period, and private debt funds lost 
only 1%. As most institutional investors use volatility as a proxy for risk, large allocations to private 
assets make their overall risk-adjusted returns look artificially better. In the next economic downturn, 
many institutional investors will regret their addiction to the artificial smoothness of private capital 
returns and reacquaint themselves with the concept of loss aversion. 

Jeremy Grantham, Chairman of Boston-based GMO, notes that career risk always dominates decision-
making for institutional investors.4 In the professional investment business, the prime directive is first 
and last to keep one’s job. To do this, Grantham explained that one must never, ever be wrong on their 
own. To prevent this calamity, professional investors pay careful attention to what other investors are 
doing. The great majority go with the flow, which creates herding, or momentum, which drives prices 
far above or far below fair value. There are many other inefficiencies in market pricing, but herding is 

 
4 Jeremy Grantham, Finanz und Wirtschaft, December 24, 2014 
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clearly paramount. Herding helps explain the discrepancy between volatile short term stock price 
movements even though a corporation’s future value stretches far into the future.  

The rise of passive investing, algorithmic trading and the influence of “rules-based” strategies is a prime 
example of herding. According to estimates by J.P. Morgan, passive strategies now control 60% of U.S. 
equity assets while quantitative funds control 20% — a stunning 80% combined. Furthermore, based on 
a recent report by Thomson Reuters, algorithmic trading systems are now responsible for 75% of global 
trading volume. One wonders how these passive strategies will withstand the stress of a recession. One 
can easily envision a scenario where the algorithmic and passive transformation of markets only 
accelerates and deepens the pain when the momentum reverses.  

The U.S. equity market has proven increasingly susceptible to herd behavior. Anticipating a downturn, 
investors are now herding into low-volatility funds. As a result of this crowding: “Low-volatility stocks 
are trading at almost three standard deviations above the mean. That means low-vol is more expensive than it has 
been nearly 99% of the time, relative to the mean, since 1990,” according to the Leuthold Group. Last month, 
The Wall Street Journal published a report on one unintended consequence of the algorithmic era, “the 
gamma trap,” a significant contributor to the market’s affinity for long periods of calm followed by 
sudden swings. From the article in the WSJ: 5  

 “The force is a byproduct of big investors embracing so-called low-vol investment strategies that promise income 
and smooth out gains and losses through the use of options markets…Gamma comes from the Greek letter used in 
mathematical formulas of options prices, and it measures how much the price of an option accelerates when the 
price of the security it is based on changes…When gamma is positive, options quickly get more valuable when the 
price of the related shares rise. The bank taking the opposite position to the investor then sells those shares. That 
damps volatility. When gamma is negative, it is the other way around, and banks buy shares when prices are rising 
and sell when they are falling…Banks have ended up being long gamma more often because of the strong demand 
from insurers and pension funds for strategies that generate income while limiting exposure to stock-market falls.” 

Eventually, low-volatility strategies grow far too crowded and resemble nothing like the safe-havens 
investors expected. The very fact that the Wall Street Journal needs to discuss gamma traps makes one 
wonder what Benjamin Graham, the father of value investing, would make of today’s market. Value 
stocks have not performed well for a long time, but Graham’s lessons still matter. The idea he 
promoted—buy cheap stocks and hold them for superior long-term returns—looks outdated in today’s 
market. Faster-growing, higher-priced stocks have outperformed by such huge margins recently that 
the long-run advantage of value stocks has evaporated. Graham was not wrong, but value investors 
must recognize how the evidence looks and consider whether the world has changed. 

Fortunately, value investors can take some comfort in the words of Berkshire Hathaway Vice Chairman 
Charlie Munger, who explained that “The original Graham approach of looking for cases where you’re getting 
more than you’re paying for is correct. That will never go out of style.” Still, value investing continues to 
struggle of late. Over the past five years, the S&P 500 Growth index, led by Amazon and Google, has 
generated an average 14.2% return annually. The S&P 500 Value index gained just 8.7%. Growth has 
now outperformed value over the past 20, 25, 30, 35 and 40 years as well. Perhaps giant technology 
companies are growing more dominant as they grow bigger or maybe weaker competitors can no longer 
recover from setbacks that once proved temporary; thereby, making the turnaround stocks long favored 
by value investors less likely to recover. 

 
5 Paul J. Davies, The Wall Street Journal, “Markets Are Calm, Then Suddenly Go Crazy,” July 9, 2019 
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In life, what people do is far more important than what they say. If one looks at what Warren Buffett is 
doing with his money right now, his actions speak volumes.  Buffett has never been afraid to invest 
when others were fearful. If Buffett believed that there were great opportunities in the market today, he 
would not hesitate to invest his cash. But Buffett is not investing his cash. Quite the opposite. Buffett is 
hoarding his company’s excess cash.  In fact, Berkshire Hathaway currently has 122 billion dollars sitting 
in cash—doing nothing at all. Known for being one of the world’s most discerning investors, Buffett 
remains quiet on whether stocks are too expensive. The company’s cash balance is more than half the 
value of Berkshire’s $208 billion portfolio of publicly-traded equities. Since 1987, the only time that cash 
percentage has been higher was in the years leading up to the 2008 financial crisis. Sometimes actions 
speak louder than words. 

With kind regards, 

        

ST. JAMES INVESTMENT COMPANY   
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ST. JAMES INVESTMENT COMPANY 
 

 

We founded the St. James Investment Company in 1999, managing 
wealth from our family and friends in the hamlet of St. James.  We are 
privileged that our neighbors and friends have trusted us for twenty 
years to invest alongside our own capital. 

The St. James Investment Company is an independent, fee-only, SEC-
Registered Investment Advisory firm, providing customized portfolio 
management to individuals, retirement plans and private companies. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
DISCLAIMER 

Information contained herein has been obtained from sources believed reliable but is not necessarily complete, and accuracy is not 
guaranteed.  Any securities mentioned in this issue are not to be construed as investment or trading recommendations specifically for you.  
You must consult your advisor for investment or trading advice.  St. James Investment Company, and one or more of its affiliated persons, 
may have positions in the securities or sectors recommended in this newsletter, and may therefore have a conflict of interest in making the 
recommendation herein.  Registration as an Investment Advisor does not imply a certain level of skill or training. 
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