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Hello, I’m Dave O’Rourke. Welcome to our 3rd Quarter 2018 Videocast, which we are calling The 
Tipping Point.  
 
In his 2000 book of the same name, Malcolm Gladwell defines a tipping point as "the moment of 
critical mass, the threshold, the boiling point". In our experience, very few people can predict a 
tipping point coming with any degree of accuracy. But having said that, it would not be a surprise, 
to us at least, if this current quarter turns out to be the pivot point, the moment when this long 
equity bull market comes to an end, and also when the pervasive and inflated asset class bubbles 
across allocations simply cannot provide protection for investors or advisors.  
 
For this quarter, given that the second quarter was a quiet one in the markets generally, we’re 
going to focus on the broader industrial concerns in wealth management. Those concerns most 
definitely include the very real possibility of a major correction or even a bear market, but they 
go much deeper than a simple regime rotation, and present an unprecedented threat to advisors 
and their clients. 
 
This year marks the 40th anniversary of my first Series 7, which I got as the at-that-time youngest 
stock broker at Dean Witter. Over that time I’ve seen some remarkable changes in our business: 
The explosion of products, including all manner and type of ETFs and hedge funds, the advent of 
Instinet and the 99% reduction of trading costs, the birth of the multi asset class UMA, and the 
proliferation of fintech platforms and services. But I’ve also witnessed the emergence of the 
multi-family Family Office, the tremendous growth of the independent advisory community, the 
normalization of financial planning and, of course, the massive shift from commission brokerage 
to the true Fee-based RIA.  
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But given all of that, I can still say with conviction that the really big changes may still be ahead 
of us, and that our industry now faces challenges that are entirely new.  We’re going to spend a 
few minutes reviewing these challenges and threats, and we’re going to suggest some practical 
steps advisors can begin to implement now before the water boils. To use that old parable about 
the frog in the pot, we’re suggesting you jump out while you still can. When we say “jump out”, 
we mean consider making some significant changes to your investing model. 
 
This presentation should take under 30 minutes. In that time, we’ll make our core arguments 
that the math doesn’t work, we’ll suggest a different approach to managing your practice—
something we call the Distronic Practice, and we’d like to add a few comments about technology. 



 

We believe that financial technology has already had its tipping point, but these are still very 
early days and you may be surprised to learn that Moore’s Law has come to wealth 
management—and that can be tremendously beneficial to us all.  
 
We will of course also provide an update on our composite for Q2 and YTD and highlight where 
we are, and that will wrap things up.  
 
As always, we look forward to your comments and reactions. So, without further ado… 
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Last quarter, we made the point that the market had decoupled from its fundamental pricing 
structures. We also pointed out that 13 million new investors that have entered the market in 
the past five years, many of whom have no advisor relationship, and they could be a driver of 
panic selling like we’ve never seen before. In addition, we noted that the market levels are due 
to a combination of pervasive pro forma profit reporting and P/E expansion.  
 
We all know that very soon, if it can make it, this Bull will get the longevity record. And in terms 
of trough to peak returns, which are over 300%, this has been a Bull to remember.  
But for us, now, nothing has changed in any meaningful way in the past quarter, except perhaps 
for the scope, scale and variety of exogenous threats has grown. Our political culture is so 
polarized, and the national conversation so dominated by the extremists on both sides, that it 
seems impossible to predict which trigger will finally tip investor sentiment. Who would have 
predicted that we’d be having a serious discussion about leaving NATO? Or fighting in 
Montenegro? Or that Amazon would be larger than Germany?  
 
Do we have to ask Gene Fama to return his Nobel Prize? Have the size and value premia become 
just an interesting historical atavism? For that to be true, we have to accept that risk and return 
are not related, something we’re unwilling to accept.  
 
So are we near a tipping point, or can things continue as they’ve been? Will economic growth 
solve all our problems? Will the Fed get rate policy just right? Will trade wars drive inflation, and 
what might that mean? Let’s look at some of the environmental realities that we believe make 
this market unsustainable.  
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Can there be any serious question about what’s driving this market? Or why so very few active 
managers have been able to add value? Frankly, if you haven’t been in the FAANG, we’re guessing 
you’ve been having to spend a lot of time explaining yourself.  
 
The most prominent US and Chinese tech stocks are worth more, by market cap, than the stock 
markets of the Eurozone and Japan. Facebook, Amazon, Apple, Microsoft, Google, Baidu, Alibaba 
and Tencent are worth $5 trillion. 



 

Amazon aside, the rest of the Top 10 S&P 500 stocks of 2018 are the who's who of the tech 
world, and collectively their total return amounts to 122% of the S&P total return in the first 
half of the year. 
 
In all fairness, when we look back over time, most of the time, only a handful of stocks provide 
80% of the alpha. I think the truly relevant question is what happens when people start selling 
these most over-crowded trades in history? Particularly if those people haven’t got an advisor, 
and if their ROBO’s website crashes, as Betterment and Wealthfront’s did on February 5th of this 
year? We suggest that a website crash is not a good substitute for a circuit breaker, but it is a 
ominous clue about the behavior of investors when things get volatile. For that matter, a robo 
platform is NOT a good substitute for a professional advisor.  
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Clubber Lang, when asked to predict the outcome of his fight with Rocky Balboa, famously said: 
“My prediction? Pain.”  
 
The current dividend yield of the S&P 500 is 1.83% as of July 10. Now this is a very long-dated 
chart, and it demonstrates that we’ve been in a decades long secular trend of falling interest 
rates. Most people are unaware that the very long term mean dividend yield is actually 4.35%. 
What has to happen to longer rates, and what connection does that have to inflation and the 
dollar, for that mean to revert?   
 
It seems to us simplistic to simply compare the dividend yield with the 10 year T bond, although 
that is generally regarded as a headwind. What’s much more concerning is a dollar crisis, 
significantly higher inflation and the resulting impact on employment and wages.  
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If there is someone out there listening to this who can explain Fed action to me, I hope you’ll give 
me a call. It seems to me that we are marching straight into an inverted yield curve where the 
spread between Two and Ten year Treasury Notes becomes negative.  
 
As of July 18th, 2018 the Treasury reported the difference between the 2-year and 10-year bonds 
to be 24 basis points. 
 
This is the lowest spread since the 2008 Great Recession. 
So it seems that we are driving to one of two outcomes: higher inflation, which will push longer 
rates up, or the very high likelihood of a recession. Remember recessions? It’s been a while since 
we had one…. 
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We haven’t had one since W was president. The big problem, the really big problem, is what can 
the Fed do to re-inflate asset prices in the event we do have a recession and real asset deflation? 
Another round of HARP, and QE IV? In this respect things actually, really ARE different now, and 
we have to wonder how big the appetite is for another $10 or $20 trillion in national debt, 
particularly when added to a global debt bubble that has taken on Godzilla like proportions.  
 
There is no doubt the yield curve is flattening, and at an alarming pace. One more Fed rate hike 
could invert it. Now, we believe the Fed—and the White House—is fully aware of this indicator. 
Despite that, or perhaps I should say because of that, the Fed is looking at redefining what the 
word ”spread” means. The FOMC is examining comparing the current Fed Funds rate with the 
expect rate several quarters ahead as derived from the futures market. We strongly suspect this 
change-of-indicator may be made because they don’t like what the flattening yield curve points 
to. 
 
To that word cloud of worries, we think ”sovereign debt crisis” should be added. And we may 
want to bring back “Stagflation” and perhaps even the “Misery Index”. The idea that we as a 
nation can continue on this path of endless and growing deficit spending without consequences 
requires an enormous leap of faith.  
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You’ve seen this chart before; we used it last quarter in our teaser. We use it again because it so 
perfectly depicts the scale of belief required to say “this time is different”. We can agree that we 
don’t have a huge number of historical instances with the Schiller at this level, but can you really 
ignore that Least Squares Line?  
 
We suggest that the market hides in plain sight, that if an investor can observe market conditions 
in an objective way they would likely conclude that we cannot expect this bubble to stretch much 
further.  
 
OK, so we may have a market correction, or even a real Bear. We’ve had them before, right? 
Well, we suggest that it may be a wise policy to expect some real problems, existential problems, 
are heading for the wealth management industry.  
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The basic premise we offer here is that advisors, both as professionals and as businesspeople, 
are faced with unprecedented dangers both from this overinflated and superannuated market 
and from the inexorably changing wealth management industry.  
  
It may make more sense to call this deck Q3 2018: Advisor Identity Crisis 
 
The huge majority of advisors, and probably everyone listening to this videocast, are sitting on a 



 

60/40 practice. As never before in living memory, this is a structural defect so bad as to be a 
potentially fatal triple threat: the Math Just Doesn’t Work.  
 
Here’s what I mean: 
•Your grandfather’s 60/40 can’t hit planning goals for clients (bad for brand and referral). With 
1% or 2% equity expected returns, as we just saw on the last slide, and with total return on fixed 
income likely flat to negative, how can anyone expect to hit their targets? Does anyone think the 
40 side will provide meaningful returns over the next 5 or 10 or even 20 years? That’s almost half 
of your income, and it’s not looking very rosy. The correlations are too high, the trends too 
reversed, and bubbles are all over the place from US sovereign debt to European Junk.  
 
•60/40 can’t achieve growth goals (bad for team and career). The truth is that advisors are going 
to have a tough time competing for new clients. “We suck less than other guy” is not a compelling 
client acquisition strategy in our view. We are already experiencing a shortage of advisors, and 
you would probably agree that it’s so tough to find young people hungry to get in on all the 
excitement and pure joy of financial advisory. You want your income to grow, and your company 
to thrive. 2% growth is hardly thriving; rather we can see a near term future in which the entire 
industry becomes a Value play.  
 
•Finally 60/40 won’t make your valuation goals (bad personal retirement outcome) The Rule of 
‘72 works on practice valuations, too. If your practice grows at 2% per year, you’ll looking at 36 
years to double your transition price. Do you even have 36 years? Not if you’re the age of the 
average FA, which is 54. Do you want to wait ‘til you’re 90 to retire and sell?  
So what to do?  
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Distronic is the technology that Mercedes Benz invented that has the car look forward to see 
problems ahead and not only warn the driver but actually put on the brakes. We can't know how 
many lives or property losses have already been saved, but we can guess it's in the many 
thousands of humans (and animals) and in the billions of dollars. The simple idea of looking 
forward has been taken to a new level. 
 
 Unfortunately, no such technology has been created to prevent advisors from navigating with 
the rear view mirror.  
 
If we take an objective look forward we think it's obviously time to hit the brakes on status quo 
practice management. This quarter may be the last one when advisors can act proactively to 
create a fully modern practice and begin training staff and clients for the future. What changes 
can you make that will help you deal with unexpected events and dangers that lie ahead? We 
say, first understand the distinction between one-way, irreversible trends, those that mandate 
real structural change, and cyclical trends that rotate leadership over time.   
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Six years ago I wrote a white paper called The Death of Mutual Funds, which was intended as a 
expose of the fund business. In it we looked at the visible and invisible costs of active funds, and 
found that it was not uncommon for total costs, not counting sales loads, to approach and exceed 
4%. Still today we see mutual funds used as the whipping boy by Passive management advocates, 
who, it seems to us, would never consider comparing passive investing with SMA manager 
performance. We now have thousands of ETFs in a huge variety of philosophies, with costs far 
below 50 basis points.  
 
We’ve also seen a lot of talk at the Department of Labor about level fees, transparencies and 
disclosure. I’m one who is actually proud of our industry for its response to this irreversible trend, 
by creating streamlined, efficient, low cost and high choice platforms and manager exchanges. I 
believe we’re truly responded to consumer and regulatory demands. 
 
That is a process that must continue, and advisors have to learn how to work and prosper within 
a lower margin environment. The good news is that the more modern platforms virtually 
eliminate middle and back office staff expenses, while simultaneously providing better 
experiences for their clients. This is a good thing given that Millennials have a very different 
outlook on professionals and advisors in general. We have to incorporate new kinds of client 
cohorts, and they are certain to look more diverse, more female, more fee sensitive and more 
demanding.  
 
We are looking at platforms that are snapping up market share at an unprecedented pace. The 
Smartx platform is a good example; AUM on Smartx grew from $30mm to over $600mm since 
July 2017—20x growth in one year—and to top $1B by the end of the third quarter, just a couple 
of months from now. And that is all before their partnership with Apex Clearing, a powerful digital 
trading platform that is growing even faster, and that will allow for the fractionalization of 
virtually any asset in a UMA of virtually any allocation design. When you can get the OMS and 
PMS power of SS&C Black Diamond, access to a huge variety of models in a fractionalized format 
for below 40 basis points, you have a game changer.  
 
Someone had to be the last person to buy a hard copy of the Encyclopedia Britannica. And 
someone will be the last advisor to use an old fashioned and expensive TAMP that offers mutual 
funds and costs north of 1% before the advisor fees are added in.  
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I don’t know if we’ve made an effective argument about the current market and its 
unsustainability, but I can tell you we are convinced that systematic risks now outweigh non-
systematic ones. We haven’t seen many markets like those, but the ones we have seen have 
ended badly, and drove massive changes into our business.  
 
Chief among all these concerns is this Seinfeld market, this market about nothing. We’re not 
suggesting that the products and offerings of Apple and Google and Netflix aren’t useful and 



 

valuable, or that the total addressable markets for these companies isn’t gigantic. What we’re 
saying is that the prices currently simply cannot be justified on any grounds beyond momentum.  
 
We think that when the market finally rotates we will see a industry wide shift to fundamentals-
based stock picking. We don’t even think that that is controversial; once again hard work will be 
rewarded, discipline will outperform crowd madness, and a new generation of investors will learn 
critical lessons. We point out again that the Robo platforms have never experienced a Bear 
Market.  
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Michael E. Porter is a professor at Harvard University, an economist, entrepreneur and thinker. 
In 1971 he introduced his seminal work on securities pricing and competition that is now known 
as Porter’s Five Forces. It makes the distinction between capitalism and competition, pointing out 
that the more intense the competition the lower the profitability of a company or market. The 
concepts are further explored in Peter Thiel’s recent Zero to One, and underpin Warren Buffett’s 
Economic Moat principle.  
 
The forces that affect a company’s profitability seem obvious when you think about them. How 
robust is the rivalry in the industry? How attractive and available are substitutes, and how difficult 
is it for new players to enter the market? Finally, how much bargaining power can customer and 
suppliers put on a company?  
 
A good example of a company enjoying an economic moat is Microsoft. Does the world need a 
new DOS provider? Would it be possible to start up a new company that could go toe to toe with 
Microsoft? Yes, there are substitutes—I created this PowerPoint on a MacBook Air—according 
to NETMARKETSHARE, as of May, 2018 Windows enjoyed an 88.4% share of the operating 
systems marketplace. Can you as a buyer of pcs, or a supplier to Microsoft, affect their pricing in 
any way whatsoever?   
 
So it may even be possible that Microsoft has earned its P/E above 70. But can we take a straight 
line from that to Amazon’s 228 P/E? Or Netflix’s 244? Can you not imagine the potential impact 
of smart televisions, with their built in access to Hulu and Prime and many other substitutes for 
Netflix? And if you’re like me, are you not frustrated with the lack of attractive content available 
on Netflix? We’re not suggesting that FAANG are not good companies; what we’re saying is 
simple: these prices are nuts.  
 
And we’re also saying that appetite for huge multiples will likely evaporate when the Bear comes 
to call. Furthermore, you can build and own portfolios of wonderful companies that have great 
prospects and are trading for multiples below 10. Which cohort do you think will do better when 
this market falls apart? 
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Finally: Technology cannot be ignored. Social and personality skills are becoming marginalized, 
while technology is creating entirely new client experiences and value propositions. Advisors who 
embrace technology will have a brand and client acquisition advantage.  
 
In our view it comes down to this: you're competing with Peter Thiel, not the advisor across 
town. And Peter is smart with billions to invest and a pretty good track record of innovation and 
success.  
 
Our POV: Immediate actions can be taken that can allow you to solve this triple threat problem. 
You can get your clients the target returns they need, but you’re going to have to allocate very 
differently. You can win the growth and culture war by delivering a true wealth management 
experience to a ton of people, and you can compete with Stage Street, Blackrock and Vanguard.  
 
Furthermore we believe that the human advisor can never be replaced, nor should they be.  
 
We believe this: over the long haul, practice evolution that will separate winners and losers. The 
winners will figure out how to adapt, how to replace the 40 side with true alts that actually are 
poorly correlated but still have high expected returns and dampen volatility. 
 
They’ll move to Tactical and Active strategies, either as a core or a satellite, to bring real diversity 
into the 60 side. The size and value effects—which are fundamentally about capitalism, are a 
function of the human personality and will always at least have the benefit of making common 
sense.  
 
But above all, our mission as advisors remains constant: helping our clients navigate a confusing 
and often cruel world to an satisfying and dignified retirement marked by independence and 
choice. Our mandate to grow our clients’ portfolios, and our businesses, is forever.  
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A few words about our firm.  
First, we believe that numbers tell the tale: Value tends to out-perform, and the longer the time 
horizon, the greater the tendency.  
Second, we think talent will out, and experience can bring wisdom to the art of portfolio 
management.  
Third, we are students of the trade. We’ve long believed that investing with high conviction 
works, and we’re proud of our track record.  
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Our portfolio consists of stocks we'd own in any market. We love buying stocks at multi-year 
lows.  Steel has been beaten down and we’re very happy with owning the largest global steel 
producer at these prices. We see an exit in the $45 to $50 range; the stock is about $29 right 
now.  



 

 
Harmony Gold is absolutely our favorite gold miner and is trading well below its cohort with a big 
ramp in new production coming on this year. Harmony gives us not only a pure value play but a 
precious metals hedge as well. Harmony hasn't traded this cheap in 20 years (thereafter the stock 
increased eightfold). 
 
Other stocks that we own and think are very cheap are Viacom and Radnet. Viacom hasn't traded 
this low in 10 years, after which it tripled. Radnet is a play on healthcare and the explosion in 
radiological innovation. We also got very good news that Oceanwide’s acquistion of Genworth at 
$5.43 was approved by regulators.  
 
All together, we are pleased with our second quarter and YTD performance, particularly because 
we don’t (and wouldn’t) own any of the FAANG type of stocks which have dominated the returns 
and which we feel are trading at wild multiples.  
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A couple of things I’d like to highlight: 
 
Our numbers are NET—we’re GIPS compliant, and independently audited, by the way—so you’re 
looking at some serious Alpha over more than 10 years. This is why Morningstar has us rated as 
#1 in our cohort since inception.  
 
You can see how poorly correlated we are to the broader market. For that reason alone we feel 
we make a good allocation component for the passive core allocator.  
 
We remain about 50% in cash, but we’re keeping our eyes on a number of great companies we’d 
like to own and expecting we’ll be able to own them after prices normalize.  
 
No one can predict the future, we’ve all learned that the hard way, and past performance is not 
an indicator of future results. However, we do see parallels to to 2000 and 2008 in terms of price 
levels, and we’re investing with the same thesis this time around.  
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The nature of our return distribution might make the PBS appear to be more volatile than the 
broader market, but in fact we have enjoyed a significantly lower Beta since inception. Deep 
value seems to do worst in euphoric markets, and best in Bears. Since we expect to see both bulls 
and bears going forward—a reasonable expectation if we’ve ever heard one—we believe an 
allocation to deep value is a wise idea.  
We point out the upside/downside values with pride, and believe that one statistic is the best 
explanation for our out-performance since inception.  
 
SLIDE 19 



 

 
We’d like to introduce you to our PM team. And not just by showing you this slide, but we’re 
inviting you to have a conversation. Byron and Allen are true investors, which I believe means 
something different from money managers. We’d love to explain that difference to you.  
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We hope you’ve found this webinar useful.  
 
It will be particularly useful for us if it starts a conversation with YOU. Our contact information is 
on the screen, and we’re easy to find on the web, where we have a content page and more 
information on our firm.  
 
We’re entering into an historically interesting time.  
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As always, disclosures are vitally important, and I’ll scroll through these.  
 
A copy of this deck is available, as well as a complete set of slide notes.  
 
We think a tipping point is coming, and what awaits on the other side may present us all--
investors, advisors, retirement plans, managers, and the American people with some very 
significant challenges. We have real reason to worry about debt, about the Dollar, about deficits 
and about the historic and unfunded liabilities in Social Security, Medicare and other programs. 
And that’s just the money part—truly we have a lot to worry about.  
 
We suggest now would be a great time to engage in a conversation about how we can solve for 
these critical problems. We’d love to talk with you about how we might be able to help. Thanks 
very much; we’ll see you in Q4 and by then we’ll know whether we’ve tipped over into a new and 
perhaps less serene environment.  
 
Have a great Summer!  
 


