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Things Fall Apart (Part 3) - Markets 
October 24, 2018 

 

 

Our story so far … 

Things Fall Apart (Part 1) – in politics we have what Yeats called a widening gyre, where a steady 

stream of extremist candidates, each very attractive to their party base, pulls all voters into a 

greater and greater state of polarization, leaving a center that does not and cannot hold.  

Things Fall Apart (Part 2) – in markets we have a black hole, where the massive performance 

gravity of passively managed U.S. large cap stocks pulls all investors into its clutches over time, 

subverting both the reality of and the faith in portfolio diversification. 

But the polarized electorate and the monolithic market are not stable. We are governed by the 

Three-Body Problem, where multiple bodies that act on each other – like stars and their gravity 

or humans and their strategic interaction – form a system that has no general closed-form 

solution. There is no algorithm, no Answer with a capital A, that solves the Three-Body Problem. 

Clear Eyes, Full Hearts, Can’t Lose – ǁe ŵaǇ Ŷot haǀe aŶ AŶsǁeƌ to pƌediĐt ǁhat’s Ŷeǆt, ďut ǁe 
do have a Process to succeed with whatever comes next. 

For every stock you buy and every vote you cast, the Process requires that you ask yourself: 

• What are the Narratives (story arcs) I am being told? 

• What are the Abstractions (categorizations) presented to me? 

• What are the Metagames (big picture games) I am playing? 

• What are the Estimations (the roles of chance) shaping outcomes here? 

• Am I acting to promote Reciprocity (potentially cooperative gameplay)? 

• Am I acting in a way that reflects my Identity (autonomy of mind)?  

Ummm … hi, Ben, I’m not asking you to tell me what candidate to vote for or what stock to buy. But I 

AM asking you to show me how to apply this process to my real-world political participation and my 

real-world market participation, because that’s by no means obvious here. 

It’s a simple question, Ben. WHAT DO WE DO? 

https://www.epsilontheory.com/things-fall-apart-pt-1/
https://www.epsilontheory.com/things-fall-apart-part-2/
https://www.epsilontheory.com/three-body-problem/
https://www.epsilontheory.com/clear-eyes-full-hearts-cant-lose/
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Heard. 

In this conclusion to the Things Fall Apart series, I’ŵ goiŶg to shaƌe ǁith Ǉou ǁhat I’ŵ doiŶg ǁith ǁith MY 
political participation and MY market participation. You can decide if my application of the Clear Eyes, Full 

Hearts process makes sense for you, and in what ways. It’s a lot to desĐƌiďe, so I’ŵ goiŶg to diǀide it up 
into two notes. This note will be about what-to-do in investing, and my next note will be about what-to-

do in politics.  

OkaǇ … what-to-do in investing.  

To set the stage for this I’ŵ goiŶg to use a comic book quote. I kŶoǁ, I kŶoǁ … quelle surprise. 

In the Sandman comics by Neil Gaiman, Dream of the Endless must play the Oldest Game with a demon 

Archduke of Hell to recover some items that were stolen from him. What is the Oldest Game? It’s a battle 

of wits and words. You see it all the time in mythology as a challenge of riddles; Gaiman depicts it as a 

battle of verbal imagery and metaphors. 

Heƌe’s the ŵoŶeǇ Ƌuote fƌoŵ GaiŵaŶ: "There are many ways to lose the Oldest Game. Failure of nerve, 

hesitation, being unable to shift into a defensive shape. Lack of imagination."  

I love this. It is exactly how one loses ANY game, including the games of politics and the games of investing 

… including the metagames of life. This isŶ’t just a paƌtial list of hoǁ Ǉou lose aŶǇ tƌulǇ iŵpoƌtaŶt gaŵe, it 
is a complete and exhaustive list. This is the full set of game-losing flaws. 

• Failure of nerve. 

• Hesitation. 

• Being unable to shift into a defensive shape. 

• Lack of imagination. 

Of these four, lack of imagination is the most damaging. And the most common. 
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In the comic, Dream and the demon Choronzon go through an escalating series of metaphors for physically 

powerful entities, culminating with Choronzon’s verbal imagery of all-encompassing entropy and Anti-life. 

Dream counters by imagining a totally different dimension to the contest thus far, by making the identity 

stateŵeŶt, ͞I aŵ hope.͟ Choronzon lacks the imagination to shift over to this new dimension and loses 

the game, at ǁhiĐh poiŶt he’s ǁƌapped up iŶ ďaƌďed ǁiƌe foƌ aŶ eteƌŶitǇ of toƌŵeŶt. 

What’s the poiŶt? The greatest investment risk I must minimize is not something that has already been 

imagined. It’s Ŷot a ƌeĐessioŶ oƌ a EuƌozoŶe Đƌisis oƌ a trade war or a bear market. No, my greatest risk is 

a failure of imagination in understanding how the game might fundamentally change. 

“o let’s put soŵe ŵeat oŶ those ďoŶes. Heƌe aƌe the thƌee gƌeat already-imagined investment risks that 

dominate todaǇ’s gaŵe of ŵaƌkets. Let’s Đall theŵ the Thƌee HoƌseŵeŶ of the Investing Semi-Apocalypse.  

The Three Horsemen of the Investing Semi-Apocalypse 

1. The Fed keeps on raising interest rates and shrinking its balance sheet, ultimately causing a 

nasty recession in the US and an outright depression in emerging markets. 

2. China drops the trade war atom bomb by letting the yuan devalue sharply, sparking a global 

credit freeze that makes the 1997 Asian financial crisis look like a mild autumn day. 

3. Italy and its populist government play hardball with Germany and the ECB in a way that 

Greece could not, leading to a Euro crisis that dwarfs the 2012 crisis. 

Are each of these risks a clear and present danger for markets? YES.  

Have I written A LOT about each of these risks? YES. 

Will I write a lot more in future notes? YES.  

Can you take steps to protect your portfolio from each of these risks? YES. 

Should you take steps to protect your portfolio from each of these risks? MAYBE. 

If any of these risks come to fruition, would you likely see a 20% decline in US equity markets? YES.  

Would you be happy about that? NO. 

Should you change your basic investment philosophy if any of these risks occur? NO. 

That’s ƌight. EǀeŶ if the Fed oƌ ChiŶa oƌ ItalǇ totallǇ ďloǁs up ouƌ ĐozǇ ŵaƌket, Ǉou doŶ’t haǀe to ĐhaŶge 
anything in your fundamental investment philosophy. You can keep your 60/40 allocation. You can keep 

praying to the great god of diversification. You can keep your consultant. You can keep reading the same 

sell-side pablum. You ĐaŶ keep listeŶiŶg to CNBC ďlaŵe ͞ƌisk paƌitǇ͟ foƌ eǀeƌǇ doǁŶ daǇ. You can keep 

rejoicing at the big up days when central bankers save the day with their jawboning. You can keep your 

job, because everyone else will be just as smacked around as you are. 

WhǇ doŶ’t Ǉou haǀe to ĐhaŶge Ǉouƌ ďasiĐ iŶǀestŵeŶt philosophǇ? BeĐause these are VERY well-known 

and VERY well-discussed event risks. These are anticipatable event risks. There will be a light at the end 
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of the ;ŵaǇďe ǀeƌǇ loŶgͿ tuŶŶel. Will it feel like hell? Yes, it ǁill. But as the old saǇiŶg has it, if Ǉou’ƌe goiŶg 
thƌough hell … doŶ’t stop. Whateǀeƌ Ǉou’ǀe ďeeŶ doiŶg? Keep doiŶg it. With eŶough tiŵe ;aŶd that’s the 
driving consideration for how much you must do to hedge or prepare for these Three Horsemen), you will 

survive the semi-apocalypse and come out fine on the other end. 

But there is a Fourth Horseman. And it WILL require you to change your basic investment philosophy. 

There is a future that todaǇ’s ĐoŵŵoŶ kŶoǁledge deeŵs iŵpossiďle, but I think is a distinct possibility. 

The Fourth HoƌseŵaŶ doesŶ’t ;ŶeĐessaƌilǇͿ Đoŵe ǁith a ϮϬ% ŵaƌket deĐliŶe. It may not be as directly 

painful as any of its three junior partners. But it will change EVERYTHING about investing.  

The Fourth Horseman of the Investing Apocalypse 

4. Inflation is not a cyclical blip and inflationary expectations are Ŷot ͞ĐoŶtƌollaďle͟ ďǇ the Fed 

ǁithout takiŶg politiĐallǇ suiĐidal aĐtioŶs. TheǇ doŶ’t Đoŵŵit political suicide, and the world 

enters a new inflationary regime. 

It’s the oŶlǇ ƋuestioŶ that loŶg-term investors MUST get right in order to minimize their maximum regret. 

You doŶ’t haǀe to get it ƌight iŵŵediatelǇ. You doŶ’t have to track and turn with every small perturbation 

in its path. But you MUST get this question roughly right. 

Am I in an inflationary world or a deflationary world?  

For the past 30+ years, we have been in a non-inflationary world. For the past 10 years, we have been in 

a deflationary world. I doŶ’t ŵeaŶ that pƌiĐes iŶ lots of thiŶgs haǀeŶ’t goŶe up. I doŶ’t ŵeaŶ that iŶflatioŶ 
hasŶ’t ďeeŶ a ŵoŶsteƌ iŶ ŵaŶǇ plaĐes. What I ŵeaŶ is that iŶflatioŶ expectations have been declining for 

30+ years, and they have been rock-bottom for the past ten. What I mean is that for a decade now, all of 

our investment behaviors – and by all of us I mean everyone from the smallest individual investor to the 

Chair of the Federal Reserve – have been predicated on the belief that aͿ theƌe’s Ŷo ĐhaŶĐe of futuƌe 
iŶflatioŶ foƌ ďad ƌeasoŶs ;a ĐuƌƌeŶĐǇ that has lost the ĐoŶfideŶĐe of the ǁoƌldͿ, aŶd ďͿ theƌe’s Ŷo ĐhaŶĐe 
of future inflation for good reasons (robust economic growth). Instead, the most pervasive and powerful 

piece of common knowledge in investing is simply this: we are on a long gray slog to Nowheresville, a 

future of too much debt and not enough growth, a pleasant enough if thoroughly meh world. 

Each of the Three Horsemen of the Investing Semi-Apocalypse will create a severe deflationary shock.  

That’s ǁhǇ Ǉou doŶ’t haǀe to ĐhaŶge Ǉouƌ iŶǀestŵeŶt plaǇďook foƌ a Fed-created recession, a China-

created credit freeze, or an Italy-created Euro crisis. You already know the deflatioŶaƌǇ plaǇďook. It’s ǁhat 
Ǉou’ǀe ďeeŶ doiŶg ;oƌ should haǀe ďeeŶ doiŶgͿ foƌ the past ten years. Just keep doing THAT. 

But if we enter an inflationary world, something that very few investors alive today have EVER experienced 

… ǁell, eǀeƌǇthiŶg Ǉou’ǀe ďeeŶ doing for the past ten years will be a mess. Your prayers to the great god 

of diversification, at least as that god is manifested today as the Holy Long Bond, will go unanswered. Your 

embrace of the cult of Vanguard, at least as that cult is expressed today as the worship of passive index 
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funds, will give you pain rather than comfort. The very language that you use today to speak with other 

investors about core abstractions like Value and Growth will turn into gobbledygook. 

TodaǇ’s ĐoŵŵoŶ kŶoǁledge ƌejeĐts this Fourth Horseman of inflationary regime change. But, ďut … 
demographics!, you hear. DoŶ’t Ǉou uŶdeƌstaŶd that DeŵogƌaphiĐs is DestiŶǇ™, that ǁe aƌe gettiŶg oldeƌ 
and having fewer children, dooming us to the long gray slog? But, ďut … technology!, you hear. DoŶ’t Ǉou 
understand that robots and AI are going to replace all us mere humans, creating a world where our bread 

and circuses just get cheaper and cheaper? Yeah, I understand. I hear these narratives and memes, too.  

But that’s ŵǇ poiŶt. We ďelieǀe that we are in a deflationary world because we are TOLD that we are in a 

deflatioŶaƌǇ ǁoƌld. That’s the ĐoŵŵoŶ kŶoǁledge. EǀeƌǇoŶe kŶoǁs that eǀeƌǇoŶe kŶoǁs that iŶflatioŶ is 
dead aŶd goŶe, that it’s a loŶg gƌaǇ slog goiŶg foƌǁaƌd, foƌeǀeƌ aŶd eǀeƌ aŵeŶ. 

It's hard to iŵagiŶe wheŶ you’re iŵŵersed iŶ it, ďut common knowledge can change. 

That includes common knowledge of the fundamental inflationary/deflationary nature of our world. 

I thiŶk it’s happeŶiŶg. I could be wrong. But that’s ǁhat I’ŵ tƌǇiŶg to iŵagiŶe. Heƌe’s ǁhǇ I think we are 

witnessing the start of a sea change in our economic world. 

Reason #1. Like I said, the Three Horsemen of the Investing Semi-Apocalypse are hugely deflationary in 

nature. Yet despite these well known and quite pregnant deflationary risks, inflation expectations are 

rising nonetheless. Want to imagine something? Imagine if one of these deflationary risks is resolved in a 

market-friendly way. Imagine what happens to inflation expectations and long-term bond yields then!  

And these Three Horsemen WILL be resolved. One way or another, these event shocks always are. They 

may be resolved in a market-friendly way, or they may be resolved in a decidedly market-unfriendly way. 

It may be a miserable year or two or three for markets if any of these guys comes galloping through. But 

one way or another, this, too, shall pass. AŶd ǁhat Ǉou Ŷeed to ďe thiŶkiŶg aďout is … ǁhat theŶ? 

Reason #2. The three major narrative Missionaries for markets – the Fed, the White House, and Wall 

Street – are each beating the drums for inflation. TheǇ’ve all got their reasons. The Fed desperately wants 

to declare victory in its decade-long insistence that they can dispel the deflationary boogeyman, the White 

House desperately wants to grease the skids for a 2020 campaign by boosting asset price inflation and 

wage inflation any possible way they can, and Wall Street desperately wants both general asset price 

inflation and a good story about something to sell, ǁhat’s Đalled a rotation trade. 

I’ǀe ǁƌitteŶ a lot aďout hoǁ ǁe ĐaŶ use Natuƌal LaŶguage PƌoĐessiŶg ;NLPͿ teĐhŶologǇ to aĐtuallǇ ŵeasuƌe 
this beating of the drums, to actually create a visual presentation of the narrative and sentiment dynamics 

of markets. It’s ǁhat I Đall the Naƌƌatiǀe MaĐhiŶe, aŶd it’s at the heaƌt of how we see the world at Second 

Foundation Partners. 

I ǁoŶ’t ƌepeat everything I wrote in April about the narrative dynamics of Inflation! in The Narrative 

Giveth and The Narrative Taketh Away, but I will give an update. The skinny of that note is that the 

narrative intensity in financial media accelerated dramatically in the 12 months ending April 2018 from 

the 12 months ending April 2017, that the narrative network map went from this: 

https://www.epsilontheory.com/the-narrative-giveth-and-the-narrative-taketh-away/
https://www.epsilontheory.com/the-narrative-giveth-and-the-narrative-taketh-away/
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Source: Quid, Inc. For illustrative purposes only. Software used under license. 

to this: 

 
Source: Quid, Inc. For illustrative purposes only. Software used under license. 

Each of the thousands of dots in these narrative maps is a separate unique article from Bloomberg that 

ĐoŶtaiŶs the ǁoƌd ͞iŶflatioŶ͟, filteƌed to eliŵiŶate aƌtiĐles speĐifiĐallǇ aďout iŶflatioŶ outside the US. The 

articles are clustered by the NLP AI on the basis of siŵilaƌitǇ iŶ ǁoƌd ĐhoiĐe aŶd stƌuĐtuƌe, aŶd theǇ’ƌe 
colored by time of publication (blue is earlier, red is more recent). Like I say, to read more about the 

methodology you should start with this note or check out the Quid website, but the point here is pretty 

obvious: the frequency, centrality and intensity of the Inflation! narrative has picked up dramatically in 

the financial media sources that serve as the megaphone for common knowledge creation. 

“o heƌe’s aŶ update foƌ the ϭϮ ŵoŶths eŶdiŶg OĐtoďeƌ Ϯϭ, ϮϬϭ8, ĐaptuƌiŶg the siǆ ŵoŶths siŶĐe the ŵaps 
above were generated. 

https://www.epsilontheory.com/the-narrative-giveth-and-the-narrative-taketh-away/
https://quid.com/
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Source: Quid, Inc. For illustrative purposes only. Software used under license. 

We’ǀe Đoŵe doǁŶ slightlǇ oǀeƌ the past 6 ŵoŶths iŶ Ŷaƌƌatiǀe iŶteŶsitǇ foƌ Inflation!, mostly because the 

narratives of Trade War! and Midterms! have gotten louder and have soaked up our finite attention, but 

this is still a drum-banging map, for sure. 

Reason #3. As strong and as resurgent as the Inflation! narrative is today, the Budget Deficit! narrative is 

just as weak and fading. I’ŵ goiŶg to pƌeseŶt this Ŷaƌƌatiǀe ŵap ǁithout ĐoŵŵeŶt. It’s the suŵ total of 
the unique Bloomberg articles published over the past 12 months that contain the words ͞ďudget defiĐit͟ 

and have anything to do with the US government. 

  
Source: Quid, Inc. For illustrative purposes only. Software used under license. 

Okay, a bit of a comment. 25 articles talking about the federal budget deficit versus 2,200 talking about 

inflation over the same 12 month period from the same financial media source. I am not making this up. 

Theƌe is )ERO Ŷaƌƌatiǀe ĐƌeatioŶ aƌouŶd austeƌitǇ iŶ the UŶited “tates. )ERO. AŶd as loŶg as that’s the 
case, the political dynamic for inflationary debt-be-damned policies is unstoppable. 
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Reason #4. In exactly the same way that the Fed (and the ECB and the BOJ) spurred deflation with their 

zero interest rate policies, even though they thought they would accomplish just the opposite, so will 

central banks spur inflation now that they are raising interest rates, even though they think they will 

accomplish just the opposite. WhǇ? BeĐause it’s eǆaĐtlǇ the saŵe dƌiǀeƌ foƌ ďoth the ͞ǁe got deflatioŶ 
ǁheŶ ǁe thought ǁe’d get iŶflatioŶ͟ pheŶoŵeŶoŶ ǁheŶ the Fed ǁas easiŶg aŶd the ͞ǁe got iŶflation 

ǁheŶ ǁe thought ǁe’d get deflatioŶ͟ pheŶoŵeŶoŶ that I eǆpeĐt Ŷoǁ that the Fed is tighteŶiŶg.  

The Fed’s siŶgulaƌ goal iŶ all of its eǆtƌaoƌdiŶaƌǇ ŵoŶetaƌǇ poliĐǇ deĐisioŶs siŶĐe the Gƌeat FiŶaŶĐial Cƌisis 
has been to spur risk-taking from both investors (in the form of buying riskier assets than they otherwise 

would) and from corporations (in the form of investing more in plant, equipment and technology than 

they otherwise would). This is not a secret goal. This is the avowed purpose of quantitative easing and 

large-scale asset purchases and all that jazz. Of the two goals, spurring corporate risk-taking is far more 

important for our fundamental economic health and the Fed’s ͞ĐoŶtƌol͟ of real-world inflation – either to 

get it moving or to slow it down. But this far more important goal of spurring corporate risk-taking DID 

NOT HAPPEN as the Fed created the most accommodative financial conditions in the history of man, 

because the Fed never imagined what the real-world response of corporate management would be. 

The Fed suffered a failure of imagination, and as a result they are now risking their maximum regret – 

a world where they do Ŷot ͞ĐoŶtrol͟ iŶflatioŶ. 

I wrote about this in July 2017 in Gradually and Then Suddenly, when the Fed was just starting its efforts 

to turn the monetary policy barge around from easing to tightening, aŶd I ǁouldŶ’t ĐhaŶge a ǁoƌd todaǇ. 

The money quote:  

The reason companies areŶ’t investing more aggressively in plant and equipment and 

technology is BECAUSE we have the most accommodative monetary policy in the history of the 

world, with the easiest money to borrow that corporations have ever seen. Why in the world 

would management take the risk — aŶd it’s defiŶitelǇ a ƌisk — of investing for real growth when 

they are so awash in easy money that they can beat their earnings guidance with a risk-free stock 

buyback? Why in the world would management take the risk — aŶd it’s defiŶitelǇ a ƌisk — of 

investing for GAAP earnings when they are so awash in easy money that they can hit their pro 

forma narrative guidance by simply buying profitless revenue? Why in the world would companies 

take any risk at all when the Fed has eliminated any and all negative consequences for playing it 

safe? It’s like goiŶg to a Đollege ǁheƌe gƌade iŶflatioŶ ŵakes aŶ A- the average grade. Sure, I could 

bust a gut to get that A, but why would I do that? 

In the Bizarro-world that ceŶtƌal ďaŶkeƌs haǀe Đƌeated oǀeƌ the past eight Ǉeaƌs, ƌaisiŶg ƌates isŶ’t 
going to have the same inflation-daŵpeŶiŶg effeĐt that it’s had iŶ past tighteŶiŶg ĐǇĐles, at least 
not until you get to much higheƌ ƌates thaŶ Ǉou haǀe todaǇ. It’s goiŶg to accelerate inflation by 

forcing risk-taking in the real world, which means that the barge is going to have to move faster 

aŶd fasteƌ the ŵoƌe it ŵoǀes at all. I thiŶk that todaǇ’s head-sĐƌatĐheƌ foƌ the ǁoƌld’s ĐeŶtƌal 
banks — ǁhǇ haǀeŶ’t ouƌ easǇ ŵoŶeǇ poliĐies created inflation in the real world? — will soon be 

replaced by a new head-scratcher — ǁhǇ haǀeŶ’t ouƌ tighteƌ ŵoŶeǇ poliĐies taŵed iŶflatioŶ iŶ 
the real world? 

https://www.epsilontheory.com/gradually-and-then-suddenly/
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Okay, Ben, let’s say I believe you that the biggest risk to my investment goals is the risk that no one is 

currently imagining, and that a change in the inflation regime could well be that unimagined risk. 

My question still holds. WHAT DO WE DO? 

 

Heƌe’s the tƌiĐk. We’ƌe trying to figure out a way to be responsive to our very real concerns about the 

Three Horsemen of the Investing Semi-Apocalypse, each of which is a severe but short-to-medium 

duration deflationary shock if it happens, against a backdrop of a potential long-term change in the 

fundamental fabric of our investing world, which is what happens if the inflationary Fourth Horseman 

comes to town. 

To pull off this trick we need to think about the nature of time and the exclusivity (or not) of states of the 

world. We need to think really carefully about the path that our portfolios will take in a probabilistic world, 

and our inability to predict the outcome of a Three-Body System. 

To pull off this trick we need to differentiate between the analysis we should use for questions of risk 

and the analysis we should use for questions of uncertainty. 

A risk is something where we can assign some sort 

of reasonable probability to its occurrence AND 

some sort of reasonable assessment of its potential 

impact, so that ǁe ĐaŶ ĐalĐulate ǁhat’s Đalled aŶ 
͞eǆpeĐted utilitǇ͟ … iŶ EŶglish, so that we can talk 

meaningfully about risk versus reward of some 

action or decision. Of Đouƌse ǁe’ƌe Ŷot ϭϬϬ% suƌe 
about these probabilities and assessment. Of 

Đouƌse ǁe ĐaŶ’t pƌediĐt ǁhat’s goiŶg to happeŶ iŶ 
the future. But we can estimate the short-term 

future probabilities and we can constantly adapt to 

those ĐhaŶgiŶg estiŵatioŶs, if that’s ǁhat Ǉou 
ǁaŶt to do. To use DoŶald Ruŵsfeld’s oft-maligned 

but in-truth brilliant characterization, a risk is a 

͞kŶoǁŶ uŶkŶoǁŶ͟. 

An uncertainty is something where we either cannot assign a reasonable probability of occurrence OR its 

potential impact is so great that thinking in terms of probabilities and expected utilities and risk versus 

reward doesŶ’t ŵake ŵuĐh seŶse. In RuŵsfeldiaŶ teƌŵs, uŶĐeƌtaiŶtǇ is aŶ ͞uŶkŶoǁŶ uŶkŶoǁŶ͟, and 

histoƌiĐallǇ the ĐlassiĐ eǆaŵple of aŶ uŶĐeƌtaiŶtǇ ǁas ǁhetheƌ oƌ Ŷot Ǉou’d ǁiŶ oƌ lose a ŵajoƌ ǁaƌ. In 

modern times, the classic example of an uncertainty is global climate change. Hold that thought. 

Modern financial analysis and modern financial advice is very proficient when it comes to decision-making 

uŶdeƌ ƌisk. IŶ faĐt, that’s all it is. EǀeƌǇthiŶg that Ǉouƌ ĐoŶsultaŶt tells Ǉou is ďased oŶ deĐisioŶ-making 

under risk. Everything that your Big Bank model portfolio tells you is based on decision-making under risk. 

Everything that Modern Portfolio Theory tells you is based on decision-ŵakiŶg uŶdeƌ ƌisk. It’s all aŶ 
exercise in maximization – maximizing your expected return over a series of risk vs. reward decisions – 



 

©2018 W. Ben Hunt 

All rights reserved. 
10 

 

and that works out perfectly well if you have stable historical data and well-defined current risks. Less well 

if you have unstable historical data and poorly defined current risks. Cough, cough. 

On the other hand, modern financial analysis and modern financial advice is useless when it comes to 

decision-making under uncertainty. Worse than useless, really, because you will get actively bad 

recommendations from an expected utility maximization machine (which is what modern financial 

analysis really is) when you apply it to questions of uŶĐeƌtaiŶtǇ. It’s like usiŶg a saǁ ǁheŶ Ǉou Ŷeed a 
hammer. Not oŶlǇ do Ǉou haǀe Ŷo ĐhaŶĐe of dƌiǀiŶg iŶ that Ŷail, ďut Ǉou’ƌe goiŶg to daŵage the ǁood. 

The Three Horsemen of the Investment Semi-Apocalypse are RISKS.  

TheǇ’ƌe poorly defined risks, aŶd ǁe’ƌe goiŶg to talk aďout that, but a Fed-driven recession, a China-driven 

global credit freeze, and an Italy-led Euro crisis are, in essential form, risks rather than uncertainties. That 

means that the right tool kit for figuring out how to prepare and deal with them is basically the same tool 

kit that every advisor and investor has been using for the past 30+ years. You diversify your portfolio with 

long-dated government bonds, you pay a lot of attention to taxes and fees, and most importantly, you 

don’t lose Ǉour nerǀe. You doŶ’t lose Ǉouƌ Ŷeƌǀe at the top ďǇ leǀeƌiŶg up, aŶd Ǉou doŶ’t lose Ǉouƌ Ŷeƌǀe 
at the ďottoŵ ďǇ selliŶg out. You staǇ iŶǀested iŶ ŵaƌkets ǁith a steadǇ leǀel of ƌisk, ǁhiĐh is ǁhǇ I’ŵ a 
fan of the investment philosophy that underpins volatility-adjusted cross-asset iŶǀestŵeŶt stƌategies … 
you know, what the witch hunter crowd calls Risk Parity. 

What this means in practice for many investors, maybe most investors, is that the right thing to do to 

hedge their portfolio agaiŶst the Thƌee HoƌseŵeŶ is … NOTHING.  

I kŶoǁ, I kŶoǁ … I’ŵ talkiŶg agaiŶst ŵǇ self-interest here, but my strong belief is that almost all investors, 

especially investors with a long time horizon, are making a mistake if they actively hedge their portfolios 

in advance against poorly defined yet well known event risks. This, too, shall pass, or maybe it never even 

happens, oƌ ŵaǇďe it doesŶ’t happeŶ the ǁaǇ eǀeƌǇoŶe thought it ǁould. I’ǀe seeŶ ǁaaaaǇ too ŵaŶǇ 
investors (civilians and professionals alike) zig when they should zag, close the barn door after the horse 

is out, overpay for insurance, tie themselves into knots … I’ǀe got a thousaŶd metaphors for misplaying 

prospective event risk with portfolio hedges.  

Now what I DO think is advisable, though, is to react to event risk once it actually happens. What I DO 

think is advisable is to have a plan for what to sell and what to buy. What I DO think is advisable is to 

measure the dynamics of event risk as it happens and is converted into market-moving narrative, and use 

that as the trigger for the plan.  

This is very similar to what a risk parity strategy does, which is why I like its philosophy so much. Risk parity 

reacts to a persistent event shock by selling the portfolio down as the realized risks go up. It’s Ŷot tƌǇiŶg 
to pƌediĐt ǁhat’s Ŷeǆt. It’s Ŷot tƌǇiŶg to Đƌeate ͞ alpha͟. It’s tƌǇiŶg to keep Ǉou iŶ the gaŵe ǁhile also tƌǇiŶg 
to keep you from being carried out. Endorsed! I think it’s the ƌight investment philosophy for dealing with 

these poorly defined yet well known event risks, albeit in a (too) systematic and (too) blunt form. I think 

it’s possiďle to ŵarry the reactive and profoundly agnostic investment stance of a risk parity strategy 

with narrative analysis and discretionary management. That’s ǁhat I want to do with MY market 

participation. 
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What do you do about the Three Horsemen? You doŶ’t hedge Ǉouƌ poƌtfolio iŶ adǀaŶĐe. You wait until 

the Horsemen actually ride into town. And then you play the Oldest Game. 

• You keep your nerve and embrace the game, because you are prepared. 

• You doŶ’t hesitate to sell ;oƌ ďuǇͿ, ďeĐause Ǉou haǀe a plaŶ. 
• You’ƌe fleǆiďle eŶough to get defeŶsiǀe, because you know that the game may go against you. 

• Most importantly, you can imagine ǁhat’s neǆt, because you’ƌe ǁatĐhiŶg the ŵaƌket-moving 

narratives develop in real time. 

This is the game to play over the next year or so, all the while setting up for the Fourth Horseman. 

The Fourth Horseman of the Investment Apocalypse is an UNCERTAINTY.  

And that requires a completely different tool kit, a completely different state of mind.  

Theƌe’s aŶ uƌgeŶĐǇ to aŶ uŶĐeƌtaiŶtǇ, if Ǉou ďelieǀe it eǆists, that doesŶ’t peƌtaiŶ to a ƌisk. The 
ĐoŶseƋueŶĐes of aŶ uŶĐeƌtaiŶtǇ ĐoŵiŶg to pass iŶ a ďad foƌŵ … ǁell, that’s the ŵaǆiŵuŵ ƌegƌet. That’s 
the path we MUST aǀoid. That’s the pƌoďaďilitǇ ǁe MUST minimize. 

I mentioned earlier that the best modern example of an uncertainty is global climate change, and I love 

the direct comparison to global inflation regime change. Both are unfalsifiable because neither generates 

any experimental hypotheses, both are unprovable in any sort of classical scientific fashion, and both are, 

in my opinion, true and real. I’ǀe fouŶd that ƌeadeƌs’ ƌeaĐtioŶs to oŶe aƌe pƌediĐtiǀe of theiƌ ƌeactions to 

the other. If Ǉou’ƌe ƌesistant to the circumstantial eǀideŶĐe foƌ gloďal Đliŵate ĐhaŶge, I ďet Ǉou’ƌe ƌesistant 

to my circumstantial evidence for global inflation regime change. I get that. It’s okaǇ. 

Both aƌe BIG. I doŶ’t thiŶk aŶǇoŶe ƌejeĐts the stakes here. And that actually makes my task of suggesting 

what-to-do a lot easier. Because unlike global climate change and the policies put forward to slow down 

oƌ ƌeǀeƌse it, I’ŵ Ŷot tƌǇiŶg to ƌeǀeƌse aŶǇthiŶg ǁith gloďal iŶflatioŶ ƌegiŵe ĐhaŶge. I’m not suggesting big 

ŵaĐƌo poliĐies to pƌeǀeŶt this, I’ŵ suggestiŶg peƌsoŶal iŶǀestŵeŶt poliĐies to suƌǀiǀe this! So long as you 

aĐĐept the poteŶtial stakes of aŶ iŶflatioŶ ƌegiŵe ĐhaŶge, I thiŶk it’s easieƌ to contemplate the merits of 

taking steps to minimize the really bad ending.  

Easier, but not easy. Heƌe’s ǁhat pƌepaƌiŶg Ǉouƌ poƌtfolio foƌ aŶ iŶtƌiŶsiĐallǇ iŶflatioŶaƌǇ ǁoƌld ƌeƋuiƌes: 

• Your long-dated government bonds will no longer be an effective diversifier. They’ll just be a drag. 

I ďet theǇ’ƌe a ďig poƌtioŶ of Ǉouƌ poƌtfolio todaǇ. 
• Highly abstracted market securities will be very disappointing. Even somewhat abstracted 

seĐuƌities ;ETFsͿ ǁoŶ’t ǁoƌk ŶeaƌlǇ as ǁell as theǇ haǀe. You’ll Ŷeed to get Đloseƌ to ƌeal-world 

cash floǁs, aŶd that goes agaiŶst eǀeƌǇ ďit of fiŶaŶĐial ͞iŶŶoǀatioŶ͟ oǀeƌ the past teŶ Ǉeaƌs. 
• Real assets ǁill ŵatteƌ a lot, ďut iŶ a ŵodeƌŶ ĐoŶteǆt. MeaŶiŶg that I’d ƌatheƌ have a fractional 

ownership share in intellectual property with powerful licensing potential than farm land. 

• The top three considerations of fundamental analysis in an inflationary world: pricing power, 

pricing power, and pricing power. I could keep writing that for the top ten considerations. No one 

analyzes companies for pricing power any more. 

• When everyone has nominal revenue growth, business models based on profitless revenue 

gƌoǁth ǁoŶ’t get the saŵe ǀaluatioŶ ŵultiple. At all. More generally, every business model that 
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looks so enticing in a world of nominal growth scarcity will suddenly look like poop. 

• Part and parcel of a global inflation regime change will be social policies like Universal Basic 

Income. I have no idea how policies like that will impact the investment world. But they will. 

• Perhaps most importantly, the Narrative of Central Bank Omnipotence will be broken. Central 

Banks will still be the most powerful force in markets, able to unleash trillions of dollars in 

purchases. But the common knowledge will change. The ability to jawbone markets will diminish. 

We will miss that. Because the alternative is a market world where NO ONE is in charge, where 

NO ONE is in control. And that will be scary as hell after 10+ years of total dependence. 

• God help us, ďut theƌe’s aŶ aƌguŵeŶt foƌ BitĐoiŶ heƌe. 

In practical terms, the gƌeatest ĐoŶfliĐt ďetǁeeŶ the poƌtfolio Ǉou haǀe todaǇ, the poƌtfolio Ǉou’ll ǁaŶt if 
aŶǇ of the Thƌee HoƌseŵeŶ Đoŵe aƌouŶd, aŶd the poƌtfolio Ǉou’ll ǁaŶt if the Fouƌth HoƌseŵaŶ appeaƌs 

is in one particular asset class: long-dated government bonds. You have them today – a lot of them if 

Ǉou’ƌe aŶ iŶstitutioŶal iŶǀestoƌ – aŶd theǇ’ǀe ďeeŶ gƌeat foƌ Ǉou. You’ƌe a little Ŷeƌǀous aďout theŵ todaǇ, 
ďut theǇ haǀeŶ’t killed Ǉou. You’ll ďe happǇ to haǀe theŵ if ǁe get a deflatioŶaƌǇ shoĐk fƌoŵ oŶe of the 
Three Horsemen, very happy. But if the Fourth Horseman arrives, your long-dated government bond 

holdings WILL kill you. 

How do we reconcile all this? Partly through time, partly through planning, mostly through a state of mind. 

Meaning this: 

Today, your long-dated government bonds are a core holding. They should become a tactical holding. 

I doŶ’t ŵeaŶ that Ǉou sell theŵ toŵoƌƌoǁ. I doŶ’t ŵeaŶ that Ǉou sell theŵ Ŷeǆt ǁeek oƌ Ŷeǆt ŵoŶth oƌ 
next year. In fact, if we get a deflationary shock from a Fed-driven recession, a China-driven global credit 

freeze or an Italy-led Euro crisis, Ǉou’ƌe goiŶg to ǁaŶt to ďuǇ ŵoƌe. This ͞taĐtiĐal holdiŶg͟ ǁill ďe a ǀeƌǇ 
large chunk of your portfolio. But make it a tactical holding. Make it something that you are willing to sell. 

Without hesitation. Without losing your nerve.  

Henry Temple, aka Lord Palmerston, directed British foreign policy throughout the mid-19th century, when 

BƌitaiŶ ǁas at the peak of its iŵpeƌial poǁeƌ. Heƌe’s his gƌeat Ƌuote: "Nations have no permanent friends 

or allies, they only have permanent interests. We have no eternal allies, and we have no perpetual 

enemies. Our interests are eternal and perpetual, and these interests it is our duty to follow.”  

It’s easǇ to ŵistake the ideas aŶd the iŶǀestŵeŶts that haǀe ǁorked for us for 30 years to be permanent 

allies. TheǇ’ƌe Ŷot. It’s easǇ to lose ouƌ iŵagiŶatioŶ iŶ ĐoŶsideƌiŶg ǁhat ŵight ǁoƌk ďest foƌ ouƌ interests, 

to cement allocations or asset classes as somehow sacrosanct to our portfolio. TheǇ’ƌe Ŷot. It’s easǇ to 

ĐoŶfuse aŶ eǀeŶt foƌ a ƌegiŵe ĐhaŶge. It’s easǇ to ĐoŶfuse a ƌisk foƌ aŶ uŶĐeƌtaiŶtǇ. TheǇ’ƌe Ŷot.  

A change is coming, friends. It always is. But with clear eyes and full hearts we can achieve the ending we 

deserve. Or at least minimize the chances of the eŶdiŶg ǁe doŶ’t. 
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DISCLOSURES 

This commentary is being provided to you as general information only and should not be taken as investment advice. The 

opinions expressed in these materials represent the personal views of the author(s). It is not investment research or a research 

recommendation, as it does not constitute substantive research or analysis. Any action that you take as a result of information 

contained in this document is ultimately your responsibility. Epsilon Theory will not accept liability for any loss or damage, 

including without limitation to any loss of profit, which may arise directly or indirectly from use of or reliance on such 

information. Consult your investment advisor before making any investment decisions. It must be noted, that no one can 

accurately predict the future of the market with certainty or guarantee future investment performance. Past performance is not 

a guarantee of future results. 

Statements in this communication are forward-looking statements. 

The forward-looking statements and other views expressed herein are as of the date of this publication. Actual future results or 

occurrences may differ significantly from those anticipated in any forward-looking statements, and there is no guarantee that 

any predictions will come to pass. The views expressed herein are subject to change at any time, due to numerous market and 

other factors. Epsilon Theory disclaims any obligation to update publicly or revise any forward-looking statements or views 

expressed herein. 

This information is neither an offer to sell nor a solicitation of any offer to buy any securities. 

This commentary has been prepared without regard to the individual financial circumstances and objectives of persons who 

receive it. Epsilon Theory recommends that investors independently evaluate particular investments and strategies, and 

encourages investors to seek the advice of a financial advisor. The appropriateness of a particular investment or strategy will 

depend on an investor’s individual circumstances and objectives. 

 

 


