
This week, Fed Chairman Janet Yellen gave the investing world a meaty headline when she opined 
that stocks are overvalued, generally speaking that is. Almost immediately, tongue wagging pundits 
started comparing her comments to Alan Greenspan’s famous “irrational exuberance” quote. Re-
member that one? Well, here it is, in case you don’t:  

“Clearly, sustained low inflation implies less uncertainty about the future, and lower 
risk premiums imply higher prices of stocks and other earning assets. We can see that 
in the inverse relationship exhibited by price/earnings ratios and the rate of inflation in 
the past. But how do we know when irrational exuberance has unduly escalated asset 
values, which then become subject to unexpected and prolonged contractions as they 
have in Japan over the past decade?”  

Alan Greenspan—December 5, 1996 

You know, that was kind of a weird time, when a guy like Alan Greenspan becomes something of a 
cult of personality. Utterly devoid of charisma, and prone to making toast dry comments like the one 
above, the man was arguably the most famous in the world. Better yet, he still has aficionados who 
maintain we didn’t heed this particular piece of sage advice, as we bumbled and stumbled into the 
dot.com bubble.  

The only problem is he was over 3 years too early in his prediction, if you want to call it a predic-
tion. Further, if you had acted on it that day, you wouldn’t have made any money, unless you are 
especially clever. After all, the S&P 500 closed December 5, 1996, at 739.60, and the low for the 
index during the technology bubble bust was 776.76 on October 9, 2002. Throw in your dividends, 
and you come up with around a 3.5% annualized rate of return over, get this, a 6 year period. 

That isn’t great, but it is better than nothing, and certainly better than Greenspan apologists would 
lead you to believe. Further, how many people get to make predictions 6 years out and have people 
remember them? Shoot, I believe the Baltimore Orioles will beat the New York Yankees at least 
once during the 2021 season. Book it Dan-O.  

Considering they play 15-18 times a year, I feel pretty good about this one. I am also pretty certain 
we will have a stock market sell-off, of some magnitude, between now and 2021, and folks will 
point to Janet Yellen’s comments from the other day, and say: “See, she was right all along! We 
should have listened to her.”  

But what exactly did she say? Here goes:  

“I would highlight that equity-market valuations at this point generally are quite high... 
Now, they’re not so high when you compare the returns on equities to the returns on 
safe assets like bonds, which are also very low, but there are potential dangers there.” 

Let me put it another way: “Stocks seem to be a little rich, but not as rich as everything else.” It is 
almost like a starving man going to the butcher with $10 in his pocket, and complaining about the 

We don’t really have powerful tools.  
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$8.99/lb. hamburger and the $25 tenderloin. The prices are what they are, and he has two choices: 1) buy the expensive  
hamburger, or; 2) starve and die, but with his sensibilities in tact. Which will it be Slim? 

It seems like we have been talking about elevated stock prices for so long we take it as truth. When you question this, 
well, company line, there is no shortage of folks who will point out: “the Fed has propped up corporate earnings by 
printing money through the quantitative easing programs.”  To quote Phil Collins from “In the Air Tonight”: “It’s all 
been a pack of lies.”  

Maybe, but I still have to put my money somewhere, don’t I?  

In my opinion, Janet Yellen, and others, need to wonder more about bond valuations than stocks. When I got into the 
industry on a buy side bond desk in Baltimore, I remember thinking anyone willing to buy a 2-year Treasury Note with 
a 3.125% coupon must be nuts. This was a long time ago, when the US Treasury ‘only’ had about $4-4.5 trillion in 
debt outstanding, and the debt to GDP ratio was around 65% or thereabouts.  

Today, the US Treasury is in hock to the tune of around $18.4 trillion, which is in excess of our nominal GDP. So, debt 
has grown in both absolute and relative terms, and the 2-year Treasury Note currently pays the proud owner right at 
0.57%. Basically, we have swamped the world in debt, and the price just keeps going up.  

This isn’t what they teach you in Econ 101. What gives? 

Global foreign currency reserves have absolutely ballooned over the last 30 years. According to The World Bank, in 
1984, the United States had the most foreign reserves, including gold, at around $105 billion. That year, there were 
$661.492 billion in reported reserves, again, according to The World Bank.  

In 2013, there was $12.612 TRILLION in reported global reserves. All that money has to go somewhere, and, strictly 
speaking, “foreign-exchange reserves should only include foreign banknotes, foreign bank deposits, foreign treasury 
bills, and short and long-term foreign government securities. However, the term in popular usage commonly also adds 
gold reserves, special drawing rights (SDRs), and International Monetary Fund (IMF) reserve positions.” This accord-
ing to the IMF.  

So, interestingly enough, increased international trade has driven down interest rates, because central banks need to 
park their reserves in cash or near cash instruments, including bonds. In essence, the central bank demand for debt has 
outstripped the ability to supply it, thanks largely to trade….and to a lesser extent sophisticated monetary policy mach-
inations.  

Consider total US trade, imports and exports, was around $600 billion in 1984, actually a little less. It was about $5.2 
trillion in 2014 including services. TOTAL global trade last year was $23.13 trillion!  

Shoot, China and Japan both currently own more US Treasury securities than the aggregate amount of global foreign 
currency reserves in 1984. Combined, they own just under 4 times more! What’s more, foreigners own about $1.5 tril-
lion MORE in US Treasury securities than existed in AGGREGATE when I started in the industry.  
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Globalization….ain’t it great? Particularly when you have central banks who are more interested in liquidity AND credit 
risk than they are bond math! Further, if yields start to move against them, foreign central banks now own enough US 
Treasuries to twist their maturity structures to keep their balances from imploding. Since the US Treasury yield curve 
directly and indirectly sets the interest rate environment of the United States, we truly are beholden to foreign central 
banks for our well being. 

Then there is the Fed who owns around $2.5 trillion in US Treasury debt, and isn’t likely to sell it anytime soon. Insur-
ance companies and pension plans are also in there, and they aren’t really speculating with their bond portfolio as much 
as doing asset-liability matchups.  

Combined, these things are anchors on the bond market, and there isn’t as much ‘out there’ in the hands of speculators 
and investors, really. As a result, it is very difficult to imagine interest rates “shooting” up, a la the Volcker years, absent 
some sort of capitulation by the world’s central banks OR some sort of surprising inflation reading, which the govern-
ment wouldn’t let happen in any event (as it has set the calculation to avoid wide swings).  

Who says globalization is a bad thing? Seeing as it has allowed us to live well beyond our means and driven interest 
rates through the floor? With no real end in sight? Whew.   

In conclusion, in this type of environment, where interest rates prove to be below the historical norm for a number of 
reasons, where are investors supposed to put their money, Janet? You guessed it, the stock market, which the Fed Chair-
man thinks is ’generally quite high.’   
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