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The Passive Investing Bubble

In each market cycle, there is usually a new narrative to
rationalize excesses in the late stages of a bull market. “Don’t worry
about overvaluation in 1987, it was said, because institutions had
no need to sell due to a new concept called “portfolio insurance.”
The concept was well thought out, tested, and sold. | thought it
had great validity. Nevertheless, when something becomes too
popular, and has alarge crowd using it, it can malfunction, and that
likely played a large role in “the crash.”

Again, in 1972-1973, it was, “Don’t worry about overvaluation”
if one just bought the “Nifty-Fifty” group of growth stocks that
history had proven grew in both good times and bad. Some of
these companies are no longer around! There was a similar story
in 2000. We were in a “new era” of internet growth. “Don’t worry if
stocks had no earnings.” It was “internet clicks” that were important
to measure. The internet was indeed a new era, but most dot-com
stocks went bust. In 2007, it was “Yes, housing is pricey,” and nearly
anyone could obtain a mortgage loan. However, real estate only
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went in one direction - upward! Also, don’t worry about mortgage
debt - no major bank/broker had gone broke in decades. Besides,
as everyone knows, real estate is “local.” In 2017, | fear the bubble is
mainly in passive investing. It has done so well for so long that John
Bogle's great idea has been bought by nearly everyone.

Low fee passive funds that just buy and hold an index fund
have largely creamed the high fee active funds the last few years.
We developed the chart below that illustrates this. Not only have
index funds outperformed, but the crowd has noticed. Most all the
positive flows are going into passive funds as seen by comparing
the flows into mostly active equity mutual funds with passive ETFs.
The chart on page 2 shows 52-week flows into largely active mutual
funds, and mostly passive ETFs. “Don't worry about fundamentals,
or values; don’t worry about market timing; just buy the market
and hold!” Even if there is a small correction, the market has
always come back! Sounds “bubbly” to me.

Monthly Data 2011-09-30 to 2017-02-28 (Log Scale)
Active vs. Passive Management: AUM Growth and Stock Performance
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237 | = Active Manager AUM (All Assets, 2011-09-30 = $2116.63 Bil, 2017-02-28 = $2607.639 Bil) 4 237
224 | = Passive Manager AUM (ETF Assets Only, 2011-09-30 = $655.08 Bil, 2017-02-28 = $1643.04 Bil) 4 224
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IMPORTANT NOTE: It should be noted that | personally select the indicators that | feature
in my Hotlines, with the intention of providing the reader with ideas and perspectives that
| use as part of my analysis of the economy and markets. No individual indicator or chart
should be used as the sole basis for any investment decision, which is why | continually
present differing viewpoints and suggest that all market participants use a weight of
evidence approach that fits their investment needs. Any particular chart or commentary
may or may not be representative of the NDRG's House View, or even align with any of
the other thousands of indicators that we follow. | try to test the indicators and models
as far back in history as we are comfortable with the data. Thus, they are at least partly

"back-tested," and thus, clearly "hypothetical," and the performance statistics provided
with each indicator are not based upon actual investment in the market shown. NDRG's
past recommendations and model results are not a guarantee of future results. All of
my Hotlines since 1994 are available on our website, including thousands of indicators and
models. Unlike some people on Wall Street who may seem never to be wrong, | do not tout
that all of my ideas or perspectives are correctly predictive of future market activity, and
further investigation is advisable when making investment decisions. It should be noted
that any active trading strategy will have tax consequences in taxable accounts that may
make the strategy less favorable than a buy and hold strategy.

Please see important disclosures at the end of this report.
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H Daily Data 12/31/1990 - 3/20/2017 (Log Scale)
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S&P 500 Performance
Full History: 1964-03-31 to 2017-02-28
% Gain/ [ % of
S&P 500 Median P/Sis: | Annum | Time

Above 1.5 1.538 | 21.57
0.7-1.5 6.60 | 46.00
Below 0.7 10.22 | 32.43

Buy/Hold = 6.63% Gain/Annum
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Even if one agrees that Indexes Correlation of he S&P 500 vs. Other Asset Classes Wonthly Data 173171976 - 273812017
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passive investing is overextended. AVISIID 1980 1985 1990 1995 2000 2005 2010 2015

Median 252-Day Correlation of S&P 500 Stocks to the S&P 500 Index Daily Data 1973-01-22 to 2017-03-20
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S&P 500 Total Return Index with 12-Month Smoothing Monthly Data 1968-06-30 to 2017-02-28 (Log Scale)
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DISCLAIMER

The data and analysis contained herein are provided “as is" and without warranty of any kind, either
expressed orimplied. Ned Davis Research, Inc. (NDR), d.b.a. Ned Davis Research Group (NDRG), any NDRG
affiliates or employees, or any third-party data provider, shall not have any liability for any loss sustained
by anyone who has relied on the information contained in any NDRG publication. NDRG disclaims any
and all express or implied warranties, including, but not limited to, any warranties of merchantability,

suitability or fitness for a particular purpose or use.

NDRG'’s past recommendations and model results are not a guarantee of future results. This
communication reflects our analysts’ opinions as of the date of this communication and will
not necessarily be updated as views or information change. All opinions expressed herein are
subject to change without notice. NDRG or its affiliated companies or their respective shareholders,
directors, officers and/or employees, may have long or short positions in the securities discussed

herein and may purchase or sell such securities without notice.

Using any graph, chart, formula or other device to assist in deciding which securities to trade or when to trade
them presents many difficulties and their effectiveness has significant limitations, including that prior patterns
may not repeat themselves continuously or on any particular occasion. In addition, market participants using

such devices can impact the market in a way that changes the effectiveness of such device.

Further distribution prohibited without prior permission. For data vendor disclaimers, refer to

www.ndr.com/vendorinfo.
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Generate alpha. Identify risk. Choose Ned Davis Research.

Founded in 1980, Ned Davis Research Group is a leading
independent research firm with clients around the
globe. With a range of products and services
utilizing a 360° methodology, we deliver award-
winning solutions to the world's leading
investment management companies. Our clients

include professionals from global investment
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registered investment advisors.




