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Are Equities Really Cheap?

Introduction

If the broad media are to be believed then equities are the place to be invested, apparently we are currently still only in the early stages of a great (some even describe it as a secular) bull market. Regular readers will know that I do not believe that to be the case at all and have been urging extreme caution for more than the past year. Given that many equity markets have been rising over that period, and that some have recorded new recovery highs, it seems obvious that I have been wrong and in fact I have been receiving feedback from readers telling me just that. I appreciate all the comments that I receive and do attempt to reply as best I can; however, simply stating that I have been wrong because some markets have risen misses the point of what Strategy Thoughts has always been intended to do. It was never my intention to try to pick every twist and turn of all asset markets and to time entry and exit points. There are many services that do attempt this, and charge handsomely for it, yet I have never found one that is successful in any consistent manner. Strategy Thoughts came about because I have always found it very valuable to try and put down in writing what I am thinking about markets. Only by going through this process is it possible to apply any priority to the myriad of headlines, stories and thoughts that otherwise fill our heads and constantly attempt to pull us one way and then the other as markets swing around and the stories change. 

The discipline of writing Strategy Thoughts is of great use to me and I hope it helps readers look at markets in a way that is useful, and importantly different, to the neat, but so frequently misguided, cause and effect interpretations that dominate the media. It was never intended to be a supplier of spoon fed answers, rather it was, and is, intended to help stimulate the readers own thought processes so that they may arrive at their own well thought out interpretations. Naturally my own conclusions should come across quite clearly, and from these a reader should be able to understand not only what and where I am investing but also why. However, what I do is only appropriate to me and should never be seen as a recommendation. The only things I have ever specifically recommended over the last dozen years are many great books, books that I have felt helped shape my thought processes and may do the same for readers.

These introductory remarks were not intended to sound like either a defence of my views or as a disclaimer, rather they come as part of the response to the comment that ‘I have been wrong’. The simplistic reply to that simplistic observation is that as far as some equity markets are concerned I have absolutely been wrong; I should not have become cautious so soon, however, no one is ever going to perfectly time any market. The reasons for my caution have been frequently expounded upon each month in Strategy Thoughts and they are based upon my clear beliefs. The most important of these are that secular turning points can be identified, within wide valuation parameters, in real time and precisely with the benefit of hindsight, and that the cyclical moves, that make up each secular move, are purely the manifestation of the ebb and flow of investor expectation, valuation measures tell one nothing over such time frames. Finally, within a secular bear market it is far more important to avoid the cyclical declines than to capture all of the rises. I am therefore very comfortable having become cautious too early, as the great statesman and investor Bernard Baruch famously put it when asked how he became so wealthy an investor;

“I made my money by selling too soon.”

No one should be concerned about following Baruch’s advice, it isn’t easy because as any peak approaches in any asset the majority of participants in that market will think that it is only the beginning, therefore you will be criticised for missing whatever has become conventional wisdom and apparently obvious to so many. Unfortunately, if one waits until the opposite is obvious to the majority the peak will be long passed, in fact by that time it is likely that opportunities, rather than risks, will just be arriving.

In this month’s Strategy Thoughts I will continue to review the bear markets that are emerging, even if many equity markets are not yet exhibiting such behaviour, I will highlight some of the attitudes and behaviours that were common place prior to the GFC and are now making a comeback, examine a remarkable piece produced by two economists at the US Federal Reserve that, believe it or not, shows that US equities are now as ‘cheap’ as they have been for almost forty years (why couldn’t they have told us something like this four years ago!), but first I want to explore some anecdotal measures of sentiment, particularly as it relates to the world beating US equity markets.
Sentiment Measures

On Wednesday the 29th May the second biggest selling newspaper in the United States (behind the Wall Street Journal), USA Today, ran an enormous headline accompanied by a silhouette of a bulls head, it read;

Bull Run Gets Solid Footing
Underneath the headline was banner showing that $12.8 trillion had been made in the market as the broad Wilshire index had risen 155% from its 2009 low and that the;

Boost from home prices,

confidence shows rally more

than a Fed induced ‘sugar high’

All this appeared less than one week after the intraday high for both the Dow and the S&P500 to date. It would be unusual for such a bullish headline, particularly in a broad general interest newspaper, to appear when there really was a lot further for the market to run. It would not be unusual for such a headline to appear in a broad general interest paper after a market has already been running hard for several years and likely close to a peak.

It is interesting to contrast the mood of the ‘Solid Footing’ headline late last month with the bleak outlook that appeared on THE day of the bear market low, again in USA Today;

Stock market recovery likely will be years in the making
It is not only the media that are exhibiting heightened expectation and optimism, so too are professional fund managers. This headline appeared on Reuters on the 30th May; 

LONDONEuropean fund managers were the most overweight in equities in more than two years in May and cut bonds and cash as they grew confident central banks would keep supporting economic recovery by providing cheap cash.
It seems that confidence has been rising in all quarters, importantly this confidence increase has been coincident with, or lagging behind, the markets rise. Most if not all of it is simply a natural, but misguided, reaction to the rise that has occurred. It in no way means that there therefore has to be further increases. For markets to continue to rise further then the news that comes out has to surpass the now already highly inflated expectations.

Another source of some concern was the latest survey of economists by the Wall Street Journal. I have discussed this regular survey many times in the past, generally to highlight how misguided the forecasts tend to be as they invariably forecast an extrapolation of the recent past. Not only are the surveys a poor indication of what the future may hold, they actually become more inaccurate when there is a high degree of consensus amongst those surveyed, hence the concern this month. The Journal noted that the economists are “unusually unified in their assessment”.

The expectation was for a continuation of the modest slow growth environment that has existed for some time. Even the most pessimistic doubted there would be a recession and overall the group saw the probability of a recession as 15%, down from 24% last December. It is worth looking at the same survey just prior to the current bull market beginning. In Mid-February 2009 the same survey of fifty two economist by the Wall Street Journal produced the uninspiring headline;

Economists' U.S. Outlook Dims

The accompanying analysis showed just how severely economist had been slashing their forecasts since the prior survey. It was with that backdrop that investors needed to become optimistic. Waiting for a survey of economists to tell one that things were getting a little better would have resulted in a massive missed opportunity.

The chances are high that the survey participants’ current expectation of steady subdued growth will be wrong; my concern is that they will be disappointed rather than positively surprised as they were in mid to late 2009.

Another indication of the appetite for investment product, now markets have recovered as much as they have, was revealed by the remarkable octogenarian Richard Russell in his observations on 30th May;

They must think this is a nation of morons. Because I keep getting these full-color, glossy brochures in the mail. Each one seems to be more boastful and flagrant than the last. Here's an actual quote from a brochure I received on Thursday (you can't make this stuff up):

"I decided my formulas were too important to keep to myself. My Value, Safety and Timing formulas made such a difference in my portfolio, I knew they could help other investors too."

So this big-hearted fellow, will allow you to profit from his secret formulas for the bargain price of.......! The reason I'm so interested in these multi-page brochures is that they tell me a lot about the prevailing sentiment of the day. Evidently, the nation's population is in a "sucker" mood. Everybody has turned greedy and is looking for "easy way" to make big bucks. The crowd got destroyed by the bear market crash of 2008-09, and they're looking for a quick, easy way to make their money back.

Sucker mood is not a healthy state for the market, naturally it can self-perpetuate for a while but if it does it doesn’t mean you have to join in, and the longer it runs the greater the risk.
How quickly we forget

Mid May I was in Australia and was struck by the special report in the Australian Financial Review simply titled;
Leveraged Investing

It appeared on 22nd May and reviewed the many ways of investing money that you haven’t got, from margin loans to instalment warrants, or buying shares on ‘lay-by’ as one article put it. To be fair the special section did devote some space to the problems faced by those involved in this activity during and in the wake of the GFC but the overriding sentiment reflected in the special section was probably best captured in the caption to one of the photos;

‘Strong sharemarket performance has made investors more confident about taking on margin loans’

Markets have risen so investors are more relaxed about taking on risk. This is yet another example of how both confidence rises the more markets rise and how quickly we humans forget the lessons we vowed we would never forget after they have been so painfully learnt. This reminds me of a comment GMO’s Jeremy Grantham made towards the end of the GFC. Paraphrasing Grantham’s comment regarding the disaster he said that over the short term we will all learn a lot, over the medium term we may learn a little, but over the long term we won’t learn anything at all.
I thought his observation was brilliant when he made it back in early 2009, however,I doubt that even Mr Grantham thought that the ‘long term’ would be just four years.

Not only are we seeing the same behaviours emerge as far as investor leverage is concerned we are also seeing it amongst issuers. The Economist Magazine on 25th May ran a Buttonwood column titled;

Apocalypse, not yet

The article noted that Jeremy Stein of the Federal Reserve had recently commented that ‘speculative elements have returned to the markets including “covenant-lite” loans and payment-in-kind debt. With hindsight it is clear that the proliferation of such loose lending in 2007 should have been something of a warning sign that things had gone too far. It should therefore be more than something of a warning sign that, according to Ambrose Evans-Pritchard in The Daily Telegraph, ‘the share of “cove-lite” loans issued this year without covenant safeguards has been twice as high as in 2007, the last peak just before Armageddon. Companies are borrowing cheap to buy back their own stock at nosebleed prices, and doing so en masse with the carefree abandon of those pre Lehman days.’

A warning sign is all that it is and history never repeats itself exactly, but it does echo or rhyme and there are some strong echoes or rhymes emerging.

One further concern that caught my eye over recent weeks was that margin debt on the New York Stock Exchange had risen to such an extent that it had finally surpassed the previous record level seen in mid-2007.
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I last wrote at any length about margin debt in November of 2008, by which time it had certainly started to shrink from the elevated levels seen at the peak less than one year earlier. I concluded my comments back then with;

Perhaps the most important question for investors now is; where is margin debt likely to go from here. In a global deleveraging with the investment banking business on Wall Street having been changed forever it is at least possible and may even be probable that margin debt will continue to shrink from what was until quite recently record levels. There is no certainty that this will cause markets to struggle but it would present something of a headwind.

As can be seen on the chart to the right margin debt did indeed shrink and the market did have further to fall. However, what has been seen since is a remarkable reinflation of margin debt, and that reinflation is eerily reminiscent of that seen in 2007. I pointed out in 2008 that there is no cause and effect in this chart, rather both move together and tend to peak and trough together. Where my concern stems from is that this massive expansion in margin debt is yet another example of how the lessons so painfully learned by so many through the GFC have clearly been, if not forgotten, conveniently overlooked.
More Bear Markets Emerging

The Global Financial Crisis, or the Great Recession, should still be a clear memory for most investors. I say should because it was a period of historically significant financial turmoil that produced some of the largest collapses, in virtually all asset markets, since the nineteen thirties. And yet, as the tone of this month’s Strategy Thoughts tries to get across, for many market participants memories have become blurred. As result some of the behaviours and practices seen prior to the GFC are being repeated, from the proliferation of leveraged products to the reincarnation of the belief in ‘Buying and Holding’. This is a source of major concern to me and increases the risk of yet another severe cyclical bear market, comparable to those suffered from 2000 to 2002 and from 2007 to 2009, before the still unfolding secular bear market runs its course.

One of the most abiding memories I have of the GFC is that it affected virtually everything, all equity markets of the world, commodity markets and real estate markets. About the only assets that rose in value through the GFC were the US dollar and the very highest quality bonds. It was also the case that through the worst of the collapse, in the second half of 2008, the falls were not only all encompassing and global they were also incredibly synchronised. However, whilst the peak of the damage may have been synchronised the onset of the falls, that ultimately became the GFC, were anything but.
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The US real estate market rolled over in mid-2006, after an incredible surge over the prior decade, as can be seen in the Case-Shiller Index, this was well over a year before there were any broader concerns.
The Japanese equity market then peaked in February 2007 and gradually most other equity markets also rolled over as 2007 progressed. By the end of 2007 the only holdout markets, that were still close to or continuing to deliver new highs, were commodities and commodity related equity markets.

In Mid-March of 2008 gold broke through one thousand dollars an ounce for the first time, but it was there only briefly before it joined most other markets and began to fall and by late 2008 gold had suffered a more than 30% decline. Other markets still clung on to their now fragile, and increasingly isolated, bull markets. The Canadian TSX Composite Index broke through 15,000 in May of 2008 and was still hanging on to that level in early July but when about the last holdout, oil, gave way and began a more than 50% decline Canadian equities joined virtually all other markets and entered a deep bear market.

All this illustrates that, despite the GFC still being relatively recent history, it is important to remember that even through such a dramatic and historic bear market the preceding peaks were very spread out spanned almost exactly two years.

The reason I mention all this now is because over the last few years I have been highlighting that despite the constant media coverage of new all-time highs in the major US equity markets other asset markets and regions have been peaking and rolling over. Last month I focussed upon Gold that has now fallen almost 30%, at its 2013 low a couple of weeks ago, from its peak in the second half of 2011, but other assets and markets have struggled to maintain their post GFC bull markets. The Shanghai Composite Index rallied sharply off its GFC associated low, but for less than a year and it has been trending down for most of the last three years or more. The broad Euro STOXX 50 Index peaked in February 2011 and since then has failed to surpass those levels and the same is true of oil. The Thomson Reuters CRB Commodities index after rallying 80% in the two years after its 2009 low has now fallen 25% over the last two years. So whilst some major markets, notably in the US, and selected emerging markets have been, until very recently, extending their post GFC cyclical bull markets many have not and the last couple of years have witnessed a series of rolling peaks. More recently other previously intact cyclical bull markets have shown severe cracks.
· Japan: The Nikkei’s recovery from the GFC resembled some of those short lived rallies listed above and lasted barely a year before rolling over into a down trend. However, in late 2012 this downtrend was well and truly broken as the index almost doubled over six months and so established a substantial new post GFC recovery high. However, over the last couple of weeks the first major setback to this year’s recovery in the Nikkei has been seen with the market plunging 17% in little more than a handful of trading days.
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Australian Dollar: The Australian dollar, which plunged 36% against the US dollar in late 2008, has enjoyed a healthy post GFC bull market. Its actual peak was seen in the second half of 2011 since when it has been stuck in what has been an ever narrowing trading range, at least this was the case until late April this year. As can be seen in the chart to the right the Australian dollar has made a dramatic break to the downside.
· Utilities: Utility stocks in the US, that had enjoyed a virtually uninterrupted rally of 80% from the GFC lows of 2009, have also suffered a crack over the last few weeks. The reversal has been somewhat similar to that seen in the Australian dollar, falling nearly 12% through the month of May
None of these new cracks are necessarily a precursor to a repetition of the broad plunge suffered in 2008, nonetheless, it is important that all investors realise that the new found bullishness, spawned by new highs in the US market, is a very narrow snapshot of the broader investment universe. It is perfectly understandable that optimism grows the more any market rises, however, increasing optimism and rising expectations ultimately sow the seeds for any bull markets demise. No one should ignore the fact that many markets have already rolled over.
Are Equities Cheap?

At the beginning of May two economists from the US Federal Reserve released a paper titled;

Are Stocks Cheap? A Review of the Evidence

It was written by Fernando Duarte, of the Research and Statistics Group at the Federal Reserve and Carlo Rosa of the Markets Group. Their conclusion, based upon an analysis of twenty nine forecasting models, was that the equity risk premium was currently virtually as high as it has ever been as shown in the chart below from their paper.


It is interesting that the same chart did highlight a similar opportunity four years earlier, but to the best of my knowledge no such optimism was forthcoming from the Federal Reserve or any of their economists.

The economic commentary that was making headlines in the first quarter of 2009 was all coming out of the World Bank and the IMF. Neither mentioned the remarkably attractive equity risk premium on offer at the time preferring instead to state just how ugly things were and how much worse they were going to get. I included a few comments from both organisations in the April 2009 edition of Strategy Thoughts that was (in what subsequently turned out to be very timely) titled ‘Has a cyclical low been seen?’ A little over four years ago I wrote;

Both The World Bank and the IMF have been making headlines recently with their alarming comments regarding the state of the world economy.

Two weeks ago the following story was picked up by most major media outlets;

“The world economy is likely to shrink for the first time in decades this year, the head of the International Monetary Fund (IMF) has warned.”

“Dominique Strauss-Kahn's prediction is gloomier than that the IMF's current official forecast of 0.5% growth. He added that trade was falling at an alarming rate and business and consumer confidence had collapsed. He was speaking at a conference in Dar-es-Salaam, Tanzania, to discuss how Africa should respond to the crisis. 'The IMF expects global growth to slow below zero this year, the worst performance in most of our lifetimes,' Mr Strauss-Kahn said. The World Bank, the IMF's sister institution, on Monday said it also expects the world economy to shrink in 2009.”

Both organisations may very well be right, however, from an investment perspective, as commented earlier, whether they are right or not is not what matters, what matters is what market participants expect and whether or not they are disappointed or surprised.

I concluded that edition of Strategy Thoughts, more than four years ago with;

Strategy Conclusions last month concluded with the belief that the bottom of ‘the slope of hope’ was close at hand and may even have been seen and that as a result we were now as optimistic about equity markets globally as we had been for at least four years. We stated that this was not a trading move but equally this was not the start of a once in a generation or more buying opportunity at the end of a secular bear market and so the beginning of a secular bull market. This continues to be my view for a whole host of reasons, some of which hopefully I have illustrated in this month’s Strategy Thoughts, and it will continue to be my view even if, as expected, the so called fundamentals continue to deteriorate. In fact if the markets can hold their own, or continue to advance, in the face of seemingly poor news it would only serve to increase my confidence in the prospects for a meaningful cyclical bull market.
What followed was the expected continued deterioration in the background economic fundamentals, but these were accompanied by the most dramatic surge upward in global equity markets seen in many decades. Only after markets had rallied by 50% - 100% did the fundamentals start to show some real improvement.
None of this is simply intended to ridicule perfectly well-meaning groups of economists, rather it is intended to highlight, as I have with so many anecdotes over the years, what one should expect to see and hear near a top, or as a bottom approaches. Observations from economists that the US equity market is almost as cheap now as it has ever been should, I firmly believe, be taken with a very large pinch of salt. Particularly when those observations come only after a highly rewarding four year long bull market has already been enjoyed. 

Conclusions

As I stated at the start of this month’s Strategy Thoughts I have been cautious for more than a year now. Undoubtedly this caution has caused me to miss opportunities, but it is important to remember that there will always be new opportunities, and it is also important to recognise that the best opportunities do not arrive with a constructive fundamental backdrop and broad expectations that have been inflated by positive banner headlines in broad circulation newspapers or magazines. Equally they do not arrive when the media is interpreting all news as good news. Currently in the US the conventional wisdom seems to be that good news on the economy is obviously good for the market, but so too is bad news on the economy, as this will ensure that the Fed will not begin to cut back on their massive stimulus programme. If only investing were that simple and just a one way bet!

Selected equity markets may still be close to their recovery highs, however, many asset markets have been in bear markets for a long time and their recovery from the GFC lows are a distant memory. It is a concern that more markets are now joining the list of those that have cracked or rolled over. Of even greater concern is the cavalier attitude that has now re-emerged to the use of leverage.

I may have been ‘wrong’ on some markets for some time but I remain cautious, heavily in cash, and await real opportunities that will likely be found over the coming year at far lower levels and with a news backdrop that will be far more negative.

Late last month I sent out an interim report that may not have made it through to all subscribers in boxes due to size. It was the current issue of The Socionomist, the monthly publication of the Socionomics Institute, the organisation that hosted the Social Mood Summit that I addressed in Atlanta in April. The cover story of the current issue relates directly to the presentation I made. For those readers with an interest in both golf and investing who may not have seen the interim report a copy can be found at www.bbbb.co.nz under the Strategy Thoughts tab.

The Physics of Wall Street

Last month I recommended ‘Forecast’ by Mark Buchanan, one of the speakers at the Social Mood summit. The conclusion of that book was not that economics had struggled as a ‘science’ due to ‘physics envy’ but that economics had envied the ‘wrong physics’. While in Australia last month I picked up a copy of ‘The Physics of Wall Street, a brief history of predicting the unpredictable’ by physicist and philosopher James Owen Weatherall. It was a terrific read and an insightful follow up to Buchanan’s book as Weatherell actually explores the work of a number of practitioners who have successfully learnt from the right sort of physics. 

Some years ago I recommended ‘Fortunes Formula’ by William Poundstone that described the groundbreaking approach to investing developed by hedge fund manager Ed Thorp, this story is covered by Weatherall but ‘The Physics of Wall Street’ goes much further. I strongly recommend to those readers with an enquiring mind about what actually does drive markets.

Kevin Armstrong

5th June 2013
Disclaimer 

The information presented in Kevin Armstrong’s Strategy Thoughts is provided for informational purposes only and is not to be considered as an offer or a solicitation to buy or sell particular securities. Information should not be interpreted as investment or personal investment advice or as an endorsement of individual securities. Always consult a financial adviser before making any investment decisions. The research herein does not have regard to specific investment objectives, financial situation and the particular needs of any specific individual who may read Kevin Armstrong’s Strategy Thoughts. The information is believed to be-but not guaranteed-to be accurate. Past performance is never a guarantee of future performance. Kevin Armstrong’s Strategy Thoughts nor its author accepts no responsibility for any losses or damages resulting from decisions made from or because of information within this publication. Investing and trading securities is always risky so you should do your own research before buying or selling securities.
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