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The ‘Slope’ gets slippery!

Introduction
May 2012 will probably go down as a month that the majority of investors prefer to forget. It witnessed dramatic reversals in just about every asset class and came just as things seemed to be showing at least some signs of muddling through, just as so many had hoped, and it came when valuations were apparently supportive! This month I will refrain from revisiting yet again the futility of relying upon valuations to support an investment view over anything less than a very long term (secular) time horizon, however, I will yet again look at the current market action from a cyclical stand point and provide some perspectives as to how far through this process markets may be. I do continue to believe that the recent weakness in equities should be seen as a continuation of the cyclical bear markets that began for most regions of the world a year ago, and for some markets two years ago, and I continue to consider the ‘slope of hope’ as a valuable and insightful metaphor for the current market.
Also in this month’s Strategy Thoughts I will review the still far too   popular pursuit of attempting to pick a bottom to the current slide and liken some of the behaviours we are currently seeing to those seen in the last ‘slow motion train wreck’ in markets, in October 2008. I will also review the continued decline in long term government bond yields and finally I will add some comments on perhaps the most hyped, eagerly awaited and ultimately terribly disappointing new issue for many years, Facebook.
The Slippery Slope
Over the last twelve years, since the spectacular blow off peak accompanying the Telecoms, Media and Technology bubble in 2000, the developed markets of the world have been meandering, in an often extremely volatile fashion, through a secular bear market. This secular bear market has been made up of two easily identifiable cyclical bear markets; from 2000 through to early 2003 and from 2007 to 2009; and two equally identifiable intervening cyclical bull markets. This experience has provided ample evidence to support the old investment adage that bull markets climb a ‘Wall of Worry’ and that bear markets slide down a ‘Slope of Hope’. Cyclical moves, which can last up to five years or more, are not driven by fundamentals such as valuation or earnings; rather they are driven by the ebb and flow of the collective optimism or pessimism of all market participants.

With hindsight it is always clear that markets peak with high levels of optimism and trough with a very down beat market mood, however, identifying such extremes in real time is never easy and is certainly more art than science. This is particularly true with peaks. The 2000 peak was obviously an extreme but it had been at an extreme for some time, and the same, to a lesser extent was true of the pre GFC peak in 2007, as a result it is easy to become too cautious too early. It is at such times that one’s investment discipline gets severely challenged. Lightening up into a bull market is never comfortable, particularly when it continues to rise. One very famous historic example of this was Sir Isaac Newton who made a substantial sum in the South Sea Company in the early 1700’s as the shares rose, and took his profit, however, when they continued to rise and his acquaintances were all making more and more money he lost his discipline and went back in with even more money than previously and ultimately lost it all when the bubble burst. He reportedly said at the time;
"I can calculate the movement of the stars, but not the madness of men" Wikipedia
Assessing sentiment, or even degrees of madness, has to be an art, but cyclical bull markets climb that wall of worry until the point is reached when the collective mood chooses to ignore any possible worries and only positive interpretations are put on any news story. This is what is seen, to varying degrees, at cyclical peaks and it is that rising enthusiasm that drives cyclical bull markets.
The reverse is seen during cyclical declines. From the peak, as the market rolls over, each rally is seen as the start of things getting ‘back to normal’, and each slightly positive or constructive news story is clung to and seen as being the catalyst for a market recovery. As each rally fades and falls below the previous low gradually the ‘hope’ is expunged from market participants until, at the ultimate low, only negative interpretations can be put on any news story. Cyclical bear markets always trough amidst miserable news, but at some point, when all hope is gone, no matter how bad the news is it isn’t as bad as the majority fear and the climb up the next wall of worry can begin.
The low in late 2002, early 2003, and the dramatic bottom in March 2009 both evidenced, to varying degrees, such extremes of negative sentiment. It continues to be a concern that so many still cling to some increasingly fragile hopes, and so the ‘slide’ continues and at times, like the last month, gets more slippery.

Over the last couple of months, and particularly over the last month, there has been a marked acceleration in that slide. Since the beginning of May the Hong Kong market has fallen 13%, over the same time the Japanese market has fallen 12% but is now down 17% since late March. The major markets in Europe; The UK, Germany and France; are all down close to 10% in May and France is now down 17% since mid March and Span has fallen 30% since mid February. Perhaps the best performing major market has been the US that is ‘only’ down about 9% in May.

These are large falls in equity markets, over relatively brief periods, and they came at a time when so many were supporting a constructive outlook for markets based upon that so familiar but oh so unreliable crutch ‘valuation’.

At the same time as equity markets were rolling over in May similar moves were being seen in other asset classes. The US dollar rallied against most currencies with a six percent rise against the Euro, The Australian dollar and the Swiss Franc, gold, measured in US dollars fell about 8% and the yield on longer dated US treasury bonds, that so many proclaimed had stopped falling a few months ago, fell more than 10%  

For most equity markets I view the declines of the last few weeks as being another leg down in the still unfolding cyclical bear markets that began in the first half of last year or, for a few, the year before. The stand out exception to this would obviously be the US market, however, the new post GFC highs that have been seen in the US market have been largely confined to the larger capitalisation indices like the Dow and the S&P500 and widely followed stocks such as Apple. Broader indices like the New York Stock Exchange Composite index or the Valueline Index have not made new recovery highs this year, and neither has the small cap Russell 2000 index.
The peak in equity markets was not as obvious as those of 2007 or of 2000 but this is perhaps to be expected as the broader secular bear market continues to unfold. It is reasonable to expect that levels of enthusiasm, whilst elevated at a cyclical peak, record lower levels of enthusiasm as each subsequent peak occurs as the secular bear market unfolds. By the same token it is not unreasonable to look for greater evidence of pessimism at each cyclical trough until the final low of the secular bear market is recorded.

Currently no such extreme of pessimism is obvious with ‘hope’ seemingly grabbing far more media attention.
The homes of ‘hope’
Throughout the current cyclical decline the hope has generally been focussed upon three areas. Firstly, and perhaps most importantly, there has been and continues to be an incredible hope that Europe will somehow ‘muddle through’. This has been talked about and discussed ever since the first signs of a Greek problem over two years ago, during which time the Greek market has fallen more than 80%, the Spanish and Italian markets nearly 50%, and the Portuguese market almost 40%. This probably doesn’t feel like ‘muddling through’ for anyone invested in those markets, it must feel more like a slow motion train wreck. 

Having spent last week in the UK it was clear from the media coverage of the latest Euro summit that rather than there being any light at the end of the tunnel, or the muddling through getting anywhere, a far more worrying case of summit fatigue is rapidly setting in for the politicians involved. This ‘hope’ seems to be getting increasingly fragile and the chances of a Euro break up certainly seem to be rising.
The International Herald Tribune on 28th May ran the front page story;

Betting on euro breakup, with hard cash

Web site sees 42% odds that Greece will exit bloc before year is out

The article quoted the online betting site Intrade that has an uncanny ability to predict anything from Oscar winners to political events. The chart below is the up to date reflection, from Intrade, of the probability that any country will leave the Euro by year end.

Nonetheless, seemingly any time a market stages a rally it is attributable to the muddle through eventuating, as this quote from Reuters after the rally on the 29th May illustrates;

“NEW YORK (Reuters) - Stocks rose on Tuesday as signs Greece would stay in the euro zone were enough to spark buying in what has been a weak month for equities”

How long this slow motion train wreck last, how far markets have to fall and how long it will take for hope to be expunged only time will tell. In the meantime it is important to recognise that hope is still very much present, albeit increasingly fragile. As an aside it was sad to read in the Financial Times of the 28th May, as I flew back from the UK, that it seems it never rains but it pours. The troubled countries of southern Europe; Spain, Italy and Greece, are also the largest producers of olive oil and the combined effects of a bumper crop and the weaker economy have caused the price of olive oil to plunge to its lowest level in more than a decade;

Olive oil crisis adds to southern Europe woe
But still the hope continues!
The other hopes have been that the fragile US economic recovery continues to stagger forward and that China succeeds in engineering a perfect soft landing and cracks have been appearing in both of these two hopes over the last few weeks. The Wall Street Journal on the 25th May ran the following story;
Steeling for a Chinese slowdown

EVER tried eating steel? It is pretty tough to swallow. But that won't stop Chinese exporters trying to force-feed it to you.
China's steel industry has churned out more than two million tonnes a day so far this month. That is 749 million  tonnes on an annualized basis, or almost 10 per cent above the country's prior peak output, according to Steel Market Intelligence.

Yet China doesn't need it. With the economy slowing, there is excess supply and prices are dropping. SMI's Advance/Decliner Index for Chinese steel prices just recorded a zero reading for the third week in a row. If it goes to a fourth week, says SMI's Michelle Applebaum, it will be the first time that has ever happened.

But still the hope persists. 

Over the last few weeks there have been a variety of mixed reports on the state of the US economy and its recovery, however, one article that caught my eye was in Barron’s on the 26th May;
Economic Power Outage

Lessened demand for electric power is saying something, and it's probably bad.
The article reviewed the changing levels of demand for electricity in the US over the last eighty years and highlighted the magnitude of the current slump in demand. It concluded with;
“The all-time high in the moving average for power consumption—79,199 million kilowatt hours for the 52 weeks through Aug. 2, 2008—came as the credit crisis reached panic stage. Over three years later, as viewed from the electrical power grid, our economy is not robust or improving. The moving average still is about 3% below the all-time high. And its trend is down. Appliances and machinery today are more energy-efficient than ever before, but the improvement has been progressing gradually for years; it isn't a sudden phenomenon. The weather, too, could be a factor; last summer was cool, and this winter was very warm. But can the weather be responsible for a full 1.5% decline in electric-power consumption in the past five months? More likely, something else is going on in the economy, conspiring with the weather to decrease power demand…and possibly predicting another recession.”
Markets are sliding, but each rally is accompanied by reprises of all the same hopes. As markets slide further and the hopes become ever more fragile finally a bottom to the current cyclical decline will have arrived, and so an opportunity for investors, but it won’t feel like it when it does arrive. In the meantime it seems sensible to remain on the sidelines and observe the slow motion train wreck rather than attempt to pick a bottom. Not only is there too much hope currently for the bottom to be here yet, but also there are far too many trying to pick that bottom.
A contrarian bottom?

Last month’s Strategy thoughts was focussed very heavily on secular moves and the dangers of succumbing to ‘Retrospective Myopia’, a phrase coined thirty three years ago by Paul F Miller Jr. What Miller was getting at was the tendency that we all have of extrapolating the past way into the future, and of becoming more confident that a trend will persist the longer that it has already lasted. At all long term turning points retrospective myopia is apparent, a majority looking for a change is never seen at a long term turning point or important turning point as I discuss later in the section on long term government bonds.
In fact it can be argued that a large number of calls for a reversal in any market makes it almost certain that such a reversal will NOT occur. I discussed this tendency of markets to frustrate the majority, admittedly over a shorter time horizon, three and a half years ago in the November 2008 edition of Strategy Thoughts. Then markets were more than half way through the decline associated with what would eventually become known as the Global Financial Crisis (GFC) and over the prior months had undergone what could only be described as a crash. In a somewhat bizarre manner many commentators in the immediate aftermath of that crash were describing what had been suffered as a good thing for the markets, good in that we had finally seen the capitulation that would be required for an enduring bottom to be created. I wrote in November 2008;
“Capitulation is fast becoming the most overused term by financial commentators and they point to the high volume days that have been seen and a few of the sharp reversals that have been seen, unfortunately all of these, so far at least, have been false dawns. One of the problems is that as long as everyone is hanging out for everyone else to capitulate we probably won’t get capitulation.”

 Whilst it is true that many important market lows have been accompanied by what can only be described as capitulation, where everyone seemingly ‘throws in the towel’ together, those capitulation points are only ever obvious long after the bottom has occurred and with the benefit of 20/20 hindsight, they are never, and virtually by definition cannot be, recognised by a large number of people in real time.

I strongly doubted that the lows that most markets made after the crash of 2008 would be the final low as ‘hopes’ that it would be were still high, partly fuelled by all the capitulation talk. Most markets did rally from the late 2008 lows and in fact produced their best bear market rallies seen through the GFC associated decline; the S&P500 rallied more than 25% from its November 2008 low and the MSCI World Index delivered a 24% rise to their early January highs. Given such a dramatic rally from the supposed ‘capitulation point’ there was a growing conviction that THE low had been seen. Unfortunately markets then rolled over and most fell to lower levels than had been seen in late 2008, by late February, early March, of 2009 attitudes and expectations had dramatically changed. The capitulation low had not proved to be the low and markets were displaying something closer to the one-sided give up that can be expected at the bottom as March 2009 approached.
The reason that I have reprised so much of what happened in 2008, when a turning point was hoped to have been seen but ultimately wasn’t, is that something similar may be occurring now in markets, only over a far longer time scale.

It seems that a cottage industry is growing to highlight that a long term opportunity must exist in equity markets now, given that they have been a disaster for so long in most of the developed world, and that, at least in the US, the public is not getting involved in the market. There have been many such articles over the last few weeks, particularly as markets have been falling. However, as I mentioned earlier, and discuss in the section on bonds, long term reversals do not occur when the majority, or even a significant or vocal minority, are looking for them. They occur when the majority is convinced that whatever has prevailed for the previous decade or more is set to endure for the next decade or more. The other element that is always present at such reversals in equity markets is that valuations are historically extreme. Many equity markets are now cheaper than they have been for some years but it is hard to find any that are historically extremely cheap on a long term basis. The reason markets become historically extremely cheap is because everyone has given up on them and no one is looking for a reversal. We are not there yet but may well get closer to such a point if the current cyclical decline continues to unfold as it has over the last few weeks. Lower markets will produce less would be contrarians, not more.
Facebook
In the first half of May there was another ‘hope’ that was dominating the market and that was the imminent arrival of the initial public offering for Facebook. The financial media was full of stories outlining just how big the deal would be and just how rich the founders would become, it seemed that everyone wanted a piece of the deal and ahead of the offering any questions or concerns about price or valuation were easily dismissed. Bloomberg on the 14th May ran the following story;
Apple Founder Wozniak to Buy Facebook Regardless of Price

This struck me at the time as being a ludicrous and irresponsible comment from someone who is now as widely followed as Steve Wozniak. No one should ever buy anything ‘regardless of price’. While I was reading this Bloomberg article I remembered that Wozniak had also been quoted ahead of the Google IPO eight years earlier. I remembered this because he had been referenced in a book that I had just finished, ‘The Indomitable Investor, Why a Few Succeed in the Stock Market When Everyone Else Fails’ by Steven M Sears. In chapter three ‘Fear’ Sears discusses the scepticism that the media displayed toward Google’s IPO in 2004. He wrote;
“Weeks before the IPO, Stephen Wozniak, a co-founder of Apple, told the New York Times that he would not buy Google stock because experience proves that a few people make out big, and that he didn’t think the stock’s price would likely rise much in the future.”

The deal was priced at $85 and, as can be seen in the chart below, the stock barely stopped rising until the end of 2007 when it approached $700.
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With the benefit of hindsight it is obvious that Google should have been bought ‘regardless of price’. Unfortunately for Mr Wozniak it is now obvious that Facebook shouldn’t have been bought ‘regardless of price’, in fact Wozniak’s comments about Google seem far more appropriate for Facebook. The IPO has been a disaster, anyone unfortunate enough to have followed Wozniak’s advice, and bought the stock at the high of the first day’s trading, $45, is now nursing losses of close to 40%. The result is a slew of law suits and the deal being labelled by Bloomberg ‘the worst big IPO of the last decade’. Last month I included a comment on Apple after its earnings announcement;
“I can only reiterate my closing comments on Apple, when there is near universal conviction that anything can only go higher the risk that it won’t are very high.”

Subsequent to that announcement the stock price of Apple rallied 10%, for one day, it then continued to decline and three weeks later was lower than it had been before the earnings were released. The danger with Facebook, apart from the market rolling over, was the near universal conviction that it could only go higher.
The Facebook hope has certainly taken a very substantial knock; however, it could be that the company was just unlucky with its timing. Undoubtedly Google was helped by a bull market that still had three or more years to run and a long way to climb. Perhaps if Facebook had gone public a year or more ago, before markets really started sliding, then it’s quite possible that the deal would have flown. Whether it would have continued to fly is anyone’s guess, but it could also be the case that a deal of this size needed a bull market that had run since early 2009 to get done. History has shown how very large deals are born out of bull markets and that the largest deals often accompany the peak of a bull market.

The giant commodity trader Glencore’s IPO was launched days after the Commodity Research Bureau’s index of commodity prices peaked, in May 2011, after almost doubling over the prior two years. Since then commodity prices have fallen more than 20% and Glencore’s shares are down more than 40%.
Blackstone Group, the private equity giant’s IPO in late June 2007 illustrated similar poor timing, at least for the investors (it was great timing for the sellers!). The stock’s all time high of $38 was seen on its first day of trading, three months later the cyclical bull market that had been running for almost five years ended and markets plunged but Blackstone had already fallen 35% from its high and it was set to carry on falling until February of 2009 when it finally bottomed down more than 90% from its all time high on that first day.
One of the largest takeovers of all time, AOL acquiring Time Warner, displayed similar timing and again it couldn’t have happened without the tailwind of an incredible bull market. The deal was announced in early January 2000, just in time for the bursting of the largest speculative bubble of all time.

I have no opinion on where Facebook will be in years to come, but I do think that the hype around its IPO may well be seen as one of the last gasps of the post 2009 cyclical bull market and its disappointing aftermath will be a major contributor to the dashing of hope.
Long dated government bonds

In the April edition of Strategy Thoughts I wrote the following on the subject of long dated government bond yields. At the time there was an increasingly loud consensus amongst media commentators that the end of the thirty one year bull market in bonds (bear market in yields) had been seen;
“It is also important to remember what characteristics are usually found at the end of a long secular bull market. Generally there is an overwhelming desire on the part of the majority to extrapolate the by then very old trend way into the future, think Dow 25,000 in 1999 or maybe even gold 12,000 now, on the basis of it being ‘different’ this time.”
“The two extreme lows in yield, during the depths of the GFC and in the second half of last year, may have been accompanied by some discussion of deflation, but it was never a widely held long term fear, and whatever there was passed quickly. It is unlikely that the end to the current three decade old bull market in bonds will be recognised as such by a large majority, rather the environment will more likely be one of fear over the prospect another lost decade, like Japan, and forecasts will all be for ever lower rates as far as the eye can see. That point has not been reached and it seems there is still plenty of room for the vast majority of forecasters of higher yields to be wrong again this year.”
I included the following chart to illustrate the enormity of the move in yields that had been seen over the prior three decades and also to provide some perspective as to the size of the backing up in yields that at the time was prompting the very loud and confident bond bears; 
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As can be seen that backing up in yields (fall in bond prices) was barely even a blip in the context of such a long and powerful bull market. Now, a little over two months later, it is worth updating that very long term chart;
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The entire rise in yields that got so many bond bears so excited has now been undone and once again new lows in yields are approaching. I continue to believe that everything I wrote about long dated government bonds in high quality jurisdictions two months ago remains valid. When the current secular move ends it will NOT be widely recognised and discussed in the media. The overwhelming consensus view will be for extremely low yields for as far as the eye can see. Any backing up in yields will be seen as a last chance to buy before yields really plunge. This is the mindset that is found at long term secular turning points as I wrote last month in discussing the dangers of retrospective myopia.
With very long term, and perfect hindsight, it does seem that the peak in yields so many years ago was an obvious turning point. It is important to remember that at the time it wasn’t. It took much of the decade of the eighties for the majority to become convinced that higher yields and a return to higher inflation, or even stagflation, was not just around the corner. 

Secular turning points are always obvious many years after the event but are never widely recognised in real time. It is unlikely that this bond bull market will be any different. Until the fear of deflation and ever lower yields becomes widely embraced and discussed it is likely that further surprises on the downside in yields, not a sudden reversal to the upside, are in prospect.
Conclusions
The last month has been ugly for investors in a very obvious way, but actually the last one even two years has been ugly for most investors, with the exception of those heavily weighted to very high quality fixed income. The cyclical bear market has been frustrating to date giving many investors frequent reasons to hope, but as always happens during a cyclical decline those hopes have been repeatedly dashed. Currently the three ‘hopes’, Europe muddle through, Chinese perfect soft landing and US recovery, that have captured investors interests during each rally, are still present, albeit in an increasingly fragile manner. Unfortunately, until all hope is dashed a meaningful bottom cannot be made and the slide down the ‘slope of hope’ continues and at times it will get more slippery. 

I continue to see the current decline as a cyclical bear market in a still unfolding secular bear market for most developed markets and believe a cautious approach, with a focus on capital preservation rather than relative return, will be far more rewarding as both bear markets unfold. It is quite possible that when the current cyclical bear market ends that the secular bear market may also end, but we are not there yet. In the meantime it is likely that disappointments rather than positive surprises will be the primary driver of equity markets, at least until expectations reflect much less hope. At the same time the secular bull market in high quality bonds (bear market in yields) will probably continue to frustrate those so eager to call its demise.
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