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Introduction
Understanding why any portfolio looks the way it does requires an appreciation of where markets lie over multiple time frames and requires a clear and articulated discipline. In this month’s Strategy Thoughts I outline what I believe is the most effective method of determining appropriate long term strategic asset allocations, how they should be managed and why chasing equity returns now is more akin to speculation than investment. 
I ended last month’s somewhat controversial edition of Strategy Thoughts with some comments from Professor Robert Shiller discussing the elevated level of cyclically adjusted P/E ratios (CAPE) in the US. At the time they were 23.7, the highest they had been since January 2008. As of the end of November the CAPE in the US stood at 25.08, the highest level since December 2007. In this month’s Strategy Thoughts I will not be making any observations regarding climate change (cooling or warming), rather I will be focussing the majority of my comments on what actually is important when determining an appropriate level of commitment to equity markets over the long term and what factors should be considered when determining long term strategic asset allocations. Unfortunately, it is sadly the case that the majority of market participants do not employ a long term and disciplined approach to strategic asset allocations. Many appear to believe that benign neglect, doing nothing and so avoiding the risk of making a wrong decision, works best. Over the truly long term this ‘hands off’ approach does work well, but sadly very few investors actually have the discipline and emotional fortitude to adhere to that long term strategy. Eventually, when a market has moved far enough and for long enough in one direction, they can’t bear to not be more (or less if the movement is down) involved. Eventually just the wrong change is made to their ‘hands off’ approach at just the wrong time.

Long term investing, ‘The Dao of Capital’

A few months ago I read a Forbes book review for ‘The Dao of Capital’ (http://www.forbes.com/sites/johntamny/2013/08/21/black-swans-are-a-myth-government-intervention-is-the-only-black-swan/) it intrigued me and I investigated the book and its author, Mark Spitznagel, further. It was then that I discovered that Spitznagel had been Nassim Taleb, of ‘The Black Swan’ fame’s right hand man and so I ordered the book.

Despite the very glowing reviews and blurbs from many notables I must say that I found the book hard going but in the end it was very worthwhile, primarily for the final two chapters. By then he had finished outlining his philosophical interpretation of the Austrian School of Economics, and the ancient Chinese appreciation for Dao, the process or the path, and began to outline what his approach to investing meant to investors and how it could be implemented. I would recommend it to any serious student of history, economics and investing, however, you do have to persevere through the first eight chapters, and 227 pages, in order to get the benefit of the final two chapters.

The book also provides useful insights as to how the current global bout of ‘quantitative easing’ ends, a question I have been repeatedly asked by many readers. The simple answer is, not prettily. One paragraph from chapter eight ‘Homeostasis, seeking balance in the midst of distortion’ will give readers an idea of how the book is written and also the answer to the QE question;

Suppression of the market’s natural homeostatic tendencies – such as proclaiming things to be ‘too big to fail’ or  by cutting interest rates when the stock market takes a dive – only make things worse by artificially propping up assets that should be allowed to fail, and free up resources for another, perhaps more productive attempt. (A perfect example is the Troubled Asset Relief Program of 2008, or TARP, a completely unnecessary action by the US government to buy equity stakes in underwater assets from financial institutions as a response to the crisis that, like a wildfire, was trying to correct the artificial distortions in the system; rather than precluding a catastrophic event, TARP precluded rational market adjustments.) Suppression makes the cure that much worse than the initial ill, until exponentially more damage is done, calling to mind the wry observation of Mises: ‘If a man has been hurt by being run over by an automobile, it is no remedy to let the car go back over him in the opposite direction.”

Chapter nine ‘Austrian Investing I’ struck a real chord as it reminded me so much of two other books that I have referred to in the past, Ben Stein and Phil DeMuth’s ‘Yes you can time the market’ from early 2003 and Andrew Smithers and Steven Wright’s ‘Valuing Wall Street’ from early 2000. Both these books outlined a secret to long term success in equity markets very similar to Spitznagel’s chapter nine and it is very different from the periodically popular view that all one has to do is ‘buy and hold for the long term’.

Buying and holding as a long term investment strategy has been making a remarkable comeback over the last few years, which should not be surprising given the bull market that has been enjoyed.
Buying and holding
The devastating bear market from October 2007 to March 2009, where most equity markets fell between fifty and seventy percent resulting in negative returns from equities over the prior decade or longer, understandably dramatically undermined the previously widely held conviction that equities deliver the best return over the long term. On March 3rd 2009, less than a week before the final stock market bottom, CBS Money Watch ran a story under the headline;
An End To Buy-and-Hold Stock Investing?

And the following month, after the low had actually been seen Forbes ran the story;  

Don't Believe In Buy And Hold

These reactions were understandable given the enormous losses that had been suffered over the prior year and a half, unfortunately they were not helpful. Even though statistically in studies stretching back more than a century US stocks have tended to outperform all other assets over long periods it is also the case that long term investors can either, forget that they are long term investors at the depths of a bear market and panic out, or, suffer from the gamblers ruin paradox where, even though the odds may be in their favour over the long term they may run out of capital before that long term occurs.

Headlines in popular magazines do give one an indication of strong views as they grow and become more widely held. Just as Forbes ran the end to buy and hold investing in March 2009 it is fascinating and instructive, to see that their attitudes, after a more than four year bull market, have changed. At the beginning of last month they ran the story;
Stocks Remain The Best Long-Term Bet 11/05/2013
The secret to long term success in equity markets

The real secret to long term success in equity markets revealed in chapter nine of The Dao of Capital and in Stein and DeMuth’s and Wright and Smither’s books is a long term understanding of valuation. It is NOT blindly or naively buying and holding. The critical element regarding valuation, and the employment of valuation measures in market timing, is that it can only be done over the very long term. Valuation measures over the short term, and the short term can still be a number of years, tells one nothing over where a market, or a stock, is likely to go over the next month, year or even five years. Valuation is, however, exceptionally useful over much longer periods as all three books illustrate.

Spitznagel has devised a long term measure of valuation that is very similar to Q, the measure that Smithers and Wright’s entire 2000 book focuses upon (a detailed explanation of how Q is calculated and its origins can be found at http://www.valuingwallstreet.com/ ). It is a long term measure of value that he has named the Misesian Stationarity Index, or MS Index, and it has moved in long cycles almost identically to the Q ratio of the market. Q in turn, as outlined by Smithers and Wright, has behaved in a very similar manner to Shiller’s CAPE, as can be seen in the chart below.
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Even a very cursory study of the chart quickly reveals why Wright and Smithers, (and Robert Shiller in ‘Irrational Exuberance’), were able to publish such a well-timed book in 1999/2000. The US market had never been so overvalued before. What is perhaps even more disconcerting is that at the depressed lows seen after a 50% fall in the S&P 500 in the early 2000’s, after the tech bubble had burst, the market had not fallen sufficiently to be considered cheap. Even at the still more depressed lows endured by virtually every market of the world in March of 2009 long term measures of valuation had only come back to neutral readings. Since then, as noted earlier, these measures have once again risen.

Wright and Smithers point out that very over valued markets always eventually fall to levels that can be described as cheap. These swings from long term expensive to long term cheap, and back again, are the drivers of secular bull and bear markets. It does seem to be stating the obvious that investors should want to own more of what is long term cheap and less of what is long term expensive but sadly this is the opposite of what actually happens, it has to be, otherwise markets would not be pushed to the extremes of valuation that they historically have been.

All the books mentioned outline the seemingly obvious logic of this simple strategy of owning more of what is long term cheap and less of what is long term expensive, (for those not enthusiastic enough to plough through the entire Dao of Capital Spitznagel has published some of this research at; http://www.universa.net/UniversaSpitznagel_research_201205.pdf ). The table below, put together by Cliff Asness of AQR Capital, provides some numerical analyses that clearly illustrates the value of following a very long term value approach to strategic asset allocation;
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The current Shiller P/E(CAPE) is 25, 50% above its long term average, and the chart above reveals that such elevated levels of the CAPE have resulted in average subsequent ten year real returns of less than 1% and potentially as bad as negative 5% or more!
None of this means that the market should immediately reverse and rapidly become historically very cheap, however, it does highlight that the current valuation backdrop has typically resulted in very poor long term returns. Now is a time for substantially increased levels of caution. Not surprisingly the opposite, increased risk taking and enthusiasm for equities, is actually what is being displayed, but remember, that is why the market has become so expensive over multiple time frames. Those historically really attractive periods, when buying for the truly long term made sense, were not periods associated with great risk appetites and heightened enthusiasm for equities. Think about the late 1970s/early 1980’s or 1942 when the US had just entered World War II, but then that is why the market was historically long term cheap at those times.

Long term measures of value cannot be used to drive shorter term market timing decisions, however, they should be utilised to determine long term asset allocations and currently they are indicating that exposure to US, and many other regions, equities should be at the lower range of whatever each investor is comfortable moving between.

It is not just in the US that long term measures of value prove useful. Mebane Faber (http://www.mebanefaber.com/ ) has regularly published research on CAPE’s in global markets and regions. He also recently published the year to date returns of low CAPE markets at the start of the year versus high CAPE markets;


Over the last year it is clear that historically low long term values have outperformed. It is also clear that the major outlier has been the already expensive US market. This only increases the risk of a US reversal.

Finally on Q and CAPE I would also recommend readers listen to a fifty minute interview with Andrew Smithers; http://mcalvanyweeklycommentary.com/andrewsmithers/ 
It is a highly illuminating and thoughtful interview, although as regular readers will know, I do not share the interviewer’s optimism regarding gold as an alternative to equity exposure.
Timing
Whilst Faber’s analysis has recently mostly worked over the short term, as I commented earlier, it should not be the primary driver of short term decisions. We have, however, witnessed enthusiasm similar to that being displayed towards the outlying US market, before. I last referred to Ben Stein and Phil DeMuth’s book ‘Yes you can time the markets’ a little over seven years ago in November 2006. A time, not unlike now, when markets had been rising for four or more years and I was attempting to poor cold water on the growing levels of excitement that investors and commentators alike were displaying. In my conclusion then I wrote;

The attention that Dow 12,000 has attracted over the last few weeks has been entertaining; the danger is that it has the tendency to be distracting and even enticing. Markets often rise because more and more people become convinced that they are going to continue to rise, often because they have been rising. Unfortunately for a market to continue rising sustainably the underlying fundamentals have to get better and better to continue to attract more and more money. If the fundamentals just remain ok, or heaven forbid roll over, markets can continue to rise on the back of the weight of money, but when the weight of money becomes the only justification things have become dangerous. Currently, in many equity markets the fundamentals are still ok but they are not improving materially, and certainly not at the rate they had been but the liquidity argument is being heard over and over again. This does not mean that things are about to reverse dramatically, but they could, and now is no time for complacently waiting for the next M & A buy out. Caution continues to be warranted, especially after four years of rising markets.

With hindsight it is obvious that my concerns were premature, the market continued to rise for almost another year, but within fourteen months the market had fallen below the levels of November 2006 and another fourteen months later, by March 2009, the market had fallen to less than half those levels. History is unlikely to repeat itself exactly, however, investors should be concerned about the similarities that can be seen between now and late 2006 and into 2007, and they go far beyond just valuation.

The ocean of liquidity!

In late October investor and commentator Jimmy Rogers wrote in his blog;
This is the first time in recorded history that we have all the major central banks, all the major governments actively debasing their currencies. Japan has said it will print unlimited amounts of money. So Ben Bernanke said, “Wait a minute, we can throw in a trillion dollars a year.” And the Europeans said they’ll do “whatever it takes.” There’s a gigantic ocean of liquidity, and the people getting that liquidity are having a wonderful time. But it’s totally artificial, and it’s going to end badly when it ends, I assure you.
That phrase ‘ocean of liquidity’ was the same phrase that was heard repeatedly in 2006 and 2007. The belief was that it all had to go somewhere. In April of 2007 I wrote;

Much has been made about “liquidity” throughout the recent bull market, that along with the private “equity put” have become the primary reason to be bullish and why any sell off is just a “healthy correction” or letting off of steam. Some months ago I commented that liquidity was now becoming as strong a reason for this market extending as the “new era” was back in the nineties, and this still remains the case, however, a couple of highly respected commentators have put liquidity in its place. Noriel Roubini, admittedly an outright economic bear, and, perhaps more balanced, Paul McCully of Pimco have both highlighted the fragility of the liquidity argument and its dependence upon sentiment. The view is best summed up in one of McCully’s quotes;

“At the end of the day liquidity isn’t about money stock growth, but a risk seeking frame of mind. In other words liquidity isn’t about money sitting on the sidelines per se, but rather about the risk appetite of those on the sidelines. And when risk appetite turns, no amount of liquidity on the sidelines matters, particularly when a crowd gathers there. This is the essence of modern day finance. The human condition is, in the end, momentum driven, not value driven.”

The point I was attempting to make back then was that liquidity itself does not drive markets; it is the individuals that own or control that liquidity and their own levels of ‘animal spirit’ or ‘fear’ that drive markets. It was stunning just how rapidly that ocean of liquidity, or the so called ‘weight of money’, evaporated in late 2007 when markets reversed. The lesson learnt so cruelly then is just as valid now, the weight of money, or TINA (there is no alternative) that I discussed several months ago, are very fickle and fragile rationalisations upon which to base an investment strategy, let alone a strategic asset allocation.

Whenever the reason why markets should continue to rise (or fall) has become obvious to seemingly everyone the danger of a reversal is particularly elevated. Single decision, obvious markets have always been dangerous; property markets never fall in 2006, new era tech revolution in 2000, emerging markets in the mid 1990’s and the Japanese valuation miracle of the late 1980’s are just a few examples over the last few decades. A total reliance upon QE infinity and central bankers is almost certainly misplaced.
Gold?

I have discussed gold many times over the last couple of years and my message has consistently been that the disconcertingly high levels of enthusiasm obvious amongst gold ‘investor’ was an indication that caution was warranted. This was most obvious with the publishing of ‘Gold $10,000’ that I discussed thirteen months ago. Since then, as can be seen on the chart below, gold has fallen quite severely. On the back of that fall sentiment towards gold has changed dramatically, a search on google for ‘gold price’ over the last month yields almost unanimously bearish commentary. This is understandable given the fall that has been suffered and measures of investor sentiment towards gold are now a world apart from where they were one and two years ago.
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This collapse in sentiment towards gold as an investment, and the undoubtedly cyclical bear market that has been suffered, raises the possibility of a reversal in the decline that gold has endured.

Whilst from a longer term perspective I continue to fear that further retracement of the fantastic secular bull market, that saw gold rise almost eight fold in price from the 2000 lows, will be required the coming weeks could see the best opportunity in gold for at least five years, particularly if the currently stretched equity markets finally reverse.
Conclusions
All markets are a reflection of the aggregate levels of enthusiasm or fear, over multiple time frames, of market participants. Shifts in fundamentals do not drive markets unless they exceed or fall below the expectations of market participants, however, over the long term valuation measures can be highly indicative of future returns. Extremes in valuation are a reflection of those aggregate expectations of market participants. When a market is historically cheap expectations are obviously low and the reverse is naturally true at high valuations. Currently, many of the major markets of the world remain long term very expensive and the real risk is that at some point over the next few years expectations will be disappointed and those same markets will eventually become historically cheap. At such a time an increased strategic asset allocation to risk assets will be warranted. In the meantime preservation of capital continues to be the most important, albeit uncomfortable, investment strategy.

Mark Twain famously wrote;

“There are two times in man’s life when he should avoid speculation – when he can’t afford it, and when he can.”

Committing more funds now, into the currently aged bull market that can only be characterised as being long term expensive, can only be considered speculation. It is certainly not investing, despite (and because of) the continually increasing level of company, and so comfort, that the growing number of bulls enjoy.

Jeremy Grantham of GMO concluded his most recent quarterly letter to investors with;

Inconvenient Conclusion

Be Prudent and you‘ll probably forego gains. Be risky and you’ll probably make some money, but you may be bushwhacked and, if you are, your excuses will look thin. Your call. We of course are making our call.
My call hasn’t changed for some time. Prudence and patience in investing, along with discipline and humility, are essential characteristics for long term success. As is the ability to identify the difference between speculation and investment.

I would like to wish all my readers a happy and safe holiday period and urge them to retain a long term discipline, whatever markets may throw at them, over the coming weeks. Unless there are dramatic events in markets over the holiday period the next edition of Strategy Thoughts will be distributed at the end of January.

Kevin Armstrong 

11th December 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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