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Has a cyclical peak been seen?

Introduction
On the 19th December, immediately after the US equity market had delivered a resoundingly positive response to Federal Reserve announcements regarding ‘tapering’ I distributed an interim report that firstly questioned whether the Federal Reserve really did ‘know’ what the economy was going to do, and secondly whether all that was then being interpreted as great news for the market had not in fact already been more than discounted by the market.

On that day the Dow Jones Industrial Average closed up 360 points from its low point immediately after the tapering news was released. It then rallied for eight more trading sessions, amid ever more optimistic forecasts from economists and strategists, through to the final session of 2013. Since then all of those gains have been lost and the market, at the time of writing, sits at the same level as it was the day before the tapering news created such excitement and the risk that a new cyclical bear market has begun is high. I concluded that interim report with the following; 

Now we have a stock market rocketing higher on the back of positive comments from the Fed. Perhaps this time they will be right and a ‘Goldilocks’, subdued but stable growth, economy will fulfil everyone’s wishes. Unfortunately, even if the Fed does prove to be right about the economy it may not be enough for what I have previously shown is a stretched stock market.

For any market to continue to rise the news must not meet expectations, it must surpass them and deliver a positive surprise. Anything less is a disappointment and markets go down when disappointed.

Despite today’s late surge the risk of disappointment has only increased.
Some disappointment must now be beginning to be felt by those investors that joined the ‘party’ after the tapering news, unfortunately the 4% fall that has so far been suffered is probably only the beginning of what will eventually be seen as the next cyclical bear market. I have been urging investors to be cautious for a long time and my hope is that this edition of Strategy Thoughts reinforces that view.

Where have we come from?

Over the last few months I have given many examples of the ever more optimistic views that have increasingly dominated the investment media and I have also given many examples of how comfortable an ever increasing number of investors have become with that view. This is understandable, humans are hard wired to extrapolate the recent past, but it is not very helpful from an investment perspective.

Virtually all equity markets in the world recorded an historically important low point, and so buying opportunity, in early March 2009. Naturally this buying opportunity was not obvious to the majority, far from it in fact, the majority believed the ever bleaker extrapolations that were emanating from organisations such as the World Bank and the IMF and it did seem that the risk of Great Depression II was very high. However, by the time such a view had become conventional wisdom the worst, and possibly even more than the worst, had been priced into markets that had fallen by between 50% and 80%. The first edition of Strategy Thoughts I wrote after that low point was titled ‘Has a cyclical low been seen?’ and made the case that amid such wide spread gloom the time for reinvesting had arrived. In the conclusion of that edition I quoted some comments from GMO’s Jeremy Grantham. He had pointed out over the prior weeks that the attraction of cash to investors would only grow the more markets fell and that such behaviour could result in terminal paralysis or inertia that would result in investors missing much of the recovery in markets that would eventually follow. He went on to say that to avoid such paralysis investors needed a plan and the discipline to stick to that plan as no one ever picks the exact bottom of any market unless they ‘held a signed pact with the devil’. I then concluded that ‘We do not hold such a contract but we do have a plan and we are sticking to it.’ At the time I believed that a cyclical bottom had been seen and that a new cyclical bull market would emerge from those depressed lows. It was far from comfortable but what followed was obviously very gratifying and rewarding, its longevity, particularly in the US, has also been surprising.

The recent market action and the enormous bullishness, confidence and comfort borne out of the Fed’s comments in mid-December make the current environment feel like an almost perfect mirror image of the investment environment nearly five years ago in March / April 2009; hence the title of this month’s Strategy Thoughts, a mirror image of April 2009.

In that edition five years ago I included the following chart and wrote

What can be seen from this index is that each of the bear market rallies that have been seen over the last year have been accompanied by a weaker swing from some degree of panic toward euphoria. The last couple of weeks of strength has so far attracted virtually no uptick in optimism.
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The current version of the same chart highlights just what a neat mirror image of sentiment is currently being experienced.
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Not only is the absolute level of the measure comfortably in the ‘euphoria’ zone it is also worthy of note that the weakness suffered so far in 2014 has done nothing to dampen that euphoria, just as the rally in March 2009 did nothing to quell the panic.

Where are we now?

It is not just the Citigroup panic / euphoria index that is flagging extreme sentiment. In mid-January Casey Research ran the story;

Stock Market Bears Are on the Verge of Extinction
The article described how even the most ‘steadfast bears’ had been throwing in the towel. As 2013 ended the survey of the National Association of Investment Managers showed one of the single most bullish readings since that survey began in 2006 and, perhaps more worryingly, the weekly Investor’s Intelligence survey of investment newsletters recorded the most extreme ratio of bulls to bears since 1987.

On top of these sentiment measures we have economists stepping in to quash any fear. On January 27th after a miserable week for the US markets CNBC reported; 

Despite selloff, profit anxiety, don't worry: Economists
The stock market selloff last week was fueled in part by worries that big companies are going to have a hard time keeping their profits growing as the Federal Reserve starts shutting down its massive money pumps. 

That's news to a panel of top business economists, who insist profit growth will remain on track, according to a survey released Monday by the National Association for Business Economics. 

That particular group of economist may not be worried yet by the market selloff, but their ‘insistence’ should not comfort investors too much. In late February 2009 the same National Association for Business Economists held out little hope for a recovery

"While a few reports offer some glimmer of hope," says Chris Varvares, NABE president, "a meaningful recovery is not expected to take hold until next year. Further pronounced weakening in housing and deteriorating labor markets underscore the risks for 2009."
Less than two weeks later the single best buying opportunity for investors globally arrived ‘despite’ the economy not obviously beginning to recover for months!
What risk a CRASH?
In June last year I recommended a book that I had picked up in Australia ‘The Physics of Wall Street, a brief history of predicting the unpredictable’ by physicist and philosopher James Owen Weatherall. I described it back then as a terrific read and a useful expansion on the observations made by Mark Buchannan, who spoke at the Socionomics Institute’s conference last year, in his book ‘Forecast’ that I had recommended the month before.

One of the individuals I was first exposed to in ‘The Physics of Wall Street’ was Didier Sornette, a physicist who became interested in earthquakes and their prediction after meeting his wife, a geophysicist. Sornette worked with Aerospatiale attempting to understand what the preconditions were for highly pressurised Kevlar tanks to fail, a catastrophic event in an Ariane rocket. He finally concluded that tiny fractures begin to appear when Kevlar is put under stress and that as the stress grows so do these fractures. As fractures grow they begin to combine until, at a seemingly unpredictable level of stress, the entire material fails. Establishing just what the preconditions were for such a failure was Sornette’s primary goal.  Eventually Sornette realised that all fractures were fractals, that is they were similar despite their size, and that prior to a Kevlar tank failing the various parts of the tank, and their associated fractures, begin somehow to conspire with each other and become organised. The overall pattern of smaller fractures combining and becoming organised followed a log-periodic pattern. It was therefore possible to predict the failure of a tank if such a pattern of organisation appeared. His work then highlighted that this same log-periodic pattern appeared prior to a catastrophic failures at a critical point in many fields, from unions and strikes to earthquakes and importantly, at least from an investment perspective, ahead of market crashes. Sornette himself made several stock market related predictions that he successfully backed with his own money in the late nineties and into the 2000’s.

Late last year Professor Sornette expanded upon his research in the field of bubbles in financial markets in a short interview; http://www.opalesque.com/index.php?act=Radio&id=98
Six months ago in the Wall Street Journal Michael Casey wrote about some of the work Sornette and other ‘econophysicists’ were engaged in. The article was titled;

‘Move Over Economists, Time to Give Physicists a Turn’
It concluded;

Still, traditional economics has failed precisely because it instinctively assumes simplification and stability, ignoring the reality of a complex, unstable world.

The good news is that the Federal Reserve is aware of these models’ past failings and is looking at alternative policy tools to contain bubbles and market distortions.

But while some acknowledge the potential in agent models, central bankers still generally rely on forecasting models that are founded in misguided principles of self-correcting stability. Inevitably, that leads to flawed policy. With the world awash in “quantitative easing” liquidity, the risk is that these outdated theories are now setting us up for the Mother of all policy mistakes.

Fund manager John Hussman has recently been highlighting Sornette’s work and late last year in one of his weekly letters he produced the following chart.
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It superimposes Sornette’s log-periodic chart on top of the last four years of price action in the S&P500. Somewhat ominously it so far seems to have forecast that the market should have at least changed direction in January.

Just as Jeremy Grantham beautifully described how we humans were hard wired to extrapolate the miserable trend being suffered in early 2009, John Hussman recently summed up the same behaviour only at the current opposite extreme.
Investors are unusually prone to abandon sound investment disciplines at market extremes, because the one-directional nature of the prevailing trend makes anything but permanent extrapolation seem like a bad bet.

Valuation

I have written extensively about valuation over the last few years and the primary point that I have continually attempted to clarify is that valuation tells investors nothing over the time frames that most investors are interested in. However, over the very long term valuation tells one a large amount about what long term returns are likely to be. Not surprisingly historically cheap markets have given great long term returns and historically expensive markets have delivered poor long term returns and it is the long meandering journeys from historically expensive to cheap and back again that drive the secular moves in markets. The cyclical bull and bear markets that make up all secular moves can produce changes in valuation but the levels give little if any insights in to either when markets will change direction or what subsequent shorter term returns are likely to be
Mark Hulbert wrote about the US market’s current valuation on the 17th January and how it stacks up currently on six measures;

1. Price/earnings ratio. Calculated by dividing stock price by earnings per share, this is perhaps the most widely followed of all valuation ratios. Based on the previous 12 months’ earnings, the S&P 500’s current P/E ratio is 18.6, which is higher than those that prevailed at 24 of the 35 bull market tops since 1900. (Data before 1957 are for the S&P Composite Stock Index, since the S&P 500 didn’t exist yet.) 

2. Cyclically adjusted P/E ratio. This is the version of the P/E championed by Yale University Professor Robert Shiller, the recent Nobel laureate in economics. It is calculated by dividing a company’s stock price by the average of its inflation-adjusted earnings of the preceding decade. For the S&P 500, this ratio currently stands at 25.6, which is higher than what prevailed at 29 of the 35 tops since 1900. 

3. Dividend yield. This is the percentage of a company’s stock price that is represented by its total annual dividends. Since this yield tends to fall as prices rise, and vice versa, the market should register some of its lowest readings near its tops. The S&P 500’s yield currently stands at 2.0%, which is lower than the comparable yields that prevailed at all but five of the bull-market tops since 1900. 

4. Price/sales ratio. This is calculated by dividing a company’s stock price by its per-share sales. Though it is lesser known, it still is championed by many investors because it is based on data that are less susceptible to manipulation than earnings. For the S&P 500, the price/sales ratio currently stands at 1.6, which is higher than the comparable readings that prevailed at all but two of the bull market tops since 1955, which is how far back data are available. 

5. Price/book ratio. This is another lesser-known valuation indicator, calculated by dividing a company’s stock price by its per-share book value—an accounting measure of net worth. For the S&P 500, this ratio currently stands at 2.7, which is higher than all but five of the 28 bull-market tops since the mid-1920s, which is how far back data are available. 

6. “Q” ratio. This indicator is based on research conducted by the late James Tobin, the 1981 Nobel laureate in economics. It is similar to the price/book ratio, except that book value is substituted by the replacement cost of assets. The Q ratio currently is higher than what prevailed at 31 of the 35 past market tops, according to data compiled by Stephen Wright, an economics professor at the University of London, and Andrew Smithers, founder of the U.K.-based economics-consulting firm Smithers & Co. 

He went on to describe that while each of these valuation ratios had its detractors, it was noteworthy that all six of them were currently telling a similar story. It is also worth noting that a particularly bearish message is coming from the two that, according to Messrs. Smithers and Wright, have the best historical track record — the Q ratio and the Shiller P/E, both of which have successfully highlighted important secular turning points in the past. 
In order to illustrate how some of these various valuation and sentiment measures manifest themselves during a secular bear market I constructed the following schematic of a secular bear market nearly three years ago and included it in Strategy Thoughts for the first time in June 2011.
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I was certainly not attempting to claim that all secular bear markets look the same, however, so far the US market is following the ‘script’ in an almost uncanny fashion.

The first major peak on the far left of the chart is analogous to the 2000 peak in the US market associated with the ‘new era’ ‘tech revolution’ and arguably the largest bubble and most extreme valuation in history. The first cyclical bear market saw the NASDAQ fall by 80% and the broader indices fall by about 50% through to late 2002, early 2003. The next bull market rose through until 2007 before rolling over into the even more damaging Global Financial Crisis that saw markets bottom in March 2009. Since that low point the market has risen through to the end of 2013. In the schematic I described that third peak as:

· Post crisis recovery peak

· All is well once more

· Modest valuations compared to previous peaks encourages investors

· Volumes may be lower than previous cyclical bull moves

· It may feel like the worst is over but the problems still persist

All these characteristics or beliefs have been very present through the recent peak and in a recent survey by Bloomberg 72% of respondents said that the US economy was ‘picking up steam’ (the highest number ever) and 59% said that the global economy was improving (also the highest number ever). These are not the views one finds at great, or even modest, buying opportunities. They are however, the views one finds at cyclical peaks and they serve to increase the comfort levels of the majority of investors at just the wrong time. The same survey also shows where those investors are currently most comfortable. Perhaps not surprisingly, given our tendency to extrapolate, 53% of respondents see equities as delivering the best return over the next year. This is more than three times the votes received by any other asset class (Real estate with 16% was the next highest polling).

In the same Strategy thoughts (April 2009) that I have referred to several times this month I discussed how the then very new cyclical bull market might end;

Without intending to be disrespectful to the IMF, it is likely that any new cyclical bull market will end amid similar beliefs to those witnessed at the end of the last cyclical bull market two years ago. With equity markets substantially higher and the fear of risk once again having, at least partially, evaporated it is probable that forecasts for economic growth will be being revised higher and a general belief that the ‘Great Depression II’ has passed and been survived. Credit will undoubtedly be given to the various central bank and treasury officials globally who will appear to have engineered the recovery and all the long term concerns and fears that are so near the surface currently will be forgotten. A ‘wall of worry’ will have been climbed and so another slide down the ‘slope of hope’ will be about to begin.

I did not think then that the peak for some markets would be almost five years in the future but with exquisite timing as markets begin to roll over both the World Bank and the IMF have started raising their global growth forecasts;

The International Monetary Fund raised its global growth forecast for the first time in nearly two years on Tuesday, saying fading economic headwinds should permit advanced nations to pick up the mantle of growth from emerging markets. (Reuters. Jan 21)

World Bank Sees Stronger Global Growth, Fed Exit Risks (WSJ Jan 14)
What about the rest of the world?

Much of this month’s Strategy Thoughts has been focussed upon the US markets, it is therefore reasonable to wonder whether increased exposure elsewhere would offset any impending weakness in the US. My short answer to this is probably not very much.
In the December 2007 edition of Strategy Thoughts I recommended ‘A Demon of our own Design’ by former scientist Richard Bookstaber, given what followed globally through 2008 the book’s publication was well timed. Bookstaber highlighted very clearly the danger of ever more complex financial instruments and in his conclusion he questioned whether ‘Just because you can turn some cash flow into a tradable asset doesn’t mean you should; just because you can create a swap or forward contract to trade on some state variable doesn’t mean it makes sense to do so’. The book repeatedly made the point that ‘Complexity Courts Catastrophe’, the meltdown through 2008 perfectly illustrated this insight.

One of the other key points that Bookstaber made in the book was that in a crisis diversification fails. He recalled his experience through the crash of 1987.

The huge volatility of the market broke down all but the most fundamental relationships between the market securities…The market hardly differentiated between domestic and foreign, small cap or large. It was like plasma physics: As matter becomes hotter it becomes less differentiated… Just as high energy physics creates a state that is no more differentiable than to say that it is matter, so the high energy in the financial markets created a world where securities were no more differentiable than that they contained risk.

Correlations through the crash of 1987 approached one and through 2008 diversification once again failed to protect investors as just about everything fell with the exception of the highest quality fixed income securities and the US dollar. 

The next cyclical decline, which may have already begun, will no doubt be different to the last, however, it is highly likely that as the temperature rises correlations will too and diversification will once again disappoint the hopeful.
The attraction of cash

The attraction of cash can best be summed up in the famous quote variously attributed to Will Rogers and Mark Twain amongst others.

"I am not so much concerned with the return on capital as I am with the return of capital."
It really doesn’t matter who it was that first said it; the insight is still very valuable and a high level of cash is the best protection through a cyclical bear market. The demographer and newsletter writer, Harry Dent, was recently interviewed with John Mauldin by Mauldin Economics. That interview is available at the following website;  http://www.mauldineconomics.com/landing/opt-in-out-front-with-john-mauldin-and-harry-dent
In the interview both Dent and Mauldin, who are both cautious but to varying degrees, describe cash as being an option that can be exercised at a later date to buy things at much better prices. If the cash is gone then there is no option!

I continue to believe that cash, particularly US dollars, and the highest quality shorter term fixed income instruments will prove the best alternatives and deliver the most ‘options’ through the next cyclical bear market.
Conclusions
Last December, in the last full edition of Strategy Thoughts, I wrote in the conclusion;
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.

Since that time little has changed, in fact the Dow Jones Industrial Average is at almost exactly the same level now as it was on the 10th December when I completed that edition. As noted above, sentiment remains incredibly bullish and valuations remain at extreme levels that have historically implied poor long term returns. As such buying the current dip, despite the widespread encouragement of this strategy, would not be recommended and continues to be an exercise in speculation rather than investing.

The two quotes from Hussman and Grantham in this edition of Strategy Thoughts clearly highlight what the keys to long term investment success are, exaggerated extrapolation, particularly common at extremes in markets before turning points, despite feeling comfortable as the ‘herd’ grows, is not one of those keys.

Sticking to a well thought out discipline is perhaps the single most important key. It allows an investor to behave dispassionately in the face of the inevitable siren calls emanating from an inevitably growing herd displaying an increasingly widely held understanding, or conventional wisdom, of just what is driving the market.’

Kevin Armstrong 

28th January 2014
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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