Kevin Armstrong’s Strategy Thoughts

January 2013
Don’t believe in ‘cause’ and ‘effect’ 

in ‘highly adaptive complex systems’

Introduction

Through December most equity markets rallied, then slipped back before rallying at the end of the month and then finally sprinting higher on the back of the long awaited ‘fiscal cliff’ news. That sprint in the first trading days of 2013 pushed most markets to their highest levels of the prior twelve months although some, notably the major US indices, still lie below the highs they recorded earlier in 2012. Media coverage around the impending ‘fiscal cliff’ was incredible with CNBC regularly urging US legislators to ‘Rise Above’. It became a widely held view that should the legislators fail to ‘Rise Above’ and reach some sort of compromise agreement then the US would plunge back into recession and so markets would fall, and so, apparently, it was essential that an agreement was reached.

With a compromise having been passed at the last minute the important question for investors is; has anything changed? In this month’s Strategy Thoughts I will attempt to answer this question, not from an economic standpoint but from i) an expectational standpoint, ii) from a far longer secular perspective and also, with the benefit of perfect hindsight, iii) in comparison to market action before, during and after prior episodes of political brinkmanship. 

Perhaps not surprisingly, given the caution I have been expressing for much of the last year, I remain very cautious indeed, in spite of the ‘fiscal cliff’ agreement having been cobbled together. However, from a longer term, secular perspective it seems longer term attitudes are changing. There is a growing acceptance that the US and many other equity markets have been enduring, and importantly are likely to continue to endure for a considerable time, a secular bear market. This is marked change in attitudes over the last few years and hints that some glint of light may be visible at the end of what has already been a long secular bear.

Last month I gave some ‘reasons to be cautious’ as outlined by John Hussman, this month I will provide some further reasons why I continue to believe that caution is not only warranted but essential, why no one should be taking any comfort from the benign outlooks that are now being presented and why the neat explanations of cause and effect that are continually presented in the media are likely no more useful than they have ever been in the past.
Certainty and comfort rises

The day after the last minute ‘fiscal cliff’ deal was agreed equity markets the world over breathed a collective sigh of relief and began to rally. That rally induced headlines like the following from The Guardian;
Fiscal cliff deal: Markets soar as compromise agreed 

And this from the Wall Street Journal;

Stocks Keep the Party Going 
All of this is quite understandable but it certainly does not have to be sustainable. In fact news induced rallies where seemingly everyone understands why a market is rallying are often very short lived. If everyone knows why something is happening then all that shared knowledge is already priced into the market and some other surprise or disappointment is likely to come along and disrupt what seemed like a comfortable, normal market. Unfortunately comfort and optimistic understanding rarely go hand in hand except near a market peak and I fear that may be what is being witnessed in markets now. This is not unlike what was seen in March / April of last year.

Then markets had rallied hard, particularly in Europe, off the very depressed lows that had been seen in the second half of 2011. The hope was that the problems in Europe had been resolved. At the time I wrote;
It is also important to remember that difficult decisions that ultimately resolve problems tend not to be made with markets near peaks, they are more likely found at market troughs amidst a very bleak general mood. Ultimately, after markets rise those decisions are often looked back upon as having been the ‘catalyst’ for the rise whereas in fact the market had probably fallen as far as it was going to fall and the exceedingly desperate mood that prevailed allowed the decision to be made. As human beings we like to ascribe cause and effect, but, as Michael Mauboussin described in ‘Think Twice’ (I mentioned this book in this month’s Strategy thoughts) in simple systems this is easy, but in complex and adaptive systems like a share market, this is always almost impossible.
It is easy to understand why we look for cause and effect, if we find a relationship that seems to endure then it surely must make sense to ascribe a cause to the outcome. If we are able to do that then a veil of uncertainty and mystery has been lifted, and armed with that new understanding we are briefly empowered. I say briefly because in my experience in markets when an outcome is generally accepted to be the result of a particular cause it stops working. 
After that brief period of supposed ‘understanding’ as to why markets were doing what they were, they rolled over. Those that had felt some comfort were disabused of it in fairly short order
So was the fiscal cliff Band-Aid a cause or an effect? 

It is understandable that so many would have believed that the resolution of the long running ‘fiscal cliff’ saga was the catalyst for things in the market to ‘get back to normal’. By ‘get back to normal’ most usually mean; trending higher. It is quite interesting that so many do still believe that the ‘normal’ path for a market is higher, this despite more than a decade of very volatile, but on balance sideways at best, movement in the major US markets. As an aside, by the time the current secular bear market is over ‘onward and upward’ will no longer be seen as ‘normal’, but more on that later.

Everyone likes to know what the catalyst will be for a particular outcome in a market. In my experience catalysts tend to be things that are identified after a market has moved as being a reasonable candidate for having caused that particular movement. They are never identified ahead of time. It would therefore not surprise me in the least if the hoped for extended rally, on the back of the US not falling over the cliff, fails to materialise. If that does turn out to be the case then the agreement will have been reached right at the top of the recent rally, quite the opposite of what so many would have expected. Cause and effect are impossible to ascribe in complex and adaptive systems, and further, news rarely brings about the anticipated turning point in markets.

It is fascinating to look back on the stock markets reactions to other governmental actions at times of high anxiety. In 2008, during the negotiations over the Emergency Economic Stabilization Act that would eventually result in the TARP program to buy up to $700 billion in troubled assets, markets initially rallied when news of the proposal hit. This was on the 19th September when the US market rallied 3%. But on the 29th September, when the bill failed to pass in the House of Representatives, the Dow dropped 777 points, its largest percentage decline since Black Monday nearly twenty one years earlier. Immediately after the bill failed there was hope that a revised bill would pass and markets rallied briefly, however, when the bill did finally come into law on the 3rd October markets were already lower than they had been four days earlier and they kept on falling, despite the hoped for news becoming a reality. 

At the time of these negotiations the Dow had already been falling for twelve months and had given up 4,000 points, incredibly the Dow would still have another 4,000 points (35%) to fall over the next six months. Sometime, well into the future, historians may look back at TARP and see it as the catalyst for the end of the GFC and the ultimate recovery in markets but it certainly didn’t feel that way at the time and the good news of the bill passing did nothing to stop what the market seemed destined to do.
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A similar failure of the hoped for news not delivering the hoped for market reaction was seen in 2011, only on a smaller scale, over the US debt ceiling. As early as January Treasury Secretary Geithner wrote to Congress urging lawmakers to raise the debt ceiling, at the time the Dow stood at 11,577. By May, despite these growing concerns, it had risen to more than 12,800 and even as late as the second half of July the Dow was still over 12,700, up 10% for the year. But as the time to avert a crisis grew even shorter the market finally began to fall and by the 2nd August, when an agreement was reached the market had fallen to 11,896. Interestingly, even though the hoped for agreement had been forthcoming the market continued to fall, and a week later it was down another ten percent. Two months later, in early August of 2011, the market was even lower still and even by mid December the market was still below the level it had fallen to the day the agreement was reached.
We feel that news should move markets, and certainly over very short periods of time it does, but over periods more meaningful to most investors the anticipated and neat ‘cause’ and ‘effect’ invariably fails. Averting a plunge down the ‘fiscal cliff’ has done nothing to change either the cyclical or secular positions of markets.
The fiscal cliff, taxes and the market
One of the major fears as the ‘fiscal cliff’ approached was that any increase in the tax rate on dividends would be a huge blow to the equity market and the logic behind this fear seems impeccable. Surely a higher tax rate on dividends would make equities less attractive, particularly to the currently large number of yield hungry investors. Equally, it seems perfectly sensible that a lower tax rate would increase the attractiveness of equities and in the decades of the eighties and nineties, when tax rates were coming down equities gave very healthy returns.

Unfortunately as in so many issues related to markets ascribing cause and effect in highly complex and adaptive systems, which modern markets certainly are, is impossible.

The frailty of this seemingly sensible assumption is beautifully illustrated in the two charts by Ned Davis Research above.

The great returns given by the market during the eighties and the nineties are obvious, as is the declining dividend tax rate. But the highest returning decade was the fifties that also sported the highest tax rates. In fact one could have made the case through the thirties, forties and fifties that somehow higher dividend tax rates were driving equity returns ever higher! Then in the sixties when rates could hardly go any higher they were cut and so too were returns. Obviously there was no causation then and one should be very careful about ascribing any now. Markets are far too complex.

Antidote to any feelings of relief over the ‘fiscal cliff’

Over the years I have recommended a couple of books by economist A Gary Shilling, the first was his book ‘Deflation’ back in the very early 2000’s and then more recently ‘The Age of deleveraging’ and I have also quoted many of the interviews he has given to the likes of Bloomberg. Perhaps it is a strong case of ‘confirmation bias’ on my part but I continue to enjoy his economic analysis and his investment conclusions, even though he arrives at those conclusions via a totally different process to me, and to be fair his comments could equally have been seized upon by Mr Mauldin to support his paper that I discuss next. However, I do have a good idea of what Shilling was saying thirteen years ago and he was right on many things. I have also admired his steadfastness of view. Today I read his column that will appear in the January 21st edition of Forbes, it was headlined;

Prepare For A Stock Market Plunge
A few quotes from the article are more than worthwhile; 

The fiscal cliff and the end of the Mayan calendar may go down as two of the biggest non events of 2012. Forget the circus in Washington. Arbitrary deadlines for deals to be made were never the real danger. The true harm is coming from real problems in economic and demographic trends.

Beyond the fiscal cliff, the economic outlook for 2013 is negative, despite what most forecasters tell you. Many are paid to be bullish. I try to be realistic.

He is dismissive of the much touted recovery in US housing markets and is forecasting another 20% decline in single family house prices and continues to see a sluggish Europe and a hard landing in China. He concludes;

With a global recession depressing corporate revenues, unsustainable profit margins and currency translation losses spawned by a robust dollar, I see S&P 500 operating earnings of $80 per share next year. That’s a quarter below Wall Street consensus. Throw in a bear market P/E low of ten and the S&P 500 Index drops to 800, a 42% decline.

Interestingly a decline of that magnitude over the next year would bring the cyclically adjusted P/E down close to single digits. It would also undoubtedly be acompanied by dramatically reduced expectations.
Some secular thoughts
John Mauldin began his December 31st ‘Thoughts from the Frontline’ with;

“We are 13 years into a secular bear market in the United States. The NASDAQ is still down 40% from its high, and the Dow and S&P500 are essentially flat. European and Japanese equities have generally fared worse.”

He then went on to point out that such investment luminaries as  Bill Gross, who is now forecasting US growth of just 1.5% a year for the next decade, and Jeremy Grantham, with a similarly bleak forecast, are supporting his contention that the secular bear market has a long way to run. Added to this secular gloom he threw in a quote from economist Dr Robert Gordon’s paper, ‘Is US Economic Growth Over? Faltering Innovation Confronts the Six Headwinds’, and another from Research Affiliates proclaiming that 1% is the ‘new normal’ growth rate. 

All of this was by way of introducing the main body of his paper largely written by Ed Easterling of Crestmont Research that was an excellent essay on the nature of historic secular moves in markets and the valuation levels typically found at secular inflection points. I have long held Easterling’s work in very high regard; however, the more I read this e letter the more a couple of thoughts kept springing into my mind.

The first, and I believe most important, was the ease with which cause and effect were ascribed, particularly in the assumption that secular bear markets are a direct result of reduced economic outcomes and prospects. And the second, with all due respect for those economic forecasters involved, was the expectation that their views, going out up to a decade, might be right. Unfortunately economic forecasts even a quarter or two into the future have a very poor track record let alone those going out many years.

I have long maintained that economic moves and market movements are related, but not in a causal way, they are both reflections of the underlying mood, or confidence or pessimism, of the populous. By the time a good piece of economic news is finally reported that improved outcome will already have manifested itself in an improved market, that is why the market appears to lead the economy rather than the more generally accepted reverse. 

It is also the case that markets over multiple time horizons respond to surprises and disappointments, not the expected and it was this observation that jumped into my mind as I noticed how easily Mr Mauldin had found so many noted commentators who would describe a bleak, very long term, economic outlook. I don’t know what all these individuals were saying thirteen years ago but I doubt that their economic forecast for the next thirteen years would have been even close to the dual booms and recessions that have been suffered. I am even more doubtful that their forecasts would have led them to expect the zero return from US equities that has been endured over more than thirteen years now.
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Back in late 1999, early 2000 expectations, both economically and for stock markets, were highly optimistic, they have to have been, otherwise investors would not have been prepared to pay the highest price earnings ratios they had ever paid. Anyone forecasting even a setback was seen a killjoy that just didn’t get it. ‘It’ being the ‘New Economy’, ‘Tech Revolution’, ‘New Era’, Dow 100,000 mindset that prevailed at the time. There was no room for disappointment in those expectations and yet when expectations are loftier than they have ever been the possibility of disappointment is massive. Disappointment is what followed and markets fell in their worst bear market since the 1970s but still talk of a secular bear market, one that might last a decade or more, was rare and unwelcome. A review of Google references to a ‘stock market secular bear market’ in calendar 2003 yielded less than 2,000 results. 

Now, another decade after that cyclical bear market and with markets flat for more than thirteen years, it seems that it is now acceptable to discuss the extrapolation of this misery another decade into the future. This is a major shift in underlying mindset and hints at a quite different level of expectation than those witnessed in 2000. By comparison, in the last twelve months the number of results that Goggle search for ‘stock market secular bear market’ yields has risen to more than 70,000! Clearly the concept is far more acceptable now.

To someone like me, who has been worrying about a secular bear market since the late nineties, this is encouraging, but only a little. It likely highlights that the secular bear has less time to run than the decade of slow growth that so many now seem so certain of, but there is one vitally important element that is missing foe the secular bear market to be over and that is extremely cheap long term valuations.

At no point since 2000 have US shares become historically very cheap. The chart above shows the long term history of ten year cyclically adjusted P/E ratio as calculated and popularised by professor Robert Shiller. Secular bull markets have all begun with long term P/E ratios in single digits, sometimes low single digits as most recently seen in 1982. As of the 2nd January this measure was at 22.35, a level more associated with a secular peak than a secular trough.

Long term opportunities to buy and hold will be seen again sometime in the next few years, almost certainly prior to the currently forecast period of very low growth is due to be over, but unfortunately at far lower levels. However, it is important to remember that at such long term opportunities the reason why one would not want to own shares will be obvious to everyone, which will be why P/E ratios will be at such bargain basement levels. The current views of very low growth and modest at best returns from equities mentioned earlier will be even more widespread and expectations, along with markets, will be at substantially lower levels than those currently found.

Economic forecasts

More than five years ago, in the February 2007 edition of strategy Thoughts I included the following comments to highlight the futility, which I have touched on again this month, of building an investment view based upon an economic forecast, no matter how comfortable it may feel. (Perhaps that should be ‘especially the more comfortable it feels!)
Given that markets forecast the economy better than the other way around it is intriguing that most investment discussions begin with an economic preamble and draw investment conclusions based upon the economic outlook. It feels comfortable but also feels a little like putting the cart before the horse, particularly given that professional economic forecasters struggle to forecast the economy. This was illustrated recently by respected fixed income analyst Jim Bianco of Bianco Research.

He studied the six monthly surveys conducted by the Wall Street Journal of prominent economists and their outlook for interest rates over the last twenty years, forty surveys in all. He found that the group correctly forecast the future direction of interest rates only 30% of the time. Not only could this group of highly paid professional economists not forecast the level of rates they had a worse record at forecasting whether rates would rise or fall over the next six months than a randomly tossed coin would.

One of the many challenges that economists face is that the data they deal with is always dated and frequently revised or updated. Economists are clearly of value, particularly in the setting of public monetary policy and in the federal budgeting process, however, it is at least curious that investors take such comfort in basing investments in equity and fixed income markets on the back of economic forecasts that, sensible and considered as they may seem, are likely to be changed as time passes and have had a questionable track record. It is undoubtedly the case that an economic explanation for why markets have done what they have done can be constructed after the event, however, it is at least questionable whether any causality actually existed. In investing cause and effect are frequently attributed and unfortunately are often misplaced or confused.

Still we listen to economists, and others who base their investment views on economics, and their forecasts for the year ahead and the media at this time of year is filled with such forecasts and this year has been no exception.

Analyst forecasts for 2013!
Each year Barron’s magazine polls ten or a dozen leading strategist to forecast what the S&P500 is going to do over the next twelve months. This is always an interesting and entertaining exercise, and not surprisingly all the forecasts are couched in an overriding economic outlook. Naturally during a secular bull market one needs only to forecast that the market will rise, however the challenge is far greater during a secular bear market. Three years ago I wrote an article analysing the results of these forecasts over the preceding decade of secular bear market frustration and concluded;
The last decade has been particularly challenging for investors. It experienced four vitally important turning points in most share markets of the world that needed to be anticipated, or recognised very quickly, if the last ten years was not going to end up being a lost decade of whip sawing frustration. The leading stock market forecasters in the US have struggled to pick those important turning points but, perhaps more importantly, once a new trend had been established they failed to recognise it if it was a bear market and they very consistently underestimated the strength if it was a bull market.

As of the end of 2012 the collective wisdom of these strategists was that on the back of a ‘better economy’ the market would rise 10% in 2013. Whether this is underestimation, or totally missing a new cyclical bear market only time will tell but personally I fear the latter.
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With the tax rate for dividends likely to rise in 2013,
some investors worry the broad market will suffer.
History shows, however, that strong average
market returns aren’t necessarily correlated with
low taxes. The 1950s were an era of high taxes
and high returns.
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Gold versus the market
2012 has been an interesting year for gold, it managed to produce a small gain, its twelfth successive year of gains. But of most interest to me has been just how closely gold’s action this year has correlated with the movements of the US stock market.
The chart to the left shows the Dow (in blue) compared to the price of GLD, a gold ETF (in green). The shape of the year for both assets has been similar but intriguingly gold has tended to reverse a little ahead of the market and most recently gold has been sliding while the market has been rallying. Whether this divergence is set to simply grow over the coming months, or whether gold is presaging a reversal in the market only time will tell. But it will be fascinating to follow.

The VIX
Three months ago in Strategy thoughts I wrote about the high level of complacency that I believed was being displayed by investors and illustrated it with the VIX, the volatility index. I Wrote;

The complacency that all news is somehow good continues to be shown in the still very low readings on the CBOE volatility index, the VIX. Low readings on the VIX, such as those at present, have always eventually been followed by higher, and occasionally much higher readings and the journey from low to high readings have tended to be very uncomfortable for those investors that previously had only expected even higher prices ahead.

After that the VIX did begin to rise and the markets did begin to slip, apparently as concern over the ‘fiscal cliff’ rose. By late December the VIX had risen to its highest level of the year, 22, and the Dow had slipped about 5%. But then, as the year closed, everything came back to ‘normal’ again. The ‘cliff’ was avoided and so markets rallied and the VIX fell, no, the VIX plunged, to less than 15, amongst its lowest levels of the prior twelve months. It seems complacency abounds once again, something that should be a source of some discomfort to all investors.
Conclusions

This months Strategy Thoughts has focussed extensively on the reactions and mood surrounding the events leading up to and after the so called ‘fiscal cliff’. My conclusion is that the agreement has done nothing to change the outlook for markets. From a cyclical standpoint expectations and complacency are extended and so there is an increasing risk of a reversal into a new cyclical decline. However, on a slightly more constructive note some of the characteristics one would expect to be seeing towards the end of a secular bear market are beginning to appear and if the next cyclical decline were of the order of magnitude A Gary Shilling described then an important secular opportunity may well occur an awful lot sooner, but also from lower levels, than most zero to low growth pognosticators would currently expect. I have made no changes in my still cautious investment outlook.

Kevin Armstrong

6th January 2013

Recommendation

Prior to Christmas I saw Greg Smith, the former Goldman Sachs employee who resigned so publicly in the Spring of 2012 publishing his resignation letter in the New York Times, interviewed on CNBC. He was promoting his book ‘Why I left Goldman Sachs, a Wall Street Story’. I loved the letter he wrote so I ordered the book and read it over Christmas and found it a most enjoyable read. Obviously it is only one side of the story but it is also the case that even without being an insider it was clear that Goldman, and much of the rest of the global financial service industry changed through the 2000’s. Smith gives a very personal perspective on those changes and I would recommend the book to anyone with an interest in what goes on inside a major Wall Street firm.

The book also contains some wonderfully insightful observations on markets and trading. One example was during the summer of 2007 when the ‘black boxes’ of one of Goldman’s own quant funds ‘stopped working’.
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‘The fundamental problem with computer models for trading securities is that they don’t effectively take the outside world into account. They don’t have human thoughts, so psychology can never figure into their calculations. Unlike Gary Cohn in the commodities pit, they can’t look into the whites of people’s eyes and see their fear. And as Gary discovered so successfully, a large part of trading is based on understanding other traders’ emotions. Are they scared? Are they panicked?’
Anyone who dismisses psychology and emotion, not only in trading but investing too, will likely be disappointed. It is what drives expectations and so markets over multiple time frames.
Bulls, Birdies Bogeys and Bears

My book, ‘Bulls Birdies, Bogeys and Bears, the remarkable and revealing relationship between golf and investment markets’ is now finished and in the processof being printed. If you would like to know more about the book visit www.bbbb.co.nz . Copies will be available in late February
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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