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Introduction

Last month I concluded Strategy thoughts with the following;

“For many months now I have not changed my view, now is a time for caution amid the increasingly optimistic media. Preservation of capital will be most important through the next cyclical downturn and the current environment is not unlike those seen at prior cyclical peaks. It was no surprise that the recent very brief sell off was seen as another opportunity to ‘buy the dips’. Don’t be surprised if a more serious sell off occurs and it is dismissed as just a ‘healthy correction’, all bear markets in their early stages are seen as this ‘oxymoron’.”
Since writing that I have spent the last four weeks in the United States. I played as much golf as I could but also addressed the Socionomic Institute’s Social Mood Conference in Atlanta. It was also clear over the lat month that a number of bear markets continued to unfold; including the acceleration down in gold and the continued unravelling of the previously golden Apple(.

Speculator’s views do, and should, change often to reflect the ever changing short term swings of the markets. Investor’s views on the other hand should not be affected by such short term swings. In the main such moves are merely noise within the continually unfolding cylical bull and bear markets and whilst monitoring and watching them on business TV can be entertaining it should not be seen as anything more than that, entertainment. Although the accompanying commentary and interpretation can be a valuable indicator of overall investor mood.

In this month’s edition of Strategy Thoughts I will review what has happened in the gold market over the last few weeks, again revisit Apple(., look for insights in the action of the Chinese market and discuss some of the other presentations from the recent Social Mood Conference. But before all that it is worthwhile taking a read where investor mood is currently positioned and just what that may mean for markets.

The Barron’s Big Money Poll

This week’s edition of Barron’s magazine had the undoubtedly optimistic cover story;

“Dow 16,000”

This headline was inspired by the results of their quarterly survey of the supposedly ‘Big Money Investors’ that revealled an almost unprecedented degree of optimism. 

The article began;

Our latest Big Money poll shows record levels of bullishness among America's money managers, despite concerns about the U.S. economy, Federal Reserve policy, and Europe's financial mess.

A record 74% of poll respondents described themselves as either bullish or very bullish, the highest level of bullishness that the survey has ever produced in its more than twenty year history and is a marked change from the opinions revealed in the survey just six months ago when only 46% of those surveyed were bullish or very bullish. It is amazing what an almost twenty percent rise, and more than 2,400 points in the Dow Jones Industrial average from the lows late last year, will do to levels of popular expectation!
This undoubtedly further illustrates the point I was attempting to make last month, just how far attitudes have come over the last more than four years of cyclical bull market action in the US market.

None of this means that the market must immediately reverse, however, it does serve to highlight that now is the time for extreme caution to be exercised on the part of investors. It is certainly NOT the time to capitulate and throw caution to the wind in an attempt to get on board what looks like a run away train that can only keep on rising.

It is interesting to note that at the same time as the survey results were being compiled into the article the market was suffering its worst one week swoon for many months. Whether this fall turns out to be merely the oxymoronic ‘healthy correction’ that the majority believe, or the start of something more serious only time will tell, however, I continue to fear that the latter outcome is far more likely.

Bear Markets?
At the beginning of this year there was a growing confidence on the part of many investment commentators and Bank of America Merrill Lynch were not alone in highlighting China and gold as two themes for 2013. Specifically Bank of America Merrill Lynch’s year ahead forecast called for; 

Commodities: Gold could rise to $2,000 per ounce. Large-scale policy easing by the U.S. Federal Reserve and European Central Bank positions gold as a useful hedge against global macro and inflation risks.

And;

China should lead emerging market growth. Against a backdrop of subdued growth in developed markets, GDP growth in emerging markets is expected to recover to 5.2 percent, led by the BRIC economies, particularly China.
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With such views so widespread it is not surprising that forecasters were generally upbeat about the prospects for commodity export related markets like Australia. What is really intriguing now is that the Australian market has undoubtedly performed well year to date, up close to 10%, however, at the same time the markets for what was hoped to be the driver of these gains have not performed at all well.

The chart to the left is of the CRB BS Metals index over the last six months. At the recent low in late April this index was down almost one hundred points (11%) over the prior two and half months and is still down more than 20% from its high in February of 2011.

Gold I discuss a little later but it too has been very disappointing over similar time frames. At its recent low last month the supposed safe haven metal was down close to 20% since the beginning of the year, 25% since early 2012 and almost 30% since September of 2011. This decline was exacerbated by a severe drop in the first half of April that occurred despite bombings in Boston and a nuclear threat from North Korea.
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Perhaps the primary driver for optimism at the beginning of the year was that stabilisation would be seen in Chinese growth. Unfortunately that has not yet happened and the Shanghai Composite Index below gives an indication of how disappointing things have been in China, and more importantly how disappointing they may yet become. Since early February the composite index is down 10%, more importantly since mid 2009 the index is down 35% and since the all time high in october of 2007 the index is down 64%
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All this raises the question of whether the markets for metals, gold and China are telling us something about the outlook for markets like Australia and the global economy as a whole, or perhaps the outliers are those commodity related markets that have continued to rise, despite what has been seen in the markets for certain commodities and the Chinese stock market. Not surprisingly I am far more concerned about the continuation of the deflationary risks that I have written about in the past and that seem to be being signalled by metals, gold and China.

It is not just in commodity related areas that bear markets, rather than the headline grabbing bull market in US equities, are present. Over the last nine months or so I have frequently written about the message being sent by the once largest company in the world, Apple(.. The chart below vividly illustrates just how severe this decline (bear market) has been. The stock at its recent low was down fully 45% from its high point in the last quarter of last year when so many were clamouring to have the highest price target. At current prices, despite the recent bounce, the stock is still about 40% off its high
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A Yahoo headline after Apple’s recent bond offering highlights that attitudes towards the stock, that was once loved by everyone, are changing;

With Record Bond Sale, Apple No Longer ‘Thinks Different’
Not surprisingly analyst’s price targets have been coming down too, but still the mean target amongst analyst following the stock is $558, 27% above the current price, and the average rating on the stock is still 1.9, where 1 is a strong buy and 5 is a sell. When this bear market final ends it is highly likely that the average price target will be below the then prevailing price and the average rating will be much more cautious. The decline will also be seen as having been profound and an ‘obvious’ result of the maturation of the company, not the oxymoronic ‘healthy correction’ that the current collapse seems to be widely seen as.
Despite the cheerleading headlines about new highs in the US equity market many world indices are still well below the levels recorded, when so many markets hit their cyclical bull market peaks, in the first half of 2011. Coincidentally this was around the time when so many commodities peaked too.

Gold

Six months ago, in the November edition of Strategy Thoughts, with gold having just dipped below $1,700, I wrote at some length about the then prevalent view of the possibility of gold’s bull market continuing to remarkable heights. I commented;
“I think we can look back to the early 2000’s and be shocked at how ‘inexpensive’ gold was then, at least compared to current prices, but I believe it is more likely that gold is far closer to a peak than a trough and last year’s high may turn out to have been that peak. Certainly it has spawned an enormous industry in gold investment vehicles that barely existed ten years ago and is now spawning extravagant book titles.”

At the time I was writing those comments headlines were appearing, spawned by a new book, proclaiming gold was on a path to $10,000. Since then gold has fallen another $300 including a decline last week that in a stock market would have been described as a crash. But still the bullishness exists.

Commentators on the television announce in seemingly sensible and measured tones that the fall has gone far enough and that now value must be present in gold. Unfortunatley these are the same commentators that saw value at the highs a year ago but weren’t even discussing gold a decade or more earlier when undoubtedly, with the benefit of hindsight, value was on offer.

It is also worth mentioning that one of my abiding impressions, as we drove more than 2,500 miles from Florida to Boston, was of the proliferation of pawn shops and dealers in gold and precious metals that has been seen in just the last eleven months since I was last in the US. Undoubtedly some of this is a reflection of the still very weak economy that has never truly recovered from the GFC of four years ago, but the fascination, even obsession, with gold was highly apparent in the print and broadcast media.

Full page newspaper ads give the impression that gold has done nothing but rise over the last few years and that it is still rising and that the only ‘safe’ investment is so called ‘real money’. On the radio investment providers give a similar impression and even go as far as offering a service that will put physical gold into tax deferred retirement accounts. The sheer volume, and persistence, of such advertisements means that numerous investors and savers are following this advice (otherwise the ads would stop). All this despite the price of gold having steadily, and more recently dramatically, declined for more than a year. I remain more concerned about the downside risk in gold than the potential for further upside.

The Social Mood Conference

Central to the study of Socionomics is the belief that the ebb and flow of aggregate social mood is the driver of change in economics and politics and so the news. This contrasts with the conventional view that it is changes in the economy or in politics that results in changes in aggregate social mood. Readers who want to explore this premise in more detail should visit the Socionomics Institute’s website at http://www.socionomics.net/
Social mood cannot be measured directly, however, the stock market, unlike the economy, is an almost immediate barometer of social mood. When an individual is feeling more upbeat and optimistic they can immediately execute a buy order on a stock exchange whereas the actions of individuals and corporations, that will ultimately bring about changes in economic numbers, take weeks, months and even years to manifest themselves in those economic numbers. There are many other more immediate, but less easy to quantify, measures of social mood; tastes in music and other forms of entertainment reflect social mood changes, as do fashions and changes in the length of womens skirts (the long recognised hemline indicator).

Each year the Socionomics Institute hosts their ‘Social Mood Conference’ and speakers from around the globe present ideas that highlight characteristics of, or further the study of, socionomics. I was invited to present a number of the ideas explored in my book, “Bulls, Birdies, Bogeys and Bears, the remarkable and revealing relationship between golf and investment markets”. Golf, and particularly professional golf, is another useful indicator of the ebb and flow of social mood, a ‘sociometer’. Readers who would like to access my presentation from the conference can contact me directly at; kevin@bbbb.co.nz. The institute has also taken a number of the charts from my book and will be writing their own article on golf as a sociometer in a forthcoming issue of their monthly publication ‘The Socionomist’. Hopefully I will be able to share that in next month’s edtion of Strategy Thoughts.

This year there were thirteen presentations at the Social Mood Summit. They varied from ‘teaching socionomics to seventeen year olds’ through to the ebb and flow of epidemics and pandemics throughout history as a sociometer. There were presentations on the use of ‘Big Data’ and the practicality of analysing google searches to generate trading rules, an analysis of volatility in markets and changes in musical tastes and some revealing work from the Gallup Organisation and their global ‘well being’ survey. The conclusions of these two presentations were particularly intriguing. It seems that musical tastes shift between high beat variance songs, that is they are complex and hard to listen to for a long time, and low beat variance that are simple and easy to listen to. Incredibly, the shift in musical tastes, that reflect changes in social mood, precede changes in the volatility of the stock market. As result a trading strategy of buying or selling volatility could be constructed. To the best of my knowledge this has not been done but the academic research presented was fascinating, and entertaining.

Gallup’s well being survey also hinted that some of the work they have done with their measuring both evaluative, longer term satisfaction levels, and shorter term experiential satisfaction, a measure of daily happiness or struggle, can signal important changes like the Arab Spring long before any economic measures would indicate imminent change. More on these surveys can be found at www.gallup.com
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The presentation that I found the most useful and insightful was by physicist and science writer Mark Buchanan and his presentation was all taken from his recently published book ‘Forecast, what physics, meterology, and the natural sciences can teach us about economics’. I purchased the book at the conference, read it on the flight home, and would highly recommend it.

Earlier this year I recommended the statistician Nate Silver’s book ‘The Signal and the Noise’. In there he highlighted that meteorologists had become substantially better at forecasting the weather over the last few decades whereas economic forecasts had shown no improvement what so ever. ‘Forecast’ starts to explain just why this is so. It is becoming an increasingly widely held view that economics has failed to improve because it has suffered from ‘physics envy’, this was a subject I discussed at some length a year or so ago when I recommended David Orrell’s book ‘Economyths’, however ‘Forecast’ goes to some length to show that this is an oversimplification. In Chapter 6 ‘Ecologies of Belief’ Buchanan writes;

Modern theories of macro economics employ some of the same mathematics one finds in fundamental field theories of physics, in quantum electrodynamics, for example. But as I argued earlier, the idea that physics is mostly about fundamental theories of this kind is profoundly misleading. Most physics research – in anything from the formation of galaxies or black holes to the propogation of fractures through a metal – cannot be wrapped up in a few equations, and demands the understanding of myriad instabilities and feedbacks. This generally implies lots of different mathematical models, and – unavoidably – large scale computer simulations. If economists have suffered from physics envy, it’s because they have envied a false image of physics. They ought to envy the right kind of physics – indeed, the right kind of science. Facing up to a disequilibrium world means giving up any hope for a ‘theory of everything’. Physicists and other scientists have learned this the hard way. Even simple problems can easily foil our desire to give clever and elegant equilibrium solutions.

Later in the same chapter Buchanan explores the instability, or lack of equilibrium regularly found in physics further;

All of which should, I think, teach us a lesson in expected humility when it comes to finance and economics. Proving infallible theorems probably isn’t the basis for a lot of progress, though it is what economists have been trying to do for a century or so.

Buchanan attributes much of the improvement in meterological forecasting to their movement away from a belief in a neat stable world, in a state more or less of equilibrium, to an appreciation of the disequilibrium that exists and the numerous feedback loops that can exaggerate that disequilibrium. For economic predictions to improve a movement away from a belief in a stable world that moves around a state of equilibrium is essential. The book ends with;

Humans have overcome facile assumptions in our thinking about many natural systems around us, from wind dynamics to earthquake sizes to patterns of flowing liquids. Economics is no different, and it is time we let ourselves see it.
Conclusions

Attending the third annual Social Mood Conference was a valuable experience for me and further crystallised in my mind just what it is that drives markets and the futility of believing that an economic view, even if it is correct, will give any advance insight to investors as to what lies ahead for the market.

My month in the United States was valuable in a number of ways; firstly I played some great golf course and caught up with many family and friends, but more importantly it reaffirmed both my longer term (secular) and shorter term (cyclical) views on markets and where social mood lies currently. The crosscurrents are enormous, from those that believe the secular bear market is over to those that believe the United States as we know it is over. It is likely that when the next great secular bull market begins that views will be more one-sidedly bearish and interest in the market will be substantially lower, along with long term valuations.

From a shorter term (cyclical) perspective my views on most equity markets of the world have not changed. I fear a cyclical peak has already been seen in those markets that have rolled over and not rallied back to new highs on this recent strength and in those markets that have seen new highs I fear a reversal is imminent. As the Barron’s ‘Big Money Poll’ highlights, and as I attempted to illustrate last month, attitudes and expectations have travelled a very long way. Now is not the time to abandon caution and jump into the markets and now is not the time to chase returns or yields. Now is the time for continued caution and a focus upon capital preservation.

It is also worth repeating that I continue to see value in the US dollar. Whether it is golf equipment, eating out, petrol, cars or hotels the US is not an expensive place to visit, the ‘empty suitcases’ should be travelling to the US!

Finally, Bill Gross of PIMCO just published his May Outlook titled ‘There Will Be Haircuts’ urging a more conservative and less risky approach to portfolio management. I share his views but would be even more cautious. He concluded that piece with;

So give your own portfolio a trim as the year goes on. In doing so, you will give up some higher returns upfront in order to avoid the swift hand of Sweeney Todd. There will be haircuts. Make sure your head doesn’t go with it.

The ‘swift hand’ may come sooner than even Mr. Gross fears and it will certainly not be seen as such until long after the event, by then the ‘healthy correction’ will have turned into something much less comfortable.
Kevin Armstrong

May 3rd 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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