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 ‘frustration’ and more questions, perhaps the slide has begun? 

Introduction

I concluded last month’s Strategy Thoughts with the following;

Over the last month little has occurred to cause me to change my views. They are driven off the long term belief that valuation is absolutely important over the very long term, it identifies secular turning points, but is of no use in determining where markets should go over shorter period. These moves, cyclical moves, are driven by changing ‘mental states’, they are driven by the swings in aggregate social mood.

Currently attitudes are as complacent and constructive as they have been since before the GFC. This does not mean that a repeat of the GFC is inevitable but it does mean that now is not the time to succumb to the prevailing bullishness and buy into what, at least in the US, is an extended and aged bull market.

These comments were a consistent repetition of those that I have expressed over much of the last year, at least as far as equity markets are concerned, hence the reason for including the word ‘frustration’ in this month’s title. For those, like myself, anticipating and waiting for a cyclical decline in equity markets there has indeed been a great deal of frustration, even the growing number of bulls have been pretty frustrated for much of the last year. This situation reminds me of the old adage about the goal of the stock market being to frustrate as many of the people for as much of the time as it possibly can.

In this month’s Strategy Thoughts I will review just how frustrating the recent past has been and explore ways this frustration may get resolved. I will also examine a few of the most frequently heard questions regarding the current state of markets and finally I will highlight a, albeit early, sign that the current long running secular bear market is well past its midpoint and that the end may be insight, at least from a time standpoint if not from a price and valuation standpoint. 

How Frustrating?

Jeffrey Saut: 'We are in a new secular bull market' Investment News September 3rd 2013
'We're in a bull market – with more to come' The Telegraph 8th September 2013

Listening to much of the recent media commentary, and scanning the headlines like those above,  it would be easy to believe that the last few months and even couple of years, have been incredibly rewarding for the majority of investors and that this trend is set to last. Sadly, as is so often the case, the current headline impressions are quite misleading. It is worth reviewing some of the world’s major stock markets over a variety of time periods, and to particularly isolate what has largely been US stock market strength.

This can easily be seen by comparing the performance of the exchange traded funds representing the MSCI All Country Index and the same index with the US excluded. 

With the US included the world index has slipped 4% since the recent peak in May but remains up about 3% since the peak in May of 2011. When the US is excluded this bull market that has supposedly been enjoyed by so many becomes much more disappointing. Since the recent peak in May the index is down a similar 5% but is down an even more depressing 10% since May 2011, when so many markets around the world recorded their cyclical bull market recovery highs. At current levels the MSCI All Country Index excluding the US is actually flat since January of this year, August 2011 and October 2010, and this is supposed to have been bull market.

The US

US stocks have recorded nice gains over the last few years, however, as is the case with virtually every market of the world, the majority of those gains were recorded in the early months and years of the cyclical bull market, in the initial burst off the GFC induced lows of early 2009. By May 2011 US stocks had risen more than 100% off their low point twenty six months earlier, since that point, over the following twenty seven months, the markets have only managed to eke out a rise of a further 20%. A healthy return, but nothing like that enjoyed over the first couple of years of the bull market. Since last month’s Strategy Thoughts US stocks have slipped about 3%.

Europe

The broad Eurostoxx 50 index has been much more disappointing, and frustrating, for investors than the US. At its current level the market is actually flat over the last four years, no net gains have been recorded since September of 2009. It is also flat over the last month and it is still at the same level it was at in May of this year. The cyclical bull market high that this index recorded was back in May of 2011 and the market is currently down 8% since then. Within Europe selected markets have been stronger but even they have not been impressive, and have, for much of the time been frustrating, since early to mid-2011. Germany and the UK have been among the best performing markets in Europe but even they have only risen 9% and 7% respectively since the first half of 2011. Among other large markets in Europe France has been even more sluggish and is actually flat since mid 2010.

Emerging markets

The broad MSCI emerging markets index highlights the frustration and disappointment that global investors have endured over the last few years despite the ‘bull market’ that so many commentators claim has been in force. Since the end of 2012 this index has fallen 12% and since mid 2011 it remains in bear market territory down 21%.

China

The Shanghai composite index saw its cyclical bull market peak after the GFC lows all the way back in August 2009. Since then the market is down 38%. It remains 32% below the recovery peak recorded in November of 2010 and is still down 12% since February of this year. 

Australia

The Australian market has been more resilient than some recently and is only a couple of percent below the high recorded in May of this year. However, a slightly longer term view adds a more representative perspective as the market is currently virtually unchanged (up just 3%) since April of 2010.
Hong Kong

Like so many indices around the world the Hang Seng index has not seen a new recovery high for several years. The actual cyclical bull market peak was way back in November of 2010 since when the market has fallen about 10%, it is also 5% below the recovery peak recorded in February of this year.

Japan

The Japanese market has moved to quite a different beat than many other world markets, arguably for several decades since its incredible high back in 1989. Its most recent period of extreme frustration was from mid 2009 through to almost the end of last year when it meandered in a broad trading range while many other markets continued to drift higher. From the middle of November last year the Nikkei then shot higher, rising more than 80% over the next six months. Since that peak in May the Nikkei has rejoined the group of disappointing or frustrating markets, falling 13%.

This has by no means been an exhaustive review of global equity markets, however, the performance of the world index, especially the index excluding the US, highlights very well just how insipid the so called bull market of the last couple of years has been. The frustration that this will have caused investors has no doubt been aggravated by the performance of fixed income instruments. Over the last year the ishares ‘Total US bond market’ exchange traded fund has fallen in value by about 7% with the majority of that fall having been suffered over the last five months.

At the same time as equities and bonds have been frustrating investors so too have commodities. An investment in the S&P GSCI Total Return Index has shown no return, moving in a relatively narrow trading range, for three years and precious metals are still well below the levels seen more than two years ago, even after the bounce of the last couple of months.

It should therefore be clear that there has been ample frustration to go around over the last few months and in the case of many asset classes over the last few years. The important question this raises is how will the frustration be resolved?

A possible resolution
The adage mentioned earlier, regarding the market frustrating the majority for as much of the time as possible, has its origins in the fact that at major peaks the majority are optimistic and extrapolating even further gains, and the reverse is true at troughs. This almost has to be true as markets can only roll over when the supply of buyers is exhausted and similarly they can only reverse to the upside when everyone who might sell has sold. At such points investor sentiment is very one sided and so the frustration comes from the fact that, almost by definition, whatever the majority want, hope for or expect, does not happen.

Such reversals, accompanied by extreme investor sentiment, have been seen many times over the last thirteen years. In equities it was seen at the peaks in 2000 and 2007 and the troughs in early 2003 and early 2009. It was seen in the bond market at the peak in bonds (trough in yields) a year ago. At that time the earlier attitude that yields must reverse soon had given way and grown into a widely held belief that in fact yields were heading ever lower. 

Similar reversals have been seen in commodities. Memorable examples were the peaks in oil and rice in 2008. In oil the widely held conviction was that the world was about to run out of an ever dwindling supply, therefore it was ‘obvious’ the price had to rise further. It didn’t, it collapsed by about 75%. The chart below shows the rampant rise in the price of rice in late 2007 and early 2008. This soaring in the price of such an important food staple resulted in multiple riots around the developing world. [image: image1.jpg]THE FED FOLLOWS
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At the peak inflammatory headlines held out the prospect of even higher prices. In early April 2008 the Guardian ran the headline;

Food riots fear after rice price hits a high

Shortages of the staple crop of half the world's people could bring unrest across Asia and Africa

The article went on;

“With rice stocks at their lowest for 30 years, prices of the grain rose more than 10 per cent on Friday to record highs and are expected to soar further in the coming months”
They didn’t ‘soar further’, in fact over the next two years they more than halved. Any investors or speculators that acted on what was apparently obvious ended up being frustrated, and disappointed.

What is more unusual about the frustration over recent months is that it has affected both bulls and bears, but ultimately only one side will end up being disappointed and frustrated. I remain concerned that the ‘complacent and constructive’ attitudes I referred to last month still exist and may even have become more firmly entrenched. This leads me to conclude that any resolution of the current widespread frustration will see those hoping for a positive outcome disappointed. As a result I remain very cautious, despite the frustration this view may have produced so far. However, it should be remembered that being frustrated holding cash, and preserving capital, is different to being frustrated holding riskier assets either ‘chasing yield’ or hoping for capital gains.
Important questions?
The following headline appeared on CNBC on Monday 9th September;

Will Syria keep Larry Summers out of the Fed?

   

 This effort to combine, or tie together, the selection of the next Fed chairperson with the possibility of an attack on Syria both amused and gratified me. I had already planned to write about the almost obsessive coverage these two subjects were getting in the investment media. They were two of the ‘questions’ that I had in mind when I wrote the introduction. I did think that the neat ‘cause and effect’ conclusions being drawn about either or both events, and what would happen with markets as a result of the various outcomes, interesting, but not particularly useful. I certainly did not see them as somehow being inextricably linked.

The gist of the article was that Obama looked vulnerable in any vote in the House of Representatives over Syria and that if he were to lose the vote then that would weaken his ability to negotiate on domestic issues that he wanted to see through, particularly Obamacare and the nomination of Larry Summers as Fed chairman. The article concluded;
If he puts all his eggs into this basket, he will have less ammunition to fight the domestic fights. Where does he pick and choose to fight? Does he give up on Obamacare or Larry Summers? 

It struck me as remarkable that the financial media chose to focus on and connect these issues to such a degree, and also to believe that their outcomes were pivotal to where markets would go.

The Federal Reserve 
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I have regularly written in the past about the incredible belief that exists in markets regarding the ability of central banks to affect where markets go. If they did have such ‘powers’ and that they, and groups like the legendary ‘plunge protection team’, really could carefully tweak things and successfully steer the economy and markets on a smooth path, why have we all endured the most tumultuous thirteen years, in both markets and the economy, that have been suffered in almost eighty years. It could be argued that things would have been many times worse had it not been for the efforts and ‘skills’ of these groups but we will never know, personally I am dubious. I also doubt that it will have any meaningful affect upon where markets go whether it is Janet Yellen or Larry Summers who becomes the next Fed chairperson.
It is generally believed that the Federal Reserve drives interest rates. The chart below, produced a few years ago by Elliott Wave International, clearly shows that it is the market that prompts the Fed to move, rather than the other way around. It is possible that the market is just always highly efficient and effective in anticipating Fed moves, or, it could be argued, that anyone could fulfil the Fed’s role simply by watching movements in the market. This then raises the question as to what it is that drives the market. I continue to believe that the only driver of market moves over any meaningful time period is the ebb and flow of aggregate social mood. Markets, particularly broad and deep markets, are a wonderful and instant reflection of that mood and one individual, such as a fed chairperson, is unlikely to meaningfully divert or reverse where social mood is or where it is going.

A review of what happened in the wake of the appointments of the last three Fed chairmen should not instil any degree of confidence in investors that the next incumbent, whoever and whatever gender they are, will have an immediate positive effect upon markets.

The now legendary Paul Volker was appointed Fed chairman on the 6th August 1979. At the time the S&P500 stood at 107 and the 30 year treasury yielded 8.9%. Volker is largely remembered for breaking the back of inflation and eventually initiating the economic expansion and bull market of the 1980’s. Whether all of that would have happened anyway, without Volcker, no one will ever know but his arrival, and much of his tenure, was painful for investors.

Two years into the job the 30 year treasury yield had soared to 15.2%, but of greater concern was that eight years later, when he left the job, the yield was still fractionally above where it was when he began. For equity investors the tenure of Volcker was not much better, at least to begin with. When he began the S&P500 stood at 107, over the next few months it rose slightly to 120 before, over a period of less than two months beginning in February 1980, the market suffered a mini crash of greater than 20%. Three years into the job, in August of 1982, the S&P had made no net progress since he began.

When Volcker stepped down Alan Greenspan, who would later become known, albeit briefly, as the Maestro, took on the job. The day he arrived, August 11th 1987 the S&P500 stood at 333, two weeks later it hit a high of 338 amid scenes of almost unbelievable optimism. Sadly that euphoria was miss placed and nine weeks later the market had suffered its worst one day crash ever and fallen to just 216, a plunge of 36%. Three and a half years into the job in January of 1991 the market was still below where it had been when he began. A decade later Greenspan was at the helm when arguably the largest speculative bubble in history burst but by 2006 his fame and stature appeared restored as markets were well on their way to another speculative peak. He retired in February 2006 to be replaced by the present incumbent, Ben Bernanke.

The markets continued to rise for about a year and a half after Bernanke took over but what followed was the worst bear market seen in most people’s life times with the S&P500 collapsing more than 50% in value. As recently as May of last year, more than six years since he started in the role, the market was still below where it had been the day he took on the job. Perhaps a sadder reflection upon the Bernanke term can be seen in US home prices which affect far more people than stock prices. Within a matter of weeks of his arrival, In June 2006, the Case Shiller index of home prices peaked and then began a slide that endured through most of his time in the job. To date the low point of this index was seen in the first quarter of last year. Through that almost six year decline house prices in the US fell by 35%.

None of the above is intended to imply that any Fed chairmen has been incompetent. They cannot be held accountable for the terrible times that markets have suffered, but equally they should not be seen as being responsible for the good times that are enjoyed. Sadly it is human nature that we look for neat causes and effects but in markets such simple relationships rarely exist. It is understandable that during boom times we happily ascribe credit to someone who seems to be pulling levers that may have helped such as when Greenspan was hailed as the Maestro and knighted. I firmly believe that his elevated status was as much a reflection of the elevated social mood at the time as was the elevated level of the markets. He was a cork in the sea; he wasn’t succeeding in doing what king Midas failed to do! It is unlikely that the next Fed chairperson will have such powers either, whoever they are.

To Taper or not to Taper

Tapering has become the most frequently heard buzz word in investment circles. The threat that tapering may begin sooner than previously expected has apparently been the cause of major losses in emerging markets and it seems that virtually every move, up or down, in virtually any market over the last couple of months has been directly related to the fear or hope that tapering would or would not occur. Readers will not be surprised to learn that I am more ambivalent about what and when the Fed do whatever they may do. It will almost certainly be after the markets have begun doing what they were going to do anyway, but, no doubt, with the benefit of hindsight, commentators will ascribe great responsibility to whatever the Fed did or did not do.

A couple of months ago I highlighted the extreme optimism in the market giving some examples of commentators interpreting every piece of economic news as being positive for the market. Good economic data was good because, well, it was good and surely markets rise with better economic data supporting them. Bad economic news was seen as being good too because it meant that easy money was set to continue and there would be no Fed tightening or tapering. Now, with the focus so intently on what the Fed will do the ‘argument’ has travelled through a self-affirming 180 degrees. If there is no tapering it is good because the current low interest rates and quantitative easing (QE) has supposedly driven markets higher. If there is tapering, then that is good too because it means the Fed are confident about the outlook for the economy and once again a good economy is supposed to be good for equities.

Clearly the prevailing policy of QE cannot go on forever, how it ends I have absolutely no idea but my deep seated fear is that it will not end smoothly, and it won’t end in a neat and rewarding fashion for the still ‘complacently constructive’ majority.
Wars
The current threat of military action in Syria, and it’s supposed connection with the next Fed chairperson, set me thinking about military action, social mood and markets. Some years ago I strongly recommended readers take a look at ‘Wealth, War and Wisdom’ by the great Wall Street strategist Barton Biggs who sadly passed away a little over a year ago. It is a terrific account of the Second World War from the perspective of the markets of Europe, the UK and the US. It revealed that the markets somehow knew how the War, and at times even individual battles, was going long before any results or progress could possibly have been known. The book is still a great read and it shows that the reflex interpretation of news is frequently wrong when it comes to markets and that markets have generally reacted to news before it was even news. This gets to the issue of what is ‘cause’ and what is ‘effect’ in markets and highlights the importance of understanding where aggregate social mood may be at any time.

A review of a handful of wars highlights that military action usually only comes about when social mood (and so the market) is very depressed, often as depressed as it can possibly be and so, as a result, markets rally coincident with military action beginning. This has resulted in the fairly widespread view being that somehow wars are good for markets. Clearly this is nonsense but it is the case that many wars have appeared to launch major bull markets. I would contend that again this is mistaking cause and effect and what actually is seen is that very depressed social mood and so markets sets the conditions in place for military conflict. Conflict that would not occur were social mood, and markets, more elevated.

World War II
Prior to the War beginning the UK market recorded its post Great Depression high in 1936 at a level of 125. It then began a dramatic decline that saw it almost halve over the next three years and in September 1939, when War was declared, the market stood at just 65. Over the next nine months the market fell another 20% to about 50 by mid-1940. From there, despite the War continuing for another five years, and a victory for the allies being far from certain for years, the market rallied, eventually doubling, by the time the War ended. It then continued to rally in a great bull market, that can date its beginnings to the earliest months of the war, until the early 1970’s. Looked at like this it does seem that somehow the War triggered the bull market despite it virtually bankrupting Britain for years to come.

The US did not enter the War until after Pearl Harbour in December 1941, but a similar picture can be seen in US stock prices. Five years prior to the Pearl Harbour attack the US market had peaked at a level of 190 before falling, like the British market, by about 50%. At the time of the attack the Dow languished at just 110 and was as ‘cheap’ as it had been since the depths of the Great Depression almost ten years earlier. The US entered the War and for the next three months the market fell a little further before finally bottoming at 90 in early 1942. From there, despite whatever was happening in the War the US market rose in one of its most sustained bull markets ever. Like the UK market it superficially appeared as though the War was good for the US market whereas in fact it was the very depressed social mood, as exemplified by the plunging market, which set the conditions in place for military action.
To a lesser extent a similar pattern can be seen in the two Gulf Wars. Ahead of military action in the first Gulf War the US market fell through the latter months of 1990 in its worst decline since the 1987crash. It bottomed in October of 1990 and then tested that low in January of 1991 before embarking on what would become the great bull market of the nineties. The low point was seen just as CNN’s viewers were getting live coverage of the first US military attacks of the war.

In March of 2000 that great bull market of the nineties ended with the S&P500 at 1550, two and a half years later the market bottomed at the end of its worst bear market in many decades at 768, after a bounce it then tested that low on March 12th 2003 at 788. The second Gulf War began on the 20th March 2003 but the bull market of the mid 2000’s was already underway.

None of this is in any way intended to trivialise what has been seen in Syria and whatever the US response may be. Rather it is intended to highlight that whatever may feel like the sensible market reaction to whatever may occur could actually be 180 degrees wrong. It also raises the hope that with social mood, as depicted by markets, still at a relatively elevated level, serious military action is unlikely.
A secular encouragement!
Secular bear markets, such as the one still being endured by many developed markets, despite many headlines to the contrary, have always ended similarly with at least a couple of consistent characteristics. One of those characteristics is measurable, the other is much less measurable and therefore subjective. The measurable characteristic is long term valuations. Secular bear markets end with long term valuations historically very cheap. Not just cheap compared to the prior five ten or even twenty years, but cheap compared to all available history. Most developed markets have not come close to such a measure, only some of the peripheral European markets at their most recent very depressed lows could possibly be considered to have become historically very cheap. Therefore on the valuation measure it is hard to argue that the end of the secular bear market has been seen, or could be seen soon without a dramatic fall in prices.

However, the encouraging sign is in the subjective measure. At the end of secular bear markets there tends not to be a great panic or collapse, rather they tend to end amid total disinterest. Hardly anyone follows that asset class anymore because by then everyone knows, after fifteen or more years of misery, disappointment and frustration, that that particular asset class never goes anywhere and never generates a return. Further fuelling the widely held distain towards that asset class is that many others will have been far more exciting and rewarding and so attract the attention of more and more new investors. Distain and disinterest is why any asset class ultimately becomes historically very cheap.

Developed market equities may not have become historically cheap but it is intriguing, and from a long term perspective encouraging, that the distain and disinterest is growing. This can be seen most recently in CNBC. Not in the headlines they are running but in the headlines about the channel itself. CNBC’s ratings have been atrocious as the following headline two weeks ago illustrates.

NY Post: CNBC Suffers Worst Monthly Ratings in 20 Years Thursday, 29 Aug 2013 


The article went on to point out;

CNBC competitor Fox Business Network attracted an average of 10,000 viewers an hour for the demographic this month. It too suffered a drop in viewership. In terms of total viewership, CNBC saw its audience plummet to 128,000 this month, the lowest since September 2004, according to Zero Hedge.

None of this means that the bear market is over but it does highlight encouragingly that the end is getting nearer. When the end finally does arrive don’t be surprised if very little is made of it. The amount of reporting on equity markets generally will likely be substantially reduced.
Conclusions

This month’s strategy Thoughts may have been a little different; perhaps this is as a result of my frustration. Nonetheless, it has been a healthy exercise to work through these frustrations and to consider how any resolution may come about. 

I continue to believe that a cautious approach, with an intense focus upon capital preservation, will ultimately not only be the most rewarding investment strategy over coming months but also the strategy that will result in the least frustration. The risk of a resumption of a cyclical decline in many equity markets remains high and it is still not the time to be chasing yield. That being said there is clearly still a large appetite for corporate debt. As I am writing headlines are running over my screen announcing that Verizon is set to complete the largest corporate debt offering ever, raising $49 billion, almost three times the previous record set by Apple, after attracting bids for $100 billion. This may mark the end of the first leg up in bond yields in what will likely be a secular rise. If this does indeed prove to be the case I would strongly recommend using strength in bond markets to reduce exposure to junk or high yield issuers, focus upon only the highest quality issuers and to reduce exposure to very long maturities.
Kevin Armstrong 

12th September 2013

Disclaimer 
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