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Has the ‘Wall of Worry’ already been climbed?

Introduction

Over the last thirteen years I have referred to the old Wall Street adage that ‘Bull markets climb a wall of worry’ many times, it can provide a useful contrarian perspective. However, late in bull markets the expression becomes increasingly misused and that misuse ultimately, and highly frustratingly for the majority, only ends up proving the value of the adage when it is used correctly. It is now being severely misused, just as it was in the late nineties and again in late 2007. In this month’s Strategy Thoughts I will outline what I believe the old adage means and also how I think it should be used.

Not surprisingly I continue to conclude that globally risks remain very high and that a continued very cautious investment strategy is warranted.

Since last month’s edition, where I focussed at length upon the ‘frustration’ that was being experienced in most markets and across asset classes, US equities have risen a little and then fallen to be slightly below were they were a month ago, European equities have fared a little better, generally not having given back all their gains, and Asian markets have behaved somewhere between the worst of the US and the best of Europe. Over the same period the dollar has weakened very slightly, as have long bond yields and commodity prices have fallen slightly.

The Wall of Worry

Investorwords.com and the freedictionary.com define the wall of worry as follows;

An expression coined in the 1950's that depicts a sustained stock market rise during a time of economic or financial stress in which stock prices are said to be ascending a "wall of worry". It sometimes results from a herd mentality of investors who "buy on bad news".
 

A market uptrend that occurs when there is significant uncertainty about its sustainability. For example, if the market is concerned about potential, new regulations or the possibility of recession but stocks increase anyway, this is called climbing a wall of worry. Price correction often follows a wall of worry.

Unfortunately neither of these definitions are particularly enlightening. It is an interesting idea that there may exist a ‘herd mentality’ that drives investors to buy on bad news but I am not aware of it and adding that the market may fall after a wall of worry has presumably been climbed is a bit like saying that it will go down once it stops going up. Perhaps I am being a little unkind to the well-meaning folk behind these two websites but they do reflect the deep seated misunderstanding that exists about the ‘wall of worry’.

At the heart of these misunderstandings is the belief that a market can continue to rise just because there are things to worry about, and that such action can simply be put down to climbing the wall of worry. Sadly things are not quite that straightforward largely because there are always things to worry about be they geopolitical economic or corporate in nature. If the wall of worry merely needed things for investors to worry about for markets to rise then markets would always rise and there would never be any bear markets. Obviously that is not the case.

The important behaviour that the simplistic interpretation of the ‘wall of worry’ fails to take account of is that it is not the availability of things to worry about that drives or explains the wall of worry, rather it is whether or not the majority choose to worry about those things. As I said, there is always a smorgasbord of issues for investors to worry about but importantly the degree to which investors do worry varies enormously.

In fact the more frequently one hears the explanation / rationalisation for further gains being expected because of all the worries that exist then the more concerned one should become because investors are clearly choosing not worry. That is the situation that equity markets currently find themselves in. Currently there are clearly numerous issues for investors to worry about; from the US government closure and the imminent debt ceiling debate through to the geopolitical instability in Syria. But the headlines all seem to point to the fact that these very reasons to worry are signs that the market can go higher as it climbs the ‘wall of worry’.

Before reviewing some current examples of this ‘thinking’ it is worthwhile looking back at times when ‘walls of worry’ were being climbed and what the media were saying then, and also times when the ‘wall’ had already been surmounted. Not surprisingly it is easier to find the erroneous use of the ‘wall of worry’ near market peaks than it is to find references to it in a bull market’s early or even mid stages.

Past walls of worry, their beginnings and endings!

The 2007 peak

Thinking back six years it is easy to forget what was going on in mid to late 2007. There were certainly many things to worry about, particularly in the US. The real estate market had already rolled over, this had caused subprime mortgages to begin to default and had resulted in a number of hedge funds starting to struggle and Bears Stearns had seen about a quarter of its stock market valuation evaporate in the first half of the year. Despite this, and possibly because of it, commentators were optimistic about the bull market continuing. At the beginning of June 2007 the San Diego Source wrote;

Stocks continue to climb even as market reveals uncertainty

By GEORGE CHAMBERLIN, Executive Editor Friday, June 1, 2007
The fact that so much worry and pessimism surrounding the market's recent gains in very encouraging," said Ken Stern, president of Ken Stern & Associates, a money-management firm based in San Diego. "Remember, Wall Street is infamous for climbing the wall of worry and, in fact, often best performs during times of high pessimism.
 Six weeks later on July 17th the US News and world Report wrote;

Dow 14,000 and $75 Oil

It's often said that stocks like to climb a wall of worry. But forget climbing–this bull market is taking a high-speed elevator straight to the top.

The Dow Jones industrial average climbed Tuesday morning above the 14,000 threshold for the first time, thanks to good news on corporate earnings and inflation. While the benchmark index gave back some of its early gains and dipped back below 14,000, the fact remains that it took less than three months for the Dow to go from 13,000 to 14,000. 

What's remarkable isn't that the market reached Dow 14,000 so quickly but that it surmounted considerable obstacles. Crude oil prices have topped $75 a barrel, trending higher in recent weeks. Corporate earnings growth is set to slow, though perhaps not as quickly as Wall Street analysts are predicting. The housing-market slowdown threatens to cool the broad economy. And then there's the meltdown in subprime mortgage loans, which is already slashing the value of subprime-related bonds and securities held by hedge funds, pension funds, banks, and insurance companies.
Their take was clearly that the ‘wall of worry’ was being climbed and that it had much further to go. On the same day Reuters wrote

This is a typical bull market in that it is climbing a wall of worry -- there continues to be Iraq, terrorism, inflation and high interest rates, and still the market goes up," said Carl Birkelbach, founder, chairman and CEO of Birkelbach Investment Securities, Inc., in Chicago.

A couple of weeks later Barron’s ran a story that indicated that even more ‘climb’ up the wall of worry could be expected; 

Looking For Stocks To Climb The Wall of Worry 

Broad-market concerns continue to impact trading as put buying remains a major market trend, but investors are finding opportunities in mega-cap stocks, too.

By the time the ‘wall of worry’ was being discussed so broadly, and being used to justify why the bull market still had further to run despite approaching its fifth birthday, it was clear that the majority were in fact choosing not to worry. Within weeks the worst bear market since the thirties began.

The reverse of this situation was found in late 2002 and early 2003 as the market was bottoming after its worst bear market in almost three decades. Interestingly then there was very little reference to the positive side of the worrying issues that were by then so obvious.

The early 2000’s low
Most stock markets bottomed, after the dotcom bust and worst bear market since the seventies, in October 2002 or March of 2003. The rally from those lows was spectacular and would prove highly rewarding to those that got in early as the bull market would last almost five years. At the time most of the commentary was not about the ‘wall of worry’ preferring to focus on all that there was to worry about. In fact a Google search for the phrase ‘wall of worry’ in the early stages of the bull market is not particularly fruitful. The following Associated Press headline and story that was published on 9th December 2002, with the Dow up sharply from its low point, is a reflection of the prevalent mood at the time;

Too high, too fast? Analysts worry about pattern in market prices 

The article went on to point out all the problems and challenges the market faced; United Airlines filing for chapter 11(bankruptcy), concerns about corporate earnings, ‘ugly fundamentals’, rising unemployment and falling retail sales. All of these issues meant that the rally that had been seen was nothing more than yet another ‘bear market rally’.

After that rally in late 2002 markets did roll over again in early 2003 as the second Gulf War began. This provided yet another ‘worry’ but still very few saw it as the start of a ‘wall of worry’ that could be climbed. The following quote from TheStreet.com on the 18th March 2003 perfectly captured the widespread nature of the ‘worry’ at the time.

The market is pricing in perfection in the execution of war. Despite the fact that the accuracy of our armaments and the superiority of our military technology is quantum leaps ahead of what it was even as recently as Gulf War I in 1991, me thinks war is never a certain undertaking. Can you say Vietnam?
The article went on to point out that during the earlier Gulf War the market had indeed climbed a ‘wall of worry’ but then chose to focus on differences between the first and second Gulf Wars and their relationship with the markets rather than the similarities under the headline;

That Was Then, This Is Now
With hindsight it is now obvious that there were far more similarities than differences as the market rallied from that March low and kept on rallying until the 2007 peak. It wasn’t until the approaching end of that bull market that the ‘wall of worry’ finally became celebrated, rather than dismissed.

The 1999 / 2000 peak

At the end of 1999 the New York Times reported;
OUTLOOK 2000: MARKETS & INVESTING; Stocks Forecast Good but Worries Exist 
The article listed all those ‘worries’ that were out there and then went on to explain why they didn’t matter! Conventional wisdom had grown around the fact that worries were good because ‘bull markets climb a wall of worry’, just as they would in mid to late 2007. 

On February 17th 2000 the associated Press reported that the stock market ‘continues to climb a Wall of Worry’, then the ‘worries’ were higher interest rates. The calming observations made in the article all called for the long bull market to continue, and that somehow the worries were a good thing. The article was right, but only for about three weeks. Then the US market rolled over and the S&P500 virtually halved while the NASDAQ collapsed 80% in value.

As with the 2007 peak the important issue wasn’t whether there was anything to worry about, it was whether or not the majority were worrying. If they chose not to worry, and that choice at both peaks was clearly being encouraged by the financial media with soothing rationalisations about the ‘wall of worry’, then it was likely that the ‘wall’ had already been climbed.
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The 2009 low

A few months after the important low in March of 2009 recorded by stock markets all over the world I regularly utilised the cartoon (left) in presentations. Given that it refers to Tim Geithner having been on the job for just six weeks it must have originally appeared in the first or second week of March 2009, he was confirmed in the position as Treasury secretary on the 26th January 2009.

It was an appropriate cartoon given that the dyke that Geithner was holding back could also be seen as a ‘wall of worry’. The point I was making at the time was that all bull markets do indeed climb a wall of worry and that investors should be encouraged, not by the amount of things there were to worry about at the time, but the fact that virtually everyone was choosing to be very worried indeed. It was in fact an encouraging sign that virtually no one was talking about the ‘wall of worry’.
In the early months of the last bull market there was certainly an awful lot to worry about.

At the low point it was pointed out by Blackstone’s CEO that ‘45% of the world’s wealth had been destroyed’, home prices in the US continued to fall, auctions for US treasury bonds were struggling pushing yields higher and the IMF were continuing to cut growth estimates (in fact they were increasing contraction estimates) while describing the recession still being endured as the ‘worst since the Great Depression’.

On the 14th April 2009, just five weeks into what has become a four and a half year long bull market the associated Press reported that;

Bankruptcies soaring – No end in sight

A week later the Economist magazine reported;

‘It would be a mistake to confuse the twitches of an economy on life support with a lasting recovery. A real recovery depends on government demand being supplanted by sustainable sources of private spending. And here the news is almost uniformly grim. The worst thing for the world economy would be to assume the worst is over.’
Again, at the low point and for a number of months thereafter there were very few references to the prospect of the market climbing a ‘wall of worry’. Eventually, in the second half of 2009, with markets up 50% or more and some signs of economic improvement finally surfacing, this finally began to change, but even then it was far from widespread.

Now, with the bull market having lasted more than fifty months, the concept of the ‘wall of worry’ is once again being embraced.

The current peak

The list of worries for global investors currently seems endless, from geopolitical strife to governmental, economic and corporate woes, but the important question for investors now is are the majority worried or are they taking comfort from the growing number of articles that claim the ‘worries’ to be a good thing. My concern is that it is much more the latter than the former and this can be seen in the proliferation of use of the term ‘wall of worry’ in headlines.

In late August, with the threat of a military strike on the Assad regime in Syria, Marketwatch.com ran the following headline;

Syria another ‘wall of worry’ for global markets

Bulls regain composure but uncertainty reigns ahead of expected strike 
Investors around the globe regained some composure Wednesday despite the march toward U.S.-led military intervention in Syria, with Wall Street gaining ground even as emerging markets extended their slide and investors braced for a further rise in oil prices.
The article went on to point out that a strike against Syria merely added to the ‘worries’ that were already out there with the risk of ‘Fed tapering’ and that markets were simply ‘climbing that wall’.

On the 11th September Westpac distributed commentary that included;

Sir John Templeton advised us year ago that: “Bull markets are born on pessimism, grown on skepticism, mature on optimism and die on euphoria.” I guess that’s all a part of the Wall of Worry, especially when you are in the skepticism phase, which means we have two more phases to make money before it all turns to you know what.
If that rationalisation were correct then this bull market has a lot further to run. Sadly, by the time the media are widely proclaiming the virtues of the ‘wall’ then it is highly likely that it has already been surmounted.

Just last week, on the 1st October, Bloomberg ran the headline;
Debt Ceiling Wall of Worry Another Reason for Investing

The U.S. congressional standoff that shut down the government for the first time in 17 years is a buying opportunity for stock investors, if history is any guide.

The article went on to claim the following;
“If you go back to the 1990s and the last time we had a government shutdown, that was actually good for the stock market,” said Martin Leclerc, founder of Barrack Yard Advisors LLC, in a phone interview from Bryn Mawr, Pennsylvania. His firm oversees $230 million. “It seems the market has climbed every wall of worry and every risk that’s out there, the market has seemed to surpass.”

One commentator, who heads up US large cap management for major British investment bank Schroders, was widely reported on the same day stating;
“We are still bullish long-term. The S&P500 is up 19% this year, and we are optimistic about the long-term as firstly we don’t see the market as overvalued and secondly, the rally is supported by fundamentals – the market is 10% above its prior peak and corporate profits are 20% above their prior peak. We welcome investor worries in order to have a ‘wall of worry’ to climb. 

As I commented earlier, by the time the media start reporting how positive a proliferation of worries is, it is probable that very few are actually worrying!

Whilst I was scouring the internet for references, both past and present, to the ‘wall of worry’ I came across some commentary that I strongly related to from investment legend Byron Wein. It was written on the same day, the 1st October, as the prior to clips proclaiming the ‘wall of worry’ as a good thing.
From Blackstone’s Byron Wein on 1st October

I recognize that I have been cautious all year as the market has moved higher.  Valuations are still not extreme, so the market can rise further.  The general reaction to the Fed’s decision not to taper was more apprehensive than might have been expected because investors know that a pullback in the bond-buying program is coming at some point in the future.  Perhaps there is also some renewed concern that growth will not increase during the remainder of this year and into 2014.  I have learned over the years that it is a good idea to be at least somewhat defensive when most others think almost everything is headed in the right direction.

I have been more cautious, and for longer, than Byron Wein, nonetheless, it is important that investors recognise the degree to which attitudes have changed over the last four years. Now the ‘worries’ that proliferate are supposedly good. This is the attitude seen at all peaks but never found at great buying opportunities and is indicative of a high degree of complacency. As Wein recommends, a defensive position is currently warranted, not because of all the worries that are out there, but because it seems that no one, or very few, are actually worrying.
We never learn!

The reason complacency is dangerous amongst investors is that it indicates a one sided, herded, view and by the time such a consensus view has been adopted it is likely that a reversal is imminent. Going against such a herd is difficult and uncomfortable as we all are hard wired, deep in the most primitive parts of our brains, to seek the comfort of the herd or the crowd. That is why any study of the long term swings in markets reveals so many similar characteristics at important turning points; reference to the ‘wall of worry’ at peaks is just one. Sadly, it seems that we find it very difficult to learn from past mistakes.
I concluded the February 2009 edition of Strategy Thoughts, written seven weeks before markets finally bottomed, with;

There are a lot of ‘echoes’ or ‘rhymes’ with times and events of the past that investors should be aware of, history never repeats itself exactly, but there are lessons to be learned, we all just have to be diligent and disciplined enough to learn and remember those lessons, because, unfortunately, the majority never do. Paraphrasing a recent Jeremy Grantham comment regarding the current disaster, over the short term we will all learn a lot, over the medium term we may learn a little, but over the long term we won’t learn anything at all.

At the time I thought Grantham’s comments showed remarkable wisdom. While the GFC was fresh in everyone’s minds it was almost certain that no banker or investor would repeat the same mistakes again. In fact I thought it may take a generation for the lessons that had been so cruelly and painfully learnt to be forgotten. I last discussed this inability to learn from prior mistakes, or the speed with which we tend to forget, a few months ago in the June edition of Strategy Thoughts. What alerted me then to this painful tendency was a special section in an Australian newspaper on the use of leverage in a portfolio. The sentiment behind the article was best captured in one caption under a photo;

‘Strong sharemarket performance has made investors more confident about taking on margin loans’

Sadly this caption perfectly illustrates why most people get most involved in any market only after it has already moved a long way. Not when most of the move still lies in the future.

I was therefore not surprised, but more than a little troubled, when a number of readers sent me the link to the following article that appeared on ft.com on the 29th September;

CLO issuance hits highest level since before financial crisis 
Sales of sliced-and-diced corporate loans have reached a fresh post-crisis record as investors clamour for higher returns from the structured financial products.
I wonder whether any of the investors who are ‘clamouring’ for these higher returns got burnt through the GFC, I also wonder whether some of the bankers that are ‘manufacturing’ the products this time around were also ‘manufacturers five or six years ago. I am sure that some of them, both buyers and sellers, have been here before and have either chosen to forget or are somehow hopeful that this time it will be different. Unfortunately in investing, no matter how much one hopes it will be different, it never is.

All of this further illustrates the fact that history does repeat itself and it does because of our inability to learn from our mistakes.

None of this means that a reversal in markets is imminent but it does highlight that the risks are substantially different than they were in early 2009 when the bull market began.
Gold

Over the last few years I have discussed gold many times, most recently in the middle of this year when I revisited forecasts from the year before of ‘Gold $10,000’ in a new book that was being promoted. Back then I was concerned that such enthusiasm was more likely to be evidence of a peak than a long term buying opportunity and since then gold has continued to fall. I continue to believe that gold did enjoy a great bull market for close to ten years, rising from $250 when no one was interested in it and central banks were selling their holdings to more than $1800 two years ago when central banks were buying it. Since that peak, both in price and hype, gold has entered a new bear market. I was therefore amused by the following Bloomberg story recently.
Bloomberg 6th October 2013

Gold Befuddles Bernanke as Central Banks’ Losses at $545 Billion

Ben S. Bernanke, the world’s most-powerful central banker, says he doesn’t understand gold prices. If his peers had paid attention, they might have stopped expanding reserves that lost $545 billion in value since bullion peaked in 2011.

The article went on;
“Central bankers have typically bought when you probably should be selling and selling when you probably should be buying,” said Michael Strauss, who helps oversee about $25 billion of assets as chief investment strategist and chief economist at Commonfund Group in Wilton, Connecticut. “It’s going to be a difficult market and sometimes the price of gold is driven by emotions rather than fundamental factors. Central banks have been bad traders of gold.”

I agree with Mr Strauss that central banks have been ‘bad traders of gold’ but I disagree that the price of gold is only ‘sometimes’ driven by emotions rather than fundamental factors. All markets at all times are driven by the mood and emotion of those involved in the market. This may at times be affected by changes in fundamentals but there is no formula, that all the fundamentals for any market can be entered into, that will then produce the right price. It may give you something that analysts call ‘fair value’ but unfortunately that tells an investor nothing about where a market is going. That is why price earnings ratios vary so enormously and can stay ridiculously high or low for unbearably long periods. In fact I would argue that gold has even fewer ‘fundamentals’, as it produces no earnings and pays no dividends, than equity or fixed income markets. It therefore must be more emotionally driven than other markets.
Conclusions

Over the last month nothing has caused me to deviate from my belief that now is a time for extreme caution. The fact that so many things have been, and are happening, that could be seen as a reason for concern, or worry, and yet many markets are still within a few percentage points of their recent highs does not encourage me. The fact that so many commentators are now highlighting these potential ‘worries’ as a reason to buy the market further disturbs me. 

The ‘wall of worry’ is becoming an overused rationalisation for bullishness and is further reason for caution. By the time such behaviour, and misuse of the old adage, has been seen in the past it has been evidence that the majority are choosing not to worry and therefore becoming complacent.

Bull markets have always climbed a ‘wall of worry’, however, that does not mean that if there are things to worry about markets will miraculously rise. What it does mean is that if the majority do choose to focus on the bad news and worry, then the market likely has still further to rise. By the time the majority see only upside from further bad news it is probable that an important peak is approaching.
Kevin Armstrong 

8th October 2013
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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.
1

