Market Notes by Chris Belchamber, 7/5/03


Developing “Plan B”

While the current rally still shows few signs of failing yet, this is no time for complacency. It is, however, a great time for developing a strategy that will endure and prosper whatever the market throws at us in the years ahead. 

After the biggest stock market bubble in known history it is no wonder that people have come to believe in buying and holding stocks. Unfortunately, this is one huge bet which has never worked as a long term strategy when starting from such high valuation levels. It is particularly risky if there is no “plan B”. 

By introducing risk limits and asset allocation, control can be established and capital can be protected. With risk levels established your whole portfolio has a limited downside that you can choose. Suddenly, your situation is transformed. Once you put yourself in this position you know the worst that can happen and will not be forced to act out of fear at the wrong time. Now you know your downside and have a plan, you are also in a much better position to embrace opportunities as they arise. Your situation has then changed from being a victim of volatility to being an opportunist in a position to take advantage of situations as and when they present themselves.  

To get to this point it is necessary to think in a different way about asset allocation. Also, without a doubt, risk management is crucial.

Asset Allocation

Whether we like it or not we all have an asset allocation. Those of us lucky enough to have savings have to put it somewhere, and so are “asset allocated”. Maybe it just happened by accident over time and we are not really sure what it is. Possibly we know what it is, but are not sure it is appropriate. Maybe we thought it was about right but things have changed. However we got there, from time to time we should have a review.

  But just those very words “Asset Allocation” raise a whole range of issues for me. I guess the main problem that I have is the sense of permanence and inflexibility that so often goes hand in hand with the idea of Asset Allocation. “We have done our Asset Allocation so our work is done, we are now on autopilot and don’t have to think about it.” This inflexibility   I find hard to accept. The idea that whatever happens we just stick to our plan regardless, is fine if we have found the perfect balance of risks and have great foresight.  At the other extreme, it is a decision which surrenders to the idea that we cannot possibly get it right so we might as well just try to be consistent. Neither extreme viewpoint seems valid and I believe a high degree of inflexibility flies in the face of market realities. 

It is because perfect foresight does not exist that I believe risk management has a huge impact on the risk/return equation. It is also because the markets present great opportunities and risks in their own time, that a degree of flexibility needs to be incorporated into any allocation. Asset allocation needs to fit in with market realities because the market does not care about your choices, preferences or allocation.

So I do have an approach to asset allocation, which we will get to, but it incorporates a great deal of risk management, “stress testing” as well as flexibility. 

Risk Management
For some reason people will take 10% profits and they’ll also sit on losers in their portfolio for months, watching them continue to fall. This is limited upside and unlimited downside, an almost guaranteed recipe for failure. All kinds of research goes into buys, but it seems little thought goes into when to sell. I strongly believe that if you do not have a plan, for buying and selling, you chances of outperforming as an investor are slim. 

Just a simple 25% stop, say, on a position will transform results. A stop or stop loss is an automatic sell order which is triggered if the market price of a position goes down to a certain level. If the position moves in your favor you can raise your stop to lock in a profit. If it does not work out your loss is contained and your remaining capital is free to consider other opportunities. If you do not have a stop that means you have 100% at risk and are prepared to tie up your capital even when the market is telling you that something may be wrong. We all make mistakes, just make sure they do not devastate your capital.

Once you have established your stop you have quantified your risk. Then you can consider what your return might be in relation to your risk and you are on the path to taking measured and controlled risk.  It is a common characteristic of investors to primarily look for returns and invest accordingly. Most experienced traders look first at the risk and only when they are satisfied these are fully understood and defined, start to focus on the return. 

Stress Testing

In order to get to an appropriate allocation I believe you need to go into stress testing. Not just for the securities you own but also more widely including all your assets and liabilities. To do this you should imagine the extremes – deflation, hyperinflation, strong growth and recession -  and consider the consequences to your net wealth. A great deal then becomes clear. If you consider the probabilities (being realistic and rough and ready rather than being too dogmatic) of different outcomes, you start getting a sense of where you stand overall.

 For example, if a person had a high exposure to real estate, a high allocation to equities ( say 80%) and a high mortgage or level of debt, then deflation would come as a shock. The real value of the debt would continue to rise while the value of real estate and stocks would suffer. Net wealth would take a big hit. Ask the Japanese. For a profile like this a higher allocation to assets that thrive or survive in a deflation environment might be more appropriate. I am not forecasting deflation or indeed anything. I am just pointing out the risks that would hit a person with this financial profile if deflation occurred. [Although, I should add that according to the FT the Federal Reserve Board does have simulations that suggest a 30% chance of deflation.]

Equally, a person renting accommodation, or with an adjustable rate mortgage, with a large exposure to long maturity government bonds, would suffer a financial hit if inflation were to suddenly take off.  Again not a forecast.

How do we start?
Everyone is different and personal situations are ever-changing. So it is also inappropriate to declare that any one asset allocation is right for everyone. But I believe that without being too prescriptive it is possible to formulate a blue print, which can then be adapted to fit individual requirements. 

We are confronted with a wide array of choices. The main categories are:

Equities.

Overseas Equities.

Government Bonds or Treasuries.

Non-Government Fixed-income Bonds.

Treasury Inflation-Protected Securities (Tips).

Cash.

Currencies.

Commodities.

Asset Allocation depends on what your objectives are. For the great majority this is savings for retirement. This is a serious business. Preservation of capital is vital but at the same time people want to maximize their return. So a balance is necessary. I strongly believe that you should start your allocation decision with the lowest risk investment and work gradually up the risk spectrum. If you can achieve your objectives without taking risk, why take the risk at all? Leave the asylum to the lunatics! However, if you believe that maximizing your return involves taking some risks, then you need to be aware of the return on low risk assets, because this is what you need to beat to be paid for taking the additional risk.

Let’s make some comments first about some of these asset classes, starting from those with the lowest risk:

This means we start with TIPS. Market Notes 3 (www.chrisbelchamber.com) is dedicated solely to these securities and I don’t want to repeat everything again here. Suffice it to say that a new 10 year TIPS security has incredible risk/return characteristics. If bought initially at auction and held to maturity the investor is mathematically guaranteed both a positive absolute return and a positive real return (return above inflation) and this security will outperform almost all other securities in any extreme macro-economic environment, by which I mean either deflation or high inflation. 

If you have zero allocation to TIPS, I would argue that your asset allocation is wrong. The fact that extremely few people hold, or even know about TIPS is, in my opinion, a chronic failure of generally available investment advice. 

Fixed income government bonds are traditionally considered safe investments and indeed they are, in absolute terms. The “Achilles Heel” though, is inflation.  At the current time, yields have fallen to multi-decade record lows. Increasingly, they have become a bet on deflation, or at least multiple years of very low or non-existent inflation. From an investment perspective, I believe they have become relatively unattractive compared to TIPS, although they will provide many great trading opportunities.

Many investors have a substantial commitment to a buy and hold approach to investing in equities. Over the last twenty years this has been spectacularly successful, as we have experienced the biggest stock market bubble in history. However, I do not believe that it is  fully appreciated how much the scales of history are now weighed against this strategy. I hope the table below shows clearly why. Going back to 1901 the table demonstrates the multi-year bull and bear phases of the market and it shows the P/E ratios at the beginning and end of these periods. At the current time the P/E ratio is around 35, and if you accept Standard and Poor’s assessment that recent earnings are overstated by some 30% (see Market Notes #5) the current P/E ratio is easily over 40.

 Look at the table and decide for yourself if you think this makes it more or less likely that we will experience a bull or a bear phase in the next several years. This is leaving aside any economic assessment about the record level of debt in the economy, the record current account deficit, and the fastest ever deterioration in the budget deficit or any other of the imbalances facing the world economy. This table simply shows the mathematics of valuation and the key part it plays in providing the conditions for bull and bear markets.
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Of course, the equity market does provide a vast array of opportunities even in a bear market, but in a secular bear market the strategy needs to switch away from a buy and hold approach towards a much more flexible and focused approach with a lower overall allocation.

Other Asset sectors

Without going into great detail about other asset sectors (although I will get to this in future notes) they also have a part to play. In particular, I believe that other currencies and gold should be considered as potential investments for the years ahead. The dollar may have completed its first major down move and consolidate and recover in the short term, but it is likely that it has entered a longer term downtrend. Gold, which is not unrelated to the direction of the dollar, may similarly have entered a long term uptrend. 

Recommended Asset Allocation (blueprint)

I call it the 25% Asset Allocation and it is simply as follows:

25% Government Bonds and Fixed Income Bonds

25% Treasury Inflation Protected Securities (TIPS)

25% Equities

25% Opportunity

This basic model can be applied in many different ways depending on how actively managed you can be. 

Currently, given the overall high valuation of the equity market, I believe that only a 25% allocation is appropriate. There are many stocks and groups that have been reasonably valued with good earnings growth, REITS (Real Estate Investment Trusts), homebuilders and generic drug companies come to mind as examples. Also there are many different one-off individual cases that occur from time to time, which may not be highly correlated with the overall equity market. 

With a 25% opportunity allocation the equity exposure can be either increased to 50% or completely hedged as market conditions dictate, so there is a great deal of flexibility that can be applied within this model.  

I have given no category for a cash allocation because I believe as far as possible you should always be in short-maturity government bonds, even if they are as short-term as treasury bills, and you can almost always do better than in money market funds. Government debt has the highest credit rating and is free from state tax. Short-dated Treasuries almost always outperform money market funds.

TIPS provide real backbone to any portfolio producing guaranteed returns in both absolute and real returns and if extreme economic conditions occur they will outperform almost all assets, a minimum 25% allocation seems appropriate.

At the moment I believe that TIPS have become attractive relative to Treasuries. With the current uncertainty about inflation or deflation TIPS can be an each way winner, whereas Treasuries are either great if deflation wins out or terrible if the central banks are successful in generating inflation. Unless you have unique foresight Treasuries look like an investment coin toss. I would rather stick to trading positions in Treasuries.  So at the current time I believe that the TIPS allocation should be boosted at the expense of Treasuries (even to 50% Tips and 0% Treasuries).

With the bulk of the portfolio in low risk assets, and with risk management even further reducing the risk, the bulk of the portfolio has a very high degree of capital protection and low volatility. With this profile for 75% of the portfolio there is very little to worry about; you are in control. Whatever happens losses will be minimized. Then volatility starts to look like an opportunity rather than a threat. 

With the remainder of your portfolio you can allocate where the best opportunity is. In the last year this might have been in European government bonds, which with the appreciation of the Euro produced spectacular returns on both the currency and the bonds, or junk bonds in the US or any number of other opportunities -- but always with controlled risk levels.

This structure gives you a diverse set of assets, all with limited risk and the flexibility to respond to market opportunities as and when they arise. You are well protected to survive any market storms, and you have a platform to respond to any opportunity as it occurs with a level of risk that you can define.

Of course you can buy and hold equities and hope it works out. But what if that strategy opens up the possibility of significant losses? Do you want to take that risk? Don’t you think it is worth developing your own “plan B”?

Notice
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