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    Market Notes
 

I have decided to start a new free bi-weekly newsletter. Why? A number of people I know have been asking me about the markets. Investing as well as trading is an ongoing dynamic process. The only way I feel I can really help is by providing a regular comment on what I am observing, thinking and doing in the market. It is a good exercise for me to do anyway and I also believe that we are at a critical juncture where many people are particularly unsure about their approach.

 


I have been and will remain first and foremost an independent Trader/Investor. I have been doing this professionally since 1986. My livelihood has and still does depend on my ability to generate positive absolute returns in any market condition. As a result I have invested a significant amount of time over the years in finding out what works. Systems, strategies, analysis, historical perspective, money management and discipline are some of the elements. But ultimately it all has to result in a simple and effective decision making process. The learning and improving never ends but I have developed an effective toolbox to handle many different environments.

 

It is my belief that very few investment advisers have this depth of direct market experience, ongoing involvement or track record. In many cases the rewards of an adviser are not aligned with the results of their clients. Also as the US becomes more and more dependent on foreign capital an international perspective is increasingly important.

It is my hope that over time this newsletter will help people with their investment decisions.

 

Please let me know whether you would like to receive this E-mail regularly. Please feel free to forward it to anyone you think might be interested. If anyone would like to receive this on a regular basis please ask them to contact me at cbelchamber@msn.com and I will put them on the list. Equally, if you do not want to receive it let me know and I will remove you from the list.

    

     Let's get started
 


This week I want to focus on what I believe is the burning issue right now for most people - asset allocation. This is also the area where my own position is very much at odds with "conventional thinking".  Right now my asset allocation is:

 

        Cash                                                   20%

        1 to 2 year Treasury Bonds                   40%

        Treasury inflation-protected Securities   40%  *
        Equities                                                0%    
* I will review these securities in another newsletter. 

 

        Three Strikes and Out
 

I want to focus on why I have zero allocation to equities as this seems to surprise most people. There are three main reasons why I have no equities, which I will go into in some detail.

 

 
 1. The Equity market is in a long term downtrend.    

 

 2. The Equity market is very expensive historically.

 

3. The world economy is in an unusually fragile state with major      imbalances and risks.                

 

1. Downtrend.  The first point is the perhaps the most obvious. Without resorting to any technical definitions most people agree that if you look at a 4 year chart of SP500 (my proxy for the equity market), you will agree that the trend is down.

Fighting the trend is a very tough proposition. The probability of success is low. Holding a losing position against the trend without risk management opens up the possibility of substantial losses. Rule 1 of risk management is restricting losses to small amounts to preserve your capital. Rule 2 is do not forget rule number 1.  It may sound trite but the trend is key to trading and investment success. 

 

  
2. Market Valuation. One of the main approaches to valuing a share is a simple measure which calculates how much you pay for company’s earnings, the price to earnings ratio (P/E ratio). Simply the price divided by the earnings.   People tend to throw price to earnings ratios around like confetti without defining them or worse, distorting them to make the market appear cheaper than it really is. The key issue is what earnings should be used in this calculation. So what should we look at? 

 

 If you want to use earnings which are factual and can be compared to other periods of history you should use twelve month trailing GAAP earnings. These are the earnings every company has to report to the SEC and are a matter of factual history. Do not let anyone fool you with projected earnings which are typically overestimated guesswork. Also do not be taken in by pro-forma earnings which are becoming better known as EBBS (earnings before the bad stuff) earnings.

 

Historically, the ranges are as follows:

 

Equities are undervalued     (P/E ratio = 10)    SP500 is 300

                  average value  (P/E ratio = 15)    SP500 is 451

                  overvalued      (P/E ratio = 20)    SP500 is 601

 

The SP500 closed on Friday February 28 at 841, with a P/E ratio of 29 -   sobering numbers.  Historically bear markets reach single digit P/E ratios before a sustained upturn.

Before we jump out of the window lets get some perspective. The most likely scenario is that the next significant drop will be caused by the next recession followed by some sideways years with some bull markets mixed in and a final drop in the following recession later this decade. During this interim period the economy and earnings will grow so that we can get back to single digits on the P/E ratio without necessarily going back to 300 on the SP500. 

Who knows what the market gods have in store for us, but current valuation levels clearly suggest that a strategy of being a buy and hold investor in equities is a high risk strategy with a low probability of success.

 

3. The world economy.  The third point turns to the world economy. It is clear that the three largest economies the US, Japan, and Germany are currently fragile and this is now happening concurrently, leaving the world without a clear growth engine. 

 

Japan remains stuck in deflation as it has been for a few years now and recently unemployment has hit a new post war high. Germany seems to be heading in that direction as it is now probably in recession again, but without the prospect of adequate relief. Expansionary fiscal policy is ruled out by the stability pact. The Euro has been strengthening (around 20% against the dollar in the last year) and this restrains its exports which have been the only source of growth. Also the European Central Bank is probably cutting rates too little too late to help Germany.

 

 
The US is now confronted with an unsustainable current account deficit of 5% of GDP the only solution to which is either a weaker dollar (not helpful either to Japan or Germany) or a weaker domestic economy. 

The oil price is currently at levels which have preceded recession and, as Stephen Roach at Morgan Stanley has put it, with the low level of inflation worldwide we may be only one recession away from worldwide deflation.  So the world economy is currently in a box and this is also clearly not a promising background for equity investment. 

There is no need for your finances to suffer
As sure as day follows night, at some point the outlook will improve and the trend will change, but right now we have to get through the night. The economy and markets are ever changing and there are always things to do. As investors it is our mission to first of all survive whatever comes our way, and secondly find a way to prosper. To do this we need realistic observation and assessment and an appropriate strategy with clearly defined risks.

In today’s markets a buy and hold strategy in equities is a much higher risk strategy than many believe. It worked spectacularly well from 1982 to 2000. It was also a disaster from 1966 to 1982. The main priority for any investor is to preserve capital. Buy and hold is not a low risk strategy.

 

Investing is a dynamic process. There are many things that can be done even in the current environment with better risk/return outcomes. I will be reviewing these in future newsletters. 

 

Further recommended reading:
 

One of the best investment books I have read is "The Hedge Fund Edge" by Mark Boucher, one of the most successful hedge fund managers of the last decade (and currently 90% invested in treasury bills). If you want a detailed analysis of how to incrementally improve on strategy starting from buy and hold, get this book. 

To get a true historical perspective of how markets behave going back thousands of years I recommend "Tomorrows Gold" by Marc Faber. This will put the 1982 to 2000 equity market performance in its proper context - unprecedented.

 

For an excellent global economic analysis I highly recommend Stephen Roach and his team at Morgan Stanley, here is the link; http://www.morganstanley.com/GEFdata/digests/latest-digest.html , and look at the archive to see how right they have been. 

Notice

All material presented herein is believed to be reliable but we cannot attest to its accuracy. Investment recommendations may change and readers are urged to check with their investment counselors before making any investment decisions.

Opinions expressed in these reports may change without prior notice. Chris Belchamber (the author) may or may not have investments or positions in any assets or derivatives cited above.
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