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I. STRATEGIC FOUNDATION 

 

he evolution of the market since 2000 clearly points to a change in secular framework.  

Investing in a secular bear market requires a different mindset.  Basic “buy and hold” 

techniques work well in a secular bull market due to the absence of spectacular 

drawdowns.  In the secular bear market, however, “buy and hold” leads to very 

unsatisfying long-term performance.  The bear market interruptions set up a series of ups and downs that 

lead to little gain over the entire period.   

While that was clearly the case during 

the 2000-2009 period, the question 

now is whether we have exited that 

secular bear framework. Is this rally a 

continuation of the bear market ups 

and downs (the second bear market 

rally) or is this a new secular bull? 

To answer that question, we have to 

turn to valuations and historical 

context.  History surely does not 

repeat itself, but it does, as Mark 

Twain observed, rhyme.  Current 

valuations argue for not just a bear 

market context, but even a third 

consecutive “bubble” period. Indeed, 

after the most recent rally, the CAPE now 

exceeds 25, a level only seen two other 

times in modern market history – 1929 

and the late 1990s.  

Historically, without exception, bull 

markets have begun with extremely low 

valuations at the outset something we 

don’t currently observe. In fact, current 

valuations are more consistent with the 

beginning of a bear market rather than its 

end. 

 

 

T 
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In fact, since 1995 valuations have only 

been outside the upper quintile on one 

occasion (the 2009 bottom).  Even then, the 

massive drop in market prices only moved 

valuations into the middle quintile.  The 

only historical precedent that is even close 

to replicating a sustained period of 

overvaluation was the railroad boom of the 

1880’s.  That ended in a back-to-back 

depression that was, until the 1930’s, the 

worst in US history.   

To believe that a new secular bull market 

trend has been inaugurated is to suggest 

that market valuations have achieved a 

new paradigm entirely.  Since 1995, this 

sustained overvaluation has actually driven 

quintile calculations themselves upward.  

Using the pre-1995 historical context, the 

current market valuation exists in the 

upper decile of a 120-year period.  A bull 

market beginning from this state would be 

entirely outside historical norms. 

The rest of this report will attempt to 

evaluate factors along these lines.  First, 

has the market/economy entered a new 

paradigm? Is it different this time? 

Second, we will examine risks inside the 

current market rally itself, focusing on the shorter time horizons.  Finally, portfolio performance and 

construction is highlighted in the context of this overall report.  
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II. LONG-TERM EVIDENCE – Structural Evolutions 

 

 

he bull market of 1982-2000 brought with it a great number of changes to the stock 

market. Bull markets generally require a broadening of the investor base and this period 

was no different. As long as market participation increases, the bull market can be 

maintained. 

The previous bull market, in the 1950’s and 1960’s, drew a wider audience from technical changes.  

Insurance companies and pension funds opened stock investing to a new class of investors. It was no 

longer just the “very rich” that were able to invest.  Pension funds and insurance companies acted as 

aggregators to pool individual’s capital, resulting in an increase in ownership beyond just individual, 

extremely wealthy stockholders. 

By the end of the 1970’s secular bear 

market, change again acted to 

broaden the investor base.  Mutual 

funds became the primary vehicle 

for investors to participate in stock 

ownership, forming the base of the 

coming bull trend. 

The 1990’s represented the opening 

of that vast potential to its fullest 

form. The appetite for stocks was 

expressed in the growing proportion 

and presence of funds as the 

investment vehicle of choice.  That 

continued during the first bear market 

rally.  Since the bottom in 2009, 

however, the trend has flatlined. 

T 
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That suggests additional factors carrying the current market price trend rather than the typical broadening 

of the investor base.  There are clues to be found in the changing market structure.  If we examine stock 

prices through measures of risk, for example, there is a clear shift in market trends beginning in the 1990’s. 

There was a broad systemic change in the late 1980’s that was first “tested” in the early 1990’s.  Monetary 

policy moved through three distinct phases starting with bank reserve targeting, shifting to money supply 

targeting in the late 70s and then, sometime around 1982 to interest rate targeting.  

Interest rate targeting was fully adopted in the late 1980’s, though we still have no admission about 

exactly when that took place.  It wasn’t until 1994 that the interest rate target was even acknowledged in 

official communications, and until 

1997 that the Fed openly confessed 

to targeting the federal funds rate. 

It may seem like an innocuous 

change in policy, but it represented 

a paradigm shift in monetary and 

banking mechanics.  Interest rate 

targeting is an open-ended 

commitment by the Fed to 

maintain the target federal funds 

rate.   
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Popular imagination still posits the “printing press” inside the Federal Reserve, but it is the banking system 

that expands the money supply, not the Fed.  The combination of a low or “stimulative” interest rate and 

the implicit “reserve” promise of interest rate targeting opened the banking system to potentially 

unlimited “money” creation.  Further, this shift to interest rate targeting fed the growth of the so called 

shadow banking system. 

The results are obvious.  The shift to interest rate targeting, especially after it “worked” in the 1990-91 

recession, kicked off a new credit 

and money creation cycle in the 

banking system that was more or 

less continuous.  Shadow banking 

was only limited by the technical 

capacity of Wall Street firms to 

“make markets.”  Without periodic 

credit retrenchments, the parabolic 

trajectory of money and credit 

altered the way both markets and 

the economy function. 

The “consumer economy” was 

created via this debt channel.  

Interest rate targeting in a “stimulative” regime is nothing more than a directive to the shadow banks to 

create debt in order to finance 

economic activity. In a recessionary 

environment, that may make sense in an 

attempt to alleviate the declines in 

economic fortunes.  Unfortunately, the 

“stimulative regime” was simply never 

fully turned off. 

The household savings rate began to 

decline in the 1980s, but accelerated in 

the 1990’s as consumers and 

households became increasingly reliant 

on credit/debt to supplement earned 

income as a source for spending.  
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After the early 1990’s, household accumulation of debt balances outpaced not just income growth, but 

economic growth as a whole.  However, 

that was not a necessarily an entirely 

irrational change.  Where household net 

worth had largely been a function of 

bank assets (savings accounts or cash) or 

low-risk fixed income securities prior to 

the 1980’s, the opening of the mutual 

fund channel meant the household 

sector was able to change its marginal 

net worth calculation entirely.   

Throughout the 1990’s, household net 

worth was driven by stocks and other 

price sensitive asset classes.  But that 

trend was only able to develop as long 

as earned income could be supplemented by debt accumulation in the growing proportions of the 

consumer economy. 

The result of that changing 

economic dynamic was a de-

emphasis, at the margins, of 

earned income on the labor 

side, and an over-emphasis of 

profits on the business side.   

The falling share for labor 

meant a ratchet effect on 

spending supplementation.  The 

entire system would only 

“advance” as long as credit was 

available and flowing. We can 

see this clearly in mainstream 

economics’ own studies, 

particularly the estimates of economic productivity. 
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The chart below (from the BLS) essentially restates labor’s declining share of GDP into productivity and 

compensation terms.  Productivity is the essence of economic advancement, but such a gap with labor 

compensation can only be maintained if labor is being supplemented by another factor.  Absent such an 

artificial boost, productivity would be interrupted by revenue problems on the company side (as it was in 

the late 1970’s). 

What that means, in full, is that economic growth in the period where productivity and compensation so 

diverge is fully dependent on credit production and monetary imbalance.  That is the only way to bridge 

such a divide and sustain it for an extended period.  The net effect of monetary intervention in this 

manner, however, is neither a simple nor straight-line relationship.  There is “leakage” all through the 

economic and monetary channels. 

Mainstream and orthodox monetary policy is largely still predicated on the modern version of the 

equation of exchange: 

M * V = P * Q 

An increase in M, money supply (credit) with a constant velocity (V) should yield either an increase in 

prices (P) or economic activity (Q, sometimes denoted y for national income).  Thus, if the equation holds 

true, a “stimulative” program that leads to an increase in M, even if it is solely debt, should bring about a 

positive change in the economy and prices.  Since the Fed targets a small amount of inflation, that is 

consistent with the orthodox idea – they will tolerate a small increase in P to get some Q. 

The original equation of exchange, however, was slightly different: 

M * V = P * T 
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Irving Fisher, expanding on the work of John Stuart Mill, realized that an increase in the money supply 

could be used for any and all purposes; thus T instead of Q, where T denoted all potential transactions.  

That included financial transactions since economic agents might use new supplies of money (or debt) to 

purchase assets as well as consumer goods. The P in the original equation, then, suggested not just 

consumer inflation but “asset inflation.” 

After 1990, there was no shortage of methods to turn credit production into not just real economy 

lending, but asset purchases.  The most 

direct and obvious was margin balances 

in stock accounts.  In the early 1990’s, 

margin debt for accounts other than 

institutions was largely unheard of.  

Brokerage firms were very reluctant to 

lend for share purchases to anyone but 

their “best” clients. 

The rise of individual investors through 

mutual funds increased the appetite for 

margin debt.  By the time of the mania 

phase, stock accounts were perpetually 

indebted.  That indebtedness, and thus the potential for margin calls, totaled more than $100 billion by 

early 2000, including total margin debt of just shy of $300 billion (most of it concentrated in NASDAQ 

listed shares).   

In addition to directly contributing to margin debt in retail accounts, US nonfinancial corporations began 

to fully lever their operations.  Again, as a matter of policy, that was the intended effect.  Corporations 

that borrowed “cheaply” during the stimulative periods were responding as expected by the Fed.  The 

increase in borrowing capacity at financial firms was an intentional monetary evolution increasing balance 

sheet capacity to create credit into shadow conduits.  As much as the housing bubble has been associated 

with shadow banking, it was in no way limited to mortgages for the household sector. 

Nonfinancial corporations borrowed 

both through traditional bank 

channels as well as through the bond 

market.  However, the uses of 

borrowed corporate funds varied 

over the decades, taking an 

unexpected turn beginning in the 

mid-1980’s.  Prior to that time, most 

corporate “investment” funded by 

leverage was tied to facilities and 

inventory. In the 1980s businesses 

began to experiment with “financial 

investments” rather than being solely 
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concentrated on productive investments in capital equipment and inventory.   

It was in the 1980’s that we saw the first large asset bubble.  The junk bond period 

marked a use for credit that fell outside the traditional equation of exchange and 

into financial transactions.  Borrowed 

funds were primarily being funneled into stock prices via LBO’s, the net result of which was borrowed 

corporate cash purchasing public shares (M&A).  That decreased the amount of shares available at the 

margins and pushed equity prices higher. 

There was a noticeable lull in this corporate frenzy in the early 1990’s due to the S&L crisis.  However, by 

the late 1990’s and especially the decade of the 2000’s, nonfinancial corporate borrowing for “financial 

investment” returned with activity an order of magnitude greater.  This time, instead of solely focusing 

on M&A, corporate managers realized that they could influence their own company’s stock price, and 

thus their own compensation, via stock prices.   

The primary tool was the share repurchase plan.  Between 2004 and the end of 2008, the S&P 500 index 

divisor decreased by a large 6.9% as a result of fewer shares (both M&A and repurchases, though more 

of the latter).  In the third quarter of 2007, companies repurchased $180 billion worth of listed shares.  

For all of 2007, the height of the previous repurchase boom (driven by credit), $589 billion, more than half 

a trillion dollars, of listed shares were repurchased by their companies (table on page 9). 

That fed a growing disconnect between economic performance and market price performance in stocks 

(not just housing).  It was such a noticeable change that even the FOMC commented, yet could not fully 

understand what had taken place.  At the May 2007 FOMC meeting, just as the housing bust was 

developing alongside these extremes in corporate debt and repurchasing, San Francisco Fed President 

Janet Yellen (now Vice Chair, and likely next Chair) noted, 

“Relative to the second half of the 1990s, both the pace of productivity 

growth in the IT sector and the pace of investment in equipment and 

software have slowed, and these factors have probably depressed trend 

productivity growth slightly in recent years and are likely to continue 

depressing it somewhat going forward. 

“But the hypothesis that the recent decline in productivity growth is 

mainly structural does not seem to me to square well with the broad 

range of available evidence. Recall that in the 1990s there was a whole 

constellation of evidence—including a booming stock market, robust 

consumption, and rapid business investment—that was consistent with 

a hypothesis of a lasting increase in the rate of productivity growth. In 

contrast, over the past year or so, business investment in equipment has 

been very sluggish and more so than seems warranted by the 

deceleration in business output.” 

Neither Ms. Yellen, nor the FOMC, made the obvious connection between credit production, nonfinancial 

corporate business choices and the growing asset bubbles.  They picked up on the macro-economic 



11 | P a g e  
 

effects, but were not capable of teasing out anything insightful because their academic framework limited 

their understanding to the modern equation of exchange that dropped “transactions.”   

In reality, what they noticed in 2007 (and before) were companies now fully eschewing productive 

investment (capex) for financial investment (repurchases), a change in behavior that should have been 

appreciated more fully.  It was not enough to simply recognize that companies had changed their entire 

“investment” priorities in this manner; it demanded knowledge of both “why” and “how” it happened. 

There are numerous additional channels for credit growth to affect market prices, both direct and indirect, 

but the net result of their combination is the change in the paradigm of stock valuations that appeared 

on Pages 2 & 3.  Since 1995, stock valuations moved out of their historical norms and have remained there 

due to behavioral changes and financial evolution inside and outside banking.  Household behavior has 

been affected, as has corporate.  Both the economy and markets depend on debt creation for flow and 

maintenance.   

Markets have been less challenged in that respect, due to the ease at which corporate businesses can 

garner leverage in this wholesale system.  The real economy, on the other hand, has seen nearly every 

debt channel transmitting monetary policy to households and consumers “clogged.”  As mentioned above, 

because businesses have been able to access the debt flow, asset prices, especially stocks, have thrived 

on any leverage expansion.  The real economy, however, cannot without a broad available channel such 

as mortgages or consumer credit (beyond government-driven student loans). 

 

 

 

 

III. SHORT-TERM CONCERNS – Being Aware of  

                                                        Potential Triggers 
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s a matter of experience with asset bubbles, there can only be one possible outcome.  

While bursting bubbles do not have uniform damage profiles, the “downside” range of 

their end is, even in the best case, serious enough to imperil investment strategies that 

depend on market performance.  As a result, the next course of action after 

determining the presence of an asset bubble (or even a bear market rally inside a secular bear market) is 

to study and recognize potential trigger events.  

It is near impossible to determine the exact nature of price reversal, and certainly and fully impossible to 

predict its timing, but that does not mean we should not attempt to identify and understand risks.   

 

 

 

LIQUIDITY 

What is liquidity and why is it important? We hear this term a lot in relation to Fed operations but it is a 

widely misunderstood term, even, it seems, by the Fed itself. Liquidity refers to liquid assets such as cash 

or cash equivalents and other assets that can be quickly converted to cash. In the case of a market, a stock 

or a commodity, it refers to the ability to transact in that market easily, without moving prices 

dramatically, due to the presence of a sufficient number of buyers and sellers. Liquidity is important in 

the financial system, as we found out during the 2008 crisis, because the liquidity of a market or 

instrument can change rapidly creating a chain reaction in other markets and instruments. 

The most basic way financial corporations manage liquidity is through what is known as the repo market. 

A repurchase agreement (repo) is nothing more than the sale of securities together with an agreement 

for the seller to buy back the securities at a later date. A bank needing cash for some reason would do a 

repurchase agreement with another bank using acceptable securities as collateral. There are numerous 

reasons a bank might use a repo rather than just sell some security outright. It might believe the security 

in question will rise in value in the future and doesn’t want to give up ownership. It might be that many 

of the securities it owns are illiquid and selling would move the price down affecting the value of other 

similar securities it owns. The point is that repos are nothing more than a cash flow management tool for 

financial corporations. 

The 2008 crisis was a classic liquidity crisis. Prior to 2007, one of the main forms of acceptable repo 

collateral was the mortgage bond. As the mortgage market imploded, lenders stopped accepting 

mortgage bonds in repo transactions. To manage their cash needs, financial institutions had to either sell 

securities outright from their balance sheet or post US Treasuries as collateral in the repo market. For the 

firms in the greatest trouble – Bear Stearns and Lehman – the mortgage bonds on their balance sheets 

were essentially worthless due to a lack of buyers and they didn’t hold sufficient Treasuries to meet their 

cash needs in the repo market. While many of the mortgage bonds ultimately recovered in value, these 

firms did not have sufficient liquidity to wait for the recovery. They had assets but insufficient liquidity – 

cash.  

A 
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Even better capitalized institutions faced liquidity problems which they solved by either selling securities 

outright or borrowing from the Fed, an avenue not available to investment banks such as Bear and 

Lehman. The conversion of Goldman Sachs (and a few others) to a bank holding company allowed them 

to meet their liquidity needs via the Fed window. The selling cascade that hit the markets in 2008 was a 

consequence of a lack of available liquidity to highly leveraged financial institutions, forcing them to sell 

what they could (corporate bonds, stocks, etc.) to support balance sheets bloated with things they 

couldn’t (mortgage bonds).  

So, liquidity is very important for asset prices and anything that interrupts the supply can cause rapid price 

changes as financial institutions liquidate balance sheet items to finance current operations. The Fed’s QE 

programs were intended to address this problem by providing cash (in the form of reserves) to financial 

institutions in exchange for US Treasuries and Agency mortgage securities. Unfortunately, it doesn’t 

appear to be working as advertised. Bank reserves do not have any correlation to liquidity or credit 

production. The reserves are not available to banks for their daily liquidity needs and therefore do not 

change the overall liquidity in the system. QE, for the banking system, is really nothing more than 

psychological reassurance that the Fed stands ready to purchase their balance sheet securities at inflated 

prices.  

In fact, QE may be actually reducing liquidity by reducing the supply of Treasuries available for the repo 

market. The open market operations of QE takes government bonds out of Primary Dealer inventory in 

exchange for idle (and largely useless) bank “reserves.”  In that important respect, QE actually reduces 

liquidity by removing collateral, as well as creating disincentives to lend collateral due to low rates.   

This reduction in collateral started to show itself as early as QE2. For the entire repo system, the largest 

source of bank funding and dollar funding for international trade and finance (eurodollar repos), there 

was a growing shortage that threatened to incite another “market event.”   

As collateral problems grew more 

acute, particularly given a 

European flavor due to growing 

distrust in foreign banks, firms 

scrambled to secure any and all 

securities that might be used for 

collateralized borrowing.  The 

effect on t-bills (the most 

common repo collateral) was 

obvious, as t-bill rates turned 

negative during the worst 

liquidity days in September and 

November 2011 (something not 

seen since the dark days in 2008).   

This lack of liquidity in the financial system 

contributed to the sharp market reaction of 

late July/early August 2011. While some 
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attribute the selloff to the US debt ceiling fiasco, the agreement to avoid “default” was actually reached 

on July 31.  Over the next week plus, stocks continued to fall, dropping a total of 20%+ by the time this 

short burst of illiquidity had run its course. 

In September 2012, the Federal Reserve announced QE3 to be confined in the MBS marketplace.  In 

December 2012, the FOMC went further with another round of QE (which I refer to as QE4) returning back 

to the UST market. 

However, as the chart on Page 14 above clearly shows, T bill rates began falling at the end of February 

2013.  At nearly the same time (early March) repo markets began to show sudden and intense bursts of 

shortages, not in bills but primarily focused on the benchmark 10-year US Treasury bond.   

Even more curious, gold prices were slammed at the same time in a selling cascade that very much 

mirrored the behavior of gold in the dire collateral days of 2008. 

After the Fed made some 

adjustments to the program, it 

seems they were expecting a 

return to “normalcy” in 

collateral and liquidity 

markets.  That did not happen, 

particularly as “taper” 

concerns grew with all the 

hints, allusions and 

suggestions coming out of 

FOMC member speeches and 

interviews. 

 

The bond market selloff triggered by the taper talk just further exacerbated the situation by reducing the 

available collateral in the repo market as the value of existing bonds fell.  The Fed has truly painted itself 

in a corner when both continuation of QE and 

even the mere mention of its end cause 

liquidity problems. 
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The taper talk tightening created a coordinated selloff of markets all over the globe – from US Treasuries 

to Indian rupees and Brazilian reals to Spanish euro-denominated bonds to interest rate swaps and cross 

currency futures. It appears the Fed was both surprised by the market’s collateral issues and unwilling to 

risk further deterioration (no doubt with political pressure from other economies caught up in the dollar 

liquidity vortex).   

That such a potentially small change in the pace of QE purchases could cause such a rapid dislocation 

suggests markets that are both overextended on artificial leverage (built on expectations for endless QE) 

and shockingly more fragile than expected.   

 

ECONOMY 

Economic observers and stock market 

participants seem to have settled on the idea 

that the economy will “muddle” for some 

unknown period of time before launching into a 

new and full growth phase.  That idea has 

supported the multiple expansion mentioned at 

the outset – markets are trading on optimistic 

expectations more than anything.  That is 

particularly true since the earnings cycle peaked 

in late 2011.   

The idea of a “muddle” economy misses key points of context.  Corporate revenues (not earnings) - the 

line item least susceptible to accounting 

shenanigans and therefore most 

reflective of macro-economic trends - 

are moving at a pace not seen since the 

first three quarters of the Great 

Recession.  

In fact, the entire spectrum of economic 

indicators is far more consistent with 

the opening stages of the Great 

Recession than a “muddling” economy.   
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When the FOMC convened in September the committee had just received a few 

weeks earlier a troubling inflation indication.  Rather than moving up toward its 

2% target, “core” inflation disturbingly 

remained at around 1%.  That indicated that 

economic growth might be receding, not 

advancing, and provided justification for the 

deferment of the tapering decision. It would 

also seem to indicate that QE3 and QE4 

were ineffective in raising growth, although 

that message doesn’t seem to have gotten 

through. 

Further, it appears that the inflection in the 

weak recovery after the Great Recession 

corresponded exactly with QE2’s first 

appearance in the summer of 2010.  What 

we see is an end to acceleration in the growth rate in 2010, followed by a very striking slowdown in mid-

2012. 

The end result of the 2012 slowdown 

was to bring growth rates to levels 

consistent with the first eight months of 

2008. 

This pattern makes sense in the context 

of inflation expectations.  QE2 was 

intended to raise inflation expectations, 

which were believed to bring about the 

“virtuous circle” of increased consumer 

spending and business investment.  

Rational expectations theory, the core of 

modern activist monetary policy, posits 

that individuals will move forward 

spending activity in the face of rising 

inflation expectations for future periods.  

Similarly, it is expected that businesses will 

invest in much the same way, particularly 

inventories, as a means to protect 

themselves against those future higher 

costs. 
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Thus, inflation should have been a net positive to the economy as theorized by 

rational expectations theory.  However, given the constraints on borrowing in the 

household channel, consumers have not acted on any inflationary impulses 

beyond absorbing commodity costs in their non-discretionary budget.  Further, 

the current incarnation of rational expectations theory does not account for the 

more complicated nature of business decisions.  As discussed above, businesses 

have more options for “protecting” 

themselves in the face of rising inflation 

expectations. 

As behavioral changes have become 

secondary nature at most large businesses, 

particularly public companies, any pressure 

on input costs, even if only expectations for 

future periods, are internalized as further 

emphasis on corporate cost structures.  

Instead of increasing inventory levels, 

for example, a corporation is more likely 

to reduce staff hours and pay while at 

the same time favoring share 

repurchases to make up any growth 

shortfalls in revenue. 

The net result is that these corporate 

pressures diminish the impulse to hire 

new workers, while further depressing 

wage rates in the aggregate.  The 

primary “headwind” in this recovery 

period has been the conspicuous lack of 

labor progress and business emphasis 

on profitability.  This is particularly true 

of a service-oriented economy where 

the idea of inventory growth as a 

protection measure does not at all 

apply.  A service business can only 

defend against input costs via 

controlling other major cost segments – 

labor. 

The net result is wage growth that has, 

at best, kept up with official measures 

of inflation.  That means there has been no real growth in national income since 

QE2.  Without sustained income growth, there cannot even be a sustained 

“muddle.” 
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That leaves the corporate sector as the last bastion of hope for a full-throated 

recovery.  However, with revenue growth at 

2008-levels and EPS barely positive (without 

financials, EPS for the S&P 500 has been 

negative for three out of the past five 

quarters), there is little incentive for 

businesses to suddenly take up the expansion 

impulse.  Monetary policy options have been 

pretty much exhausted and now the Fed’s 

credibility is also at risk as QE has not worked 

as advertised. 

Without credible growth pressure, given the 

lack of income growth, the trajectory of the 

economy seems to be more inclined to follow 

historical precedent.  While we have certainly experienced numerous structural changes post-2008, there 

is still an element of cyclicality. In every case where 4-quarter GDP growth has fallen below 2% a recession 

has closely followed.  We have reached “stall speed.”   

In the past three quarters the 4-Q growth rate in nominal GDP has been less than 4%; Q2 ’13 fell below 

3%.  Assuming an inflation rate of only 1.5%, the economy has been below “stall speed” for all of 2013.   

The risks to the economy are clearly on the downside despite mainstream analysis that still expects a 

recovery.  That is particularly true since mainstream commentary relies on orthodox models that simply 

assume growth will take place because of additional applications of QE.  Since QE failed to move the 

needle on inflation, it is difficult to assume that 

it will suddenly shock the economic system to 

life, particularly with a noticeable lack of even a 

small response a full year after resumption.   

It appears far more plausible now that five full 

years of extraordinary and emergency 

“stimulus” have failed to create robust 

conditions and we may have seen the “best” 

from this economic cycle.  An economy on the 
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downswing leaves overly exuberant markets very vulnerable. 

 

 

 

VALUATIONS 

Coming out of the 1969-70 recession, stock valuations on the S&P 500 regained much of their previous 

levels.  By the end of 1972, the market’s trailing P/E was back above 18, as was the cyclically adjusted PE 

(CAPE).  The very next month the S&P moved to a high near 120.  The index would not regain that level 

until the middle of 1980, seven and a half years later. 

Extreme valuations, however defined, tell us what may be expected from future returns.  In other words, 

an extreme valuation is signaling that most of the returns for an asset class are behind, with little room 

for future growth.  There are, of course, obvious exceptions – such as the dot-com bubble.  But in nearly 

every historical case where valuations have traversed into an upper echelon, future returns have been 

meager in the years after.   

Even in the case of the dot-com 

extreme, longer-term results have 

been paltry.  While the S&P 500 index 

has achieved new highs in the summer 

of 2013, that only represented a 12.5% 

gain (total) spanning just over thirteen 

years.  That yields a compound annual 

return of 0.9%. 

What peak valuations do not tell us is 

precisely how those meager returns 

will be produced.  In the case of this 

current century, we saw two drastic bear 

markets followed by two spirited rallies.   

Between the panic bottom in March 2009 and 

September 2011, market prices rose on 

earnings increases with a smaller amount of 

multiple expansion.  After September 2011, 

prices rose almost exclusively on multiple 

expansion.   Since March 2012, earnings on a 

trailing basis have actually declined 

somewhat, meaning 
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the rapid ascent in 2013 has been fully and exclusively based on expansion of market multiples. 

That is not necessarily, on its own, a troubling indication.  In the early 1980’s, the market rose exclusively 

on multiple expansion but from extremely low valuations coming out of the 1970’s secular bear market.  

It was not long, however, before earnings rapidly grew to supplant multiple expansion as the primary 

driving force (until 1987).   

In the current market environment, we have basically the opposite situation.  The economic foundation 

is not conducive to rapid earnings growth, meaning that the current expansion in multiples is based solely 

on perceptions or expectations.  Further, since this move did not begin with an undervaluation in the 

market, like 1982, it more closely resembles the “exuberant” phases of markets in their last stages of 

ascent. 

Adding to that is the extreme in margin debt, suggesting that investors are both enormously complacent 

and overextended in their long positions.  Hedging indications, such as the VIX and options skews, echo 

that assessment.  Managers and individual investors are as “long” as they have ever been, even when 

compared to the dot-com peak. 

The dangers of such 

complacency usually 

manifest once a trigger is 

activated, forcing selling to 

cascade, first as investors 

seek to hedge as 

complacency shifts to 

concern, and then to 

outright selling as concern 

is hit with margin calls.  We 

saw this kind of market 

action in the credit and 

currency markets over the summer, as complacency met taper.   

It is impossible to predict when or exactly how a market such as this will change or reach an inflection.  

We can only note the risks that are inherent in such extreme valuations.  If history is a guide, markets do 

not persist at such levels for long.  It is certainly possible, given the late 1990’s, to see even more extremes.  

It is difficult to see anything currently pushing valuations further, but that is the nature of bubbles – they 

have an impulse all their own, driven by intoxicating rationalizations, that continues until it doesn’t. 

In the March 2013 FOMC meeting minutes, there was reference to a staff report created at the behest of 

certain committee members concerned about the “risks” of extraordinary policy sustained over long 

periods.  The staff report did not conclude with anything specific (not surprising), but it represented a 

distinct change in attitude from the FOMC. 

“Some observers have suggested that a lengthy period of low long-term 

rates could encourage excessive risk-taking that could have adverse 

consequences for financial stability at some point in the future. The staff 
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surveyed a wide range of asset markets and financial institutions for signs 

of excess valuations, leverage, or risk-taking that could pose systemic 

risks. Low interest rates likely have supported gains in asset prices and 

encouraged the flow of credit to households and businesses, but these 

changes to date do not appear to have been accompanied by significant 

financial imbalances. However, trends in a few specific markets bore 

watching, and the staff will continue to monitor for signs of 

developments that could pose risks to financial stability”   

While that was a bland statement of generic concern and obvious interpretations, by May, the Fed’s 

Advisory Council noted,  

“There is also concern about the possibility of a breakout of inflation, 

although current inflation risk is not considered unmanageable, and of an 

unsustainable bubble in equity and fixed-income markets given current 

prices.” 

Concern over these kinds of risks, something the Fed has rarely ever acknowledged, were more than a 

contributing factor to market reactions to growing expectations for a September taper of policy.  Dollar 

markets, in particular, were pricing in a full change in monetary policy. 

 In the January 2013 FOMC meeting minutes, the genesis of the taper movement took place, 

“A number of participants stated that an ongoing evaluation of the 

efficacy, costs, and risks of asset purchases might well lead the 

Committee to taper or end its purchases before it judged that a 

substantial improvement in the outlook for the labor market had 

occurred.” 

That meant an element within the Fed’s policy setting body judged the potential for asset bubbles as a 

greater risk than lack of economic follow-through.  Taken in the context of chronology, there is a very 

strong sentiment that monetary policy has taken over market sentiment from any fundamental anchor.  

Market movements over such a small potential taper were exaggerated for this very reason – it was 

expected that the Fed would re-prioritize to the growing bubbles rather than the lack of economic growth. 

In September, just after taper was delayed, St. Louis Fed President James Bullard (one of the faction 

leaders more concerned about “low” inflation than bubbles) noted that the last few decades had seen 

“two gigantic bubbles” in the US.  “The bubble issue is a very alive and very salient issue for the FOMC,” 

Bullard was quoted as saying by the Wall Street Journal.  But that concern is dismissed in his faction’s 

thinking, because those bubbles were “obvious when they were at their peak.”  The implication is that 

since 2013 is not at an “obvious” peak, there can be no bubble.   

In 1999, CNN and other media outlets, particularly CNBC, were proclaiming a “new age of prosperity” and 

a “new normal” based on the prowess of leaders like Alan Greenspan.  That echoed a sentiment from the 

late 1920’s, declared by Irving Fisher, among others, as a new “permanently high plateau” for stock prices 

and the US economy.  Even Ben Bernanke’s 2005 remark on housing prices falls into this trap. 
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Bullard’s bubble comment and philosophy makes so little sense as to be unworthy of comment, not least 

due to the fact it is demonstrably false.  Bubbles grow because they are not obvious until after they fail 

(except to a small minority). What policymakers and investors need to keep in mind, particularly during 

periods of extreme valuations, is that the temptation to “wish away” and rationalize risks is even more 

powerful than when a bull market actually begins.  Human nature is a crowd chasing, herd mentality – 

there is always comfort in numbers. 

At extremely low valuations, nobody wants to own stocks at precisely the time they should.  The opposite 

is true at extremely high valuations.  However, contra Bullard, none of this is obvious at the time. 

 

 

IV. PORTFOLIO CONSTRUCTION  

 

 

In recognizing that market conditions exist inside a bear/bubble market that will eventually reverse, there 

are two broad outlines for portfolio strategy.   

1. Participate in the market rally to some extent, defined by comfort with 

risk and foreknowledge of dependence, to some extent, on timing; 

2. Do not participate at all, finding alternate means for returns and 

performance; since timing is such a crucial element it is better to not 

risk ending up as the Greater Fool. 

These two basic premises are not mutually exclusive, and can inform pieces of the overall portfolio as well 

as the whole.  Dependent on exact circumstances, the eventual portfolio strategy may utilize securities 



23 | P a g e  
 

that are appropriate in both premises.  In reality, a blended approach is much more typical, except in more 

extreme cases where risk aversion is either extremely high or non-existent.   

 

The basic outline presented above is not a rule, but merely a general guide to inform the broader 

contours of eventual portfolio construction as it winds its way into individual security selection.  For 

example, even in portfolios that are constructed to avoid as much market risk as possible, it does not 

necessarily prohibit the inclusion of small or microcaps, only that they should be limited in allocation. 

PEFORMANCE REVIEW 

The business of portfolio management is very much like professional sports since you are perceived 

largely in the short-term:  you are only as good as your latest numbers, or what have you done for me 

lately.  In the case of a conservative approach during a bear market rally/bubble, the “value” of the 

conservative portfolio seemingly disappears into an obvious disconnect with the market.   

Judging performance from the beginning of the rally in March 2009 (1st quarter), the underperformance 

is palpable and relatively large.  Thus the value of being conservatively positioned is not at all apparent.  

Outside of an evident reduction in volatility, the market value trajectories appear to be an 

insurmountable rejection of the strategy. 

Even adjusting hypothetical market performance for cash flows (large withdrawals in this case) does not 

change the overall trajectory/perceptions. 
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And so it appears conclusive that the conservative portfolio is a “losing” strategy.  However, such a 

comparison is incomplete, at best, and is not fully appropriate.  By definition, the conservative portfolio 

is designed to underperform the market in a rally.  Taking less market risk means intentionally giving up 

potential upside.   

The benefits of such a strategy become very clear when changing the overall context of review. 

The sample portfolios contained in this report are actual client portfolios, 

included for illustration purposes only.  Past performance is not indicative of 

future results, and the accounts cited above may not represent all potential 

outcomes of any conservative approach. 
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Because there was conservative positioning in the prior bear market bust, the portfolio, though still 

experiencing a great deal of pain, well outperformed the overall market.  Therefore, in that context, the 

rally and over-performance of the naked market since the bottom in 2009 is simply trying to catch up to 

where the conservative portfolio already resides. 

Taken as a whole, the conservative approach contains value that is not always readily apparent.  The 

objective of investing is not a short-term sprint, but a long-term marathon.  Ideally, it would be best to 

combine the approaches at the exact right time – conservative in the downturn, extremely aggressive in 

the upturn.  That would require, however, an element of market timing skill that is simply not realistic. 

If you were to distill the essence of this conservative approach, it is taking the lessons of history to heart.  

Namely that reducing the downside volatility from the secular bear market is “better” in the long run 

than trying to over-position and participate to the fullest extent in the inevitable rallies that will occur.  

In other words, managing risk is the key to longer-term success. It is focus on the drawdowns, not the 

rallies, that generates long-term performance.  That lesson holds as long as the secular bear market 

trend is maintained.   

 

hat the conservative, non-market approach offers is an emphasis on the 

downside and risk management that is sorely lacking in the industry.  Retail 

investors, in particular, are left choosing among numerous strategies across 

funds and account managers that appear to be differentiated, but in fact are 

really just some variation on “long only.”  The only attention paid to risk 

management is typically “diversification” or some kind of passive asset 

allocation.  Neither of those, however, solves the secular market problem. 

The only way to successfully navigate a full secular bear market, with all its violent swings up and down, 

is to take an active and strategic approach to market risk.   

W 
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Alhambra Investment Partners (AIP) is an SEC registered investment advisor.  AIP’s Form ADV, Parts I & II, including the firm’s 

disclosure brochure, are available upon request or online at www.adviserinfo.sec.gov. All research and analysis is done by AIP 

staff.  All material contained in this report is for educational purposes ONLY.  These reports do not take into account specific 

investment criteria of individual clients.  All opinions expressed are current opinions as of the date indicated on the reports and may be 

changed without notice.  Information obtained from various sources is believed to be reliable but AIP makes no guarantee of the 

accuracy or completeness of such information.  No investment recommendations are given or implied.  Past performance is no guarantee 

of future results.  
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