
        
            
                
            
        

    
  Bear Markets! When finance turns upside down


   


  David Kauders


   


   


  The right of David Kauders to be identified as the author of this work has been asserted under the terms of the Copyright, Designs and Patents Act, 1988.


  Nothing in this book constitutes a financial promotion for the purposes of section 21 of the Financial Services and Markets Act 2000 (United Kingdom).


  This book is intended to inform the public about reasons for the state of the capital markets only and does not constitute and should not be construed as financial advice or an offer or a recommendation to purchase or sell any security. The opinions herein do not take into account any individual's circumstances, objectives or needs and each individual must make his/her own independent decisions regarding any transactions he/she wishes to enter into. Therefore, nothing in this book should be construed as financial advice for the purposes of the Investment Advisers Act of 1940 (USA).


  Before entering into any transaction, each individual is urged to consider the suitability of the transaction to his/her particular circumstances and to review independently, with professional advisers as necessary, the specific risks involved, in particular the financial, regulatory and tax aspects.


  No warranty is given with regard to the accuracy or completeness of any information herein. The author and publisher disclaim any liability or responsibility for any loss arising directly or indirectly from the use of any material in this book.


   


  All rights reserved.


  © Sparkling Books Ltd 2016


  Edited by Sue Merron


  Cover design Rosangela Cuffaro / iStock.com/ Wildpixel


  1.1 European e-book edition


  ISBN (e-book): 978-1-907230-53-0 (European),


  978-1-907230-56-1 (USA) 


  ISBN (print): 978-1-907230-54-7 (European),


  978-1-907230-57-8 (International)


   


  By the same author


  The Greatest Crash: How contradictory policies are sinking the global economy


   


  Diagrams


  Figure   1 The long-term equity top in London


  Figure   2 FTSE 100 adjusted for inflation


  Figure   3 Long-term graph of the S & P 500 index


  Figure   4 Long-term graph of the Dow Jones Industrial Average


  Figure   5 Adjusting the Dow Jones Industrial Average for inflation


  Figure   6 Recent history of the FTSE 100 at early 2014


  Figure   7 Another view of the FTSE 100 at early 2003


  Figure   8 1929 to 1932


  Figure   9 The bull and bear market in Japan


  Figure 10* The pig cycle


  Figure 11* Expansion and contraction of inventory


  Figure 12* Service industry capacity cycle


  Figure 13* Crashes form a new economic cycle


  Figure 14 In the bull market, volume rises when prices rise, and falls when prices fall


  Figure 15 Price and volume move the opposite way to each other in the bear market


  Figure 16 Elliott wave pattern of bull market


  Figure 17 Elliott wave pattern of bear market


  Figure 18 Three wave bull market correction


  Figure 19 Three wave bear market rally


  Figure 20 The bear market in oil


  Figure 21* Learning from Japan’s great bear market 


   


  For the latest versions of Figures 1, 3, 4, 8, 9 and 20 with complete scales, please refer to The Chart Store, http://www.thechartstore.com 


   


  * These diagrams and graphs are available free at www.sparklingbooks.com/diagrams.html


  Introduction


  This book is unconventional. It investigates times when financial markets misbehave, when money is lost rather than made, and when the broad assumptions of how economic and financial relationships are widely expected to work no longer hold true.


  Just over three years ago, in my book The Greatest Crash: How contradictory policies are sinking the global economy1, I introduced the concept of the financial system limit. Although one financial newspaper did have the courage to say “Radical thinkers might have a point”2 the immediacy of rising stock markets distracted from deeper consideration. Now, once again, financial markets are turning adverse.


  Further work by my colleagues and me has led to another concept: that there is a new economic cycle which now dominates economies and markets. I explain this concept and how it relates to the economic and financial problems of our time.


  I will show how bear markets3 behave, including technical and structural points that date back well over a century to the original work of Charles Dow. I have added some relevant history to draw out the lessons that I believe matter. The most significant lesson is to keep out of those markets that are in a long-running downward trend as more and more people are converted to disillusion, a view that is rarely stated. Trading a bear market is akin to gambling with the odds heavily against the player.


  My detailed text and examples of bear markets concentrate on stock markets. However, the mechanism of credit creation, which has led the world to the present sorry impasse, applies to a number of other investment markets. Any market that rises in price while the credit supply expands behaves similarly when the trend changes.


  A prime example is property: commercial, residential and land. The time-frames for property markets are much longer because the instant trading of stock markets is replaced by transactions that take months or years to arrange, making property an illiquid investment; nonetheless, property investment behaves much the same way as equities, with the same patterns of bear market behaviour, spread out over those longer time-frames.


  Commodities have become a fashionable investment in recent years. Once seen as an essential component of production, they have now become another gambling chip to be traded on exchanges. Surplus credit found a home through devices such as exchange traded funds, driving the price of commodities up. Commodities are also subject to bear markets because their price relates directly to the flow of credit. The general rules for bear markets that I define in this book also apply to them.


  I have written this book from the point of view of British capital markets. However, the experiences and arguments apply just as much to American markets and European markets. All capital markets that turn adverse exhibit similar patterns of behaviour.


  There is a time to buy and a time to sell. I am not against equities per se; when equity markets offer value, I will recommend them.


  For now, though, every investor has to face the crucial question: what should I do? I hope to illuminate a different way of thinking about capital markets, one that aims to preserve wealth instead of losing it. Read on and see for yourself.


  David Kauders


  Zug, Switzerland, January 2016


  1  The long-term equity top


  Since the end of 1999, the London stock market has formed a massive long-term top. The main index, the FTSE 100, has been unable to decisively exceed the intra-day peak of 6,950.6 reached on 30th December 1999. The minor rise above that level in early 2015 was of no significance4. 


  Figure 1 shows how the FTSE 100 has behaved before and since 1999:


  
    [image: ]
Figure 1: The long-term equity top in London.
  


  Chart courtesy of The Chart Store (http://www.thechartstore.com)


   


  First impressions tell us that the broad London market, as evidenced by the FTSE 100 index, has made three assaults on the 7,000 level. Two attempts to rise above 7,000 have already failed and the third is now failing. However, graphs of the FTSE 100 share index do not tell you the whole story. There are deeper factors:


  
    	
      Many individual investors prefer to look at the track record of an investment (or investment manager) and therefore purchase nearer the peaks, while sale transactions are nearer the troughs. We will look at this behaviour later, but for now the reader should note that investors who bought when the FTSE 100 was above 6,000 in 1998 and 1999 are unlikely to have made any significant profit.

    


    	
      Over a period of time, the random ups-and-downs need to average out to a total return figure. As a minimum, a positive total return is needed to make any investment exercise involving risk worthwhile. This total return will be a percentage. Thus, if your portfolio is to average 5% per annum, then for an investment term of ten years it should grow by 62.89%, thanks to compounding: the 5% annual increase is on the previous year’s value, not the original value. Each year the monetary increase should be a little more than the year before. Figure 1 is a logarithmic scale, that accurately reflects percentage returns: the same vertical rise or fall reflects the same percentage change. A graph plotting a linear scale can give a misleading impression, because the same percentage change up or down is represented by a larger vertical change than on a logarithmic scale.

    


    	
      Plotting an index ignores costs. All investors, even those using execution-only services, incur costs. Visible costs include brokers’ commissions and management fees. There are also invisible costs: the price spreads that market makers take. 

    


    	
      The index only shows capital values: reinvested income is excluded from the index.

    


    	
      This index is revised every three months, with rising companies displacing poorly performing ones. Not all investors’ portfolios are adjusted for such changes. Thus, over time, investors could find their portfolios underperforming compared to the index.

    


    	
      There is no adjustment for inflation.

    

  


   


  Here is a bar chart of the FTSE 100 adjusted for inflation. I have taken only year-end values for the FTSE 100 (with the opening value at 3rd January 1984) and year-end values for the UK’s corrected retail price index (RPIJ). Figure 2 shows the outcome: 
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  Figure 2: FTSE 100 adjusted for inflation (annual data points)


   


  The London market failed to break through the massive top at around 7,000 before inflation adjustment; allowing for inflation adjustment, the market went backwards.


  Now consider American markets. There are two indices that matter, the Standard & Poors 500 (Figure 3) and the Dow Jones Industrial Average (DJIA, Figure 4). Let’s look at them both, using logarithmic scales:
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Figure 3: Long-term graph of the S&P 500 index
  


  Chart courtesy of The Chart Store (http://www.thechartstore.com) 
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Figure 4: Long-term graph of the Dow Jones Industrial Average
  


  Chart courtesy of The Chart Store (http://www.thechartstore.com)


   


  Both these charts follow much the same pattern. They show the upset of the dot-com boom and bust and the bigger upset of the credit crunch. Even though both charts are rising, they convey a warning. More time has passed since the credit crunch than elapsed between the dot-com bust and the credit crunch. Another upset seems overdue. We will return to this in the next chapter.


  The S&P 500 is constructed much like the FTSE 100, weighted by capitalisation, with quarterly revisions. The same broad comments that I made about the FTSE 100 also apply. The Dow Jones Industrial Average (DJIA) is an average of prices, not weighted by capitalisation, and therefore it neither tracks the broad market nor does it represent many portfolios. Nonetheless, everyone follows the DJIA and therefore I have included it.


  To understand the broad effect of inflation, I have taken end-of-year data for the DJIA and again adjusted it for US inflation (using the all items US consumer prices index, CPI). Figure 5 shows the result as a bar chart, using a linear scale:
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  Figure 5: Adjusting the Dow Jones Industrial Average for inflation


   


  In inflation adjusted terms, it took 14 years before the market reached the 1999 level again. During those 14 years, investors had no reward for risk. The trivial rise in 2014 hardly compensates for all those years.


  Let’s take another look at how the FTSE 100 index can be presented. Similar visual impressions can be created from the other indices.


  This is the six-year record as you might have seen it in autumn 2014 (Figure 6):


  
    [image: ]
Figure 6: Recent history of the FTSE 100 at autumn 2014
  


   


  This looks like a steady progression upwards with a couple of setbacks from which the market recovered. However, by selecting a time period beginning when the market was down after the credit crunch and using an arithmetical scale, it gives the impression of steady gains.


  A different extract from an earlier time leads to a different impression (Figure 7):
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  Figure 7: Another view of the FTSE 100 at early 2003


   


  Figure 7 is again selective. It only shows the dot-com crash, when the market was falling, and therefore gives a broad impression of decline.


  Of course, I have chosen time periods carefully to give particular visual impressions. We will see later how to distinguish a bear market rally (that is, a counter-trend rise in prices) from a new bull market.


  Past equity bear markets


  Two past bear markets have entered popular consciousness. One was the Wall Street crash of 1929. Figure 8 shows the history:
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Figure 8: 1929 to 1932
  


  Chart courtesy of The Chart Store (http://www.thechartstore.com)


   


  The fall in the New York market from 1929 to 1932 is widely known as a crash. It was a severe bear market wiping out roughly 90% of capital values. Even twenty years later, the market had not recovered the lost ground. It was 1954 before the DJIA reached its 1929 peak again.


  The second bear market to have entered popular consciousness is the one in Japan after 1989. We shall be investigating the Japanese market more closely in Chapter 5. For now, I simply wish to demonstrate the lack of rewards Japan has offered for almost a quarter of a century (Figure 9), using an arithmetical scale to emphasise the point:
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Figure 9: The bull and bear market in Japan (arithmetical scale)
  


  Chart courtesy of The Chart Store (http://www.thechartstore.com)


   


  Until the end of 1989, prices rose rapidly. Then everything changed, and after the initial falls, the main Japanese index has simply gone round in circles. Investors who chased the rises in the mid to late 1980s have found themselves largely out of pocket. Instead of steady rises, violent swings have become the norm.


  Nobody wins in an equity bear market


  There are many books offering to help you make money in rising (bull) markets; few spell out the risks of a prolonged bear market.


  In falling (bear) markets, the hardest lesson of all is that there are few winners. Trading the swings is high risk and mistakes are inevitable; timing is very difficult. Whereas in a bull market it is possible for equity investors to hold on and ignore fluctuations, in a bear market the trend is against those who invest in equities.


  The history of bear markets is:


  
    	
      an 89% loss in Wall Street between September 1929 and June 1932, provided investors did not trade;

    


    	
      a loss of some 50% from the peak of Figure 9 in Japan (December 1989) to 2015;

    


    	
      losses in real terms for many investors.

    

  


  2  Why are there recurrent financial crises?


  Financial crises are now a fact of life. The crises keep coming, each one seemingly more threatening than previous ones, with every recovery taking longer yet having less effect. The world is now moving into a rerun of the credit crunch, albeit with some differences.


  Bad debts in banking were the proximate cause of the 2007/2008 credit crunch. However, in pointing the finger at bankers, politicians drew attention away from the policies they had followed in the period leading up to that crisis. Those policies were to rapidly expand the money supply, encouraging consumer borrowing and spending. This produced artificial growth and sub-prime derivatives products, but little substance.


  The rerun has been led by the same generous money supply policies, resulting in a renaissance of other types of questionable financial products. The risk areas have changed: instead of sub-prime mortgages the world now has to contend with hybrid investments. These are sold as having fixed interest characteristics but they can be transformed unexpectedly into much riskier securities.


  Shadow banking is another unknown risk area: businesses that are not banks, providing bank-like services. The growth of shadow banking should be of great concern. Banks are highly regulated. This cost of regulation opens the way for other less-regulated businesses with lower overheads to provide bank-like services at lower costs. Nobody knows quite how shadow banking will behave in a serious downturn, since there has been nothing like it in the past. There was an early warning when difficulties hit a Bitcoin exchange early in 2014; however, Bitcoin is a tiny fraction of shadow banking. 


  The financial system limit


  Credit and debit form the basis of our financial system. They are equal and opposite. Central banks expand the money supply by creating credit. If they are to succeed in translating the extra money into economic growth, businesses and the public must borrow that credit and spend it productively.


  New personal borrowers are now a rarity and many existing ones already have more than enough debt to service. Seeing a mood for austerity and noticing the lack of profitable business opportunities as price competition hits all industries, banks are more careful about who they lend to and have reduced the supply of business loans. As new lending shrinks, economic activity stagnates, unemployment rises and the existing stock of debt becomes harder to service.


  Taking Britain as an example, total debt now accounts for over six times the annual output of the British economy. There are three major components of debt: borrowing by government, by businesses and by households. Given that public debt is less than one times GDP5, business borrowing is static and some households have no debt, it follows that the most highly indebted households may have debts of as much as ten times household income. How can households that have already borrowed heavily contribute to economic expansion?


  This is the financial system limit: lack of new borrowing plus excessive weight of debt obligations from past borrowing combining to slow economies down. Therefore, the financial system cannot be expanded indefinitely. This limit is a barrier whichever way policy makers turn. Imagine the lid on a boiling pan: enough steam can lift it for a while but it always snaps back into place when the steam runs out. Creating more credit will not solve the world’s economic problems.


  Academics have also noted the limits to debt growth6, yet governments are still attempting to expand the money supply in the belief that this is a useful economic policy. Monetary expansion brings a minor recovery from recession then either causes short-term retail price inflation or asset price inflation. Any resulting retail price inflation is transient, fading away in a year or two. Asset price inflation lasts longer but also fades when the next crisis appears7. Each economic stimulus is larger, costs more and has progressively less effect.


  Note that it is total debt that matters, since this reflects the burden on each nation. Britons work so hard for little reward precisely because their total debt is some six times GDP. Politicians have focused more on government debt, which is now only a small fraction of the problem. The agenda of British politicians excludes any admission that families are loaded with personal debt as a result of their past policies. Despite political spin, British living standards on a per-capita basis have not grown much beyond the level of 2007, so Britain is well on its way to a lost decade in which there has been no economic growth.


  It is likely that higher unemployment will persist for years causing a worse rise in household arrears and repossessions (that is, defaults in the private sector) than has been known previously. Both high unemployment and the expansion of part time employment at the expense of full-time jobs mean that the capacity of households to service their existing debt is shrinking.


  Quantitative Easing and bail-outs have probably destabilised international capital flows. America created money, China borrowed it depressing the dollar, Chinese businesses expanded and sold to the West which imported more. Ignoring the growing debt burden, everyone appeared to gain. But reversing the flow to repay debt turns everything into loss for both the West and China.


  Economic cycles have changed


  Economies do not grow (or shrink) in straight lines. The cyclical nature of economic activity is well understood by seasoned businesses. Although the detail differs, all the economic cycles that I will now describe follow a similar pattern.


  As an example of cycles, the pig cycle in agricultural societies is the simplest. Figure 10 shows how it works:
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Figure 10: The pig cycle
  


   


  Rising prices encourage more farmers to choose pig breeding. Pigs need little land and feed off waste. As the supply of pork expands, prices stop rising. Too many pigs are bred, prices start to fall and some farmers exit the business. Once supply falls too low, the cycle starts again. The pig cycle usually lasts three or four years.


  As societies changed from agricultural to industrial, the pig cycle ceased to dominate. Instead, the inventory (stock) cycle took over. The main cycle that students of economics are taught about is the expansion and contraction of inventory (Figure 11):


  
    [image: ]
Figure 11: Expansion and contraction of inventory (also known as stock)
  


   


  Manufacturers and retailers carry inventory (i.e. stock of goods for sale). Total inventory grows both in response to rising prices and because new businesses enter the market. When there is too much inventory, prices start to fall as surplus supply is offered to the market. Then liquidation sales follow, with some businesses closing. The cycle usually lasts four to seven years.


  Again, with the decline in manufacturing and rise of service industries, the inventory cycle had less effect. Consumer societies were dominated by services and in these a different cycle was at work. The capacity of service industries expanded and contracted as the cycle proceeded (Figure 12):
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Figure 12: Service industry capacity cycle
  


   


  Rising demand draws more players into the game. In the early stages, services are delivered personally: they need to be available at the point of demand. Gradually, individual services are replaced by mass service providers who acquire fixed costs (computers, premises, people: people are no longer a variable cost) and when the recession comes round, only price competition to achieve volume is possible. In this situation, not every business can earn enough financial contribution to overheads, to cover those fixed costs.


  However, if you think about the crises of recent years, the one thing that stands out is how they keep recurring. The major ones from the past thirty years are:


  
    	
      the 1987 crash in New York and London;

    


    	
      the crash that began in Japan in 1990;

    


    	
      the 1997 Asian crash and the collapse of Long Term Capital Management in 1998;

    


    	
      the dot-com boom and bust;

    


    	
      the credit crunch.

    

  


  What did all these events have in common? Each was “solved” by central bankers deliberately expanding the money supply, generating some recovery, then a few years later yet another crash followed, requiring even more extreme measures to “solve” it.


  A new economic cycle has now displaced the service capacity cycle. It is the cycle of crashes, but how exactly does this new cycle function? (Figure 13):
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Figure 13: Crashes form a new economic cycle
  


   


  The cycle starts with a crisis that has a specific origin, every one of which is different, and the authorities respond with bail-outs and extra credit. The extra credit causes a temporary recovery but some of it flows into asset prices rather than productive economic growth. After a while, bad debts start to rise, interest payments on increased borrowing restrict growth and a downturn in economic activity ensues. A new, different, specific crisis is the inevitable result. Greece is the latest incarnation.


  Financial crises are a recurring feature of our times. They occur because the system of debit and credit has reached end of life. Instead of allowing alternatives to emerge, society regulates finance into total conformity, ossifying existing methods.


  Policies of monetary expansion provide just a temporary sticking plaster. They are a short-term fix that add to bad debts and sow the seeds of the next crisis.


  The hierarchy of economic cycles


  Think again about the list of crises. Each has been bigger than the previous one and lasted longer. The effects have been more severe each time. And although the earlier ones were regional, the crises have become global since the dot-com bust. The crash cycle is now more significant than other cycles.


  There is a hierarchy of economic cycles:


  
    	
      The new economic cycle now dominates the global economy.

    


    	
      In advanced economies, there is a service industry capacity cycle. It is second in importance, since the new economic cycle is stronger.

    


    	
      In manufacturing economies, the traditional inventory cycle still exists and is effective in those Asian, South American and some Eastern European economies which are still dominated by manufacturing. It has less effect in advanced economies such as the USA and Western Europe, because these are primarily service-driven and are more prone to central bank activity.

    


    	
      In agricultural (mainly rural) economies, the pig cycle still exists. It also survives, little noticed, in the remaining agricultural parts of manufacturing and service economies. Agriculture is no longer the driving force of western economies and so agricultural cycles have less impact.

    


    	
      Even the less-advanced economies are exposed to the new economic cycle through trade. Excepting those that are largely insulated from the rest of the world (some African and Middle Eastern countries, also North Korea), manufacturing and agricultural economies trade with others.

    

  


  For the purposes of forming an investment strategy, the cycle that now matters is the cycle of crashes.


  The new economic cycle and the financial system limit


  Both the new economic cycle and the financial system limit are closely linked with one another. The financial system limit means that the recovery side of the new economic cycle does not bring lasting economic improvement. The downturn in the new economic cycle happens when credit creation reaches a practical limit. This was the story of the dot-com boom and bust, the credit crunch and the run-in to the latest upset.


   A different example arose with the sudden rise in the Swiss franc when the Swiss National Bank ended its peg to the Euro on 15th January 2015. The Swiss National Bank (SNB) took deposits from commercial banks in Swiss francs. Those deposits arose from the flight of money into the franc for its perceived safety and would normally have driven the franc up. At the same time, the SNB was printing money electronically, then selling the newly-minted francs to buy Euros. This stopped the franc rising against the Euro.


  The SNB’s balance sheet had expanded to about 80% of Swiss GDP and the SNB said this was unsustainable, possibly because they were concerned about imminent Quantitative Easing by the European Central Bank. Less noticed, mortgages priced in Swiss francs were spreading to other countries as the extra cash flowing into the Swiss franc was lent out. To borrowers, the attraction was ultra-low interest rates; risk was not understood. After the event, those borrowers faced, and still face, much higher debts, measured in their own currencies. 


  Money creation had thus hit the limit of what could be achieved. The flow of cash into Switzerland was transformed into currency risk for borrowers by a policy of keeping the franc from rising against the Euro. Both sides of the flow, Switzerland and the borrowers, now face recession: borrowers have to pay interest and repay debt at a worse exchange rate, while Swiss exports have been hit by the rise in the franc. The financial system limit has asserted itself as the new economic cycle turns recovery into downturn.


  The new economic cycle and stock markets


  Now let’s relate the financial crises that define this new economic cycle to stock markets. Referring back to Figures 1 to 5, it can be seen that since 1999, the downturns in the economic cycle have coincided with downturns in stock markets, after which those markets have at best retraced the lost ground. Prior to that, with the exception of Japan (Figure 9), stock markets seemed to recover from the cyclical events and rise to new highs.


  As the financial system limit bites, debt saturation will spread. Instead of flowing into asset prices, money will be consumed in servicing existing debts. Logically, the next stage will be falling share prices, with rallies that presage intermediate cyclical recoveries. Those rallies will be too weak to return share prices to levels at the long-term top.


  As the crises grow in scale, there is likely to be a long “bear” market, for which Japan provides some clues. The “bear” market will represent the failure of conventional economic policies as the financial system limit and new economic cycle combine together.


  3  The global economy, finance, business and politics


  Taking a broad view


  Markets cannot be isolated from the world at large and investment management must therefore consider the broad state of the global economy and how it is likely to change. These are the issues that matter:


  
    	
      The world is struggling to maintain steady economic growth and too many major economies suffer from economic stagnation and high unemployment.

    


    	
      There is a growing divide between the haves and have-nots. This is a natural consequence of monetary expansion. Those who have borrowed must pay debt service costs, while those owning investments and property have seen asset prices soar. Soaring asset prices produce a feel-good factor which in turn leads to the complacent assumption that markets will continue to be kind. Those with debts do not share the apparent prosperity, nor do they share the feel-good factor; instead, they face growing costs in real terms as inflation gives way to deflation.

    


    	
      This divide between haves and have-nots can be seen in the United Kingdom residential property market, since property and land prices have reached ridiculous levels. Those owning property feel wealthier, yet others struggle to borrow enough to buy, resulting in a “generation rent”. Standing back from the issues of individual households being richer or poorer as a result of higher house prices and considering British society as a whole, the gains in value for some have been offset by increased debts and higher costs for others. British society as a whole does not benefit, but inequality has increased.

    


    	
      The social state of the world is deteriorating: insurgencies, the backlash against immigration, anti-politics, a growing underclass of the destitute, scarcity of opportunity for the young. These are direct consequences of the lack of economic growth and the division between haves and have-nots.

    


    	
      Some of the major central banks in the world (those in the USA, UK and Japan) have been generously creating money for the best part of thirty years but despite this, inflation levels persistently undershoot targets.

    


    	
      Notwithstanding monetary expansion in Japan, economic stagnation has continued, as recessions alternate with trivial recoveries.

    


    	
      Europe is stagnating. This is probably a result of design flaws in the single currency, notably the lack of a central Treasury, the use of the Target2 settlement system8 to finance bail-outs and the incompatibilities of some Euro-zone members’ economies with those of the stable core countries. History shows that successful currency unions start with political union then evolve. Instead, in our crazy world, politicians decide how everything should be and then set their armies of bureaucrats to work at implementation. In the long term this does not work, because bureaucratic design merely denies and prevents evolution. 

    

  


  All of these points are inter-related.


  In Britain, policies of monetary expansion go back to the early years following World War II; in America, they date from severing the link with gold in 1971. However, the post-1945 era can be viewed in two broad phases. Until the early 1980s, monetary expansion worked, economies grew and inflation resulted from the increased money supply. Those were the easy years. Since the early 1980s, however, economic policy has been less successful. There have been a series of asset price bubbles followed by crashes and economies have gradually ceased to prosper. This has been a transition from the easy to the difficult years which are now inescapable.


  The changing financial environment


  Both businesses and investors need certainty but instead insurrections, political change, breakaway States, and the sheer complexity of legal demands, all combine to create an anti-business and therefore an anti-investment climate.


  Confiscation has become a serious risk. Once confined to parts of the third world, confiscation came to the developed world via the Cyprus crisis in 2013. On that occasion bank deposits over €100,000 were partially confiscated. Confiscation risk can be reduced by spreading essential deposits around, so that they are treated as individual protected small deposits, but clearly this is a tactic of limited benefit when large sums are involved or if a national rescue fund runs out of money.


  When the money supply was expanding productively, banks rarely went bust. There were relatively few bank failures in the expansionary period that lasted from about 1950 to the early 1970s. The secondary banking crisis that London experienced in 1974 only affected relatively minor players. However, when the credit crunch struck, large banks were affected and bail-outs were needed in both Britain and America.


  Money lost on loans that cannot be repaid is deducted from bank capital. When the losses exceed capital, the bank becomes insolvent: it will never have enough cash to repay depositors. The political priority has been to keep the public’s savings safe and therefore politicians have adopted schemes to keep failing banks afloat. Two frequent methods are using public money to replace the lost capital and imposing levies on other banks to replace lost savings. Politicians do not like spending public money; nor do banks like paying for the mistakes of others. Since the last financial crisis, regulators have encouraged banks to raise capital using hybrid bonds that can be changed into equity. The idea is that in a crisis, these bonds will be converted and their holders will share in the losses. This transfers losses from the State and other banks to investors such as collective (mutual) funds and pension funds.


  The other cause of insolvency that banks, just like all businesses, can face, is lack of cash or liquidity. In such cases the bank has enough assets from outstanding loans to repay deposits but if depositors demand their money back before those loans are repaid there will be a run-on-the-bank scenario. As long as the bank is solvent the authorities can either try to encourage another bank to take it over, or close it and pay creditors off slowly from maturing loans. Illiquidity, however, can turn into insolvency if bad debts rise.


  Deep within finance


  Another set of problems lie deep within finance, probably to be discovered as the bear market proceeds.


  As an industry, financial services has grown too large, short-term and insular. Banks trade financial instruments with each other: prices become detached from reality when the majority of trades are between industry participants. This detachment can be seen in two ways:


  
    	
      The value of the notional principal of all outstanding global derivative contracts accounts for over ten times annual world economic output. Are businesses worldwide really able to plan their output a decade ahead? Something is very wrong here.

    


    	
      The growth of high frequency trading based on elaborate mathematics seeks to gain advantage in milliseconds. The proponents of high frequency trading always claim that their activity improves market liquidity, but what is the purpose of large numbers of split-second purchases and sales, with many cancelled within fractions of a second? Nothing of substance. The traders (mostly investment banks and hedge funds) carry their own trading costs and cancellation costs, but market prices must also be influenced by the abnormal level of activity.

    

  


  The failure of economic policy


  The real burden of the bear market will be borne by businesses and families. Thanks to the financial system limit, the actions of governments and their agencies to increase the supply of credit may be slowly worsening the economic environment. The extra credit has flowed into stock market bubbles such as China, national bankruptcies such as Greece and Puerto Rico, and increased inequality.


  Governments applied Keynesian economics steadily after the end of World War II. As a result, recessions were mild and economic growth continuous. This lasted until the cost of paying interest on borrowed money overwhelmed the benefits of adding to the money supply, which was a gradual change from the 1980s onwards. People look back fondly to the days when expansionary credit policies brought economic growth and wish this could be repeated. They do not understand how the financial system limit of unaffordable debt, caused by past monetary expansion, now curtails the benefits of further monetary stimulus.


  We have already examined the reasons why those policies no longer work. Percentage levels of unemployment are an example of the deterioration. They are higher than in the halcyon days of 1950 to 1980. During the recoveries from each crisis, unemployment fell, but somehow it never stayed long at those lower levels. Instead, each cyclical recession sends the peak unemployment rate up. This squeezes businesses, as there is less consumer spending available, and households, which have less income at their disposal. Unemployment and part time working are key symptoms of the long-term failure of monetary expansion.


  Trends affecting businesses and families are already in place, thanks to the deflationary forces in the global economy; they will simply worsen as the bear market progresses. Deflation reduces spending power. It also reduces governments’ ability to tax inflationary price and wage rises, since “fiscal drag” no longer brings people into a higher tax bracket. As a result, the economic squeeze slowly tightens and public services deteriorate.


  There is no such thing as “good” deflation. Superficially, purchasing power rises as prices fall. This is the basis of claims by pundits that deflation brings economic benefits. However, those falling prices result in losses somewhere: job losses as businesses cancel investment plans, reduced pensions as falling investment values and lower dividends hit fund values, lower taxation revenues leading to public spending restrictions. Debts become harder to service and repay. Economic relationships turn upside down; the global economy goes into reverse with deflation the driving force.


  The internet has enabled the sharing economy, making services such as car sharing and short-term home rental technically feasible. But the economic rationale for the sharing economy depends on incomes being under pressure. If the world enjoyed boundless prosperity, such as we knew twenty or thirty years ago, then people would not feel the need to share expensive resources. The sharing economy tells us how pressured the economic background is.


  In future years, economies will struggle (think Japan). Politicians will prove powerless, debt problems and destitution will be more common, incomes will be under pressure, asset prices will fall more than they rise. The cause is the sheer weight of existing debt.


  The future path of interest rates


  The crucial assumption that low interest rates are here to stay underlies our alternative view of the financial future.


  Historically, over centuries rather than decades, in the absence of inflation, interest rates fluctuated around 2% to 3%. Markets discount the future, so long dated yields of 2% to 3% in the safest assets, quality government bonds, tell us that inflation will not be around for several decades. This is roughly the present position in the UK and USA: the thirty year yield is in the same range as the historical average for periods of stable prices.


  Lower yields than the historical norm of 2% to 3% indicate that deflation lies ahead. Japan’s bond market signalled this for Japan from the 1990s onwards. The German Bund market has been signalling the same, that the future for the bulwark of the Euro-zone is deflationary. Ten-year German Bund and some other bond yields were negative for part of 2015: this is the market’s way of signalling that deflation lies ahead.


  What the authorities cannot do is admit that they have totally lost control of the financial system. Allow interest rates to rise and the cost of servicing the existing debt burden will bring economies crashing down. This is what happened recently in Sweden, where a rise in interest rates in 2011 to pre-empt a perceived inflation threat resulted in a recession in 2012, since household debt was already too high. In consequence, Swedish interest rates fell to even lower levels. Interest rates will need to stay close to zero until debt is significantly reduced. In any case, interest rates are primarily set by market forces, not by administrative action. Banks need borrowers to lend their deposits to; when they perceive economic risk and need to attract safe borrowers, they cut interest rates then turn the riskier borrowers away.


  The Bank of England, European Central Bank, Federal Reserve and Bank of Japan can hardly admit that interest rates may be at low levels for as much as a century, since that would question their entire purpose. Instead, they move the goal posts. Sometimes they are fighting inflation; at other times they set employment targets; then they fight deflation. Central banks have less power than they would like people to believe.


  If nominal interest rates go up a little, the damage done will ensure they tumble down again. The corollary to prolonged low nominal rates is that the real cost of money (nominal rates minus inflation) will stay high; the days of inflation eroding the cost of borrowing are over. Instead, zero nominal rates and deflation make money expensive. 


  Business


  The easier post-war years were an ideal business environment of expansion and profitability, but this slowly ceased to be true. In the 1980s it became fashionable for businesses to expand into unrelated areas with the rise of conglomerates. Price fixing was abolished in various industries over the next twenty years: in Britain, financial services were opened up to price competition in 1986; telecommunications, utilities and publishing soon followed.


  Business life has now become tough with many companies cutting staff, withdrawing from certain activities and reporting lower profits. Investors in the stock market depend on businesses making profits and paying dividends, for without dividends there is little to sustain share prices. The success of equity investors is inextricably linked with the fortunes of the businesses they invest in. The general feeling of satisfaction brought by rising share and property prices arose because central banks successfully pumped up the credit supply; however, the financial system limit prevents credit expansion driving share prices up for ever, because the cost of interest stops debt, the counterpart to credit, expanding to infinity.


  Pricing power and overheads


  Pricing power (the ability of businesses to set price levels of their own choosing) has now disappeared and this loss affects most industries. With too much competition, consumers demand the cheapest then complain if the service is less than perfect. Again, this tells us that economies are under pressure, incomes are restricted and debt service costs too high.


  Even worse, though, is the rise in overheads. Few businesses can nowadays escape the effects of regulation, stricter liability and higher legal requirements. Overheads are caused by employment law, control by government or its agencies and excessive record keeping requirements. In Britain, regulatory overheads may be a factor contributing to poor productivity.


  The combination of loss of pricing power and higher overheads inhibits business creation and expansion. In turn, this feeds back to less employment opportunities, lower incomes and pressure on standards of living.


  The outlook for business


  In the early post-war years, businesses prospered as consumers acquired more credit to spend on goods and services. Those days are over. The norms now are rapid change, extreme competition and constant pressure on prices. Mass markets are dominated by the large trusted internet based businesses, undercutting everyone else. This leaves many businesses trying to position themselves in the broad middle ground. What happens to the middle ground? It shrinks! Austerity and economy require lower prices.


  Markets for high quality goods and services prosper in recovery periods, when people have the means to pay for niche products. However, in recessions highly priced goods and services rapidly go out of fashion. Whether designer labels or premium services offered by the likes of airlines and cruise operators (as examples), downturns cut away both the ability and willingness to pay more.


  Banks, meanwhile, worsen the overall position by declining to lend to some business propositions. Drawing in their horns is a rational response to the economic trends, yet it adds to the economic pressure on businesses. Economies are shrinking naturally under their debt burden. It is questionable whether banks should be expected to lend more when the debt burden is already too high; they are just responding sensibly to the weight of existing debt.


  These trends have been evident for some years and will strengthen. Businesses that cannot adapt will be swept away, just as many travel agents were swept away by the internet. Deflation cuts cash flow, leaving less to pay for office space, computer systems and the ever-rising cost of regulation.


  The darker years ahead will not be kind. Whereas the easy years provided profitable expansion, future years will be tough, with the loss of pricing power and excessive overheads turning profitable expansion into a fight for survival.


  Families


  Family incomes will remain pressured and earnings will continue to fall. Pensions will be reduced by stock market losses. No amount of statistical games can alter the fundamental impact of deflation. Until the debt burden is eliminated, the need to service and repay debt will overwhelm all attempts at economic stimulus.


  Britain, in particular, is up against the financial system limit, with its total debt six times Gross Domestic Product. At such a level, there is no hope of creating economic growth by expanding credit. Those who have not borrowed do not need to; those who have already borrowed heavily cannot afford more. Instead, economic activity is dominated by interest on debt and repayment schedules. Like Japan and Greece, Britain is an extreme case of this debtor’s trap, but in Britain the debt is private rather than public. Evidence can be found in the growing number of destitute British families turning to food banks to put food on the table.


  Politicians, influenced by Prof. Piketty, will dream up new wealth taxes. Piketty argues that government debts can be redeemed by levying capital taxes on the wealthy. This proposal is misguided. It does nothing to lessen household debt, so economic lethargy will continue. And a one-off levy would tempt politicians into more wasteful spending9.


  The days of having more will give way to doing without. The credit crunch led to banking failures, and near-failures, rescued with public money in order to preserve middle-class votes. Austerity was then introduced to fund the shortfall, resulting in the poor paying for those bank rescues. With scant room left to squeeze the poorest, future recessions will spread the problem of “Who pays?” over a much wider circle.


  Politics


  These days most mainstream European politicians look and sound alike. If they offer a radical programme, their radicalism soon hits economic reality. This is what M. Hollande has learned in France; it is why there is so little difference between parties in Britain. The vacuum thereby created encourages extremists and the formation of single-issue parties.


  America has two entrenched political parties, both needing a broad membership to generate donations for America’s higher cost of electioneering. The deep divide between Democrats and Republicans follows directly from the twin failings of Keynesian monetary policy and the economics of austerity in a world constrained by the financial system limit. Democrats stand for Keynesian expansion, Republicans for living within one’s means. Evolution, allowing alternatives to emerge that might help the world escape the financial system limit, is on nobody’s agenda, in America or elsewhere.


  The financial system limit brings with it a political system limit. With the failure of monetary policy, there are no longer any easy tools available to politicians to produce quick fixes before they face electorates. Politicians like to attempt reflation a year or two ahead of elections to induce voters to feel favourably disposed towards them. Yet, managing the electoral cycle using economic tools no longer delivers results: it is no longer possible to press a button marked “reflation”.


  There have been a number of signs that political systems also reach a limit determined by finance.  Consider these examples:


  
    	
      The German nation and the Tea Party wing of the Republican party in the USA both favour austerity. Germany cannot carry all Euro-zone members with it, just as the Tea Party cannot carry America.

    


    	
      The former Greek government fell in the January 2015 election as the Greek public rejected continued austerity.

    


    	
      The British political system is fragmenting as parties variously blame welfare “scroungers”, immigration and centralisation for Britain’s unemployment, budget deficit and lack of productivity growth. 

    

  


  Economies can only prosper through trade and business activity but business activity is hurt by ever-lower margins. How, then, can individual countries obtain growth? The answer has to be by cutting national overheads, writing off internal debts and undoing the burden on society created by past policies. Like successful businesses, competitive countries in future will be slimline and eschew debt. These issues must properly be subjects for another book.


  The United Kingdom makes a particular error in blaming Europe for its troubles. Sure, regulatory overhead is too high, but some of this is caused by the British bureaucracy’s habit of gold-plating everything coming out of Europe. Britain needs to trade in its Rolls-Royce administration for a second-hand mini. Commonwealth markets have largely disappeared. Would those who believe leaving the EU will solve Britain’s problems please tell the public with whom, in future, Britain is to trade, and how?


  Developed nations are afflicted by a cult of uniformity and loss of knowledge. Take the diesel motor car as a recent example. Politicians and bureaucrats ran after its supposed fuel efficiency, encouraging it through regulation and taxation. Modern diesel engines have much lower Carbon Dioxide (CO2) emissions than comparable petrol engines. But now we know that particulates and Nitrogen Dioxide (NO2), both of which arise from diesel motors, are injurious to health; the environment is a complex mix in which solving one problem does not resolve another. There is a lesson here, that centralised decision making is vulnerable to elementary mistakes. Think alike, behave alike, is the formula for being trampled underfoot when the herd charges.


  The loss of knowledge stems from promoting the opinions of those who lack understanding. We live in a media dominated world. Some media confuse lack of bias with equal treatment of different points of view, thereby giving undue weight to mistaken arguments. Few recognise really original thought, preferring to repeat their predispositions.


  Since every decision involves difficult choices, the public must be included, not dictated to by remote authority. Britain’s highly centralised administration is unsuitable for this environment. People should vote on whether they want to pay taxes for specific purposes. HM Treasury’s reluctance to link particular taxes to corresponding expenditures is inappropriate for a deflationary world. The public must face the real issues; Whitehall, Brussels and the Beltway do not have all the answers.


  The essence of capitalism is that new businesses sweep away old ones. Every bear market sweeps away the excesses of the preceding bull market. Those who understand the history of bear markets stand aside while others make progressively greater losses.


  It’s time to learn more about bull and bear markets.


  4  Bull and bear markets


  In order to understand the differences between bull and bear markets, we need to identify the key characteristics of each. Therefore, a little theory is necessary.


  Bull markets


  The early theory of bull markets derives from the late 19th century work of Charles Dow. According to Dow, the bull market has three phases:


  
    	
      the primary (accumulation) phase when knowledgeable investors enter the market after a previous panic;

    


    	
      the public (participation) phase, in which rising prices encourage more people to buy, thus reinforcing the trend;

    


    	
      the excess phase, when everyone piles in and seasoned investors quietly start selling.

    

  


  The bull market has its roots in the despair that preceded it. A new bull market starts from low prices, low price to earnings (PE) ratios, and high yields. Knowledgeable investors recognise the signs of change and re-enter the market following the panic phase of the preceding bear market. Prices stabilise then start to rise.


  In the second phase, good news encourages more investors to enter the market and prices continue to rise steadily; a big movement in prices takes place. The price trend seems to be inexorably upward, with every correction proving to be a minor interlude along a smooth road.


  In the third phase, when the market has been rising more or less continuously for some years, shares begin to seem less risky. It is widely perceived that prices will always recover from any setback. Prices rise faster than PE ratios and cash dividends and as a result, yields fall. Experienced investors recognise the signs that the market is running out of buyers and start to exit their positions.


  Bull markets enable investors to get rich on paper, with little effort. They are great for investment managers, whose empires and influence grow. Opinion formers can hardly put a foot wrong. It all seems so easy. Thanks to credit expansion there is plenty of money around and complacency sets in. Money that would not normally be committed to equities is taken out of banks for investment. As people perceive less risk and more opportunity, more people enter the market, bidding prices up. The mechanism is much the same for property and commodities because, like equities, the rise in prices becomes self-fulfilling.


  Bear markets


  We have Charles Dow to thank, also, for the original theory of bear markets. It again applies to every market driven by credit supply, or the lack of credit supply, which is every free market in the capitalist system. Dow described the three major phases of any bear market as:


  
    	
      the bolt from the blue, the surprise that nobody saw coming;

    


    	
      the selling phase, in which falling prices cause more people to sell;

    


    	
      panic, in which some investors dump investments in an attempt to avoid a wipe-out.

    

  


  Bear markets are the opposite to bull markets. During the first phase, there is nobody left to convert to belief in the bull market. The money supply stops expanding and, as a result, there are more sellers (people needing to raise cash for whatever reason) than buyers. Since experienced investors have already started selling, the primary price trend turns down.


  In the second phase, investors sell to cut their risk exposure, so prices continue to fall. Those falling prices in turn encourage other investors to sell.


  This leads to the third phase, in which investors notice that more companies are failing, leaving worthless shares and no income. As a result, panic selling appears. The panic stage concludes the bear market and sets the scene for experienced investors to re-enter the market, giving birth to a new bull market.


  According to Dow, each of these bear market phases is linked by a counter-trend rally. The rally serves to create a new surprise when it ends and the downward trend resumes.


  Each phase itself can be broken down into a series of declines and rallies. The counter-trend rally that follows each downward price drive should, according to Dow, retrace one third to two thirds of the lost ground, with an average peak at half the lost ground. The duration of a rally is longer than the downward drive, since prices rise on most days.


  Most individual investors operate on the “long” side of markets, buying investments then selling them at a later date. Their objective is to sell at a profit. Traders, however, can also operate on the “short” side: they sell investments that they do not own, then buy them later, aiming to purchase at a lower price in order to make their profit. This is called “short selling”. In a steep downward price drive, which occurs in bear markets, short sellers make profits when they buy the shares at lower prices.


  Once the market turns and starts to rise, short sellers are at risk of losing money. As all the investment bank traders scurry to limit their risk, a rapid rise in prices results, with a sharp increase in the number of trades. In a bear market, this is known as a “short closing rally”. It usually only lasts one or two days at a time.


  Markets move in great cycles and every bull market is followed by a bear market as surely as night follows day. Bear markets are a normal part of the capitalist system, yet somehow nobody wants the downside.


  It is commonly claimed that a fall of 20% defines a bear market. Put another way, lose 20% of your capital and you will be told that “it’s because there has been a bear market”. This is a “cannot see the wood for the trees” definition that we choose not to accept. A bear market involves wild price gyrations, compared to the relatively smooth progression of the bull market. Pundits are prone to describing the counter-trend rallies, when prices turn up, as new bull markets.


  Differences between bull and bear markets


  There are other useful indicators that help differentiate bull and bear markets. Those that show clearly what point markets have reached are: the contrary behaviour of price and volume, the wave pattern, the way the story changes, sentiment and investor behaviour.


  The price/volume relationship


  This is a key technical distinction between bull and bear markets. In the bull market, prices rise steadily (with occasional setbacks that are always recovered fully) and volume (i.e. the number of trades) moves in tandem with price, rising as prices rise. When the market does turn down, volume falls as prices fall. Volume swells on the price rises and shrinks on the falls: volume and price go hand in hand (Figure 14)10.
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  Figure 14: In the bull market, volume rises when prices rise, and falls when prices fall


   


  In a bear market, however, the relationship is inverse: prices fall steeply with rising volume. Volume and price are opposed to one another. When the bear market starts a counter-trend rally, volume of trade falls while prices rise (Figure 15).
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  Figure 15: Price and volume move the opposite way to each other in the bear market


   


  The wave pattern


  Wave patterns were first identified by R. N. Elliott. There should be five waves in the direction of price movement and three in the counter-trend direction. In the bull market, therefore, one looks for a five-wave pattern with three waves of rising prices and two of falling prices, as shown in Figure 16. However, bull markets usually involve a steady upward progression of prices and the wave pattern may not be immediately obvious.
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  Figure 16: Elliott wave pattern of bull market


   


  In bear markets, when the primary price trend is downwards, each downward drive should also follow a five-wave pattern, with the three main waves going down instead of up. Downward price drives can be brutally fast (Figure 17), which means that it is fairly easy to pick out the wave pattern on a price chart:
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  Figure 17: Elliott wave pattern of bear market


   


  In both bull and bear markets, each wave can itself be broken down into a sub-wave pattern. Thus, Figure 18 gives a schematic representation of the counter-trend bull market price decline, itself consisting of three waves:
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  Figure 18: Three-wave bull-market correction


   


  The counter-trend rally in the bear market is also a three-wave pattern (Figure 19), although it takes longer to complete and only contains one downward price wave:
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  Figure 19: Three-wave bear-market counter-trend rally


   


  Three-wave patterns are useful, as they enable the counter-trend to be distinguished from the primary price trend.


  The present story versus discounting the future


  The third distinction between bull and bear markets is the way the stories change. In the bull market, only good news appears and it always seems to justify higher prices. In the bear market, as a downward drive in prices proceeds, the story simply changes from one explanation to another. Each new set of worries gives way to a different set of news stories.


  The relationship between market movements and news stories is indirect. For example, the market will discount a dividend cut over a period of a year or two, through stories about competitive activity, changes in consumer buying patterns, etc., all of which result later in a story that the dividend was cut due to reduced profits.


  Sentiment and opinion


  The background mood of investors, pundits and market participants is a fairly good contrarian indicator. During the bull market there is a broad change in sentiment from the don’t-want-to-know attitude of the general public, after the previous bear market panic phase, all the way through to “everyone should invest as much as possible” which marks the peak of the bull market in the excess phase. Enthusiasm is usually greatest at a market peak.


  Bear markets start from the proverbial clear blue sky, delivering a surprise fall in prices for no apparent reason and just when concern spreads to the general public, the market about turns and starts to rise. This is the bear market rally, the counter-trend correction in which prices rise even though the overall trend is down. The news climate (the tone of commentary about economies and markets) improves and positivity returns as the counter-trend rally proceeds. Near the peak of each counter-trend rally, news stories tell us the economy is recovering, prospects are just fine and, of course, buying shares is recommended.


  When share prices again break downwards, pessimism progresses from the City pages, via the personal investor pages, to front-page news stories. This may be the cue for opinion-editorials to appear saying there is nothing to be concerned about.


  Nonetheless, opinion does slowly start to shift away from pro-equity propaganda, as pundits start to consider alternative strategies. Falling prices bring a change of mood as the public’s enthusiasm for investment wanes.


  Investor behaviour


  Experienced investors buy early in the bull market, while the public, whose speculation always marks a market top, invariably buy last. In a bear market commercially minded investors sell early, while the public habitually hold on, refusing to take any loss, hoping for better times.


  Private investor participation is high in the excess phase towards the end of every bull market, so the total financial value of trades falls even though the volume (number) of trades rises. Public participation is high again towards the bottom of the bear market, when panic reigns. Obviously, those who bought into the excesses of the bull market and then sell in panic at lower prices, must see their capital damaged, if not destroyed.


  Investors are prone to trend following behaviour. At the peak of a rally, few will sell as they believe share prices will go on rising. Of course, if people were selling, there could not be a peak: think about that one! In a trough, buyers are absent and few will commit funds to something that is down and out, especially when their favourite magazine or news source reports how badly it is doing and offers an opinion that worse may follow. 


  Why bear markets matter


  In bear markets, business conditions deteriorate, profits are harder to achieve, dividends are cut to conserve cash and life generally gets tougher. Even without the debt problems faced by the world, the financial system limit and the new economic cycle, investors should be concerned about the decline in trade, the general social deterioration and the tensions between different political and religious systems.


  Bear markets spread financial damage. They last longer and go deeper than many believe possible. The change in sentiment puts new investors off. People who were happy in the late bull market to go along with boom-time stories and buy past performance figures, may stay in the market initially doing nothing, but as incomes fall, they withdraw money from savings vehicles to meet expenditure and repay debts, adding to the bear-market pressure.


  Few investors or advisers have the perspective of the entire cycle and therefore, through lack of experience, the short-term bear market rally is applauded as a new bull market. The long-running nature of the bear market is poorly understood. As a result, investors suffer continued losses when the next downward price drive appears.


  Bear market example: Oil


  The oil price provides an example of bear markets. It also links the theory we have covered on Elliott waves and the dimensions of past major bear markets. Figure 20 shows what happened:
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Figure 20: The bear market in oil
  


  Chart courtesy of The Chart Store (http://www.thechartstore.com)


   


  Looking at the big picture, the first downward drive was during the credit crunch, then a classic bear-market rally followed, retracing about two-thirds of the lost ground over some five years. The falls that have attracted so much comment recently are part of the third wave beginning in June 2014. Since we know that a five-wave pattern is normal in a bear market and also that a major bear market can result in a 75% to 90% price decline, the chart can be interpreted as follows:


  
    	
      The third wave has not yet taken out the trough formed at the end of the first wave in December 2008; it should do so before a lasting rally develops. The rally that appeared in late January 2015, hailed by pundits as a new bull market, was probably a minor corrective wave within a much longer third wave.

    


    	
      The fourth-wave rally will possibly last two or three years.

    


    	
      There will then be another price decline to a new low, forming the fifth wave.

    

  


  This view is based on technicalities, but what is the economic justification for it?


  There are three major factors causing the lower oil price. The first factor is supply and demand, represented by the successful exploitation of fracking in America, the determination of Saudi Arabia to use oil for political ends and the return of Iranian oil to world markets.


  The second factor is the imbalance between capital and operating costs. Oil fields require massive capital investment and the marginal cost of producing another barrel is small. No matter how low the price falls, it is better to keep pumping and earn something than shut the well and earn nothing.


  The third factor is financial. Commodities became a fashionable investment; when this happened, money flowed into the asset class, including oil, driving prices up artificially. It is a reasonable assumption that such money has recently been flowing out of oil investment, exacerbating the price declines.


  Commodity investors have done badly in the last few years but the full consequences of the lower oil price have still to be seen. Oil companies that operate for long time periods on marginal revenues will survive only as long as they have cash to cover their commitments.


  The present equity bear market


  So much for the theory, and past experience, of bear markets.


  I described the period from the early 1980s as a transition between the easy years post-war and the difficult years that lie ahead. The long-term market top from 1999 to 2015 reflects that transition. Excepting a handful of investors who bought at the bottom of the dot-com bust, or again at the trough of the credit crunch, few who invested in the late 1990s or near recent peaks can demonstrate significant reward for their risks.


  When did the bear market start? How long will it last?


  One view is that the first downward drive in this ongoing bear market was the dot-com bust of 2000 to 2002. In that downward drive, investors rediscovered risk. Asset prices and interest rates both went down, almost hand in hand. This is something we had been expecting but few believed could happen. On this interpretation, what followed was just a five-year counter-trend rally linking the phases in the bear market, rather than a new bull market. Inflation adjustment to the FTSE 100 index (Figure 2) and the Dow Jones Industrial Average (Figure 5) supports this interpretation.


  Continuing this view, 2007 to 2009 then marked a second downward drive in prices, heralding the arrival of the credit crunch. This was followed by another tortuous rally lasting until 2015. However, in 2013 a number of things happened in quick succession. In Japan, Abenomics ran out of steam. In China, the central bank restricted liquidity availability, so as to bring order to a speculative boom, which led to a slow decline in Chinese expansion. Finally, growth worries combined with the deflationary effect of the lower oil price pushed nervous markets over the edge.


  The alternative view is that a cyclical bear market has only just begun and the long-term market top was just the last fifteen years of the previous bull market. Since central banks are failing in their quest to inflate their way out of the debt burden, this interpretation suggests that the bear market must run and run, on the Japanese model, for at least the next quarter century.


  Adopting the first view does not bring a significant shift in time scale. If the dot-com bust was Dow’s first downward drive, the credit crunch was probably only a component wave of a much longer and deeper second wave. Therefore the present bear market would still be expected to run for some fifteen to twenty-five years11.


  Of course, all such interpretations must be revised in the light of events. What should be clear, though, is that the bull market of post-war years has finally expired in a series of failed rallies. It matters little whether the start of a major cyclical bear market is measured from the beginning or end of the long term market top: your investment strategy needs to assume that from now on the long-term trends of share prices, commodities and property will all be downwards.


  What of the future? Steep declines, long tortuous rallies; the classic bear-market pattern, played out over a time frame of decades. The ultimate error is to describe each separate downward drive in prices as a new bear market and each counter-trend rally as a new bull market. It’s a sure way to lose your bearings and your savings as well.


  This great bear market has to put right all the easy-money answers that politicians of all stripes have offered ever since World War II ended. The post-war consensus was the aberration. It lasted as long as governments could continue to mortgage the future. Now it’s over. Most of those policies were derived from the work of J. M. Keynes and in my earlier book The Greatest Crash: How contradictory policies are sinking the global economy1, I explained why the Keynesian solution to problems such as those of the 1930s no longer works. 


  Stories about bear markets


  All downward price drives have a theme. The downward drive in 1994 was blamed on inflation, but there was no significant inflation to support that explanation. The downward drive in 2000 was blamed on the dot-com bust, yet the internet has since powered ahead in changing business. The downward drive in 2007/8 was blamed on wicked bankers, a story that the public at large seem to have accepted.


  The point is that whatever the story, it will be FICTION. This bear market is being driven by the cumulative failure of eighty years of short-term economic policy, which has saddled the world with debt in the name of Keynesian economic management, made worse by the bailing out of banks. The weight of existing debt is the cause of the hidden lid on both economic growth rates and market prices. Just don’t expect everyone to understand this obvious explanation.


  Tools and seasonalities


  Various tools have grown over the years as aids to investment management. Company accounts have long been scrutinised to see what they reveal about a business; investment analysts have developed ratios and charts to analyse and compare both broad markets and particular investments.


  The price to earnings (PE) ratio calculated for individual companies is a good example of a widely used investment tool. In bull markets, it gives a picture of growing corporate earnings and rising share prices attributed to those earnings. In bear markets, however, company earnings can fluctuate and share prices can swing wildly as business conditions change. The result is a backward-looking ratio that has somewhat less meaning.


  The simple rule is that in the bull market PE ratios rise, prices rise and dividends rise, as equity investment is seen as more attractive. The combined effect is that equities become more expensive and yields on offer to new investors fall. In the bear market, prices fall, dividends are cut, PE ratios fall and because prices fall faster than dividends, yields on offer to new investors rise. You don’t need elaborate charts to decipher these patterns. However, you do need to be aware that pundits will regard certain ratios as sacrosanct and they will be unable to recognise that these ratios change very slowly over several decades. The Gilt/Equity yield ratio in London is a good example: it has gone, in thirty years, from Gilts yielding three times equities to Gilts yielding less than equities. It has to reach the opposite extreme, equities yielding several times Gilts, before the long cycle can change.


  Ratios and statistics inevitably concentrate on a static analysis of the current position. The essence of bear markets, however, is unpredictable, discontinuous change. Static comparisons at a point in time result in misleading conclusions. Bear markets deliver unpleasant surprises as the dynamics alter. This is why it is so important to look at long time horizons and the broad nature of likely change.


  Seasonalities also behave differently in bear markets. British investors will be familiar with the ditty “Sell in May and go away, don’t come back ’til St. Leger’s day”. This encapsulates the weakness of markets in the holiday season. American investors may recognise “If Santa Claus should fail to call, the bear will come to Broad and Wall”, which tells us that a failed year-end rally (the most optimistic season in a bull market) augurs badly for share prices. There was no Santa Claus rally at the end of either 2014 or 2015.


  Resistance levels and true bottoms


  Modern economies are complex and change slowly. Japan’s great bear market has lasted a quarter of a century, during which the Japanese market has failed to recover the ground lost since 1989. The 1929 to 1932 bear market in America was largely over in three years but it took another quarter of a century before the market fully recovered.


  The entire bear market cycle lasts from the peak of optimism to the depths of despair and encompasses many downward drives and counter-trend rallies. Nonetheless, there will be resistance levels along the way. There is an obvious resistance level at Dow 10,000 and a corresponding one at FTSE 5,000: these relate to markets’ well known fear of round numbers. This fear arises precisely because investors set arbitrary price targets to reconsider their strategy. There is another resistance level around FTSE 2,400 because the London market spent some time at that level on the way up.


  There is only one rule you need to know about resistance levels. They exist to be broken. They may, of course, stimulate a bear market rally and thereby provide another selling opportunity, but the idea that a resistance level can permanently turn the trend is misguided. A resistance level will never form a true bottom.


  5  Lessons from Japan


  The boom and bust economy


  Japan rose from the ashes of the 1940s to become the industrial power house in Asia. The nation successfully exploited the move to consumerism, becoming a major supplier of the world’s cars and electronics. Names such as Toyota and Sony grew into global businesses.


  Japan’s long expansion came to an end a quarter of a century ago. The boom of the late 1980s was exceptional. Share and land prices spiralled upwards, with property in Tokyo worth far more than in New York or London. When western governments opened the credit floodgates after the 1987 crash, Japan’s stock market rose to reach a peak of over 39,000 in December 1989 on the Nikkei-Dow index.


  Concerned about inflation, the Japanese authorities let interest rates rise, puncturing the bubble and for a couple of years all seemed well. Only the falling stock market and rising bond prices (falling yields) were out of line. However, capital markets discount the future; in Japan’s case they accurately foretold what was to come. It has become fashionable in recent years for pundits to talk of Japan’s lost decade, but the reality is that Japan has now suffered a lost quarter of a century.


  The authorities certainly tried to resurrect economic growth. In the 1990s, there was a succession of policy initiatives: fiscal (i.e. taxation and spending), monetary (expansion of the money supply to create inflation and growth) and political reform. Each of these three policy initiatives lasted two or three years only. Deflation appeared, disappeared and reappeared again.


  Boom and bust in the Japanese stock market


  Recently, the Japanese stock market has traced a minor recovery, allowing investment managers to promote rising prices and a rally to the 20,000 level on the Nikkei-Dow index. Nobody mentions all the losses made by those who invested in Japan a quarter of a century ago, nor does anyone mention that those who bought at the 1989 peak still show 50% losses on their savings. Japan has simply been swept along in the global credit bubble that came with the new economic cycle.


  The stock market led the economic boom and bust of the late 1980s and early 1990s in Japan. The futility of investing in a bear market can be seen graphically in Figure 21. This repeats the history of the Nikkei-Dow that we met in Figure 9, but adds some of the media commentary that appeared between 1989 and 1994:


  
    [image: ]
Figure 21: Learning from Japan’s great bear market: the Nikkei-Dow index. Superimposed are key pieces of advice that were popular at various times.
  


  Chart courtesy of The Chart Store (http://www.thechartstore.com)


  A larger version of this chart is at www.sparklingbooks.com/diagrams.html


   


  Advice and sentiment moved through a number of stages. It’s worth understanding them, because parallels will occur as bear markets continue to unfold. There were five distinct stages.


  1 “Japan is different”


  This was the reason given for the steep rises in 1988 and 1989. Equity investment was advocated because Japan was perceived to have broken free of the normal rules of business cycles. One widely published forecast appeared in British newspapers in December 1989, suggesting the Nikkei-Dow would head to 60,000 (in fact, it never reached 40,000).


  This first stage also brought a lesson about product fashions. As share prices rose rapidly, the Japanese warrant became the fashionable investment. These are instructive because they show what happens in the final stages of a boom and the beginning of a bust. The Japanese warrant was nothing more than an option to buy a share in the future at a pre-determined price but without income. Instead of being artificially created by capital markets, it was issued by Japanese companies as a cheap way of raising capital with no obligation to pay any dividend.


  Warrants were seen as an easy way to take a small sum and turn it into a very large one, since the warrant price of any company rose much faster than the underlying share price. The downside was that when the share price fell a little, the warrant dropped hugely, due to the effect of gearing, which amplified both rises and falls. 


  Most Japanese warrants were to prove worthless once the market turned down. They were just an extreme case of the general market losses that hit all investors from 1990 onwards.


  2 “Too late to sell”


  In a complete surprise for most investors, the market broke suddenly at the start of 1990, plunging by a quarter in three months. Bear markets always start with a bolt from the blue, an unpleasant surprise that nobody is expecting.


  At first, pundits simply ignored what was happening but by April 1990, something had to be said. Experts were reported as believing that, in their view, it was then too late to sell. 


  3 “Fundamentally sound”


  A short rally brought renewed hopes of rising markets, then disappointment as the falls resumed. By 1992 the market was down by more than 60% compared to its peak in December 1989. But the Japanese high street still seemed prosperous. The story became “The Japanese economy is fundamentally sound” because that was how it seemed to the casual observer.


  Markets discount the future, but normal economic activity continues for some time after a stock market downturn. The market tells us what is likely to happen and the high street catches up later. With the benefit of hindsight, we can see how the consensus opinion was wrong about Japan being different in 1989 and wrong about its economy being sound in 1992.


  4 “Not the time to sell”


  With the Nikkei-Dow bouncing around 17,000 (less than half its peak) renewed advice appeared: “This is not the time to sell”. This story repeated the opinion offered in April 1990, when the market was much higher. The advice that sounded so reasonable in April 1990, when the market was only 25% down, was less credible when repeated at a loss of more than 50%. 


  5 “A new bull market”


  The next stage arrived after a minor rally, in 1994, when the opinion circulating was that “there is a new bull market”. What was actually happening was a classic counter-trend rally in an ongoing bear market, which we learned about in Chapter 4.


  Note, however, the absence of any advice to sell when it really mattered, either in late 1989 or at subsequent lower peaks. The lesson from the early years of the Japanese bear market was that most advice, although well-meant, was futile.


  From 1994 to 2012


  For the next eighteen years, the Japanese market went round and round in circles, with an overall downward trend, as Japan’s lost decade stretched into two. Experts have been proved wrong time and time again, because Japan’s problems have no easy solution. By far the best possible investment advice would have been “keep out!” but it has rarely been heard. Instead, opinions about Japan have lost credibility as hope has been deferred.


  There was one other significant trend in Japanese capital markets, starting early in the 1990s and continuing to this day. As prices of government bonds rose, yields fell and stayed at the lower levels. Investors who used the government bond market to lock into yields as the Japanese equity bear market unfolded would therefore have kept income up as all others saw deposit rates plunge. All that was needed was a buy-and-hold strategy in the safest of investments. Nowhere did I notice the experts recommend this.


  Abenomics


  Mr Abe came back to power for a second time in 2012 and launched his three arrows: the same three policy initiatives from the 1990s of fiscal expansion, monetary expansion and political reform, dressed up in new clothes, in an attempt to halt two decades of drift. The Bank of Japan aided monetary expansion by creating a large financial stimulus. Surprise, surprise, by November 2014 Japan was drifting in and out of recession again. Why?


  The reasons were exactly those foreseen in my previous book The Greatest Crash: How contradictory policies are sinking the global economy1. The weight of debt created by past policy actions has already brought Japan up against the financial system limit. The first effect of the latest loosening of monetary policy was a little expansion, but very quickly the burden of servicing existing debt came to dominate. Abe’s value-added-tax rise was the last straw. 


  Debt is why Japan cannot escape its quarter century decline. The implications for the rest of the world economy should be obvious: Keynesian monetary stimulus no longer works. It buys short-term relief for a few years, then the cost of servicing the increased debt overwhelms the beneficial effect of extra credit. Abenomics therefore solved nothing. If anything, it may have made Japan’s debt problems worse as Japan continues to stagger from one financial crisis to another.


  6  Financial strategy turns upside down


  In business, strategy sets out overarching objectives, which have to relate to the business environment and likely changes in it. It includes competitive position, research and development, pricing and product or service differentiation. Successful strategy has to look to the future and consider alternative scenarios.


  Below this comes a tactical level of planning and budgeting, to allocate resources and focus on how results can be achieved. Investment managers, however, use the word strategy in the more tactical sense, to note what current trends can be exploited.


  As the bear market unfolds, with a renewed global recession, the new economic cycle and the financial system limit will continue to be the driving forces. Investment strategies that were designed for the bull market are inappropriate for this environment. Markets are mutating; strategy, tactics, planning, whatever name you choose, must also change.


  Financial planning in the bear market


  Along with the prolonged rise in asset prices that marked the late bull market, a canon of financial planning advice emerged. The presumed “right way” of giving financial advice generally made these assumptions:


  
    	
      Shares always go up in value.

    


    	
      Property always goes up in value.

    


    	
      Investors should borrow as much as they can, and invest it largely in property or the stock market.

    


    	
      Do anything to avoid tax.

    


    	
      Mistakes will be covered up by the rising market.

    

  


  This canon of knowledge will now prove at best irrelevant, at worst damaging. In my view, too much financial planning will continue to revolve around the habits of the past forty years.


  The principles that are needed to plan for a deflationary bear market are, in priority order:


  
    	
      Capital preservation should be put ahead of risk; assume that equities, property and commodities are all vulnerable.

    


    	
      Any tax planning scheme that incorporates investment should be suitable for the new environment.

    


    	
      Personal and family circumstances should be analysed and future potential changes considered.

    


    	
      Growth should be achieved slowly but surely using compound interest.

    

  


  This turns the conventional approach to investment advice upside down. The downward trend of most markets invalidates the underlying bull market assumptions.


  There are also three common practices that should be avoided:


  
    	
      There is little point in holding assets whose price rises with monetary expansion and falls when the money supply stops growing.

    


    	
      Borrowing to invest should be avoided. The combination of interest costs for borrowed money and market risk can be damaging.

    


    	
      Complicated schemes can go backwards even during a bear market rally, thanks to the twin costs of management and regulatory compliance. In an era of low returns, simplicity keeps costs down.

    

  


  Financial planning and investment strategies have to change, but the financial services industry will also change. Here’s why.


  How will the bear market affect the financial services industry?


  During the years of expanding credit, financial services was a growth industry; today, it forms a major economic sector in many countries.


  In Britain, growth started with the 1974 Consumer Credit Act which provided a strong legal framework for consumer borrowing. At the same time, restrictions on banks were loosened. This was followed, a decade later, by the so-called “big bang” in which regulation of commissions charged by the City was swept away. The combination of expanding credit, price competition and rising equity markets caused by the deliberate monetary policies of central banks after the 1987 crash, led to a great increase in the size of Britain’s financial services industry. In Britain, the financial services sector accounts for some 4% of jobs and 11% of taxation revenue.


  It was much the same in America, where the sector accounts for some 8% of Gross Domestic Product. There was similar growth in the main European financial centres and those in Asia. The outcome for financial services was global too-big-to-fail banks, the rise of shadow banking and the growth of other activities such as hedge funds, funds of funds, exchange traded funds and currency broking.


  Now conditions have changed. Unlike the earlier expansionary time, when prices, fees and commissions all rose in tandem, falling share prices cut the revenues of fund managers, banks and stockbrokers. Investors who are in the market reduce their trading, so commissions fall even faster. As share prices tumble, potential investors stay on the sidelines, perceiving that everyone must be losing money. The downturn strengthens.


  Bear markets bring growth to an end in most financial industries, since fees and commissions shrink. With deflation now replacing inflation, the boom time that had its roots in the 1970s and 1980s has gone into reverse. Many funds (of all types) will find more money departing than coming in, which will lead to fund mergers and closures. The great growth in financial services will thus draw to a close.


  Computer algorithms


  Another huge impact on financial services is the role of the computer model in capital markets. The growth in computer modelling roughly coincided with growth in the industry. It first came to wide attention during the 1987 crash, when most of the “sell orders” in New York came from about 12 market participants. Twelve computers all decided to sell together!


  The original spreadsheet program, Visicalc, dated from 1979 but was supplanted four years later by Lotus 1-2-3, whose success was aided by the near simultaneous appearance of the desktop computer. By 1987, spreadsheet modelling had invaded many disciplines, including finance and economics, in both of which mathematical wizardry became a growth industry.


  Building any computer model requires codification of the way the world works. As an example, it is widely believed that falling interest rates must be good for share prices. Yet this relationship is not absolute. In the dot-com bust, for example, the opposite happened: interest rates and share prices went down together. Models that assumed an inverse relationship between interest rates and share prices  simply did not work.


  Markets do not behave the same way for ever. In a bear market, as we have seen, the relationships turn upside down, with upward prolonged price corrections in an overall downward trend, followed by rapid falls that reinstate the primary trend.


  While this does not invalidate every single computer model, it is reasonable to believe that some will be inappropriate, applying the logic of an era that is now over in the misguided belief that it is an absolute truth. This may explain why equity markets, in particular, are now so unstable. Far too many investment professionals have let their judgement be driven by standard models. As a consequence, the discounting function of capital markets is more erratic than it was thirty years ago.


  Models need to be reworked for the deflationary environment. This is a process of conversion flow, in which people are converted to believing in the trend. There is a hierarchy of understanding: those who exercise judgement independently of their models, may have more chance of being right than those who slavishly follow the way it has “always” been done.


  7  Avoiding mistakes


  Learning from the past


  Our objective in this Chapter is to understand common mistakes made in the past, so as to avoid repeating them. We will examine particular types of mistakes, which will provide a basic framework and then we will look at some broader issues, such as commonly-held opinions, lack of practical experience and the risks of complex financial products.


  Investment is a long-term business. New companies and new projects take years to turn a profit. It’s much the same with an investment portfolio: it takes years to know whether your choices were sound, or whether mistakes have been made. This is why learning from the past matters.


  Common mistakes


  There are five types:


  
    	
      mass delusions;

    


    	
      trading errors;

    


    	
      trading costs;

    


    	
      time frame errors;

    


    	
      mistakes made individually by investors.

    

  


  Mass delusions


  These are the “everyone knows” beliefs that turn out to be catastrophically wrong. Not many years ago, everyone believed that oil prices always went up. The belief system was: oil is running out, demand would always rise! It turned out to be untrue: those investors who believed it are unlikely to be in profit. This belief now looks ridiculous in the light of the lower oil price.


  The same happened with the dot-com boom. Many companies were seen as desirable investments and the media provided ample coverage about their supposed merits. British investors may recall what happened to old-established GEC/Marconi which became the new stock market darling, Marconi; it was restructured, which led to serious losses. American investors will think of companies such as boo.com. In both cases, investors’ money was wasted.


  Mass delusions spread through a combination of repetition and trend-following. The same mechanism occurred with tulip mania in 17th century Holland and then Britain’s South Sea Bubble early in the 18th century. This was rapidly followed by France’s equivalent, the Mississippi scheme. The crowd gets carried away with its enthusiasm, failing to recognise that nothing lasts for ever, and the public invariably buy (and sell) last. If you believe you should invest in equities, property or commodities because they will recover quickly from any downturn, I recommend reading Gustave le Bon’s Psychology of Crowds12. 


  Conjecture about interest rates also falls into the category of mass delusions. As I have already explained, you will frequently see the opinion that falling interest rates are good for share prices. As a statement of principle, this ignores the facts. From 1990 for the next decade, interest rates collapsed in Japan, and at the same time share prices fell by over half. Then between 2000 and 2003, share prices fell in London and New York almost in parallel with falling interest rates. The current received wisdom of many pundits, that interest rates must now rise, seems equally misguided.


  The craze for tracker funds is another mass delusion. It conflates two different issues. One is the lower cost of a “buy-and-hold” strategy; the other is following the market to avoid active management. Tracker funds had some merit in the late bull market. What, though, is the point in following the stock market down in a bear market? None.


  Collective funds are also a mass delusion. What are the merits of collective funds in a deflationary bear market? Hedge funds, value funds, insurance funds, unit trusts: all were products of the great bull market. Their mantra was sharing costs, spreading risk and catching opportunities quickly. Certainly, some hedge funds have had difficult years recently, caused by a combination of high costs and risk amplification rather than risk reduction. It is impossible to sustain the elaborate strategies of recent years when the market trend is against you. Bear market strategies require the ability to go against the crowd. A successful bear trader has to take an opposing view of news items and market sentiment to the majority, both when opening positions into a rise and when closing them, hopefully, into a fall. It is impossible for everyone to do this.


  Trading errors


  High street fashion shops cope with sudden shifts in consumer habits: they hold sales to dispose of stock that is losing value. There is little point in holding on to yesterday‘s fashion, only to see its value fall further or the stock become unsaleable. Investors also need to recognise that any fashion driven by rising prices will change. In capital markets, new fashions can be brutal. The transformation that is coming will replace the desire to take risk by demand for certainty.


  Direction changes can catch investors out. In a bear market, trends alter frequently as bear market rallies come and go. Trying to play the short-term swings is strictly for market makers: reacting to events will lead the individual investor to buy last in any rally and sell last in any decline.


  Trading costs


  Trading costs are a trap for investors. In these days of ultra-cheap dealing services, it’s easy to overlook hidden costs such as price spreads. All the costs of running capital markets, including computers, trading rooms, dealers and regulators, have to come out of the investor’s pocket one way or another. When a portfolio is actively traded, those costs start to bite.


  There is another hidden cost to active trading. Over time, trading errors of all types, such as buying and selling at inopportune times, can destroy a portfolio. Professional traders and computer algorithms gain when they trade more; nearly everyone else loses.


  If you make your own investment decisions and trade through any form of execution-only service, or if you take advice from an investment manager or stockbroker, then I would strongly recommend reading Where are the Customers’ Yachts? by Fred Schwed, Jr. (Wiley). It’s a pleasant read, full of anecdotes, and highly educational. 


  Time-frame errors


  Capital markets are a discounting mechanism: they incorporate every opinion held by every investor everywhere. As we have seen, prices move because individual opinions alter. The news story that explains why follows later.


  It is crucial to understand this discounting mechanism, in which price movements happen before an identifiable change in conditions. The market anticipates events such as poorer earnings reports and dividend cuts. Those investors who say “it is the dividend that counts, I don’t mind what the price is” are mistaken. In a bear market, the price fall nearly always comes first then the dividend cut follows some time later. To make it more complicated, the length of the discounting period can fluctuate. Crashes happen when the discounting period shortens as sentiment switches suddenly from excessive optimism to harsh reality.


  Since every opinion everyone holds, everywhere, is already “in the price” it is difficult to trade successfully on any news report. Yet investors all too often react to those news stories and to price movements. And when equity prices have been falling for some time, financial pages, in turn, offer alternative investment ideas which may lead to an investor selling into an intermediate trough rather than into a rally.


  Individual investor errors


  If the investor holds on to an investment that stands at less than was paid for it, there is always the hope that conditions will improve. Professional traders, who have serious capital at stake in markets, cut losses quickly. Private investors are more likely to hold on; they are averse to realising losses.


  Tax aversion is a corollary of loss aversion. It’s common in the United Kingdom, where realising gains on investments can result in a tax bill. It often occurs with long-standing portfolios that, despite the bear market, still show profits over original acquisition costs: even though the market is down, some investments could be sold at a profit, but selling to escape further losses would result in a tax charge.


  Just as loss aversion refuses to recognise changing fashion, so tax aversion results in an uncommercial decision. All successful businesses make profits and pay taxes on those profits. Only failing businesses have no taxes to pay, they just have losses. I exclude from this argument those global businesses that structure their affairs internationally to minimise tax; this option is not open to most individual investors.


  Broader lessons


  All through the years in which governments and central banks successfully fed the world more and more money, investment seemed to be a one-way bet. Even the downturns of the dot-com bust and the credit crunch were forgotten once the money magic reappeared. But, as I have explained, the ability of the authorities to engineer artificial recoveries is declining, which means the magic cannot be repeated for ever.


  Every investor must recognise the self-interest that comes with performance figures and analytical reports. Performance figures are meaningless as the former bull market evolves into a bear market. In this situation analytical views based on trend projection also reach their limits.


  The old lessons may have to be relearned from new experience instead of from history. They are:


  
    	
      What goes up must come down. Every bull market is followed by a bear market.

    


    	
      You get what you pay for. If you ask for free advice, you must expect to be sold a story that looks and sounds good. Such stories will usually agree with opinions circulating in the media, thus gaining credibility, which means they will have been fully discounted by markets.

    


    	
      The market always wins. This is why active trading rarely works in the long term.

    


    	
      Few new businesses survive. In the dot-com bubble, investors forgot that start ups are extremely high risk. In bear markets, even established businesses can be swept away.

    

  


  It’s worth mentioning some commonly-held opinions that circulate in all bear markets: 


  
    	
      Hold on! It’s just a correction.

    


    	
      Buy some more while they are cheap.

    


    	
      Everyone is in the same boat.

    


    	
      The bear market is over.

    


    	
      The economic outlook has improved.

    

  


  Expect also to hear comments such as “this is a defensive share”, recommendations to hedge with put options and invitations to feed money into the market gradually via subscription plans. Let‘s consider these three a little more.


  How is one to identify a defensive share that will rise when the market falls? Failing this, one that will lose less than the market average? The proposition is as ridiculous as the variation that advises you to “buy selectively”. It is impossible.


  Buying put options to hedge any portfolio means facing both ways. Either one believes the investments will go up, or one expects them to go down. Only financial intermediaries win when investors face both ways.


  Subscription plans (“pound cost averaging” in the United Kingdom) assume that prices at the end of the subscription period will be higher than the average purchase cost, which is a pretty dangerous assumption in a bear market. If prices at the end are lower than the average purchase cost, as is likely, then keeping right out is the best course of action. In this situation, all the money drip-fed into the market will be worth less at the end of the subscription period, because the whole market is down. 


  Practical experience


  A normal working life spans about 40 years. Most people at work today are too young to have any memory of financial life before the great credit expansion started. The build up to the 1972 to 1975 bear market is also beyond their memory. Only a few remember the events that led up to the 1987 crash and have any experience of a world in which credit did not always expand to boost markets. Put another way, the experience offered by many finance professionals relates only to recent bull market conditions, which are now changing rapidly.


  Complex products


  The investment industry is good at creating complex savings products and indecipherable propositions. It’s almost impossible to keep up with all of them. Many are now marketed as “structured products” and it is possible to analyse them to see what assumptions they make. Take, as an example, a group of products that we nicknamed “shoe boxes” when they appeared over a decade ago. Although we do not know how many investors bought such products and what proportion of them did get their money back with interest, there have been other notorious examples: British investors may remember Keydata, which was shut by regulators.


  The shoebox sometimes appeared as a specially formed company, or as an offshore insurance bond. It was simple. The investor bought an expensive gold-plated shoebox from a salesperson who:


  
    	
      Deducted the promoter’s fee.

    


    	
      Put part of the remaining investment money into the shoebox in cash. This cash would earn nothing. The investor would take an income from this cash which would be “tax free” because it was just a return of original capital. At the end of the term the promoter guaranteed to pay back what was left in the shoebox. Not bad, was it? No interest, capital merely spent as income. But it was great for the shoebox salesperson.  

    


    	
      In addition, with the balance of the original cash, the promoter bought a complex derivatives package. Clever marketing described the benefits of such derivatives packages as creating “bonuses”. One would expect a bonus to be something extra, over and above return of capital plus interest. But in the strange world of shoe boxes, it just meant anything beyond a return of capital, with income taken by the investor counted within the return of capital. 

    

  


  Let’s take a real example of a product with a six-year term. An offshore shoebox used two indices: the FTSE 100 index and the Swiss Market Index. These indices had “only” to rise by 5.99% a year on average to repay original capital in addition to income. 5.99% sounds fairly easy to achieve, but 5.99% per annum is actually 41.8% over the six-year period, which is somewhat hopeful. And this 41.8% rise would only put the investor in the position one would expect, original capital returned after income had been taken.


  There was another catch in the small print. The final value would be calculated as an average of 13 values for each index on pre-set dates at monthly intervals over the last year of the six year term. So twenty-six different fluctuating data points would contribute to the final calculation. Even if the two markets reached the requisite 41.8% average gain at the end of six years, this would not be enough to achieve the target. Why? Because the final thirteen values for each index would be averaged. In a steady rise, even with random fluctuations, the final year average would need to be achieved in five and a half years from commencement, not six years. This definition meant that the annual average rise in each market would need to be 6.55%, not 5.99%. The headline figure just happened to make the needed result look a little easier to achieve.


  The problem with many complex financial products is that the headline figure for yield depends on the underlying assumptions holding true. Where those assumptions are based on a bull market and the bull market indeed occurs then the investment return may be achieved. On the other hand, when markets go the opposite way to the assumptions made in the product design, then the product based on those assumptions must fail to deliver. This is why baffling small print needs to be thoroughly examined.


  8  A capital preservation strategy


  The reader should now be able to appreciate why equities are unsuitable for investment in a bear market. But what is the alternative? Do you keep your assets in cash or is any other option available?


  The case for capital preservation


  During a bear market, it is important to preserve capital. To understand the simple numerical case for capital preservation, we need to recall the dimensions of past bear markets:


  
    	
      Japan now down about 50% from its 1989 peak;

    


    	
      London down by 75% in 1972-1975;

    


    	
      New York down by 89% in 1929-1932.

    

  


  Consider what happens when an investor stays right out of the market and the market falls by half. That investor will have double the capital of the equivalent investor who continued to hold on to their investments.


  The maths are even more appealing as a bear market continues. At a 75% fall the capital available by staying out of the market will be quadrupled at the market bottom and at a 90% fall, there will be ten times as much compared to the investor who stayed with the market. In money terms, an equity investor with £500,000 at the market top, will be reduced to £125,000 by a 75% fall and to £50,000 by a 90% fall.


  The case for a capital preservation strategy is obvious and in the light of the ongoing situation in Japan, it needs to be considered as a long-term strategy spanning more than one generation.


  Fixed coupon government bonds13


  The repayment guarantee of these is one of the safest assets in the global financial system. Gold is of no monetary significance; instead, the US Treasury Bond and its counterparts in other major countries have assumed the role of monetary anchor.


  The guarantee of a major government to redeem its debt is usually regarded as safe; with this comes an interest guarantee, to pay a set rate of interest until redemption. The need for governments to borrow results in a market in government debt which distinguishes, through price, the risk of non-repayment. If a government is perceived as unlikely to repay its debt on time or in full, then the price of this debt falls and yields rise. Cheapness is not, however, a virtue in bond markets, because the combination of lower price and higher yield that goes with it represents the market’s way of warning buyers about the risk of capital loss. Technically this risk is known as credit risk. The UK, US and German governments are generally considered safe lenders: their debt is not excessive in relation to GDP.


  There are also some financially stable smaller countries, whose government bonds are high quality. If you live, for example, in Switzerland, then some of your capital should be in Swiss government bonds. However, these countries (and others like them) hit another problem for large-scale international investment: their debt markets are relatively small and therefore there can be limited liquidity for buying and selling in larger quantities.


  The mechanics of fixed coupon government bonds (sometimes called conventional government bonds) are the same as for any other fixed interest conventional bond and are simple, albeit a little different from equities. Each purchase will be of a fixed redemption value: this is the guaranteed capital repayment. The price paid will be expressed as a percentage of redemption value. Therefore, if £50,000 redemption value, also known as nominal value or maturity value, is purchased at 95% of that value, capital spent will be £47,500. This means that when the bond is redeemed at 100% (£50,000) on maturity, there will be a £2,500 capital gain. However, should 105% be paid on purchase rather than 95%, the capital cost will be £52,500. The amount repaid at maturity will still be £50,000 giving an automatic loss of £2,500.


  The interest earned is also expressed as a percentage of redemption value and is called the coupon. A 3% coupon on £50,000 redemption value would pay £1,500 per annum gross. Note that, unlike equity dividends, this is fixed and therefore yield is fixed by the price paid.


  At a price paid of 95% the yield on a 3% coupon will be:


  3 x 100/95  = 3.16%


  At a price paid of 105% the yield on a 3% coupon will be:


  3 x 100/105 = 2.86%


  There are complex relationships between price, coupon and maturity date and the investor lacking experience in government bonds will obviously need professional advice. US and UK markets pay interest every six months on fixed dates during the year, whereas other European markets pay annually. Investors also need to be aware that interest is apportioned daily at time of purchase or sale. This is called accrued interest and brings taxation implications so an accountant’s advice may be required.


  High quality government bonds rise in price with lack of credit; they behave contra-cyclically. Eventually the price of individual bonds returns to par (100) as redemption approaches. The risk-free return is that of a conventional government bond issued by a solvent government, bought at repayment value and held to redemption. If the bond is issued in the currency of the investor’s country of residence, there will be no exchange rate risk. 


  Real and nominal yields


  When the economic trends are deflationary, the difference between real and nominal yields becomes more important. Nominal yield is what is earned ignoring inflation; real yield is the difference between nominal yield and the rate of inflation or deflation. Deflation, when the rate of inflation is negative, increases the value of even a low nominal yield and can make a negative nominal yield turn into a positive real return.


  When inflation was 10% and government bonds yielded 12%, the investor earned 2% “real” interest, because the other 10% was inflation compensation. As both inflation and interest rates fell, the investor who held on to that 12% yield gradually earned more in real terms. For example, once inflation fell to 3% and yields to 5%, a new investor still earned 2% real interest, but the investor who retained the original bond was earning 9% (12% yield less 3% inflation).


  With inflation around 1%, a yield of 3% maintains that 2% real yield for new investors. The question to ask now is, what will the position be when inflation goes negative? It is the prospect of deflation that is driving markets today. At a fall in prices of just 1% a year (which has happened in Japan in some years) the investor who bought even a 3% nominal yield will have a real yield of 4% a year.


  The buy-and-hold strategy in government bonds


  Fixed coupon government bonds are still in a long-term bull market. For the bull market to end, investors must believe that there is no alternative to a capital preservation strategy in government bonds. All other forms of investment must be unwanted. Yields will hover below zero, i.e. investors will be prepared to pay a premium for the return of capital instead of measuring income and gains.


  Preserving capital and income in nominal terms works when deflation is the driving force in economies. When inflation mattered, fixed interest lost real value. Now that deflation is winning over inflation, holding on to the nominal value of your capital and income becomes essential.


  Interest rates will stay at low levels for generations so following a buy-and-hold strategy in government bonds is a simple, effective and economical way to maintain capital and income for many years into the future.


  Other government bonds


  Index-linked bonds


  Both UK and US governments also raise money by a different type of debt security, the index-linked bond. The basic principle is that both the interest paid and maturity value on redemption are adjusted in line with an inflation index. The interest adjustment is a percentage of the coupon. In the UK for example, if the coupon is 2½%, so that £2.50 interest is paid annually for £100 original maturity value, then one year’s inflation of 2% will increase the interest to £2.55 annually and the maturity value to £10214.


  It should be noted that the inflation adjustments can be downwards as well as up. For example, if the United Kingdom’s inflation rate turns negative, in addition to reduced interest payments, the capital repaid on maturity of UK index-linked Gilts will be reduced (with no floor to their capital value). A price fall of 2% reduces maturity value to £98 from £100 original value and annual interest to £2.45 from £2.50. The US equivalents (Treasury Inflation Protected Securities) are slightly different, as their maturity value has a floor. It cannot be reduced below original maturity value, but interest payments have no lower limit.


  In the absence of inflation, there is little merit in earning less for an adjustment that is unlikely to be of any value and more likely to prove counter-productive. Index-linked bonds are not a viable investment in a world moving into persistent deflation, even if the deflation is slow and erratic.


  Fringe government bonds


  It should be understood that not all government debt is of high quality. It is possible to think of a number of governments whose repayment promises are somewhat shaky. These bonds should not be used for safe investment purposes. They are issued by countries who have defaulted in the past or who the markets think will default in the future. Some professional investors specialise in buying defaulted debt, or debt expected to default. The yield looks brilliant but the risk to capital is enormous. Leave them alone. 


  Other fixed interest


  Fixed interest debt, with similar mechanics to government bonds, is issued by companies, international agencies and banks, as a way of raising money. As with government bonds, there is a wide range of quality. Yields are generally higher than those obtained by investing in high quality government bonds but again the higher yields spell risk and sometimes the risk is anything but obvious.


  A classic example of risk was with a company called Enron that went bust in 2001. It employed 20,000 people and had revenues of over US$100 billion in 2000. Nobody saw its demise coming. The rating agencies, who offer opinions paid for by the actual company issuing the debt, only began to notice there were problems a few weeks before the bankruptcy filing. When a company goes bust, the equity investors usually get nothing. The bond investors may only get a few pence for each £1 invested and then only if there is enough in the kitty after preferred creditors (employees, taxes and secured creditors such as banks) have been paid.


  Collective bond funds are particularly risky. The lesson was learned by a previous generation of British investors, when certain fixed interest unit trusts lost money in the 1980s. This lesson was brought about by yield dilution. The fund manager had to invest new money coming in at the same time as interest rates fell, and therefore either bought lower yielding securities or bonds trading well above redemption value with unrealistically high coupons. In the latter case, the extra income provided only partial compensation for the capital loss, but few realised this at the time. Most investors in the unit trusts concerned were withdrawing income, erroneously believing that they had capital security.


  When this equity bear market ends


  The world will look different when the present bear market ends; the old rules will not apply. Investment analysis will be discredited, because the limits of static comparisons will have been revealed. The consumer society will be gone; resource constraints will matter. Nations experiencing severe financial dislocation for the first time may strengthen and recover better than those now weighed down by debt. Social conditions will change, with the middle classes sharing the burden of debt repayment with the poor and the wealthier faction of the population curtailing their lifestyles. Collective enterprises will spread as an alternative to capital markets. What is difficult to foresee at the time of writing this book is the time-scale for a new bull market to emerge and the form it will take.


  Looking differently at investment


  The debt burden created by failed policies has to be disposed of before a new growth era can emerge; until then, any economic recovery will be transient, just like the counter-trend rallies of stock markets.


  In recent years, investment has become dominated by the quick reaction follow-my-leader method. Thought and consideration have been trumped by technology. But now the elaborate, costly strategies of conventional investment have been found wanting.


  In the present environment, the prizes will go to those who successfully preserve their capital base, enabling them to move forward when others have lost so much.


  Footnotes


  
    	
      Sparkling Books, 2011. ISBN 9781907230356 (e-book), 9781907230318 (print).

    


    	
      Financial Times, Financial Times Ltd., October 2nd 2011.

    


    	
      The jargon “bear market” is widely used to describe a capital market in which the general level of prices keeps falling, as opposed to a “bull market”, i.e. one in which prices keep rising.

    


    	
      For technical reasons, the FTSE needed to close above 7,175 before the rise above the previous peak acquired any significance.

    


    	
      GDP (Gross Domestic Product) is the usual way of measuring the size of an economy. Definitions change over time and there can be differences between countries. GDP per capita measures the average economic output of each person.

    


    	
      The Debt Threat, Tim Congdon, Basil Blackwell 1988. Congdon gave evidence that there is a limit to debt growth to the House of Commons Treasury and Civil Service Committee in 1986 and published his work more extensively in his book. More recently, similar points have appeared from American economists Carmen Reinhardt and Ken Rogoff.

    


    	
      The authorities have been desperately trying to inflate their way out from the debt burden they have created, and in our view, failing miserably. According to The Economist, central banks need to let inflation rise in order to generate higher interest rates (“Up, up and away: Higher inflation may be needed to leave extra low rates behind”, 29th March 2014). This is a back to front argument. Inflation is low (and threatening to turn into deflation) because the cost of servicing existing debt prevents inflationary measures working.

    


    	
      Target2 is the system used for transferring Euros between Eurozone members. Cash remains with the national central banks; their accounts at the European Central Bank are adjusted to compensate. This results in imbalances and indirect loans from stronger to weaker countries.

    


    	
      Piketty proposes two laws of capitalism, but they seem to me to be incomplete. His first law of capitalism ignores central bank manipulation of the financial system in recent years. His second law does not allow for negative numbers that occur in recessions or when the stock of savings is depleted. Thomas Piketty, Capital in the Twenty-First Century, translated by Arthur Goldhammer, Harvard University Press 2014.

    


    	
      The diagrams in Figures 14 to 19 are schematic. In practice, random noise in markets leads to a fuzzier pattern.

    


    	
      The rallies slightly beyond the 1999 peaks do not invalidate this argument. Elliott’s explanation provides for bear market rallies that go beyond prior peaks. This is consistent with the lack of exuberant speculation in February and March 2015.

    


    	
      Mass behaviour in capital markets follows the principles set out by Gustave le Bon in Psychology of Crowds (republished by Sparkling Books, ISBN: e-book 9781907230554, print 9781907230080).

    


    	
      This section represents my view at the time of writing.

    


    	
      The examples in this section start from 100 and therefore relate to index-linked bonds issued at par (100), in their first year. Over time, the indexing formula will produce values other than 100 subsequent to issue, from which relative changes can be measured.
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