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Saving You From Wal l  Street

History and The Market Outlook

The stock market is off  to a fast start in 
2013. If  you listen to the news media, 
the economy has finally turned the 
corner and the stock market has 
nothing but blue skies ahead. I want to 
take a look at the long term, medium 
term and short term outlook for the 
markets. 
With the markets now back to 
pre-2008 levels, one has to wonder 
how much further the market can go. 
History shows the vast majority of  
gains have been made before we face 
another downturn. 

The chart to the left shows the average 
length of  a bull market before a 
downturn appears. The average is 3.8 
years. We are now just shy of  4 years. 
This doesn’t mean a downturn is 
imminent. The market didn’t face a 
serious correction for almost 10 years 
starting in 1990 so bull markets can 
last a long time, especially with the Fed 
printing money. However, history 
points to caution  after a run like we 
have had since 2009. 

My general thesis since the year 2000 
is we are in a secular bear market. 
Markets experience two types of  
trends: secular and cyclical. Cyclical 
trends are shorter term. The 3.8 year 
bull market is the average cyclical 
trend. Secular trends are longer and 
can encompass several cyclical trends. 
Since 2000, we have had two severe 
stock market corrections, yet we are 
just now back to the levels seen in 
2000. Essentially, the market has gone 
nowhere over this thirteen year period.  
The chart below shows secular trends 
dating back to the early 1900s.
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Despite the mantra that the stock market earns 10% per 
year, the market actually moves in sideways and upward 
trends. From 1966 to 1982, the Dow Jones Industrial 
Average went from 974 to 975 - one measly point. Over 
that period, enormous volatility existed, but the net result 
was a flat return. In 1982, the stock market experienced an 
18 year secular bull yielding 14% per year. Since 2000, we 
have been flat. The best metric to understand where we are 
regarding a secular trend is the CAPE - cyclically adjusted 
price to earnings. The CAPE averages the earnings for the 
stock market over the past 10 years and divides that figure 
by the current price. Why is this figure important? As an 
example, imagine paying $20 for a stock that has $1 in 
earnings per share. The Price to Earnings is 20. This means 
that, in theory, it will take you 20 years to get your original 
$20 investment back in earnings. If  the Price to Earnings is 
10, it only takes you 10 years to get your money back in the 
form of  earnings. Clearly, you want to buy when the Price 
to Earnings is low. Remember, you receive the future value 
of  earnings when you buy a stock or the stock market.

Today, the CAPE for the US stock market is 24. This is rich 
relative to history, and this level has not rewarded investors 
for the risk. 

The chart above categorizes the CAPE into five quintiles 
from low (or inexpensive) to high (or expensive). The chart 
then look at the returns for the market over the ensuing 10 
year period. When the CAPE is single digits as the far left 
quintile shows, investors earned an average of  11.4% over 
the ensuing ten years. Today’s CAPE value puts us in the 
far right quintile, or the most expensive. Ten year returns 
when the CAPE is in this quintile averaged 2.8% per year. 
If  history holds, investing in the US stock market today will 
not yield a high return over the next decade. History 
certainly doesn’t repeat exactly, but it does rhyme. 

What should alarm investors is the market doesn’t just 
provide that average 2.8% per year. Usually, the market 

exhibits volatility, and the CAPE drops to a level that 
provides investors a better return. The chart below shows 
the potential 3 year drawdown based on CAPE values. This  
means what could happen over the next three years when 
the CAPE is at certain levels.

This is a difficult chart to read, but here are some 
takeaways. When the CAPE is 10 or less, there are no three 
year periods where the market was down. When the CAPE 
is between 10 and 15, most 3 year periods made money, but 
there are a few that lost with the average loss being around 
15% and as high as 40%. When you reach our current 
values, many periods exhibited gains, but drawdowns were 
more common over the ensuing 3 years. The losses also saw 
large drawdowns greater than 50%. 

It isn’t just the CAPE that shows an overvalued market. 
The Q ratio is another determinant frequently used. The Q 
Ratio is taken from the Federal Reserve and measures the 
stock markets equity and liabilities divided by its net worth. 
Based on this figure, the market is overvalued by 44%. This 
isn’t as egregious as the secular market peaks of  1966, 1937 
or 1929 (those peaks were 60% overvalued), but it is still 
high as the graph below shows. Of  course, the internet 
bubble was an extreme overvaluation at 173%. Most of  the 
internet companies had little actual net worth.
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Another useful metric is the CAPE relative to the dividend 
yield. At the start of  secular BULL markets, the CAPE value 
is close to the dividend yield for the market. At the start of  
the 1982 secular bull market, the CAPE was 7 and the 
dividend yield for the market was almost 6%. Today, the 
CAPE is 24 and the dividend yield is 2%. While the chart 
below is very busy, it shows that a secular bull market has 
never started when the difference between CAPE and 
dividend yield were this far apart. 

The next chart puts the secular bull and bear in perspective. 
We are certainly closer to a secular bull market than we were 
in 2000, but valuations show we aren’t ready for a bull yet. 

Economic Factors

If  you listen to the press, the economy is turning the corner. 
The market’s recent rise is predicated on an improving 
economy. Of  course, this turning the corner has been the 
theme for the past couple years, yet we end up with 1.5% to 
2% growth. As mentioned in previous newsletters, two 
economist, Karmen Reinhart and Ken Rogoff, wrote a book 

called “This Time Is Different,” which reviews 800 years of  
economic history. These economists discovered that a debt 
and banking crisis leads to subpar growth for years until the 
debt overhang is resolved. Rather than the average 3-3.5% 
economic growth, countries experience sub-2%. Recessions 
are also more frequent in a debt overhang situation than 
normal. 

The economy today exhibits the same patterns as previous 
years. The economy shrank at 0.1% in the last quarter, but 
most experts claim Hurricane Sandy is the cause of  the 
decline. It might be. January has had a bump up in factors, 
but it could be a short term improvement as the areas 
affected by Sandy get back to business. 

Manufacturing had a solid January number, but through 
December of  2012, manufacturing was declining. The 
difference between January could be a Sandy effect. Time 
will tell. 

Retail sales are slowing as well with 2012 retail sales only 
2.9% above 2011’s level. This number is not inflation 
adjusted so the actual growth is just north of  1%. 
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Industrial production is also on the decline.

Manufacturing, retail sales, and industrial production are the 
key leading economic indicators I watch. These aren’t 
recessionary levels, but they show the economy is not hitting 
any kind of  acceleration phase.

One telling sign for the economy and market is the Citigroup 
Economic Surprise index. This index tracks all the economic 
data to see if  the data is beating estimates by economists or 
not. This metric has a strong leading correlation with the 
stock market as the graph below shows.

This index isn’t useful to predict recessions, but it does have a 
solid record of  predicting market movements.

Corporate Earnings

The general consensus among economists and market 
prognosticators is for corporate profits to increase 12% in 
2013.  The stock market’s recent rise leads me to believe it 
has been priced into the equation. However, growing 

corporate profits at 12% is difficult when the economy grows 
at less than 3%. It requires substantial productivity gains, 
which is challenging since companies have cut staff  to the 
bones already.

Another factor against such large corporate profit increases is 
current corporate profit margins. Profits as a percentage are 
at all time highs. Typically, when margins reach these levels, 
the margins revert to the historical average or mean. The 
chart below dates back to the 1940s and shows profit margins  
(blue line) are north of  10% - a historical high. The red line 
shows the subsequent five year growth rate in profits at 
various profit margin levels. The five year growth rate is 
measured on an inverse scale so the chart shows that 
whenever corporate profit margins arise above 7%, the five 
year growth rate in profits is flat to negative. If  history holds, 
a 12% increase in profits isn’t feasible. 

Another warning signal on earnings is the sales slowdown 
taking place in the 3rd and 4th quarters of  2012. Revenues 
and earnings are down relative to the same time periods of  
2011, and the number of  companies missing their estimates 
on Revenues or Sales increased rapidly in the 3rd quarter of  
2012.
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Again, these statistics don’t mean a recession or big market 
drop is imminent. It does show the current market is richly 
valued relative to history and faces serious headwinds. 

The intermediate trends in the markets are still saying buy. 
The chart below looks at the intermediate term technical 
factors I watch. 

Without getting into the weeds, these factors examine 
momentum. However, short term metrics I watch indicate a 
pull back from these levels. Some of  these factors are:

1. The Rydex Bullish vs. Bearish chart (above). This examines 
the amount invested in bullish mutual funds compared to 
bearish funds. We are at historical highs. The chart shows 
when bullishness reaches these levels that a pullback 
usually happens. Again, not a market crash, but a 
pullback.

2. Insider sales: Corporate insiders are selling shares at an 
alarming pace - 9.2 sales for every 1 share bought. When 

corporate insiders are selling at this rate, it means they 
think their company stock is overvalued. As the chart 
below shows, the market pulls back when selling reaches 
these levels. When buying is high, as it was in 2008 and the 
summer of  2011, the market turns up so this is a decent 
indicator of  shorter term movements.

3. Individual investors: Similar to the Rydex signal, 
bullishness by investors usually means a pull back is 
coming. In the chart, the red lines indicate bullishness and 
green shows bearishness. When bullishness hits the red, a 
correction often follows

4. Volatility: When volatility is low, this is a sign the market is 
complacent and sees blue skies ahead. The converse is also 
true. Just as bullish investors is a contrary indicator so is 
low or high volatility. Volatility has reached levels recently 
last seen in 2007. This usually results in a pull back. 

5. Mutual fund manager cash: the amount  of  cash that 
mutual fund managers hold is down to a level of  0.4%. 
The last time we saw levels this low was the 2007 peak 
(and the 2000 peak before that). Again, maximum 
bullishness usually leads to bearish moves in the market.

Essentially, the market is priced for perfection. While the 
intermediate term factors are still strong, investors should be 
worried about the next few weeks. Many short term factors 
and weakening corporate earnings could result in a pullback. 
If  that happens, it might be a good time to buy.

Next month, we will examine how to invest in countries with 
higher dividend yields and lower CAPE values to drive higher 
returns. 
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Recently, I was interviewed on WBAL-TV in Baltimore 
regarding the 7 Mistakes Parents Make on the FAFSA. 
The FAFSA stands for the Free Application for Federal 
Student Aid. Since we are at the beginning of  the college 
application process for students and parents, these tips may 
be handy. 

You can find the full interview at the following link (copy 
and paste the link into your web browser):

http://www.wbaltv.com/news/maryland/Expert-
discusses-financial-aid-FAFSA-forms/-/
9379376/18298844/-/ly4b7d/-/index.html

Here were the major tips if  you prefer not to look at my 
ugly mug for a couple minutes:

1. File early: Often times, student aid is on a first 
come first served basis. If  you delay applying, you 
could miss out on student aid. The deadline for the 
FAFSA is June 30th, but many states have different 
deadlines. Maryland, for example, has a March 1 
Deadline. Start the FAFSA now even if  you don’t 
have your taxes done yet. You can estimate these 
figures then finalize them when your taxes are done. 
Make sure you get your taxes done as soon as possible. 
Don’t wait until April 15th.

2. File even if  you think you won’t get aid: many 
families with higher incomes don’t file the FAFSA 
because they believe they won’t get any aid. That is 
not always the case, especially if  your child is looking 
at a private school or you have more than one child in 
college.

3. Pay down debt with savings: The FAFSA looks at 
your annual income (tax return) and your assets. If  
you have money in a bank or non-retirement 
investment account and you have credit card debt or 
an auto loan, pay those debts off. This will increase 
the amount of  aid you might receive. Also, if  you 
have been thinking of  doing a home improvement or 
buy a car, this is a great time to pay cash for those 
expenses to reduce your assets for the FAFSA. Just 

make sure you don’t use the FAFSA as an excuse to 
buy a new car you really don’t NEED.

4. Appeal aid decisions: If  you have a big one time tax 
item like a bonus or stock option exercise, this will 
impact your eligibility for aid. However, you can 
appeal your aid decision to the school stating that 
your income was abnormally elevated due to this one 
time bonus or option exercise. The school will often 
change the aid award.

5. Minimize tax items: Since the FAFSA is based off  
your tax return, you need to do some strategic tax 
planning. Some ways you can do this is avoiding big 
capital gains, don’t take distributions from retirement 
plans, contribute the maximum to your retirement 
plans, utilize cafeteria plans at work (FSA, insurances, 
etc.), and look at using Health Savings Accounts for 
the annual deduction.

6. Get Assets out of  Kids Name: The FAFSA looks at 
the parents and child’s assets and income. The parents  
are expected to contribute 5.6% of  certain assets to 
college expenses while the student’s rate is 20%. Move 
assets to the parents name to increase your potential 
aid. If  your child has a savings account with 
substantial assets, open a 529 plan. The 529 can be 
owned by the parent with the child as a beneficiary.

7. Don’t make radical changes to your assets: Many 
financial salesmen exist that push parents to high 
commission products like annuities and permanent 
life insurance to reduce their asset calculation on the 
FAFSA. It is true that annuities and permanent life 
insurance balances are not included in the FAFSA, 
but these instruments have material impacts on your 
future retirement and tax situations. Often, I find the 
only one who really benefits from major shifts like this 
are the salesmen.
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free advice with minimal expense 
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Our Saving You From Wall Street 
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does not want you to know.  This 
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won’t see on the main stream 

media venues.
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Upcoming Webinars
Here are the recent and upcoming webinars. If  you cannot attend 

the live event, a replay will be available shortly after at 

www.picketfencefinancial.com/education/webinars

Market Outlook 

I will try to lay out some predictions for 2013. I will also profile 

what other prognosticators think. This is an impossible task, but it 

allows you to understand my thinking and how I view the markets: 

https://www3.gotomeeting.com/register/543679150

Understanding Long Term Care Planning

I recently interviewed Melissa Barnickel, CPA, CLTC of  Baygroup 

Insurance on long term care insurance. Find out the real statistics 

on long term care and is it right for you. You can find the webinar 

here: http://www.picketfencefinancial.com/education/webinars/

End of  Year Estate Planning Tactics

With major changes possibly taking place in the tax law at the end 
of  2012, Howard Stross will discuss some estate planning ideas to 

undertake before year end. He will also discuss if  you should put 

your children on the deed of  your real estate holdings. Listen to 

the replay here: http://www.picketfencefinancial.com/education/

webinars/
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