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The Tortoise versus The Hare … 

Who Wins in 2014?
“The Tortoise & The Hare” is one of Aesop’s Fables where a hare ridicules a slow moving tortoise which results in a race being set to determine the true victor.  What seems obvious to everyone is that the hare will easily win this race, and as we all know, the hare quickly leaves the tortoise behind, but then confident of winning takes a nap midway through the race.  When the hare awakens, the slow moving tortoise is just crossing the finish line and is the true victor in the long run.  Two analogies can be taken from this fable, which seem applicable to today’s markets: never trust the obvious, and in the long run slow and steady will often win out.
In the current equity markets I see many overly confident hares jumping into the fast moving equity markets – particularly in the US.  I have, however, as you all know, maintained the slower tortoise approach as I continue to see many risks that the markets are turning a blind eye towards.  In the short term over 2013 this approach has fallen behind the faster hare – but if my logic is correct, we could be coming up to the “year of the tortoise.”
Here I will provide the arguments for both the slower “Tortoise Approach” and the “Hare Approach” going into 2014.

#1.   The Tortoise Approach 
I see many reasons for the slow and steady approach towards the markets right now.  Here are the most important ones, in my opinion:
A.  The Retail Herd Direction – they’re all in:
- A recent Morning Star report revealed that US stock funds attracted $172 billion in the first 10 months of 2013 – the most since 2000!
- Research firm Strategic Insight recently reported that there was $450 billion of net inflows into US Equity Mutual Funds and ETFs thus far in 2013 – more than the 4 prior years combined.

- A recent report from Vanguard – the world’s largest mutual fund company, revealed that their clients have a 57% allocation to equities which was only higher twice before – late 1999 and late 2007!  These turned out to be very risky years to be all in!
- Supporting the Herd Reflex of being all in is a recent Barron’s Analyst Poll revealing that all analysts polled expected positive returns for the S&P 500 in 2014 with an average expected 10% return.

Note:  when the Herd Reflex is rapidly racing in one direction it is often wise to take some chips off the table.

B.  Investors - Advisors Surveys ... they’re also all in !
- A recent Investors Intelligence survey of advisors sentiment revealed that the Bears came in at 14.4%, which is the lowest in 25 years and lower than the frothy 2000 and 2007 markets!  The percentage of bulls in this survey is now at 58.2%, which is a new high for 2013.  More importantly, the ratio of bulls:bears is now at 4.07:1, which is an all time high – even higher than 2000 and 2007!

- A recent survey from the AAII for individual investors reveals equity allocations among its members slipped 2.1% in November to 64.2% but the prior October reading of 66.3% was a 6 year high (prior high was 2007 when it was 68.1% which was a poor year to be all in)!
- Another recent survey of US Investment Newsletters revealed that they were bullish in a 4:1 ratio over bearish Newsletters – the most bullish since 1987!
Note:  From the contrarian perspective, when there is this much bullishness it is often wise to take some chips off the table.
C.  Margin Debt Remains at Record Highs:
- The use of margin debt or leverage has been an excellent indicator of prior market tops.

- On an absolute basis the current amount of NYSE margin debt is at all time highs!
- Even when this debt is compared to GDP – the current 2.2% was only higher briefly in 2000 and 2007.

D.  Earnings & Revenue - Accounting Magic?:
- There seems to be a disconnect between the reports on earnings and revenues according to Lance Roberts.  He reports that since the 2009 lows EPS has grown 231% for US corporations, but sales per share has only grown 25%!  How can this be sustainable and what is propping up the EPS you ask?
- It appears the EPS are getting a big boost from record low interest rates, stock buy backs, flat wages, low hiring cost, and other cost constraints.

- Since 2009 US companies have bought back over $1 trillion of their own stocks (Reuters), which explains why E growth continues to outpace revenue growth and this really boosts the EPS number.

- We saw 28 out of the 30 DOW companies buy back significant shares in 2013.

- For all listed companies, share buy backs are up 11% y-o-y and 18% quarter-over-quarter (Michael Lewitt).

- However, over the same period revenues were very flat.  Revenues in the 3rd quarter continue to be low, up by only 3% quarter-to-quarter, and the beat rate was only 52% vs. the historical beat rate of 61%.

- Bill Gross has brought attention to the Earnings versus Revenue disconnect in his most recent Newsletter noting that the US issue of “near flatline revenue growth” continues despite EPS continuing to grow.  He goes on to say that this is partially explained by share buy backs which “artificially elevates stock prices” and is a worry for corporate America going forward and “may haunt America’s future.”
- Another major boost for the EPS number is the fact that the percentage of US GDP going towards labour is at its lowest level in 50 years (Comstock) …this is a tremendous boost for E and EPS (but a real hurdle for the working middle class).
- Several reports have revealed that 80% of the market gains in 2013 have been based on multiple expansion (vs. only 20% on E growth), which is a reflection of soaring investor optimistic sentiment currently at play, and the willingness to pay more for earnings.

- That’s a lot of equity gains based on hope for a better 2014 folks … which is worrisome as a lot of the “fundamentals” data is artificially being propped up in my mind, eg. Jobs, EPS.
- Finally, the forward earnings guidance by companies for the 4th quarter reveals that the negative pre announcements to positive pre announcements stand at 11.4:1 – the most negative on record according to Thomson-Reuters!  This strikes me as a big risk for equities in 2014.  You have to ask yourself how E will do with higher IR, higher wages, more hiring, and tepid revenue growth in 2014?
E.  Record Profit Margins Are a Risk in 2014:
- Despite flat revenue growth we are also seeing record profit margins (PM) in the US.
- Current PM are at record highs on the S&P 500 at 9.3% vs the historical average of 5.9% over the last 60 years.

- As a share of US GDP current PM are about 80% above the historical norms (John Hussman).

- Jeremy Grantham claims that PM are “the most dependably mean reverting of all financial series” and his bet is that PM will decline in 2014.
- Already we are seeing challenges for high PM, such as higher IR, more job hiring, higher wages and with flat revenues, 2014 could be a very big challenge for PM and a risk for frothy equity markets.

F.   What do CEO Actions Tell Us:
- US corporations are now hoarding $2 trillion in cash on their balance sheets – we have never seen this degree of hoarding and this tells me that CEOs are still not confident about the economy – otherwise they would be spending this cash (now getting puny returns) and investing.

- The fact that the CEO focus has been more on share buy backs (a one time event) rather than boosting dividends (a recurrent event) tells me they lack confidence going forward.  This is reflected by the fact that the current dividend yield for the S&P 500 is only 2%, which is extremely low as is the payout ratio of 35% (historically is 52%).
G.   What’s the Smart Money Doing?
- A recent report by Pavillion Global Markets reveals that the insiders sell/buy ratio is at a 10 year high!
- Billionaire investor Carl Icahn recently said he was very cautious on stocks as we “could see a big drop.”

- Famed investor Seth Klarman is holding 35% cash and is giving money back to investors.  His $28 billion Baupost Fund is the 4th largest Hedge Fund in the US so we should pay attention.
- Jeremy Grantham at GMO (manages $110 billion) in his most recent November Newsletter said “prudent investors should already be reducing their equity bets” as the “US market is already badly overpriced.”

- Rob Arnott at Research Affiliates (they manage $108 billion) remains bearish on US equities over demographic and entitlement concerns.

- Hedge Fund manager Jim Chanos recently stated that “the US market is fully discounting an awful lot of good news” and he is shorting Caterpillar.  That’s a big bet on a slowing global economy.
- Warren Buffett has nearly $50 billion in cash – higher than the $48 billion he had during the tech bubble peak in 1999!  I listen to his actions more than his words.
- Other prominent investors mentioned in previous communications who remain bearish include Prim Watsa and Ned Goodman.

- Finally, Private Equity Firms such as Fortress and Blackstone have been selling in 2013.

H.   The NFIB Small Business Optimism Index:
- This survey of small business in the US continues to remain very weak over uncertainty on future taxes, regulations and future health care costs.

- The majority of new jobs in the US are created by small business, so it’s still a worry that despite a very small uptick in November to 92.5 the “overall number is at the 16th percentile in this series – the lowest quintile in its history” says Doug Short.  At 92.5 it is at the same level as Feb 08 and many prior recessions.  That’s not what you expect to see now 5 years into this expansion!?
I.   Soaring IPOs:
- As of late November there have been $51 billion in new IPOs – the most since the $63 billion in 2000.  This is a bearish feature for a contrarian.
- Additionally, there has been $155 billion in secondary offerings, which is more than either 2000 or 2007 market tops, says Sy Harding.  Again another bearish feature is what this tells me, as the smart money are all “cashing in” at the top.
J.   The QE Taper Risk:
To recap, QE is an unconventional Fed policy where the Fed buys longer term assets (eg. gov bonds and mortgage backed securities (MBS)) so as to encourage long term IR lower.  The benefits of low IR are many, but three important recipients are higher real estate activity (as mortgage rates are lower), higher auto sales (low financing rates), and higher equity prices (as low bond yields force them into equities).  These three outcomes create a “wealth effect” and encourages consumer spending and economic growth.  The bears believe that when the Fed starts tapering (as it did Dec 18) this in effect is the same as monetary policy tightening, which often is a negative for the economy and equity markets (especially if the economy is fragile and equity markets frothy).  For example, when QE 1 & 2 were stopped, markets declined significantly so this current taper (especially the pace of the taper) will be very important to follow and runs the risk of being a negative on markets, I believe going forward.  I am a big believer that QE has significantly boosted equity markets over the last 5 years and with this taper, markets are now at risk.  As well, with higher IR the real estate market and auto markets will see pressure in 2014.
K.  Other Bearish Issues:
1.  The VIX “Fear Guage” is very low (12 – 14 range) and is a sign of investor complacency and “complements” the “All In” herd reflex that is currently at play juicing equity markets.
2.  The Four Year Presidential Cycle tells us to be cautious in 2014.  According to the Stock Traders Almanac, the first 2 years are poor equity years, but especially year #2 (which began Nov 1/13).

3.  There has been no 10% US equity correction in 26 months, which is very unusual!  Since 1946 the median time between 10% equity declines has been 12 months and the average time is 18 months – today we are at 26 months (Sam Stoval).  Since the last correction of October 2011, the S&P 500 has gained 60% while E growth has just been 13%!!  That’s an awful lot of P/E multiple expansion.
4.  Dr. Copper is down 12% this year.  Dr. Copper is supposed to be a great indicator of the global economy and currently looks very weak.  Also nickel is down 22% and aluminum is down 21%.  The bellwether Caterpillar stock is in steady decline reflecting this weakness.
5.  It is certainly a positive that household debt to disposable income has declined to 110% in 2013, but we must remember that the historical average is 75%.  Does the US population really want (or need) to run up more debt now with such a weak job recovery and the upcoming demographic retirement pressures that so many of them face?
6.  We have seen 13 Fed changes over the last 100 years and a recent report I read revealed that markets have declined in the range from -11 to -16 in the first 3 months over “new Fed uncertainty.”  This could put pressure on equities in Feb – April.
7. US Equity Portfolio Managers cash levels are at 3.5% which is the same low levels seen at market peaks in 2000 and 2007 (David Rosenberg).  This is a contrarian negative.
8. Valuations in the US are now very high based on traditional measures that I have covered in prior communications– the Shiller P/E at 25 was only higher in the dot.com bubble and for 3 weeks in 1929,  the Market Cap : GDP is now higher than the 2007 peak and close to the 2000 extreme, the median P : Revenue for the S&P 500 is now at historic highs – even higher than 2000 (Doug Kass).

9.  Real median household incomes peaked in 2007 and have fallen every year since due to no wage growth and high unemployment.  They are now at 1995 levels!  Renowned GK Research recently stated that they “never saw a structural bull market in equities take place against a back drop of falling median incomes.”  It’s kinda odd that auto sales and home sales are soaring at a time of no wage/income increase? … uncertain and uncharted times folks.
10.  The US faces huge demographic and Entitlement Program discussions in 2014.  The market is shrugging these risks off so far.
11.  The Huge Income Inequality will get more attention in 2014.  The American Federation of Labour CIO reported that the typical US CEO earns 354 x more now than the average worker did in 2012 compared to 42 x in 1982!  This can’t continue, so expect more labour strikes in 2014 and when the minimum wage ($7.25) is forced upwards, corporate profitability will drop.
12.  Finally, I note that at least 99% of analysts and economists are claiming that there is virtually no risk of a recession in 2014.  (The lone recession voice comes from GK Research).  I worry when all investors/analysts/economists are on the same side…
The tortoise in me concludes that equity markets have priced in an awful lot of good news for 2014.  My persistent viewpoint is if there are any slips or naps along the way it would be very easy for the tortoise to pass the hare.  This is especially true for the very expensive US market.

#2.   The Hare’s Approach 
The hare has been in full stride for all of 2013 racing ahead and full of optimism over a very bright future and finish.  Here are the main factors behind the optimism:
A.  Don’t Fight The Fed Remains a Key Theme:
Despite a very muddled US economy (avg GDP for last 4 quarters was only 2.0%) the stock markets in the US continue to soar ahead.  Much of this market support comes from the persistent zero IR and massive QE bond buying which forces investors out of very low yielding fixed income products and into higher return investments such as high yield bonds and equities.  The Fed has made it clear that “taper does not equal tightening” and reiterated this December 18th, and so the optimists believe that zero IR will continue to fuel the economy well into 2014 and 2015.  They also feel that the economy is now improving enough to handle a slow QE taper in 2014, especially with the very dovish Janet Yellen as the new Fed Chairperson.  Recall that even with the January taper of $85 billion to $75 billion per month that’s still lots of QE at play for now.  Maintaining QE at $75 billion per month will be a very powerful tailwind for markets so I will need to follow this very carefully into 2014.  If the taper continues I believe markets are at risk whereas if the dovish Fed Yellen stalls the taper, then equities will rise into more froth is my current thesis.
B. Economic Data Will Continue To Improve:
There is no doubt that the 3 most important ingredients for a successful recovery – jobs, housing, and manufacturing have been improving over 2013:
- Jobs are improving, albeit at a snails pace and so we still need more jobs and more importantly, higher wages.  The broader U6 employment rate just declined to 13.2% which is good.  (But I have covered the many weaknesses and “smoke and mirrors” in jobs reporting in the past, so I need more convincing here).
- Housing data has been very mixed recently, especially with higher mortgage rates, but if they continue to stabilize-improve, this will be a bonus for the 2014 recovery.  (My fear here is that with the QE taper on, mortgage rates will rise and stall housing?).
- Manufacturing and auto sales have also improved in 2013 and hopefully will continue into 2014 (but rising IR will hurt auto sales and subprime lending is soaring in auto financing once again).
- Additionally, because of more jobs and the higher “wealth effect” consumers are now taking on more debt and retail sales are moving up, which is a positive for the economy.  If this continues into 2014 it will be a tailwind for equities.
C.  Chicago Federal National Activity Index (CFNAI):
- The CFNAI is the most comprehensive monthly measure of economic activity in the US and recent data tells me that the coincidental economic activity continues to improve.
- This monthly report did slip slightly in October to -0.18 but the 3 month moving average was + 0.06, which is the first positive reading in 8 months.  I will be watching this very carefully in 2014.
D. US Renewed Energy Boom:
- The US just recently hit an energy milestone having produced more oil than it has imported, which is a first in 20 years.  This is a reflection of the boom in shale oil/gas discoveries and increased production in the US, which is very positive for jobs, energy costs, and corporate profitability.
E.   Increasing US Household Debt:
- US household debt or credit just showed its first y-o-y increase in the 3rd quarter since 2008.  Increasing debt implies increased spending and increasing consumer confidence and retail sales.

- With the US household debt to disposable income steadily declining from 124.6% in 2008 to 100.9% (D. Rosenberg) the optimist will tell you that it now appears consumers are ready to releverage and spend.  The US economy is very dependent upon credit and if consumers leverage up again in 2014 this will be a positive.  (But I wonder if this is sustainable, especially re the demographic headwinds?).
F.   Other Bullish Features:
- “Seasonality” now favors markets from December to April as these are the best months for equity returns.
- The recent US Budget Deal gives us hope of less political gridlock in the US.

- Continued low – zero interest rates will continue to be bullish for the US economy and markets in 2014.  Janet Yellen will repeatedly point this out in 2014.
- The Conference Board Leading Economic Indicators remain positive (6 out of the last 7 readings have been positive).

- The $2 trillion of idle cash sitting on US Corp balance sheets could lead to major Merger & Acquisition activity in 2014.
- Both the EU and China economies appear more stable in 2013 and there are certainly less uncertainties than 2011/2012.  If these continue to improve this would be a big positive for the global economy and markets.
- Smart Money Gurus that turned bullish in 2013 include David Rosenberg, N. Roubini, and just this week famed Hugh Hendry (mainly over “don’t fight the Fed”).  I very much respect all three of these gents opinions.  The Bear (and contrarian) in me says – great – now everyone has thrown in the towel.  The Bull in me says, maybe this equity run has more legs?
- The recession risk in most reports appears low – but this is now a contrarian indicator for me as nobody expects a recession in 2014.

Conclusion 
There is no doubt that the hare is well ahead of the tortoise in the 2013 US race!  I suspect this could continue for another couple of months – but for all the reasons mentioned I believe that equity markets, especially the US, are very vulnerable right now and investors need to be mindful of the risks to their portfolios after a 160% US equity run alongside tepid GDP growth and the 2014 commencement of the QE taper.  

The three main factors I look at when investing in equity markets are: 

1. valuations 
2. future Earnings & Revenues

3. and where the Herd Reflex is.

I believe current valuations for the US market are definitely expensive, if not frothy.  This is the first point that keeps me in the tortoise camp.  I am also worried about future earnings and revenues not meeting expectations for all the reasons listed with the tortoise approach.  Because of this, profit margins will mean revert and this will hurt equities in 2014, is my bet.  However, my biggest current concern with US markets is the tremendous vigor of the Herd Reflex.  The Herd Reflex refers to investor sentiment and the psychological mindset.  By all accounts most investors are all in the bull/hare camp and this makes it very difficult for markets to climb higher.  Recall that most investors buy the most right at the top – in fact that’s what creates the market top!  So because 3 of my criteria for buying are currently flashing “risk” I remain in the tortoise camp.
I am less worried about the EU markets and Emerging markets and in fact, that is where most of my recent buying has been in new accounts.  
I will, as of today, add a 4th factor that now needs monitoring – the QE taper risk.  Now that is has begun it will be very interesting to see how markets respond over the next few weeks.    This will be a major market mover in 2014 as covered earlier and will require close monitoring.
I am guessing that markets will climb higher into December and January as these are two of the best seasonal months.  But also because the recent economic data has been tilted towards better than expected, which will have a positive psychological effect on the herd (and obviously the Fed to start QE taper earlier than expected).  This further run up could be painful for many of my new clients or those with excess cash.  Unfortunately, this pain is a common problem for most contrarian investors.  As Jeremy Grantham recently stated – a “painful lesson is the prudent investor must invariably forego plenty of fun at the top end of the markets.”  For now, I will continue with the Tortoise Approach, but will continue to review these four factors on a regular basis going forward, especially for the newer clients.
The Tortoise Investment Approach
1.  Continued Low US Exposure:  The most at risk equity market currently on the planet.  Recall, despite the TSX trailing the US badly this year, Canadian equities have outpaced the US by 35% since 2000 (Eric Lascelles – RBC).  I plan to keep our Canadian focus for now.
2.  Low TSX Commodity Exposure:  Because of a glut of supply and decreasing demand we will continue with this TSX theme.  But otherwise I like TSX dividend stocks, as there is less currency risk, better after tax returns on the dividends, and the TSX is now out of favor.
3.  Increasing European Exposure:  There is decent value in Europe and I will start increasing exposure in some accounts in 2014.

4.  Increasing Emerging Market Exposure:  Decent valuation here as well, especially after the summer sell off. And I will continue adding here having had virtually zero exposure for 2 years.
5.  A Continued Focus on Dividends: All of our positions are dividend paying and most are also dividend growers!
6.  Increasing Health Care Exposure:  Time did not allow me to cover Demographics & Health Care, but the plan is more health care exposure in 2014.
7.  Fixed Income:  Our allocation has been lowered in all accounts, a short duration focus, corporate over government, and the use of alternative strategies has been implemented in all accounts over the last 3 months.
8.  Continued High Cash Levels for now:  This is all part of the tortoise steady approach – the tortoise conserves his energy waiting for an opportunity.  This strategy appeals to me in this very long equity bull market. 
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