Madness of Mobs
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The financial markets are driven by sentiment and the
behavior of investors in aggregate. For the majority of the
time markets give the impression of being rational and
efficient in terms of determining prices for individual stocks
and collectively indices like the S&P 500. This has been
described as the “Wisdom of Crowds” and resulted in the
development of finance theory known as Modern Portfolio
Theory and the Efficient Market Hypothesis. However, there
are periods when the “Madness of Mobs” overruns the
wisdom of crowds and we question if we might be in one of
those environments.
The most amazing example of the wisdom of crowds occurred
during a national tragedy; the space shuttle Challenger in
1986. The formal investigation by NASA and others led to the
conclusion that due to the cold weather in Florida at launch an
o-ring on the solid rocket booster failed causing the explosion
just 73 seconds into flight that killed all seven astronauts. The
Rogers Commission that investigated
the cause of the tragedy and after
five months reported their findings
of cause. Amazingly, the stock
market within minutes of the
explosion aggregated the relevant
•
information and correctly identified
which companies would be most
negatively impacted
by
the
disaster.

as investors talk about the “new paradigm”. The principles of
prudent investing of the past are forgotten or ignored in favor
of following the trend.

“Imagine how hard physics would be if
electrons had feelings.” - Richard Feyman
As the recent past has demonstrated, the madness of mobs
happens when the trend reverses as well. Our brains are
neurologically programmed to respond to danger regardless
of it is physical, emotional, or financial. The fight or flight
response is valuable when on the battlefield or facing a
potential bar fight but fails us when our 401k is turning into a
201k. Fear of loss can be even more powerful than fear of
missing out and lead to a stampede for the exit in an irrational
manner.

Recognizing Mob Mentality
Disconnect between Prices
and Fundamentals

•

Fear of Missing Out
exceeds Fear of Loss

The wisdom of crowds was at play
when technology stocks began
trading higher in the early1990’s
anticipating that the Internet would
•
forever change the world and
investing. Somewhere in the
process of trading on rational
expectations investor emotion takes
over and the wisdom of crowds becomes the madness of
mobs. Stocks like Netscape trading based on how many
eyeballs viewed a website was a good example leading Alan
Greenspan to speculate that investors may be experiencing
“irrational exuberance” in 1996, three and a half years before
the bubble burst. Valuations today are nowhere near the
Nasdaq in 2000 when the price-to-earning ratio hit 175, but at
over 50 now it is not sustainable and the FANG stocks should
be a reminder to investors that too much optimism typically
ends in tears.
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Behavioral biases like anchoring,
recency affect, and herding
become like blinders to investors
leading to irrational behavior that
compounds across markets. This
skews the relationship between
risk and reward until something
triggers a reversal and fear takes
over. Even with no change in
fundamentals, taking risk is no
longer rewarded but is punished
as volatility spikes.

Lessons of the past are
Forgotten/Ignored

Greed is a powerful emotion just as fear is. Today’s stock
market appears to be consumed by investors, many who
have just recently reentered the market after the crash of
2008/2009, being consumed with the fear of missing out.
When this fear virtually eliminates the fear of loss the mob is
running the show. Other examples of mob rule include a
complete disregard for market fundamentals and valuations

Famed physicist Richard Feyman,
speaking at a graduation for Cal
Tech,
was
quoted
saying,
“Imagine how hard physics would
be if electrons had feelings.” Markets
are driven by feelings because investors as well as portfolio
managers have emotions. The recency affect suggests
enough time has passed since the Great Recession that all
investors remember is the new highs the market continually
hits. When the mob takes control of the markets it can take a
lot to stop it. We saw this in Japan in the 1980’s when the
Nikkei seemed to be the surest bet for global investors.
Owners of Japanese stocks have averaged -3.2% per year for
the last 25 years; but that was then.
Crowd sentiment is a powerful elixir because few have the
brain of Einstein or the self-discipline of a Buddhist Monk. The
herd instinct leads investors to forego individual decisionmaking about risk, capital preservation, or diversification and
simply mimic the actions of the group whether rational or
irrational. Investors are certainly going “all-in” with the stock
market today and time will tell if that is being brave or foolish.
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Moving the Markets
Caution to the Wind

Source: CNBC

The Impact of a Buck
Source: PCM, Y Charts

Commodities and the Dollar
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As the market approaches the end of •
January, the S&P is not only hitting new
all-time highs, it is breaking records that
have been around for decades.
Specifically, the index has remained in
“overbought” territory for the longest
continuous period in over 22 years as
measured by the relative strength index •
(RSI). ETF’s are seeing record inflows in
2018 as the passive investing craze
shows no sign of letting up. Investors
have reason for their optimism, the labor
market looks very healthy, wages are
finally beginning to rise, corporate
earnings are set to dramatically rise with
lowered tax rates, and consumers have •
more discretionary income as a result of
tax cuts and bonuses. What could go
wrong you ask? That is what investors
were saying in 1999 and again in 2007.
There has been a lot of discussion on
the value of the dollar, it’s slide in value
in 2017, and the impact the dollar has
on US markets and overseas markets. •
This was crystallized in Davos,
Switzerland, at the World Economic
Forum when Steve Mnuchin said, “a
weaker dollar is good for trade” (Wall
Street Journal). Shortly after the •
comment, emerging market equities
rallied. A depreciating dollar causes
other currencies to appreciate as
currency markets are a zero sum game
versus one another. This was prevalent
in the appreciation of emerging market •
equities with a currency hedge versus
emerging market equities with no
currency hedge.
The chart below
reflects both scenarios where the
emerging market ETF, ticker EEM, is
unhedged, while the emerging market
ETF, ticker DEM, includes a currency
hedge.
After peaking prior to the financial crisis
of 2008, commodity prices in general •
have languished. The collapse in oil
roughly three years ago sent the Dow
Jones Commodity Index, which tracks a
basket of heavily traded commodities,
lower by roughly 50%. But since then,
the Index has risen to a two-year high.
This rise in part has been driven by
accelerated global economic growth. In
addition, plans for infrastructure
spending has helped pushed the Index •
higher. But for the most part, the recent
rise in overall commodity prices has
been driven by a weaker dollar. In other
words, the currency effect, and not
global economic growth, has impacted
commodity prices to greater degree
over the past few years.
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Cash balances at Charles Schwab
are the lowest in the history of the
company and accounts have the
highest equity allocation since 2000
when stocks peaked before the
Tech crash.
University of Michigan Sentiment
survey is at record high levels with
respondents more bullish about the
stock market today than anytime in
the last decade despite the very
high valuations.
MarketWatch survey of equity
strategists shows 68% believe the
markets are overvalued by an
average of 15%. Only 16% of
strategists indicated they thought
the market was undervalued.

Changing
currency
values,
particularly the US dollar, can have a
strong impact on equities depending
on the currency the equity is
denominated in.
In 2017, as the US dollar
depreciated, an emerging markets
ETF without a currency hedge
outperformed an emerging markets
ETF that included a currency hedge
Economists at the Institute of
International Finance estimate that
the US dollar is 10% overvalued
even despite an 8% decline in value
over the past year (Wall Street
Journal)

Over time there tends to be an
inverse
relationship
between
commodity prices and the value of
the U.S. dollar. Commodities, for
the most part, are priced in dollars.
As the value of the dollar falls,
foreign investors have greater
purchasing power. In theory, they
will demand greater quantities of
raw materials.
There are inflationary aspects of
rising commodity prices. In the past,
having exposure to assets that are
sensitive to commodity prices, such
as emerging markets, has provided
a hedge against inflation.

2

Analyst Corner
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Macro View – Highway to the Danger Zone

Taking Stock – Winner or Loser

Fans of Kenny Loggins and Top Gun may start relating this
market and the Fed to Loggin’s Top Gun hit, Highway to the
Danger Zone. When the Great Recession occurred, then Fed
Chairman Ben Bernanke made it clear that he would create a
“substitution effect” by forcing investors into riskier assets such
as equities and real estate because yields were driven down to
in some cases near zero in bonds. This would also create a
wealth effect by increasing net worth and encouraging
investors to spend more. Mission accomplished. Household net
worth increased nearly $10 trillion in 2013 alone and the S&P
500 increased over 300% since the bottom of the 2008
recession driving investment into mutual funds, equities, and
real estate, demonstrated by the chart below. Current Fed
Chairman, Jerome Powell is left attempting to manage inflation,
interest rates, and investors necessary or unnecessary
appetite for risk assets. Powell was quoted as saying in 2015
that, “The current period of very low nominal rates calls for a
high degree of vigilance.”

Bank stocks have enjoyed a rally as investors anticipate tax
reform benefiting banks. There is a mixed message, though, in
the road banks will travel in benefiting from tax reform. In the
short term, banks are taking multi billion dollar write downs
creating earnings to possibly come in below estimates.
Analysts have reason to believe that the long term benefit of
lower taxes will drive bank stock prices higher. A look at
fundamentals, though, clouds the picture. Among other drivers,
banks benefit from loan growth. Year over year commercial
and industrial loans by US banks has been on a downward
trajectory since 2015 (Federal Reserve). The chart below
shows the year over year change since 2014 peaking in 2015
and the declining to nearly zero over the course of 2017. The
tug o war continues as increases in rates may also benefit
banks. Time will tell whether banks are a winner or loser.

Source: Wall Street Journal

Fixed Income - No Signs of Danger

Technical - Compelling Correlation

Much has been made in the media about the risk of rising rates
for bondholders with the now annual call for the end of the bull
market in fixed income. It is true that the 10-Year US Treasury
bond has risen from 2.40% on January 2nd to 2.66% the week
ended January 26th. With rates at extremely low levels, a
quarter point rise is significant and has led to noticeable drops
in bond prices and mortgage rates have moved higher. Is this
the start of a mass exodus from the bond market as many have
been calling for? It seems unlikely as long as spreads on high
yield bonds remain at historic lows. Data from the St. Louis Fed
reveals the option-adjusted spread between non-investment
grade (junk bonds) and Treasuries are barely above 3%. This
seems like paltry compensation for holding bonds with
significant risk of default.

Markets represent the dynamic relationship of all participants
and can quickly shift from being rationally driven by
economic principles like supply and demand to reacting
irrationally based on fear, greed, or other investor biases.
The challenge with technical analysis is no single indicator
will work in all market environments. Good technicians are
students of the markets and utilize technology to determine
which indicators or relationships provide guidance to where
the market is headed. Looking at the 1-year chart of the S&P
500 and West Texas Intermediate oil shows how strong the
correlation between these assets have been over the last 12
months, in part because of the weakness of the US dollar. It
will be worth watching the price of oil as an indicator for the
broad stock market at least until the relationship shows signs
of diverging.
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Rationality of Risk and Return
Portfolio theory suggests that the return
investors expect to receive should be
commensurate with risk they take. Investors
have many options. On one end of the
spectrum is cash. You can sit your money at
the bank, knowing it’s secure. For that
investment, the bank will pay you an interest
rate that tends to keep pace with inflation. You
won’t knock the ball out of the park in terms of
return, but you won’t likely lose money either.
Take one step away from the bank, and you’re
presented with a myriad of investment options,
namely stocks, bonds and commodities. Unlike
a bank deposit, these investment options don’t
have FDIC insurance. In the event of loss, you
are on your own. To assume this risk, you
should expect to be compensated in terms of a
higher expected rate of return. Portfolio theory
suggests that the further you step away from a
secure investment (i.e. a bank deposit), the
higher the expected return should be.
Historically, the incremental step away from a
bank deposit has been short-term U.S
Treasuries, followed by high-quality investment
grade corporate bonds. Further out on the risk
spectrum are low-quality corporate bonds, long
-duration bonds and equities. Stocks can be
segmented by several criteria, such as sectors
or factors, each with unique risk characteristics.
Further out on the risk spectrum are
commodities, which are mostly speculative.
How far away do you step from a secure, safe
investment and still expect to be compensated?
This is a critical question, and the answer is the
cornerstone of portfolio theory. How do you
step away from something safe (e.g. a bank
deposit) and expect to be fairly rewarded? In
our view, that answer lies in combining
investments that we feel can provide long-term
returns above a risk free rate, or what you
would receive from a bank deposit. The key to
success is combining assets with returns that
aren’t perfectly correlated.
Without delving into the details too much, there
are optimal portfolio allocations depending on
what degree of risk you are willing to take. For
example, if you can accept the possibility of

Clint Pekrul, CFA

losing 20% in the short-term, then you might be
rewarded over the long-term with above
average returns. But there’s no guarantee.
That’s the risk. As portfolio managers, it’s
PCM’s
responsibility
to
manage
this
uncertainty.
If there’s a lower end of the risk spectrum – an
FDIC ensured bank deposit – is there an upper
end of the risk spectrum? In other words, is it
possible to achieve unlimited returns if you are
willing to assume unlimited risk? Obviously, the
answer is no. Unlimited risk means that there’s
a real possibility that your investment dwindles
down to nothing. You can’t recover from this
scenario.
Is there some point, theoretically, where you
are no longer compensated for assuming
additional risk? In other words, is there some
upper bound where expected returns start to
diminish with respect to the risk that is taken?
It’s difficult to determine if, or where, such a
point exists, but eventually, compounding takes
over. All else equal, increases in expected
return volatility decrease expected rates of
return. To make up for this loss, or the volatility
drag, you have to keep increasing the expected
rate of return just to keep pace with the risk you
are taking. At some point, this relationship
between risk and return starts to deteriorate
(i.e. an inflection point).
In summary, we define risk as the variation, or
uncertainty, of investment returns. At the lower
end of the risk spectrum is a bank deposit,
which can provide FDIC insurance. There’s no
variation of returns (i.e. safety of principal), and
there’s no potential for potentially large gains.
At the other end of the risk spectrum are
investments such as stocks and commodities.
These investments can be highly volatile, but
could provide attractive upside potential.
It’s our responsibility to calibrate expected risk
and return into a comprehensive portfolio. Our
Dynamic Risk Hedged process seeks to
balance sources of risk while providing
compelling returns over the long-term. Stepping
away from the bank deposit requires a
disciplined process.
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Did You Know?
there be any long-term impact of
Q:
Q: Will
the
government
shutdown
and
upcoming budget battle?
I would not expect the current government
shutdown or upcoming budget battle to
have a long-term impact. Contrary to what
most people would think, a government
shutdown has not historically been a threat to the
markets at all. In fact, the only three
occurrences of a shutdown the market was higher at the
end of the shutdown. Newt Gingrich and Bill Clinton had a feud in 1995 leading to a shutdown from
Nov 14-19. The market gained about 1% during
the period and saw almost no volatility. The next
shutdown from Dec 16, 1995 to Jan 6, 1996 saw a
little more volatility when the markets fell 1.5% during the first 3 days but recovered to finish the shutdown .5% higher. The 2013 shutdown over
Obamacare lasted from Oct 1-16 and furloughed
over 850,000 federal employees but the market
actually gained an amazing 3.1%. The bottom line
is that the markets do a good job of discounting
political shenanigans virtually ignoring the
grandstanding that occurs (as evidently the Senate
did this time as nearly every speech delivered
during the shutdown was to an empty Chamber).
There is evidence that government shutdowns
impact how people vote in the next election and
that will be interesting to see how that plays out
this time. Virtually every political commentator,
whether on the left or right, seemed to be
predicting that Democrats were heavy favorites to
retake control of the House in the 2018 elections.
The latest polls, however, show that likelihood to a
significant hit as most of those in the middle part of
the political spectrum seemed to place the blame
at the feet of Democrats. Stay tuned.
I don’t believe so. My view is that the
recent government shutdown was more
political posturing than anything else. The
shutdown did nothing to impact the longterm economic growth prospects in the
U.S. Furthermore, it didn’t diminish the impact of
recent tax reforms on equity prices. Stocks kept
hitting new highs and largely shrugged off the
impasse in Washington. What does concern me,
however, is the potential for something unexpected
out of Washington to strike the global equity
markets. The partisanship in Congress isn’t good.
Politicians playing chicken – mainly to get
reelected – could end badly in ways the market
doesn’t anticipate. Then you could get a shock to
the system. But even then I don’t think it would
have a long-term impact.
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Is there a Trump effect driving the markets?

Yes, and here is what the Trump effect
looks like: It is mostly the newfound
proliferation of the combover hairstyle,
described by some as a furry lobster,
found in corporate America. The truth is
the gains in the economy and stock market since
Trump prevailed in the 2016 election cannot be
ignored regardless of how much a segment of the
population despises him. Trump has shown a
commitment to follow through on exactly what he
campaigned on: deregulation, lower taxes, job
creation, and border security (which is the cause of
the recent government shutdown). The tax cuts
have just begun so there is no economic impact
other than the optimism that caused scores of
large companies to give rank and file employee
bonuses of $1,000 to $2,000 before the new bill
went into effect. The real impact of Trump’s
policies or the Trump Effect is the deregulation that
has occurred. Here is the evidence is as
compelling as it is mounting.
Just after taking Office, Trump signed an Executive
Order mandating that there had to be a 2-to-1
relationship between rolling back regulation for
every new regulation created. Through the first
year, there has been a rollback of 22-to-1 and
corporate America has turned loose of purse
strings because of it. The extremely influential
Business Roundtable just recently stated that for
the first time in 6 years the cost of regulation is no
longer CEO’s biggest concern. This explains why
capital expenditures surged over 6% in 2017 after
languishing below 2% for 8 years. Regardless of
your personal opinion of the President, the
confidence that consumers, investors, and CEO’s
have about the future has risen to multi-decade
highs driving economic growth and the markets
higher.
In my view, absolutely. I’m not taking a
political stance here, but I don’t think we
would have seen a market rally like this
under a Clinton administration. Trump
isn’t perfect (no president is), but he’s
pro-business. If you think about equity
valuations in the context of discounted cash flows
(i.e. what’s a future stream of earnings worth
today), then Trump’s tax reforms certainly helped
bring forward the present value of future earnings.
That’s why I think we are seeing such lofty equity
valuations today. There’s a caveat, however, and
that is interest rates. All else equal, higher rates
should lower the present value of future earnings,
and put downward pressure on asset prices. The
next leg of the “Trump Rally” depends on how the
president influences the Federal Reserve going
forward.
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Index Update
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