Part 3, Final Report: Major Market Reversal Model
This is the third and final report on my major market reversal model. This portion of the model
focuses on the domestic and international economy.
I’ve gone back and looked at the major causes of each recession, bear market:

The yellow highlighted areas are bear markets with NO recession.

Major Causes of Recessions and Bear Markets
The main causes of recessions and bear markets include:








Restrictive monetary policies, rising rates
High oil prices
Rising inflation
Too much debt
Bad allocation of capital
Late phase of cycle
Derivatives have played a role in most bear markets and recessions since 1987

Below is a current reading of my model of the economics section, there are several red flags:

Most economic and market cycles end because toward the end of a cycle the economy is heating
up and inflation is anticipated to be a problem so the Federal Reserve starts to raise rates. This

causes the economy to slow down, and then the sins of the economic cycle start to show up, for
example:
1. 2008 too much leverage in housing, mortgages sold globally as tranches, derivatives
2. 2002, the bursting of the tech bubble (too much capital went into technology), Federal Reserve
was raising rates
3. 1991, Gulf War I and high oil prices
4. 1987, derivatives, falling dollar, Iran Iraq war, rising oil prices
Age of Economic Cycle
Below is a chart that shows the growth and length of each expansion, cycle of the U.S. economy
going back to 1950:

The average expansion since 1950 lasts about 5.5 years. The longest expansion occurred from
1991 to 2002 thanks to the technology boom of the 1990s. The shortest was the 1980 expansion,
as the economy was recovering from the high inflation, oil spikes and oil supply disruptions of
the 1970s.

Also, notice growth has slowed for each expansion since the 1980s. I wrote about the causes of
the slowing of the U.S. economy in a Special Report about the “new normal”. Click here to read
the Special Report.
Below is a chart that shows the forecasts and trends for this economic cycle, expansion:

This expansion started in late 2009, so this economic cycle is mature and aging.
The one benefit of slower growth is we don’t get the normal inflation concerns where the Fed
needs to raise rates to slow the economy and inflationary pressures.
Inflation, Interest Rates and the Federal Reserve
This cycle is very different than most cycles due to the Great Recession. Inflation and interest
rates are at historic lows, especially this late in the cycle.
Normally interest rates reflect at least inflation. Inflation has averaged about 1.8% this cycle, so
interest rates are abnormally low. The Fed recently raised rates for the first time in almost ten
years. Its goal is to normalize interest rates. It’s expected that the Fed will raise rates about three
to four times in 2016. This could be very disruptive to the markets, and economy.
To stimulate the economy, the Federal Reserve will normally lower rates making it an easier
decision for businesses to expand and consumers to purchase big ticket items. This cycle, the Fed
lowered rates to .25%.

If the U.S. has a financial crisis, our Federal Reserve will not be able to lower rates enough to
stimulate the economy. We could have a prolonged recession because the Fed has run out of
effective monetary bullets, especially lowering rates to stimulate the economy.
Below is a chart that shows the Fed Funds rate and CPI (inflation):

Inflation and interest rates have been falling since the early 1980s. Notice that most of the time,
the Fed Funds rate is higher than inflation. Since the Great Recession, the Fed Funds rate does
not reflect inflation. Investors/savers who loan their money out want to be paid at least the rate of
inflation. Many savers/investors have not kept up with inflation.
Also notice in the above chart, inflation has fallen below zero during this economic cycle. The
Federal Reserve has lots experience and tools to deal with inflation. It has less tools and
experience dealing with deflation. Deflation has been a concern here in the U.S. and globally.
Below is the latest federal funds rate forecasts from the Federal Reserve.

Most Federal Reserve members forecast rates to be ½ to 1% higher next year.
If this happens, the raises could be disruptive to the markets and economy as it has been in the
past.
The prospect that the Fed will continue to raise rates is a red flag.
Credit Spreads and Yield Curves
Credit spreads are widening and this is a red flag. Below is a current chart of credit spreads:

The chart shows how high yield rates are rising, and the spread between corporate and high yield
rates is widening. This normally means that investors are probably selling their high yield bonds
because of fear of defaults. This normally occurs as we near a recession.
Analysts and economists will point out that many energy companies have issued high yield
bonds, and because oil prices are below breakeven points investors are selling their energy high
yield bonds due to fear of defaults. There have already been over a dozen energy company
bankruptcies, most of them are very small companies.
It is true that junk bonds in the energy sector is a major concern, but investors are selling their
high yield bond funds and ETFs causing more high yield bonds to sell off, thus lower prices and
higher yields.
The yield curve is not a problem and probably won’t be. When short-term yields move higher
than long-term yields (aka inverted yield curve) it tells investors that short-term yields are rising
because of inflation pressures. Short-term rising rates should slow down the economy easing
inflationary pressures. Long-term rates don’t rise as much under this scenario. Historically
inverted yield curves are an indicator of a potential recession.
Here is the current chart for the yield curve:

The current yield curve is normal, with long-term rates are higher than short-term rates.
It’s hard to imagine that short-term rates could move higher than long-term rates in this slow
growth, low inflation environment.
Oil Prices and the Middle East
For the past four decades, many cycles ended caused high oil prices due to strong economic
activity or oil supply disruptions due to wars, conflicts in the Middle East.
This cycle is very different, oil prices are down substantially. Lower oil prices should help the
consumer and many countries and industries that are dependent on oil.
The oil industry is important to our economy because it provides many high paying jobs, and the
oil our economy needs (we still import about 6 million barrels of oil a day). The U.S. oil
industry, similar to many oil nations and international energy companies, are struggling to
survive with these very low oil prices. Currently oil prices are lower than many oil company
breakeven points. Most oil companies had losses this year, and is one of the reasons for the poor
performance of the markets. Oil company debt is becoming a concern as written about in the
section above.
There are many reasons for lower oil prices that I will analyze in a future monthly issue. Most
analysts believe oil prices will be higher if we don’t have a recession, especially if we have oil
supply disruptions from the oil rich Middle East. The Middle East is more volatile and dangerous
than normal.
The fall is oil prices is part of a larger problem the global economy faces.

International Risks are Rising
Most of the risks the U.S. economy and markets face are external, and are red flags, especially
debt levels and poor allocation of capital. I wrote an article earlier this year about the reversal of
a major global trend, the China and commodities boom. Click here to read the article.
Below are excerpts from the Special Report:
In the 2000s, the major economic trends were China and the global financial crisis.
China’s growth and global central bank money printing as a remedy to the global financial
crisis caused a repeat of the 1970s inflation hedges and real assets as the preferred investments.
There are many signs that these two trends are reversing.
China has been a major trend for the 21st century. The economic growth of China has been
unprecedented.
China has grown from near zero to about half the GDP of the U.S.
China’s growth has basically been driven by manufacturing, government spending in
infrastructure, and real estate development.
China’s economic story is in transition: it’s slowing and the government is trying to shift it from
a manufacturing and export driven economy to a consumer driven economy like the U.S. and
Japan. The U.S.’s economy is about 70% consumer. Below are the current trends for China:

China’s growth is slowing. It’s going to be harder for China to grow at its past pace because of
the law of large numbers.
The charts show that the transition to a consumer driven economy is not going well. China does
not have the safety nets that the U.S. has, so the Chinese save a lot more, and they tend to want
to invest their savings into real estate.
The slowdown in the Chinese economy, and also the transition to a consumption economy has
caused a reversal in commodity prices. China is not buying the quantity of iron ore, copper,
lumber…. as it has in the past.
Below is a 15-year chart of the Dow Jones Commodity Futures Index:

Let’s review the chart:


As China’s voracious appetite for most commodities grew in the early part of the century,
commodity prices more than tripled during the period.



Prices collapsed during the financial crisis, and the long-term bullish trend line was
broken.



Prices did recover.



As China’s growth is showing signs of slowing, and as it tries to make its transition to
consumption, commodity prices resumed its bearish trend. The index and many
commodity prices are down about 50% from its peak. Most commodities are in bear
markets.



Commodity prices need to find a bottom and then consolidate, similar to what prices did
in 2009, 2010.
If the Chinese economy continues to decelerate, then the impact on commodities and resource
economies, countries (Canada, Australia, Russia, Middle East, Africa, Latin America…) could
cause more economic and market stress, especially those countries that have high debt.
China is now having to deal with the massive debt (282% of GDP), and their bad capital
allocation decisions by its centrally planned economy. This is what normally happens at the end
of a cycle, trend: too much debt and bad capital allocation decisions.
China does have about a $3 trillion foreign reserve surplus, so this could help them, but they
could continue to make bad economic and capital allocation decisions.
China will continue to play a major role in the global economy, but it won’t be similar to its
economic boom in the first decade of the 21st century.

Again, the major trend reversal of the China and commodity boom is a major risk to the global
economy including the U.S.
Conclusion
My model is at 69%, the potential of a major market reversal. Here is the current reading of my
model:

The red flags include:


A long-term topping pattern that is in its 12th month of formation (the longer a formation
takes to develop, the more serious the formation is)



The topping pattern is an identifiable rounding top, umbrella pattern



Breaking of the 200-day moving average, considered a long-term trend



MACD diverged when the market was making new highs and confirming the right side of
the umbrella long-term bearish pattern



P/E has expanded from around 13 to about 17 during this cycle. A 17 P/E is high for a
slower growing economy and earnings, and rising risks. Other valuation metrics also
suggest the markets are fair to overvalued.



This economic expansion and bull market are in the mature phase and are aging



The Fed is starting to raise rates, and it could be disruptive to global markets and asset
valuations



Credit spreads are widening. Part of the reasons for rising high yield rates is related to the
oil, energy bust.



The reversal of the China and commodity boom and the economic problems this trend
reversal is causing to the global economy and markets.



Too much debt and bad allocation decisions made in China and some emerging market
economies.

Because of the late phase of this economic and market cycle investors should consider:


Raising cash



Lowering the beta of one’s portfolio



Lowering the P/E of one’s portfolio



Making sure the debt levels of the stocks, ETFs, and mutual funds are low.



Being ready to scoop up bargains when we have an inevitable bear market

I’m currently working on my 2016 economic and market forecast. It should be ready in a few
weeks.

