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The Current View

• The Current View

Market Corrections and the 
Gambler’s Fallacy:  It has been 
over a year since a 10%+ stock 
market correction, but don’t fall 
prey to the gambler’s fallacy.

Market Corrections and the Gambler’s Fallacy

A common refrain these days is “it has been over 400 days since the last stock market
drop of 10% or more….so we are overdue for a big sell-off.” 400 days sounds like a
long time, right? So perhaps we ARE overdue and we should expect a big selloff any
moment. This statement, and the feeling one gets about a string of similar results, is
known as the “gambler’s fallacy.” Simply put, we are psychologically wired to expect a
different result after a long sequence of seemingly improbable similar results. If we
are flipping a coin and we flip heads 25 times in a row, we expect that the next flip has
to be tails, when the odds are still exactly the same: 50%-50%.

This behavior influences gamblers, who, after seeing black come up 26 times in a row
in roulette, as they did in a Monte Carlo casino in 1918, fully expect the odds of red
coming up next to be much greater: “a sure thing!” Thus, gamblers make wagers
based on this false assumption, yet are incredibly disappointed when they lose
millions, just as they did in that Monte Carlo casino almost 100 years ago.

The gambler’s fallacy and other psychological and behavioral phenomenon play a huge
role in how investors perceive markets. Subconsciously, we think: “We have had x
number of days of stocks going up without a big move down, so the odds have to be
greater that a big downturn is right around the corner.” Such an approach would
have been very understandable and yet very wrong over many different time periods,
just as wrong as one might be in expecting stocks to rise in value after a string of down
days.

Thank you for your trust in us. We value our relationship with you. If you have friends, family or
colleagues that could benefit from our range of investment, trust, and financial planning
services, we would be honored by your referral.

• Another View

A Market for Bulls and Bears:  
Virtually every asset class is 
modestly in the black this year, 
but this will not continue forever.  
Our base case still favors 
equities over fixed income.   
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The Current View
Market Corrections and the Gambler’s Fallacy….continued

So, after 400+ days without a 10% correction, are we really poised for one, or could we
go much higher without one? Consider the following:

Since 1969:
• There have been eight time periods LONGER than the current one without

a 10% correction;
• There have been five periods that lasted more than 800 days without a 10%

correction; and
• The longest (early 1990’s) period without a 10% correction lasted 4.5 years

Yes, it has been a while since our last correction. As a result, “mini” corrections, like
the 5% one we had in January, tend to feel a lot worse than usual. 5%-10% corrections
are normal, but not guaranteed. On average, there are usually three 5%+ drops in any
given year and one 10%+ correction every 20 months. Still, while they can be scary,
10%+ corrections do not typically devolve into full fledged bear markets: of the 39
corrections of 10% or more since WWII, only 12, or 30%, turned into bear markets
with a 20%+ decline.
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Another View

A Market for Bulls and Bears…but Who’s Right?

Ironically, virtually every asset class has posted gains so far this year, even among
categories that usually move in the opposite direction, as stocks, bonds, gold, and
commodities all moved higher late in the first quarter. These asset classes aren’t
typically in sync, illustrating the confounding nature of mixed economic data. Indeed,
the first part of 2014 has offered a little bit of something for everyone, bulls and bears
alike. Bulls would have you believe the economy is picking up speed and the five-year
stock bull market has more upside, while bears see growth risks and stagflation, thus
scooping up bonds, commodities, and gold. Who’s right? Oddly enough, both have
been correct in the first quarter. However, this environment where all boats are lifted
at once by the rising tide is very unlikely to persist. Translation: there will be some
pain ahead for those that are wrong.

Below we examine both sides of the equation. No one has a crystal ball, least of all
those who have called for Armageddon incessantly since 2009, so the key is to
separate emotion, politics, and personal bias from hard data. In the final analysis, the
ebb and flow of news over a few weeks or months will very likely have little or no
impact in the long run, and for most, it should not affect one’s strategic investment
plan. In other words, don’t be swayed by short-term noise and volatility.
Diversification, and a dispassionate, disciplined approach to investing, are crucial
elements of a successful investment strategy. Having confidence in one’s long-term
strategy, and those responsible for implementing it, is everything.

That said, it is enlightening, and necessary, to examine those views opposite your own,
and to challenge your positions continuously. There is an enormous difference
between having confidence in your strategy and wearing blinders. As you will see,
there are compelling facts and opinions on both sides, and while there are some
reasons to be cautious about stocks in the short-run and to be vigilant over
developments in China, the environment largely remains constructive for equities and
risk assets, and challenged for fixed income.
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Another View

A Market for Bulls and Bears…but Who’s Right?....continued

Bears
1. Valuation

• The (in)famous Case-Shiller Cyclically Adjusted Price-Earnings (CAPE)
Ratio is above 27x vs. a long-term average of 17x

2. China
• GDP growth has been decelerating. Recent high frequency market

metrics (manufacturing and service surveys, import/export data, and
copper and steel trade data) imply further degradation and perhaps
contraction

• Overall growth in borrowings has been substantial, especially in China’s
massive “shadow” banking sector. Troubled loans are on the rise, causing
many to predict economic disaster when the bubble bursts

3. Russia
• Annexation of Crimea is just the beginning; Putin aspires to reconstruct

the Russian Empire
4. Too much debt

• Global aggregate borrowings recently surpassed $100 trillion. (world GDP
is $71 trillion by comparison)

• The U.S. continues to borrow at unsustainable levels. Total U.S. debt is
over $17.5 trillion (U.S. GDP is expected to be $17.5 trillion in 2014)

Bulls
1. Valuation

• Regarding the aforementioned CAPE: since 1990, stocks have been above
the CAPE average 98% of the time and the CAPE suggested stocks were
40% overvalued at the bear market low in 2003

• Current P/E on estimated earnings is 16x, translating into a real earnings
yield above 4.5%, well above average

• Stocks’ earnings yield is 6.25% vs. 2.70% for bonds (10-yr Note). This gap
or spread of 3.55% is well above the long-term average of around 2%,
implying stocks remain very inexpensive compared to bonds

• Stocks typically increase in value if interest rates are below 5% and rising
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Another View

A Market for Bulls and Bears…but Who’s Right?....continued

Bulls
2. Economic growth

• World GDP growth is accelerating. 2014 real GDP growth is expected to
increase to 3.5% from 2.9%

• The world’s largest economic region, Europe, has emerged from recession
and growth is accelerating. Real GDP growth is expected to increase from
0.1% in 2013 to 1.6% in 2014

3. Fund Flows
• A net $1 trillion flowed out of stock funds into bond funds from 2007-2012.

This represents money that could come back to stocks over time i.e.
potential buying power for stocks and selling power for bonds

4. Cash
• Corporations hold a record amount of cash, well over $2 trillion
• This can be used for dividends, stock purchases, acquisitions, or additional

capital expenditures, all of which would be supportive of economic growth

On balance, our base case gives a nod to a continuing focus on equities as the favored
asset class, but we remain vigilant on monitoring signs that could signal a secular
change in this view.


