BUBBLES AND BOTTOMS
Singapore, 7th November 2018

Introduction
Global stocks have lost nearly 8 Trillion Dollars this October month, that`s the most in one month
since 2008.
This comes after months and even years of exuberance, not only in the U.S., but in practically every
single country in the world. The next question that is on everyone`s mind is of course: is this it?
I started this newsletter 3 months ago with a very clear reason: to warn my friends and family with a
loudspeaker, instead of merely casually bringing up the subject during gatherings. Metrics such as
stock market valuations (see my past remarks here and here), corporate debt (here, here and here),
government debt (here, here and here) credit card loans and student loans (here, here and here)
showed me that we have hit levels in the economy that have in the past coincided with the start of
the next economic downturn. As these metrics are at such extreme levels, the following downturn
will likely be just as extreme.
Has my goal been accomplished, now that the S&P 500 is down by less than 5% at the time of
writing? Not at all. The rapid decline in the U.S. stock markets has taken many people by surprise,
and I hope that you, the reader, has seen this coming from miles away and know that this might just
be the beginning of something even more ugly.
My previous newsletters were mostly about the macroeconomic picture; government policies,
commodities, and corporations and consumers in general. The health of all these 4 “pillars” is
reflected in one single indicator: the stock market. Hence this newsletter`s large focus on the stock
market and its performance in the past month, as well as a prediction about its future direction.

“Stock market bubbles don`t grow out of thin air. They have a solid
basis in reality, but reality as distorted by a misconception.”
- George Soros -

Enjoy the ride, and don`t forget to stay positive after reading this newsletter, this too shall pass!

Robbert-John Sjollema

2

Bubbles and Bottoms for consumers
There are three clear bubbles in the consumer space, namely housing, credit card debt and student
loans. When credit card default rates start going up, it will slow down consumer spending, it will
lower bank profits (and increase the rate of bank defaults) , which all leads to a lower GDP growth.
Delinquency rates on credit card loans outstanding at banks who are not in the top 100 in size, have
already surpassed the rates during the last crisis, and are practically at the same level as in 2003.
The “big banks” have been extremely over-regulated since the crisis, which has resulted in a very low
delinquency rate among borrowers, but what about these small banks? Are they being overseen by
the regulators? What you notice often is that when governments focus on the cause of a crisis, they
take extreme measures to avoid it becoming the cause of a second crisis. Case in point: large banks.
They have been bullied into submission by governments, and of course this is then the last place
where you will find the origins of the next crisis. No bubble will pop twice in such a short period of
time.

History does not repeat itself, but it often rhymes.
- Mark Twain -
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The housing market has been cooling off since the beginning of this year, and the number of houses
sold have plunged to levels last seen 2 years ago. The housing supply looks even worse, with 7.1
months of supply, equal to 2011.

It`s of course completely logical that when mortgage rates start increasing (30-year mortgage rates
are at 7 year highs right now), less people are able to buy a house. I calculated that the average 30year mortgage rate since 1980 is 7.92%. Currently we`re at 4.86%. If we would ever hit that 7.92%
mortgage rate again, there will be blood on the streets.
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“How did you go bankrupt?”
“Two ways. Gradually, then suddenly.”
- Ernest Hemingway -

It`s a tough question to ask which of these 3 bubbles will pop first, and which will be the most
painful. A new property bubble burst is possible, but as I said earlier, no bubble will pop twice in
such a short period of time, so I doubt that it will become the largest trigger to a crisis, at least in the
US. Credit card debt and student loans can potentially create a wave of defaults, as it is now at an
all-time high of 2.3 Trillion Dollars. That`s 12% of GDP…
I`ll leave this chapter with a lighter subject, which will probably be perceived differently by every
single person who sees this chart. It`s about the yearly hours worked per capita. You can clearly see
that Europeans took the lead after the second world war and worked much more than any of their
counterparties in the world (although there might have been some individual countries in the “rest
of the world” section whose citizens worked more hours). This has resulted in great economic
growth in the European region, and the current generation reaping the benefits of this. On the other
side of the Atlantic you would see the exact opposite happening; current generations work much
more than their parents and grandparents. If these trends continue, Europe will likely have a
stagnating economy for years to come. Especially because they also have one of the largest aging
populations in the world. Will automation save the day?
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Bubbles and Bottoms for companies
When you have stock market bubbles, you have Initial Public Offerings, or IPO`s. New companies get
listed, and will often have stellar returns on their opening day. These newly listed companies don`t
necessarily have to be profitable. Well, in a normally functioning stock market companies who don`t
make a profit wouldn`t even consider getting listed, not in the least because it`s just very expensive
to be listed and adhere to all the regulatory paperwork. But during a bubble it`s a different world,
and it seems like everyone and their mother takes a shot at getting listed and receiving funding from
investors who are way too risk-hungry.
What`s the percentage of companies who are not profitable when they IPO? It is close to 80%.
Almost matching the levels seen during the dot-com bubble, and far surpassing the levels of 2008.
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Many of these unprofitable companies, both newly listed as well as companies who`ve been around
for a longer time, not only have a problem making profit, but they will also have a problem repaying
their debt. Companies in the Russell 2000, an index composed of small-cap businesses, have more
than 50% of their long- and short-term debt borrowed at floating interest rates. This means that
with the current rise in interest rates across the board (both long- and short-term), it will become
increasingly harder for companies to repay their debt, which in turn results in even higher losses and
eventually bankruptcy.

“The investor of today does not profit from yesterday`s growth”
- Warren Buffett -

7

Bubbles and Bottoms for commodities
Commodities will outperform stocks over the next decade. I don`t make many specific predictions,
but this one is so obvious to me that I would not “bet” on anything else. I`ve shown many charts that
depict a clear bottom when it comes to the value of commodities against the valuation of the S&P
500 in Dollar terms. This following chart shows the valuation of the Dow Jones index in Gold terms,
which creates an interesting perspective because it eliminates the effects of inflation.
Over the past 100 years, the average level was 13 shares of the Dow Jones versus 1 ounce of gold.
Every time the ratio hit a level between 15 and 20, a recession was around the corner (visualized by
the pink vertical bars).

"Bottoms in the investment world don't end with four-year lows; they
end with 10- or 15-year lows."
- Jim Rogers -
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Bubbles and Bottoms for stock markets
The U.S. markets went down less than 10% in October, and it felt like the world collapsed. Practically
every metric went from overbought to oversold in a matter of days. I have compiled lots of
interesting charts, scary statistics and worrisome predictions to give you an unbiased view of what
happened to the market last month, how it compares to past corrections, and what we can expect
for the future.
First of all this was a global sell-off, with global stocks losing nearly 8 Trillion Dollar in the past
month, which is the most in one month since 2008. In this chapter you will see lots of referrals to
2008, which could indicate that the worst is not yet behind us.

As usual, the “smart money” was the first to be out of the market, and it was mainly the retail
investors who got hit the hardest. Since the market decline in January, the smart money flow has
crashed to levels last seen in 1995!
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Looking at the 70 largest countries in the world, almost 80% of their markets have now witnessed a
“death cross”; this is triggered when the 50 day moving average crosses below the 200 day moving
average, which indicates that sentiment is eroding and investors become wary.

In the U.S., nearly half of the stocks are now down more than 20% from their 52-week highs, which,
in most cases, is also their all-time high.

10
A few companies in the S&P 500 are already down more than 50%! As a contrarian, this is of course
a very interesting long-term entry point.

In China the damage is even worse, where not only single companies are down massively, but entire
sectors are now down by more than 40%!

Unfortunately, history shows that even if stocks are down by 50% or 60%, the damage can become
even larger. The following newspaper snapshot shows the damage done to tech companies after the
dot-com bubble burst. In the case of Amazon, would you have had the guts to ride out its 98.7%
decline to 5.51 Dollars, only to have it grow to 2000 Dollars 16 years later?
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How often do these big declines take place in the market? Since World War 2, 56 pullbacks have
taken place (a decline of 5% to 9.9%), 22 corrections (which is considered as a decline between 10%
to 19.9%) and 12 bear markets (more than 20% decline).
On average, a pullback takes place once a year, a correction every 2.8 years, and a bear market
almost every 5 years.
The good news? Stocks recovered all their losses within 2 months of a pullback, and within 4 months
of a correction.

"The four most dangerous words in investing are:
'this time it's different.’”
- Sir John Templeton -

When people are shocked about how fast these moves in the stock markets take place, you should
show them the following table. It shows that basically all the “fun” takes place on only 20 days a
year. Missing out on the 10 best days of the year gives you an average negative return of -9.1%,
while missing the 10 worst days of the year gives you an average stellar return of 35.8%.
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These statistics are great, but it`s of course impossible to use in your normal trading or investing
activities. The reality is that you get shaken around throughout the year, whether you`re a bull or a
bear. Fact is that this shaking is more volatile during bear markets or corrections than at any other
time in the market. The following table shows the largest daily changes that have taken place over
the past 70 years, and you can see that both the largest increases, as well as the largest decreases,
have mostly taken place when the market was below its 200-day moving average. Volatility is the
name of the game during a correction, and trading on this can be much more rewarding than having
a static bullish or bearish position.
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What will the future bring? Looking at the below chart, you can see every drop larger than 10%
within 30 days from a multi-year high. Unfortunately for many of us, such a drop has taken place at
large inflection points in the past, notably 2008 and 2000.

Another worrisome development is the fact that the “last hour compounded return” has crashed
since July. Institutional traders and hedge funds normally don`t make large trading decisions until
the final hour of the trading day. The first hour of the trading day is considered by many to be the
“amateur hour”, where retail money comes pouring in. Who would you rather follow?
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I`ve shown you plenty of reasons why the market is due for at least a correction, but most likely a
full-fledged bear market, and I wanted to give you one more clear example of the massive
exuberance taking place in the S&P 500. It`s the Median Price to Sales Ratio. This ratio is an indicator
of the value placed on each Dollar of a company`s revenue. Currently the ratio sits at an all-time high
of 2.63 “Index Dollars” for every “Revenue Dollar”. It is one thing to put a multiple on a company`s
profits, but to put a multiple on a company`s revenue is a whole different ballgame. Until 1995 this
level has always been at or below a 1:1 ratio, which in my opinion can be considered healthy.
However, after 1995 the ratio has skyrocketed, only dipping back to 1:1 for a short while during the
financial crisis. Is a multiple higher than 1:1 the new normal, or will we revert to the mean?

As i`ve stated multiple times in the past months, reversion to the mean is a very strong and
inevitable movement. Overshooting the mean takes place just as much as undershooting, and the
larger the overshot, the larger the undershot will be. These overshoots can be measured in standard
deviations; how much does the current level deviate from the average level, considering a normal
price distribution?
The next chart shows the standard deviations from the average level for consumer confidence,
inverted unemployment levels, and equity market valuations. Currently that deviation lies at a lofty
1.3 from the mean, above the levels in the 60`s, and nearly reaching the levels from the late 90`s.
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Sit tight the next 1.5 years, because it promises to be highly volatile, with extremely high chances of
U.S. markets ending up in bear market territory, clearing all the exuberance that has been created
not only in the past 10 years, but since we abolished the gold standard in 1971. There will be a
washout unlike anything we have probably ever seen, which will set the stage for the young
millennials and generation Z to fully benefit from a new rise, with new rules, new standards, and
new players at the top of the largest corporations and the biggest government institutions.

“Hard times create strong men. Strong men create good times.
Good times create weak men. And, weak men create hard times.”
- G. Michael Hopf -
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Bubbles and Bottoms for governments
By now we all know that too much debt has been accumulated over the past 10 years, and that it
will be difficult for many governments to pay back their debt when interest rates will start rising. Did
you know that not only most corporate debt is short term with floating rates, but that the U.S.
government also has an issue when it comes to short term debt that will mature soon?
The following chart shows that an amount equal to roughly 45% of the U.S. GDP has a maturity of 5
years or less.

There`s less and less demand from countries like China and Russia for U.S. treasury notes, which has
resulted in skyrocketing rates. The U.S. will find it harder and harder to borrow against affordable
rates and might eventually have to devalue their currency to be able to pay off their loans. It`s the
only reason why the U.S. has survived on credit for so long: any number of dollar bills that are
printed will be bought by foreign countries and institutions, since it`s considered as the “save
haven”. Inflating their way out of this mess is the least painful way of rebalancing and starting anew
(considering that growing their way out of this mess is no longer a viable possibility). The only issue
is that history has shown that the “inflation beast” is extremely hard to tame once it gets set free,
and inflation rates will always disappoint to the upside.
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The biggest winner of the largest debt growth over the past 10 years is China, by a long shot. It has
practically double the percentage growth of the number 2 on the list, South Africa. Will China be
able to grow its way out of the debt? Will their currency manipulation help them in their quest to
increase exports, which in turn helps them to pay off their debts?

Is Europe better off than China? It depends on which country you ask. If you have a large debt, but a
trade surplus like China, or in Europe`s case, Cyprus, you might be able to grow your way out. But if
you`re on the opposite, like Portugal, Italy, Spain or even France, then you`re going to have a tough
time ahead.
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Who is the biggest winner when it comes to economic growth? Who has benefited the most from
global expansion and the rise of emerging markets? It is no other than Australia, who has just
surpassed Holland in having the longest consecutive number of quarterly economic growth in
history. They have seen more than 25 years of economic growth, mostly spurred by its abundant
amount of natural resources, which have been eagerly purchased by their number 1 customer:
China.
25 years of constant economic growth means that an entire generation has not witnessed a single
dip in its economy, let alone a recession. Such a mindset creates complacency, which will eventually
result in absolute panic. When will this take place? Looking at China`s slowdown in commodity
purchases and the decline in the local Australian property markets as of late, I think the first 2
quarter-in-a-row dip is around the corner.
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Summary
Despite October`s large decline in markets, the worst is yet to come, in my opinion. We will see large
swings in stock markets over the next few months, giving bulls the false hope that a correction is
over. I am estimating this coming bear market to take approximately 18 months, having taken the
average duration of the past bear markets.
A midterm election, trade tariff discussions, they all seem like reason to celebrate, but they`re a
drop in the bucket when it comes to the macro picture that i`ve been sketching for you over the past
3 months. The current monetary system is broken and must be fixed. This can either be done
through hyperinflation, through increasing the price of gold overnight and therefore artificially
inflation balance sheet holdings, or, as some have suggested, another big bailout. This bailout
wouldn`t be for corporations, but for entire governments. The IMF has the power to create its own
currency and can therefore bail out any government. This would be another “kicking the can down
the road” scenario and is currently only a conspiracy theory.
I would bet on a worldwide hyperinflationary situation, which essentially allows governments to
press the “reset button” and start anew. This will hurt each and every one of us, and only the people
who hold commodities or other hard assets will be able to avoid this crisis. One advantage? Stock
market valuations would go to the moon! (measured in then-worthless Dollars)
My preferred scenario would be a revaluation of gold, where a few zeroes would be added to its
dollar valuation and “magically” government balance sheets would look much healthier. Because at
the end, who does the world owe money to? Itself. So theoretically we can move the goalposts as
much as we want.
Will there be unintended consequences to such a revaluation? Most definitely. How about gold
producing nations, would they suddenly become world leaders when it comes to the size of their
balance sheets? How about a country like India, that`s known for its citizens hoarding gold, will they
benefit the most from such a revaluation?
For a project like this to succeed, the largest nations will have to cooperate and roughly hold the
same amount of gold in reserves, to be able to be on equal footing as their counterparts after the
revaluation. Is this scenario feasible? I`d love to hear your thoughts about it!

Thank you for reading, and don`t forget to stay positive!
Robbert-John Sjollema

