BUBBLES AND BOTTOMS
Singapore, 30th January 2018

Introduction
This newsletter has been delayed by at least 2 weeks, mainly due to the fact that all my graphs from
two weeks ago had to go to the bin because they became irrelevant. The stock market fools
everyone, even when you think you`re on the right side. Just like surfing a wave, it can`t last forever,
you ride it for a few seconds, drop out, and wait for the next one. If you think you can surf a wave all
the way to shore, good luck.
December has been a party for the bears. Just as I predicted, it became a red Christmas, and it took
the entire Trump staff to talk the indexes back up. “quantitative tightening will stop”, “a deal with
China is on the way”, ongoing stimulus from the ECB and BoJ; all this news has pushed markets up
way more than I, or probably any other bear, would have expected.
This is the reality of bear markets however, and as i`ve shown in the previous newsletter, the upmoves in bear markets can be incredibly nasty. To be even more clear: the biggest rallies don`t take
place during bull markets; they take place during bear markets.
In this newsletter I will try to explain what has happened over the past month, and why I think that
this has not been the “shortest bear market ever” as some people are now stating. It is merely a rally
based on hope and “fake news”, coming mostly from the inventor of that same expression.
I expect February to continue its way down. October till December was mostly a technical
correction, this January was mostly a headline-based rally, and February will start off with the most
important narrative: weak fundamentals.
Fundamentals don`t change in a span of a month. The fundamentals that i`ve been describing over
the past 6 months have been built up over the past 10 years—sometimes even an entire
generation—and it will take a long time before we will return to normalcy.
Buckle up, it`s gonna be a bumpy one. This is month number 4 of the correction, i`m looking at the
entire 2019 to continue its way down. Do remember though, that markets never go down in one
direction. I`ll show you a few charts that can easily depict if a bear market has moved “too fast”, and
when it`s time to take a breather (or time to take revenge, if you`re a bull).
Enjoy the ride, and don`t forget to stay positive after reading this newsletter, this too shall pass!

Robbert-John Sjollema
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Bubbles and Bottoms for consumers
Personal consumption in the U.S. accounts for 68% of the entire GDP. This is the highest percentage
of any other western country. The worldwide average is 64%. The fact that this percentage is so high
in the U.S. means that aside from growing income, the population has to keep on growing as well.
Republicans are known to limit immigration, which means that the population grows at a slower
pace, which in turn means that consumption as a percentage of GDP goes down, dragging down the
entire economy. This normally shouldn`t be a problem, if the reproduction rate is high enough to
keep the population growing naturally. However, the fertility rate in the U.S. has hit a historic low
last year of 1.76 births per woman. To be clear, it takes 2.1 births per woman to keep population
growth stable. The difference has to be balanced out by bringing in foreigners, or else automatically
personal consumption will decline and drag down the entire economy.

Currently, the population growth rate is at its lowest since the great depression in the 1930`s. This
means that less people will be buying cars, houses and other high-ticket items that keep the
economy going.
If there`s any macro picture that you should take note of, it`s this decline in the population growth.
This is not only a problem in the U.S., it happens in most western countries, and often at an even
worse rate. This decline in the population growth will not only depress personal consumption, but it
will also mean that there will be less income tax, which in turn means that the government has to
find new ways to service their debt (especially social security and Medicare).
Aside from a growing population, there are a few other factors that could boost an economy. One of
them is the growth in productivity; if you can do more work with less people, it doesn`t matter if
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your population is not growing. However, despite the rise of the internet, robotics, artificial
intelligence and other technologies that have promised to boost productivity, there has not been
any real productivity growth since 2004. The same year when Facebook launched. Coincidence? Or
has this social media platform been a productivity black hole over the past 14 years?

Now, with a declining population, declining productivity and increasing debt, how can the U.S. stay
relevant and keep on supporting their ever-aging population?
My opinion is that there`s only one way: print, print and print. The US dollar is the world`s currency
reserve, and the federal reserve has abused this position by slowly devaluing their currency.
Since 1971—the year when the gold standard was abolished—the US dollar has lost 84% of its
purchasing power and shows no signs of slowing down.
Until now, foreign institutions, companies and individuals have been buying up all these newly
printed dollar bills, but I see a big shift coming in the not too near future. The U.S.-China trade
relations have broken up, resulting in China buying up much less bonds. Russia has stopped buying
bonds, Oil nations start accepting Euro`s and Yuan`s for their oil, so less and less demand for these
newly printed Dollars will result in oversupply, which will eventually lead to an inflating currency. My
base scenario is still a Weimar-esque ending of the Dollar world domination.

“The Dollar is our currency, but it`s your problem”
- John Connally -
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Bubbles and Bottoms for companies
The Eurozone Industrial Production has fallen off a cliff last quarter, led by a massive 4.7% decline in
German Industrial Production. It has been the largest year over year decline since late 2012, at the
height of the PIIGS (Portugal, Italy, Ireland, Greece, Spain) crisis. The German decline`s equivalent
goes back even further, all the way to 2009, during the financial crisis.
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Bubbles and Bottoms for commodities
U.S. shale Oil production is quite a miracle, having more than doubled in size over the past 10 years.
The U.S. has now even become a net exporter of fuel products! This has huge implications for its
economy, its currency, and the economies of OPEC members (mainly the middle eastern countries).

The U.S. can now rely less on unstable economic powers, which in turn results in a more stable price
of oil. However, it also results in less turnover of the U.S. Dollar, which might result in the U.S. losing
its reputation as the holder of the world`s currency reserve.
With Trump at the helm, promising to not meddle in other countries` wars, and the decreased
reliance on foreign oil, will the U.S. stop being the world`s police? What will happen with
Venezuela`s power struggle? Will the U.S. physically support Guaido over Maduro? Or will they only
give financial and moral support? Will other nations step in to stop the humanitarian crisis?
“Oil independence” is in my opinion an extremely important subject for the next decades, and i`m
extremely curious to see what effects this will have on both America`s economy as well as the OPEC
economies.
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Bubbles and Bottoms for stock markets
The January stock market rebound has been nothing more than spectacular. The worst December
ever, has been followed by the best January ever. The big question now is: are we in a new bull
market, or is this just a crazy bear market rally?
All the evidence points towards a bear market rally, since the economic fundamentals in the U.S.,
Europe, Japan and China have not improved over the past 3 months. On the contrary, Many
economies have shown their first contractions in years, and a few are on the brink of a recession.
There was a time when stock markets were leading the “real economy” by at least 6 months, but
those days are long gone. It almost seems like the stock markets are now the last ones to “admit”
that a decline is inevitable and go into contraction mode.
Let`s dissect the last month, and see how rare this move was, and what to expect over the next
months.
The now-famous Oddstats on twitter has made two interesting charts where he shows the extreme
volatility that took place during the 1929, 2000 and 2007 declines, indicating that it is incredibly
difficult to navigate bear markets, and that there are enough entry and exit points for both the bulls
and the bears.
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Was this really such a big decline? If you look at the Bullish Percent Index, the decline was just as bad
as during the past two bear markets, surpassing the 2011 and 2016 dips.

8
This level has, as of today, moved back into neutral territory, and it makes you wonder; are we
setting ourselves up for the next leg down?

The average duration of a bear market is 18 months. Do you think that the longest bull market ever,
will be followed by the shortest bear market ever? I have high doubts.
We are currently only in the 4th month of a bear market, with a decline of about 14%. The average
decline in a bear market? 42%. Call me crazy, but we will retest the lows from December, and break
it with at least another 5%, before the next bear market rally.

9
The spread between bears and bulls have moved back to a more “stable” level, up from a bearish
level that was close to the 2011 and 2016 declines. The fact that it didn`t surpass these levels, shows
me that there`s much more bearishness on the horizon, and that this is just a temporary hold.
Currently the percentage of Nasdaq 100 stocks that are over their 20-day moving average, have
already reached levels that were last seen in July 2016. This follows a decline to levels that were last
seen in October and April of last year.

“The secret to being successful from a trading perspective is to have
an indefatigable and an undying and unquenchable thirst for
information and knowledge.”
- Paul Tudor Jones -

10
As said earlier, the fundamentals haven`t changed. Businesses are still borrowing like crazy, and a
majority of stocks now have negative annual free cash flow.
Can it be worse? Yes, just ask the commodity rich nations of Canada and Australia.

"Some people get rich studying artificial intelligence. Me, I make
money studying natural stupidity."
- Carl Icahn -
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Things have just been too good for too long. Look at the above chart, which shows the returns per
sector, over the past 25 years. Healthcare and Tech have had an average return of 12% per year, for
25 years in a row. Despite the Credit Crisis, and despite the dotcom bubble.
As you probably know by now, most of this growth has been funded by debt, and there`s no better
way to look at this than by checking out the Russell 3000, which covers 98% of all listed companies.
It shows a record high level of Median Net Debt to EBITDA (Earnings Before Interest, Taxes,
Depreciation and Amortization).
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There are however a few interesting “bottoms” that i`m keeping an eye on. China`s stock markets
have taken a beating and could be interesting for the long term (although I am shocked that their
housing crisis and shadow banking crisis have still not caused any worldwide problems).

The biggest market value loss ever has taken place last year. It was even worse than the 2008
decline. Of course, the larger the economy becomes, the larger the amounts get, but it is still
staggering to see that more than 2 Trillion USD has been wiped off the stock markets last year.
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The decline has created Price-to-earnings ratios that can be called “attractive”, especially compared
to their long-term averages.

Technically the market looks very attractive as well, with very strong multiyear support at the
current levels.
Do you have the risk appetite and the long-term patience to start buying Chinese stocks?
If you prefer to look at Western stocks, I have another interesting chart for you, which also requires
a strong risk appetite and long-term patience, but perhaps it`s a trade that is more rewarding than
going long in Chinese stocks.
The following chart shows the German Bank Index, sitting at a three-decade low, and is destined to
outperform the DAX on the long term. Do take note: if the DAX goes down 25%, and the German
Bank Index “only” 10%, then it has also outperformed the DAX, but it`s still quite a painful
outperformance!
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I will leave you with two interesting charts, once again from Oddstats. One is showing the maximum
daily decline and maximum increase in any given year, and the other is showing the short term and
long-term odds of “being right” in the market.
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Bubbles and Bottoms for governments
China has been the big saviour last week, pumping 83 Billion USD into the financial system in one
single day! That`s a new record and is definitely because of the upcoming Chinese New Year holiday.
A likely record number of people will be traveling, which also means that a record amount of money
will be spent. It will definitely help in consumer confidence if the stock market is off its lows.

The Chinese stock market is not the only place where lots of money is being pumped into. Another
one of China`s favourite ways to spend is through loans to African nations. This scheme has grown
sevenfold over the past 10 years, and slowly crushes economies like Angola`s and Ethiopia`s under a
mountain of debt, only to provide debt forgiveness in the form of claiming a harbour, an airport or a
mine. It`s the new-age colonialism.
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But fear not, China`s not the only one who`s hungry for debt. The whole world has gone completely
mental. The average debt to GDP ratio of all the nations in 2018, is now higher than the average
debt to GDP level of every past credit bubble! In other words, the average weight of all the school
kids today is now higher than the average weight of all the obese kids who had to go to the hospital
in the past 30 years!

You know the story by now, and you most likely know how it will all end, but it`s good to see the
bigger picture from as many different angles as possible, to create a broad view and a solid opinion
on where the U.S. economy and the world economy in general is headed towards.
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But for now, let`s party on! Non-farm Payrolls are showing its largest positive streak ever (double the
previous record), and every nitwit is employed. Who says you need at least a bachelor`s degree to
get a job?

And when people show you the following chart, just look away. Ignore it and keep on buying stuff
that you don`t need, with money that you don`t have. Your lord and saviour Trump will definitely
rescue you and bail you out, just like his companies have been bailed out multiple times.

“Americans make a living selling each other houses, paid for with
money borrowed from the Chinese.”
- Paul Krugman -
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Summary
The month of January has seen the best start of the market ever, coming after the worst December
ever. Volatility is the name of the game, and whether you`re a bear or a bull, i`d suggest to not fall in
love with your positions and keep your leash tight. There`s plenty of opportunity for both the bears
and the bulls to make money over the next 12 months, as long as you trade on a short-term basis.
Despite this January spike, I don`t see any fundamental changes in the U.S. economy, or any other
western economy for that matter. The only thing that has changed are the news headlines, with
every Trump staffer, including the man himself, making bald statements about the economy, about
the Federal Reserve, about the U.S.-China relations and about new investments coming into the
country.
These headlines do not change the fact that the fundamentals are still rotten, and need a proper
deleveraging cycle before things look bright again. Deleveraging hurts, but it`s necessary. The only
other alternative to deleveraging is hyperinflation, but I assume—and I hope—that governments
decide to not take that route. Because one might think that they can control inflation and move it to
a specific sweet spot of let`s say 15%-20%, but before you know it, prices will lead a life of their own
and become completely out of control.
The bear market has just entered its 4th month, and I see at least a full year of damage and volatility
ahead. This will be a year of trading, not investing. If you`re into that, you`ll have an amazing time
ahead. If you don`t have the guts to trade, then I suggest taking a step back, go into cash (or
precious metals), and sit out the ride.
I have shown a few charts that have long term potential to the upside (yes, i`m still trying to find
bottoms, although it is getting extremely difficult). One of them is the German banking index, and
one of them is the Chinese stock market. I am sure that they will outperform the S&P 500 over the
next few years. Does that mean that they will rise? No, it can also mean that they will decline less
than the S&P, but still decline. So, if you have a long term investment horizon and a healthy dose of
risk appetite, i`d highly suggest to research these two a bit more.

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

