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A LOOK AHEAD May 28th 2015 

   
This spring, the bull market in US equities celebrated its six-year anniversary – one of the longest and strongest in history. Only the two 

bull markets in the 50’s and the 90’s lasted longer. This is all the more impressive in view of the fact that the macroeconomic recovery has 

been weaker than normal since 2009. When looking at commonly used metrics (e.g. the forward P/E) the market seems reasonably 

priced. Is that really the case? On the following pages I will take a look at other metrics, economic and stock cycles and technical 

indicators to get a clearer view of where we are and where we might be heading…. 

 

Shiller P/E   

The Shiller P/E or CAPE ratio was developed by Nobel Prize 

winner Dr. Robert Shiller and Dr. John Campbell and is based on 

the principle of Benjamin Graham. It divides the S&P 500 by the 

10-year average of inflation-adjusted earnings. It therefore 

captures earnings over one or two business cycles instead of only 

one year. While earnings over only one year have frequent ups 

and downs, the 10-year average better reflects sustainable 

earnings. 

At secular bear market lows, the Shiller P/E has typically been 

around 7. That was the case in 1920 (5), 1942 (8.5) and 1982 (7.5). 

From these lows the S&P started secular bull markets. By 

contrast, at secular bull market highs, the Shiller P/E exceeded 24. 

In 1929 (32), 1965 (24) and 2000 (43), secular bear markets 

followed. In 2007, the market peaked at 27. 

Currently the Shiller P/E stands at 27.5. After the break of the 2007 

high in spring 2013, a new secular bull market is being promoted 

by many. But it would be very unusual to see the beginning of a 

new secular bull market from such an elevated level in the Shiller 

P/E (22 in March 2013) Also, if 2009 marked the beginning of a 

new secular bull market, then the 2000-2009 secular bear market 

would have lasted only 9 years and started from a Shiller P/E of 

13. In the past, secular bear markets typically lasted 15-18 years 

and, as mentioned above, started from levels around 7. 

 

 Shiller P/E Ratio (1880-current) 

 
Source: www.multpl.com/shiller-pe/ 

 Shiller P/E and Expected Return 

High valuations today imply lower future returns. An interesting 

study made by John P. Hussman from Hussman Funds (1) 

reveals that (excluding the bubble period since mid 1995) the 

average historical Shiller PE has been less than 15. Historically 

earnings have grown at a rate of 6% annually. Combining these 

components with the current dividend yield of 1.92% results in 

an expected 1.7% annual return over the next 10 years. Having 

your doubts? Hussman looked at important market tops and 

lows in the past: 

At two key secular lows (1942 and 1982) the calculated return for 

the following decade was 22% p.a. for both. The actual return 

was 23% resp. 22% p.a. 

Conversely, at two secular market peaks (1965 and 2000) the 

expected return for the following 10 years was 4% and -3%. 

Here, the actual return was 4% resp. -2.5%! 

Even if there is not always a perfect match, the tendency is 

clear: high valuations combined with low dividend yields result 

in poor returns in the years ahead. 

 

Secular Bull and Bear Markets 

 

 
Source: Bloomberg, CV Invest Partners AG 



US Market Comment 

 

CV Invest Partners AG                                                         michael.gunnarsson@cv-invest.ch Page 2 

 

Forward P/E, Profit Margins, Buffett Indicator and Tobin’s Q Ratio 

It is often argued that the market is currently reasonably valued 

(S&P 2015 P/E at 17, slightly above average). By purely looking at 

the forward P/E the market seems to be fair valued indeed. But 

the problem is that during bull markets analysts often project high 

earnings into the future. In 2000, for example, the forward P/E was 

only slightly above average, while in 2007 it was actually below 

average and did not signal the coming cyclical bear markets at 

all. Also, it should be noted that the current forward P/E is based 

on profit margins that have never been higher before. It is 

questionable if they will remain at these elevated levels. Especially 

as the USD has gained more than 20% since last summer (Dollar 

Index) and is likely to move even higher (if cycle analysis is 

correct, the Dollar will not top before 2017) 

Jeremy Grantham – „Profit margins are probably the most mean-

reverting series in finance and if profit margins do not mean-

revert, then something has gone badly wrong with capitalism. If 

high profits do not attract competition, there is something wrong 

with the system and it is not functioning properly“ 

 

Buffett Indicator 

The Buffett Indicator compares total market capitalization to GDP. 

Currently the ratio is standing at 1.2. In the past the ratio has only 

been higher in 2000, right before the burst of the tech bubble. It is 

even higher than in 2007 (1.07) and way above its historical mean 

of around 0.85. Clearly this indicator is not a timing instrument but 

it also signals extremely stretched valuations. 

 

Buffett Indicator 

 
Source: FRED. Federal Reserve Economic Data 

US Corporate Profit Margins in GDP 

 
Source: FRED. Federal Reserve Economic Data 

 

Tobin’s Q Ratio 

Another indicator that signals overvaluation is Tobin’s Q Ratio. It is 

a measure of the replacement costs of a (non-financial) company 

in relation to a firm’s market value and therefore a popular 

method of estimating the fair value of the stock market. A ratio 

above 1 means that the market is worth more than the 

replacement costs of all the companies. Currently the ratio is at 

1.15, the second highest reading in history. Only at the peak of the 

dot.com bubble was the ratio higher (1.64). Like the Buffett 

indicator, Tobin’s Q Ratio is not a timing instrument, but it also 

signals an overvalued market. 

 

 

Tobin’s Q Ratio 

 
Source: FRED. Federal Reserve Economic Data 

Economic Cycles 

What was once ground-breaking has now become quite 

unfashionable: The look and analysis of economic cycles and 

how they interact. The cycles of interest are the long-waves or K-

waves first noted by Kondratieff, the 15-25 year Kuznets cycle, the 

7-11 year Juglar business investment cycle and the 3-5 year 

Kitching cycle, one driven by inventories.  

The point about cycles is that when they coincide, you are likely to 

experience greater amplitude, according to Simon Ward from 

Henderson (2). In the upper part of the chart on the right, Ward 

shows the peak-to-trough declines in US industrial output in the 

11 post-war recessions. The lower part of the chart shows the 

trough years of the Kitchin, Juglar and Kuznets cycles. Ward notes 

that severe recessions occur when the three cycles reach a 

  

US Industrial Output Declines in Recessions & 

Trough Years of Kitchin / Juglar / Kuznets Cycles 

 
Source: www.moneymovesmarkets.com 
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trough in the same year (1958, 1975 and 2009). In the years before 

these troughs, the Dow Jones Industrial Average lost 20%, 45% 

resp. 54%. In years in which only Kitchin and Juglar coincide, 

„average“ recessions are taking place. But what about the future? 

To cite Ward: „The 3-5 year Kitchin cycle is scheduled to reach 

another trough between 2015 and 2017, while the 7-11 year Juglar 

cycle should bottom between 2016 and 2020. If the Kitchin trough 

is late and/or the Juglar trough arrives early, the cycles may 

synchronise, resulting in a recession. The most likely years for a 

recession to occur are 2016 and 2017, since the Kitchin cycle will 

embark on another upswing by 2018. 

These timings relate to cycle troughs so a recession usually 

begins earlier. The „good“ news is that the Kuznets cycle is still 

going through an upswing. This is why a recession could turn out 

to be relatively mild. But there remains a big question mark over 

how central banks will react with interest rates already at 0…. 

 

If the most likely years for a recessions are 2016 and 2017, it is 

very interesting that also the Kondratieff long wave cycle suggests 

that one more downturn will occur. And this could well be around 

these years. The main elements of Kondratieff or K-waves are 

recurring patterns of boom and bust in western economies 

occurring every 60 years or so, where one cycle of 60 years 

consists of four 15 year cycles (+/-), sometimes referred to as 

 

 

Stock Market Cycles 

spring, summer, autumn and winter. Now a key element of the 

K-waves is that the next cycle (spring) of growth and prosperity 

cannot begin until the excess that has been built up in the 

previous cycle (1982-2000) has been removed. Therefore it is 

reasonable to assume that we are still in winter (15th year now, 

approaching the end of the winter cycle) and that the final burst 

hasn’t happened yet. 

 

But what about stock cycles such as the well-known 

presidential election cycle or the decennial cycle? Do they 

support a possible recession between 2016 and 2017? 

 

Kitchin & Juglar Cycle vs. Dow Jones 

 
Source: Bloomberg, CV Invest Partners AG 

 

 

We are in the 5th year of this decade. Historically the 5th year of a 

decade has by far been the most bullish year for equities. If the 

market follows this cycle, 2015 could become another excellent 

year. In my view it is more likely that the market will follow the 

presidential cycle. Depending on wheter you look at the regular 

presidential cycle or at the presidential cycle of 2nd terms only 

(Obama is in its 2nd term), US equities will top out in late August 

or in late June and remain weak until late November before a 

year-end rally sets in. 

The year after (2016) is less bullish according to the decennial 

cycle: Sideways until late Q3 and then bullish in Q4. This is similar 

to the presidential cycle which is negatively biased until mid Q2. 

Both cycles then remain bullish until 2H 2017, when the decennial 

cycle in particular starts to collapse. That again would fit Simon 

Ward’s observations that a recession is likeliest between 2016 and 

2017. 

In addition, the weakest year of the presidential cycle is in post- 

election years (+1.9% vs. 4% in the 2nd year, 10.5% in the third 

year and 5.1% in the final year). The next post election year will be 

in …. 2017. 

Combining economic cycles with stock market cycles is 

fascinating. If the economic cycle study is correct and a recession 

will occur between 2016 and 2017, equities could start to struggle 

earlier (on average, the S&P leads by 6 months) and this would fit 

the presidential cycle that indicates weakness beginning this 

summer until mid Q2 2016. But it appears that a serious bear 

market will not start before mid 2017. 

 Decennial & Presidential Cycle 2015 

 

Decennial & Presidential Cycle 2016 

 

Decennial & Presidential Cycle 2017 

Source: Bloomberg, CV Invest Partners AG 
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Major Market Tops – The Warning Signs   

One of the most difficult tasks is to predict major turning points. 

While it is argued by many that this is impossible, I am convinced 

that technical analysis can be of great value in helping to identify 

major market tops and bottoms. 

Paul Desmond of Lowry Research sums it up nicely. He compares 

the transition from a mature bull market into a bear market using  

the seasons: „In autumn the leaves begin to fall from the trees, 

one after the other until the trees are eventually bare at the onset 

of winter“. He argues that it is no different near major market tops: 

„Individual stocks begin to roll over into their own bear markets, 

one at a time, in a gradual process“. This usually begins with 

 

New 52-Week Highs 

A falling percentage of stocks that are rising to new 52-week 

highs is one of the first warning signs of a stock market that is 

losing momentum. In a healthy bull market where indices make 

new highs, more and more stocks hit new highs too. When this is 

starting to diverge, then the advance in a stock market is driven by 

fewer and fewer stocks. And this is always an early warning sign - 

early because divergences typically occur six to twelve months in 

advance. 

A study made by Lowry Research shows, that on the final top of 

every bull market since 1929, less than 11% of common stocks 

were also making new highs. On May 21st, when the NYSE 

Composite closed at a new all-time high, less than 10% of stocks 

were making new highs. 

Currently there are very clear, multi-months divergences in the 

S&P 500, the S&P 400 Mid Cap Index, the S&P 600 Small Cap 

Index and the Nasdaq 100. As long as the these indices are 

moving higher but the number of stocks with new 52-week highs 

keeps on falling, the warning signal remains in place. 

Status: NEGATIVE 

 

Stocks above 200day moving average 

Another breadth indicator that measures the strength of a bull 

market is the percentage of stocks within an index that trade 

above their 200day moving average. Again, during a rising stock 

market, new highs should be accompanied by a rising or at least 

stable percentage of stocks that trade above the 200day moving 

average.  

This indicator shows growing selectivity in the S&P 500, the S&P 

Mid Cap, the S&P Small Caps and the Nasdaq 100. Should the 

divergence between higher indices and a falling percentage 

continue, the warning signal remains in place. Special attention 

should be paid once the percentage of stocks in the S&P 500 

above the 200day moving average falls below 60%. 

This indicator should not be seen as a timing instrument either. It 

is only a warning signal that the selectivity of the market is 

growing and fewer stocks are contributing to the rally. But as it 

confirms our first indicator, it should be taken seriously. 

Status: NEGATIVE 

 

 

 small- and mid-cap stocks. While most stocks are already in a 

downtrend it is only a small number of stocks (usually the big-

cap stocks) that keep on rising. Therefore, headline indices can 

give an incorrect picture as only a few stocks drive the market 

higher. 

Are we already close to a major market top? Or will valuations 

stretch even further and the real trouble starts around the time 

when a recession according to economic cycle is most likely? 

Below you will find a few key (breadth) indicators that help to 

check the state of the market. 

 

 

New High-New Low Percent 

 
Source: www.stockcharts.com 

 

Stocks above 200 EMA 

 
Source: www.stockcharts.com 
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Advance-Decline Line 

Probably the best way of measuring the market’s health is 

through the Advance/Decline Line. This is calculated by 

determining the number of stocks that are up minus the number 

of stocks that are down. A rising market that is supported by a 

rising A/D line is considered to be healthy, while any divergence 

should be seen as a warning signal of weakening internal 

strength. Ahead of both bear markets (2000 and 2008), the A/D 

line gave an early warning signal. Like the other two indicators, 

the Advance/Decline line is not a timing instrument but rather an 

indicator that gives an early signal when it is time to start reducing 

risk exposure. 

Currently the A/D lines of the S&P 500, the S&P Mid Cap and the 

Nasdaq 100 remain in unbroken uptrends while in the S&P Small 

Caps (often leading) the uptrend is being broken. Also, in the 

Nasdaq 100, a divergence is forming. The Advance-Decline line is 

sending a mixed signal and should be watched closely.  

Status: POSITIVE BUT DETERIORATING 

 

Advance-Decline Line 

 
Source: www.stockcharts.com 

 

Conclusion and Preferred Scenario   

A combination of extremely stretched valuations and weakening 

breadth measures is never a good omen, especially when 

accompanied by economic cycles and stock market cycles that 

are expected to weaken in the next couple of years. 

 

Here is a summary: 

• The Shiller P/E has only been higher in 1929, 2000 and 

2007 

• The Buffett Indicator has only been higher in 2000 (only 

goes back to the 1950’s) 

• Tobin’s Q ratio is at its second highest reading in history 

• US corporate profit margins are at record levels 

•  It could very well be that the Kitchin and the Juglar 

cycles synchronise, resulting in a recession most likely 

between 2016 and 2017 

• While the Decennial cycle is bullish for the rest of 2015, 

the Presidential cycle points to weakness starting 

between June and August. In 2016, both indicate very 

volatile markets until early summer. According to the 

Decennial cylce, we will see a big correction in the 

second half of 2017 

• According to the long wave  or Kondratieff cycle, one 

more downturn has to occur before a new upturn can 

start 

• While the percentage of stocks with new 52-week highs 

and the percentage of stocks that trade above the 200-

day moving average is contracting since many months, 

the Advance/Decline line remains positive but slowly 

starts to deteriorate. 

 

Putting it all together it seems too early for a new bear market 

(often defined as a correction >20%)  as one of the most 

important indicators, the Advance/Decline Line still confirms the 

current uptrend, although deteriorating. But with breadth  

 indicators weakening and stocks being dangerously overpriced  

a new bear market is only a question of time. The most likely 

scenario in my view is a first correction (10-15%) beginning 

between June and August this year. Such a correction will likely 

be wave 4, followed by another and final bullish run (wave 5) 

into 2017. 

2017 could then become the year of a serious bear market. It is 

when a recession is most likely according to the Kitchin and 

Juglar cycle and when the decennial cycle is in its weakest year. 

An end to the bull market in 2017 would also fit the 17-year 

stock-market cycle (secular bear 2000-2017) 

This timeline is the most likely scenario based on the analysis in 

this newsletter. 

However, as identifying a major top is not an exact science, I 

keep on watching breadth measures (especially the 

Advance/Decline Line) and other technical indicators. 

There is only one thing of which I am certain: U.S. equities are in 

another valuation bubble (the third since 2000) and this isn’t 

going to end well…. 

 

NYSE Composite Monthly 

Source: www.stockcharts.com 
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2. „Cycle analysis suggests 2016-17 US recession risk“ - http://moneymovesmarkets.com/journal/2014/8/7/cycle-analysis-suggests-2016-17-us-recession-risk.html 
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