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The year 2019 was a study in the hopes and dreams of the very human investment markets.

Far from dispassionately evaluating the markets using artificial intelligence, investor sentiment
swung between elation and making money to fears of trade wars and depression, sometimes
reflecting both at once.

Full of Bull

As we’ve pointed out in past Market Observers, this did not make sense to us. Equity prices rallied
and credit spreads tightened in the year, reflecting widespread investor ebullience at good economic
times ahead and this looks like it might just continue. The Wall Street Journal article below at the
market close on December 31,2019 says it all!
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The Bull Market Is Charging Into 2020

Stocks produced their best gains in years for investors in 2019, both in the U.S. and abroad

Index performance in 2019
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“Stocks around the world closed out one of their best years over the past decade, defying
money managers who began 2019 expecting threats from the U.S.-China trade fight to
slow growth or upend the bull market... For the year, the Nasdaq rose 35%, the S&P
gained 29%, and the Dow ended 22% higher.” The Bull Market Is Charging Into 2020;
by Akane Otani; WSJ.com; Dec 31, 2019.

The Nasdaq up 35%, the S&P up 29% and the Dow up 22%?? That is pretty spectacular for the
markets that investors had effectively written off for 2019 and perhaps forever at the start of the
year. As the WSJ tells it in their article, investors were obsessed with the prospect of disinflation,
deflation, Recession and even Depression:

“Just 12 months ago, the mood was far dimmer. The global economy was weakening;
stocks, bonds and commodities were falling in tandem; and money managers worried
the Federal Reserve’s interest-rate increases would turn an economic slowdown into a
protracted downturn.”

Bull Markets usually climb a “Wall of Worry” and surprise investors who succumb to worry mode and
refuse to join the fray. This one was no different, despite all the expensive technology available to
investors. As we’ve told you many times in the past, investors are not just prone to psychological
biases, they are literally drugged by their own body chemicals into states of euphoric risk taking, as
was the case in 2019, or depression at the midst of a Bear Market. For our new readers, we are talking
about the work of Cambridge University Professor, John Coates, into the human physiology of
market greed and fear.

The Worst of Times to the Best of Times

It is always interesting to know where you’re coming from so we looked back at our very own
January 2019 Market Observer. The markets were despondent. The Fed had been normalizing
interest rates after taking them down to zero in 2009 in the aftermath of the Credit Crisis and Great
Recession. This was anything but drastic, as far as the Fed tightening of monetary policies go. The
Fed had only raised its Fed Funds nine times by .25%, to 2.25%.

Nobody was bullish and things seemed grim. Our January 2019 theme was Charles Dickens “/t was
the Best of Times, it was the Worst of Times”, explaining the investment year of 2018. The equity
markets had reached record levels in September 2018, only to close down by the end of the year.
Stocks fell 9% in December 2018 and it was the worst December on record since the grim Depression
year of 1931!
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So only a year ago, investors were in the grip of a very negative investor psychology and physiology.
Now the markets have soared to new highs and there seems to be not a worry on the horizon for
investors. What changed?

Soaring on Testosterone Wings

Markets soaring from the abyss are not uncommon. As panicked sellers hit bids, prices gap lower as
buyers step out of the way. Once things bounce off the despair of the bottom, prices tend to rally
powerfully. The forced sellers are gone and other potential sellers wait for higher prices so illiquidity
leads to prices gapping upwards. This strong upwards move brings in buyers who are looking for
upside.

As Coates found through his research, the financial success sends testosterone flooding through the
bodies of investors. Caution is thrown to the winds and investors adopt increasingly risky
behaviours. Anyone who has been involved in the financial markets for a number of years has seen
colleagues succumb to reckless behaviours when they are making large amounts of money. Outsized
financial success creates a feeling of invulnerability and increasingly riskier bets are made which
pushes the markets higher and higher.

Avoiding a Trump Train Wreck

The catalyst for the “Feel Good” markets was the decision of the Fed to cut interest rates. There
really wasn’t any legitimate justification for this, perhaps only a vague feeling that the markets
needed some more “animal spirits” or a hope that a little interest rate reduction would get President
Trump off the Fed’s back.

The Tweeter in Chief had been bad- |

3

a n§@¢/ Canso Market Observer
< : P24 January 2020



