Understanding secular & cyclical markets – and their implications. (Version 1)
By Bruce Baker for clients of Puzzle Financial Advice
17/12/14
Secular & cyclical markets - an important conceptual framework - helps you understand markets helps you and I have a conversation about investments - helps us get much better returns
Particularly at this point in markets, this paper should help you understand the importance of some
key steps we need to take to get a good result from our portfolios because: The Asian secular bull market has begun a new up-ward phase - and has a long way to go (in
my view).
 The Asian secular bull market started in 2003 by my assessment. Just keep in mind,
that the long-term average duration of a secular bull market (if you look at the 200year US data attached) is about 20 years ........ making 2023, the first approximation
of the date of the end of the current Asian secular bull market. This is a key factor in
why Asian shares have an important role to play in our portfolios for years to come.
 By contrast:
 the last US secular bull market started in 1982 - and completed in 2000.
 the last Australian secular bull market started in 1982 - and the attached paper
argues that it finished in 2007. This last Aussie secular bull market was very
long bull market by historical standards at 25-years (which is much longer
that the average US secular bull market).
 The key reason you need to understand secular market trends is because (if you look at the
200-year US history) included in my attached paper, is that:
 in a secular up-trend, you tend to get well above long-term average returns.
 in a secular down-trend, you tend to get well below long-term average returns.
Note: Secular cycles/trends also go by other terms (also discussed in this paper).
Let me show you some examples.

The Indian share market gives us a good example, of cyclical bull & bear markets within a secular
bull market.
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With a 100-year chart, I will just illustrate the long-trends (the secular trends). Cyclical trends subdivide the secular trends.
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Before I go on to a more detailed discussion, let me give you some references for you to read. I
think it is always useful to get different points of view, to test your own views.
Secular & Cyclical markets have long been discussed in financial markets – sometimes, using other
terms.
• Elliott Wave International for example, use standard Elliott Wave analysis to label secular &
cyclical trends.
• Some talk in terms of Kondratieff cycles, which broadly relate to secular trends.
• Warren Buffet has his own way of characterising these trends.
References for your background reading.
http://en.wikipedia.org/wiki/Stock_market_cycles#Longer_term_cycles:_Cyclical.2C_Secular_and
_Kondratiev
http://www.crestmontresearch.com/stock-market/#20-secular-stock-market-cycles
http://www.investopedia.com/terms/s/secularmarket.asp
http://www.forbes.com/sites/sharding/2013/11/15/why-its-still-only-a-cyclical-bull-market-withinthe-long-term-secular-bear/
“In 1999 Warren Buffett famously warned that “The next 17 years will be quite unlike the
last 17 years. It might not look much better than the dismal 1965-1982 period.” He was
referring to the market’s history of cycling between long-term ‘secular’ bull and ‘secular’
bear markets, as it has done for at least 113 years.

So far, Buffett has been right that the 17 years beginning in 2000 would be more like the
period of 1965-82 than the 17 years of 1982-2000.
Here are a few of many reasons to believe he will continue to be right, that the cycle will not
end until the 17 problem years he envisioned are up in 2017:
• By most measurements, like Tobin’s Q, Nobel Laureate Robert Shiller’s CAPE ratio,
and Warren Buffett’s favorite valuation method (the ratio of total market
capitalization to annual GDP), the market has reached substantially overbought and
overvalued levels again.
• Then there is investor sentiment. Retail investors have fallen back in love with the
stock market to a significant degree. According to the Investment Company Institute,
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as is typical in the cycles, public investors, devastated by the 2007-2009 bear
market, pulled money out of the market through the first three years of the new bull
market that began in 2009. But they have been pouring money back into equity funds
at an increasing pace since mid-2012, reaching a near record $92 billion in the first
half of this year, (even as data shows institutional investors have been cutting back
their exposure).”

I think this next reference is useful, because it argues the case for why the US secular bear market
commencing in 2000, is still in place despite the recent higher peaks (in nominal terms) that we saw
in 2000. http://www.jlfmi.com/archives_2014_05.html He argues a number of points (including
evidence) including that:
• It is not unprecedented that new market highs have occurred during a secular bear trend.
• 1982-2000 Excesses Yet to be Repaired
• Secular bear not long enough yet. “Historically, however, the duration of secular bear
markets have been of the same general order of magnitude as the preceding bull market.”
• This secular bear market has not yet fallen to the levels a secular bear market typically ends
in (on a price trend basis).
• US share market valuations are still extreme – and have not returned to the valuation levels
typically seen at the end of a secular bear.
• Investor behaviour has not yet been consistent with a secular bear market ending.
Needless to say, I agree with his assessment.
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Puzzle discussion of cyclical & secular trends.
First, why is it important whether or not Australian shares are in a secular bear market? It is
crucially important because long-term investment history shows that during secular bear markets
(which tend to last on average about 15 years - see below), the average real return tends to be very
low or negative. Long-term buy & hold investors do extremely poorly during secular bear markets.
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Just ask Japanese share investors who invested during 1989 – since which time, Japanese share
investors have made negative returns on average. That said, I believe that Japan probably
commenced a secular bull market November 2012, after nearly 23 years of bear market.
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So how we define a secular bear market? I think the best definition of a secular bear market (one
that David Fuller subscribes to) is a decade plus period of declining Price/Earning Ratios. And at
the risk of stating the “obvious”, during a period of declining P/E ratios, it is very difficult for the
share market to reach new highs, even if corporate profits are rising.

Some further references are in Appendix A. You might find it useful to read that section now, if you
are not convinced yet that the US commenced a secular bear market in March 2000 and are still in
that secular bear market.
Within that secular bear market, the US commenced a cyclical bull market in March 2009 and is
still in that cyclical bull market. As cyclical bull markets go, the US cyclical bull market is now
getting very old, and valuations are getting to levels reached only a few times in US history. While
we do not yet know when that cyclical bull market will end, it “clearly”must be approaching an end
(much closer to the end than the beginning.)
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So where is Australia, in terms of secular and cyclical trends?
From the third chart in this paper (where both Australian and US cyclically-adjusted P/Es are
shown), while we do not have good quality Australian data going back as far as we have quality
USA data, one thing is clear. Australian share market cycles have historically tracked on a
somewhat similar path to the US share market over the last century, because what was
happening with the USA has typically been a very large influence on Australia.
Yes, we can see some differences as well.
• The Australian crash in 1987, because the Australian market became significantly more
over-valued than the US share market by October 1987.
• The US crash following 2000, was much greater than Australian share market because broad
US valuations had become far more extreme in 2000. This also reflects different sector
mixes between USA and Australia, with the US having far more technology companies and
more telephone companies, while the Australian share market has far more (as a percentage)
of resource companies and financial companies (mainly banks).
• In 2008-2009, Australia had a bigger crash than the USA because in 2007, Australia's
valuation on broad averages, had become more extreme than the broad US share market.
So one of the things you might be starting to get a sense of, is one sector (eg in Australia) may be in
a secular bull market while another sector may be in a secular bear market. And clearly on broad
averages, one country may be in a secular bull market while another country is in a secular bear
market – just compare Japan with USA during the 1990s, to see an example.
I believe that Australia, almost certainly is in a secular bear market, that commenced in 2007. And
for example, this clearly is the interpretation of the situation by Elliott Wave International. (Just as
Warren Buffett shares the view that US commenced a secular bear market commencing in 2000 –
see the Forbes Magazine article further above. EWI also believe the USA commenced a secular bear
market in 2000).
• The Secular bull market for Australia, from 1982-2007 (25 years) is long as secular bull
markets go – a fair bit longer than average. This would be a pointer to at least have us asking
whether the secular bull market was over at that point.
• The cyclically adjusted P/E ratio for broad Australian shares rose to a historically high 30 in
2007. While the long-term Australian data is not long enough to see how often that has
happened in Australia in the past, we can see in the USA, this level of cyclically-adjusted
P/E has only occurred twice since 1900 (I.e in 1929 and in 2000). You will notice from the
cyclically adjust P/E chart that after historic peaks, almost always this is followed by a long
period of declining P/Es …..
• Therefore, these 2 observations together make it highly probable that Australia completed its
very long secular bull market in 2007.
• Note:
◦ When a 25-year old secular bull market ends, it should be expected that the broad
community will not recognise the new reality of this market for quite some time. This is
why the broad Australian community have largely not come to recognise that the game
changed for Australian shares in 2007 – and that we should not expect another broad
Australian secular bull market to recommence for many years.
◦ That said, there are markets in secular bull markets in Asia, which is why we need to be
investing in Asia.
What this probably means in my view? The interpretation of the data.
• In inflation-adjusted terms at least, the ASX200 is unlikely to reach the peak of 2007, within
the next 5 years – probably much longer.
• The Australian share market commenced a cyclical bull market (much shorter than a secular
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bull market) in 2012. This secular bull market seems to be approaching its end, or may
perhaps have already ended. If you read the EWI December Asian Financial Forecast, you
will note that this is the question that EWI are now debating internally.
◦ While I am simply speculating at this point about the end of the cyclical bull market in
Australia, at the very least:▪ If we believe that the secular bull market for Australia ceased in 2007, history tells us
that it is highly unlikely that this cyclical bull market will exceed the peak in 2007, at
least in inflation-adjusted terms.
▪ We should be looking for signs of this cyclical bull market topping.
◦ I suspect that the Australian economy is heading into recession over the next 12-18
months – and recessions tend to take share markets lower – look to the 1990 recession as
an example. The share market tends to try to pre-empt recessions, and thus lead the
economy down. If I am correct on this, this is another reason for expecting the broad
Australian share market to commence a cyclical bear market at some point – maybe over
coming months, if this has not already commenced.
OK. Then what is the evidence that Asian share-markets are in a secular bull market?
This is anther big topic, so let me make a very brief start on this. A more detailed paper is probably
warranted on this. Some evidence is provided in Appendix C and in Appendix D (EWI's views).
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Appendix A. Some other references on secular share markets.
Fuller Treacy Money 31 August 2011.
Email of the day (3)
on Secular bear markets:
"Forgive me if I am being repetitive, but my opinion remains the same as it has for the last
few years. Technical analysis can be done along numerous time frames and for many
different trading styles. But when we look at most developed country indices from a 20 year
time frame, I firmly believe we remain in a Secular bear market that coincides with a
secular bull market in gold and commodities. In a sense it is a financial (paper) asset bear
market caused by the absurdly overvalued levels of the dot com era and the constant
attempts by Central Governments to create growth through monetary expansion. I think that
QE2 proved that there will be a law of diminishing returns for these actions. It seems now,
that Bernanke's speech at Jackson Hole, where he mentioned the possibility of further action
and the 2 day September meeting, has given the QE traders cause for optimism and stoked a
mini-rally. We have reached a point where it seems as if markets want bad economic news
since it gives them hope for monetary easing. My question has always been, what is the
upside in the U.S. and Europe when there is little to no improvement in employment and
housing numbers? There is no doubt that we are entering a "soft patch" within an already
historically weak economy. There are numerous recessionary signals coming from certain
pieces of data. I am aware that PE levels seem decently valued on a forward basis. I am also
aware that quality companies have pristine balance sheets. My answer is that earning
estimates for the S&P 1500 have suddenly begun to be revised downwards more than at any
time since 2008 (Bespoke Earning Estimate Revisions). And pristine balance sheets are
caused by the fact that companies are not hiring and not spending, aware that the economic
environment is not conducive to such. These companies are buying back stock, increasing
dividends, and holding cash, none of which is improving economic conditions. Further
more, I believe most economists believe that GDP growth will remain well below historical
trend because of excessive government debt and demographics. If I am correct about a
Secular bear market, we are experiencing an extended restoration of value and it very well
could last through this decade and include a number of bull and bear cycles. (BB comment:
Cyclical bear & cyclical bull markets within the secular bear market) I continue to believe
strongly in commodity based and emerging market based companies as the best
opportunities. However, I think those who practice patience will be rewarded with
wonderful entry positions. If I were to go out on a limb, I would predict that at some point
we will reach very low (single digit?) normalized 10 year PE ratios that will act as a
springboard into a true new bull market, a la 1982. I realize that I can be accused of being
overly bearish. However, I actually believe the current environment can be quite rewarding
for those who read the tea leaves correctly."
Eoin Treacy's view
Your views rhyme with those of Fullermoney. Our solution has been to concentrate our
attention on the markets that have positive growth trajectories, expanding middle classes and
improving standards of living. These are mostly in Asia and among the commodity
producers.
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David Fuller 25/4/2013.
Email of the day - On cyclical versus secular trends
"I believe you've indicated that the bull market in gold has ended and that gold may resume
its rise later in this decade. Would you consider this a cyclical bear market within a
secular bull market? Come to think about it, how does one differentiate between a
cyclical bear and a secular bear? Or to put differently, how does one know when a cyclical
market phase becomes a secular market phase?"
David Fuller's view
Yes, is the short answer to your first question. However, the view I expressed is theoretical
at this stage, because while we have seen some capitulation selling which is an ending
characteristic, we do not yet have technical confirmation that the cyclical bear in gold is
over, let alone evidence of a significant support building process, including a sequence of
higher reaction lows, which would indicate potential for a resumption of gold's earlier
overall advance. We can anticipate these but they can only be confirmed with hindsight
following a significant recovery.
In response to your interesting latter two questions, one cannot be certain of a secular (as in
very long term) market trend in advance, because we are talking about the future. However,
most secular trends will occur in response to lengthy periods of market action that we have
lived through, which will create the preconditions for a secular trend which is quite different
from what people have become accustomed to.
For instance, among stock markets the first big secular trend which veteran subscribers of
approximately my age will recall, occurred during the stimulative monetary conditions and
initially low valuations following the Second World War. That ended in the late 1960s, with
considerably higher valuations and a period of euphoria. Those were the prior conditions for
the broadly range bound, in terms of price action, secular valuation contraction cycle which
followed.
Wall Street achieved its lowest valuations for that cycle in 2Q 1982, because expectations
among investors were so low, even though the indices were well above their 1974 trough
and corporate profits had grown. Those attractive valuations created the preconditions for
another secular bull trend, but no sustainable move will occur without good governance and
significant technological developments, which we saw. These created an overall
environment for significant GDP growth. Inevitably, secular trends will be punctuated by a
cyclical bear trend or two, as we first saw with the 1987 crash.
Every subscriber will remember the euphoria and excesses of the late 1990s on Wall Street.
In Japan, these occurred a decade earlier. Interestingly, might Japan be leading the bigger
markets on the next secular uptrend? It certainly had the prior preconditions of lengthy
under-performance; valuations were extremely low, and Shinzo Abe has unleashed a
significant monetary stimulus. Much more needs to be done but Japan's current government
knows this, so it is certainly possible.
I maintain that we are in the latter stages of the valuation contraction cycle for Wall Street
and many other market's. I have also previously stated that we could see clear evidence of
the next secular bull cycle for the S&P 500 Index before the end of this decade, led by the
accelerated rate of technological innovation. However, I am also wondering if we could first
see a cyclical bear market as QE ends, although I doubt that it would have anything like the
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severity of the big bear trends commencing in 2000 and even more severely in late 2007,
leading to a collapse in 2008 and also 1Q 2009 for some stock markets.
Lastly, on this secular versus cyclical trend theme, gold's lengthy secular bear market was
the ideal precondition for the secular bull trend which was beginning to emerge in 2001. It
may not be over but it has been interrupted by a cyclical bear trend. I also think that a very
lengthy cyclical bull market in long-dated government bonds, which was extended by QE, is
now in a lengthy bottoming out phase.
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Appendix B. Inflation-adjusted indices.

The 1982-2007 secular bull market for Australia, is very long as secular bull markets go.
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Appendix C. Asian shares.
It would appear that India, commenced a secular bull market in 2003. The 200-year US data
suggests that secular bull markets tend to average something like 20 years, which at least suggests
that the Indian secular bull market has a long way to run.
In the chart below, in blue/red we have the Indian BSE Index. The green line is the Australian All
Ordinaries Index. At the very least you can see from the charts below, that Indian and Australian
share markets are in quite different parts of secular cycles.
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China Shenzhen A shares in blue/red – this is the index that best reflects Chinese companies that are
not majority state-owned. Australian All Ordinaries Index in green. Did the Shenzhen Index
commence a secular bull market in 2005? It definitely is on a different trajectory than All Ordinaries
Index …... particularly over the last year.

Version 1. Secular & cyclical markets – and implications. For clients of Puzzle Financial Advice. Page 14 of 21 17/12/14.

This chart suggests that the broader MSCI Asia Pacific Index commenced a secular bull market in
2003.
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Note: South Korea has had a higher peak since 2007..... Looks like it might have commenced a
secular bull market in 1998 maybe?
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Japanese shares
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Platinum Asia – looks like a very strong up-trend in place.
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Appendix D. Some of EWI's assessments.
I understand that to fully get my point with the charts below, you need to be able to read an Elliott
Wave chart. In the interests of time I will get this section complete in chart form. Happy to
discussion EWI interpretations.
From December forecasts – refer to the full document for more detail.
Important bullish trend commencing for China's Shanghai Composite Index.
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India
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India still (a very important chart).

From November EWI forecasts.
Australia. For the All Ordinaries Index, a in 2009 together with the b that they are currently
seeking to identify (with views updated in December forecast), then relate to a c which they would
normally expect to be below the 2009 a. Hence we have secular bear trend.
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