
I
nvestors Digest
asks me to present
my views on tech-
nical trading pat-

terns and potential op-
portunities on various
markets through this col-
umn. When viewing any
market, I like to take a
mid-term perspective by looking
for trends and opportunities that
may last a few months at a time.
But once in a while, I like to step
back and assess the health of the
broader stock or bond markets —
largely from a technical perspec-
tive, but also by looking at a few
fundamental factors proven to be
helpful. I think it’s important to
review the bigger picture once in
a while, lest we become too my-
opic in our analysis.

To illustrate the longer-termed
view, I have included a chart with
this month’s column (courtesy
Thomson Reuters) that goes back
to 1998 on the S&P 500. I’ve
drawn two important levels of re-
sistance. As a reminder, resis-
tance is a price level that the mar-
ket has failed to breach over a pe-
riod of time. 

Buyers of securities in the past
at a given level of resistance are
anxious to get their money back af-
ter being “in the hole” for a long pe-
riod of time. Thus, they sell as the
price approaches their old buying

point, which creates tech-
nical resistance. It gener-
ally takes a significant
news event to “take out”
the old sellers and drive
the market through a
technical resistance level. 

The more often the
price reaches a particular

level of resistance and fails to
break through, the stronger the re-
sistance at that level. The stronger
the resistance, the less likely the
price will break through that level. 

The first (dashed) line is drawn
on the S&P 500 chart at 1400. This
represents minor resistance from
the long-term perspective. The
next (solid) line represents more
significant resistance at just over
1500. This level has not yet been
breached by the S&P 500, al-
though a few attempts have been
made over the past 11 years with
no success. 

While breaking 1400 over the
coming months looks quite possi-
ble and even probable, I must ad-
mit that I am hesitant to believe
that the S&P 500 will be able to
crack the thus-far impenetrable
1500 level this year — or even over
the next few years. For further
technical discussion on this topic,
I would steer you towards reading
my book SmartBounce. It’s on
sale at Amazon and Chapters for
less than it costs to buy lunch, and

hopefully a better investment for
your financial future than a pas-
trami sandwich would be (al-
though admittedly far less tasty)!
In the book, I presented my tech-
nical views on the likelihood for
markets to remain contained at or
below these levels for several
years to come.

Technical patterns aside, there
are fundamental reasons why we
may find tremendous resistance
as the S&P approaches the 1400-
1500 zone. Perhaps the most sig-
nificant reason is that, according
to the Shiller inflation-adjusted
trailing S&P 500 price-earnings
ratio chart (created by Robert
Shiller of Yale University), we are
currently just under the level of
24. Historically, the market has
corrected strongly every time this
particular ratio has approached
or breached 24. The longest peri-
od of this ratio remaining over 24
that I could find was the approxi-
mate five-year period leading up
to the 2008 crash. 

Otherwise, markets have his-
torically only managed to remain
at these high valuations for
months at a time, but not for
years at a time! What this implies
is that markets may remain at
current or higher valuations for a
few more months, but the odds
increase for a strong market cor-
rection as time goes on. I’ve

copied a chart (courtesy of mult-
pl.com) of Shillers PE ratio going
back over 100 years that clearly il-
lustrates where we currently are
according to this ratio, and the
historic patterns of contraction
that occurred when valuations
reached these levels (or higher).

Economist David Rosenberg
(Gluskin Sheff) points out in his
Feb. 16 column in the Globe and
Mail that the current rally has
been largely supported by the
“rampant fiscal and monetary
policy stimulus” of the U.S. Fed-
eral Reserve. He notes that last
summer’s 20 per cent stock mar-
ket decline was saved by the
Fed’s QE-2 promise to stimulate
further by November. According
to Rosenberg, the Republican
Party and conservative wing in
the U.S. is pushing for spending
cuts, and Congress may halt fur-
ther rounds of asset buying by
the Federal Reserve board this
year. The bottom line of his mes-
sage is: the probable end to the
second round of easing this year
may be a bigger deal than many
market participants are not pre-
pared for! The investing public’s
rampant desire not to miss out
on today’s hot stock market re-
turns (which, by the way, hap-
pens before most market correc-
tions) seems to be currently
blinding investors to any poten-

‘Desire not to miss out on today’s hot stock market returns seems to be currently 
blinding investors to any potential of a reversal in fortune’

Hot market has investors over
confident again
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tial of a reversal in fortune.
Merrill Lynch’s monthly survey of

global money managers recently
showed that the portfolios of the
world’s leading managers are holding
more equities than ever before in the

survey’s 10-year history. 
If you are a contrarian like me,

this should bother you. Other sen-
timent surveys that I watch regu-
larly, such as the “smart/dumb
money indicators” (smaller

traders, equity put/call ratios,
newsletter writer bull/bear ratio,
etc) are also overdone. As one of
my clients put it, there seems to
be “too many happy faces” in the
financial markets at this time. 

If markets do indeed “climb
walls of worry,” we should be wor-
ried about the lack of worry out
there! Heck, even the deep value
managers who look to follow the
Graham and Dodd’s approach to
security analysis (low price to
earnings ratios and low price to
book value ratios) are having a
hard time finding individual “buy”
candidates right now.

The looming overhead techni-
cal resistance discussed above,
along with potential over-exuber-
ant stock market sentiment and
questionable valuations may en-
hance the negative effects of a
possible elimination of the mar-
kets favorite drug; monetary poli-
cy stimulus. Will there be a strong
correction or worse sometime in
the second half of this year? For

the time being I am happy to play
the current upside momentum.
Bullish seasonal trends, positive
technical chart patterns and his-
torical evidence of the market’s
ability to sustain high valuations
for many months before finally
correcting lead me to believe that
we may see 1400 to 1500 on the
S&P 500 by the summer. 

But I’m quite convinced that
markets are riding on borrowed
time. It is my belief that the decade
-long pattern of overhead resis-
tance at S&P 1500 (or lower) may
once again prove to be the mar-
ket’s upside turnaround point.

Keith Richards, Portfolio Manag-
er, can be contacted at
krichards@valuetrend.ca.The
opinions expressed are those sole-
ly of Keith Richards and may not
necessarily reflect that of World-
source Securities, its employees or
affiliates. The contents are for in-
formation purposes only and do
not represent investment advice.
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S&P 500 index by
the month

The Shiller Ratio shows how the stocks of the S&P
500 index trade compared to their earnings per share


