Is the AAIll Sentiment Survey a
Contrarian Indicator?

By Charles Rotblut, CFA

Article Highlights

e The majority of the weekly sentiment readings fall into typical ranges that have been formed since the survey started in 1987.
e Low levels of optimism have historically been more correlated with market reversals than high levels of optimism.
e Both bullish sentiment and bearish sentiment have had periods where they stayed at high levels for an extended period of time.
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Each week, we ask
AAII members a simple
question: Do they feel the di-
rection of the stock market
over the next six months will
be up (bullish), no change
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(www.aaii.com/sentimentsurvey)
on AAIl.com and voting. The sur-
vey is open to all members, though
a weekly email is sent to a rotating
group of members reminding them
to participate. Results of the survey

(neutral) or down (bearish)? -

We refer to this question as
the AAII Sentiment Survey. Since we started polling our
members in 1987, our survey has provided insight into the
moods of individual investors.

The survey has been become a widely followed measure.
Its results are circulated by various organizations and media
outlets, including Barron’s and Bloomberg, I have heard
directly from, and indirectly of, many market strategists, in-
vestment newsletter writers and other financial professionals
who follow the survey.

Can the results signal future market direction? In an up-
date to my colleague Wayne Thorp’s 2004 article, “Investor
Sentiment as a Contrarian Indicator” (Computerized Investing,
September 2004), I look at the data and give perspective. The
key to remember when reviewing the data is that a variety of
indicators and criteria should be considered before making
a tactical change in asset allocation.

Background of the AAll Sentiment Survey

The AAII Sentiment Survey is conducted each week from
Thursday 12:01 a.m. until Wednesday at 11:59 p.m. AAII
members participate by visiting the Sentiment Survey page

;

are automatically tabulated by our
database and published online early
each Thursday morning. Prior to
the year 2000, members responded by physically mailing
a postcard back to the AAII offices. Response rates vary,
though we would consider fewer than 100 votes to be low
and more than 350 votes to be high. We do not track long-
term response rates, though during the first four months of
2013, an average of 315 members took the survey each week.

The typical AAIl member is a male in his mid-60s with
a bachelor’s or graduate degree. AAIl members tend to be
affluent with a median portfolio size in excess of $1 million.
The typical member describes himself as having a moderate
level of investment knowledge and engaging primarily in fun-
damental analysis. This said, AAII has in excess of 160,000
members and simply due to the sheer size of our membership,
there are wide variances in wealth, investment knowledge
and investing styles. We also have many women members.
This mix makes the AAIIl Sentiment Survey unique in that it
conveys the attitudes of active, hands-on individual investors.

Historical Sentiment Readings

Bullish sentiment has averaged 38.8% over the life of
the survey. Neutral sentiment has averaged 30.5% and bear-
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Table 1. Historical AAll Sentiment Readings

to pessimistic. These

swings reflect attitudes

Bulish Neutral Bearish toward the direction

(%) (%) (%) of the stock market,

Average 38.8 30.5 30.6 the strength or weak-
Maximum 750 620  70.3 ness of the economy,
Minimum 12.0 7.7 6.0 the quality of earnings
and other macro factors

+3 Standard Deviation ~ 70.3  56.8  60.9 impacting individual
+2 Standard Deviation  59.8 48.1  50.8 investors” short-term
+1 Standard Deviation ~ 49.3  39.3  40.7 outlook for stock prices.
For example, during

-1 Standard Deviation ~ 28.3  21.8  20.5 2003 ‘and 2004, AAIL
-2 Standard Deviation ~ 17.8  13.0  10.5 members stayed mostly
-3 Standard Deviation 7.3 4.3 0.4 bullish, a reflection of
the rebound in stock

Numbers are rounded. prices and expansion

ish sentiment has averaged 30.6% over
the life of the survey. (We round the
bullish and bearish sentiment averages
to 39.0% and 30.5% when reporting the
weekly results.) These numbers equate
to approximately four out of 10 AAII
members expecting stock prices to rise
and three out of 10 expecting prices to
fall over the next six months on a typi-
cal week. This bullish slant aligns with
history. The S&P 500 index was at 315
when the survey was first conducted; on
May 2, 2013, the index stood at 1,583.

It is important to note that these
numbers are averages. Over time, the
results for all three choices have swung
up and down. Within these swings,
however, trends have emerged, al-
lowing us to identify what is a typical
reading, what is an unusual reading and
what is an extraordinary reading, The
extraordinary readings have had some
correlations with market reversals, as |
will soon explain.

A spreadsheet tracking the weekly
readings can be downloaded from the
AAII Sentiment Survey webpage. This
spreadsheetlists the weekly results dating
back to July 1987 and continues to be
updated every Thursday on AAILcom.

What Counts as a
Normal Reading?

Over time, the moods of indi-
vidual investors swing from optimistic

of the US. economy.
Conversely, during the
bear market period of November 2007
through February 2009, AAIl members
largely stayed pessimistic about the
market’s direction.

The survey’s results can be described
as a pendulum that, at times, stays on
one side or the other for prolonged
periods. Both bullish and bearish senti-
ments have, at times, stayed above their
respective historical averages for several
weeks or months. At other times, the
sentiment pendulum has stayed close to
center, with individual investors’ moods
staying largely within their historical
averages.

Given these characteristics, it is
useful to apply statistical analysis to the
historical results. In addition to track-
ing the weekly readings, we maintain
ongoing readings of standard devia-
tions. Standard deviation calculates the
distance from the average (or mean) a
particular data point is. It is best de-
scribed as an arc with elongated tails
on the left and right side. The majority
of the readings fall near the midpoint
of the arc. Unusual readings occur in
the lower left and right areas of the
arc, areas known as +1 and —1 standard
deviation. Extraordinary readings are
those that are more than two standard
deviations away from the historical
average. A tiny fraction of readings are
on the outer edges of the tails; these
readings are three standard deviations
away from the average. If the weekly

results were to match up perfectly with
statistical theory, we would see 68.2% of
all readings within the midpoint of the
arc, 27.2% qualifying as being unusual,
4.2% considered to be extraordinary
and just 0.3% being extreme (more than
three standard deviations away from
average. Reality often does not fall into
clearly defined buckets, but the statisti-
cal ranges help to convey the rarity of
readings that are two or three standard
deviations away from average.

Table 1 shows the historical average,
lowest and highest readings for the Senti-
ment Survey, along with the percentages
at one, two and three standard deviations
away from the average for each choice.
As previously stated, bullish sentiment
has averaged 38.8% over the life of the
survey. It has a standard deviation of
10.5%. This means readings between
28.3% and 49.3% are within the normal
range over the historical results. Bull-
ish sentiment is not considered to be
extraordinarily high until it surpasses
59.8%. Itis not considered to be extraor-
dinarily low until it falls below 17.8%.
The record high for optimism is 75.0%,
set on January 6, 2000. The record low
is 12.0%, set on November 16, 1990.

Neutral sentiment has averaged
30.5% over the life of the survey. It
has a standard deviation of 8.8%, with
typical readings ranging between 21.8%
and 39.3% (numbers are rounded). The
record high for neutral sentiment is
62.0%, set on June 3, 1988. The record
low is 7.7%, set on October 9, 2008.

Bearish sentiment has averaged
30.6% over the life of the survey. It
has a standard deviation of 10.1%,
with typical readings ranging between
20.5% and 40.7%. Bearish sentiment
is not considered to be extraordinary
high until it surpasses 50.8%. It is not
considered to be extraordinarily low until
it falls below 10.5%. The record high
for bearish sentiment is 70.3%, set on
March 5, 2009. The record low is 6.0%,
set on August 21, 1987.

Sentiment as a
Contrarian Indicator

As you can see, the moods of in-
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dividual investors are subject to swings
and, at times, they reach extreme levels.
Most of the time, the readings from our
survey provide insight into the moods
of individual investors, but are well
within their typical historical ranges.
Extraordinary readings are more inter-
esting, however, since investor sentiment
is considered to be a contrary signal.
Market watchers tend to look at high (or
low) levels of optimism or pessimism
as a sign that sentiment has swung too
far in one direction.

In order to determine whether
there is a correlation between the AAII
Sentiment Survey and the direction of
the market, I looked at instances when
bullish sentiment or bearish sentiment
was one or more standard deviations
away from the average. I then calculated
the performance of the S&P 500 for
the following 26-week (six-month) and
52-week (12-month) periods. The data
for conducting this analysis is available
on the Sentiment Survey spreadsheet,
which not only lists the survey’s results,
but also tracks weekly price data for the
S&P 500 index.

Table 2 shows the data. The returns
for the S&P 500 reflect price changes
over six- and 12-month periods. The
numbers exclude any management fees,
transaction costs or other expenses an
investor may have incurred by making
trading decisions based on the results.
Each reading above or below one
standard deviation from the historical
average was treated as a separate signal.
This resulted in some overlap. For in-
stance, there were four extraordinarily
high bullish readings recorded between
November 27, 2003, and December
26, 2003. Each reading was treated as
a separate six- and 12-month period.
The purpose of the analysis was to see
what happened to the market following
a high or low sentiment reading, not to
optimize a trading strategy based on the
survey’s results.

Any analysis of a potential market
signal should include an analysis of mar-
ket performance itself. This is why Table
2 also shows the average performance
of the S&P 500 from July 24, 1987,
through May 2, 2013. During this period

Table 2. Performance of Sentiment Survey as a Contrarian Indicator

% of
Average Median Periods
Number S&P 500 S&P 500 Correctly
of Change Change Contrarian

Sentiment Level Observations (%) (%) (%)
6-Month Performance
Bullish > +3 S.D. From Mean 2 7.4 7.4 0
Bullish > +2 S.D. From Mean 44 (0.7) 0.3 48
Bullish > +1 S.D. From Mean 167 0.8 2.9 34
Bullish < -1 S.D. From Mean 212 6.9 6.2 80
Bullish < -2 S.D. From Mean 16 14.0 17.7 100
Bearish > +3 S.D. From Mean 3 25.8 23.0 100
Bearish > +2 S.D. From Mean 50 2.8 5.3 60
Bearish > +1 S.D. From Mean 162 4.7 6.0 71
Bearish < -1 S.D. From Mean 211 3.8 4.5 26
Bearish < -2 S.D. From Mean 9 (5.5) (1.7) 67
All 1,319 4.0 4.7
12-Month Performance
Bullish > +3 S.D. From Mean 2 3.6 3.6 50
Bullish > +2 S.D. From Mean 44 (2.0) 3.6 48
Bullish > +1 S.D. From Mean 167 2.4 6.3 31
Bullish < -1 S.D. From Mean 206 12.9 14.3 84
Bullish < -2 S.D. From Mean 16 20.7 21.7 100
Bearish > +3 S.D. From Mean 3 35.0 25.6 100
Bearish > +2 S.D. From Mean 50 3.1 14.3 60
Bearish > +1 S.D. From Mean 152 7.1 11.8 74
Bearish < -1 S.D. From Mean 211 7.7 9.9 24
Bearish < -2 S.D. From Mean 9 (4.3) 4.8 44
All 1,293 8.4 10.2
Based on data from July 24, 1987, to May 2, 2013. Numbers are rounded.

there were 1,319 complete six-month
periods with average and median gains
of 4.0% and 4.7% for the S&P 500. The
S&P 500 appreciated during 71.1% of
these six-month periods and declined
during 28.7% of them. There were also
1,293 12-month periods, during which
the S&P 500 had average and median
gains of 8.4% and 10.2%, respectively.
The large-cap index rose during 77.7%
of all 12-month periods and declined
during 22.3% of them. (Any period
with a change equal to or greater than
+0.1% or —0.1% was counted as an up
or down period.)

Bullish Sentiment

Neither unusual nor extraordinarily
high levels of optimism are highly cor-
related with declining stock prices when
the entire survey’s history is considered.
The 44 periods with bullish sentiment
readings more than two standard devia-
tions above average were followed by
a six-month fall in the S&P 500 only
48% of the time. The average six-month
decline was 0.7%.

Bullish sentiment twice exceeded
three standard deviations from its his-
torical mean. The S&P 500 was higher
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Table 3. Six-Month Returns Excluding Long Bull and Bear Periods

Average Median % of
Number S&P 500 S&P 500 Periods
of 6-Mo Change 6-Mo Change  w/Trend
Observations (%) (%) Reversal
Excluding 2003-2004 Bull Market
Bullish > +2 S.D. From Mean 25 (5.0) (6.0) 68
All 1,214 3.7 4.5
Excluding 2007-2009 Bear Market
Bearish > +2 S.D. From Mean 26 14.2 15.0 96
All 1,247 5.0 5.1
Numbers are rounded.

six months after both readings and
higher 12 months later after one of the
readings. Both the average and median
S&P 500 index six-month gains were
7.4%. Both the average and median S&P
500 index 12-month gains were 3.6%.
Conclusions should not be drawn from
these extreme readings since the sample
size is so small.

The failure of high optimism as
a contrarian indicator can directly be
linked to 2003 and 2004. During this
period of economic expansion and
rising home prices, the S&P 500 rose
from 880 on January 2, 2003, to 1,213
on December 30, 2004. As shown in
Table 3, when the 19 periods of ex-
traordinary optimism during this period
are excluded, the S&P 500 declined by
an average of 5% during the six-month
period following a bullish sentiment
reading of more than two standard de-
viations above the mean. Furthermore,
the S&P 500 subsequently declined 68%
of the time.

Extraordinarily low levels of opti-
mism have worked better as a contrarian
signal. Bullish sentiment has been below
two standard deviations of its historical
mean 16 times during the survey’s his-
tory. The average and median six-month
gains for the S&P 500 following these
low readings were 14.0% and 17.7%,
respectively. The average and median
12-month gains were 20.7% and 21.7%,
respectively. The S&P 500 large-cap
index rose every time after our survey
indicated an extraordinarily low level
of optimism.

Bearish Sentiment

Extraordinarily high levels of pes-
simism have a mixed record of being
correlated with higher stock prices. Ona
six-month basis, the S&P 500 rose 60%
of the time following a bearish senti-
ment reading more than two standard
deviations above the historical mean.
The average and median gains were 2.8%
and 5.3%, respectively. On a 12-month
basis, the S&P 500 rose 60% of the
time, with an average gain of 3.1% and
a median gain of 14.3%. The average
increases in prices are well below the
typical increases realized throughout the
entire history of the survey, though the
median increases are greater than the
typical gains.

Bearish sentiment exceeded three
standard deviations above its historical
average on three occasions. Each of
these occurrences was followed by large
market gains. The average and median
six-month gains were 25.8% and 23.0%,
respectively. The average and median
12-month gains were 35.0% and 25.6%,
respectively. Boosting these numbers is
the record high bearish reading of 70.3%
seton March 5, 2009, literally days before
the bear market ended. The S&P 500
went on to rebound by 39.5% over the
next six months and 56.9% over the
next 12 months.

Like bullish sentiment, bearish senti-
ment had a period where high readings
were repeatedly recorded. During the
bear market period of November 2007
through February 2009, pessimism was

more than two standard deviations above
its historical mean 24 times. Excluding
this period increases the correlation be-
tween extraordinary pessimism and six-
month market gains to 96%, as shown
in Table 3. The S&P 500’ six-month
gain averaged 14.2%, with a median rise
of 15.0% The index’s 12-month gain
was an average 19.9%, with a median
rise of 22.2%.

Low levels of pessimism also have
a mixed correlation with future poor
market performance. Bearish sentiment
has been more than two standard devia-
tions below its historical mean on nine
occasions. These readings have been
followed by six-month declines 67% of
the time and 12-month declines 44%
of the time. The average and median
six month declines are 5.5% and 1.7%,
respectively. The S&P 500 has declined
by an average 4.3% during the 12-month
period following an extraordinarily low
bearish sentiment reading, but gained
4.8% when the median change is mea-
sured instead.

Sentiment’s Role as a
Market Indicator

When our Sentiment Survey was
started in 1987, there was little data on
the moods of individual investors. Since
that time, our survey has developed a
following for both its insights and as its
role as a potentially contrarian indicator
for market direction. As the data shows,
extraordinarily low levels of optimism
have consistently preceded larger-than-
average six- and 12-month gains in the
S&P 500.

Sentiment is not a flawless con-
trarian indicator, however. Though
unusual, bullish and bearish sentiment
readings above or below one standard
deviation from their historical average
have a mixed record of signaling market
direction. Extraordinarily high bullish
sentiment and extraordinarily low bear-
ish sentiment (two standard deviations
away from the average) have generally
worked well, with the exception of two
notable periods.

It will be many years before we know

(continued on page 36)
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and the type of accounts held. The proportion of savings
held in a Roth IRA can be a significant factor in making the
determination, since they are not subject to the RMD rules.

The presence of an annuity adds another layer of com-
plexity. Non-qualified annuities are exempt from the RMD
rules, but an annuity held within an IRA is not. (Specific
rules apply to annuities, and questions about them should
be directed to a tax professional)) Plus, to the extent an
annuity provides enough income, less than 4% may need
to be withdrawn from other retirement accounts to meet
living expenses. Pensions and Social Security benefits may
also allow a retiree to lower his actual withdrawal rate below
4%. Conversely, some retirees may have no choice but to
withdraw more than 4% to meet living expenses, even though
that increases the risk of running out of money late in life.

Since so many factors can influence how much should
be withdrawn from retirement savings, the decision as to
whether to switch to basing the withdrawal amount on the
RMD is one that needs to be revisited every year. Due to
the complexity of RMD rules, there is not an easy way to
determine the optimal withdrawal rate. One rule of thumb
is that the more money that is held in accounts not subject
to RMDs (such as Roth IRAs), the later in life a retiree will
be forced to base their withdrawal amount on RMDs.

The IRS publishes a helpful list of answers to frequently
asked questions about RMDs (wwwiits.gov/Retitement-Plans/
Retirement-Plans-FAQs-regarding-Required-Minimum-
Distributions). On this webpage, you will find links to the
distribution tables and worksheets for calculating your RMD.

—Charles Rotblut, CEA, Editor, AAII Journal

(continued from page 11)

1966 (Vietnam) and just barely in 2011
(US. debt ceiling and European debt).
Excluding January’s performance, the
last 11 months of these years were up
24 times. The market’s crash in 1987 is

sive at 12.3%.

the additional blemish on the record.
Eleven-month average gains are impres-

In 2013, the S&P posted its 17th
best January gain of all time, complet-

ing the indicator trifecta. The January
Barometer, Santa Claus Rally and First
Five Days indicators were all positive this
year—increasing the odds, but not guar-
anteeing, positive returns for 2013. A

Jeffrey A. Hirsch is chief market strategist at the Magnet &£ Fund and editor-in-chief of the Stock Trader’s Almanac. His latest
book is the “The Little Book of Stock Market Cycles” (John Wiley & Sons, 2012). Find out more at www.aaii.com/authors/jeffrey-

hirsch.
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whether the periods of 20032004 and
November 2007—February 2009 were
mere blemishes on the survey’s record as
a contrarian indicator or a sign that both
optimism and pessimism can remain at
high levels for an extended period of
time. I tend to think the latter will be
the case, given long-term market history.

The failure of sentiment to work
perfectly highlights two important
points. Though correlations between
sentiment levels and market direction

have appeared in the past, the AAII
Sentiment Survey does not predict future
market direction. Overly optimistic and
pessimistic investor attitudes are char-
acteristics of market tops and bottoms,
but they do not cause stock prices to
change direction. Rather, it is changes
in expectations of future earnings and
economic and valuation trends that
move stock prices. The timing of such
changes has proven to be difficult to
predict with accuracy.

This leads to my second concluding
point: Never rely on a single indicator
when forecasting market direction.
Rather, consider a variety of factors—in-
cluding prevailing valuations, economic
data, Federal Reserve policy, government
policies and other prevailing macro
trends—and allow for a large margin
of error in your forecast. As the saying
attributed to John Maynard Keynes goes,
the market can stay irrational longer than
you can stay solvent. 4

Charles Rotblut, CFA, is a vice president at AAll and editor of the AAIl Journal. Find out more about Charles at www.aaii.com/
authors/charles-rotblut and follow him on Twitter at twitter.com/charlesrotblut.
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