The Upside is Enormous
In today’s gloom and doom, here is some sunshine.  Anybody who sends out bullish comments when the market is setting new lows must either be certifiably crazy or firmly believe that the key to long-term investing is to continuously put the probabilities on your side.  Even if the probabilities are very favorable, there still could be some short-term losses – such is the nature of probabilities.  However, our investment strategy continuously puts the long-term probabilities on your side.  
We think the current stock market has enormous upside.  Over the short term, any market can go up, down or sideways.  But for the long-term, there are not many times where if a future market carried a standard multiple on average earnings power that the price would double.  Today is one of those rare times. 
Obviously, there is not this much upside potential without associated troubles.  We have had two asset bubbles break this decade: the high-tech bubble early in the decade and the housing bubble at the end of the decade.  This has caused a tremendous deflation in asset prices for both real estate and equities.  In fact, unless the Dow recovers to better than 10,000 by the end of this year, this decade will be the worst investing decade in our country’s history.  Yes this decade will be worse than the thirties.
At the end of the day, all real growth in financial assets comes from increases in productivity – the increase of output per hour of labor. Historically the increases are due principally to smarter labor and better tools.  Productivity is the most important economic variable.  The growth in the economy, corporate earnings, and the stock market are all importantly dependent on productivity:

· ∆ GDP/capita = Productivity + Inflation

· ∆ S&P Earnings = ∆ GDP/capita = Productivity + Inflation

· ∆ Stock Market = ∆ S&P Earnings + Dividend Yield where Earnings and Yield are importantly determined by Productivity.
Due to democracy, the free market and man’s innate desire to improve the lot for his family, the rate of productivity increases has been steadily rising in our country for the last 200+ years.  Due to the increasing power of computers and the Internet, the outlook for productivity and the stock market has never been brighter. (Please see Charts A, B and C.
Here is our analysis of the four key variables for any market: Fundamentals, Valuation, Psychology and Timing.
Fundamentals:
· All economic problems have solutions.  It is not like we are not trying to stop the first-ever outbreak of biological warfare.  We know the problems (housing prices, bad mortgage debt, and excessive leverage) and we know the solutions (letting housing prices fall to their natural level, recapitalizing the banks, and reducing leverage.)  How long the solutions will take is another matter, but the solutions are not rocket science.  

· There is much discussion on whether the Stimulus Plan will help or hurt the economy.  Our guess is that it will help short term and probably hurt long term.  The key, however, is to remember that the recession is the cure.  The purpose of recessions is to cure past excesses and the current recession will cure the past excesses with or without the Stimulus Bill.  In today’s market there is a chorus of “but this time is different.”  As this “different” comment is a warning sign of the tops of markets, we think it is also a warning sign that we have reached the bottom.  Fed Chairman Bernanke understands systemic risks and will not allow systemic risks to bury the entire banking system.  

· At the end of the day, real financial wealth does not come from trading stocks, leverage or financial foolery.  Real financial wealth comes from output/production; and increases in real financial wealth come from increases in productivity.  Due to the increases in the power of computers and the Internet, the outlook for productivity and thus the health of our economy has never been brighter.
Valuation:
· Short-term stocks have a mind of their own.  In fact, we have developed a random number generator that duplicates the stock market.  Sure enough, all of the chart patterns that the technical analysts emphasize so much are present in random number generated stock patterns.  In our opinion, no one can call the short-term direction of the market.  Rather successful investing is a matter of putting the long-term probabilities in your favor day to day, week to week and quarter to quarter.
· Long-term, the stock market sells at a multiple of earnings.  The multiple is a function of the outlook for future inflation – high inflation means a low multiple and low inflation means a high multiple.  The earnings in the valuation equation are not the forecasted earnings for a given year but the earnings power based on the trend of the earnings of the last 10 and 20 years.  
· The market today is selling at 8 times the current earnings power of $82. The long-term average multiple for the market is in excess of 16 times.  Multiplying the Earnings Power times the Average Historical Multiple generates an upside potential of 100%.
Psychology:

· At any point in time, the stock market is composed of its fundamental value and a component of either Fear or Greed.  In our forty+ years in the stock market, we have never seen the Fear component so large.  The only other time that would be close would be in 1974.  At that time, we were worried about Watergate, Viet Nam, gas prices, serious inflation, and the notion that the economic sun was moving to Japan.  Our problems are serious today, but they pale in comparison to the seventies.
· In normal times, investors think in straight lines; they connect two or three points and make a projection.  At either the top or the bottom, investors think exponentially.  Investors assume that the market is going to follow a parabola and either rocket upwards or downwards.  Despite predictions to the contrary, our experience dictates that trees don’t grow to the sky and the sun does rise in the morning.
· President Obama can talk the proverbial dog off the meat wagon.  Heretofore, he has been using the fear of how bad things could be to get his Stimulus Bill passed.  And he still talks about the enormity of the problems that he has inherited.  Soon however, the economy will be “his” economy and we will only hear positive vibes from the White House.
Timing:

· Unless the Dow closes at 10,025 (+40% from here) or better on December 31st, this decade will deliver the worst real returns for stocks on record.  This decade is the only decade to witness the collapse and resulting deflation of two bubbles – high tech in the early part of the decade and real estate in the latter part of the decade.  Yes, the stock market performance in this decade will be worse than the depression-era thirties.  This does not say that the next decade cannot get off to a bad start.  But it does say that relative to itself, the market is attractive.  (Please see Chart D.)
· If the stock market were more of a gentleman, it would be much easier to forecast.  If it would just wait until all of the key economic variables have turned northward and everyone who wants to invest was invested, investing would be much easier.  As a point of fact, stock markets take off from their bear market lows once the market perceives that the worst is over and the economy has begun to recover.  We have enclosed a recent piece by Irwin Kellner on the number of indicators or indices that have already turned.  (See the enclosed piece.)  In essence, once the worst is over, the feedback loop turns positive.  The essence of the feedback loop is that man’s desire to improve his and his family’s lot in life leads to increases in productivity which leads to growth in the economy, earnings and the stock market.
· We appreciate that Lord Keynes said that in the long-term we are all dead.  But the Positive Feedback Loop (Chart C) keeps us confident for the long term.  As it turns out, productivity is the key driver for both the economy and the stock market and the long-term outlook for productivity, the economy and the stock market has never been brighter.
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Chart A
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The average U.S. family today is 86 times, not 86%, better off

 than they were in 1776.  Productivity generates real wealth.
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U.S. Productivity since 1973
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Even with two bubbles bursting in the current decade,

productivity was still excellent.
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Real Stock Market Returns
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Signs of life

Commentary: The economy's worst may be past

By Irwin Kellner, MarketWatch

Last update: 12:01 a.m. EST Feb. 24, 2009
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Comments: 432
PORT WASHINGTON, N.Y. (MarketWatch) -- Although you wouldn't know it from the behavior of the stock market, the economic outlook is turning just a bit less gloomy.
Prosperity may not be just around the corner, but statistical evidence is mounting to suggest that the worst of this recession may soon be past. 

And before you inundate me with email alleging that I am out of touch with the real world, let me say right at the top that I am not for one moment saying that the economy has stopped sliding. I am only suggesting that it appears to be contracting at a slower pace. 

Clearly, this has nothing whatsoever to do with the stimulus package that the president signed into law last week. As a matter of fact, if the recession does end within the next few months, it will probably be in spite of this package, rather than because of it. 

If you want a policy to credit, it's monetary policy. The combination of liquidity that the Federal Reserve has pumped into the economy, along with its special lending programs and capital injections into the banks, is largely responsible. 

But you want more than assertions; you want proof. And here it is: 

· The Conference Board's index of leading economic indicators has risen for two months in a row. 

· Producer prices have increased for two straight months. 

· Consumer prices rose in January -- the first monthly gain in six months. 

· The Baltic Dry Index, which measures the cost of shipping key raw materials like copper, steel and iron, has more than doubled from its recent lows. 

· Existing-home sales rose in December, and participants in our weekly survey think that another rise took place in January. 

· Pending home sales went up in December. 

· Builders' confidence inched up this month. 

· Thanks to lower interest rates, applications for both new mortgages and refinancings of existing mortgages are rising. 

· Real hourly earnings rose 4.5% in December following a 3.3% increase in November. 

· An index of consumer expectations rose in January. 

· Retail sales shot up by 1% in January -- the first monthly rise since June. 

· The decline in consumer credit moderated in the latest month. 

· New orders for consumer and nonmilitary capital goods went up in January. 

· The ISM index of manufacturing went up last month. 

· The ISM index of services rose last month for the second month in a row. 

· The money supply is soaring, a sign that there's plenty of liquidity in the economy. 

· The 3-month London interbank offered rate, a measure of banks' willingness to lend to each other, has dropped to 1.2% from close to 5% a number of weeks ago. 

· Other measures of the state of the financial markets, like the TED spread and the 2-year swap spread are down, as well. 

· Prices of credit default swaps for banks have fallen from their peaks. 

· The corporate-bond markets are thawing out, too; some $127 billion in dollar-denominated debt was issued in January, the most for any month since last May. 

· Some securities on banks' books are starting to recover in value. 

All this said, the economy is still a long way from a pink-cheeked state of health. But remember, you've got to crawl before you can walk. And it looks like the economy is about to do just that. [image: image6.png]
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