Happy Thanksgiving

Thanksgiving is a great holiday to count all of our blessings across a number of fronts.  As Americans, we are truly blessed.

On the long-term economic front, let me suggest that we give thanks for the number 90.  We can be thankful for our founding fathers who had the wisdom to create a nation driven by democracy and capitalism.  Due to the increases in productivity, which is the only source of long-term real economic growth and financial wealth, the average family in America today is 90 times richer than in 1976.  

That is 90, the number after 89, not 9%, nor 9 times nor 90%.  This length of sustained prosperity stands alone in the history of man.  A ninety fold increase in real wealth per capita translates to an annual growth rate of almost 2%.  If we divide the 232 years into roughly thirds, the growth rate in the last third was higher than the middle third which was, in turn, higher than the first third.  

From the time of Christ until 1750, economists estimate that real wealth per capita advanced only 5 to 10 times.  There were centuries where there was zero improvement.  Even if we use the high estimate of 10 times, this translates into a .15% annual growth rate.  In other words, today our real wealth is growing better than 15 times faster.  Despite the regulation that is needed in hedge fund transparency and limiting derivatives, we can all be very thankful for the productive combination of democracy and capitalism.

Over the short term, let me try to help the pumpkin pie slide down a little easier.  The current decade has been a miserable decade for financial assets.  We started by popping the Internet Bubble and we are finishing by popping the Housing Bubble.  And for good measure, we might as well drive stock market valuations to historic lows, particularly given the level of interest rates and inflation.  But allow me to mention three factors that bode well for the future of financial assets: 

· Long-term, true wealth is not driven by trading securities or derivatives but by productivity.  The stock market is the scorekeeper; it is not the driver of financial wealth.  Despite the woes of the stock market this decade, productivity may well set a record for growth – yes even exceeding the nineties.  And the good news is that the best is yet to be.  Productivity is importantly driven by the body of technical knowledge which is growing exponentially.  If you were the world’s economic czar, your number one wish would be that the capital good that the most people use would be cheaper and more powerful each and every year.  Of course, that capital good is the personal computer which in conjunction with the Internet is delivering an astonishing increase in the rate of productivity.

· For the first time since the Great Depression, we almost had a credit freeze.  Although we look at several indicators, the so-called TED Spread is the best measure of whether both confidence and credit is flowing.  The TED Spread was within normal ranges until the bankruptcy of Lehman in the middle of September and then the TED Spread shot from one percentage point to 4.7 percentage points on October 10th.  It has now receded back to 2 percentage points which is still on the high side but within the normal range.  If indeed 4.7 is the high water mark for the Spread, we are close to the bottom.  Maybe even yesterday was the capitulation climax.  

· If we are past a possible credit freeze, then the stock market still must deal with the current recession.  This recession looks worse than most because we are dealing with the popping of the Housing Bubble and the drubbing in the stock market.  All recessions are different, but this one has to cope with more asset deflation than any other recession in the last 70 years.  But the last recession in 2001 also had to deal with the popping of the Internet Bubble plus the possible negative impact on free trade from 9/11.  Because mankind wants to move forward, all economic problems have solutions.  And the good news for the stock market is that it a leading indicator.  The stock market does not need to see proof that we are out of a recession; it just needs to believe that the economy is not getting worse.  In our opinion, the market will feel better with the credit situation when the TED Spread (and its cousins LIBOR – OIS, and the absolute level of LIBOR) settles down or declines for another few weeks.  

On a long-term basis, the stock market seems to have two good decades followed by a bad decade.  We surmise that this is caused by fear receding and greed increasing as the bull-run lengthens.  This self-reinforcing positive feedback loop for asset prices continues until something pops.  Whatever the case, it is a fact that the fifties and sixties were good decades in the stock market and the seventies was a lousy decade; the eighties and nineties were good decades and the current decade has been lousy.  We are almost to the end of this decade.  With productivity high, inflation low, and the market selling at eight times earnings power, we believe the table is set for a multi-decade bull market.

Peace be with you and your family every day and particularly this Thanksgiving day. 
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