They Don’t Ring Bells at the Bottom
We believe we have begun a major multi-decade bull market.  Investing would be much easier if bull markets waited to start until it was clear that productivity, earnings, inflation, unemployment, credit, deficits, debt ratios, and other important economic variables were all flashing positive signals.  It would be particularly nice if the stock market god gave a warning signal that the new bull market would begin in ten days.  Unfortunately, this is not the real world because the market anticipates the future by six to twelve months.  In fact, when all the key variables are flashing positive signals, it is probably a signal that the market is near a temporary top.  They don’t ring bells at the bottom.  
Market watchers can always remember key dates: everyone remembers August 10th of 1982 which is the date that the bull market started that lasted into the new millennium.  We think October 10th of 2008 will be another such date.

But before we try to justify our bull market forecast (see page 3), we will attempt to answer the following questions:  What caused the train wreck? Where were we wrong?

and If our forecast for a new bull market is wrong, what is likely to be the reason?

What caused the train wreck?
In general, good things/trends taken to excess can turn into trouble.  It is a given in economics or the stock market that long positive trends reduce the fear and increase the greed.    
· It is a good thing that housing prices on a nation-wide basis advanced every year for 50+ years as it attests to a strong underlying economy.  

· It is a good idea to force banks through CRA, Fannie Mae and Freddie Mac to ease the lending requirements for lower income people because it encourages a rising percentage of home ownership and better neighborhoods.

· It is a good idea to bundle mortgages and make bonds (Securitization) as this allows institutions and pension funds to diversify their investments into real estate.
All of these ideas were good until the extrapolations were taken to excess.  The notion was widely accepted that housing prices on a nationwide basis always rose with time.  As a consequence, rating agencies in retrospect gave these bonds a higher rating than they deserved.  Since these mortgage bonds were widely popular with institutional investors, Wall Street gladly agreed to find and wrap these mortgages into bonds.  Moreover, the coupon could be higher if some sub-prime or Alt-A mortgages (no income verification) were added to the mix.  The higher coupons made the bonds even more attractive because even if there were payment problems, the underlying collateral was going up in value 
each and every year.  In essence, the higher yield came at no additional risk … or at least so the argument went.  
But as housing prices started to crumble and delinquencies rose, the market and the rating agencies had little or no expertise/experience in pricing these mortgage bonds.  The markets froze and there were virtually no bids.  The accountants/regulators added to the problem by insisting that these bonds had to be priced to reflect the last trade in the market (marked to market).  Since there were no bids and therefore no recent trades, the banks and investment banks had to value this part of their collateral at zero.  This was patently ridiculous, but nobody could defend a price based on market prices because there was none.  Clearly a rolling average of market prices as a method of valuing collateral would have prevented much of the current grief.

Real estate is the main culprit, but Wall Street and AIG added further problems by creating some fancy derivatives to guarantee debt (Credit Default Swaps).  More than any actual defaults, the market was spooked by the vast amount of debt that was insured.  

In an environment 
· where nobody knows how many mortgages are delinquent or upside down, 

· where nobody knows how much debt insurance has been sold and to whom, 

· where nobody really knows how much leverage the banks and investment banks have, 

· where Bear Sterns, Lehman, Wachovia, Citibank, Merrill Lynch, Morgan Stanley and Goldman Sachs are either worthless or selling equity at greatly reduced prices,
· where every day the market seemingly goes down,

· where the problem is worldwide,

the stage is clearly set for fear, uncertainty and doubt to lead to panic selling.  All of this culminated in the worst week in history for the Dow from October 6-10.

Where Were We Wrong?
Investing is all about probabilities.  One of the cardinal rules in poker is never to draw to an inside straight as the odds are 12/13 against you, but that doesn’t mean that sometimes that 13th card doesn’t come up.  Based on the earnings, the earning power, the interest rates, the rate of inflation, we believed that the market’s valuation was attractive.  We were wrong.  With a tip of the cap, we can hear our father and our old Money and Banking Professor saying that “the world was going to go to Hell because of too much debt.’  We acknowledged that there was too much leverage, but we thought that the free market would punish the individual perpetrators without creating a credit freeze.     
We have always argued that bear markets begin with either excessive valuation levels, earnings going to hell, deflation or negative economic statistics on productivity.  We obviously need to add a fifth category to our defensive system – a credit freeze.  We will try again because this will make our model more theoretically sound. However, our past work has been unable to find leading indicators of a credit freeze.  Credit freezes themselves are coincident indicators with a bear market.  We also suspect that worrying about a future credit freeze will be like worrying about how to fight the last war.  Going forward, “leverage” and “derivatives” are two words that will not be used in polite company.  

If the market does not enter a new bull market, where are we likely to be wrong?

If we are going to be wrong, the most likely cause would be that the real estate debacle will lead the entire world into deflation.  The stock market dislikes deflation because all asset classes with the exception of government bonds are deflated.  The 75% fall in the Japanese market in the nineties was the latest proof of how much equity markets detest deflation.  However, as opposed to the thirties in this country when the central bank reduced the money supply, this time the central bankers have the printing presses working over time.  This process has some long-term negative implications, but deflation is not one of them.
Where is the market going?  
We believe we have begun a Major New Multi-Decade Bull Market.  In our model, we concentrate on the Fundamentals and Valuation because they are measurable.  Both of these variables are positive, but we also submit that the Psychology/News and the Timing also suggest a Major Bull Market.  We make the case that the market within the next twelve-eighteen months could gain 50% or more.  
Fundamentals:

We can convincingly demonstrate that the growth in productivity drives virtually every key economic variable: per capita wealth, the stock market, the bond market, interest rates, and the level of inflation.  Productivity is the number one measure of the health of an economy.

Productivity drives prosperity.  The # 1 driver of productivity is the body of technical knowledge.  Due to the growth in computing power and the communications capability of the Internet, the technical body of knowledge is growing exponentially.  QED: Productivity is also growing at an ever increasing rate.  The long-term economic/business fundamentals should continue to be excellent.  In fact, due to the outlook of increasing productivity, the fundamentals for the stock market have never been more favorable.

Valuation:
We think the appropriate valuation for the S&P 500 is the Earnings Power of the S&P multiplied times a multiple based on the market’s best estimate for the future rate of inflation.  
· For our multiple, we use the inverse of the 10-year Treasury yield with a min-max of 8 and 22.5.  Under our algorithm, the current 3.6% rate for the 10-year Treasury converts to a 22.5 multiple.  
· Our estimate of the Operating Earnings Power of S&P 500 is currently $82.  By chance, the consensus estimate of the 2008 Operating Earnings is also $82, but the consensus estimate and our earnings power estimate are usually not the same.  At any rate, multiplying 22.5 times $82 of earnings produces and S&P of 1845 or some 80% higher than today.  The market is unlikely to be nearly 80% higher in a year, but there is huge potential upside.

Our earning power estimate for 2009 is $88.  However, it would not surprise us if the Street’s earnings estimate for the S&P will reach $100 for next year.  Thus, even an average 16 multiple would produce a 1,600 S&P which would be a 60% gain.

Psychology/News:
We schematically divide the Psychology/News Cycle into five stages:

	Stage
	Name
	Characteristics -- Impact on the Market

	I
	Insightful
	Early insights, no numbers -- little impact

	II
	Early Adopters
	Some numbers, some converts --  some market impact 

	III
	Acceptance
	Many numbers and converts -- maximum market impact

	IV
	Overkill
	Numbers galore, a few more converts -- waning impact

	V
	Nobody Cares
	Old story, nobody left to convert -- nobody cares


The Housing, Banking (both commercial and investment) and Oil Crises have been going on for better than a year now.  Rest assured that Washington will pass legislation ‘designed’ to solve these problems.   More important, rest assured that the free market has already been working on these problems for a year.  Housing prices are coming back into line with the income levels that are necessary to support them; both types of banks have once again temporarily learned the lesson that leverage is a two-edged sword; and Americans have cut back on their driving by better than 5% which is reflected in the 45% drop in the price of oil.

All of the above crises are better than a year old.  On the above Psychology/News Cycle, we think we are somewhere between Stage IV and V.  The forest fires to clean out the dead wood have almost burned themselves out; the stage is set for new growth.  There is always a possibility that some new disastrous problem will occur, but we do not see any bubbles in the economic world that need to be popped.

Timing: 
We are not talking about short-term timing as we think that is largely unforecastable.  But long term, the market over the last sixty years has broken itself down by decades: the fifties and sixties were good for stocks, the decade of the seventies was terrible; the eighties and nineties were good decades; and the current decade has been a bummer.  

Over a long time period, stocks can only advance at the rate of GDP growth plus dividends.  This turns out to be roughly 9%.  When the market gets materially ahead of itself as it did at the end of the sixties and the nineties, it takes roughly 8 to 10 years to bring the returns back into balance.  Such is the price we have paid in the last 11 years.

For the Dow, S&P 500 and the NASDAQ, the table below shows the farthest back in time that these indices were also at today’s prices.  For both the S&P 500 and the NASDAQ, it was June of 1997; the Dow could have been bought at today’s price at the end of September 1997.  This table contains flawed logic because the prices in the late nineties could have been too high (which they were).  Nevertheless, the point that the indices have had a miserable decade still stands.  All of the nonperformance occurred while the earnings have grown 66%.  Put another way, you could have made a lot of money in the middle of 1997 betting that you could buy the NASDAQ and the S&P eleven years later at the same price.  

No Progress for Eleven Years
	Index
	Date
	Price
	Date
	Price

	Dow
	October 1997
	8,000
	October 10, 2008
	8,000

	S&P 500
	June 1997
	850
	October 10, 2008
	850

	NASDAQ
	June 1997
	1,590
	October 10, 2008
	1,550


Closing Thoughts:

We reiterate that we do not precisely know the timing of the next bull market.  But investing is all about probabilities.  We think the probability is highly likely that the current prices are compelling because:  

· Driven by productivity, the fundamentals for long-term earnings growth have never been brighter.

· Given the low level of inflation, the current valuation is extremely attractive.

· Market psychology has almost no where to go but up.

· The long-term timing indicates a major new bull market is near.

We espoused the above reasoning for a major bull market to one of our grizzled veteran friends in the business.  His response was that he thought the case was logical.  More important, he said, you are virtually alone in espousing this view.  Whether we are right only time will tell, but we do know that major bull markets begin when the vast majority believes that the current problems are overwhelming and the market will never go up again.  They don’t ring bells at the bottom.
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