The Key is Productivity
Ever-increasing productivity makes the stock market a huge long-term winner’s game.  Increases in productivity are the only way to increase real wealth, so it makes intuitive sense that the key to the stock market is productivity – doing more per hour either through better knowledge or tools.  Productivity drives both earnings and a company’s ability to pay dividends or buy back stock.  

“Ever-increasing productivity makes the stock market a huge long-term winner’s game” is such a critical statement to understanding the stock market that we have broken the statement down into three overlapping components:  

1. … the stock market is a huge long-term winner’s game

2. Ever-increasing productivity …

3. Ever-increasing productivity makes (drives) the stock market …

Component 1: …the stock market is a huge long-term winner’s game.

Proving that historically the stock market is a winner’s game is easy:

Historical Stock Market Returns from 1801 and 1965:

$10 invested in each asset class –1801 - 2008

	Asset Class
	Real Total
	Annual

Real

Return
	Nominal Total
	Annual

Nominal

Return

	Stocks
	$4,600,000
	6.5%
	$76,000,000
	7.9%

	Gov. Bonds
	     $12,800
	3.5%
	     $209,000
	4.8%


                Inflation over the period compounded at 1.35% per year.
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The Sources of the Return Since 1965

 -- 4.0% Inflation

 -- 2.3% Real Economic Growth

 -- 3.2% Dividend Yield

 -- (1.0%) Valuation Decline 


Component #2:  Ever-increasing productivity …

If productivity is so important, what drives productivity?  What are the historical growth rates for productivity and what is the future outlook?

Man has forever been searching for Satisfaction, Meaning and Financial Wealth for himself and his family.  As we said above the only way to achieve increases in real financial wealth is through Productivity.  Many times, increasing productivity also increases Satisfaction and Meaning in life.  
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What is the past history for productivity?
· The Past History and Future Outlook for Productivity:
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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.


Until the industrial revolution and free markets which were created by economic freedom and property rights, centuries would go by and there would be little or no productivity in the entire century.  But as the above chart shows, productivity has been steadily increasing in this country for the last 200 years.  In real terms, the average family today is 88 times better off than a family at the beginning of our nation – yes 88 times better off.  In the year 2013 by our estimate, we will go past the mark of 100 times.  No other economy has delivered such and long and productive record.

What is the future outlook for productivity?

If you were the economic czar of the world, you would want the tools that are the most often used to be cheaper and more productive each and every year.  Of course, those tools are computers and the Internet.  As the chart below shows, Productivity is driven by the Base of Knowledge which is growing exponentially due to the power of computing and the Internet.  It is also important to note that the base of future growth is bits not atoms.  There is no fear of running out of sand – the source of silcon.  Productivity has been excellent this decade and the future outlook has never been brighter.
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Component #3:  Ever-increasing productivity drives the stock market 

All real increases in real financial wealth come from productivity – producing more per hour of labor by working smarter with better tools.  This is a critical statement and bears repeating: All real increases in financial wealth come from increases in productivity.  
Money clearly adds to the flexibility of an economy, but the easiest way to understand basic economic principles is with a barter economy.  If the fisherman, chicken farmer and lumberman meet each night to exchange their goods, the only way a fisherman can improve his lot in life is to find a methodology for catching more fish.  Day to day this can involve luck, but over time more fish have to come from bigger boats, better nets, better fishing equipment and more knowledge.  The only way a fisherman can provide a better standard of living for his family is to catch more fish.
Productivity is the key stock market driver.  To be even more accurate, leveraged productivity is the key.  The stock market returns are driven by earnings and dividends.  The growth rate of earnings is equal to the growth of GDP per capita which is roughly a 6% annual rate over the last fifty years.  GDP per capita is equal to productivity plus inflation.  The growth in real GDP per capita is obviously equal to productivity.
But the stock market return is more than just earnings, it also includes dividends.  Dividends can be paid if the profitability is large enough to support the future growth and still have excess cash to pay dividends.  Historically, the dividend yield has been roughly 2.5%.  Thus, the long term stock return is 8.5% or so which is composed of 6 percentage points from earnings and 2.5 percentage points from dividends.  Over the last fifty years, this return breaks down roughly equally between inflation and real return.  The real return is driven entirely by productivity.
This paragraph explains how the real return for stocks can be greater than the annual rate of productivity for the economy.  If you are not technically oriented, you can skip this paragraph.  The typical corporation has a debt to equity ratio of 1.7:1.  The typical company also has a Return on Equity of 12%.  This allows the company to take 6 points from the ROE to support next year’s growth and pay out the remaining 6 points in dividends.  Since the average stock sells at 2.4 times book value, the typical dividend yield is 2.5%.  Productivity plays a key part in the profitability which generates the ROE.
We know some of the above was not easy to understand, but if we could make one statement about the stock market, it would be:

Ever-increasing productivity makes the stock market a huge long-term winner’s game.
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