Does the Market Need to Retest the Lows?

What Inning Is the Market In?

Productivity in Q1 was Excellent

In our last piece, “The Five Stages of a Stock Market Cycle” we argued for maximum equity exposure.  Today, we feel even more adamant that a maximum equity exposure is the correct strategy.  The two most frequent questions we received from the last piece were:

· Does the Market Need to Retest the Lows?

· What Inning Is the Rally In? 

Before we answer these two questions, let’s discuss some really good news since our last writing.  As you know, we believe that by far and away the most important long term variable in the market is productivity.  Productivity is the generator of all real increases in wealth.  In the miserable first quarter when GDP was down 6%, productivity advanced 2.2%.  It is not unusual for productivity to grow rapidly when the economy first starts to recover, but it is unusual for it to grow when the economy is declining.  This attests to tremendous strength underlying our economy, particularly the impact of the power of computers plus the Internet.  Productivity will easily be the long term victor over our temporary banking problems.  

Does the Market Need to Retest the Lows?

Let’s take question #1 first because it is the easiest.  Do we need to retest the lows by making the classic “W” bottom?  The easy answer is that we don’t know nor do we think anybody else knows.  In our opinion, short-term market moves are unknowable.  Certainly we know what doesn’t work, but we do not know what works.

Some would argue that charts are the key to forecasting the short-term.  First, we do not know any successful mutual fund that is managed by chartists.  Second, we have created a Random Chart Generator which uses actual stock market data and a Random Number Generator.  We have attached the generator; so just Open and press F9 to your heart’s content.  We think you will see that sometimes there are “W” bottoms and sometimes not.  In fact you can find every other pattern that the chartists claim has predictive power.  But as these charts show just like their real brothers, sometimes the patterns are predictive and sometimes not.

What Inning Is the Rally In?
The S&P bottomed at 675 and it is now up 35% at 912.  By our model the stock market should sell at the inverse of the ten-year Treasury note times the earnings power of the market.  This is the best fit for the market over the last fifty years.
But let’s be conservative and say that the market will only return to an average multiple of 16.6 which represents a 6.0% 10-year rate.  The earning power of the S&P 500 is $81 today and will be $91 in the year 2011.  (Our earning power is determined by the regression line of the Operating Earnings over the last fifty years.)   By multiplying a 16.6 multiple times the $91 earning power in 2011, we project the S&P 500 at some point in 2011 will be 1500, or a 65% gain from today.   

Thus, if the beginning of the game is the 675 low and our two-year target is 1500, we would argue that at a current price of 912 we are 28% though the game or in the top of the third inning.  

We think portfolios should have a normal stock/bond ratio for typical markets that match the client’s risk-reward preferences.  We also think that this normal stock/bond ratio should move +or- 20 percentage points depending on the Stage of the Market.  We believe we are just entering Stage II, the Explosive Growth Stage.  Today’s market probabilities, in our opinion, call for MAXIMUM EQUITY EXPOSURE.

We have just completed our web site, WellsAssetManagement.com, which discusses the issues in this piece and many others.  If we ever to write a treatise on Understanding the Stock Market, the bulk of the material would be the papers behind the three buttons on the web site, “Productivity is the Key,” “The High-Fee Trap,” and “The Fear Trap.”
I encourage you to visit the site.  My son has done a good job of pulling all of the material together.  He has also done a good job of making sure that I kept the material simple.  If nothing else, the top block on the Home Page will always give your our up to date long-, medium-, and short-term forecasts.  For pure enjoyment, there is also a Fun Multiple Choice Test on the web site.  If you pass the test, send us an email and we will send you a diploma for your MSMU – Masters in Stock Market Understanding.
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