What A Difference A Year Makes
and 
The Best Is Yet To BE

One year ago today the market bottomed.  Those were dark, dreary days where each day seemingly brought more fear, uncertainty and doubt.  Today the days are partly cloudy with increasing sunshine.  To be sure there are some clouds, but that is a good weather pattern to produce a rising market.  The time to sell will be when the day arrives in 15 or 20 years with total sunshine and no prospects for any clouds on the horizon.   

Because on that bright, sunshiny day just like on the dark, dreary day of March 9, 2009, the psychological crowd will be screaming "THIS TIME WILL BE DIFFERENT."  But as we know from every major turning point at both the top and the bottom of a Mega-Cycle, Human Nature will dictate that this time will NOT be different.  In our opinion, March 9, 2009 was a classic Mega-Cycle bottom.  We believe we have just begun the Up-leg of a new Mega-Cycle where the bullish winds will be generally at our back for the next 15-20 years.  

If we look at the Wall Street Journal one year ago and today, here are some of the key issues:


	
	One Year Ago
	Today

	S&P 500
	666
	1139 (+73% incl. div.)

	The Economy
	Contracting 
	Expanding

	Housing Prices
	Falling
	Steady

	Earnings
	Falling
	Sharply Rising

	Banks
	TARP -- Fear of Failure
	Profits are Too Big

	Stimulus Spending
	$850 billion
	Proposed $15 billion

	Monetary Stability/Confidence
	Still well below Normal
	Normal



Three of the key trouble spots one year ago were Worldwide Monetary Confidence, Housing Prices, and Earnings.  The three charts below show that all three of these variables are returning to normal ranges.








Rest assured that this economy has a long way to go before we get employment back to the proper levels, but unemployment is always a lagging indicator.  However, the temporary staffing indexes, which are a harbinger of employment, show extremely positive signs.

Also rest assured that at this stage of all recoveries, the citizenry is wondering if the party that currently resides in the White House understands the people and/or the economic fixes.  But we will recover not because of some brilliant or not-so brilliant moves in Washington, but rather because of Human Nature.  Given our Judeo-Christian-Puritan background, we Americans are hard-wired to believe that 1) Work is Noble and 2) our objective is to improve the economic lot of our families.  When these attitudes are combined with rising profits as we now have, the economy now has the willingness and the wherewithal to invest.  This leads to Productivity which leads to new employment opportunities, a growing economy, higher earnings and dividends, and a higher stock market.  This virtuous circle can continue for years until we get too greedy and the cycle again self-destructs, but this is many years away.  

Primarily our animal spirits (80%) but also some ill-advised government policies (20%) caused this economic recession and credit freeze.  As the data show above, the system with time is self-healing.  The animal spirits are reawakening and the profits are present to provide the fuel for the next expansion.  Once again, the Cassandras will have to crawl back into their dark, dank doomsday's cave.



The Best is Yet to Be:

Here are our short-, intermediate- and long-term forecasts:

Short-term:  Nobody knows.  If anyone could accurately predict short-term market movements, he/she would have all the money either personally or under management.  Since nobody fills this bill, we conclude that nobody can consistently call short-term market movements.

Intermediate-term:  We repeat our forecast from a February 20th piece entitled "Keep It Simple Stupid."

"Our reasoning is straightforward:

· By far, the most fundamental driver for the economy and the stock market is Productivity, and the outlook for Productivity has never been brighter.
· The market valuation does not regress around a mean but rather transgresses (moves beyond normal bounds) from extreme lows to extreme highs and back again.  March 9, 2009 was the extreme low; the stock market is now in an Up-leg of a new Mega-Cycle which should take the valuations to an Extreme High.  An intermediate target is new highs by the end of 2011.

The numbers behind the new highs are simple:

· The Earnings Power of the S&P in 2011 is $93.  The recent strong turn in the actual Operating Earnings gives the market plenty of confidence that the $93 Earnings Power is a very reasonable number.
· The average market multiple is 16.6 times Earnings Power.  This number is higher when inflation is low, and conversely, the valuation is lower when inflation is high.  With the recent inflation numbers (less than 2%) and all of slack in the economy, inflation should be well below normal over the next two years.  Thus, if anything, our assumed multiple of 16.6 could very well be conservative.  As each day passes, the strength of the financial system improves and the overall confidence increases.
· The multiplication becomes easy: 16.6 times $93 generates an S&P of 1550, a 45% gain from here."

Long-term:  We repeat our forecast from an October 31, 2009 entitled "Dow 50,000: The Five Keys Words to Forecast the Market."  We absolutely still believe this forecast.  But the real purpose of that piece was to try to shift people's focus from possible short-term corrections to the huge potential of the long term.  As we said above, the short term is and always will be unknowable in the market.  As we type these words, we may have just begun a correction; nobody knows.  

We picked Dow 50,000 because that sounds like a much bigger gain than S&P 5,500 even though they are both 5x moves.  But since the S&P is a more representative Index and since we have better numbers dating back to 1875, let's look at what a Total Return Chart would look like if there was a fivefold move in the S&P by the end of 2025.  The math would require a 10.5% compound annual return from here which is certainly above the long-term return of 8.5%.  However, if as we believe the stock market has just begun a 15-20 year Up-leg of a new Mega-Cycle, then as the chart shows, 10.5% is eminently reasonable.





In conclusion:

We are not so naive that we do not have fears that would upset our forecast.  Our number one fear is the inefficiency caused by short-term thinking and runaway government spending.  We will monitor this fear by watching Productivity which is by far and away the most important variable for determining both the health of the economy and the stock market.  At the moment, the long-term trend for Productivity in this country is both rising and at all-time highs.  In our opinion, the combination of the Internet and ever more powerful computers assures us that the outlook for Productivity has never been brighter.

By our work, at some point in 2012, the average citizen in this country in real dollars will be 100 times better-off than his counterpart at the birth of our nation.  To repeat, that is not 100% better-off; that is not 10 times better-off; but 100 times better-off.  





When we were kids, we thought Dick Tracy's watch (a two-way radio) was as "cool" as it would ever get.  Today, the smart phone enables anyone to easily communicate by voice, text or video with virtually anybody in the world and also be in touch with virtually all of the data bases in the world.  This is "cool."  We have no idea as to what the new "Dick Tracy" watch will be, but we are extremely confident that The Best Is Yet To Be.

Happy First Birthday Bull Market and Many Happy Returns.  And a special thank you to those brave souls who outnumbered the sellers on that dark and dreary day, March 9, 2009.  

Harry E. Wells, III
3-09-10
WellsAssetMangement.com
SkipWells@Verizon.net
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Future Productivity Breakthroughs.






