Repeat Forecast: Dow 50,000
Productivity is the Driver

Two recent articles in The Wall Street Journal caught our attention: "Anxiety Lingers Following Dow Rally" by Matt Phillips and "Why I Was Wrong About Dow 36,000" by James Glassman.  

In the mid-nineties, Mr. Glassman predicted a Dow 36,000.  In the recent piece, he went through the reasons he was wrong.  Going forward, he sees both slower growth and more risk due to more exogenous Black Swan occurrences.   We disagree on both counts: 1) Exogenous risk is by definition impossible to predict; and 2) we believe growth is driven by Productivity and the outlook for Productivity has never been brighter.  But we certainly applaud Mr. Glassman's Mea Culpa.  Not enough of us in the forecasting fraternity have the honesty and confidence to admit when we are wrong.  

Call us the new James Glassman.  We repeat our forecast of October 31, 2009 -- "Dow 50,000: The Five Key Words to Predict the Stock Market." Except this time, our forecast of a Dow 50,000 by the end of 2025 requires much easier assumptions.  From today's prices, a Dow 50,000 by 2025 requires a 9.8% compound annual return.  More than anything, a forecast of a Dow 50,000 shows the 8th Natural Wonder of the World -- the power of compounding.

To be sure a 9.8% return is probably a point higher than the historical market return.  But if we are right that we have just begun an Up-leg of a new Mega-cycle on March 9, 2009, then a 9.8% return is reasonable.  

By our definition, due to the very human emotions of Fear and Greed, a Mega-cycle goes from an extreme low to an extreme high and back again to an extreme low.  The last 73 years have had two Mega-cycles:
· From an extreme low in 1938 to an extreme top in 1972 and back again to an extreme low in 1982.
· From an extreme low in 1982 to an extreme top in 2000 and back again to an extreme low in 2009.  
By our work, the Up-legs last 15, 20 and even 30 years.  The average compound annual return of the last two Up-legs was 12.5%.

The second article "Anxiety Lingers Following Dow Rally" was music to our ears.  Bull Markets never end with Anxiety; they end when everyone is full of confidence.  The thrust of the article was that the stock market had come too far, too fast over the last two years, and there were grave doubts whether the economy could continue growing once the stimulus of QE II is removed in June.  We would argue that despite the price rise in the last two years, this still did not prevent the last decade from being one of the most miserable ten-year periods on record.  The ten-year periods ending in 1938 and 1974 were very similar.  

The Mega-cycle bottom in March 2009 was a classic in our opinion: 1) The fundamental valuations were irrationally low; and 2) The investment crowd was screaming "This Time Will Be Different;" and stocks were behaving irrationally -- bad news was no longer driving stocks lower.  Using a bottom like March 2009 as a starting point, one can expect a big jump in stock prices given that the banks are now solidly back on their feet and corporate earnings are likely to reach a record level this year.  

But the anxiety really lingers over the sustainability of the economic recovery and America's future economic status.  The same fears were certainly present at the last two Mega-cycle bottoms.  In 1938, we were still in the midst of the Great Depression and World War II was on the horizon; in 1982, we were still dealing with Stagflation and many thought that Japan was the new economic role model.  Today the worry is over debt and China.

Most of the economic analysis today focuses on total debt, unemployment, final demand, consumer balance sheets, possible inflation, and our export/import imbalances.  All of these are important variables, but we would humbly suggest that they are of secondary importance.  The center of the economic and stock market universe is Productivity; and we would argue that due to the confluence of the Internet and ever more powerful computers that the outlook for Productivity has never been brighter.  

The Key Productivity and Stock Market Sequence:

· Human Nature drives man to improve the economic lot of his family.
· The only path is through increases in Productivity.
· Increases in Productivity translate into either greater Consumer Satisfaction, higher Real Wages and/or higher Profits.
· This Trifecta is the mother's milk of a self-sustaining growing economy.
· A self-sustaining growing economy with higher profits and dividends drives the stock market ever higher.
· Notwithstanding the higher stock market, man's desire to improve the economic lot of his family is never satisfied.
· The only path is through increases in Productivity. 
· And the Perpetual Driver of an ever expanding economy and ever higher stock market continues and continues ...

This explains the past stock market performance.  And since Human Nature does not change, this sequence also provides the fundamental basis for forecasting a Dow 50,000.

            


Where does Productivity come from?

· Roughly one-third of Productivity Improvements come from working smarter with new ideas and equipment on services and products that we already produce.  The balance comes from innovation on new products and services.  

· Some innovation comes from the Eureka moment.  But the vast majority of innovation comes from collaboration and recombining old ideas into new innovation.  Ideas are unlike almost any other phenomenon in nature: they never die; they just keep reproducing.    

· Much of innovation is incremental.  But then there are also game changers like Nicolaus Copernicus, Isaac Newton, Michael Angelo, Thomas Edison, Albert Einstein and Tim Berners-Lee.  

· The digital revolution is also a huge game changer -- from mainframes to mobile devices that have more computing power than the original mainframes.  To those of us in the older generation, we tend to downplay social networks like Facebook and Twitter.  But we know some older dictators in North Africa who wish their citizens had never heard of Facebook and Twitter.  And lest you think we are a Luddite, we thoroughly enjoy using Skype so that we can see our grandkids when we talk to them.


By far and away, the principle source of innovation comes from collaborating on ideas, be they brand new ideas or ideas that have morphed from old ideas.  In the history of mankind, there has never been a better tool for collaboration than the Internet in combination with ever more powerful computers.  Distance, language and time used to be barriers to collaboration; the Internet eliminates all three of those barriers with the push of a button.  

The driver of Innovation is Ideas and Ideas are growing exponentially.  The operative question changes from "What is possible?" to "What is not possible?"  The outlook for Productivity has never been brighter.    

How might Productivity change our world by 2025? 

First, let us say that knowledge/innovation is growing so fast that half of what we will consider amazing in 2025 is not yet on the drawing boards.  But if we use a little optimism and just extrapolate in just three areas what is already on the drawing boards, it is not difficult to see:

·  As a nation, we will be energy independent with clean, safe, renewable energy.  The energy source will be Nuclear Power.  Over the next few years, innovation will take the safety margin of nuclear waste from six-sigma to twelve-sigma.  Our factories and our cars will be largely powered by nuclear power.

· Not only will our cars be cleaner and more fuel efficient, but they will be much safer.  Today, we already have anti-skid and anti-lock brakes.  We also have some cars with cameras that enable perfect vision when backing up, side-view mirrors that flash when a dangerous object is in the blind-spot, and automatic breaking when the on-board computer recognizes a dangerous object in front of the car.  By 2025, these will both be improved and implemented on virtually all cars.

· Medial knowledge is compounding at a seven percent annual rate; this means that the body of knowledge will have tripled, yes tripled, by 2025.   It is easy to see how cancer and diabetes will be controlled much like AIDS is today.  We feel certain some of the cancers will be curable.  The real wild card will be Stem Cells.  We feel it is likely that a boy today who is suffering from kidney problems will be able to grow his own kidney which will be totally accepted by his body.

One can go on and on, but the key is that all of this innovation increases productivity.  By definition, these Productivity Increases must find themselves into greater consumer satisfaction, higher real wages and/or higher earnings/dividends.  This is Mother's Milk for a self-sustaining expanding economy.  An expanding economy with higher earnings and dividends will generate an ever higher stock market.

As always, we offer the caveat that we do not know where the short-term market is headed.  But we feel very comfortable that the Up-leg of this Mega-cycle has much farther to go.  The Bull Up-legs end with one of two sets of factors:

· A Pornographic, Black Swan Exogenous variable strikes from left field.  By definition, no one can predict the timing, but you will know it when you see it.
· The second set of pre-conditions is far more likely: 1) The market is fundamentally over-valued; 2) The investment crowd is screaming "This Time Will Be Different;" and 3) Stocks are behaving "irrationally" -- good news no longer drives stocks higher.  Not one of these three pre-conditions for the end of a bull market is present today.

If you want to stir a boring cocktail party, ask people if they will give you 5:1 odds that the Dow will hit 50,000 by the end of 2025.  You will get many takers.  Truth be known, they should be giving you odds.

Harry E. Wells, III
Data-driven Optimist
WellsAssetManagement.com
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