The Fool at the Forecasting Table

Sage advice in poker is that if you do not know who the fool at the table is, it is likely you.  The same can be said regarding forecasting the stock market.  Calling anyone a fool in the forecasting business is extremely dangerous due to the tenuous nature of short-term stock market moves.  Nevertheless, it is still important to try to identify the fool.  In our opinion, the fool in stock market forecasting is the person who thinks he can make short-term calls.

We wish we could accurately call short-term market movements, but we can't.  Nor do we know anybody else who can.  If that person existed, he or she would have the enviable combination of all the money and/or all the money under management.  

At best, we think one can make intermediate and long-term calls.  As we wrote in our April 7, 2010 piece, "This Bull Market is in the Bottom of the First Inning,"  we believe the long-term stock market is a linked series of Mega-cycles.  Think of the tops being 1929, 1972 and 2000 and think of the bottoms being 1937, 1978 and 2009.  Each Mega-cycle lasts roughly 30 years with the first 20 years or so being an Up-cycle and the last 10 years or so being a Down-cycle.  The depth and pervasiveness of the despair nearly one year ago on March 9 made a classic Mega-cycle stock market bottom; even the absolute low for the S&P was 666 for fanciers of Biblical symbols.   But by the end of that fateful day, the sun had partially broken through and heralded the beginning of the new Mega-cycle.  Given that Up-legs in a Mega-cycle typically last 20 years and this Bull Market is one-year old, it is relatively easy to see the mathematical derivation of our "Bottom of the First" metaphor.


The purpose of this piece is to show that there is a 5x move still left in this market between now and 2025.  Here is a chart that shows that a 5x move would not violate the stock market history beginning in 1875.

             

For the intermediate term, we believe the stock market will register new highs before the end of 2011.  Our reasoning is straightforward and simple.  We believe the long-term earning's power of the S&P 500 is near $95 for 2011.  If an average long-term multiple of 16.6 is place on those earnings, the S&P will reach 1575 which will exceed the old high of 1550.  More importantly, that would represent a total return of 47% from today's price of 1090.

Although we believe the market prices itself based on long-term earnings power, there are many who use actual earnings.  The current forecast for S&P earnings for 2011 is somewhere between $95 and 100.  Thus, both schools have the same earnings.

We believe that a new Mega-cycle began on March 9, 2009 and that we are at the beginning of a 15 year or so up-leg.  To be in an up-leg, three factors must be present: productivity must be strong, there are no bubbles on the horizon, and there must be a "Wall of Worry" to climb.
· As we have written many times, current productivity is at record levels.  Moreover, with the combination of the Internet and ever-more powerful computers, we think the outlook has never been brighter.
· During the last down-leg (2000-2009), we corrected first the stock market valuation bubble and then the real estate valuation bubble.  Some would argue that we have a deficit to GDP bubble to correct.  While we think the current deficit to GDP ratio needs to be brought down to 20% (from 26% this year) so that the job growth and economic growth can be optimized, we do not think we have a bubble even at current levels. Since January 1, the dollar has risen roughly 15% versus a basket of currencies.  That move is HUGE and certainly eliminates any talk that the Euro will be the new reserve currency.
· We certainly have a "Wall of Worry" to climb.  But the irony is that the time to really worry is when there is no "Wall of Worry."  It is at times like 1929, 1972 and 2000 when there was no "Wall of Worry" that it is precisely the times one should really be worrying.  As it turns out, neither the really good times nor the really bad times last.

In forecasting difficult and multi-variabled items such as the stock market, we believe people tend to over-emphasize the recent past.  Thus, the good times will stay good and the bad times will stay bad.  Clearly Greece and the entire southern tier of Europe have raised hell with the Euro and our stock market.  Let us hope that the false notion that you can 'Reap before you Sow' is not lost on our political leaders.  I think that every reader of this piece should send a copy of "The Little Red Hen" to their congressman.  

But we take great specific comfort from knowing that the stock market survived the Mexican Peso Crisis in the late eighties and the Asian Currency Crisis in the early nineties.  We also take general comfort from the fact that the market has also survived and ultimately prospered despite Watergate, Viet Nam, double-digit inflation and interest rates, stagflation, 9/11 and the mortgage crisis.  

As we said earlier, we wish we could call the short-term market moves.  Clearly the last four weeks indicates that we can't.  But if we thought we could make short-term calls, there would be no question as to whom was the fool at the forecasting table.
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The 2025 Total S&P Return Chart
if the stock market gains 5X from 4/1/10 
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