This Bull Market is in "The Bottom of the First Inning."

Being a congenital optimist and having a bad case of Spring Fever is not the optimum condition/timing for making an unbiased long-term stock market forecast.  There is no question that we have Spring Fever.  After two weeks of miserable rain and perpetual clouds, the sun is finally shining on New England again.  The weather is beautiful; the baseball season has begun;  the Masters is this weekend; the golf season in New England is about to begin; and the trees, shrubs and flowers are coming back to life.  To add to our possible delusion: car sales were strong in March, manufacturing is at a six-year high, the economy is adding jobs again, and the best economic forecaster of all -- the stock market -- is flashing very bright green signals. 

In summary, 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.

             



This piece is divided into two sections.  The first section argues that if the past is prologue, then we have a 5x move and at least 20 years left in this Bull Market.  The second section argues that the past will be prologue for four compelling reasons: 
· With all of their flaws, democracy and free-market capitalism remain the best, fairest and most efficient way to run a nation.  
· Productivity is by far and away the most important driver of the economy and the stock market.  
· The outlook for Productivity has never been brighter.
· Productivity is a function of Human Nature and Human Nature does not change.

In advance, we apologize for the length of this piece.  While as above we admit that we may be under the delusion of Spring Fever, we consider this piece to be an important forecast.  I talk with many people who think they have missed this market and are waiting for a major pullback.  Short-term pullbacks can happen at any time and, in my opinion, are unforecastable.  But if we have a pullback, it will be short lived as (1) the growing evidence and consensus is that the economy is recovering and we will avoid a double-dip, and (2) for the last 26 months the money has been pouring/gushing into bonds funds and this flow at some point will reverse itself back into stock funds.

But our major point is that we believe we have just begun the Up-leg of a new Mega-cycle.  While Up-legs certainly contain minor bear markets, we believe the major thrust for the next 20 years is Up, Up and Away.  Thus, the title of this piece is: "This Bull Market is in the Bottom of the First Inning." 



Section I:  If the past is prologue, the Up-leg of the new Mega-cycle we have just entered has a five bagger left.

We believe that the stock market is a linked series of long-term Mega-cycles.  Typically, the Up-leg is 20+ years or so and the Down-leg is 10 or so years long.  Both the Up- and Down-legs are basically rational.  However, at the ends of both the Up- and Down-legs, Greed and Fear cause irrationality to be a major player.  Fear and Greed clearly exacerbate both the bottoms and the tops.  At both the Mega-cycle tops and bottoms, the psychological crowd is screaming and confirming our personal belief that THIS TIME WILL BE DIFFERENT.  

The irrational exuberance and depression at the tops and bottoms of Mega-cycles also expresses itself in the form of stock market multiples that are either extremely low or extremely high.  These multiples at the market's turning points are so far out of line (more than two standard deviations from the mean) that they are as rare as a Black Swan.  To be sure, to calculate our multiples we use long-term earning power which generates a far different number than if the earnings forecasts were used that reflect the current euphoria or doom.  Implicit in our analysis is that This Time Will NOT Be Different.  In essence we argue that every major long-term variable in both the economy and the stock market is driven by Productivity which, in turn, is driven by the very Human desire to want to improve the economic lot of our families.  Moreover, Human Nature does not change.

By our analysis, March 9th of 2009 was a classic bottom.  At that time, it was still not clear that we could avert a worldwide financial collapse.  Both the free market and government policies had made mistake after mistake after mistake.  In 18 months, the S&P had fallen 57%.  Fear was everywhere and the gloom and doom was so thick that you could cut it with a knife.  THIS TIME WAS DIFFERENT; THIS TIME WE WERE GOING TO HELL.  

Earthquakes provide an interesting metaphor for major stock market bottoms.  Earthquakes occur because of the pressure between two conflicting plates (forces) until the point that the pressure explodes.  And then typically there are aftershocks which release the pressure that had not been released in the original earthquake.  But once the aftershocks are finished, the odds of an earthquake in that spot are minimal.  We don't know what will cause the next major bear market, but it will be another generation before the causes will be excessive Wall Street leverage, Sliced and Diced Mortgage Bonds, Credit Default Swaps, ill-advised government policies towards housing, and housing speculation.  The pressure from that "economic earthquake" has been defused.  Moreover, we are much safer today after all of the hardship than we thought we were in 2007 when apparently all was well with the economic world.

Again by our analysis, the other two Mega-cycle bottoms in the last 90 years were 1937 and 1978.  In 1937, the outlook could not have been any worse: the winds of World War II were blowing and the nation was still gripped by Depression.  In 1978, we had double-digit inflation and interest rates.  We had just endured Viet Nam, Watergate and horrific gas lines.  There was a growing belief that our economic model was outdated and that the Japanese had the new economic model for the future.  The economic sun was clearly setting in the United States and rising in Japan.

By way of history, the stock market peaks occurred in 1929, 1972 and early 2000.  In 1929, automobiles radios, televisions, airplanes and telephones were going to usher in a new age of prosperity that would last forever.  In 1972, the nifty-fifty stocks were a one-way ticket to wealth because these great growth companies like IBM, Xerox, Eastman Kodak and Polaroid would grow forever and never need to be sold.  In early 2000, the Internet with all of its possibilities would clearly make THIS TIME DIFFERENT.  

The table below shows the S&P Total Returns for the various Up- and Down-legs from 1929 to date.  For the overall time period, the real return was 6.4% and inflation compounded at roughly 3.2%.  In a perfect world, a portfolio would overweight bonds in a Down-leg and overweight equities in an Up-leg.  At Wells Asset Management, we believe we have found the three keys to successfully make these allocations so that we generate Prudent Performance.  

	Time Period
	Type of Leg
	# of years
	Total Move 
	Compound Annual Return

	Oct 29 -- Dec 37
	Down-
	8
	-45%
	-7.1%

	Jan 38 -- Dec 72
	Up-
	35
	+51X
	+11.9%

	Jan 73 -- Dec 78
	Down-
	6
	0
	0%

	Jan 79 -- Mar 00
	Up-
	21
	+27X
	+17.0%

	Apr 00 -- Mar 09
	Down-
	9
	-54%
	-6.2%

	Mar 09 -- ????
	Up-
	??
	
	??




The table below shows the total theoretical move in the S&P 500 for this Up-leg and the possible return left between now and 2025 under the assumptions of various growth rates.  If the Up-leg were to end in 2025, the length of this bull market would be four years shorter than the 1978- 2000 bull market and one-half the length of the bull market from 1938-1972.  The table clearly shows two factors:
· this market has a long ways to run, and
· the power of the 8th Natural Wonder of the World -- The Power of Compounding.
  
                
	Compound Annual Growth Rate
For Total Up-leg
	Potential Total Move This Up-cycle
	Compound Annual
Growth Rate
from 4-1-10
 thru 2025
	Potential Total Move Remaining from 4-1-10
Thru 2025

	10.5%
	5.5 X
	7.5%
	3.2 X

	14.0%
	9.3 X
	10.5%
	5.5 X

	17.5%
	15.5 X
	14.8%
	9.1 X








Calculating compound return rates for some point in the future is easy; the real test is to see if they fit with past history.  The middle assumption seems to fit very neatly with history of the stock market from 1875.   

            

We have shown that if the Past is Prologue, there still should be a 5x return between now and 2025.  Now the critical question becomes: Will the Past Be Prologue?


Section II:  The Past will be the Prologue.

We make this statement confidently because of our analysis that shows that Productivity drives the economy and the stock market.  Moreover and more importantly, Productivity is driven by Human Nature and Human Nature does not change.

Let us put our bearish hat on for the moment.  The overriding concern is that the sun is setting on the United States of America.  With our huge increase in government spending as a percent of our GDP, we are becoming "the United States of Europe."  This means we will have cradle to grave protection but it also means that we will have sluggish growth, high unemployment and high budget deficits.  The Congressional Budget Office confirms the high deficits as the table below shows:

	Year
	Total Federal Deficit
	Deficit/GDP

	2009
	$7.5 trillion
	53%

	2020
	$20.3 trillion
	90%



In no particular order of importance, the specifics of the bearish reasoning are:

· Bright Asian students used to come to this country, earn their PhD's, and stay here; now they return to their native countries.
· Neither political party shows any capability of restraining spending.  The thinking/actions never go beyond the next election.  
· Those either employed by the government or largely living off the government is rapidly approaching 50%.  The biggest theoretical fault with democracy is when the time approaches where more than 50% of the voters can legally "steal" from the current and future taxpayers and do it all in the name of "social justice."
· The demographics are negative as all of the entitlement spending for the baby boomers will have to be borne by fewer and fewer workers.
· Some would argue that the political party in power is clearly anti-business.

Let us try to acknowledge some of these problems and partially diffuse some others.

· A friend of ours who counsels PhD candidates in the sciences at Harvard says that we have had a major trend reversal.  As opposed to the past, he argues that today the Indian and Chinese students want to return and glorify their native countries.  To be sure, if one of these students has the Eureka moment that really opens up solar power or unlocks the key to curing cancer, we wish that he had remained in America.  But the benefits of these breakthroughs will be quickly disseminated worldwide.  And in terms of the S&P 500, 50% of its earnings come from International.

·   We think that the overarching problem of spending being out of control will be solved by the Tea Party influence at the ballot box.  We have a very good friend who is big in the Tea Party movement and he says that the Tea Party is not full of angry Americans but Americans who think the government spending is taking us down the entirely wrong path.  Given the success that the Tea Party has had in the gubernatorial elections in Virginia and New Jersey and the senatorial contest in Massachusetts, we think the Tea Party and its key platform of fiscal discipline is clearly gaining strength.  
  In our opinion, this November election will be decided not on job growth but on Unemployment.   On this issue, the cards are stacked against the Democrats.  Because as the job growth improves as we think it will, the growth will just simply bring more of the currently 15 million discouraged workers back into the unemployment pool.  Despite solid earnings growth and a higher stock market, we still foresee high unemployment this fall and for several more years.
  We suspect that there is going to have to be some type of spending limits that both parties agree to.  Our particular proposal would be to allow Federal Spending to grow at a pace of inflation + population growth.  Since the GDP grows at inflation + population growth + Productivity, the Federal Expenditures would only be growing at maybe 4% (3% inflation plus 1% population growth) vs. 6.5% for the overall economy which includes Productivity at 2.5 percentage points.  Under this scenario, Federal Spending would be back down to 20% of GDP in 10 years.  This is the level where the Spending/GDP ratio has been and it is also the ratio that maximizes real growth and employment.  

· The demographics are the demographics.  The American births that will affect the next 25 years have already occurred.  However, immigration can have a big impact on the working versus retired Americans.  If we can attract the type of immigrants who are willing to come to this country for the opportunity to work and grow in a free environment, this will solve much of this problem.  We also need to keep pushing the eligibility ratios for retirement plans back to reflect the reality of longer life expectancy.

· For those who worry about the political party in power now or at any time, we would make two comments.  First, over time the market's results have been very agnostic to the political party in power.  Secondly, even though by watching the news it seems as if everything important happens within political circles.  This is not the case.  In our opinion, the factors that make our economy grow are split about 80-20 between the people and government.  Twenty percent of the economic results are impacted by government actions and policies but the vast, vast majority is controlled by the rest of us toiling every day in the work place.  

Enough stating and analyzing the bear case, let us put our bullish hat back on.

Productivity is the most important Economic and Stock Market Variable:

At the end of the day, all real growth in financial assets comes from increases in productivity – the increase of output per hour of labor. Historically the increases are due principally to smarter labor and better tools.  Productivity is the most important economic variable.  The growth in the economy, corporate earnings, and the stock market are all importantly dependent on productivity:
· ∆ GDP/capita = Productivity + Inflation
· ∆ S&P Earnings = ∆ GDP/capita = Productivity + Inflation
· ∆ Stock Market = ∆ S&P Earnings + Dividend Yield where Earnings and Yield are importantly determined by Productivity.

The good news is that the recent performance of Productivity in our economy has never been higher.  Moreover, due to the confluence of ever more powerful computers and the Internet, the outlook for Productivity has never been brighter.  The further good news is that the driver for Productivity is the very human desire to improve the economic lot of our families.  And this desire for improvement is not receding because human nature does not change.

    






                    




Productivity is the driver:

The real key to this chart is at the base.  Man's fundamental drivers are Satisfaction, Meaning and Improving his Economic Lot.  The solution for all three of these fundamental drivers is Greater Productivity.  The beauty of this Near-Perfect Virtuous Money-Making Machine is that it is driven by Human Nature and Human Nature does not change.
               

                


Due to confluence of ever more powerful computers and the Internet, the Outlook for Productivity has never been better:


We acknowledge that our country faces some serious issues.  If there were no readily apparent problems, we would be near a major top rather than a major bottom.  The most serious problem we face is getting control of federal spending.  In turn, this revolves around health care.  We think most Americans think that all Americans should have decent health care.  Where most Americans have a problem with Obama Care is with regard to Illegal Aliens and the future impact on immigration.  Historically, immigrants came to this country for growth and opportunity and they/we have been a huge plus.  Our biggest fear is that Obama Care could lead to the United States becoming a beacon for free health care rather than a pathway to improve the lot of your family through hard and ingenious work.  

With regard to both of these issues, we take great comfort in the wisdom and sense of fairness of the American people.  We also take great comfort when we look backward and seeing what we as a Nation have overcome.  Over the long term, our economy  and our stock market have steadily moved forward  through World Wars, a depression, recessions, with and without a gold standard, with and without a FED, with and without the IRS, double digit inflation, deflation, trading surpluses and deficits, budget surpluses and deficits, Democratic and Republican administrations, Watergate, Vietnam, gasoline lines and ...  Our animal spirits and our Judeo-Christian-Puritan background generate our indomitable desire to improve the economic lot of our families.  This means increasing productivity which is the economic foundation of the greatness of our country and the long-term success of our stock market.

We clearly believe that the Past Will Be Prologue.

In summary, there will be a time in the future to really worry about the problems that our nation faces.  But the time to worry about them is not when everybody else is obsessed by them, but rather in the future when everybody sees nothing but blue skies.  Until that point, in our opinion this market is going higher, much higher.

Harry E. Wells, III
WellsAssetManagement.com
SkipWells@Verizon.net
4-7-2010
S&P 1180






U.S. Historical Productivity
A family today is 89 times better off  than they were in 1776.  
Productivity generates real wealth.
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