
The Trifecta to Start 2010

Happy New Year!  As it turns out, 2009 was a good year with the S&P up 26%.  We have been in the market for better than 40 years and we have never seen a market that only changed directions once during the entire year.  The market was straight down until March 9th and straight up thereafter.  
We continue to be extremely bullish.  We think three critical factors are in place for a Trifecta in 2010.
· The stock market is fundamentally undervalued by 20% to 40%.
· The trend in the economic news is extremely positive.
· There is an extra $750 billion in the Money Market Funds which will work its way back into the market and drive prices higher.
A fundamentally under-valued market, rapidly improving economic news, and large excess cash in the Money Market Funds is the Trifecta for driving the stock market higher.  We continue to believe that the stock market will register all-time highs sometime in 2011.  
Sometime during this quarter, we will explore the question that keeps most investors from being more committed to this market: What about the Federal Deficit?  The short answer is that the path of the deficit is unsustainable. Either we will correct it ourselves or at some future point China will only continue to buy our debt if it is repaid in Chinese Yuan and we will lose our Reserve Currency Status.  This would not be good but it would not be end of the world.  By our research, the uncertainty of having to pay back a debt in a foreign currency probably adds 30- 50 basis points to the rate of interest.  But let's not concede to China just yet.  My son is in Beijing at the moment.  The city was hit with a major snow storm and he reports that there are no snow plows and the streets are being shoveled by hand.  
Let's explore the three Trifecta factors:
First,  by our regression analysis, the long-term earnings power for the S&P 500 is $80 for the current year.  In an average market, the multiple is 16.5.  For a market where the inflation and interest rates are as low as today, the multiple should arguably be 20.  In the average case scenario, the market should be     .  Adjusting for the low levels of interest rates, the market should be.  Relative to the year-end value for the S&P of 1113, this means that the market is some 20% to 40% undervalued on a fundamental basis.
Secondly, the trend in the recent economic news is exceptionally bullish.  We went back and looked at the Vital Signs charts on page one of the Wall Street Journal over the last two weeks:
 --  December 17th.  New Housing Starts have been flat all year at 500,000 versus a steep and steady decline from 2.0 million at the beginning of 2006.
  -- December 18th.  The Philadelphia Fed Index was 20.4 and back to the highs of 2005.  This Index was as low as -43 in March 2009.  This index has historically been a good predictor of national trends.
  -- December 21st.  Weekly Chain Store Sales which were -2% at the beginning of the year are now 2+% which is normal.
  -- December 22nd.  The Total Financial Obligations Ratio for Households is declining nicely.  From a 17% number in 1999, this ratio worked its way to almost 19% at the beginning of 2008.  It now stands at 17.8%.
  --  December 29th.  The spread between the LIBOR and the Fed Funds Target Rate is back to zero which is normal.  In October 2008 at the height of the credit crisis, the spread peaked at three percentage points.
  --  December 30th.  The Consumer Confidence index rose to 52, up from 21 in March.  This is still a long way from 105 at the start of 2005, but the direction is right.
  --  December 31st.  The Chicago Purchasing Managers Index has doubled off the bottom this year from 30 to 60.
  -- January 4th.  The Institute of Supply Management's Manufacturing Index hit 55.9%.  Anything reading above 50% with this Index indicates the economy is expanding.  The current reading is the highest reading since April 2006.
  -- January 5th.  In the interest of fairness, Construction Spending continues to decline.  But this like unemployment is a lagging indicator.
The economy is guided by the rational Invisible Hand and the irrational Animal Spirits of fear and greed.  Greed is nowhere to be found even among those bullish on the economy and/or the stock market.  But clearly, the amount of Fear is diminishing.  Unemployment is and will continue to be a problem, but unemployment is lagging-lagging indicator.  In fact, full employment is a pretty good sell signal.
Thirdly, the Money Market Funds have a ton of excess cash; our best guess is $750 billion.  At year-end, the Money Market Funds had $3.2 trillion which compares against an average of $2.2 trillion for the last ten years.  We know of no way to exactly calculate Excess Cash or its future impact on the stock market.  However, there is more than ample fuel to drive the stock market considerably higher.
We continue to believe that we have just entered what we call the Snapback Stage of the new Mega Cycle Up-trend.  We suspect many more good times lie ahead.
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