The Outlook for 2011:  The Trifecta
The Earnings are Rolling;
The Valuations are Reasonable;
and The Fed is Trying to Lift Asset Prices.

To be sure there are still problems: The Euro, Real Estate, State Pension Plans, Government Deficits and Unemployment.  But the only time that there are not problems is at the top of a Mega-cycle.  By our analysis, we have just begun the long Bull-phase of a new Mega-cycle.  

Let's look at each of the three parts of the Trifecta: The Earnings are Rolling; The Valuations are Reasonable; and The Fed is Trying to Lift Asset Prices.

The Earnings are Rolling:

On the enclosed sheet, the chart of S&P Operating Earnings shows that the Earnings are back on their long-term trend line.  Moreover, given that the unit volumes have begun to grow, it is relatively easy to make a forecast of $95 to $100 for earnings in 2011.  While we do not track the exact pre-announcement numbers, it is clear that there has been a paucity of negative pre-announcements for earnings during December.  This means that the on-target and better-than-expected earnings should make for a good January reporting season. 

Whether it is leading indicators, new claims for Unemployment Insurance, Christmas demand, manufacturing surveys or consumer confidence, the data show that the recovery is underway.  Companies are adding to the air of confidence by raising their dividends.  Standard & Poor's expects that half of the companies in the S&P 500 will raise their dividends in the current year.  Talk of a double-dip recession has been taken off the table.  Despite the Fed's Quantitative Easing II program, we believe we have reached the self-sustaining point in this economic recovery.

                
 


The Valuations are Reasonable:

Historically, the best fit for the current stock market's Price-Earnings ratio has been the inverse of the 10-year bond yield with a Min-Max of 8 and 22.  (The inverse of the current 3.3% 10-yr. yield is 1 divided by 3.3 or 30; thus the Max of 22 would apply).  But even if we use the average historical multiple of 16.6 (a 6% bond yield), the market would reach higher than 1600 (16.6 times $97.50) by the end of next year.  This would be a new market high and a gain from year-end prices of 27%.    

In different ways, the two charts below indicate how historically low the current market valuation is.  The first chart shows that the stock market has been in the dumpster for the last 10 years.  However, note that the two parallels to today's position on the chart are 1938 and 1974.  Needless to say, both of those years were excellent times to buy stocks.
 


The second chart shows Earnings Yield versus Bond Yield.  This chart is way too complicated for its own good.  But data points towards the top of the chart suggest that the market is undervalued and vice versa.  Note that the lowest data point of the chart is the year 2000; a low data point indicates over-valuation.  On the other hand, the data points for 2008, 2009 and 2010 On the other hand, the data points for 2008, 2009 and 2010 are off the chart on the high side which indicates under-valuation.  This suggests if we have anywhere near a return to normal historical valuations, the stock market will offer huge returns.


The key question in the market today is: Are we going to a "New" Normal or will we return to the "Old" Normal?  Since we believe the stock market is driven by Human Nature and that Human Nature does not change, we believe we will sooner rather than later return to the "Old" Normal.  

 
The Fed is Trying to Lift Asset Prices:

Through Quantitative Easing II, the Fed has recently embarked on a program to buy back $600 billion of government bonds.  One can only read between the lines that the Fed is still worried about Real Estate prices resuming their decline.  Thus, they are willing to risk future inflation to buy an "insurance policy" against housing prices declining further.  To be sure, the Fed does not care about equity prices, but stocks are one of the beneficiaries of Quantitative Easing.  

In addition to the cash that the Fed is supplying to the economy, the cash outflow from the bond mutual funds continues.  Due to a 28-year bull market for bonds, the vast majority of new investor money over the last ten years was flowing into bond funds, not equity funds.  This trend has only recently just begun to reverse itself.  This is further good news for equities.

When the Earnings are Rolling, the Valuations are Attractive, and the Fed is being Accommodative, this is the Trifecta for a higher Stock Market.

Peace be with you and your portfolio,


Harry E. Wells, III
WellsAssetManagement.com
January 3, 2011: S&P  1272
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(Note: 1938 and 1974 were excellent times to buy.)
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