Dow 50,000:

The Five Key Words to Predict the Stock Market

“This Time Will Be Different.”  

Think ahead 15 short years to 2025.  The Dow is 50,000.  In the last 15 years, the base of scientific knowledge has continued to compound at 9% primarily due to the powerful combination of computers and the Internet.  As part of this four-fold gain in knowledge, people can routinely receive their own replacement body parts and automobiles are totally powered by solar energy.  Life expectancy is decidedly longer and we have virtually free perpetual motion.  A new era has truly arrived.
And some financial pundit will be reviewing the first 25 years of the new century.  He will acknowledge that the century started with the worst decade in stock market history.  The writer will also remember that the Armageddon trade of worldwide financial collapse was taken off the table early in 2009.  In the first 7 ½ months after the bottom, the stock market rose some 50% to 10,000.  Then in the next 15 months the Dow climbed another 50% to 15,000 as normalcy returned to both the economy and stock market valuations.
In the next ten years or so, the Dow earnings grew at 7-8% percent per year as they typically do in a good economy.  Despite some ups and downs in the market, this earnings growth caused the earnings and the market to rise 100%; the market now was better than 30,000.  And in the next four years, the earnings continued to grow nicely but now the multiple begin to take off.  Given such technical  breakthroughs as replacement body parts and virtually free perpetual motion, investors once again believe that the “This Time Will Be Different.”  This euphoria in the Up-leg of this Mega Cycle has driven the Dow to 50,000.
And then some ‘sharp scarf’ looked back 100 years and said, ‘Wait a minute.’  He noticed that at the major market tops in 1929, 1972 and 1999, and at the major market bottoms in 1948, 1982 and 2009, the stock market mantra was always “This Time Will Be Different.”
The above reasoning delivers a 50,000 Dow on a quasi-conceptual basis.  How do we get to 50,000 just by the numbers?  We get to 50,000 by a three step process:

1. The stock market over the next 18-24 months recovers to normal valuation.  At the moment, the stock market is selling at 11 times earnings power.  As people believe that normal earnings will return, a normal 16 multiple plus another 18 months of earnings gains will lift the stock market 50% to 15,000.

2. The Dow must continue to generate earnings gains of 6% per annum.  This is the historic growth rate and a particularly easy assumption.  The first two assumptions will take the Dow to 35,000 by 2025.

3. The last third of the journey to 50,000 will come from Greed being the predominant emotion and the stock market selling 24 times earnings rather than 16 times earnings.  To put this ‘overvaluation’ into perspective, in 1999 the stock market was 100% overvalued and this was very reasonable compared to the overvaluation in 1929.  To get the last 50%, we simply need the market to believe that “This time will be different.
Getting to a Dow of 50,000 in the next 16 years requires that the average compounds at 11+%.  Since the dividend yield is not included in the Dow Averages, this means that the total market return for the Dow needs to be 14+% which includes a 3% dividend yield.  As we will show later, this is a little less than the market has returned in the Up-legs of the last two Mega Cycles.

In advance, let us ask your forgiveness for the length of this piece.  But it is virtually impossible to argue for a Dow 50,000 and accomplish the task in a one-pager.  

Surely talking about a Dow 50,000 puts us way ahead of ourselves.  When we first started in the investment business some forty years ago we were cocky and 6’3”.  After being beaten over the head with a 2” X 4” every time we were wrong, we are now 5’3” and humble.  But since we have stepped back from the day-to-day wars, we think we have made two very significant observations:  

· Productivity is the most important variable in the economy and the stock market.   

· The stock market’s long-term tendency is not Reversion to the Mean but rather Reversion to the Extremes.
By a wide margin, we believe that Productivity is the single most important variable in the economy and the stock market.  We can show that:  

· Increases in productivity are the source of all real gains in wealth in the economy and the stock market.  To prove this point, go back to a barter economy that removes money and leverage.  The only way to increase one’s wealth was to catch more fish or to grow more crops or be more productive at something else so that you had more goods/services to trade for other goods/services.
· As the diagram at the end of this piece shows, the desire to increase productivity is the natural state of man because productivity is the only way that man can improve the lot of his family, his neighbors and himself.  Increases in productivity are a natural virtuous never-ending circle.

· Productivity is the driving variable that explains the increases in the economy, the 10-year treasury rates, the earnings growth for the S&P 500, and the increases in the stock market.  Our research creates and proves the following equations:
1. The long-term growth of GDP per capita equals the rate of Productivity Increases + Inflation.

2. The long-term Earnings Growth Rate of the S&P is Productivity Increases + Inflation.

3. The Yield on the 10-year Treasury Bonds is the rate of Productivity Increases + Inflation + .10 of Inflation as a volatility premium.  (Please see the explanation of the Volatility Premium in the Out-Takes Section at the end of this piece.)
4. The long-term return for the stock market is the rate of Productivity Increases + Inflation + the Dividend Yield which is importantly determined by Productivity.

· If you are into econometrics, these equations are “neat” and powerful.  If you are a typical investor, you probably have already said “Who cares?”  Most market experts would explain the long-term growth of the stock market in terms of earnings growth and dividend yield.  Absolutely true, but to most investors “earnings growth” is an accounting term and besides “How do I know the earnings growth will continue?”  For most people, it is easier to understand and have more confidence in the future growth of earnings when they recognize that the earnings growth is a function of productivity which, in turn, comes from man’s natural desire to create a better life for his family, his neighbors and himself.  As long as Productivity continues to increase over time, the stock market will also increase over time.  As the night follows the day, increases in the stock market follow increases in productivity.
· The outlook for Productivity has never been brighter:

1. Productivity is importantly determined by the body of knowledge and communications.  With the confluence of the Internet with ever more powerful and cheaper computers, the outlook for increasing knowledge, communications and productivity has never been brighter.
2. Without a doubt, some of the brightest minds in this world reside in Asia.  For the most part, these minds have been focused on catching up their respective countries with America.  Having largely accomplished this goal, they are now free to work on future scientific breakthroughs.  Due to our inherent parochialism, we hope that the breakthrough in a key technology will made by an American.  But what we really care about is that the breakthrough will be made.  There will be plenty of technology transfer.
· The history and outlook for Productivity easily defeats the Disaster-Bear scenario.  Perma-Bears argue that both our civilization and the stock market are doomed.  The Perma-Bears are fond of quoting the 18th century Scottish historian Tytler who claims that a civilization’s inevitable 200-year cycle is bondage, spiritual faith, great courage, liberty, abundance, selfishness, complacency, apathy, dependence and then back into bondage.  As long as the productivity of the American economy is not only keeping pace with past growth but the rate of productivity growth is actually increasing, we think that America will remain squarely within the “Abundance” stage.
Now add Emotion to Productivity:

Our second important observation is:  The stock market’s primary long-term tendency is not Reversion to the Mean but rather Reversion to the Extremes.  The Mean represents rationality; the Extremes represent irrationality.  We would argue that a long-long term stock market analysis shows that the long-term is a linked number of Mega Cycles which typically last 25-35 years.  The Mega Cycle is divided into two distinct parts: an Up-leg that is twice as long as the Down-leg.  In the last 70 years, the first Mega Cycle began in 1948, peaked in 1972, and ended in 1982.  The second Mega Cycle began in 1982, peaked in 1999, and ended in 2009.  We believe the Up-leg of a new Mega Cycle has begun where the driving emotion will swing from Extreme Fear to Extreme Greed.  We have just begun the process of not moving back to Average Valuations but rather we are in the long process of moving to Extreme Valuations.  
The stock market is not just hard, rational facts.  If it were, the long-term returns of the stock market would tightly revolve around a regression line with an 8-9% slope with the earnings representing 5-6 percentage points and the dividend yield representing 2-3%.  Any seasoned investor knows that the stock market is anything but smooth stable returns.  
Rather the stock market represents money/power which, in turn, is governed by the everlasting and powerful human emotions of Fear and Greed.  Our statistical analysis shows that Fear/Greed is the second most important variable in explaining stock market movements.  Over time Fear and Greed will net to zero.  But if you are trying to explain the variance between the Up-legs and Down-legs within a Mega Cycle, Fear and Greed are extremely significant.

Below is our analysis of the last two Mega Cycles.  
1948–1982 Mega Cycle.  
The previous peak was obviously 1929.  This was a classic “This Time Will Be Different.”   Refrigerators, telephones, radios and automobiles were readily available to everyone.  And television and commercial air flights were just on the horizon.  But this time did not prove to be different.  The period from October of 1929 to June of 1932 saw the Dow lose 85% of its value.  Times could not have been any bleaker.  
1948 -- the beginning of the Mega Cycle.  Arguably one could pick 1938 or sometime during the War as the beginning of this Mega Cycle.  But for purposes of this study, we want to start the Mega Cycle after the War as we believe a World War is atypical.  The fear in 1946 and 1947 was that we were going to slip back into the depression as there would be no stimulus war spending and the returning GIs could not be absorbed into the economy.  The bears were howling, but this proved to be the launching pad for the next 24 years.  “This Time Would Not Be Different.”
1972 – the top of the 1948 – 1982 Mega Cycle.  In 1972, there was the notion of one-decision stocks for the great growth companies, stocks such as IBM, Xerox, Avon Products, Eastman Kodak and Polaroid.  In the decade of the fifties, Messer’s David L. Babson and T. Rowe Price pioneered the investment idea that a company’s valuation was not just determined by the size of its current dividend yield but it should also be valued on its future growth prospects because this growth could lead to much higher dividends in the future.   Growth stock investing was born.  This is a very legitimate concept, but seemingly like almost all legitimate concepts in the stock market, they get taken to the extreme.  In 1972 a couple dozen of these favored companies routinely sold at 100 times earnings.  “These Stocks Would Be Different.”
1982 – the bottom of the 1948 -1982 Mega Cycle.  We had suffered through Viet Nam, gasoline lines, Watergate and malaise.  Specifically in 1982, we were suffering with double digit interest rates, stagflation and the notion that the economic/business leadership was moving to Japan.  With the loss of our economic leadership, “This Time Would Be Different.”
1982 – 2009 Mega Cycle.

1982 – the beginning of the Mega Cycle.  Despite all the recent political and economic woes, President Reagan and Fed Chairman Volcker made the case that the sun was both rising in America and that it was going to stay “squarely over Kansas.”   “This Time Would Not Be Different.”
1999 – the top of the Mega Cycle.  The storied prospects of the Internet were in full bloom.  The Internet has been and will continue to be a phenomenal technological achievement.  But like the growth stocks of 1972, the valuations for anything that had anything to do with the Internet were stretched beyond belief.  If a company announced that it was even considering doing ‘this or that’ on the Internet, the stock would jump 10%.  If 16 is the normal valuation multiple for earnings, a pure Internet company sold for 16 times sales.  Nirvana had once again arrived.  “This Time Will Be Different.”
2008-09 – the bottom of the Mega Cycle.  In 2008-2009, there was palpable fear of Worldwide Financial Collapse.  Bear Sterns and Lehman had collapsed.  Real estate prices were collapsing and nobody knew how to value the synthetic-securitized bonds that stood behind the real estate.  And to make matters worse, the accounting rules required that these bonds be ‘Marked to Market’ when there was no market.  Disaster lurked everywhere.  “This Time Would Clearly Be Different.”
2009 -- ? The New Mega Cycle.
March 9, 2009, in our opinion, marks the beginning of a new Mega Cycle.  The specific event on March 9th was a change in accounting rules that lessened the stringency of the Mark to Market accounting rules.  But more important, the valuations were compelling and the rumored failures for the last several months were not proving to be true.  Some brave souls began to bet that “This Time Would Not Be Different.”
As the Table below shows, there is a clear difference as to whether the stock market is in the Up-leg or Down-leg of a Mega Cycle.  In an Up-leg, your money doubles in less than five years; in a Down-leg, it takes 100 years to double your money.  
	
	Length
	Total Annual

	
	In years
	Return

	1948-1982 Mega Cycle
	34.5
	10.3%

	  Up-leg 1948-1972
	25
	12.8%

	  Down-leg 1973-1982
	9.5
	5.1%

	
	
	

	1982-2009 Mega Cycle
	26.7
	9.9%

	  Up-leg 1982-1999
	17.5
	17.7%

	  Down-leg 2000-2009
	9.2
	-3.7%

	
	
	

	Average Mega Cycle
	30.5
	10.1%

	Average Up-leg
	21.2
	15.0%

	Average Down-leg
	9.3
	.7%


If a coin was flipped 1000 times and the differential was kept between the number of heads and tails, the chart would include a number of peaks and valleys.  However, since a coin is unbiased, these peaks and valley and would be random and occur at totally different points in the next 1000 flips.  Thus, the question becomes: Are these peaks and valleys random in the stock market or are they generated by some repeatable force.

We would argue the later.  Fear and Greed are powerful emotions; more importantly on a group basis they are contagious.  After a market turns at the bottom of a Mega Cycle, the excesses begin to build, first slowly, but then they pick up speed until they reach a crescendo at the top.  The excesses occur because investors take a sense of well being and confidence from the stock market and spend accordingly.  This spending collectively drives earnings higher which, in turn, drives stock market prices higher which, in turn, drives more confidence and more spending.  This wonderful path keeps going until the bubble psychology finally bursts.

At this point, negative psychology takes over which lowers stock prices which, in turn,  means less spending  and lower confidence which means lower earnings which means lower stock prices which means ….  This path continues until the negative bubble psychology finally bursts.  

A further general observation is that the slope of Upward Leg is half as steep as the downward leg but the Up-leg lasts typically twice as long.  We believe the different slopes of steepness are because Fear is twice as strong an emotion as Greed.  This is borne out in psychological studies.  We also believe that Greed lasts twice as long as Fear because Greed/Optimism is the natural state of man.  History is certainly on the side of those that believe: “Pessimism has no future; optimism is the answer.”  Rest assured that the path from one extreme to another is never smooth as there are plenty of exogenous variables that will impact the Fear/Greed quotient one way or another.
But our most important observation is that regardless if there is a ‘Greedy Top’ or a ‘Fearful Bottom,’ the mantra in the stock market is exactly the same, “This Time Will Be Different.”  
What are the portfolio implications of the theory that over a Mega Cycle that stocks move from one extreme to the other and then back again?  The ‘Yeah-duh’ conclusion is that a portfolio should be over-weighted with equities in the Up-leg of a Mega Cycle and under-weighted in the Down-leg.  Per this piece, we think we have just begun the Up-leg of a new Mega Cycle.  Our simple heuristic is:  If the market is in an Up-leg, the bias should be towards overweighting stocks.  If the market is in a Down-leg, the bias should be towards overweighting bonds.
To summarize our basic beliefs:  

· The long-long term stock market is driven by increases in Productivity.  

· The outlook for Productivity has never been brighter.  

· The stock market over a 25-35 year cycle does not Revert to the Mean Valuation but rather it travels from one extreme valuation to the other and then back again.  To coin a phrase, the stock market ‘Regresses to the Extremes.’
· We believe that the extremes at BOTH the bottoms and tops can be identified when you repeatedly hear those five predictive words “This Time Will Be Different.”

What can go wrong with this Dow 50,000 forecast?

The easy answer is that the next Calamity Culprit is probably something that we are not even considering.  The next easiest answer is that it is probably not a credit freeze as very rarely does the market fight the same war twice in a row.  

Our best guess is that the Calamity Culprit will be the Federal Debt.  Our current federal spending is not currently on a sustainable path.  We are running a deficit as if we were in the middle of World War III.  While our debt and our ability to repay the debt are beyond the investment time-frame of the current stock market, the size of the debt is not some ivory-tower intellectual notion.  Every day real investors have to commit their real money to buy and hold U.S. debt.  Nobody knows the limit of our borrowing capacity, but there is clearly some limit.  

Make no mistake; our deficit spending will be curtailed.  The only question is if we take charge and solve our own problems on our own terms or a third party steps in and dictates the terms.  We dictated the terms to Britain after World War II.  They wanted to borrow $50 billion and we said ‘Fine, but the debt will be on these terms.”  That transaction was the final nail in the coffin for the British Empire being the preeminent world leader.  

Both political parties are guilty of the irresponsible spending.  We think the answer is a law that Caps Spending and Saves America.  The intent of the law will be both to Save America for our children and to Save America as a beacon of hope.  Unless there is a real emergency, the proposed law would cap the spending at population growth + inflation.  Since the GDP grows at population growth + inflation + productivity growth, the deficit as a percent of GDP would slowly be lowered and brought back into the safety zone. 

In summary, we believe we have just begun the Up-leg of a new Mega Cycle.  These Up-legs have typically lasted twenty years or so.  We can envision a Dow of 35,000 based on normal economic growth rates and a return to normal valuations.  However, we also foresee that at the end of this Up-leg, we will once again Regress to the Extreme because “This Time Will Be Different.”  When the “This Time Will Be Different” crowd has gained control some time near the quarter-pole mark of this century, we foresee the Dow Jones being 50,000, and maybe even 60,000.
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Out-Takes.

Out-Take #1.  We enjoy Maria Bartiromo on CNBC.  We particularly admire her ability to speak so fast and still be understood.  But we always chuckle when she and her cohorts breathlessly try to analyze IBM’s or Google’s or XYZ’s earnings in the first fifteen seconds after their release.  But if as a long-term investor we chuckle at these short-term perturbations, we felt compelled to lay out our long-term vision.

Out-Take #2.  We have friends and clients who are either going to get in this market at a lower level or who are in the market and are looking to get out at the first sign of trouble.  This piece is dedicated to them.

Out-Take #3.  We are sure that many readers have already laughed at our notions of replacement body parts and virtually free perpetual motion by harnessing the sun.  However, before you laugh too hard, there has already been a woman in Spain who has grown her own new windpipe by scratching the diseased windpipe for the “specific windpipe builders” and her thumb to get the stem cells for the “general contractors.”  And lest you think we are too far fetched with our solar-powered car, read the R section in the Wall Street Journal on October 19th – “Five New Energy Technologies that Could Change Everything.”

Out-Take #4.  Inflation is not free.  There is a feeling in some corners that inflation is not a problem because it largely just lifts the prices and our ability to pay equally.  However, there is no protection for the owner of a fixed debt contract that does not have an inflation adjustment clause.  To remedy this dilemma, the debt market insists on a volatility premium or an inflation premium that is roughly 10% of the current rate of inflation.  Thus, if inflation is running at 5%, interest rates would be a half-point higher than they otherwise would be.  If inflation is running at 10%, interest rates would be another 1% higher than they would otherwise need to be.  These higher rates will curtail some spending and capital projects; and with those curtailments, real jobs and opportunities are lost.  Inflation is not for free.
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