Happy Thanksgiving 2009
What a difference a year makes.  One year ago the ‘This Time Will Be Different’ crowd was screaming at the top of their lungs.  They shouted “The Market has no bottom” (and they were right for another 3 ½ months), and they also argued that we were facing a Worldwide financial collapse.  Thankfully, we have found the bottom of the market and the latest group to declare that the recession is over is the call today by the National Association of Business Economists.

We can also be thankful for the animal spirits that drive Human Nature and capitalism.  There were a few brave souls on March 9th who said ‘Enough is enough; these valuations are too compelling despite all of the problems.’  We believe a new Mega-cycle in the stock market has begun.  Specifically, we believe that the 15+ year of the Up-leg in this Mega-cycle has begun.  This does not say that there will not be down quarters, down years and even minor bear markets, but it does say that the wind will be at the back of bullish investors for a very meaningful period of time.  We think 2009 will go down in stock market history along side of 1938 and 1982.  

We certainly appreciate that there are two major problems: the deficit and unemployment.  Whereas the stock market is the best leading indicator, employment is the best lagging indicator.  For those who are out of work or are under-employed, we wish it were different.  The overwhelming common economic wisdom is that this recovery will be slow.  We take some comfort that every recovery for the last 50+ years has mirrored the down turn: shallow has been followed by shallow, and deep and sharp has been followed by strong and quick.  We shall see.  However, the trajectory of the recovery is somewhat of a mute point because the stock market is priced on Earnings Power rather than specific yearly estimates.
The United States is clearly on an unsustainable deficit path.  We will either correct the deficit ourselves or the world will correct it by taking away the Reserve Currency Status of the dollar.  The latter would be a clear impediment to our rate of future economic growth.  The latter is so unacceptable that we have faith that either our politicians will amend their spending habits (very unlikely), or our fellow Americans will correct the path of deficit spending at the polls (very probable.)  But for now, the issue of losing our Reserve Currency Status is beyond the investment time horizon of this market.  Near term, the dollar is still the world’s currency standard.  In fact, part of the weakness of the dollar today is the adjustment for its strength last year when the world rushed to buy dollars because of the fear of a worldwide financial collapse.
If we could leave you with two thoughts for your Thanksgiving cheer, they would be:

First thought.  Human Nature drives Man’s desire to improve his and his family’s economic lot.  This can only be accomplished with increases in productivity.  From an economic standpoint, there can never be enough productivity – this is the source of all gains in real wealth.  In addition to Real GDP per capita, productivity/innovation also drives corporate earnings and the stock market.   Due to the confluence of the Internet with ever cheaper and more powerful computers, the outlook for productivity has never been better.
Second thought.  Whereas long-term earnings revolve rather tightly around a line with a 6+% upward slope, we maintain the valuation parameter of the stock market is non-linear.  We believe the valuation moves irregularly but inexorably over a 30+ year Mega-cycle from an extreme low to an extreme high and back again to an extreme low.  This non-linearity occurs because of the aspect of Human Nature that relates to Greed and Fear and their companions Confidence and No-confidence.  The non-linear path occurs in the following fashion:
· As the Up-leg of the Mega-cycle begins, confidence improves which leads to higher stock prices and a willingness to have more faith in the future.

· This increases the willingness to assume some debt which, in turn, amplifies economic activity.

· These actions generate higher earnings, higher stock prices and a greater appetite for risk and expansion.

· As the years go by, confidence turns into full blow greed which continues to generate more confidence, higher stock prices and more debt.
· The valuation is acknowledged to be astronomical but this is Okay because ‘This Time Will Be Different.’

· This wonderful cycle continues until something happens such that the debt cannot be supported and the painful de-leveraging, fear, lower prices portion of the cycle begins.  

· This misery continues and the bears are howling that ‘This Time Will Be Different.’
· The abject pain continues until some brave souls say ‘Enough is enough; these valuations are too compelling despite all of the problems.’ And the new Up-leg begins.

In our opinion, we have just begun the irregular but inexorable process of moving from an extreme low (8 times Earnings Power) to an extreme high of something like 24 times Earnings Power.  Just as you knew the bottom, you will know the top when the popular mantra is a loud and clear ‘This Time Will Be Different.’
We will be nowhere near a 24 multiple anytime soon.  But we do believe by the end of next year or early 2011, we have a good shot at going past the old highs in the stock market.  Have a Happy and Grateful Thanksgiving.
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