Where Are We Now?
A Road Map for the Future

With the S&P above 1300 and the Dow flirting with 12,000, the market is setting 2 1/2 year highs.  Even those these numbers are just psychological numbers, it is nevertheless a good time to ask: "Where Are We Now?"  Are we closer to the beginning or end of this stock market run?

As the hypothetical Mega-cycle chart below shows, we believe we are not days, weeks, months or quarters away from the time to sell, but we believe we are years if not a decade+ away from the time to sell.


              

We explain the theoretical Human Nature underpinnings of this chart below.  But in terms of today's market, we believe that a new Mega-cycle began on March 9, 2009.  Certainly, we had all of the doomsday/apocalypse scenarios that one could ever imagine in the early part of 2009.  At some point, all of these disaster scenarios are mugged by probability and the Recovery Stage begins.  Typically, the Recovery Stage lasts until a new high is set in the market.  In terms of the S&P, this would be 1550 or some 20% from today's prices.  We still think we will see new highs by the end of this year.

Registering a new high would mark the beginning of the Normal Growth Stage of the market.  Think of 1950 through 1972 or 1982 through 1996.  In the Normal Growth Stage, the economy and the stock market are growing nicely due to increases in productivity and support from the credit-cycle.  All of the economic and stock market variables are within bounds, and both Fear and Greed are subdued.  The Normal Growth Stage is the simplest and also the longest stage.

After the Normal Growth Stage, we enter the Profitable Exuberance Stage where the news is spectacular, the Crowd is screaming that "This Time Will Be Different," and stocks are still going up.  Good news leads to higher stock prices.  

The time to worry is when the market enters the Irrational Exuberance Stage.  In this stage, the news is still good, the Crowd is screaming that "This Time Will Be Different," but stocks are no longer going up.  In this stage, stocks are apparently acting IRRATIONAL.  Beware: his is the end signal.

But to repeat, we have not yet ended the Recover Stage, nor even entered the Normal Growth Stage which typical last 10 - 15 years.  Obviously there will be many more "Egypt's," heartache, heartburn and down markets in the years ahead, but we believe the primary trend is decidedly bullish.  By our work, we have just begun the Bullish Phase of the Mega-cycle.

The Human Nature Underpinnings of a Mega-cycle:

Given our basic thesis is that Human Nature makes the stock market a long-term winners' game, and Human Nature does not change, it is not surprising that we have a conceptual long-term chart based on Human Nature.  
                
The upward slope of the chart stems from our most basic assumptions:  Human Nature drives us to try to improve our economic lot.  The only way to improve our real economic lot is to improve our personal productivity.  Increases in personal productivity drive wages, earnings, dividends and stock prices ever higher.  

The volatility on the conceptual chart is caused by the very human emotions of Fear and Greed with an ample assist from the credit-cycle.  We divide the long-term cycle, a Mega-cycle if you will, into seven conceptual stages:

Stage 1: The Recovery.  When it is the darkest, the Despondency gets "Mugged by Probability."  Someone or some groups say that 'Yes, there are plenty of problems, but if we return to any type of normalcy, the returns will be huge.'  Stocks begin to move and this breeds confidence among both investors and businessmen.  Even the bankers begin to be willing to lend money again.  And while the Hangover and Despondency Stages were not conducive to new investment, Human Nature was still creating new productive ideas.  Thus, once the Recovery begins, there is a plethora of good new ideas for funding and investment.  The problems recede; the opportunities widen; and the Recovery builds on its own momentum.  

Stage 2: Normal Growth.  The economy and the stock market are growing nicely due to increases in productivity and support from the credit-cycle.  All of the economic and stock market variables are within bounds, and both Fear and Greed are subdued.  The Normal Growth Stage is the simplest and also the longest stage.

Stage 3: Profitable Exuberance.  Success breeds success, confidence and greed.  If a little credit will take us this far, imagine where we could go with more credit.  It is axiomatic that when credit is expanded that only good things happen at first.  (Nobody ever defaults on their first or second loan payment.)  The extra credit increases economic activity and accelerates earnings.  And there is nothing like accelerating earnings and a booming market for burying Caution and bringing Greed to the forefront.  The crowd is screaming "This Time Will Be Different" and stocks are still responding positively to good news.  

Stage 4:  IRRATIONAL Exuberance.  No matter how big or good the party becomes, the reality is that the stock market boom and the credit expansion inevitably leads to "one too many drinks."  The stock market party ends late in the night when the head reveler leads the crowd in verse after verse of "This Time Will Be Different," but now the good news is no longer driving stocks higher.  The classic warning sign is when the crowd is screaming "This Time Will Be Different" and THE STOCK MARKET IS APPARENTLY ACTING IRRATIONALLY.   

Stage 5: The Hangover-Fear-Panic.  In the morning, a few wise revelers realize that there are no more non-believers and also recognize that this state of euphoria cannot last.  Selling begins, and then Selling begets selling.  And the excesses in the economy caused by the credit expansion begin to be apparent.  These problems work their way into negative earnings and dour attitudes in the stock market.  Fear begins to raise its ugly head; selling begets further selling; and the panic and rout are on.  Now instead of the virtuous circle with plenty of hope, the super-bears demonstrate their Doomsday Circle which is always due in part to the reversal of the credit cycle.  An effective Doomsday circle always has neither hope nor a way out.   
 
Stage 6: RATIONAL Despondency. In this stage, investors accept their fate that "This Time Will Be Different."  While the rapid declines have moderated, the crowd is screaming "This Time Will Be Different."  Bad news still drives stocks lower but the declines in this stage are of the 'drip-drip' type.

Stage 7: The IRRATIONAL Despondency.  The crowd is still screaming that "This Time Will Be Different."  However, the big difference is that the bad news no longer is driving stocks lower.  Again, the classic warning sign is when the crowd is screaming "This Time Will Be Different" and THE STOCK MARKET IS APPARENTLY ACTING IRRATIONALLY.   

Stage 8 or Stage 1:  We are back again into Recovery.

Peace be with you and your portfolio,

Harry E. Wells, III
WellsAssetMangement.com
SkipWells@Verizon.net
2/1/2011: S&P 1305
--------------------------------------------------------------------------------------------------




Our Fundamental Beliefs:
Human Nature provides the Keys to the Investment Kingdom.  And Human Nature does NOT change.  
   The Three Keys to the Kingdom
· Through Productivity, Human Nature makes the Stock Market a Winners' Game.
· Through Fear and Greed, Human Nature drives the Market in long-term, repeatable Mega-cycles.
· Through the Lake Woebegone Effect, Human Nature causes investors to avoid Indexes. With time, Index Funds significantly outperform.
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