The Three Necessary Conditions to Make a Huge Return in the Stock Market

The necessary three conditions are: 1) Know what the crowd is thinking, 2) Have a different opinion than the crowd, and 3) Be right.  By definition, the crowd is the conventional wisdom.  Also by definition, to make a big return you must have an unconventional thought and also be right.  These three conditions apply whether we are discussing an individual stock or a call on the market.

We continue to believe that the stock market will set record highs by the end of next year.  This forecast translates into a 60% return over the next 16 months.  In this piece, we will state what the crowd is thinking and our opinion which is clearly different from the crowd.  Time will be the Judge as to whether we are right.  

What is the crowd thinking?  The current mood is short-term oriented and pessimistic.  We infer this due to:
· Despite record low yields on bonds, money continues to leave equities and flow into bonds.
· Both in the financial press and on the financial television channels, talk is rampant about either stagflation, deflation and/or another lost decade.  
· The complaints about the uncertainty of new government policies are rampant, particularly regarding the prospective cost of health care for a new worker and the future income tax rules.  The impact of these policies breeds uncertainty which, in turn, breeds pessimism.
· The forecasts for the future deficits are huge and they clearly lead to more pessimism and uncertainty.
· All of the above uncertainty leads to a belief in a stalled economy or a double-dip recession.  
· The start-stop action of the stock market certainly attests to the short-term thinking by investors.  The crowd does not have conviction in either direction.

What is our thinking?  We believe that the current path of earnings for the S&P will continue which translates into nearly $100 of earnings for 2011.  If a normal multiple of 16.6 is placed on these earnings, the S&P will be 1660, which is close to a 60% gain over the next 16 months if dividends are included.  But let's take the crowd's thinking one tenet at a time and try to rebuke their thoughts:

· Despite record low yields on bonds, money continues to leave equities and flow into bonds.  A common thought in financial markets is that bubbles are a rarity.  In an upcoming piece, we are going to discuss the virtual constancy of bubbles.  At any rate, we think the bond market is currently in a bubble stage.  By subtracting the yield on the TIPS (Treasury Inflation Protected Securities) from the 10-year government bond yield, the inference is an inflation rate for the next 10-years of 1.1%.  Any real economic growth near normal will carry a higher rate of inflation than 1.1%.  In turn, this will cause bond prices and returns to be negative.  This will pop the bubble and provide a huge source of cash for the stock market.

· Both in the financial press and on the financial television channels, talk is rampant about either stagflation, deflation and/or another lost decade.  Let's take these three worries one at a time:  
(1) Stagflation.  This implies no growth and high inflation.  While we disagree with the miniscule inflation camp, we are not going to have high inflation with the Internet which is a huge factor in limiting  pricing power, and the excess of labor in this country and in China.  Moreover, as long as the trends in Productivity continue, we cannot have stagnation.  We would argue that the combination of ever increasing computer power and the Internet make the outlook for future Productivity extremely bright.  
(2) Deflation. Ben Bernanke, the Chairman of the Federal Reserve, has spent his entire academic career studying the serious economic ills caused by the deflation in the thirties.  Given that he has a finger on the monetary printing press, we doubt that deflation will be allowed to take hold.  The result may be that we have higher than desired inflation, but we believe that the Fed Chairman would choose this option or deflation.   
(3)  Another lost decade.  With the aforementioned outlook for Productivity, this cannot be a lost decade.  Productivity is the King of Trump and drives every important economic variable including the real growth in GDP, employment, earnings and dividends.

· The complaints about the uncertainty of new government policies are rampant, particularly regarding the prospective cost of health care for a new worker and the future income tax rules.  The impact of these policies breeds uncertainty which, in turn, breeds pessimism.  These complaints are both true and valid.  However, we are now at the point of maximum uncertainty.  The market has assumed both the uncertainty and negative results. By definition, the uncertainty can only grow lower from here.  It will never happen, but in our opinion, the best thing that President Obama could do for jobs and the economy would be to make an announcement that he was postponing ObamaCare and any changes in the tax code by two years.  

· The forecasts for the future deficits are huge and they clearly lead to more pessimism and uncertainty.  Irrespective of the results of the election in November, there will be a compromise on the deficit next year.  The Republicans are going to have to give on tax rates and the Democrats are going to have to give on spending.  The election will simply shape which party compromises the most.  

· All of the above uncertainty leads to a belief in a stalled economy or a double-dip recession.  In the late forties, the common worry was that after all of the stimulus from the War spending subsided, the country would head back into an economic depression.  The key to leading us forward is Human Nature's desire to provide a better economic life for ourselves and our family.  The only possible way to accomplish this innate fundamental goal is to improve our personal productivity.  Productivity is the source of all economic growth.  And the Laws of Human Nature have not been repealed.  The economy of this nation has continued to grow despite a Civil War, World Wars, recessions, depressions, Watergate, Vietnam, a quadrupling of oil prices, currency crises, Federal deficits, and a whole host of other ailments.  We will continue to grow due to Human Nature and our political and economic system that encourages productivity.
	
· The start-stop action of the stock market certainly attests to the short-term thinking by investors.  The crowd does not have conviction in either direction.  By definition, productivity gains must manifest themselves in either higher wages and/or profits.  These cash increases, in turn, can either be used to reduce debt or be spent.  Currently, both the corporate and individual are deleveraging.  But deleveraging is boring and Human Nature is constantly searching for something new and exciting.  As the confidence builds, the productivity gains will be used for investment and/or consumer spending.  This will be the self-generating force that ignites the economy and causes the money to flow from bonds back into equities for at least the next five-ten years.

Which camp will be right?  Only time will tell.  
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