A Multi-Decade Bullish Party Has Just Begun:

The Fundamentals, Psychological Factors and Valuation are Aligned
In our opinion, the three “stars” of the stock market – the fundamentals, the psychological factors and the valuation – are all aligned to produce an enormous upside.  If the market simply returns to a normal valuation of normal earnings power, the upside from current prices is 50% over the next 18 months.  This size of advance may seem outlandish, but this would just take us back to the price levels of two years ago.  And unlike 2000, the valuations were not unreasonable in 2007.  But more important than the next couple of years, think in terms of 1942 and 1975 when a generally bullish tone persisted for 30 and 25 years respectively.   
The first chart below shows the ten-year annual returns for the S&P since 1929.  The chart shows that the stock market is cyclical and now looks like a good time to buy.  Unless there is a 25% upward explosion over the balance of the year, 2000-2009 will be the worst ten-year period in the last 100 years; even worse than the second worst ten years – 1929-1938.   

The second chart shows the real returns (not including inflation) for a portfolio that invested $10.00 in the S&P 500 in 1926.  The chart shows that we are currently bumping along the bottom line of the trough.  As long as the bottom line of the trough holds, this chart also seems to indicate that it is a good time to buy.  
The two charts are not exactly apples to apples as one shows moving 10-year nominal returns and the other shows linked real annual returns.  But both charts indicate that we are bumping along a multi-year bottom.  The charts are meant to show that at the moment we have historically low relative valuations.
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If the market closed at year end where it is today, the last 10-years would be the worst EVER.
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Both charts indicate the stock market is a huge buy as long as the market is not derailed by either the fundamental and/or psychological factors.  The key question thus becomes:  Are the fundamental and psychological factors favorable?
Over time, all real increases in financial wealth and all real increases in the stock market are driven by increases in productivity.  We will not bore you with the equations, but we can show that every important variable in either Economics or the Stock Market can be written in terms of Productivty and Inflation.  Inflation is essentially a neutral factor.  The important point is that all real wealth improvement in the stock market comes from the Growth of Productivity and the Dividend Yield which is significantly determined by Productivity.
The Productivity Increases in this decade have been excellent.  As we wrote on August 11, 2009 in a piece “This Time Will Not Be Different,” productivity increased 6.2% in the second quarter and in our opinion heralded the end of the recession.  The further good news is that the outlook for Productivity has never been brighter.  If you were the Worldwide Czar of Productivity, your number one wish would be for the tool that most people use to become more powerful each year while at the same time becoming cheaper.  Your wish has been granted.  The combination of cheaper yet more powerful computers plus an ever more powerful Internet has made the future possibilities for productivity limitless.  The outlook for Productivity will insure that the real earnings and dividends keep growing and the valuation in the stock market over time will return to normal levels.  

The second possible variable that could upset the apple cart is psychological factors.  Whereas, productivity plus the dividend yield drives the fair real return for the market upward at a pretty consistent 6-7% annual rate, the psychological factors create wide deviations around this trend line.  

We think the long-long term stock market is a series of linked Mega Cycles.  These Mega Cycles typically last 30-40 years and consist of two phases – a bullish phase and a bearish phase.  The last two Mega Cycles were from 1946 to 1982 and 1982 to 2009 with the bullish phases being from 1947 to 1972 and 1982-1999, and the bearish phases being from 1973 to 1982, and 2000 to 2009.  
The bullish phase of a Mega-Cycle begins when the valuations are compelling and the Armageddon trade has been taken off the table.  The bullish phase ends when the valuations reach staggering levels.  The latter happened in 1972 with the Nifty Fifty when there was no price too high to pay for growth, and in 2000 when the Internet would usher in a brand new era.  The Armageddon trade in 1982 was skyrocketing inflation and the world’s economic leadership moving to Japan.  Last fall and winter, the Armageddon trade was worldwide financial collapse.  As it became clear that neither Armageddon scenario would materialize, the stage was set for the market to roar.

Indeed the market has risen 50% and thus the obvious question is:  In the short term, will we retest the lows or at least give back half of the advance?  Whereas, we think it is relatively easy to forecast long-term productivity and long-term Mega Cycles, we think the short term is unknowable and unforecastable.  
We clearly cannot call the short term.  Moreover, we do not know anybody else who can.  If anybody could successfully call the short term, he would have all the money and/or money under management.  Since there are tens of thousands of money managers, we conclude that nobody has yet figured out how to repeatedly call the short term in the stock market.  We can state many strategies, algorithms, chart patterns, serial correlations, and conditional probabilities that do not work.  At least for now, we would argue that the short term in the market is unknowable and unforecastable.

Investing is all about probabilities.  We think the odds of the upside-downside ratio in the current stock market are particularly compelling.  If we should go back and retest the lows, the action will simply delay not cancel the long-term party.  The last ten years have exacted a great price on people’s portfolios and financial peace of mind.  But this misery is the price we have already paid so that today we can stand at the beginning of a glorious 15-20 year bullish run.  
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