All Aboard!

All Aboard!  The Bull Market Express is leaving the station.  We apologize for the inconvenience the prior three month delay may have caused.  With unknown stops in between, this first run of the new major bull market which began on March 9, 2009 will end when the market has achieved average valuation.  This means that this "Return to Normal" run will last another 35%.   

At the end of this "Return to Normal" run, passengers can then board another train bound for "Normal Growth,"  "Rational Optimism" and then the final and most dangerous part of the trip to "Irrational Exuberance."  But sit back and relax, the "Irrational Exuberance" stop is probably ten years or better in the future.

Metaphors aside, we have two long-term guiding beliefs on the stock market:

  Belief #1.  Productivity is the most important variable in economics and the stock market.  Increases in Productivity and only increases in Productivity generate increases in real wealth.  

The elegance of Productivity being the key driver is that it is driven by Human Nature's innate desire to improve the economic lot of ourselves and our family.  And Human Nature does not change.  

Productivity is composed of three components: hard work, ideas and innovation.  And to generate new ideas and innovation, the economy has never ever had a more powerful tool than the Internet. Over the long economic history of our country, Productivity Increases have steadily increased from a half-percent, to one-percent, to one- to two-percent to the current environment where we think the future increases will be better than two percent.  

  Belief #2.  On top of this reasonably-consistent increasing stream of earnings and dividends in the stock market are major cycles of Fear and Greed.  By our analysis, the stock market goes from Extreme Fear to Extreme Greed and back again to create a Mega-Cycle.  These Mega-Cycles typical last 30+ years.  The Bull Phase typical lasts twice as long as the Bear Phase.  During the Bull Phase, the market psychology slowly and irregularly changes from Extreme Fear to Extreme Greed.  The Bear Phase is the opposite.  

We believe we began the Bull Phase of a new Mega-Cycle on March 9, 2009.  We are nowhere as Fearful as we were 2 1/2 years ago, but clearly Fear is still the dominating factor in today's market.  In fact, that point of equal Fear and Greed will not be reached until the market has advanced another 35% and we have returned to a normal valuation of 16.6.  At that point, Greed will slowly become dominant until we reach Extreme Greed, and then Greed will accelerate as we move to Irrational Exuberance.  But Irrational Exuberance, which is the time to sell, is at least another 10 years down the road.


Fear not that we have lost touch with the current environment.  We appreciate all of the current economic and political problems:
  -- Stubbornly high unemployment
  -- The deficit crisis in the United States
  -- The European Debt crisis and all of the possible Contagion
  -- The recent record high in The Misery Index in this country
  -- Two conventional wars plus a War on Terror
  -- Gridlock in Washington
  -- The Fed's "empty arsenal"
  -- The Housing Hangover
  -- and the always present danger of a unknown negative bolt from left field.

But let's try the counter argument.

  -- All of the above problems are recognized by the market.  The dividend yield on the S&P is nearly identical to the bond yield on the 10-year Treasury's.  This is unprecedented in modern investing history which dates back to 1950.  Prior to this point, because stocks are riskier than bonds, the market insisted that the dividend yield had to be greater than the 10-year bond yield.  In the early fifties, David L. Babson and T. Rowe Price pioneered the growth-stock concept that stock market returns could come from both growth in earnings and dividends.  History comments aside, the near equality of the dividend and bond yield indicates that the downside risk is minimal.

  -- For all of the hand-wringing and teeth-gnashing about the lack of policy options and gridlock in Washington, remember that 80% of the increase in wealth is created by the private sector.  While some of us may be biting our finger nails and watching the turbulence in the stock market, those entrepreneurial guys in their garage and the scientists in the lab could care less.  They are relentlessly pursuing their dreams, new ideas and innovations.  Because of all the trillion dollar programs that the Fed, White House and Congress keep constantly bombarding us with, we tend to significantly overestimate the importance to real economic growth.  Real wealth comes from guys and gals like Madam Currie, Thomas Edison, Henry Ford, Bill Gates, Steve Jobs and their ilk.  Clearly we need the government to provide and enforce the rules of a stable and fair playing field.  But government has far, far more power in wealth redistribution than in creating incremental new wealth.  

  -- While all of the above problems certainly effect the real and perceived future growth, we need to remember that we investors are not buying Greek bonds, Foreclosed Houses, or the Misery Index.  Rather we are buying a stream of earnings and dividends of the S&P 500.  And based on the companies that have already reported third-quarter earnings, these earnings and the outlook for the fourth quarter are even or ahead of expectations.  The earnings for the S&P 500 will be close to $100 this year and represent a record year.  Despite the sluggish economic times, these earnings are even ahead of our normalized earnings ($92) which is based on our regression analysis whose beginning point is 1960.

  -- The market has been deluged with a steady stream of bad news from Europe.  Even worse are the nightmarish contagion stories.  But what happens to the stock market if the European leaders on Wednesday announce a comprehensive plan that slowly but surely rescues Europe from its current doomsday scenario?  

  -- And what if the third quarter GDP numbers are better than expected and indicate that it is very unlikely that we are headed into a double-dip recession?  Clearly, many economists have been most recently adjusting their numbers northward.    

  -- And what if the Deficit Commission announces a compromise that raises some taxes but also cuts $2 trillion in future spending?  For all of those who think this is impossible, the $2 trillion in cuts could come without actually cutting the budget.  These "Washington" cuts are not real cuts as we normally think of budget cuts; rather they are cuts in the projected future rate of spending increases.  For the sake of our grand children and truly stimulating the economy, we are willing to pay more in taxes as long as the future rate of spending increases can be reduced.

   -- And what if in the interest of creating jobs, we reduced the regulations on our energy industry so that we could have the Keystone Pipeline and accelerate the fracking for oil and natural gas.  This would reduce our dependence on the inherently unstable Middle-East; allow our defense spending to be cut; and create high-paying jobs.  We appreciate the possible risk of environmental damage, but we also know the very real economic and family carnage of continued unemployment.  We also appreciate that President Obama and Energy Secretary Chiu adamantly believe that within five years we will have a battery that operates at the equivalent of 150 miles per gallon.  We fervently hope they are right.  But what's wrong with an insurance policy in the meantime?  Some of us who are a little long in the tooth have waited and waited and waited for the promised nirvana from fuel cells, super-duper batteries and solar power.  


We acknowledge the tough economic hurdles.  But we would offer two observations: 
  -- These problems do not have to be solved for the stock market to advance; rather there just needs to be a program in place that will solve these problems with time.
  -- Ironically, the only time there are not major economic problems is when the market is in its blow-off phase or the Irrational Exuberance Stage.  

Over the long term, the stock market is very predictable -- it goes up.  Over the short term, markets go up and down in a very unpredictable manner -- unfortunately that is what short-term markets do.  Thus calling any movement in the stock market for the next three, six or twelve months always comes down to probabilities.  Given the limited downside risk provided by the ratio of the dividend yield to the 10-year bond yield, and given the considerable upside potential with a return to just a normal economic environment, we think the Bull Market Express is leaving the station.  All Aboard!
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