An Attempt to Answer the Bears

Today, most of the bearish investors that we know are negative for one or both of the following reasons:
  -- They don't like Washington's spending path and policies.  They argue that as the night follows the day, the budget deficits and related debt are eventually going to bury us.
  -- This stock market has come too far, too fast; a correction is overdue.

Since writing is always a great discipline to check one's reasoning, let us attempt to answer these two bearish scenarios.

We agree that neither political party seems to be able to muster any spending restraint.  We also agree that the current administration seems to be spending even faster than the last if that is possible.  But we would offer these four rejoinders that the future national debt is going to overwhelm us:

  (1) Elections are held to provide an opportunity to make mid-course corrections.  Unless something dramatic happens between now and November 2nd, we think the new Congress is going to insist on a path towards a balanced budget.

  (2) While the nightly news makes it seems that Washington's policies control the economy, we would argue that at least 80% of the economic output is controlled by individuals who every day try to be more productive so that their families can improve their economic lot in life.  The vast majority of the daily economic progress is never reported.

  (3) Productivity drives earnings and dividends.  The current level of Productivity has never been higher, and in our opinion, the outlook for Productivity has never been brighter.

  (4) The St. Louis Federal Reserve publishes a Financial Stress Index.  This Index has 18 variables: seven are bond rates, six are spreads on various bond rates, and five reflect the volatility of both the bond and stock markets.   The Index primarily reflects bond market thinking.  As the Index below shows, the Index is once again back in the normal range.  We would argue that if the Bond Market felt that the current debt outlook was either going to create future problems with either inflation and/or possible defaults that it would not be back within the normal range.
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The second reason that many investors are bearish is that they believe the stock market has come too far, too fast.  Clearly the 70% rebound in the S&P since March 9, 2009 has been astounding.  With the caveat that we do not think anybody can call short-term market movements, we think the intermediate- and long-term outlook is extremely bright.


  (1)  Despite the 70% snapback, we are still 22 % below the all time highs in 2007 and those previous highs from a valuation standpoint were well within normal bounds.  

  (2) Corporate earnings have clearly turned.  85% of all reporting companies so far this quarter are beating the consensus estimate.  This performance is an all-time record.  Moreover, both the consensus estimate for actual S&P Earnings in 2011 and our estimate of the Earnings Power are near $93.  This means that a normal price-earnings multiple of 16.6 times the $93 of earnings would take the S&P higher than the old record of 1550.  This would provide a 30% gain from current prices over the next 20 months.  

  (3) In a piece we recently published, "This Bull Market is the Bottom of the First Inning." we argued that if the world were normal there could be a 5X move in the S&P between now and 2025.  The long-term chart of stock market returns shows that this 5X move does not require any heroic assumptions.  However, given that we believe that the key to the stock market is Productivity and that the outlook for Productivity has never been brighter, we think there is a good chance that the world will be better than normal over the next 15 years.


            



Forecasting the stock market is a very humbling business.  Not only can your future forecasts be wrong, but even your inferences as to what the current bond and stock markets are saying can also be wrong.  But at least from our vantage point, it seems that both the bond and stock markets are saying that the intermediate- and long-term future is bright.  And that is clearly our message.
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