On Greece, Goldman Sachs, and Mutual Fund Cash Flows

If we fast forward to the end of 2011, we wonder how the following question would be answered.  Which of the following had the biggest impact on the stock market during the 2010-2011 time frame?
(a) The debt crisis in Greece
(b) The SEC allegations against Goldman Sachs
(c) The switch in net Mutual Fund cash flow from bonds to stocks.
By far, we think that the net cash once again flowing into stock funds rather than bond funds will be the biggest story.

The cash flow switch has not yet begun and the first two stories have yet to be finalized.  But this is what makes prognosticating fun.

Our guess is that the Greek debt crisis will be forgotten before the end of 2010 much less at the end of 2011.  Germany with the help of the IMF will have put together a complicated deal to help Greece muddle through.  But some sharp scarf will remember that this was just another example of a country that tried but failed to spend rather than work its way to prosperity.  That smart scarf will further ask the rhetorical question that if a country could ever spend its way to prosperity why any country would ever embark on the long-difficult path of saving and hard work.

The Goldman Sachs case at the end of 2011 will probably still be in the pre-trial stages.  We start with the assumption that the primary purpose of the SEC is to protect the individual investor.  We trust that some man of prominence and reason, hopefully the judge, is going to ask:  Is not this suit a one-off case of a private placement in the Synthetic Derivatives market among very big boys?  We further suspect that the judge is going to become very exasperated and is going to give the parties 30 days to settle with the admonition to 'stop clogging up my court room with a one-off argument among big boys that has no impact of the future of our economy.'

We expect that the overwhelming choice to the above initial question in December 2011will be (c): The switch in net Mutual Fund cash flow from bonds to stocks.  Some old fellow with a good memory will remember that in April 2010 there seemed to be two contradictory themes.  On one hand, the signals on the economy and from the earnings reports all seemed to pointing to better times ahead.  He even remembered a specific day in the middle of April 2010 when the biggest chip company (Intel), the biggest railroad (CSX), and the biggest bank (JP Morgan Chase) all had positive earnings surprises and also all had very encouraging comments about future business conditions. But the old fellow specifically remembered a chart of the net cash flows into mutual funds that still showed that the new cash was flowing heavily into bonds even though the bond yields were very low and even after the economy and earnings were showing solid signs of recovery.  




In fact, given that the market was setting new highs at the end of 2011, the old timer went back to see if his memory of the chart of cash flows was correct.  Indeed it was.  However, he posited that at some point the mutual fund investors must have begun to believe the recovery and made a dramatic shift of their net new cash back into stocks.  The old fellow also remembered that someone once told him that the only long-term way to make big money was to own equities.
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Net Cash Flow into Mutual Funds
(Net stock inflow minus Net bond inflow)
1985 through Febraury, 2010  
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