Wanted: Some Confidence

The Earnings-half of the stage is clearly set for a big stock market rally; now we just need more confidence.  It is increasingly clear that the S&P 500 will post Operating Earnings of close to $100 next year.  If an average historical multiple of 16.6 were placed on those earnings, we would have record highs or a 45% advance from today's prices.  If a multiple were placed on those earnings that reflected today's low levels of inflation, the S&P would rise more than 80%.

Clearly the missing ingredient is confidence: confidence that we will return to some sort of self-sustaining economic normalcy.  We are not suggesting that we need the economy to return to boom times, but just a time where there was confidence that the economy could again create jobs and that the federal spending could be brought under some semblance of control.  

We see six factors on the horizon that will return the economy to normalcy and re-invigorate investor confidence:

  -- Time.  We are currently suffering from the after-shocks of a Credit Freeze.  Credit Freezes are very rare as the last one occurred eighty (80) years ago during the Great Depression.  But while Credit Freezes may be rare, they are extremely nasty and shake the very foundation of financial confidence.  But with time, people begin to believe that free markets correct themselves and then move onward and upward.  The 2007-09 Credit Freeze was nasty, but so was the Great Depression, World War I and II, the Civil War, Vietnam, Watergate, the Arab oil embargo and a whole host of other traumas that the economy and stock market have seen and conquered.  Our economic and political system survives and prospers because it harnesses The Fundamental Laws of Human Nature and Human Nature does not change.  

  -- The Stock Market.  Although there are still many naysayers, the stock market is up 75% off the lows of March 2009.  The average American believes that the stock market understands complicated financial issues.  Thus, if the stock market is doing well, the average American begins to think good times will again return and behave accordingly.  More important, probably 80% of Americans that are not living paycheck to paycheck are significant owners of equity.  As the market moves northward, this engenders a sense of prosperity and a willingness to increase their discretionary spending.  Thus, as the stock market improves, the economy improves which, in turn, takes the stock market higher, which solidly spins the economic flywheel in the positive direction.

  -- Productivity.  Over the last several years and particularly recently, we have had huge gains in Productivity.  By definition, an increase in Productivity finds its way into either greater paychecks and/or greater profits.  In either case, this is an increase in spending power that will find its way back into the economy.

  -- Action on the Deficit.  When our Secretary of State, Hillary Clinton, says that the greatest risk to our national security is our deficit, we think people of both political persuasions will sit up and take notice.  Regaining control of our federal spending is the central message of the Tea Party.  Irrespective of the final specific outcome of the November 2nd election, we think the message has been delivered loud and clear that the Tooth Fairy is not walking through the deficit door and we need to do something ourselves to control this beast.  Moves to control the deficit will clearly build investor confidence.

  -- The Message from the G-20.  If we are right on the direction of the upcoming election, the attitude towards deficit spending will be heard loud and clear.  But the G-20 nations delivered a powerful message to President Obama and his economic team last summer.  Our leaders went to the economic summit in Toronto with the agenda of persuading other nations to utilize more economic stimulus.  The reply was crystal clear.  We have tried the safety, security, stimulus methodology for the last 25 years and we have lagged in economic growth and job creation.  We are going the other way and cannot comprehend why you would want to follow our failed policies.  The dramatic change in European economic attitudes has to give serious pause to those policy wonks who believe Command and Control is more efficient and creative than the Free Market.

  -- Clarity on taxes.  People hate uncertainty; the stock market hates uncertainty.  Notwithstanding, the politicians in Washington took a pass on voting on the extension or amendments to the Bush tax cuts.  However, by necessity there will be a vote by the end of the year.  People are naturally reluctant to commit to new investments or new spending until they understand the cash flow necessary for their tax payments.  As we wrote in our last piece, "There is No Fool like an Old Fool," we are not adverse to tax increases as long as they are tied in an ironclad way to spending cuts so that we can reduce the deficit.  But that is for the medium term, in the short term, clarification on tax rates will help overall confidence.

As we stated above and as the charts below clearly show, the Earnings-half of the stage seems properly set.  To ignite this market, we simply need more investor confidence.  Singularly or in combination, we think the six factors mentioned above will re-ignite investor confidence and send the markets to new highs by the end of next year.
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The trend line is the Earnings Power of the S&P.  As the chart clearly shows,
the long-term Earnings Power and the Reported Operating Earnings for 2010 
are nearly identical.
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