There is No Fool like an Old Fool
???? The Trade of a Lifetime????

Only an old fool could believe in this Trifecta:

  -- Deflation will not happen; and the current bond market bubble will pop.
  -- Popping the bond market bubble will restore the yield on 10-year government bonds and the Earnings Yield on stocks back to their historical and theoretical level of equality; this return to the mean will cause a massive reversal of funds from bonds back to equities again; and stocks will soar.
  -- If this is not enough "foolishness," as a bonus we have offered our "Grand 1% Compromise" for balancing the federal budget.  This simple compromise would ignite the stock market, which would jump start investment and consumer spending, and which, in turn, would lift employment back to normal levels.

Every profession and/or field of study has jargon that makes it seem more complicated than it really is.  The investment field is certainly no exception.  In advance, let us apologize for such concepts in this piece as Earnings Yields, the inverse of Earnings Yields, standard deviations and Credit Freezes.  But we believe that any complicated decision/proposition/theory can always be reduced to one simple question or bet, if you will.

The bet on the stock market today is simply: Will our economy return to normalcy?  By normalcy we mean: 1) this recession ends; 2) government steps aside and the free market is the central generator of jobs and prosperity; and 3) the notion that we are headed for deflation is buried.  If these three things happen, then we think the stock market will soar.  

Let us shift back to the more complicated analysis and show that at least the first two parts of this Trifecta have a high probability of occurring.

Trifecta Part 1: Deflation will not happen; and the bond market bubble will deflate.

Given that yields on government bonds are typically the Real Value of Money (The Rate of Productivity Growth) + the Expected Rate of Inflation, how can the yield on the 5-year government note be 1.4% when current productivity gains have been and should continue to be better than 2%?

One answer is if the economy is about to enter a multiple-year period of Deflation.  We think an extended period of deflation is highly unlikely:
    At least throughout history to date, every recession has ended and economic growth has resumed.  Periods of economic growth have always included some inflation.  
    The recent strong growth in Productivity, by definition, must translate into either increased wages or profits.  Human Nature dictates that these productive people/companies will spend this money to either enjoy the fruits of their labor or increase their productivity further.  In either case, this pump priming will eventually get the economy rolling on a growth path.  
     In economics and/or business, a crisis rarely occurs where the attention is focused.  Fed Chairman Bernanke's academic career has been spent studying the ways to recognize and stop deflation before it materializes.  The Chairman is keenly aware of deflation.  If needed, the Federal Reserve can always resort to printing money.  This may cause future inflationary problems, but it will arrest the deflation.

The other explanation as to why interest rates are so low is that the bond market is currently in a bubble.  Investors assume that bubbles are rare; in fact, they are quite common.  Witness these major bubbles: the overestimation of the Soviet military strength from World War II to the fall of the Berlin Wall; the prospect of $200 oil during the seventies; the notion during the seventies and eighties that Japan had a superior economic model; portfolio insurance; the Internet valuation bubble in 1999; and the most recent notion that on a nation-wide basis housing prices go up each and every year.  We would argue that the undervaluation of the Yuan and its attendant impacts is a bubble in today's market.  
 
By definition, every bubble has a large element of truth.  Bubbles occur when the large element of truth is transformed into an article of faith or absolute fact.  The following provided the large element of truth for bonds being a superior investment:
   Bonds are less volatile than stocks;
   Bonds have been in a bull market since 1982;
   Bonds have outperformed stocks over the last decade;
   Bonds outperform stocks by a wide margin during a credit freeze and its aftermath.
   Government bonds outperform stocks during a period of deflation.

All of these statements are true. By themselves, they are benign until the crowd psychology transforms these truths into a Bubble Article of Faith that bonds always outperform stocks.  This bubble has driven the enormous cash flows from equities to bonds.  The size of any bubble is always related to both the age of the movement and the degree of recent acceleration.  Certainly the fact that bonds have been in a bull market since 1982 and their recent stellar performance during the Credit Freeze has helped to really inflate the bubble.  As we discuss below, the relative valuation between government bonds and stocks has never been so far out of whack in favor of bonds.  

Fortunately or unfortunately, all market valuations return or regress to their long-term averages.  Moreover, throughout all recorded economic history, every recession has ended.  Although to date we have just had a minimum of gusto, we believe this recession has ended.  As the growth accelerates, the economic expansion will be accompanied by some inflation.  In turn, this inflation will put the deflation ghost back in the closet and cause interest rates to rise.  This will force higher bond yields and lower bond prices.  The 28-year downward trend in interest rates will have ended and the bond bubble will pop.  (Two weeks does not make a new trend, but in the last two weeks bonds are down 2.5% and stocks are up 5%.)

Trifecta Part II: Popping the bond market bubble will restore the yield on 10-year government bonds and the earnings yield back to their historical and theoretical level of equality; this return to the mean will cause a massive reversal of funds from bonds back to equities again; and stocks will soar.

Today's 10-year Government Bond Yield is 2.7% and the Earnings Yield is 7.7%.  (The Earnings Yield is not the dividend yield, but rather the current operating earnings of the S&P divided by the current price of the S&P.)  Historically and theoretically the 10-year Government Bond Yield and the Earnings Yield are equal.  Since the inverse of these yields is in essence the valuation multiple, the market with the lowest yield has the highest valuation.  The current valuation gap of bonds over stocks is the second biggest discrepancy, second only to the end of 2008.  The size of this gap resides in the third standard deviation from the mean; this is the statistical place where all bubbles reside.

We are in the process of writing a treatise, "The Three Keys to Prudence and Performance -- The Holy Grail of Money Management."  In an appendix, we have the equations that prove that the Government Bond Yield and the Earnings Yield should over the long term be equal.  But we know how much readers hate equations, so for this piece we have just included the historical evidence over the last fifty years at the end.  But allow us to summarize the data:
    The average yield over the last fifty years on 10-year government bonds was 6.66%; the average earnings yield for the S&P for the last fifty was 6.87% -- virtually the same.  
    The biggest discrepancy in favoring stocks over bonds was at the end of 1999 when stocks had .43 the yield of bonds or that the stock valuation was 2.3 times greater than bonds.  This was the height of the Internet era and obviously proved unsustainable.  
    The biggest discrepancy in favor of bonds over stocks was at the end of 2008 when the valuation factor for bonds was 3.3 times higher than stocks.  Today, the number is 2.9, bonds over stocks.  The next biggest discrepancy goes all the way back to 1960 and was only 1.4.  
    Forget the specific numbers.  The key point is that the Bond-to-Stock valuation ratio is way, way out in the tail of the probability distribution.  

Obviously, for the two ratios to return their historical equality, either the Bond Yield must go up or the Earnings Yield must come down or some combination thereof.  Deflation would obviously lower the earnings and thus reduce the Earnings Yield and adversely affect stocks.  But above we have argued that Deflation is highly unlikely.  Thus, either the Bond Yield must go up (bond prices fall) or the Earnings Yield must go down which means the P/E or valuation factor for stocks must increase.

As long as the economy continues to go forward, even at today's slow pace, the earnings are not the issue.  The S&P Operating Earnings are running at $83 annual rate today for 2010.  It is not a stretch to say that they will be $95 in 2011.  But we don't care, be conservative and use earnings of $90; our case for stocks is based on the gap between the relative bond and stock valuation being partially closed back towards stocks.  Normally the inverse of the 10-year bond rate is an excellent proxy for the multiple of the stock market.  Pick your own "poison" as to where interest rates will be at the end of 2011, and see what this would translate to for a price on the S&P 500.  Now discount the suggested return for conservatism.   It virtually does not matter how much conservatism you chose, the returns are still huge.  


  

	Estimated 10-year Gov. Bond
Yield  12/31/11
	Yield Inverse
Or Implied
S&P P/E
	S&P Earnings
For 2011
	Implied S&P
Ending Price
12/31/11
	Percentage Gain
Over the next
16 months

	4.0%
	25
	$90.00
	2250
	101%

	5.0%
	20
	$90.00
	1800
	61%

	6.0%
	16.6
	$90.00
	1500
	34%


Today's 10-year government bond yield is 2.7%.  The current S&P price is 1118.


Trifecta Part III:  If this is not enough "foolishness," as a bonus we have offered our "Grand 1% Compromise" for balancing the federal budget.  This simple compromise would ignite the stock market, which would jump start investment and consumer spending, which, in turn, would lift employment back to normal levels.

We totally agree with a comment that Secretary of State Hillary Clinton made recently.  She said that the greatest threat to our national security is our deficit.  In our opinion, the greatest threat to our future is not our health care system, nor our educational system, nor the climate, but our runaway federal spending.  Our projected deficit as a percent of GDP is simply not sustainable unless we want to cede our world leadership position and become a banana republic.  

We would offer this simple One Percent Compromise to balance the budget:
    Raise every tax rate one time by one percentage point.  If your top marginal rate is 15% or 28%, raise it to 16% and 29%.  If the dividend and capital gains rate is 15%, raise it to 16%.  Every individual rate goes up one time for the duration of this compromise by one percentage point.
    We would lower every COLA payment (Medicare, Medicaid, Social Security, etc.) by one percentage point less than the rate of inflation.  Thus if the annual Social Security payment was $20,000 for a recipient last year and inflation was 3%, the payment this year would be $20,400 rather than $20,600.  The base for the following year would be $20,400.
    Leave every interest rate payment on the Federal Debt exactly as it is.  We are trying to calm not roil the financial markets.  We would also leave the corporate tax rates unchanged as we are already near the highest in the word.
    With the exception of the COLA and debt payments, we would keep the spending in every Federal Department flat for this year and the subsequent years.
    If this did not balance the budget within five years, we would continue the same system except we would lower the spending in the Federal Departments by 1% annually.
    Exceptions would require a 70% override by both the House and the Senate.  

If this does not balance the budget within five years, maintain the above except cut the non COLA and interest rate spending in each Departmental Budget by 1% per year.  

We would continue this program until the budget is balanced or until the unemployment rate in the Washington D.C. area is two points higher than the national average.  It is an absolute miscarriage of justice that the average federal worker earns more than his counterpart in the free market and has superior fringe benefits including a benefits package that includes virtually no possibility of severance.  The federal employment policies in place today have led to the classic example of the Inmates Running the Prison.

We believe this simple compromise would ignite the stock market, which, in turn, would jump start investment and consumer spending, which, in turn, would lift employment back to normal levels.  Equally as important, it would let us regain our future and our national security.

If, as we believe, the future budget deficits are an issue of national security, we believe action will occur at the ballot box.  When it comes to issues of national security, voters are neither Democrats nor Republicans; they are Americans.  If the current polls are anywhere near correct, those of us who would like to see action taken on future federal deficits could see Christmas come on November 2nd this year.

Summary:

From 1982 into 2007, both the bond and stock markets were in bull markets as interest rates fell, bond prices rose, earnings grew, and PE's advanced modestly.  Stocks basically outperformed bonds by their dividend yield which is totally in accord with the long-term relationship between bonds and stocks.  However, like during the Credit Freeze in the early thirties, bond prices rose and stocks dramatically fell from the middle of 2007 to March, 2009.  Had you been so smart (we were not) to go long bonds and short stocks in 2007, you could have reaped a huge reward.  Now that the economy and markets are returning to normal, we think there is another opportunity to reap a huge reward; this time the trade is exactly the opposite: go short government bonds and long stocks.  We think the present environment presents the opportunity for The Trade of a Lifetime.  

Moreover, if our positive outlook for the next 15 months proves correct, there will still be no need to reduce your equity position as we believe that March 9, 2009 was the beginning of a 15-20 year Up-leg of a new Mega Cycle.  

Harry E. Wells, III
SkipWells@Verizon.net
WellsAssetMangement.com
September 12, 2010: S&P 1118
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