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The Markets

What’s High in a Low Market

July presented us with a gain of
over 7% in the Dow Jones Industrial
Average (the Dow). That was pretty
much matched in the other indexes.
With about 80% of S&P 500 compa-
nies now having reported, the vast
majority have earnings and revenues
far higher than were expected. So of
course for the week ending August
13th, the Dow dropped 3.3%. Why?
To put it simply it was because of ir-
rational...

issue before, but it is important to un-
derstand that the best time to invest or
to be invested is when the forward P/
E is low. A low forward P/E is always
generated by fear. It is at the point of
maximum fear that bull markets are
born.

When the P/E ratio gets into the yel-
low band on the chart below (between
about 17 and 25) the overall price is rea-
sonable but can result in some steep, albe-
it short, bear markets as we saw in 1987.
When the P/E gets above 25 we are in the
danger zone. Chairman Alan Greenspan’s
famous pronouncement of the term
“irrational exuberance” in late 1997 is a

~~~~FEAR~~~~
First it is im-
portant to realize

that the stock market
is low. Yes, I realize
that 18 months ago
the Dow closed out
at 6,547 and today
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60% in a year and a half. But, the

highness or lowness of a stock index
is not based on where it was at some
point in the past, even the recent past,
but on another metric, namely its for-
ward price-to-earnings ratio (P/E).

I know that I have harped on this

classic case of that warning. Sometimes
though, as happened in the years that fol-
lowed his statement, the broad stock mar-
ket can remain irrationally high for so
long that people cease to believe in the

(Continued on page 2)

The Economy

Recessions and Recoveries

We are in the process of recover-
ing from a structural recession.
Structural recessions are very differ-
ent from the far more common busi-
ness cycle recessions.

Business Cycle Recessions

Business cycle recessions involve
too much inventory build-up and too
many people hired. Businesses have
to anticipate what they think will be
happening several months in advance
in order to have the goods and ser-
vices available to meet the need.

For example, this morning on the
radio I heard about the high volume
of cargo being unloaded at the Port
of Virginia. What was coming off the
ships was Christmas goods. Those
goods were ordered about 60 days
ago in order to be in the stores in No-
vember. Add up the months and you
can see that the orders went in six
months  before the businesses
planned to sell the goods.

When business is booming and
consumers are on a buying spree,
businesses sometimes get further
ahead than even that. It takes months
to train employees and stock goods,
but it sometimes takes a year or more
to set up stores and get equipment in
place for other activities. That means

(Continued on page 4)
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danger! Even after the market has come down in nominal terms,
it can still be too high.

The reverse of that trend can be seen on the left side of the
chart. From about 1973 through the early 80s, America was in
the grip of protracted pessimism. President Carter was reputed
to have described the

Note that the entire Greek economy constitutes less
than 2% of the Euro Zone, and the Euro Zone itself is only
a relatively small part of the global economy, but fear be-
ing what it is, panic ensued.

Since then the S&P 500 lost about 200 points (17%)to
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In retrospect we can see that what really was happening
was what later would be called a “once in a lifetime” opportuni-
ty to buy shares in great American companies at a huge dis-
count to their fair value. In other words, the fear people had of
the market being too high generated a market value that was
actually low.

Today, with the forward P/E ratio between 10 and 11, we
are back in the green zone. Even though the market has risen
about 60% since its bottom last year, in the very real terms of
the forward P/E ratio, the market is as low today as it was in
March of 2009 and as low as it was in 1928! The market has
risen a lot, but corporate earnings have risen more.

As always I make no claim to be able to see the future, but
history indicates that we will look back at this time as a golden
opportunity as many in-
vestors lose their nerve
and bolt for a low interest
guarantee.
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Another thing that is "
high when the market is “I
low 1s variance, often
referred to
(inaccurately) as vola-
tility. There are two
times when the stock market typically shows a distinctly
higher level of variance, when it is high and when it is
low.

As the blue chart on this page shows, through about
the end of April, the day to day stock market levels were
rising, but not showing a great deal of variance. Then, in
early May traders suddenly awoke to the fear that Greece
would default on its debt.
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referred to by market professionals as “frothiness.” Frothi-
ness typically indicates that the market is likely to make a
big move either up or down in the near future.

So, Is the Market High or Low?

If the market is actually too high, then the high level of
variance we are seeing is an indicator of a fop and we are,
as many political pundits are warning, likely to see a seri-
ous decline in market values in the near future. On the oth-
er hand, the same type of variance is typically present just
before a major jump upward.

One very critical issue that must be present before an-
ything can fall is that it must be up. It is hard to imagine
this market being de-
fined as “up” by any-
one who has the least
grasp of what has driv-
en stock valuations for
the past couple of cen-
turies. Long term, the
stock market is driven
not by what China
may or may not be do-
ing or even by Ameri-
can GDP. It is driven
by the profitability of the corporations whose stocks trade
on that market. However, in the short term, it is driven by
the twin emotions of fear and greed. When fear is rampant
it is time to buy... or at the very least to not sell.

We are witnessing not only record earnings (profits)
from publically traded companies, but guidance from the
leaders of those companies that indicate they have orders
in hand for a lot of business through the end of this year
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and well into next. In the midst of
the panic stemming from rumors
that China might be wanting to slow
their economy and the news that
Americans are buying a lot of stuff
from China (and other places), what
did not get reported very well this
last week was that Disney reported a
43% jump in profits with a similar
increase in revenue. Adecco, the
largest temporary worker supplier in
the United States, came in with prof-
its and good news today too, citing
record demand for workers. Mean-
while, Fossil (the watch company),
reported that earnings tripled over
the past year and it is seeing record
demand for stylish watches.

What does all of this mean?
Simply put, temporary worker com-
panies are the first to feel the pinch
in a downturn and likewise, the first
to lead the way out in a recovery.
People who really are in a hurt fi-
nancially don’t flock to Disneyland
or to the expensive movies Disney
shows in the theaters. Above all they
don’t run to the store to buy a new
watch. What we are seeing is strong
indicators that the recovery is real
and that a year or two from now the
rest of the world will wake up and
realize they missed a great oppor-
tunity.

That leads me to another thing
that is high when the market is low.

Opportunity
True opportunity in the broad
market comes rarely. Opportunity is
defined by Webster as:
1. a favorable juncture of circum-
stances, and
2. a good chance for advancement
for progress.
In this case opportunity presents it-
self as high because that is the nature
of a fear-filled, low valued market.
Fundamentally there are two reasons
for a market to be low. One is that
the corporations whose shares effec-

tively are the market are now worth
less because the corporations them-
selves are worth less. That reason for
low would be that the corporations
have, or are expected to have lower
earnings into the future.

The other reason for a low mar-
ket valuation is far more complex
but can simply be characterized as
unreasoning fear. Fear can be a rea-
sonable reaction to a real threat, or it
can be a result of an overload of
negative information from unreliable
sources.

Opportunity in investing pre-
sents itself when fear-generated low
valuations are not supported by the
evidence. Evidence is not found in
the opinion of your favorite talk
show host, or even your neighbor or
friends. In far too many cases they
are simply repeating rumors, or pos-
sibly making them up. Evidence is a
citation of fact in its entirety. Half
truths do not count as anything but
propaganda.

To perhaps belabor the points I
have already made, here is the evi-
dence:

The Positives

1. Sales and revenue are growing,
and forecast by company execu-
tives to continue to grow.

2. Profits are at record levels for
publicly traded companies, and
also forecast to grow.

3. Companies are hiring more
workers than are being laid off.

4. Inflation is effectively zero.

Interest rates and borrowing

costs are the lowest they have

been in decades.

6. In terms of present and forecast
earnings the stock market is trad-
ing at the lowest price since
1982.

The Negatives

1. The U.S. stock market has risen
around 60 percent since March
of last year.

2. Residential real estate is still de-

e
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pressed and likely to remain so
for an extended period of time.

3. Corporations are not hiring as
many people as are coming into
the workforce every month (on
average).

4. Consumers and corporations are
“deleveraging” (paying off debt)
rather than spending money.

5. If the federal government decid-
ed to seriously cut spending de-
flation is likely, accompanied by
a possible second leg of reces-
sion.

That last item is worth restating.
There is one thing that could turn me
from a bull to a bear in short order
and that would be a dramatic re-
trenchment in government spending.
Consumers are saving and paying
off debt. Corporations are doing the
same thing. Our imports, mainly oil,
are significantly higher than our ex-
ports. Until the consumer gets back
into spending mode, the burden is on
the government. See the Economy
story for more on this.

So, if you are a long term inves-
tor, after taking a careful look at the
evidence, do you think the value of
money invested in a diversified eq-
uity and bond portfolio today will be
higher or lower five or ten years
from now? Remember that the way
to do well in investing is to buy low
and sell high. Remember too that
most investors do it the other way
around. The reason is simple. Mar-
kets are low when people are not
buying, generally out of fear. Wait-
ing for the fear to leave and buying
with the herd means, by definition,
buying “high.”

In other words, “Hang in there.
Better times are not far ahead.” That
is my opinion, and history tells me |
am right. Remaining rational in a
fear filled world is quite a feat, but
can create great rewards to those
who can stand the heat. $$$



(Continued from page 1)

that if businesses are anticipating a
big selling year in 2011, they have to
already have ordered and committed
by the beginning of July!

When they guess wrong and wind
up with too many employees and too
much “stuff” they generally try to
hang on to those employees in the

interference and the debt incurred in
doing that, we should be sincerely
thankful. The alternative was a re-
prise of the events of 1929-34.
Structural downturns are also dif-
ferent in that the economy takes far
longer to get back to full employ-
ment. They are led by business in-
vestment as restructuring and re-

little better.

There is real fear of a repeat of
last year’s collapse, but the fact do
not support that fear. There are a lot
of factors in the GDP, including the
fact that if we import more than we
export it is subtracted from the final
result. From a much more narrow
perspective we can look at real do-

hope that business will “turn
around.” When they finally
become convinced that things

REAL GDP

§ Percent change

mestic purchases which in-
clude business purchases
for production, or domestic

are going to be really bad,
they start laying people off.
Then, in a few months, they
have sold off the excess in-
ventory and the customers
have started coming back so
they commonly rehire the
same workers and start order-
ing again. Of course the same

final demand which is ef-
fectively consumer demand
for a more defined picture.
24 As the lower chart
indicates, domestic pur-
chases are not only rising,
but are doing so at an annu-
alized rate of 5.1%. Real
final demand, things that

thing is happening at the
companies that provide the
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make other things, was

goods.

Structural Recessions

“Recession” may not be the right
word here because most structural
downturns become depressions, but
in this case it looks like we dodged
the depression bullet and are

building must take place before the
jobs are created.

Where We Are Today

As the Real GDP (gross domestic
product) chart indicates, the economy
of the United States actually shrunk

shaky until the last quarter, but was
on the way up at an annualized rate
of 4.1% in the second quarter.

What does that mean? The
blue Domestic Purchases increases
indicate that businesses are buying
things they plan to use to make other

simply having a recession,
albeit a pretty serious one.

REAL DOMESTIC PURCHASES AND

DOMESTIC FINAL DEMAND

Percent change

things or to increase what
they can do with fewer man
hours. That is good for the

Real Domestic Purchases

economy but not good for the
employment numbers. The
Domestic  Final Demand

2nd quarter
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growth at 4.1% indicates the
ultimate user of everything,

\ the consumer, is coming back
4 to life.

Structural economic

downturns are characterized o

by portions of the economy 12 H
collapsing not just temporari- 0

ly slowing down. In this one R SRR
we saw the American auto-| '
motive industry fail, as well 13

as virtually all of the large S
Wall  Street  investment sl
banks. The fact that the Fed-| -1

Where We are Going
On the next page are the

eral Reserve and the federal
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two best indicators of where

government were there to
catch them before they utterly im-
ploded is what kept this event from
becoming a depression. While there
is a lot of grousing about government

for about a year and a half. Growth
has returned, but last quarter the an-
nualized rate was only 2.4%. Our
long term average is about 3.0% or a

we are going. The Index of
Leading Economic Indicators closed
out July at 109.8 while the Purchas-
ing Managers’ Index stood at 55.5.

Focusing on the Purchasing

In jurisdictions where securities licenses are held, securities may be offered through NEXT Financial Group, Inc., member FINRA/SIPC. The Personal
Wealth Coach® is not an affiliate of NEXT Financial Group, Inc. Past performance is no guarantee of future returns. For tax or legal issues consult
with a qualified tax advisor or attorney. Information in this letter should not to be used as investment advice. Individual portfolio design must be tai-
lored to individual needs, values, risk tolerance, and objectives.
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Managers’ Index we can see a lot of
what is going on in the economy and
more importantly, what is likely to
be going on about six months from
now.
The Purchasing Managers’ Index

The capacity utilization number tells
us what percentage of our manufac-
turing capacity is actually in use. The
historic average is around 80%, and
anytime we get up to about 85% we
start to run into bottlenecks that can

same time unemployment is higher
than it has been since the early
1980s. What gives?

That combination is very com-
mon as we emerge from a structural
economic collapse, or in this case,

uses 50 as its point of
reference. Any num-
ber higher than 50 in-
dicates that the total

2004=100
120 —~

COMPOSITE INDEXES

Seasonally Adjusted

near collapse. Structur-
al recessions involve
dramatic increases in

value of goods or-
dered by the surveyed
Purchasing Managers
is expected to grow
into the future. Con-
versely, anything be-
low 50 indicates that

Source: The Conference Board.

! technology. Some
companies find ways
to integrate the tech-
nology and actually
thrive in the recession,
while others will not or
cannot integrate the
technology and are
doomed to extinction

109.8

the managers will be | Difusion index
. 70 T
ordering less goods
and services over the| e
next six months. The
peaks in the index are \
around 60, right| 4, -\/
where the Index was
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or at least a major re-
structuring.

General Motors is a
prime example. It
came into existence
because of the new
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ogies that doomed the
small automobile mak-
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gets down to 50, as it
was in 2007, we face
a serious chance of
recession. One thing
that has to be watched
though is the fact that
just because orders
are not likely to grow
(Index at 50 or less)
does not mean we will
have a recession. A
below 50 Index may
not mean that we will

85 -
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ers. When the next
wave of technological
innovation came
along, computerized
manufacturing, it was
unable to adapt be-
cause of its relation-
ship with the unions
and because of its in-
ternal adherence to
traditional ways of do-
ing things. It had to

have a recession, but
it is extremely hard to

1965 1970
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Shaded areas indicate US recessions.
2010 research.stlouisfed.org

2005

2010 2015 wipe out its sharehold-

ers’ value as well as its

have one with the In-
dex above 50.

One of the things that has some
people worried is that when the Pur-
chasing Managers’ Index does hit 60
over the last twenty years it has start-
ed a decline from there that has
sometimes led to a recession.

The key (at least in my opinion)
to understanding where we are going
in that realm is to be found in the
bottom chart, Capacity Utilization.

cause problems down the road.

This chart from the St. Louis
Federal Reserve puts the utilization
at about 74, and most notably indi-
cates that it has been rising since last
year.

Structure Versus Employment
Corporate profits (as I mentioned
in the other article) are running at an
absolute record high level. At the
Page 5

union contracts to sur-
vive.

The restructuring has to come
first, then when the consumer has
paid down his and her debt and the
pent-up demand hits the marketplace
(and it will) the hiring will resume
and the economy will accelerate.

In short the fundamental engine
of growth in the U.S. economy is
being rebuilt and is coming on-line
nicely.



The Bad News
All that is not to say that
everything is rosy. History
tells us that we have the ca-
pacity to plunge back into a
recession/depression all too
easily.

Deflation
One of the most im-
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interest rates, raise unem-
ployment, and push us to-
ward deflation.

Unemployment

The bottom chart tells the
story. This is indeed the
worst recession since 1982.
It does not sound as impres-
sive as “the worst economy

portant things to understand
about a true structural col-

since the Great Depression”
but that is the reality.
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nesses learn to do more with
less man-hours. Simply put,
we typically see production
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economy to jolt it out of the
attendant depression.
There has been no short-|

and profits rise to new highs
before employment really
starts up.

age of talking and writing
heads proclaiming the im-
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If you think housing is in
a funk now, go back and

minent threat of inflation.
Inflation comes when the
money supply grows faster
than the economy. The chart
at the top of this page shows
the frightening reality of
what is really happening.

For the first time since
early 2008 our money sup-
ply is not shrinking as fast
or faster than the month be-
fore.

It is important to note
here that the money supply
is a factor of the volume of
money in the economy
times the velocity of money.
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Money is considered liquid
wealth. It is like water. If a city has a
huge reservoir of water, it still does
not have a water supply until it in-
stalls pipes, pumps, and water tow-
ers.

Corporations are sitting on record
levels of cash as are banks and other

organizations. Consumers are saving

at a rate we haven’t seen since the

early ‘80s. Corporations and con-

sumers are also paying down their
debts at record rates.

All of those factors combine to,

in effect, prevent spending, lower
Page 6

take a look at previous
structural downturns! At
least in the last one (1973-
83) we had inflation to
make us think house prices
were rising. Back in that one
though it was rental proper-
ties that took the hit. That
was because the lower eco-
nomic end of the working
population, the ones who
are always hit the hardest,
were mainly renting.

Today, most people own
homes, and most of those
have mortgages. When we
have a lot of people out of

work, we are going to see a
lot of foreclosures and few homes
being bought. Like unemployment
that will take years to remedy.

Meanwhile, we are rebuilding
and what we are creating is far better
than what we lost. The future will be
better than the past.  $$$



