
Fundamentals support stock growth

U.S. stocks continue their methodical rise.  That is likely due 

to the fact that there hasn’t been any credible news that por-

tends a problem with earnings or a change in the Federal 

Reserve’s extraordinary accommodation.  Nevertheless, ev-

eryone is expecting some kind of correction to happen.  There 

will be one.  However, I believe the important question is not 

“When?” but, rather, “How serious will it be?”  I’ll explain why 

I don’t see a reason to sell.  

U.S. stocks are – in my view – reasonably priced at 14 times 

expected earnings and they are cheap relative to bonds.  Ex-

pected earnings are high when compared to historical mea-

sures but there are a number of solid reasons (see February’s 

Perspectives) to expect earnings to stay above trend, at least 

for the foreseeable future.  

If valuation and earnings in the aggregate are fi ne, what 

about at the sector or stock level?  Is there substantive evi-

dence of froth or bubbles developing below the surface of the 

averages?  I don’t believe so.  In my two decades of experi-

ence analyzing valuations of stocks and sectors, I have come 

to understand that there are natural, but transitory, market 

biases expressed in questionable valuation differences.  For 

example, it looks to me like utilities are relatively expensive.  

Investors obviously desire yield and safety but this anomaly 

likely will be traded away when the economy demonstrably 

picks up and rates rise … as they surely will.  There are other 

anomalies but, when taken together, the market’s internal 

valuation dynamics look normal to me.  That is, there are no 

extreme valuation discrepancies that would suggest instability 

within the averages.  

The last point could be very important to the longevity of this 

bull market.  The Federal Reserve obviously wants to sup-

port asset prices but there are real risks.  Money fl ows in the 

direction of the best investment returns and this can be very 

destabilizing: witness the years 2000 through 2008.  I believe 

the Fed waited too long to slow the tech bubble and then 

panicked and kept interest rates too low for too long causing 

commodity and housing bubbles, which nearly collapsed the 

fi nancial system.  The Fed is panicking again with extraordi-

nary accommodation.  The good news is that there aren’t ob-

vious bubbles in U.S. equities.  However, I can’t say the same 

for bonds.

Europe:  What now?

Europe is back in the news.  I hesitate even to offer a com-

ment because making predictions regarding the mess there 

is foolish.  Who would have predicted that the Eurogroup, at 

this stage of the crisis, would confi scate bank deposits in ex-

change for a bailout of Cyprus?  This is a stupid move that 

could easily result in deposit runs elsewhere within the Eu-

rozone.  I believe the evidence so far suggests that European 

offi cials have the will and the means to control this contagion.  

However, I believe it will take some time, perhaps months, 

to fully digest the potential damage this most recent act has 

wrought.  

Instead of trying to fi gure out the latest plot twist, let me pose 

this question:  Is it better for growth in Europe to keep the 

status quo or not?  The ongoing problem is that southern Eu-

rope is uncompetitive under the euro and the adjustment is 

being forced on workers through punishing unemployment, 

lower wages and slashed benefi ts.  Traditionally, the adjust-

ment would take place through currency devaluations, which 

would spread the pain more evenly.  Furthermore, most of 

these economies are struggling under unsustainable debt 

loads.  Debt restructurings are necessary, in my opinion, but 

nearly impossible within the current euro structure.  I believe 

a break-up of the currency union – along with debt-restruc-

turing – is the pro-growth path.  I simply cannot fathom a 

worse option for economic growth than the status quo.

U.S. growth potential improving

Finally, I’m gaining confi dence that a stronger and more du-

rable economic expansion is possible in the United States.  

There’s no doubt that tax increases and sequestration are 

holding us back a bit but I believe improvements in areas 

such as housing and employment will eventually overcome 

this drag.  We will fi nd ourselves in an entirely new invest-

ment environment if the consensus opinion comes around 

and embraces the notion of a durable economic expansion.  

It would be hard to overstate the signifi cance of the bears 

realizing the United States is not stuck in a Japan-like debt 

defl ation.  That would be bad for yield (i.e., bonds and rela-

tively expensive yield-oriented stocks) but not necessarily for 

stocks.  I would expect a period of adjustment for stocks but 

no serious long-term damage because the Fed won’t move 

swiftly for fear of choking it all off and investors will get treat-

ed to better revenue growth. 
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Total Return Portfolio

Equities 72%

Gold 6%

Cash 22%

Total 100%
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