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The strong rebound in the stock market has created defensiveness in many market 

participants.  Investors are increasingly nervous about the broad negative developments 

in government policy.  The Federal deficit is expected to be more than double what it was 

at its peak under the recent Bush Administration.  Health care, the war effort, and 

economic stimulus make the prospects for the budget even worse.  The large debt burden 

on consumers will create tepid spending for many years.  The Fed has created an 

unprecedented amount of credit, raising the prospect of inflation down the road.  Inflation 

would bail out the Federal Government as they currently are locking in low rates, and the 

inflation would melt down their debt in real terms like it did in the late seventies.  Due to 

the enormous slack in the economy, however, economists have concluded that any 

inflation threat is really a 2011 problem.  It’s a big problem.  How can anyone be bullish? 

 

Against this negative backdrop, we remain very bullish.  There are several reasons for 

this.  The most important concept is that these problems are well known and they are 

more than a year down the road.  In contrast, we believe the economy will be stronger 

than the consensus, creating a near term positive surprise in credit repair, earnings and 

with earnings, better valuations than expected.  The market is at the point where it needs 

to see outright growth, not just decreasing deterioration.  We believe we are at that point. 

 

Business confidence is way up.  In the face of the credit crisis, business laid off far more 

workers than they needed to.  The financial crisis, as the catalyst of the economic 

deterioration, left business leaders with little guideposts to judge the shape of the decline.  

There was an over-reaction to preserve the cash flow of the business.  This argues for a 

potentially sharp snapback in hiring.  In any case, labor unit costs are down, productivity 

is up and we expect job growth by year-end.  Initial unemployment claims are at a nine 

month low. 

 

Retailers same store sales are up 4.8% since last December.  Consumer net worth is up 

9% off the lows, and up 21% from 2000.  The recent deflation has also helped the 

consumer in real terms, in spite of very slow growth in nominal wages.  Housing has 

shown two sequential months of price increases (Shiller Index) and nothing is more 

important than a housing recovery to repair the banking system.  Granted, there are 

homes that normally would have been foreclosed where the banks still are under water 

and the occupants have defaulted on their payments.  The foreclosure moratorium could  
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produce future supply but home price recovery could mitigate this problem.  The 

inventory of unsold homes on the market is shrinking.  Housing is not out of the woods 

but it is on the recovery path. 

 

Perhaps the biggest surprise has been the world economy recovering faster and sooner 

than people thought six months ago.  The emerging markets are leading the way but even 

in Germany manufacturing orders are up 17%.  US exports have surged, taking a 

normally lagging industrial sector and making it part of the initial recovery.  The lower 

dollar is a problem (it generates inflation) but once again, this is a problem down the road 

while in the meantime it will help economic growth. 

 

Last earnings season stocks handily beat estimated earnings numbers.  The complaint was 

that although costs were under control, there was little top line growth.  The current 

quarter should start to show both.  It is likely that this earnings quarter will be even a 

bigger positive surprise than the last one.  This should help maintain stocks on their 

current trajectory towards 1200 on the S&P 500 by yearend. 

 

Cash is still abundant and on the sidelines.  In April, the amount of money in money 

market funds was double what it normally is as a percent of stock market value.  

Watching TV, it seems managers are still finding excuses to not investing money in the 

market.  Cash has no yield and every day the market hits a new high, portfolio managers 

are under pressure to invest as the cash drag leaves them behind the market indices.  They 

all correctly cite the 2011 problems and are skeptical of the economic recovery, but they 

ignore the “bird in the hand.”  Retail clients are still basically out of the market.  

Prospective clients at Scholtz & Company have been timid and slow.  CNBC continues to 

give them doubts. 

 

We anticipate that the market will continue to work higher supported by the “surprise” of 

the economic strength and earnings.  Once the crowd has acknowledged the strong 

economy and has gotten invested, the market will then face and focus on the 2011 

problems and we expect to get defensive at that juncture.  This picture is basically a very 

strong, but very short bull market, similar to 1970 through 1972 or late 1974 to 1976.  By 

late 2010, we might be done.  There will be some areas that do well in 2011, namely 

inflation hedges, but the broad list will probably suffer.  We are blessed with very 

interesting times. 

 

 

 

 


