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For 2010, the economic landscape will be the key determinate as to the behavior of the 

stock market, as well as the performance of the different sectors. The big surprise for 

many this year will be the strength in the economy and how it affects incomes, earnings 

and valuations.  This theme, however, has recently been called into question by the 

Chinese monetary tightening as well as the pause in the housing recovery and jobs 

market. 

 

We are in a unique historic period in many respects.  The United States has never been 

more involved in world trade like today.  Exports, as a percent of GDP, have risen over 

the decades and as we exit this recession, they are very important, growing at 25%.  

Machinery, steel, and farm equipment are areas showing very strong increases in 

business. 

 

Low interest rates (the lowest on record) continue to make money very cheap.  So far, 

lenders have been very timid about extending credit but that is about to change.  As the 

economy continues to grow, bad loans will get bailed out, more people will become 

credit worthy and lending will increase.  Mortgage rates are at historic lows and this 

continues to increase home prices as well as sales.  Rising home prices creates equity 

where it had previously disappeared.  Combined with job growth, this will go a long way 

to repair the bad mortgages on banks’ balance sheets.  High yield debt has also declined 

in rates, making company credit more affordable.  At some point growth in credit will 

create inflation in asset prices.  This is the Fed’s intent.  As this occurs, the Fed will need 

to begin to “exit” this extremely stimulatory monetary policy.  The Fed has discussed 

when they may raise rates but they will not create tight money.  They will simply slow 

the credit faucet at some point. 

 

With this strong economic backdrop, corporate profits will soar.  Over the past fifteen 

years, variable costs have been wrung out of companies due to computers.  “Just in 

Time” inventory is a perfect example.  Larger fixed costs as a percent of total costs create 

big volatility in profits.  This is why the past few mild recessions have seen huge swings 

in profits.  The flip side of the recent profit plunge is that profits will roar back in 2010 

more than expected.  Companies are on the verge on net hiring, but labor costs will 

remain subdued due to oversupply.  This is generating enormous productivity gains and 

lower unit labor costs.  As the labor market tightens, cost pressures will arise as pay 

raises work through the system.  At that point productivity suffers but the acceleration in 

consumer income will generate more demand for goods and services.  Cheap labor and a 

strong economy is a recipe for rapid hiring.  Manufacturing hours are up, and temp 
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services report very strong order flow.  Many economists think that companies cut their 

labor too much, reacting to the seemingly black hole of the credit crisis.   

 

ISI, our absolute staple for economic data, has recently raised their real GDP growth 

estimate to four and a half percent for the first half of 2010, and four percent for the 

second half.  They currently have the economy slowing to a solid three and a half percent 

for the first half of 2011.  We are on the cusp of the cyclical economic sweet spot.  This 

year will report higher profits, higher employment, stable interest rates, roaring profits 

and subdued inflation.  This classic early cycle miracle has already been partially 

reflected in the stock market return of 67.8% since the March 9
th

 lows.  The stock market 

returns of 2010 will be more tepid but stocks still have yet to fully reflect the very 

positive backdrop this year.   

 

The fundamentals are far from perfect.  There are some who think the economy will stall 

out.  That is very unlikely but short term this question has had some support as the 

economy has not created jobs in December as anticipated and mortgage applications have 

backed off.  Our best judgment is that the pause in these two areas is temporary.  As the 

economy picks up strength and pricing pressures occur, the bond market will start to fall, 

raising rates.  The Fed should keep short rates low for quite some time but they have no 

control over long term interest rates.  As bond rates rise, it will take its toll on the stock 

market.  The Federal deficit next year and beyond will begin to hit huge numbers.  Our 

government can sell cheap paper for only a time.  With interest rates so low, one analyst 

claimed the government was borrowing at “teaser rates.”  This too will end and as rates 

rise it will aggravate the deficit as well as scare off potential buyers of government bonds.  

Portfolio managers believe that the only solution is to inflate us out of the debt.  Create 

enough inflation that the purchasing power of government bonds is greatly diminished, 

effectively decreasing the debt in real terms.  This will also create dollar weakness which 

is also inflationary.  I agree with this assessment.  It is why gold and other commodities 

are high priced. 

 

Next year has an automatic tax rate hike to pre-Bush levels.  Capital gains taxes, interest 

and dividend income will be hit by the change.  Obama also wants to tax banks to pay for 

TARP losses.  He also wants to keep taxes on dividends and capital gains at twenty 

percent after the increase.  Hitting a weak economy with tax increases will slow the 

recovery.  The taxes are obviously not good for the stock market. 

 

This morbid picture will not play out until next year.  In this context, we have a period of 

excellent news on the economy and earnings, followed by an enormous headache from 

inflation.  Although I am very optimistic on 2010, I fear the bull market cycle will end in 

2011, making it one of the shortest on record.  While Schwab is advertising to get back in 

the market but, “do it different this time,” we are dialing back risk a bit and are mapping 

out where we will hide at the next cycle peak.  Short term debt, converts, high yielding 

stocks, and quality defensive names will be the place to be.  Later this year, inflation 

hedges might do very well like gold and energy stocks.  REITS with their high yields and 

inflation-hedged real estate should do well.  There are always stocks to own, but this 

tricky market will challenge even seasoned veterans.  


