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This is a very difficult time and although I only write every three months, I thought I 

would share some quick thoughts.  There is much confusion regarding Fed policy and the 

short term direction of the US economy.  Another dip in economic activity at this point 

could be catastrophic. 

 

As is almost always the case, the stock market right now is a captive of perceived future 

economic activity.  It is my strong belief that the outcome rests on the housing market.  If 

housing resumes its price decline, more loans will go bad, more banks will be in trouble, 

and banks will not increase their loan portfolios, creating a potential economic decline. 

 

We have recently gone through a period of growth slowing down.  Housing prices 

stopped recovering and job growth was sluggish.  This slowdown is what created the 

market correction of this past spring and summer, finally ending in late August.  From 

this point, I have concluded that the key to the housing recovery is an increase in jobs, 

accelerating total consumer income and one by one, eliminating bad mortgages with new 

buyers, or creating performing loans out of non-performing loans by obtaining a job.  

This will feed on itself and give business confidence to increase hiring in a virtuous 

cycle. 

 

The past few weeks have quietly witnessed some very encouraging job numbers as Initial 

Unemployment Claims have started to plummet again and are at lows we have not seen 

since 2008.  The flipside of not laying people off is to hire more than before.  Assuming 

this pattern continues, it will feed into housing and the economy, driving the stock market 

up. 

 

At the Federal level things have gone from bad to neutral as the administration is 

attempting to become more business friendly.  The tax increases of early next year 

probably won’t happen and although there is nothing positive on the horizon for 

investors, at least the changes in rhetoric are in the right direction.  The large scale 

security purchases by the Fed are having a positive effect on short term borrowing and 

mortgage rates in the five year ARM area.  This encourages economic activity, which 

helps the process.  It is true that the large amount of money printed by the Fed poses an 

inflation risk, but with all the slack in the economy, it will take a while.  The hope is that 

the Fed by then can reverse a lot of this stimulus, in the context of a robust economy.  

Strong commodity prices have not been able to be passed through except in fresh food 

and energy.  Inflation is not out of control and the Fed has an opportunity to move before 

it does, although in my mind, inflation does remain the biggest risk for 2012.  
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Still, Europe is a problem and the bailout of Greece, Ireland, Portugal, and Spain will be 

painful, but will not sink the banking system.  More importantly, the US is only affected 

by the potential loss of exports to Europe.  Our banks are not exposed.    I have always 

viewed Europe as slightly growing or slightly shrinking economically, and this does little 

to change my view.  China, whose economy represents 40% of incremental world GDP, 

is the big risk.  Recent monetary tightening to fight inflation threatens the strong Chinese 

growth rate, and this would slow world growth.  It is important to realize the political 

problem China has with even slow growth, since its people are hungry to prosper.  It is a 

long way from nine to zero percent growth and the Chinese have shown they are 

reasonably adept at managing the problem.  They are now the world’s second largest 

economy so every year Chinese growth has a greater effect on world prosperity.  They 

should not have a recession anytime soon. 

 

So where does this leave us?  The market has become increasingly cheap over the past 

few years due to the rapid rise in record, yes, record earnings.  Price/Earnings ratios are 

getting low.  Dividend yields on Blue Chips of three percent or more are common, 

something we have not seen since the 1980’s.  Low bond yields are forcing income 

seekers into stocks.  I am cautiously optimistic that the encouraging employment data 

will continue.  This in turn should slowly pick up the housing market.  The daily negative 

testaments have shown little ability to take this market down.  The cash hoard will slowly 

succumb and work its way into the market so the outlook for stocks is quite good for the 

next year and a half.  


