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Panics, Depressions, and Recoveries

Contrary to popular opinion, the longest economic contraction on record for the U.S.
was not the Great Depression, but rather the period from 1873-1879 known as the
Long Depression. Precipitated by the bursting of an investment bubble in railroads
and the failure of a major investment bank, the Long Depression began with the panic
of 1873 and lasted 65 months. Over 18,000 American businesses failed and ten states
went bankrupt. Unemployment skyrocketed to over 14%. Prices plummeted in a
severe deflationary collapse.

Not surprisingly, the impact of hard times on the psyche of Americans was profound
and long lasting. Businesses and consumers retrenched and deleveraged. Capital
available for growth and expansion contracted as everyone hunkered down to prepare
for the next crash. Consequently, recovery from the Long Depression was anything
but smooth. Business spending expanded and declined in fits and starts for several
years amid various government policy initiatives. As with all economic contractions,
the catalyst for the ultimate recovery is debatable, and there is no shortage of
academics, business leaders, or politicians willing to take credit for the idea or policy
that allowed us to climb out of the economic abyss. Resetting to the gold standard,
easy money/liquidity programs, and railroad expansion stimulus projects have all
been cited by economists as factors that led to an improvement in the economy.

The greatest influence, however, was likely the simple passage of time and slow, but
steady improvement in confidence and a willingness to take on risk. The efficacy of
government initiatives, though well intentioned, is unproven. What is known is that
our nation’s history is fraught with booms, panics, economic collapses, depressions,
and recoveries. It is part of the fabric of free market capitalism. In each instance, the
way forward was unclear, obfuscated by fear and uncertainty. In the midst of
immense challenges, each crisis feels worse than any of those experienced in the past,
hence our penchant for increasingly hyperbolic labels. Yet, however insurmountable
the problems may have seemed at the time, we recovered from the Long Depression,
the panics of 1873, 1893, 1907, 1929, and the Great Depression, and we are recovering
now from the Great Recession.

Thank you for your trust in us. We value our relationship with you. If you have friends, family or
colleagues that could benefit from our range of investment, trust, and financial planning
services, we would be honored by your referral.

• Another View

U.S. Housing Continues to 
Improve: Broad housing data 
continue to surprise to the 
upside and homebuilding 
activity would need to increase 
for several years to catch up to 
the pace of household 
formation.  
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The Current View

Dissecting Market Performance

U.S. markets have been off to the races in 2013. Indeed, the Dow Jones Industrial
Average has eclipsed its previous all-time highs, and the S&P 500 is within a whisper
of its all-time closing high of 1565 first achieved in October 2007. Thus, U.S. stocks
are up around 8% year-to-date as of this writing. A deeper look inside the numbers is
revealing in that more defensive sectors like health care and consumer staples are
outperforming, while traditionally cyclical sectors like materials, info tech, and energy
are underperforming. The dispersion of returns among stocks has increased and the
performance is more varied than in years past. Indeed, many industrial bellwethers
have lagged the overall market. Caterpillar, for example, is down 3% year-to-date.

International stocks, plagued by concerns over growth and inflation in China, have
fared far worse than their U.S. counterparts. As noted above, correlations within
markets have declined, but they also have declined across markets. In times of crisis,
assets tend to move in unison (i.e. “risk-on”/”risk-off”) and the correlations increase,
but when the crisis fades, market-specific fundamental drivers become more
important. The emerging markets index is off 6% year-to-date, thus underperforming
the U.S. by as much as 14 percentage points. The most significant component of the
Emerging Markets Index, the “BRICS” or Brazil, Russia, India, and China, are down
over 5%. Europe and the rest of the world have been mixed. The MSCI EAFE Index
(largely Japan and Europe) has done much better than Emerging Markets at +3%, but
still significantly trails the U.S.

Bond market performance has been mixed. With interest rates up 0.2%, longer- dated
bonds have suffered. The U.S. Treasury 20+ year Index has declined about 4% year-
to-date. The overall bond market, as measured by the Barclay’s Aggregate Bond
Index, is off 0.3%. Municipal bonds have fared somewhat better, and, as a group, are
up slightly for the year thus far, while high yield corporate bonds have increased
around 3%, reflecting investors’ insatiable demand for higher yield.
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Valuing Stocks and Bonds

Stocks, as measured by the S&P 500, trade at roughly 14x estimated 2013 earnings.
This valuation multiple is slightly below the market’s long-run median of 15x. If
stocks were to appreciate to 15x 2013 estimated earnings, the S&P 500 would climb to
1,665, or about 7% above current levels. Further, one could make the argument that
six months from now, stocks will be trading on 2014 estimated earnings. Using
Goldman Sachs’ 2014 earnings estimate of $114, stocks could trade as high as 1,710
before year end.

Comparing the earnings yield of stocks with the yield on bonds can be instructive and
help illuminate the relative value of stocks and bonds. The current S&P 500 earnings
yield (estimated earnings per share of $111 divided by the market’s current price of
1,555) of 7% exceeds the yield on 10-year Treasury Bonds of 1.9% by 5.1%. The long-
term average difference between these two measures is approximately 3.6%. Are
bonds overvalued or stocks undervalued, or both?

No one knows for sure, but if this gap between the stock earnings yield and the 10-year
Treasury bond yield narrows, it will likely be due to further improvement in the
economic environment and greater risk taking. In this case, if we assume that the gap
returns to an average level of 3.6% by equal amounts of stock appreciation and higher
interest rates, it would equate to a decline in the stock earnings yield to 6.2% as stocks
rise in value, resulting in an implied price-to-earnings ratio or P/E of 16.1x, which
multiplied by $111 in estimated earnings produces an S&P 500 price target of 1,787
and a 10-year Treasury bond yield of 2.7%.

This scenario is plausible and it would be hard to argue that stocks would be
meaningfully overvalued if earnings were to come in as expected. However, as we
have seen with recent news from Cyprus, there are a great many significant problems
lingering beneath the surface, and the possibility of a financial shock, while remote,
cannot be ruled out. Bond yields, as measured by the U.S. 10-year Treasury bond, may
have bottomed in July 2012 at 1.4%, yet bonds will surely find buyers in the event of
another economic collapse, even with rates near all-time lows. Therefore, while the
path to higher interest rates and lower bond prices seems a more likely one, investors
must be reminded that abandoning balance and diversification can be perilous. To
wit, many investors brazenly called an end to the Japanese bond market at similar
yield levels to the where the U.S. market trades today, only to see bonds and stocks
plummet for another 10 years. The Japanese 10-year Bond yields just 0.57% today
and the Nikkei 225 remains 68% below its high achieved 24 years ago.
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The Road Ahead

Ultra easy Fed policy and quantitative easing are both a blessing and a curse for
investors. To the extent markets forecast economic activity, investors have become
conditioned to expect Fed support when markets signal that economic conditions have
weakened, thus putting a virtual floor under asset prices. However, when and how the
Fed removes stimulus, and the resulting impact on the economy, remain somewhat of
a mystery. Moreover, the global nature of markets ensures that we in the U.S. cannot
become an “oasis of prosperity” as Alan Greenspan famously once said. Accordingly,
we will continue to be confronted with risks from the world’s largest economic area:
the European Union, which remains in recession and susceptible to banking crises a la
Cyprus.
To be sure, aftershocks to the financial crisis remain possible, and investors’
preference for low quality (“junk”) stocks and bonds, coupled with record low
volatility, suggest a disconcerting level of complacency has set it in. Investors,
therefore, must remain vigilant to potential risk despite the recent sanguine market
environment.
The road ahead is never entirely clear. Just as in the Long Depression of the late
1800’s, and throughout our history, it is hard for us to envision a time when the
economy will achieve a self-sustaining pace of growth. There will always be twists and
turns and unexpected potholes, but it feels like there is more uncertainty behind us
than in front of us.
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Another View

U.S. Housing Continues to Improve

Data points on the U.S. housing market continue to surprise to the upside. February
housing permits surged 5% to 717,000, the highest level since October 2008. Existing
home sales rose in February to a seasonally adjusted annual rate of 4.98 million, a
10% increase over February 2012 and the highest rate since November of 2009, and
the national median home price increased 12% to $173,600. Finally, listed inventory
of homes for sale dropped 19% year-over-year from a 6.4 month supply to a 4.7 month
supply.

While the data are encouraging, Case-Shiller points out that there are still “millions of
homes with delinquent mortgages, in the foreclosure process, or in REO inventories
listed for sale or waiting to be sold.” To put the recent improvement into perspective,
the National Association of Home Builders/Wells Fargo Housing Market Index has
been steadily improving since it hit an all-time low of 8 in early 2009, but at 44 it
remains in contraction territory and well below the average of 68 in the housing
construction peak experienced in 2004-2005.

The market is clearly improving but no where close to another bubble. The Wall
Street Journal recently wrote that “Between 1998 and 2002, a preboom period that
included a mild recession, building permits averaged 1.65 million a year. Adjusted for
today’s population, the same pace would imply 1.82 million permits a year.” Thus, the
current annual permit rate of 717k is less than half the pace experienced in the period
referenced by the Wall Street Journal and way below the expected annual household
formation rate of 1.3 million, implying that household construction and related activity
may continue to increase for several years, good news for the economy.


