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Another G

The US stock market has en-
joyed an uninterrupted advance
from the Spring of 2009 up
through 2014. This bull market has
already exceeded the average
length of bull markets since 1871
which is 67 months. Does this fact
dictate that investors should as-
sume a defensive posture or are
there other factors that should be
considered?

Of course there are other fac-
tors, and the key to success is to
identify them and then prioritize
them as to which ones will have
the greatest impact on determining
the direction of the market in 2015.

Price/Earnings Ratio

Let’s begin the identification
process with relative valuation of
the stock market expressed as the
Price/Earnings ratio or P/E. The
current P/E ratio is about 19.37;
that means that the S&P 500 index
is trading about 19.37 times what
the companies included in the in-
dex are earning. Historically, this
is in the upper range of fully val-
ued but not in the over-valued
range and well below the extreme-
ly over-valued range. The extreme-
ly overvalued range — at 27 to 28
times earnings — is where bear
markets typically begin. So for
now, we can put the P/E ratio in
the cautionary area but not in the
imminent danger zone.

Quantitative Easing (QE)

The biggest factor that has im-
pacted the direction of the market
over the last five years has been
the actions of the Federal Reserve
(FED). Their policy called Quanti-
tative Easing (QE) [i.e. creating
enormous amounts of money] offi-
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cially ended in October 2014. Dur-
ing the preceding five years, the
FED created about $3 trillion in
their attempt to use all of the tricks
in the playbook of the central bank-
ers to rescue the US economy. A
substantial amount of the gains in
the US stock market can be attribut-
ed to the FED policy and not the US
economy which has had a sluggish
rate of growth when compared to
the stock market. The economy un-
questionably benefitted from the
FED’s activities, but it never re-
ceived the full benefit of all that
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money creation because much of
the money went into financial assets
instead of entering the “real econo-
my”.

Why didn’t the bulk of the QE
money reach the “real economy™?
Basically, there were two reasons
why it did not:

e First, the sheer amount of mon-
ey created was more than the
economy could absorb.

e Second, and probably most sig-
nificant, were the governmental
policies that placed many re-
strictions and additional regula-
tions on businesses that then
caused them to be reluctant to
expand.

So what happens now since the
FED has ended QE and is about to
begin raising short-term interest

?

rates? The ending of QE should not
be too significant because there is
already an abundance of liquidity
(money) in the system. Nor should
beginning to raise interest rates in
2015 prove to be too problematical
for the market. Janet Yellen (FED
Chairperson) has stated that the in-
creases would be very gradual and
would be dependent upon economic
conditions. However, post 2015, the
FED is likely to be raising interest
rates more aggressively while trying
to engineer a “soft landing.” This is
when the market will face strong
headwinds. (A “soft landing” means
taking the extra money out of the
system that it put in with QE with-
out destroying the economy and the
market)
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Condition of US Economy

The actual condition of the US
economy is another factor that im-
pacts the direction of the market. At
this point this is positive. The re-
covery coming off of the impact of
the “Great Recession” has been
sluggish unlike previous recoveries
from recessions which are generally
rapid and robust. This recovery
could be labeled a “soft takeoff” in
contrast to the FED’s desire for a
“soft landing” when unwinding the
QE.

The benefit of the sluggishness
over the last five years is the fact
that the recovery has been extended.
Typically, after a lengthy recovery,
the economy would begin to over-
heat and be in danger of slowing
down, but since the economy has
had an anemic recovery, it is actual-
ly strengthening instead of slowing
down. If the economy does continue
to strengthen as has been predicted,
then the E or earnings part of P/E



/ill grow and be able to support a larger
', which is the price of stocks, and will
e positive for the market.

Vorldwide Economies

Another factor supporting the US
tock market in 2015 is the point that,
mlike the US, the other major econo-
nies around the world are under vary-
ng degrees of stress. The European Un-
on (EU) is teetering on the brink of re-
:ession. Japan is desperately trying to
:ome out of a decades-long decline and
here are signs that indicate that they are
10t succeeding. China’s economy is
slowing down to a greater degree than
iticipated, and many oil exporting na-
jons are having great difficulty because
»f the decline in oil prices. These world-
wide circumstances have caused global
investors to send an increasing amount
of their capital to the US. This capital is
supportive of stock prices.

Declining Price of Oil

The rapidly declining price of oil is a
factor that is mostly positive but not
entirely so. Cheaper energy prices put
more money in the hands of the con-
sumer. Consumer spending makes up
about 70% of the US economy and is a
very good thing. However, a significant
amount of the good (high paying) jobs
created in the last five years have been
in the energy sector. If oil prices decline
further and remain low for an extended
period of time, US oil producers will

begin to cut back and lay people off.
Overall, there is no argument that low
oil prices are not beneficial, but it is
important to realize that there are some
negative impacts as well.

Crude Oil Price

50.82 USD/bbl

Crude Oil Price USD/bbl
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Worldwide QE Policies

Worldwide QE policies is another
factor that is currently having a large
effect on stock prices and in 2015 is
likely to have even more influence.
When money is created in the European
Union, Japan, or China, it impacts mar-
kets and investments all around the
world just as when the FED was imple-
menting QE it affected all financial
markets. Currencies are liquid invest-
ments and, like water, will not stay in
one place. Therefore, the money creat-
ed in these other countries will impact
US markets and will have an effect sim-
ilar to the FED extending the QE pro-
gram only on a smaller scale. Ironical-
ly, a by-product of all of this QE is low-
er interest rates in the US as well as
around the world which is contrary to
what the FED is presently trying to do.

Interest rates are so low in Germany
(around .5% for their 10-year bond) and
Japan (less than .4% for their 10-year
bond), it puts downward pressure on US
rates (US 10-year bond had been as high
as 3% last year and is now around 2%).

Political Landscape

Another market-impacting  factor
may be the changing political landscape
due to the election last November. The
market impact of this change is hard to
determine because it is not possible to
know how the Administration and the
Congress will resolve their differences.
Generally, the market likes split govern-
ment (gridlock) because very little is
accomplished. This is usually viewed as
favorable because most government
action involves tax increases or new
regulations, neither of which is good for
business. This factor will have to be
watched and evaluated before a plan of
action can be determined.

Bottom Line

The bottom line is that the positive
factors of more money creation
(international QE) and an improving US
economy should outweigh the negatives
and produce a positive 2015. However,
because the market is pretty much fully
valued, it is likely that there will be in-
creased volatility. This type of econom-
ic scenario generally favors good man-
agement and stock selection over index
type investing.

Outlook

The year 2014 was a good year for the US markets and
not as good for international investments. International
diversification did not produce results as good as those for
a US-Only portfolio. Most likely, 2015 will be different
since many foreign markets underperformed and are not
fully valued as is the US. When the other nations fully im-
plement their QE programs it is probable that the foreign
markets will benefit more than the US will. However, the
US still has the strongest economy. Therefore, a diversi-

fied approach is the way that we intend to proceed. We
expect a positive year based on the factors that were dis-
cussed: however, it is not likely to be a strong up year as it
could be volatile throughout the year.

As is always the case, unforeseen global eevents could
dramatically change the picture and. consequently, alter
anticipated market performance.

We wish all readers of this newsletter a happy and
prosperous 2015!
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