Closing The Books on 2004

The Economic Grinch


I’ve got an image of the Grinch that stole Christmas in my mind right now. Remember that poor little dog with twig antlers struggling to pull the Grinch, and a huge overloaded sleigh, up the mountain? Actually, that is a fairly accurate image of structural problems weighing on the economy and the markets. It is tough going. In the short term markets react to politics as usual and headline news, energy prices or the war on terrorism. Long-term the markets respond to progress or lack of progress being made on structural issues like:

· Budget and trade deficits
· Weak/strong currency
· Consumer debt levels and savings
· Social Security, pension and health care reform
· Government fiscal/monetary policies that create headwinds or tailwinds for the economy
These factors ultimately contribute to the long-term valuation of securities, but price and value are two different things. In the nineties we were headed down the mountain so fast and effortlessly, most didn’t notice that prices were disconnecting from value. The sleigh eventually whizzed passed the dog, crashed, and left wreckage that is still being cleaned up to this day. Now we are in recovery, but headed up the mountain and I contend that price and value are connected by the thinnest of ropes. In this scene the sleigh is more overloaded than most think and the rope runs the risk of snapping.

A Look in the Rear View Mirror


The last secular bull market began in 1982 when valuations were disconnected from prices too, but on the other end of the spectrum. Stock market valuations were dirt cheap, after suffering through a decade long bear market in the seventies. Nobody wanted to own stocks! Interest rates were sky high and money was dear. People were sacking away savings and headlines blared: “The Death of Equities.” Over the next 18 years interest rates migrated down and equity valuations, with bumps along the way, went up, way up! The sleigh was racing down the mountain, picking up speed. From time to time a crisis would arise, but our economic sleigh always seemed to avoid crashing. It is the mirror image of what we have today.

Just How Expensive is the Market?


Unfortunately, more than you might think! We subscribe to research called “Risk-Controlled Investing” that cited a report from The Leuthold Group. Steven Leuthold produces thorough, thought provoking research for the investment community. The charts that we found interesting demonstrated whether the stock market was expensive or inexpensive and where secular and cyclical bull and bear markets stack up relative to valuation, economic and interest rate cycles. (over)


The key to interpretation is in understanding “ten year normalized P/E ratios” (price divided by earnings – a measure of a stock or stock markets’ relative valuation) for the S&P 500 from 1926 to date.
 Because earnings fluctuate widely up and down from year to year, normalizing them provides a truer picture at a particular point in time, and as a result, provides a more accurate relative P/E ratio. To get to the bottom line:

· Current market valuations are in the most expensive quintile (the most expensive 20%) in history).

· When the market is in this “most expensive 20%” the market has returned a 0% return over the following 10 years.

· Stocks are at the second highest price point in history, the highest being March of 2000.


At Hayek Kallen Investment Management it is our responsibility to focus on the risks and our conclusion is that the risks are still large and need to be taken into account by all intelligent investors.
2005 and Beyond!


The good news is that our newly elected leaders are aware of the problems and are working toward solutions. The bad news is that there are no quick fixes. Easing away from structural problems without a crisis is not easy, but it is everyone’s objective and in everyone’s interest. Let’s hope it happens that way. 


We are excited and optimistic that 2005 will be a good year for you. Last year we “re-branded” the firm to better communicate the service we provide, and in 2005 we celebrate our 20th year in business. After a year’s hiatus we will be publishing a new and refreshed Value Investment Review. Joe, Eric and I will contribute articles that are meaningful, relevant and enjoyable to read.
The Reason for the Season

“Do not be afraid, Mary, for you have found favor with God. And behold, you will conceive in your womb and bear a son, and you shall call him Jesus.” The archangel Gabriel – Luke: 1:30 RSV

Christmas peace to you and yours! There has been some well  publicized confusion about the reason for the season, but for almost all Americans it is crystal clear what the celebration is about. With that fact in mind, rather than Christmas cards to you, Hayek Kallen, on behalf of our clients and friends, is donating to the Prison Fellowship Angel Tree and The American Cancer Society. In a subsequent Value Investment Note I will give you some feedback from the prisoners and their children. The return on these kinds of investments is everlasting!

Fred Hayek, Founder and President

December 2004

� Normalization means, in this case, that nine years of earnings and one year of projected earnings are averaged together and divided by the current price of the S&P 500 at a particular point in time.





