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"Whither the US Stock Market?”

Dr. E. Ted Prince
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Perth Leadership Institute
www.perthleadership.org

China Times (Beijing)
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The US market has been confounding the experts and continuing to rise. Soisit going to
continue increasing?

Right now the US market has a P/E of around 18. That’s above the long-term trend of 15
or so which implies that’s its overvalued. But in these things a difference of 3 in P/E can
be meaningless. And you can do all the technical analysis you like but it’s still technical.
If you use fundamental analysis, the problem isthat you lose the political dimension.

In my view the most important factor in global stock prices has been the Federal Reserve
and not fundamental levels of economic activity. For severa years economic conditions
in the devel oped world have been poor as aresult of the Great Recession.

What has apparently improved things has been the ultra-low level of interest rates
engineered by the Fed. This hasresulted in an artificially low cost of money and thus the
explosion in certain commodity prices including, until recently gold, Bitcoins, US
housing and US stocks. While other investments have been doing poorly, people have
nowhere to put their money except the US stock market. The reason for the US stock
market doing so well has been mainly the US Fed keeping rates low.

However there is one powerful economic factor in the US other than the Fed which is
also going to have an impact. That is US energy production of oil and gas. That has
radically changed the US situation in terms of its energy dependence. That is significantly
increasing US production and the rate of growth of US GDP which, aswe have seenin
the last couple of quarters, has been unexpectedly high.

All the data suggests that US energy production will continue to significantly increase for
the foreseeable future. This has significant dynamic effects. It means adeclinein the
trade balance for a start. It also means lower costs for manufacturers due to price
reductions in many industrial feedstuffs. These will all have significant other knock-on
effects. Thiswill continue to lead to strong risesin GDP and the level of US economic
activity. Thiswill put pressure on the Fed to increase interest rates faster than it otherwise
would have done and thus put more pressure on US stock prices.



The US Fed is already ratcheting down the level of stimulus through its tapering policy,
that is, its reduction in its bond-buying efforts. As economic activity expands we can
expect to continue to see bond-buying by the Fed declining. We can therefore expect to
see avery gradual increase in interest rates, certainly not major, but certainly enough to
push them by about 1% or so over the next year or so. Thiswill certainly impact interest-
rate sensitive areas such as gold, housing, capital goods and thus stocks.

We can already see some of the tapering having an impact. Gold is off its highs, Bitcoins
are cratering (although there are also other reasons for this) and the US housing market is
softening quite significantly. Over the longer-term, housing and stocks tend to movein
tandem since both are influenced positively by cheap money. The current slowdown in
the US housing market is almost certainly awarning of aslowdown in the US stock
market, albeit it with alag.

Amongst US stock traders there has long been a famous saying “Don’t fight the Fed”.
What it means is that once the Fed takes a policy standpoint, you cannot be opposed to it,
even if the Fed iswrong since it has so much power in the market that if you are on the
wrong side of the trade with the Fed, you will lose.

While the Fed was powerfully easing monetary conditions this meant that it made sense
to be in stocks since you could be sure that the Fed would do nothing to hurt them. But
the Fed is now telling us that it will do thingsin such away as to reduce monetary easing
which will therefore make money more expensive. And the energy boom in the US, if
anything, means that the Fed might even have to increase rates faster than it is planning
now which would mean more downward pressure on stock prices.

The new head of the US Fed is Janet Y ellen who is known as a dove, or more open to
playing it safe though monetary easing. However the strong stimulus that is impacting the
US economy through its massive local expansion in energy production is already having
an impact on the Fed’s policy direction. Although Yellen is a dove, she is also smart and
won’t alow her policy predilection to sway good economic judgment. In addition there
are hawks on the Fed who are going to continue to push more strongly for amore
hawkish policy. That will mean the further reduction in the taper and even adirect risein
interest rates. Thiswill lead to strong downward pressure on the US stock market.

| think that the only thing that could change this story isamajor economic problemin
China. The emerging consensus of economic analystsin the US isfor some type of
liquidity problem to hit Chinese banks because of the high levels of debt in China. If this
did get out of control, asit could, then we could well expect the Fed to ease conditions
again to help bail out the Chinese economy, just as the Chinese government helped bail
out the US economy by massively expanding debt in the 2008-2011 periods. One good
turn deserves another.

That would mean that the US stock market could start turning up again. In other words, if
China hits amajor banking problem, then the US stock market will go up again. If China



manages to get through its debt issues relatively unscathed, then it’s all downhill for the
US stock market.
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