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Riding the Baby Bull

Bull markets are born on pessimism,
grow on skepticism, mature on optimism,
and die on euphoria.

- John Templeton

Legendary investor, the late John Templeton, was
fond of saying the best time to buy stocks was at the
moment of “maximum pessimism” — when new
“bull markets are born”. Certainly in modern market
history there was seldom, if ever, a more verdant
pasture of pessimism upon which a new baby bull
market could graze! As illustrated by the NDR
Crowd Sentiment Poll chart on the next page, we
witnessed investor sentiment bounce off extreme
negative levels during the last quarter right around
the time of the recent market low on March 9th.

Not in a very long time had the market put investors
through such a long, torturous period - in fact, never
in the lives of most market participants today.
Without much pause after the disastrous and nerve-
wracking fourth quarter of 2008, this year through
March 9th the S&P 500 continued its waterfall de-
cline another 25% confounding the likes of Warren
Buffett and other notable, though rare, market bulls
who publicly proclaimed that stocks had become
very attractive even as early as last fall. Indeed, the
S&P 500's decline in the six months leading up to
the March low was the steepest since 1932/; and the
decline in inflation-adjusted market value from the
high, way back in 2000, was exceeded only three
times in history - the last being 1929-1932' ...talk
about a virtual water-boarding of investor psyche -
it's no wonder market sentiment reached levels of
sheer despair! Not withstanding a spirited 18% re-
covery from the March low, the S&P 500 finished

down 11% for the quarter - its sixth quarterly de-
cline in a row. The startling improvement in market
sentiment late in the quarter belied a continuing
steady stream of bad (though in certain ways some-
what more hopeful) economic data.

There's no denying global economic activity “fell
off a cliff” in the fourth quarter of 2008. However,
it's ridiculous to compare current economic condi-
tions with the Great Depression - for no other reason
than policymakers this time, among them our Fed
Chairman Bernanke, a student of the Depression,
understand the need for the massive (if unnerving)
liquidity creation now underway. Still, much of the
headline economic data suggests we may be in the
most serious recession since the 1930s: in the fourth
quarter profits suffered their biggest decline in 55
vears, fourth-quarter GDP contracted by an annu-
alized -6.3%, its biggest decline since the first quar-
ter of 1982; gross domestic income fell the most
since 1980 and jobless claims are on the rise. This
period may well turn out to be what some have
dubbed “The Great Recession” - entering its 15th
month, about two months shorter so far than the
longest previous postwar recessions of 1973-1975
and 1981-1982°.

! The Economist — March 12th

2 Ned Davis Research
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Comparisons to the recession of 1981-1982 seem
more apt to us; for even in the face of skyrocketing
unemployment in 1982, the S&P 500 gained over
50% from August of that year through December of
1983, the month in which the unemployment rate
finally peaked at 10.1%. Today, the stock market is
starting to look ahead, shaking off the extreme pes-
simism engendered by cascading market declines
and some of the scariest headline economic data
we've seen in a long time. To be sure, the bad eco-
nomic news will continue to flow; and unemploy-
ment (a lagging economic indicator) may not peak
for 6-9 months. However, as Warren Buffet says,
“The future is never clear; you pay a very high price
in the stock market for a cheery consensus”.

Recent strength in some commodity prices, the PPI
and CPI, as well as generally higher yields in the
Treasury market indicates to us we may be nearing a
bottoming process in inventories and industrial de-
mand. Gold and Emerging Markets joined com-
modities in leading returns for the last quarter. The

unsustainably low production of everything from
steel to automobiles over the last two quarters could
be setting the stage for a typical, post-recession, lev-
eraged rebound in economic activity.

Our confidence in the vitality of the stock market
rally which began last month is bolstered by the fact
that through March 23, the S&P 500 posted its larg-
est 10-day gain since 1938 - accompanied by his-
torically and convincingly wide market breadth
(meaning most stocks participated in this rally). To-
gether, we take these admittedly technical market
observations as strong evidence that the near-term
market downside risk is low. Fundamentally, too,
there is ample liquidity in money markets to support
stock prices should investor sentiment continue to
improve (as shown on the graph to the right).

In the meantime, however, reported corporate earn-
ings will remain on the ropes for at least several
more quarters. We expect corporate managements
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Monthly Data 10/31/7980 - 2/28/2009 (Log Scale)
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to throw every form of non-cash charge and balance
sheet write-off into upcoming corporate reports, ex-
acerbating the free fall in reported earnings, but
clearing the way for robust future earnings compari-
sons when business improves. Stock prices should
remain buoyant relative to earnings, anticipating the
inevitable profits recovery - which would lead to
higher price/earnings multiples. However, against
other valuation metrics we employ, such as price/
cash flow and price/book value, stocks look rea-
sonably if not attractively valued, despite recent
gains.

There is still little evidence that much liquidity has
been worked into the economy from the government
stimulus efforts, which we see reflected in low
monetary velocity. However, current scattered evi-
dence of a slowly improving economy and better
consumer confidence suggests to us it's likely much

One Portland Square P.O. Box 31

of the stimulus effort will take effect affer it is most
needed (as in stimulus efforts during previous reces-
sions) providing a strong tailwind into the next up-
wards earnings cycle.

Accordingly, we have continued to shift our portfo-
lio emphasis towards "real economy" stocks - a
strategy that is working well very early in this quar-
ter. Encouragingly, the strong relative performance
of basic material stocks is consistent with the pass-
ing of other bear market lows. Additionally, in our
portfolios we see no reason to abandon the ex-
tremely high-quality, stable franchises - the Johnson
& Johnson's of the world - which continue to trade
at attractive valuations. Therefore, we think the best
portfolio strategy is to invest in securities of both
defensive and cyclical companies, which combines
the best attributes of their stable cash flows and
earnings leverage, respectively. We continue to em-
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phasize exceptional balance sheet strength in our
portfolios since strong companies typically emerge
from tough economic times even stronger than their
competition.

In considering our asset allocation we view today's
market landscape as a “good news / bad news”
situation. The “bad news” is that over the past pain-
ful year-and-a-half bear market, diversification
failed to afford much portfolio protection as most
asset classes performed miserably together. The
only two true bastions of safe diversification were
cash and U.S. Treasury securities. As a result, both
of these asset classes are extremely expensive - re-
flecting the market's willingness to accept negligible
or even negative real returns to avoid market risks
of any kind. On the other hand, as the market de-
clined, higher “risk” was reflected in the prices of
most corporate securities - both stocks and bonds -
whose valuations now present opportunities to earn
outsized long-term returns across both asset classes.

This has important implications for investors who
may be interested in realizing higher income from
their portfolio, or who would feel more comfortable
reducing their direct exposure to stock market risk
after suffering through the recent turbulence. Today
the “good news” in terms of the asset allocation de-
cision is that corporate bonds, at current levels, pre-
sent an effective way to earn a higher current in-
come return and the opportunity for some capital
appreciation as bond prices rise with improving
prospects for corporate profits.

Certainly there are times when maintaining a long-
term market view can become psychologically chal-
lenging; today is one of those times for investors,
including many of our clients. Therefore, we are
urging our clients to take advantage of the recent
market strength to re-calibrate their “psychological
threshold” (a term we borrow from a friend and cli-
ent going through just such an exercise), and to
weigh the utility of sleeping well against the value
of future portfolio returns in the context of high
market volatility. Our portfolio managers can assist
clients in making any necessary adjustments to mar-
ket exposures and liquidity levels after reviewing
each client's situation with them.

We believe the economic and market tide is turning
for the better; though we expect the markets will
perform far better than the economy in the near
term. We are certain the markets will experience
plenty of continuing volatility along the way, recog-
nizing the myriad systemic and unquantifiable risks
embedded in the balance sheets of our banks, corpo-
rations and even, or especially, our Federal Reserve
and the Treasury.

If, as they say, markets like to “climb a wall of
worry”, then the markets should find plenty to like
about our current economic circumstance. In the
meantime, we are working hard to understand the
implications of political and policy developments as
they unfold and what they might mean to the mar-
kets and our clients’ portfolios.

A FOUNDATION OF TRUST — FOR OVER 150 YEARS

ESTABLISHED 1854

A MAINE TRUST COMPANY &
REGISTERED INVESTMENT ADVISOR

One Portland Square P.O. Box 31 Portland, ME 04112 800-456-6710 www.hmpayson.com


eaw
Highlight

eaw
Highlight

eaw
Highlight

eaw
Highlight


	Riding the Baby Bull

	Quarterly Investment Publication · Spring 2009

	Perspectives



<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /None

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Error

  /CompatibilityLevel 1.4

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.0000

  /ColorConversionStrategy /CMYK

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams false

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments true

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 300

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 300

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile ()

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<



    /BGR <>

    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>

    /GRE <>



    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)

    /HUN <>

    /ITA <>

    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>

    /RUM <>

    /RUS <>

    /SKY <>

    /SLV <>

    /SUO <>

    /SVE <>

    /TUR <>

    /UKR <>

    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

  /Namespace [

    (Adobe)

    (Common)

    (1.0)

  ]

  /OtherNamespaces [

    <<

      /AsReaderSpreads false

      /CropImagesToFrames true

      /ErrorControl /WarnAndContinue

      /FlattenerIgnoreSpreadOverrides false

      /IncludeGuidesGrids false

      /IncludeNonPrinting false

      /IncludeSlug false

      /Namespace [

        (Adobe)

        (InDesign)

        (4.0)

      ]

      /OmitPlacedBitmaps false

      /OmitPlacedEPS false

      /OmitPlacedPDF false

      /SimulateOverprint /Legacy

    >>

    <<

      /AddBleedMarks false

      /AddColorBars false

      /AddCropMarks false

      /AddPageInfo false

      /AddRegMarks false

      /ConvertColors /ConvertToCMYK

      /DestinationProfileName ()

      /DestinationProfileSelector /DocumentCMYK

      /Downsample16BitImages true

      /FlattenerPreset <<

        /PresetSelector /MediumResolution

      >>

      /FormElements false

      /GenerateStructure false

      /IncludeBookmarks false

      /IncludeHyperlinks false

      /IncludeInteractive false

      /IncludeLayers false

      /IncludeProfiles false

      /MultimediaHandling /UseObjectSettings

      /Namespace [

        (Adobe)

        (CreativeSuite)

        (2.0)

      ]

      /PDFXOutputIntentProfileSelector /DocumentCMYK

      /PreserveEditing true

      /UntaggedCMYKHandling /LeaveUntagged

      /UntaggedRGBHandling /UseDocumentProfile

      /UseDocumentBleed false

    >>

  ]

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



