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The Bad:  

 Rising interest rate pressures intensify tied to credit issues  
 Municipal defaults – underfunded pensions and other fiscal strains at the state and local government 

levels equals rising interest rate pressures.  
 Underfunded pensions 
 Commercial real estate debt issues remain large.   
 Sovereign Debt – problems resurface as we head towards a reset. More debt on top of unmanageable 

debt does not fix the problem (a temporary band-aid).    
 Valuations – the December Shiller P/E ratio has risen to 22.7. This is a relatively high valuation 

reading. Assuming corporations can achieve the historical 6% earnings growth rate, a valuation 
reversion to the historical (non-bubble) Shiller P/E norm of 14 would require seven years of 6% 
earnings growth and produce zero growth in prices. Source: www.HussmanFunds.com “Current 
Environment”  

 Growth? – Will it be the historical 6% growth or will it be the Bill Gross – Mohamed El-Erian Pimco 
2% new normal growth rate?   

 Investor sentiment has now reached a new high for 2010 and is at the highest level since 2007, just 
before the last market high. This is bearish.  

 The 2% S&P 500 dividend yield is too low. The last time it was this low was in the summer of 
2000. Research from Dr. Christopher Geczy and his team at ForeFront Analytics show that from 1960 
to present, when an investor’s starting point is at a time of low dividend yield, the following seven 
year return is nominal. The reverse is true when an investor’s starting point is at a time of high 
dividend yield. This does not paint a pretty picture for achieving the kind of returns many investors are 
hoping for over the next five to seven years.   

 Technical patterns are weakening: We are seeing a number of technical divergences. The number of 
stocks in the S&P 500 that are making new 52 week highs is declining while the index itself continues 
to rise. This is a concerning technical pattern.  

 Housing: There remains an existing inventory of unsold homes. According to David Rosenberg’s 
December 23, 2010 Breakfast with Dave: “The unsold existing inventory is still 80% above the 
historical norm, at 3.7 million homes”. Low turnover, lower values, lower tax revenues for struggling 
municipalities and all of this at a time where mortgage rates are at the most attractive level in 
generations. Little movement, less consumption, very concerning.  

 Bush bonus checks in 2008, TARP in 2009, Car Credits, QE2 in 2010, a tax compromise that offers 
fiscal reassurance near-term, interest rates held forcefully low, and we are just barely squeaking out 
growth. While there is better economic momentum, it is largely synthetically stimulated momentum at 
the cost of ever increasing debt.   

 Total US Government Debt to GDP peaked at 121% during WWII. It declined to 32% Debt to GDP in 
1979. It has reached 93% in 2010. US government debt now totals $13.7 trillion. GDP totals $14.7 
trillion. This from John Sica, President of Meridian Capital Partners, Inc.: “Over time, the excess 
credit currently being pumped into our economy will undoubtedly translate into inflationary 
expectations and higher future interest rates. The important take away from the decade of the 1940’s is 
that the Federal Reserve can keep interest rates low for very long periods if it is committed to fighting 
against high unemployment and potential economic contractions. In many ways, what we see in the 
Fed’s QE2 policy in 2010 is similar to the policies utilized in the 1940’s. While the timing is 
unknown, we can be confident that these policies will again result in higher interest rates in the 
future…Today, while we have significant government stimulus programs, the spending has not 
provided the intended impact of growth in jobs and increased economic output.” I agree.  

 Important differences between the 1940’s and today: Then, there were negligible Social Security 
benefits, no Medicare, no 99 week unemployment insurance for 30 million Americans (just under 10% 
of our population), 41 million Americans were not on food stamps, and one out of seven mortgages 
were not delinquent or in foreclosure. How do we possibly drive growth while we work our way 
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 US Secular Bear Markets: 1966-1982: The bear market started with the DJIA at 969 and a PE Ratio of 
21. It ended with the DJIA at 875 and a PE Ration of 7.  

 This past October marked the three year anniversary of the 2007 S&P 500 peak (it hit 1,565 on 
October 9, 2007). As a historical guide, it took 15 years for investors to recover from the Crash of 
1929 if they had reinvested their dividends. The S&P 500 closed December 29, 2010 at 1,260. Still 
19% below its 2007 high.  

In summary, the market has some favorable technical winds at its back and the short-term benefits of an out of 
control Fed creating unheard of amounts of liquidity. Valuations are reasonable yet not attractive relative to 
potential growth rates. I believe the risk trade will drive the markets higher into the first quarter of next year 
and I personally have plans to get defensive by the end of April. How much higher? As a pure guess, I think 
the S&P 500 could cross 1,400. Ned Davis Research sees Median Fair Value at 1,152. A 1% standard 
deviation to the upside puts an overvalued extreme at 1,535. I don’t think we get there. A 1% standard 
deviation to the downside, from Median Fair Value, puts the market at an undervalued extreme of 766. I don’t 
think we get there either. On the downside, I see a 34% correction beginning in the second half of the year and 
running into 2012.  A 34% correction from 1,400 puts the market at 924. I think 900 to 1,400 is a reasonable 
range over the next three to five years. Bear markets are long-term choppy to sideways periods. They have 
some very good gains and some painful declines. It is an environment that is difficult for traditional buy-and-
hold. It is an environment that needs to be navigated differently.  

I spend a great deal of my time reading market research. This research, from independent research firms like 
Ned Davis Research to monthly investment letters from several of the brightest hedge fund managers in the 
business (who have their and their investors’ money on the line), helps to form our outlook. A lot of great 
information is available to you for free. I have great respect for John Mauldin, Bill Gross and Mohamed El-
Erian at Pimco, Jeremy Grantham, David Rosenberg and John Hussman.    

In conclusion, caution is advised as the post crash recovery rally comes to an end. As expressed clearly by 
Jeremy Grantham: “You (the Fed) can drive a market higher yet eventually, of its sheer overpricing, it will 
eventually pop. Be aware that the ice is thin. It’s a dangerous game. Don’t believe that it’s somehow 
justified. It is not justified by anything except the crazy behavior of the Fed. The problem is in the not too 
distant future, stocks will be too expensive and they’ll crack again. Fixed income will be too expensive and 
that will crack again.”  

CMG Investment Forum:  
On February 3-4, 2011, CMG will be hosting an Investment Forum in Las Vegas. John Mauldin will be 
presenting his thoughts on the economy and opportunities he sees ahead. Dr. Christopher Geczy, Adj. 
Associate Professor of Finance at the Wharton School, will share his insights on the investment landscape and 
show you how you can construct a liquid multi-generation portfolio. Chris consults on a $6.3 billion 
endowment-style portfolio for a major US financial institution. Jim Ruff, retired President of Oppenheimer 
Funds, will discuss how he invests his personal retirement portfolio. Jim has pretty much seen it all and will 
give an industry insider’s view to investing. To view the invitation, click here. For more information, please 
send an email to Linda@CMGFunds.net or call her at 610-989-9090 x140.  
 
Wishing you a happy, healthy and safe new year!  

Steve  

 
 
 
 
 

http://cmgfunds.net/sys/docs/234/Feb%20Las%20Vegas%20Invitation.pdf


Stephen B. Blumenthal 
President, CEO 
CMG Capital Management Group, Inc. 
150 N. Radnor Chester Road, Suite A150 
Radnor, PA 19087 
steve@cmgfunds.net 
610-989-9090 Phone 
610-989-9092 Fax  
 
Important Disclosure Information. This message (and any associated files) is intended only for the use of the individual or entity to which it is addressed and may 
contain information that is confidential or subject to copyright. If you are not the intended recipient, you are hereby notified that any dissemination, copying or 
distribution of this message, or files associated with this message is strictly prohibited. If you have received this message in error, please notify us immediately by 
replying to the message and deleting it from your computer.  
 
Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no 
assurance that the future performance of any specific investment, investment strategy, or product made reference to directly or indirectly in this document will be 
profitable, equal any corresponding indicated historical performance level(s), or be suitable for your portfolio. Due to various factors, including changing market 
conditions, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained 
herein serves as the receipt of, or as a substitute for, personalized investment advice from CMG Capital Management (or any of its related entities), or from any other 
investment professional. To the extent that a reader has any questions regarding the applicability of any of the content to his/her individual situation, he/she is 
encouraged to consult with the professional advisor of his/her choosing.  
 
In the event that there has been a change in a client's investment objectives or financial situation, he/she/it is encouraged to advise CMG immediately. Different types 
of investments and/or investment strategies involve varying levels of risk, and there can be no assurance that any specific investment or investment strategy 
(including the investment strategies devised or undertaken by CMG) will be profitable for a client's or prospective client's portfolio. All performance results have 
been compiled solely by CMG and have not been independently verified. Information pertaining to CMG's advisory operations, services, and fees is set forth in 
CMG's current disclosure statement, a copy of which is available from CMG upon request.  

A copy of CMG's current written disclosure statement discussing our advisory services and fees is available upon request or you can access this information on 
CMG's website ( www.cmgfunds.net/public/adv.asp ).  
    

 
 


