
Dear Paul, 

 

In last month’s GLOBAL OUTLOOK, you said we would see a “rollercoaster stock market” through the 

fall of this year.  So far, your predictions look right.  Are we anywhere near the bottom of this correc-

tion?  Are there any other places to invest while the U.S. stock market completes its correction? 

 

It is important to always distinguish the stock market from the underlying U.S. economy.  The underlying 

economy has not changed.  It is still growing at a mediocre annual growth rate of about 3%.   

 

While unemployment remains stagnant and housing continues to be a problem, other parts of the economy 

are continuing to recover.  Consumers are starting to spend again and industrial productivity is at a record high.  Profits are ex-

pected to be very positive and beat expectations next quarter. 

 

The problem has been that the U.S. stock market went almost straight up from March of 2009 until April of this year, while the 

underlying U.S. economy was roughly flat, just growing about 3%. 

 

IN SHORT, THE U.S. STOCK MARKET WAS COMPLETELY OUT-OF-SYNC WITH THE UNDERLYING U.S. ECONOMY. 

 

Here is where the S&P 500 INDEX closed on Thursday, June 24, 2010.  I am reprinting this chart with the permission of Doug 

Short at dshort.com. 
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This chart starts in October 2007 when the last bull market peaked.  The S&P 500 IN-

DEX is now down about 10% below its April 2010 high.  The chart also shows that the 

stock market would have to go up +31.4% in order to reach the BREAKEVEN POINT of 

the last bull market high reached on October 9, 2007. 

 
HOW FAR DOES THE STO CK MARKET HAVE TO DROP TO BE òIN 

SYNCó WITH THE ECONOMY? 

Y ale University Professor Robert Shiller has created a method of determining 

whether the U.S. stock market is over- or under-valued by using long-term corpo-

rate Price Earnings ratios.  It has a great past record of market predictions.  The current 

reading of his SHILLER P/E RATIO VALUATION is that the U.S. stock market is currently 

OVER-VALUED BY ABOUT 20%. 

 

Below is a 70-year chart of the DOW JONES INDEX used with permission from Chris 

Kimble.  This graph shows that the long-term DOW JONES INDEX has been out-of-sync 

with the underlying economy and its own long-term average trend since the Tech Bub-

ble in the late 1990ôs.   

 

According to this analysis the U.S. stock market as measured by the DOW JONES INDEX 

is overvalued by 31% as of June 24, 2010. 

 

 

 

 

 

On the next page is another chart from Citi economist, Steven Wieting.  This chart 

shows that the S&P 500 INDEX is clearly disconnected from current U.S. Industrial Pro-

duction. 
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The laws of statistics state that whenever two trends diverge they must always 

ñREGRESS TO THE MEANò of their underlying fundamentalsðwhich is the basic U.S. 

economy. 

 

The BOTTOM LINE is that no matter how an analyst looks at the current stock market vs. 

the underlying economy, the S&P 500 INDEX is still at least 20% overvalued. 

 

I still believe that over the next few months through October, we will see continued 

turmoil and real volatility in the stock market as both the stock market and economy try 

to find some equilibrium.   

 

Until a ñstop-loss targetò is triggered, FOXHALL will primarily manage risk in our cli-

entôs portfolios by INCREASING CASH AND U.S. TREASURY BONDS WHILE VOLATILITY IN 

THE MARKET REMAINS HIGH. 

 

The good news is, I continue to believe that once we go through the summer and early 

fall, we will see a sustainable bull market sometime after October.  But however it plays 

out, FOXHALLôS disciplined approach to managing investment risk and portfolio volatil-

ity is firmly in place and provides thoughtful investors with effective global investment 

exposure. 

 

 
ARE THERE ANY BETTER PLACES IN THE WORLD TO INVEST RIGHT 

NOW?  

 

N ot yetðbut maybe soon! 
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A growing number of analysts now believe that the stock market declines in China, Asia 

and many emerging markets are finally bottoming out.   

 

Since the Chinese SHANGHAI STOCK MARKET INDEX hit its peak in October of 2009, that 

market has dropped by over -26%.  It may continue to drop in the near future, but most 

analysts believe that this stock market is getting close to the Chinese economyôs underly-

ing fundamentals. 

 

 

HAS THE CHINESE BUBB LE BURST? 

 

C 
HINA has had the enviable problem of trying to slow down the explosive growth in 

its economyðespecially its property markets. 

 

The Chinese Government has moved aggressively to slow down lending and investment 

in what looked like a ñBUBBLEò in residential and commercial real estate. 

 

MOST ANALYSTS THINK THE GOVERNMENT IS DOING EVERYTHING MOSTLY RIGHT.   

 

Their problem is not nearly as bad as it was here in the United States or Europe.  First, 

Chinese banks have lifted buyerôs down payments from 20% to 30% on their primary resi-

dence and from 40% to50% down-payments for second home buyers.  Chinese investors 

are also limited to 3 investment properties and in Beijing, investors are forbidden to buy a 

third home, even with their own money. 

 

The average Chinese mortgage is less than 50% and the average Chinese spends less that 

30% of their income on mortgage repayments. 

 

This is more of a ñPRICE BUBBLEò than a ñCREDIT CRISISò like it became in the U.S.  Chi-

nese home buyers did not get 125% sub-prime mortgages, like we gave away in the U.S.  

It is also less likely they will ñwalk awayò from a mortgage when they have invested a 

30% to 50% down-payment. 
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There is also no chance of bank failures, since most mortgage lending banks are govern-

ment owned.  So even if the government has to take over some mortgages, they have 

more than a trillion U.S. dollars in surplus reserves that could be used for those pur-

chases.  China will not have to ñPRINT MONEYò in order to bail out their banks. 

 

The Chinese government is also planning to impose property taxes for the first time to 

discourage investment speculation. 

 

CHINAõS HOUSING PRICES HAVE DROPPED SUBSTANTIALLY  

A  combination of all of these new government policies has caused property prices in 

Beijing, Shanghai and Shenzhen to drop up to -28% over the past few months.  

Real estate excitement and speculation has been most frenetic in these three coastal cit-

ies, even though these cities only represent 8% of all Chinese residential construction.  

Other real estate in China has, for the most part, had very little movement. 

 

China also benefits from the fact that household debt is rising, but is still minuscule when 

compared with the United States.  Also Chinese incomes continue to outpace the overall 

rise in housing prices. 

 

Another factor is that the ratio of housing loans to GDP is only 15.3% in China vs. 79% 

in the U.S. last year. 

 

Many pessimists compare China to Japan in the 1990ôs, when Japan suffered a real estate 

meltdown that has created stagnant growth ever since. 

 

BUT CHINA AND JAPAN ARE VERY DIFFERENT.  Japan overbuilt its residential real estate 

during a period when their population was dropping and, at the time, almost every Japa-

nese citizen already had a home.   

 

THIS IS THE SAME MISTAKE WE MADE HERE IN THE U.S.  During our real estate bubble 

we massively overbuilt houses when most people already lived in an adequate home.  In 

Japan and in the U.S. we both created more supply than there was demand. 

 

In China, they have the opposite problem, one of the reasons housing prices were going 

up so fast is that China cannot build houses fast enough.  Right now, Chinaôs homeown-

ers remain stuck in cramped, shoddy flats they received a decade ago by the government.  

Many Chinese still live in dormitories provided by their employers. 

 

China now has over 215 million middle class urban households, but only 48 million 

homes have been built and sold.  There is still enormous pent-up demand for housing in 

China. 

 

China has gone through investment bubbles beforeðbuilding too many steel mills, and 

too many office buildingsðonly to see the nationôs breakneck growth soak up the excess 

capacity.  With over 1.2 billion people still clawing to advance beyond peasant status, the 

government seems to be controlling this new bubble and analysts still expect growth over 

the next year to exceed 10%. 
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Other Asian stock markets, like India, Singapore, Malaysia, Indonesia, South Korea and 

Taiwan also seemed to have bottomed out and are now starting to recover.  OVER THE NEXT 

FEW MONTHS, I BELIEVE THESE MAY BE THE STOCK MARKETS THAT WILL START THE NEW 

GLOBAL BULL BREAK OUT. 

 

In the long-term, almost every investment analyst agrees that China, India, Brazil and other 

Asian and emerging market countries WILL PRODUCE HIGHER LEVELS OF GROWTH THAN 

THE U.S. OVER THE NEXT FIVE YEARS.   

 

That is why the FOXHALL GROWTH STRATEGY specifically maintains significant allocations 

to those countries and regions via the FOXHALL PACIFIC RIM/EMERGING MARKETS alloca-

tions and the FOXHALL GLOBAL HARD ASSETS strategy allocations.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Until then!  

 

ðPaul Dietrich 

dietrich@foxhallcapital.com 

800-416-2053 

Disclosures: The opinions and portfolio information provided in the Foxhall Global Out-

look are subject to change at any time, and are not to be construed as advice for any indi-

vidual nor as an offer or solicitation of an offer for purchase or sale of any security. Cli-

ent accounts may differ from model allocations due to many reasons. All investment 

strategies offer the potential for loss as well as gain. Individuals should consult with their 

financial professional to determine an investment strategy appropriate for their objectives, 

risk level, and time horizon prior to investing.  Past performance is not a guarantee of 

future performance. 
 


