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Dow 18,000 This Year
Three cheers for our jobless recovery. How does the market get to
Dow 18,000? It won’t take a surge in economic activity. All it will take is
a continuation of the underlying economic trends, especially in the job
market. A significant shift in employment is a major, underappreciated
benefit for our economy. The job losses have hit the public sector much
harder than the private sector. In fact, there has been a remarkable
recovery in the number of jobs in the private sector. American
businesses are growing - and hiring - more than many realize.
There is something different about this recession and recovery. There
has been a major shift. The private sector has been creating jobs. The public
sector has not. Between April 2009 and July 2013 employment in the public
sector - especially state and local government - declined by 846,000. That
brought public sector employment down to the lowest level since the fall of
2005. Over the seven months through the end of February public sector
payrolls increased by only 20,000, leaving total public sector employment
stuck at a low level.
The cumulative job losses between 2009 and 2013 constitute the
largest multi-year contraction in public sector employment since the 19451947 period following World War II - when government payrolls contracted
by 770,000 jobs. In the deep recession of 1981-1982, 392,000 government
jobs were lost. Measuring from January 2009 through December 2013, a
total of 705,000 public sector jobs were lost. That is almost equal to the post
WWII period and about double the losses in the recession of the early 1980s.
The dramatic loss of public sector jobs is what makes this recovery different
from past experience.

Breaking down the losses shows that local governments have been the
hardest hit. Of the 705,000 jobs lost, 532,000 were at the local government
level, 115,000 at state governments and 58,000 at the federal government.
Local governments depend far more on real estate related taxes than do the
state or federal governments. The real estate collapse that brought down
many banks also slashed tax revenue for local governments, forcing
cutbacks in employment. This is not all bad. Public sector employment
peaked at an all time high of 22.67 million in April 2009, just a few months
before the recession officially ended. That was roughly 16% of all jobs in
the United States. We know all about the Social Security financial mess - too
few workers supporting too many retirees. The same calculus applies to
government jobs. How many private sector jobs are needed to provide
enough tax revenue to support one government job? At equal pay and a 15%
tax rate it would take about 6.7 private sector jobs to support one
government job. In other words, at that rate, the economy would have to
have 152 million private sector jobs to support 22.67 million public sector
jobs. At the peak in January 2008, before the recession, private sector
employment was just shy of 116 million. My assumption of equal pay and a
15% tax rate is simplistic and inaccurate. It is a guess. But, my selection of
numbers is not totally unrealistic.
We know that wages in the public sector have been rising for a long
time. At the federal level there are many jobs that pay better than private
sector equivalent jobs. We also know that tax rates have been going down
for private sector workers in the lower wage brackets. At their respective
peaks there were 5.1 private sector jobs supporting every public sector job. I
submit that that ratio was at least close to the limit. Something had to
change. The recession forced a reduction in public sector jobs. That has been
a step in the right direction.
Private sector jobs were also lost because of the recession. Private
sector employment bottomed out in February of 2010 at 107 million jobs. At
that low point there were fewer than 5 private sector jobs for every public
sector job. From a macro-economic viewpoint, a reduction in public sector
employment was needed. We can wish that the federal government had been
the big loser when the adjustment came. But because of the nature of the
financial crisis and recession, it was local governments that were hurt the
most.
Where does the job market go from here?

Local governments are benefiting from the slow but sure housing
recovery. Prices for homes have begun to rise. That should help stabilize real
estate tax revenue and end the local government job losses. However, local
government leaders - like their business counterparts - will be reluctant to
hire for fear of another market setback or economic downturn. Local
government employment is likely to be stable for the next few years.
There are differences among State governments, but most are
facing economic pressure from debts, pension obligations and declining tax
revenue. Some are reforming their approach to taxes and pensions. A few
are trying to increase taxes. Overall employment at state governments should
continue to slowly decline until the recovery gains momentum. States
probably need the overall economy growing at 3% or more before they will
see real relief in their budgets.
Federal government employment is likely to be stable. We would
like to see federal government employment decline, but “Obamacare” alone
is a new huge bureaucracy that will add public sector jobs. There will likely
be job cuts in other parts of the federal government, such as the military, but
they not likely to be enough to offset federal job growth in the health care
bureaucracy.
Achieving a healthier balance between private sector and public
sector jobs will require a burst of growth in private sector job creation.
That is possible, perhaps even likely.
The private sector was hard hit by the 2008 financial crisis and
recession. Almost nine million private sector jobs were lost. Total private
sector employment fell from just below 116 million to just above 107
million jobs when job losses bottomed out in February 2010. The
remarkable thing is that four years later - in February 2014 - the private
sector had almost fully recovered. Private sector payrolls were 129,000 short
of the pre recession level. In a few days we will get the employment data for
the month of March. Odds are the private sector created at least 129,000 jobs
in March. If so, there will have been a full recovery in private sector
payrolls, at least in terms of the number of jobs. Yes, there are issues
concerning the quality of the new jobs. Average hours worked are not the
same as before the recession. Average wage levels, likewise, are below prerecession levels. But the numbers are never-the-less impressive.

The monthly average of private sector jobs being created has been
133,500 in the 55 months since the recession ended in June 2009. By
comparison, during the 55-month period following the 2001 recession, an
average of only 82,200 private sector jobs were added per month. Overall
this has been a “jobless” recovery. But the employment losses have fallen
harder on the public sector. The significant downsizing of government at the
state and local level is a major unappreciated benefit from this recession.
This is a positive development for the economy because it means that fewer
resources are being diverted from the private sector to fund employment in
the public sector.
The American job creation problem is that “CEO (Chief
Executive Officer) expectations for overall economic growth are well
below our economy’s potential.” Randall L. Stephenson, Chairman of
Business Roundtable and chairman and CEO of AT&T, Inc.
The Business Roundtable (BRT) is an association of chief executive
officers of leading U.S. companies. The companies represented employ
more than 16 million people, invest more than $158 billion annually in
research and development, and account for more than a third of the total
value of the U.S. stock market. The association has conducted quarterly
surveys of CEOs since the third quarter of 2002. In March 2011, Steve
Leisman, Senior Economics Reporter for CNBC, showed that the BRT
survey was an accurate tracker of real GDP. Several investment banks,
including UBS and Morgan Stanley, include the survey results in their
regular economic commentary. The most recent survey was completed
between February 21 and March 7, 2014.
The results from the BRT’s first quarter 2014 CEO survey show a
moderate uptick in CEO expectations for hiring, sales and capital
expenditures, and some improvement in the BRT CEO Economic Outlook
Index. Our stock market expectations are in line with the survey results. We
are not expecting a whole lot of improvement in reported sales and profits just enough to keep growth alive and stock prices moving somewhat higher.
The BRT’s mission is to promote sound public policy and a thriving U.S.
economy.
In the course of the first quarter survey, CEOs were asked several
specific questions. The details are exciting. They show a clear path to

improving capital investment and hiring. The U.S. could once again become
the envy of the world when it comes to job creation. We have all the
resources, people, capital, and entrepreneurial spirit. What we need most of
all is for government to step back and let the CEOs go to work. In the first
quarter survey, 89% of the CEOs surveyed said that regulation has had either
a moderately significant or very significant material impact on their
investment and hiring activities. That is about as clear as it gets when it
comes to government policies. If Washington politicians mean what they say
about wanting more jobs, they can stop the onslaught of new, complicated,
expensive regulations.
At the moment, 72% of CEOs anticipate sales will increase in the
coming six months, but only 37% expect to add U.S. employees, and less
than half expect to increase their companies’ U.S. capital investment. That is
positive for shareholders, but not very encouraging for the millions of
Americans still suffering for lack of a good job.
Here is more of what the CEOs said about economic growth and
hiring: more than 70% said that expanded U.S. trade opportunities would
have a positive effect on their business, with 42% saying they would hire
additional employees if global trade expanded. If members of Congress are
serious about jobs, they should raise free trade agreements with the
European Union and Pacific Rim nations to a high priority. China gets the
message and has been aggressively signing trade agreements with its
neighbors for the last several years. We can do the same.
Without change in Washington the BRT’s CEOs expect the U.S.
economy to grow at an annual rate of 2.4% this year. That is up from a 2.2%
expectation in the fourth quarter 2013 survey. That is good, but still well
below the pace in past recoveries and not good enough for the millions of
still unemployed Americans.
Private sector capital investment is the critical foundation for
economic growth. American companies have plenty of capital. Cash
holdings among the companies in the S&P 500 index are at all time record
highs. Every quarter they generate more cash than they need for current
operations. Some of the cash is being used for share buybacks and
dividends. But much more is sitting in reserve, ready to be invested when
business conditions improve. The President seems to think that businesses
are holding back on investment for no good reason, and that all they need is

a few words from him chastising them for their reluctance. He does not seem
to grasp the fact that running a successful business requires close attention to
costs, especially labor costs. Businesses that make mistakes, invest too soon
and allow rising costs to overcome profits do not survive. He should be
thankful that so many U.S. businesses are being cautious. If they weren’t, we
would not have seen the remarkable increase in private sector jobs since the
end of the recession.
Special note: The BRT CEO survey’s economic expectations are
likely to become more important than the usual flood of forecasts by
leading economic organizations.
Last month the Organization for Economic Co-operation and
Development (OECD) released a report titled: “OECD Forecasts During &
After the Financial Crisis: A Post-Mortem” The report admits their own
errors. “GDP growth was overestimated on average across 2007-2012,
reflecting not only errors at the height of the financial crisis but also errors in
the subsequent recovery.” Their biggest mistakes occurred when they
forecast growth rates in countries with a relatively high level of government
regulation. The OECD economists now admit they failed to consider the
damaging effect of regulation. This is highly consistent with the complaints
by CEOs. Governments have been interfering with the ability of companies
to do what they do best: make money and create jobs even in difficult
economic circumstances.
Politicians often rely on analysis and forecasts made by economists.
The OECD admission is a blockbuster because it says the economists who
either ignored or supported the onslaught of government regulation were just
plain wrong. And the price of that error has been a dramatic rise in
unemployment. High unemployment can lead to political instability, which
would be a threat to the employment of the economists. Politicians facing a
revolt among their constituents don’t need economic theory, they need
results. The OECD report is more than a self critical exercise. The OECD is
one of the most prestigious economic organizations in the world. By
admitting that they have made huge mistakes that contributed to the
retarding of the economic recovery, they are casting doubt on all other
economic organizations - especially those that benignly obliged government
regulators.

A turning point has been reached. The incoming tide of new
government regulations - supported by economists and economic theory
- has reached its high point. Thanks to the financial crisis and recession,
theory is being replaced by reality. We may not see a reversal for a
while, but an abrupt decline in the numbers of new government
regulations is highly likely.
Close to home, the Congressional Budget Office (CBO) is challenging
politicians on the costs (in terms of jobs) of Obamacare and raising the
minimum wage. CBO economists, for the first time in my memory, are using
real world data on jobs to point out the price for populist political ideas. We
can all say thanks to the OECD for doing what business CEOs do all the
time: look at the results.
The global economy is still growing nicely. China is slowing. That
isn’t all bad. Europe is gaining momentum.
CEOs say they will invest and hire more if global trade expands.
News that growth in industrial production in China slowed in January and
February was seized on by the pessimists. They claim that slower growth in
China will depress world trade. Yes, China is no longer growing at a double
digit rate. The government’s target for this year is 7.5%. Slower growth is a
positive for China in the longer term. A year ago, there were serious
concerns about rising inflation in China. There still are concerns about
pockets of excess credit to finance real estate developments. It is essential
that Chinese central bankers keep inflation in check. High inflation would be
a real threat to China’s number one goal - job creation. In addition, the rate
of growth in factory production is running at a still robust 8.6%. That is
down from a 9.7% annual rate last December. However, that near double
digit pace was most likely unsustainable. Retail sales rose 11.8% in the
January-February period. These data points make it clear that China’s is still
a robust economy. If growth were to slow too much, China has plenty of
room to provide stimulus through infrastructure spending, lower interest
rates or increased monetary growth.
Chen Xingdong, chief China economist at BNP Paribas in Beijing
summed up the current situation this way: “The old growth engine is losing
steam. While a new engine is powering up, including opening up some
industries dominated by state-owned enterprises, if its speed can’t
compensate for the loss of the old one, a third power is needed—the power

of policy.” China has successfully used policy - both fiscal and monetary over the last several decades to combat inflation, increase employment and
grow the economy. Odds are China will achieve the official growth target of
7.5% growth this year.
Europe: There is growing evidence that the recovery among
economies in the eurozone is accelerating and spreading to the debt-ridden
laggards. Markit is a financial information company which publishes a
monthly survey of economic conditions across the eurozone region. Markit’s
latest survey indicates the recovery is running at a three year high, and
forecasts first quarter growth at a 2% annual rate. Germany - Europe’s
largest economy - continues to lead the way. However, the recovery is
spreading to France and beyond, to economies like Greece and Spain.
Markit’s chief economist Chris Williamson went a bit further saying: “The
‘periphery’ is staging a robust-looking recovery.”
Emerging markets: As Bloomberg View columnist A. Gary Shilling
says, emerging markets are not all alike. In fact there are some very
significant differences from one to another. He points out that some including South Korea, Malaysia, Taiwan and the Philippines - have current
account surpluses. They don’t have to raise interest rates to keep or attract
foreign capital. Others - including Turkey, India, and Indonesia - are not so
well positioned and have already raised interest rates to keep capital
outflows to a minimum. The core issue is the tapering by the U.S. Federal
Reserve. Reducing the amount the Fed spends every month buying bonds
has raised concerns that U.S. interest rates will start rising sooner rather than
later. Higher U.S. interest rates would make dollar investments more
attractive, siphoning capital out of emerging markets and back to the USA.
Interest rates have not actually been raised by the Fed. Emerging market
turbulence has been caused by a change in investors’ future expectations.
This is a real world stress test for emerging economies. Even the weaker of
the emerging market economies are dealing effectively with the test. In
addition, the test is forcing changes in domestic policies. All the emerging
market economies will be better prepared when the day comes that the Fed
actually starts raising interest rates.
Emerging markets will not drag the global economy down. Investor
reaction has been overblown. Emerging markets remain an attractive
investment for the long term.

From here to Dow 18,000
The Dow Jones Industrial Average is trading at a P/E of 16. That is
below the valuation levels we saw between 1992 and 2007. This makes it
hard to support claims that the stock market is overvalued and due for a
major correction. The Dow is down slightly, less than 1%, so far this year.
Year over year however the Dow is up more than 16%. The Dow’s
hesitation the last few months is because of uncertainties about the pace of
economic activity and the rate of earnings growth. Over the coming weeks,
as we get more data on job creation and economic activity, investor
sentiment is likely to improve. In February the Conference Board’s index of
consumer confidence rose to 82.3, the highest since January 2008. Consumer
confidence and investor sentiment usually go in the same direction. A
modest boost in the P/E to 18 would lift the Dow to 18,000 based on current
earnings.
Earnings per share are growing. That growth is due I part to a
reduction in shares outstanding as more and more companies buy back
shares. In addition, there is reasonable sales growth. Normal operating
leverage results in earnings growth that is somewhat faster than sales
growth. Can earnings per share grow 10% this year? The answer is yes,
because global trade is growing, and the rate of growth is likely to increase
modestly this year.
The bottom line is that Dow 18,000 is achievable without dramatic
changes in the rate of economic activity or the pace of global trade. A
combination of improved investor sentiment and earnings per share growth
will lift the Dow to 18,000 by the end of this year. If a real correction comes
along it will be a buying opportunity.

NEWS AND VIEWS ON OUR COMPANIES
Bank of America, NYSE, BAC, $17.00, passed the recent Federal
Reserve capital examination. Management and the Board have increased the
dividend from $0.01 to $0.05 a share and adopted a new $4 billion stock
buyback program. This is very good news. I am raising my rating on Bank
of America to buy below $16.
Citigroup, NYSE, C, $47.40, did not pass the Federal Reserve’s
capital test and is restricted from paying dividends or buying back shares.

CEO Michael Corbat was shocked at that news. He did not see the failure
coming. On the contrary, he was ready to pay dividends and buy back stock.
The problems lie in the old aggressive parts of Citigroup’s former business
model. I respect the Federal Reserve. Corbat and his team have more work
to do. Citigroup is a hold.
There is some very good news about technology giant Microsoft,
NASDAQ, $39.55. One day last month Microsoft’s stock price jumped 4%
or $1.50 a share. Reuters reported the day before that the new CEO, Satya
Nadella, would unveil a Microsoft Office app for Apple’s iPads. Right on
schedule Office for iPads was announced on March 27. Analysts were quick
to start making calculations about what this could mean financially for
Microsoft. One calculated an annual revenue stream of $1 billion to $1.5
billion a year if 10% of iPad owners bought the Microsoft Office app.
Another analyst said the launch would signal that Microsoft is moving
towards a more serious cross-platform strategy. For months there have been
repeated warnings from Microsoft bashers about the death of the PC and
Microsoft’s loss for being so late to get involved in mobile devices. All of a
sudden - in one day - sentiment reversed. This should not be a surprise. The
bashers were ignoring Microsoft’s strengths. My twelve month stock price
target of $45 is looking good. Microsoft is a buy.
More Good news from Texas Instruments, NYSE, TXN, $44.31.
Management at Texas Instruments is committed to enhancing shareholder
value by generating free cash flow that would be used to pay dividends and
buy back shares. After announcing a strong final quarter for 2013,
management said the company would generate free cash flow equal to 20%25% of revenues. That calculation has been amended. The new calculation
takes into account cash received from employees exercising stock options.
This increases the free cash flow expectation to 20%-30% of revenues.
Texas Instruments is a solid long term investment. My buy target is $40.
Believe it or not, Goldman Sachs has raised its rating on Rite Aid,
NYSE, RAD, $6.81 from hold to buy. Goldman is impressed with Rite
Aid’s operational results. Same–store sales are rising. Cash flow is
improving. Debt is being reduced. And, the company is profitable. However,
the huge remaining debt load raises the fundamental risk level. Goldman
Sachs also talked about a possible takeover. However, in my view takeover
speculation does not overcome the fundamentals risk because of Rite Aid’s
remaining huge debt. I rate Rite Aid as a hold.

CLOSING THOUGHTS
I am off on another trip. This time the highlight will be India.
Several years ago when I still had an apartment in Switzerland I received a
call from Kim Githler, President of Intershow. She asked if I could fly to
France and join a Forbes seminar at sea. One of their speakers had been
forced to cancel and they needed a replacement. I agreed. The format during
that cruise seminar was that each speaker gave a general presentation and
then the audience would break into focus groups choosing whichever of the
speakers most interested them. As people gathered for my focus group I was
shocked to see Jim Michaels, the legendary senior editor of Forbes, join the
audience. Jim had a reputation of being a very tough editor, demanding that
all facts be accurate and all copy exciting. After the focus group presentation
Jim invited me to lunch.
To me it seems like yesterday, but that cruise-seminar was long
enough ago that investing in emerging markets was something new. My
presentation and focus group was all about China as the leading emerging
market. I have traveled extensively in China, visiting regions seldom seen by
investment bankers. I was impressed by what I saw and believed that China
would emerge and become a major player on the global economic stage. Jim
Michaels liked my talks and invited me to participate in other Forbes cruise
seminars. He was also critical. He had spent a good deal of time in India. He
knew India from the same sort of on the ground traveling I had done in
China. He urged me to go to India. Jim is gone. My cruise seminar days are
over. But I am finally going to India.
Spending a few days in India will not make me an expert on that
economy or even answer all my questions about the country. However,
thanks to my many discussions with Jim Michaels, I go with a degree of
understanding. China emerged from a state of total abject poverty. There
was literally nothing when Deng Xiaoping began the economic revolution in
the 1980s. As a result, China’s development focused on infrastructure and
investment. India is a very different story. Thanks to the British, India never
suffered from the economic punishment of total communism. The economy
has and still does suffer from too many corrupt politicians, but has enjoyed
the benefits of education and technology. My sense is that India needs what
China has – namely, infrastructure - roads, bridges optical communication

cables etc. On the other side I know that China needs what India has,
especially education.
My trip will include a few days off the ship, flying to New Delhi and
also visiting the Taj Mahal. I will be writing as I travel and will let you
know what I see and hear in India.
Next issue: The May issue of John Dessauer’s Outlook will be ready
on Wednesday May 7, 2014.
Next weekly Hotline: Wednesday April 9, 2014
All the best,
John Dessauer
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