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In the First Place 
 
To emphasize the nature of this commentary we 
are repeating our Interim Market Update posted 
June 15, 2009. It is very important to understand 
that longer term fundamental economic trends 
are what always ultimately determine financial 
market values. The day-to-day fluctuations are 
caused by many factors, most of which are 
emotional and detrimental to good investment 
performance. As you may recall, we have com-
mented many times about the Dalbar perform-
ance studies that reveal that the average inves-
tor obtains only approximately 1/3 of the aver-
ages. If one were to apply that ratio to the S&P 
500 and bond indexes, the return over the last 
73 years would be 3.6% for stocks and 1.8% for 
bonds. After the average inflation rate is taken 
off, it would be stocks 0.6% and bonds 1.2%.  
 
We wonder then, who has made all the good 
returns over this period of time? You guessed 
it—those who are distributors of financial prod-
ucts, who reside primarily on Wall Street. Isn’t it 
interesting that the ones who profited so much 
from our investment ignorance had to be bailed 
out over the last year? This we blame on pure 
greed, conflicts of interest, and relying on so-
phisticated computer models that do not work in 
real life. In our opinion, when you combine these 
folks with those who make and change the rules 
in Washington, D.C., you have guaranteed the 
perfect storm. We in this country, as well as the 
world at large, have come full circle since the 
days of Hoover and Roosevelt. The major differ-
ence is that the rest of the world is moving away 
from socialism while we are headed directly into 
its path. Jim Rogers may well be right in moving 
out of U.S. assets in favor of those of other 
countries that seem to have learned lessons we 
have forgotten or never learned in the first place 
from the history of the Great Depression. 

1932 Again 
 
The size of the U.S. economy as measured by 
the nominal GDP is approximately 15 trillion dol-
lars. There are, of course, many factors that de-
termine its success or failure. Some of these–
such as population, education, innovation, and 
incentives–are matters which are largely unseen 
and not reported upon on a daily basis. There 
are no public markets for these items, which ap-
pear and are discussed on television and news-
papers ad nauseum. 
 
On the other hand, there is a huge marketplace 
for such financial assets as stocks and bonds, 
which also have an influence on the real econ-
omy–and, as mentioned above, amounts to 
about $15 trillion. For example, there is approxi-
mately $500 billion a day that is traded in U.S. 
government bonds. In 30 trading days, the dollar 
size of these trades equals the size of the entire 
nominal GDP. On average, three billion shares 
of common stock are traded each day. This 
amounts to approximately $60 billion, or the 
equivalent of the nominal GDP every 250 days. 
For every buyer there is a seller, and, with the 
exception of new offerings, it’s a zero-sum 
game. With the exception of the level of long-
term interest rates as set by the daily bond mar-
ketplace, much of this activity has little to do 
with the size and shape of the real economy. 
However, on a fundamental basis it is the size 
and shape of the real economy that determines 
the ultimate long-term value of the financial mar-
kets. 
 
In the trade, we call most of this day-to-day fi-
nancial market activity “noise”. It has absolutely 
no bearing on what the final value of a bond or 
stock might be, yet its daily ups and downs draw 
the immediate attention of investors and causes 
most–as all studies of individual investor behav-
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ior indicate–to make unwise decisions. As a 
valued client mentioned to us one day, 
“Volatility is a killer.” 
 
Why this interim market update? The bond 
market has gone against us over the last 
three months, just as it has in other periods 
over the last 18+ years. However, the fun-
damentals of the economy have not 
changed, and they will determine the value 
of our portfolio in the longer term. Traders 
such as the Wall Street investment houses 
have returned to the market in a big way. 
Washington has propped them up to a 
point where they can borrow at practically 
0%, which allows them to buy, sell, and sell 
short at virtually no cost, then spend the 
rest of the day on CNBC touting their posi-
tion. In a single week last May, one major 
Wall Street firm traded for their own ac-
count seven times what they did for their 
customers. 
 
In 1932, there was an upward spike in long 
government bond rates, which adversely 
affected the real economy and led to much 
lower rates later on (please note the chart 
below). That, in our opinion, is taking place 
again right now. Such noise must be cast 
aside if one is to obtain the good results 
that one deserves. It’s hard to do as it goes 
against human nature, but it is very much a 
winning decision to make. 
 
 

Adapted from SafeHaven.com 

The Shape of Things to Come 
 

The average real GDP growth rate 1982-
2008 was 3.6%. For an economy of our 
size, this is a terrific growth rate. The major 
caveat has been that, over much of this pe-
riod, excess debt was needed to accom-
plish these good numbers. Please note the 
following chart depicting the Low and Ris-
ing Debt Eras. 

Adapted from Mish’s Global Economic 
Trend Analysis 

 
It was around the low in the stock market of  
1982 that the rate of growth was driven 
more and more by usage of debt. Why did 
this happen? We believe several things 
came into play. Ronald Reagan renewed 
faith in America with his “shining light on 
the hill” philosophy. At the same time, Paul 
Volcker, as head of the Federal Reserve, 
brought inflation to its knees. Feel good op-
timism plus the best monetary policy since 
William McChesney Martin, whom Harry 
Truman appointed in 1951, were the initial 
sparks to that great economic growth. But 
then debt came along. In hindsight it ap-
pears that the “junk bond” era initiated by 
Michael Milken clearly put us on the road to 
debt overload where we now stand. Since 
the end of 2008, bank debt is being re-
duced by approximately $15 billion per 
month. There is much more to go. Please 
note the following charts that bring us up to 
date concerning the economy’s current 
problems, which include among others the 
lack of income as measured by wages and 
salaries, proprietors’ income, and invest-
ment income. Also note the chart on job 
losses, which seem to be easing 
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Adapted from ContraryInvestor.com and 
Mish’s Global Economic Analysis 

 
somewhat, but remain very, very weak. 
Just what is the shape of things to come as 
far as we are concerned? In the first place, 
we do not buy the notion that the recession 
is anywhere close to being over. Of even 
more importance, however, is the shape of 
the recovery, which, of course, is sure to 
come. To quantify our outlook for real GDP 
growth, we take the 3.6%  that has been 
averaged from 1982-2008 and reduce it by 
two factors, and there may be others that 
are unforeseen at this time. These factors 
are debt reduction, which takes away 1%, 
and government interference in the econ-
omy, which likewise could take away 1%. 
That leaves 1.6% GDP growth, which is a 
reduction of over half of that to which we 
have become accustomed. Interestingly 

enough, it is probable that 1.6% could be-
come a real 2.6% due to 1% deflation. This, 
of course, is just average, which means 
that there may be more than the usual 
number of recessions in the future. We 
have had eleven since WWII including the 
one we are presently experiencing. The 
next question becomes what will the finan-
cial markets do? It is obvious, in our opin-
ion, that at the present levels neither the 
stock nor bond markets are discounting the 
financial markets we expect, but they will. 
 

Stock Market 
 
With the S&P 500 selling at 23 times this 
year’s earnings, we find little value to talk 
about. It would be reasonable if one could 
project much higher earnings in 2010. One 
of the real problems is knowing exactly 
what actual earnings are. The accounting 
profession seems prone to agree on most 
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any method that will make earnings look 
better. Do you think we just might have too 
many of these creatures? As an aside, 
CPAI’s president, Don Peters, obtained his 
CPA certificate in 1953; he was number 
499 in a Kansas population of 1,500,000. 
Today there are over 20,000 CPAs with a 
population of 2,800,000 in Kansas. We 
hate to think what the count of lawyers 
might tell us. Referring to our 1.6% growth 
projection, another factor limiting growth 
may well be the number of CPAs and law-
yers compared to the number of engineers 
and scientists. Counting change and redis-
tributing wealth doesn’t help that much. 
Earnings are a key and, after a 15 year pe-
riod where the share of corporate profits 
have gained to a certain extent at the ex-
pense of labor, we wouldn’t be surprised to 
see an evening out process come to pass. 
With Academe and Washington blaming 
everybody but themselves for the problems 
of the last few years, profits have again be-
come a dirty word. Maybe profits will be 
additionally limited by “corrective” legisla-
tion. 
 

Bond Markets 
 
We have to admit that we were 
wrong concerning the short term 
movement of bond prices after the 
announcement by the Fed that they 
would buy long term governments, 
i.e. quantitative easing. We felt that 
because of this action a floor was 
placed under the value of bonds. We 
remember visiting with some of our 
clients about this. Just the opposite 
has occurred—the bond has gone 
down in value over the last several 
months. Why? The fear of inflation 
became intense, which is the death 
knell of bonds. The idea of deflation 
was overcome by the more feared 
inflation, which is the only one that most 
domestic investors have ever experienced. 
The paradox concerning this psychological 
change is that either way, long government 

bond yields are destined to go down (prices 
up). You see, a spike in long term rates kills 
off any economic green shoots. In other 
words, deflation is our future—it’s just a 
matter of when. A spike delays an expected 
2% yield on the long bond, but, on the other 
hand, almost guarantees it! 
 
Please note that the G8 central bankers are 
already working to exit the monetary stimu-
lus. The bond vigilantes are demanding it. 
The Fed has leaked that they will not buy 
any more long government bonds after 
those which have already been announced. 
This will be bullish for the bond. It also says 
that Ben Bernanke, faced with such a re-
volt, has called the helicopters home. It will 
take some time, but if they follow through in 
this manner, some time in 2010 we are 
likely to see an inverted yield accrue as any 
little uptick in the economy will cause short 
notes to advance. Keep in mind that the 
Fed is no fool, although sometimes it looks 
that way—if we were to have hyperinflation, 
they are gone as an institution. The board 
of governors would all be in the unemploy-
ment line with the rest of us. The final chart 
looks about right to us. 

Adapted from SafeHaven.com 
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