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In a COVID State of Mind
The equity market in the second quarter rebounded from its March 23 low, which so far
represents the bottom of the sell-off which began in February of this year. In part this advance
was supported by aggressive fiscal spending and monetary liquidity provided by the Federal
Reserve. The speed of the downturn can be measured by the unemployment rate, which
bottomed at an historic low of 3.5% in February and rose to 14.7% in April. Industrial
production, for its part, fell 16% during March and April. The range of outcomes from here is
surely a wide one.
Nonetheless, there have been increasing signs of progress in the struggle to contain the spread of
the virus and promising medical treatments are going through clinical trials. No one can predict
the likely course of events in these most unusual times, but it seems reasonable to believe a
vaccine will be developed. In any case, it is important to step away from the daily drumbeat of
virus statistics and take a longer term investment perspective. This is the message of the second
quarter which saw the equity market advance 20%, as measured by the Standard & Poor’s 500
Index (“SP500”). Very few would have anticipated that in view of the circumstances.
It is worth noting that the pandemic has accelerated investors’ appetite for shares of growth
companies. These companies are deemed to have above average growth prospects, which are
valuable in an environment of low interest rates and lethargic economic growth. Importantly, the
lock-down has highlighted the virtues of some newer technologies (think Zoom, for example).
Over the past three years ending June 30, shares of the Vanguard Mega Cap Growth ETF have
compounded at 19.00% annually, compared to the Russell 1000 Value Index at 1.82%. (Value
companies are generally those with valuations below the market median, while growth
companies are above the median.) This is an unusually wide disparity and reflects conditions
noted above. Investors are willing to pay 32x trailing earnings for this Growth ETF, compared to
roughly 15x for the Value Index.
As this is being written, the five largest companies in the SP500 are up 32% year to date, while
the rest of the SP500 is down 7.7%. In the past, this type of narrow market leadership has
eventually succumbed to the laws of gravity. Whether the laws have been repealed in a COVID
world remains to be seen.
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A Decade For The Books
We just passed another decade, and it is worth noting that the Consumer Price Index (“CPI”) and
the US 10-year Treasury yield averaged 1.8% and 2.4%, respectively. These are the lowest
averages for any decade since the 1940s, according to Strategas Research. Currently, the annual
CPI is around 2.1% and the US 10-year Treasury yield is 1.8% (a bond equivalent “price
earnings” ratio of 55.6x). Monetary policy remains very accommodative, and fiscal policy is
contributing with annual budget deficits now over $1 trillion again. It is not surprising, then,
that stock market valuations are well above average. The forward twelve-month price earnings
ratio for the SP500 is 18.5x compared to its 10-year average of almost 15x. In many respects,
we have come a long way from the unpleasantness of 2008-09.
Shares of companies deemed to have better growth prospects have benefitted from these
conditions, particularly the larger companies. Valuation and return disparities between growth
and value companies are historically wide. For example, the trailing twelve-month price
earnings ratio for the Russell 1000 Growth Index (“R1000G”) is 29.3x, compared to that of the
Russell 1000 Value Index (“R1000V”) at 18.5x. Over the past decade, the R1000G and R1000V
have realized annualized returns of 15.2% and 11.8%, respectively. Even more dramatic are the
3-year annualized returns of 20.5% for the R1000G and 9.7% for the R1000V. It would appear
that equity valuations in general - and large growth companies in particular - fully reflect the
benign financial conditions, and this could continue. On the other hand, extrapolating conditions
which are at 70-year lows would not appear prudent, or realistic. No one can forecast when
things will change, but students of history understand that change is inherent in financial
markets.
Market commentary seems to suggest that many investors anticipate low inflation and low
interest rates for the foreseeable future. Some even project another decade of the same. Faith in
the ability of the Federal Reserve to control inflation and interest rates is almost universal. In
such an environment, one would expect investors to take on more risk than usual, perhaps
complacently assuming a continuation of favorable financial trends. None of the above is to
suggest that investors should avoid financial markets. Rather, it is a reminder that absolute
returns are important, and that long-term investors should be realistic about valuation.
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Defensive Signals

In 2019 there have been plenty of issues facing investors: economic weakness overseas,
BREXIT, impeachment talk, a flattening/inverting yield curve, election rhetoric and more.
Nonetheless, in the face of all this, the equity market through September posted a total return of
20.6%. Not many were predicting this at year end, pointing once again to the difficulty of
market forecasting. Even were it possible to correctly forecast, however, it matters whether the
forecast is already imbedded in valuations.
This brings us to the current state of affairs. It is not possible to determine with accuracy
whether the economy is slowing, but looking through the window of market behavior one gets
the feeling that the market has already come to a consensus on the topic. Over the past year, the
strongest equity market returns have been in defensive sectors, i.e., those deemed to be less
subject to economic cyclicality. For example, the Utilities, Real Estate and Consumer Staples
sectors (as reflected in their Exchange Traded Funds) have seen returns of 26.9%, 24.6% and
17.1%, respectively. Valuations in these sectors appear generous, with price earnings ratios
ranging from 25x to 37x. The Standard & Poor’s 500 has risen a more modest 4.3%, and sports
a price earnings ratio of roughly 17x.
The bond market, for its part, continues to attract investors with paltry yields offering little to no
inflation protection. The 10-year US Treasury yields, for example, recently tested the 2012 and
2016 lows of 1.5%, and the 30-year US Treasury traded to an all-time low of 2%. These may
seem satisfactory when $15 trillion of sovereign and corporate debt around the world have
negative yields (where the lender pays the borrower…), but investors surely cannot be accused
of aiming high.
Investors may be correct that the economy is slowing and that trade tensions, etc. will continue to
hamper economic activity. However, it is hard to make the case that a satisfactory investment
opportunity exists consistent with that outlook. Could the consensus be wrong? Should the
Financial sector trade at half the valuation of the Utilities sector? Only time will tell, but it is
worth considering.
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An Ounce of Prevention…..

In March of this year, the Federal Reserve voted 4-1 against raising capital requirements for our
largest banks. The common sense proposal was an attempt to institute a counter-cyclical policy,
which would have banks raise reserves when times were good, so they would be available when
times are bad. Vice Chairman Randy Quarles voted against the measure, stating “the Fed does
not see financial stability concerns as elevated”. Recently, the Fed Chairman, Jerome Powell,
opined that he saw no dangers lurking on the horizon which could undermine financial
conditions.
Market observers might be comforted by the statements above from two influential regulators,
but history has demonstrated that financial overseers are no better than anyone else at forecasting
(Alan Greenspan’s autobiography is particularly telling on this matter). The point of instituting
higher capital requirements is not because someone is clairvoyant, but because we are not.
Savings accounts are not held because we know when or why they will be needed, but precisely
because we don’t know. One can only assume from the above statements that the regulatory
authorities will move to impose higher capital requirements when everyone sees a problem,
which will – as always – be too late, and restrict the banks’ ability to lend at a time when it
would be beneficial.
The massive Dodd-Frank legislation passed in the wake of the 2007-09 downturn imposed new
regulations on financial institutions, based on a consensus that lack of sufficient regulations
contributed substantially to the financial distress. The recent vote of the Fed on capital
requirements raises the question of whether we actually lacked enough regulatory authority, or
just the will to enforce. (The failure of authorities to adequately address the growing credit
derivative markets despite the warnings of Brooksley Borne, head of the Commodity Futures
Trading Commission 1996-99, is a prime example of this problem.) Effective regulation lies not
in the printed word, but rather in the deliberate action of responsible officials not afraid to “lean
against the wind”.
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FYI: Low Means High
For all the anxiety about equity market results in the fourth quarter of 2018, the market at the end
of March this year found itself within striking distance of the all-time high it registered in
September of 2018. The first quarter advance was supported by narrowing of credit spreads, a
nice rebound in crude oil prices and a 10-year US Treasury yield which fell below 2.5% for the
first time since 2017.
While reasons for the market turnaround can’t fully be deciphered, it did not hurt that the Federal
Reserve changed course on a previously announced plan to steadily raise short term interest rates
in 2019. Some market observers opine the Federal Reserve viewed the fourth quarter sell-off as
an indication of a weakening economy, and thus decided to hold rates steady. Whether true or
not, the market’s first quarter reaction to the decision makes one wonder if investors have
become too reliant on every blink and nod of the Federal Reserve.
There are several issues with this, not the least of which is the Federal Reserve’s demonstrated
inability to reliably forecast the future. Perhaps the larger issue has to do with administratively
setting interest rates. Paraphrasing Jim Grant’s remarks following the 2007-08 debacle, “I don’t
know what the correct short-term interest rate is, but I don’t think it is zero.” How does the
Federal Reserve know the correct level of short term rates? Additionally, how can it know the
economic consequences of any particular policy? Federal Reserve policies distort important
price signals, and this changes market behavior - often in ways detrimental to economic stability.
The extraordinary decade of monetary easing will be evaluated in the context of the serious
recession in 2008-09, but it remains to be seen whether it is still warranted. Unemployment is at
3.8% (the February rate was the lowest monthly reading in 50 years), the stock market is near
all-time highs, the percentage of borrowers below investment grade is increasing and corporate
earnings have been juiced by a healthy tax cut. There are more job openings now than people to
fill them. Every day, people receive unsolicited calls from entities offering loans with a 5 minute
application. If markets can’t withstand an increase in rates from current low levels now, then
when?
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2018 saw the first annual loss for the Standard & Poor’s 500 Index (SP500) since 2008, a decade
ago. Steadily rising through September, the SP500 fell 13.52% in the fourth quarter which more
than offset prior 2018 gains. The SP500 posted a decline for the year of 4.38%, after setting alltime record highs in September. As the incoming Speaker of the House commented in
December budget talks, the markets were “in a mood”.
The sharp fourth quarter decline came amidst an approximate 40% drop in the price of crude oil,
a 5 year high of 3.20% in the 10-year US Treasury yield, a widening of spreads between high
yield and investment grade bonds and continuing tensions over trade negotiations. The
proximate cause of the decline cannot be stated with certainty, of course, as is usually the case.
When markets are weak, one often hears commentators explain that markets do not like
uncertainty. This really misses the point. Uncertainty is inherent in all markets, strong and
weak, but in rising markets investors assume more certainty in face of rising prices than is
warranted. Market commentators should let us all know when the outlook is certain, so we can
avoid investing when it is not.
As 2018 began there were a number of markets where prices appeared a bit generous. This was
not surprising after nearly 10 years of monetary and fiscal ease. The fourth quarter decline in
the stock market was broad - with almost half of the SP500 companies down 20% from their 52week highs - and some have taken this as evidence of a weakening economic outlook. Hard to
say, but to quote the noted economist Paul Samuelson, “the stock market has forecast 9 of the
last 5 recessions”.
None of this is to imply investors should be complacent. There will always be issues, and
everyone needs to be thoughtful in addressing them. The difficulty, however, lies both in
understanding issues/implications and determining what is already imbedded in prices. While it
would seem market-timing should be a promising investment approach, very few investors are
able to do so consistently over time. It should be noted that even after all the difficulties of
2008-09, investors who stayed put from the 2007 highs through the end of 2018 would have
earned a compound annual return of 6.76% in the SP500 (with dividends reinvested) – below the
long-term return on common stocks, but healthy growth above inflation and probably better than
results achieved by most active traders. History indicates it is best for long term investors to
exercise patience with the market’s inevitable mood swings.
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“I have always depended on the kindness of strangers”
(Blanche DuBois, Streetcar Named Desire)

As this is being written, the U. S. Treasury has announced the deficit for fiscal year 2018 was
$779 billion, the largest in six years and 17% higher than the $666 billion deficit in fiscal year
2017. After almost a decade of steady growth, the country has made no progress on its fiscal
problems and the deficit is on track to blow through $1 trillion in the current fiscal year.
The explanation for this trend is all too familiar - increased spending for the military, social
programs and interest. Revenue from individual income taxes has been flat - despite the long
recovery - and corporate taxes have fallen, both impacted by recent tax law changes. With
federal debt continuing to grow as the result of persistent deficits, the country is increasingly
vulnerable to increases in the cost of borrowing.
With our total debt now exceeding $21
trillion, it doesn’t take much to understand our vulnerability to rising rates.
Interest Expense
Average rate on outstanding debt

Fiscal 2008
$451 billion
4.2%

Fiscal 2018
$523 billion
2.5%

What stands out in the table above, of course, is that interest expense is higher even with
significantly lower rates. Here is the risk: applying the 2008 rate to today’s debt would increase
interest expense to roughly $878 billion. Today the 10-year Treasury yield is around 3.2%, up
1% from a year ago. However, it should be remembered that in 2007 10-year Treasuries were
around 5%, and the economy today is arguably stronger. (The average maturity of Treasury debt
today is around 6 years, so any rate increases will take time to work through to interest expense,
but the time will be lessened by forthcoming deficits.)
The point of all of this is to underscore the necessity of addressing our fiscal position. Whether
we have the will to deal with budgetary imbalances remains to be seen, but as a practical matter
we have options with respect to most program expenditures. Interest expense, however, is
different since the Federal Reserve can only really impact the front of the yield curve, i.e., U. S.
short term interest rates. Rates on longer term Treasuries will be set by the free market, at levels
dictated by investors who choose to roll over maturing obligations and/or fund new ones. The
ball is in their court.
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Trading Places
The renowned Austrian economist Joseph Schumpeter wrote in 1942 about “creative
destruction”, the process by which free market economies advance as established companies and
innovators compete to earn reasonable returns on invested capital. Failure and success both send
signals to capital looking for productive opportunities, and without the hint of a central plan, the
standard of living rises.
We have been witnessing the latest iteration of creative destruction, as the internet has unleashed
a barrage of widespread disruption. Amazon, Facebook, Netflix, Google, etc. have so
fundamentally changed the landscape that practically every business is forced to deal with
potential changes to its business model. For investors, however, the issue is to discern what
expectations may be implied by current share prices of these “disruptors”. To the extent shares
reflect a rosy expectation which ultimately disappoints, capital will be impaired.
During periods of great optimism about new technologies and business models, earnings and
cash flow can be sparse as companies build out their operations. As a result, business valuations
depend more on future outcomes than would be the case in established businesses with
demonstrated records of profitability. The uncertainty which comes from having to rely on
longer dated estimates is perceived to be offset by the outsized investment opportunity, but there
can also be risk in paying too much for good companies. One need only review the experience
of the Nifty Fifty in the 1970s or the telecom bubble early this century to understand this point.
The question about any enterprise – highly valued or otherwise - is the extent to which it can
defend itself from competitive forces. This is always a difficult matter to assess, but today it is
important to question whether valuations of the disruptors reflect an assumption that they will
not be exposed to the forces of creative destruction. Are legacy companies standing still while
disruptors attack their capital? Has the market already concluded that legacy companies’ best
days are behind them? With Netflix trading at roughly 130 times next year’s estimated earnings,
for example, and Disney at 15 times some investors have apparently made up their minds.
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Passbook Savings…?
In the context of the persistent economic uptrend that has been underway now since 2009, there
are a few developments on the interest rate front which may be noteworthy. Since the depths of
the downturn, the Federal Reserve has maintained an extraordinarily loose monetary policy to
support economic conditions. While it has helped the economy and financial markets, the
average saver has been left in the dust. Bank deposit and money market rates have hovered
around zero, meaningfully under the modest rate of inflation we have experienced. These
conditions are in the process of changing, to the benefit of savers if not necessarily to investors.
With low unemployment and firm business conditions, the Federal Reserve has been raising the
Federal Funds rate, which is impacting short term interest rates. In the past year the 3-month
Treasury bill has gone from .8% to 1.8%, and the 2-year Treasury note has risen from 1.2% to
almost 2.4%. Yields are nothing to write home about yet, but nonetheless this is a doubling of
income. Inflation, however, appears to be on the rise and is now at or above the Federal
Reserve’s target of 2% (since when has it been the Federal Reserve’s job to reduce our
purchasing power?).
A second development is the worsening fiscal picture in the US. It is now anticipated that we
will be incurring annual deficits exceeding $1 trillion for the foreseeable future. Numbers of this
magnitude, particularly during economic expansions, are concerning. The increase in Treasury
borrowings to fund these deficits - at a time when the Federal Reserve is unwinding its bloated
balance sheet – will almost certainly add to interest rate pressures and force difficult decisions on
the country down the road. (The country appears to have little interest in this issue, which brings
to mind a comment from Churchill when writing about England’s failure to prepare itself for the
Norman invasion: “In the true English style, (England) had come to the conclusion that the
danger was past because it had not yet occurred.”)
Equity market valuations have benefitted from low interest rates following the 2008-09 crisis,
and steady earnings growth. To the extent we may be exiting from the 35+ year decline in rates,
there are implications for valuations across a broad spectrum of assets. The Federal Reserve
hopes to give markets time to adjust by outlining its plans for further rate hikes. In any case,
there should be more opportunities for savers, which have been lacking for some time. In that
case, the notion that there is no income alternative to owning stocks will be re-examined, and
attitudes about risk may change.
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Great Expectations

The Standard & Poor’s 500 Index (SP 500) advanced 21.83% in 2017, the 34th time since 1926 it
exceeded 20%. A particular feature of the market was strength in large capitalization growth
shares, with the Russell 1000 Growth Index up 30.21% compared to the Russell 1000 Value
index 13.66%, a disparity reminiscent of the late 1990s. According to the Wall Street Journal,
almost 24% of the SP 500 return last year can be attributed to Alphabet (parent of Google),
Amazon, Apple, Facebook and Microsoft.
Many growth companies are being accorded valuations which appear to preclude expectations of
reasonable, long-term outcomes. Part of this results from the direction of significant capital
flows to a mind-numbing array of passive indices and exchange-traded funds by some investors
likely indifferent to price and value. In many of these funds, the weightings of companies are
determined by market capitalization, with the result that as monies come in they are
proportionately invested in the largest companies, regardless of valuation. Valuations have also
been supported by aggressive policies of the Federal Reserve and central banks around the world
which have brought interest rates to their knees. Marginally above zero in Europe, short rates in
the U.S. (3-month Treasury bills) have only recently pierced 1% and the 10-year Treasury is only
grudgingly approaching 2.5%. Compared to this price “earnings” ratio of 40 for the 10- year
Treasury, the SP 500 estimated price earnings ratio of 18 appears to be a relative “bargain”.
After eight years of monetary easing, deficit spending and steady economic growth asset prices
seem elevated across the board – equities, fixed income, real estate, crypto-currencies, etc.
Investors’ recollections of past market dislocations appear to be waning in the persistent glare of
rising prices, and the “wall of worry” may be crumbling. This is a good time to revisit Benjamin
Graham: “An investment operation is one which, upon thorough analysis promises safety of
principal and an adequate return. Operations not meeting these requirements are speculative.”
None of this is meant to convey a market forecast. Rather, it is just to emphasize that investing,
along with all other commitments of hard-earned money, requires a rational balance between the
price paid and an estimate of the value received. Respecting this balance is fundamental for
those investors interested in “safety of principal and an adequate return”.
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Know Thyself
Richard H. Thaler, an economist who recently received the 2017 Nobel Prize in economics, was
in the headlines this week when he indicated he was nervous about the stock market. This
generated much discussion, as it seems obvious that anyone receiving the Nobel Prize must
know more than the average market participant, right? Maybe.
The tendency of market participants to seek the wisdom of “experts” is understandable, yet there
are examples of misplaced faith. In the recent past, we have the confession of former Chairman
of the Federal Reserve (1987-2006), Alan Greenspan, that his models underestimated the impact
of financial leverage as the economy marched on to the greatest unravelling since the 1920s.
Dubbed “The Maestro” by Bob Woodward (reflecting the Chairman’s wizardry in navigating
economic unpleasantness) he had regularly dismissed efforts to reign in the growth of derivative
markets, relying on his models and 250 PhDs working at the Fed. (Earlier, in January 1973, he
advised New York Times readers: “It’s very rare that you can be as unqualifiedly bullish as you
can now.” 1973-74, of course, turned out to be the worst bear market since the 1920s.)
Not to single out Chairman Greenspan, we remember Long Term Capital, a hedge fund whose
leadership included two 1997 Nobel Prize winners, Myron Scholes and Robert Merton, honored
by the Nobel Committee for their “…new method of determining the value of derivatives…”.
The presence of Nobel Prize winners in the management team, of course, had a favorable impact
on the firm’s fundraising program. In 1998, having constructed a highly leveraged investment
strategy using statistical assumptions which failed spectacularly, the firm’s demise contributed to
a significant correction in global financial markets.
It is not necessary to dwell further on individual stories (though it should be noted that in the
middle of the South Sea Company bubble of 1720 we find Sir Isaac Newton, whose IQ is not in
dispute). The purpose here is not to revel in the miscalculation of others, but to caution against
automatically taking financial cues from “experts”. It may seem counterintuitive to question
experts (though it is becoming less so every day), but financial markets have a way of humbling
all of us, IQ and curriculum vitae notwithstanding. Clear and objective thinking requires testing
everyone’s judgements in the context of what can be reasonably known, beware of models which
portray more certainty than the subject permits. We need to operate independently within our
circle of competence. One way or another, we must sort it out for ourselves. There is just no
way around it.
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06/30/17: 2423.41

The equity markets recently passed the 8th anniversary of the bull market which began in March of 2009,
and as this is being written the major indices are at or near all-time highs once again. Central Banks
around the world - particularly the US, Japan and the European Central Bank - have created
unprecedented liquidity over this time frame, and interest rates remain near historic lows. Curiously,
central bankers are concerned inflation is too low, even as worldwide growth continues and
unemployment rates decline.
In light of the above, it is reasonable for investors to wonder if the markets have been lulled into an
unjustified complacency. One can argue that easy central bank policies introduce a moral hazard if it
leads investors to believe there will be few meaningful consequences for risky behavior. Recently, this
issue has been on the mind of the Wall Street Journal (WSJ). On June 7, for example, The WSJ observed:
“Markets Rise In Lockstep Raising Worries of Reversal”. In the June 27 edition of the WSJ this headline
was found: “Calm Markets Inspire Fears Storm is Coming”. Again on June 28, the WSJ column Heard
on the Street noted this: “Indeed, the economy was unusually placid right before both the dot-com bust in
2000 and the financial crisis in 2008. That changed in a heartbeat.” (Could it be that this issue will only
become relevant when the established media stops chattering about it?)
There is certainly going to be a downturn in the future, and a dose of skepticism is always appropriate
when evaluating market conditions. Monetary and fiscal imbalances, for example, should not be ignored.
Forecasting markets, however, is not for the intelligent investor. It is a truism that economies and markets
are healthy until they are not. This does not inform long term investing. Uncertainty is always with us,
so prudent investors plan accordingly. They ensure sufficient liquidity to meet unforeseen circumstances,
and allocate funds to equity investments consistent with their time horizon and ability to weather
inevitable market cycles. Most importantly, they consider themselves as partial owners of operating
companies, not traders in stock certificates.
For investors, the point of this is to stay focused on issues under their control and to which they can bring
some measure of understanding, i.e., asset allocation, adequate diversification and a long term
perspective. A commitment to prudent investing principles in all market environments is the best course
for long tem investors.

17810 Meeting House Road Suite 315 Sandy Spring, MD 20860 Phone (240) 389-1947 Fax (240) 389-1961
e-mail: hendon@harewoodpartners.com
www.harewoodpartners.com

Shawn M. Hendon
Managing Partner

April 2017

Straight Talk
In reading the 2016 annual reports which have been distributed this spring, I am reminded of a comment
from the 2015 Chubb Limited letter to shareholders (Chubb is a multinational property and casualty
company) by Evan Greenberg – Chairman and CEO-:
“…strategy should be able to be expressed in a reasonably simple,
clear way. The tactics, the nuance and the execution add much complexity, but how
we fundamentally think about strategy should be simple so we have absolute clarity of
vision, which enables our focus and clear communication.”
On the surface, this may strike some as so much common sense that it need not be mentioned. The issue,
however, is that its execution is very difficult. A clearly stated strategy, with limited –but essential –
goals is a roadmap for those entrusted with managing the business. Importantly, such a statement also
provides a foundation for accountability across the company, and gives shareholders a standard for
evaluating management results.
The letter to shareholders in each annual report is management’s opportunity to review operations, results
and strategy with shareholders, the owners of the business. It is a fundamental responsibility of
management to be candid and forthright with shareholders about issues which most directly affect the
value of their investment. Many letters have morphed into rambling marketing and promotional pitches,
rather than the honest business review owners should expect. For example, many corporations proudly
inform shareholders how they are “building shareholder value” through ongoing share repurchase
programs, without presenting the case. Is it possible that share repurchases benefit shareholders at any
price? Are there guidelines management uses to determine when one price is more attractive than
another? Is the anticipated return from repurchases competitive with capital expenditures, or
acquisitions? Do repurchase programs impair liquidity or credit quality?
Characteristics of a thoughtful shareholder letter include: 1) a candid review of business results, covering
success and disappointment, 2) an honest discussion of challenge and opportunities, 3) a concise
statement of the company’s strategy to deal with the above, and 4) specific benchmarks shareholders can
use to measure management effectiveness in growing business value (and value per share) over time.
Investors would not go too far astray if they used shareholder letters as one standard for potential
investment. A thoughtful letter implies thoughtful management, and very likely a shareholder oriented
management. In reading the letter to shareholders, investors should ask this question: If this were a
private enterprise, would I consider an opportunity to become an owner? It is certainly not the only
consideration, but it is a good place to start.
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Staying the Course
Equity markets turned in a solid 2016, providing a total return of 11.96% as measured by the SP 500
index. Many would consider this a particularly good result, however, given some of the issues which
confronted markets during the year. After a market setback early in the year, the unexpected decision in
June by UK voters to leave the European Union led to further market weakness and a deluge of dire
predictions. This was followed in November with the election of Donald Trump, which caught all
pundits completely off guard. As the polls came in throughout the evening, the futures markets at one
time indicated a decline exceeding 750 points for the Dow Jones Industrial Average. By year end,
though, the US markets were roughly 5% above both the pre-Brexit close and the pre-election close.
2016 was a good reminder that it pays for long term investors to remain focused on the horizon, not on
the traffic in front of them. It is difficult for anyone to predict the future, and it has been demonstrated
that people are wired to react disproportionately to bad news. Market history is replete with negative
surprises, both economic and political, but capitalism in a democratic republic is resilient. Consequently,
maintaining a long term perspective is likely to keep investors from becoming their own worst enemy.
That being said, the equity market has advanced steadily - with “interruptions” - since the low of 2009
and is 40+% above the 2007 high. The SP500 is valued at roughly 20 times its trailing 12 month
earnings, compared to a 10 year average of 16 times. With the bull market in bonds appearing to have
ended in 2016, any equity market gains will not likely come from higher valuations, but will need robust
earnings growth. Plans from the incoming administration on tax reform, regulatory relief and
infrastructure are pro-business and could support economic growth, but time will tell. Nothing should be
taken for granted. Our fiscal house is still in need of major structural repairs.
The goal of long term investors is to increase capital prudently over time, through investment in profitable
businesses led by capable and honest management. In a time when information flow is unprecedented,
never ending and sometimes truthful, long term investors need to pierce the fog by focusing on the
operations and management of businesses in which they have an interest. This will be particularly
important in the coming year as the new administration and Congress lay out their agendas, and market
pundits speculate daily on every twist and turn.
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Out To Lunch

With the presidential election finally right around the corner, one of the key issues discussed is
the ability of each candidate to manage the economy . Hardly a poll goes by that doesn t
contain some question relevant to this concept, and no one questions its validity. From the time
of the American Revolution to the Great Depression of the 1930s, this question would have been
regarded as the height of hubris, or perhaps more suited to socialist regimes than democratic
republics. America was founded on the principle of limited government - established to secure
individual rights and freedoms
which left the exercise of liberty and pursuit of happiness to
each citizen, to deal with risks and rewards as they saw fit. The desperate times of the Great
Depression changed all of that, and it is difficult to argue today we have a limited government. In
2016, most Americans seem to support an evolved concept of government which has a duty
among other things - to mitigate economic risks, which are central to a free society. If, then, this
is what we choose, let us fund it responsibly.
Our presidential candidates should discuss this issue, i.e., how much government is consistent
with a free society, but don t hold your breath. Regardless, the tangible, pressing funding matter
bears scrutiny. The Congressional Budget Office (CBO) recently announced that the FY 16
federal deficit grew for the first time since 2009, coming in at $590 billon. It projects the annual
deficit will increase to roughly $1 trillion by 2022. These annual deficits add to our outstanding
debt as the country borrows each year to sustain federal programs. (Every penny of discretionary
government spending - outside of social programs - must be borrowed.) The outstanding Gross
Federal debt is now $19.7 trillion (watch it grow on usdebtclock.org), a whopping 2.3 times the
2006 level, and larger than U. S. Gross Domestic Product. CBO projects the debt will rise to $24
trillion by 2022. These projections, of course, assume no change to the policies currently in
place and do not include unfunded liabilities in the social programs.
With the economy expanding, though at a moderate pace, it would seem a good time to discuss
the state of our financial affairs. (In 2010 the Bowles-Simpson Presidential Commission
provided a reasonable bi-partisan plan, but it died of neglect.) Instead of trying to manage the
economy , those in leadership should focus on their fundamental responsibility to pass a prudent
budget plan and reverse the dangerous trends in place. The candidates do not explore this matter
because the country does not demand it, but they need to get ahead of public opinion and define
the challenge. Leadership must skate to the puck (move to where the puck is going, not where
it is), but right now it is on the bench.
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Separation Anxiety
For the past two weeks, world news and commentary has been singularly focused on the United
Kingdom (UK) decision to leave the European Union (EU). The referendum took most people
by surprise, and observers have wasted no time outlining negative implications for the UK and
EU. It must be recognized, however, that this event has many dimensions which cannot be
assessed through quick analysis. On a daily basis, every market gyration in the financial markets
has been attributed to the decision. Short term market reactions to unexpected outcomes such as
this are understandable, but not entirely rational. After all, we do not even know what the new
regime will entail, much less what the implications might be. Any positive opportunities have
been given scant attention, so at this point it appears markets lack a balanced perspective. (As an
interesting side note, a recent reading of the American Association of Individual Investors shows
the lowest level of bullish sentiment in over 10 years.)
None of this, of course, is to ignore the reality that long term government yields around the
world have gone to new lows, the pound has collapsed to 30+ year lows, European equity
markets are weak and gold has strengthened. That being said, do these trends stem solely from
the UK decision, are they the final stages of trends already in place prior to the decision or do
they represent significant changes in the investing landscape? The true answer is no one really
knows. Potential risks and rewards could be balanced, but this will only be known over time.
The future is always uncertain, and long term investors should be wary of reacting to
con en
progno ica ion hich can ne er be factual, but are only opinions susceptible to the
influence of crowd psychology. What we actually know is vastly exceeded by that which we
don , and m ch a ed a fac i onl a mp ion.
Free markets demonstrate that progress is achieved in ways which could not have been foreseen
or designed. Market participants, in seeking to enhance their competitive positions, allocate
scarce capital and resources with varying degrees of success. Markets absorb these lessons,
adjusting over time to the ever changing dynamics of capitalist enterprise. Certainly, in the wake
of the UK referendum markets are in a messy process of trying to divine implications, and much
works needs to be done to determine next steps. For long term investors, however, the
challenges are 1) to maintain a balanced perspective, 2) be skeptical of widely-held opinions and
3) exercise humility concerning the nature of our understanding.
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Informed Speculation
Two years ago, in our April 2014 commentary, we noted that while market valuation in the aggregate was
around the historical average, several sectors appeared to be generously priced, including social media
and high yield bonds. The market was also too eager for low quality initial public offerings. We weren’t
forecasting returns, but observing exuberant investor behavior which often portends disappointment.
Since then, the high yield bond market has been hurt by the large number of energy securities issued just
as oil prices were peaking. The downdraft in oil has strained the profitability of exploration/production
and service companies, and bankruptcies are growing. As for social media, a great many companies went
public from 2011-2015, including “popular” names like Twitter, LinkedIn, Yelp, Yandex, Zynga,
Groupon, Tableau Software, Lending Club, Etsy, GoPro and Fitbit. These companies are now down at
least 60% from their highs of the past two years, and all except LinkedIn are at - or below - their initial
public offering price. More unpleasantness may be on the way. As Fortune magazine reported in
February of 2016, private investors placed $362 billion in start-ups over the past five years, and it is
estimated that 173 companies now have private valuations of $1 billion or more. The combined valuation
of these companies is estimated to be $585 billion, and many are not close to profitability. (In recent
months, some mutual funds have written down the valuation of certain private holdings, and more may be
on the way.)
Equity investment always has an element of speculation because the future is uncertain, and human nature
is fallible. The goal is to reduce the speculative component as much as possible, to craft an “informed”
speculation about investment opportunities. (The longer a company’s operating history, for example, the
more one can evaluate the nature and competitive position of its business. The more modest a company’s
valuation in the market - relative to earnings, cash flow or assets - the less likely it is investors are paying
for unrealistic expectations. If management exhibits candor, honesty and conservative operating
principles, it is less likely investors’ capital will be abused.) Mistakes in judgement are part of the
investing environment, but investors can take steps to minimize “unforced errors”.
Having passed the 7th anniversary of the 2009 market bottom, it appears many investors are skeptical
about current market levels and direction. This is understandable. No market forecast, however, can be
considered “informed” speculation.
For those with a multi-year horizon and a value-oriented
perspective, the best course always is to search for businesses that are reasonably valued relative to
earnings, cash flow or assets. Patience may be required, but “informed” speculation will most likely lead
to satisfactory total returns over time.
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Gusty Winds
The volatility of equity markets has been nerve-wracking for many investors, leading some to
seek shelter in money market funds and bonds, even though they offer no opportunities for
satisfactory inflation-adjusted returns over time. Volatility has become a central issue for many
in the investment community in recent years who believe it is synonymous with risk.
Accordingly, dampening portfolio volatility equates to lowering risk, and billions of dollars are
managed with this objective in mind. In fact, the increased popularity of alternative investments
(private equity, hedge funds, derivatives, etc.) in part stems from the desire to reduce volatility.
There are several problems with this notion, not the least of which is that stocks with “low”
volatility may be unattractive businesses, thus increasing risk to investors’ capital. Conversely,
stocks with “high” volatility may be attractive businesses, lowering investor risk over the long
term. Shares of good businesses, for example, that fall more than the market over some period of
time do not become riskier. Instead, the discounted valuation makes such shares a more
attractive investment. For long term investors risk is not volatility, but rather the chance of a
permanent loss of capital from investment in a bad business.
Managing volatility is one consideration often emphasized in portfolios whose horizon is long
term, such as pension funds, endowments and family trusts. For portfolios with a 30 year time
frame, however, volatility should be a minor concern. History demonstrates that the range of
equity market returns is widest in the short term (1-3 years), but much narrower long term (5+
years). The effort to manage volatility in long term asset pools is inappropriate, as it focuses on
a problem which does not exist. (For entities that do have short term needs, volatility is indeed
an issue, but it shouldn’t be managed with “volatility dampening” programs. It should be
addressed by increasing exposure to short term, high quality reserves.)
Volatility is an inherent characteristic of free markets, and while it can be disconcerting, it
should not distract investors from a proper long term perspective. In The Intelligent Investor
Benjamin Graham devoted his famous Chapter 8 to this issue. “Basically, price fluctuations
have only one significant meaning for the true investor. They provide him with an opportunity
to buy wisely when prices fall sharply, and to sell wisely when they advance a great deal. At
other times he will do better if he forgets about the stock market and pays attention to his
dividend returns and to the operating results of his companies.” Amen.
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Ground Zero
On October 5, 2015 the U. S. Treasury sold a new 3 month treasury bill with a yield of 0% for
the first time in history. (Treasury bills yields in the secondary market have been negative
previously.) Preferring the liquidity and safety of a U. S. government short term obligation to a
return on their money, investors gave the government a free short term loan. Having finally hit
zero, one could say rates have come full circle from the heady days of 1981 when monthly
average short term treasury yields peaked at 16.30% in 1981.
After 3+ decades, it is not surprising investors are conditioned to low interest rates. Many
investors have never seen a rising rate environment. Those who graduated from college in 1981
are now over 55 years of age, and if they have had mortgages they have spent most of their
working life refinancing. It is instructive to think about the impact such long term trends have
on investor expectations and behavior.
Today, maturity risk is not on most investors’ radar screen. For 34 years ownership of short
term securities has been a losing proposition, and it has paid to be a fixed rate lender. On the flip
side, borrowing short has proven to be most cost effective as predictions of higher rates have
been swamped in the tsunami of a long secular trend. In 1981 investors failed to lock in the high
rates on longer dated securities, assuming they would not decline. (The U. S. ten year yield
peaked at over 14%, or 7x earnings.) Today investors lock in low rates on such securities,
assuming they will not increase. (The U. S. 10 year yield is now 2%, or 50x earnings.) Investors
in 1981 fled equity-like returns on risk free treasuries, and 34 years later they are drawn to paltry
yields like moths to a flame.
For those of us who were around in 1981, this juxtaposition is profoundly interesting. It is a
classic reminder that secular trends in markets can be reversed under the influence of historically
extreme levels, with such reversals signaling a new secular trend. None of this is to suggest we
are headed back to 1981, or that the current structure of rates cannot continue - it can. Rather,
investors should be cognizant of the mirror image in which we find ourselves, and think about
the risk/reward tradeoffs. In 1981, with the absolute level of rates so high and reinvestment so
profitable, investors could hardly have failed to earn a real return from longer dated securities,
under any scenario. This is not the case presently. No bell rings when conditions change.
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Bull Market “Selfies”
In early versions of Security Analysis (the seminal work on investments written by Benjamin
Graham and David Dodd in 1934) the authors opine that corporate managements have an
obligation to shareholders to prevent “…establishment of either absurdly high or unduly low
prices for their securities.” They are not referring to short term market fluctuations, and they
condition the obligation with the caveat “…insofar as they are able to do so through proper
corporate measures”. Proper corporate measures might include candid communications about
the business to owners, thoughtful - and long term - perspectives about the effective use of
shareholders’ capital and an aversion to financial engineering. The authors comment that
managements should want both sellers and buyers to receive a fair price in the market, i.e., a
price which reasonably reflects the value of the underlying business, and therefore managements
should have an interest in policies which might further that objective over time.
I was reminded of this issue in the context of many annual reports this year whose letters to
shareholders began by highlighting the latest annual share price appreciation. While rising share
prices are certainly welcomed by shareholders, appreciation over any short term period is not
meaningful, nor is it necessarily a testament to management’s stewardship. In the wake of
generally strong equity markets, some managements have taken a bow.
Management attention to short term share price activity is not what Graham and Dodd had in
mind, and much has been written about this in connection with corporate compensation policies
and capital allocation. “Creating shareholder value” has become the mantra across corporate
America, but few CEOs think as owners and they fail to adequately assess the long term relation
between value per share and underlying business value. It can be argued that much corporate
activity is really an attempt to influence short term share prices, not long term business value.
Corporate transactions are often executed without regard to value and the impact on shareholder
capital. These include 1) share repurchase programs, which are now nearly universal, 2)
corporate spin-offs, 3) mergers and acquisitions and 4) restructuring programs.
While some of these activities are thoughtfully implemented, it is unusual to find managements
tangibly demonstrate to shareholders how these activities will increase value per share over time.
Those that do deserve special attention because it indicates they respect capital, and are
thoughtful about “proper corporate measures”.
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A Man Next Door
You may have seen media accounts of Ronald Read, a longtime resident of Vermont who passed
away last year at the age of 92. (His wife died many years ago, and he had two stepsons.) Mr.
Read was as a maintenance worker and janitor at J.C. Penny, following long employment at a
service station partly owned by his brother. The remarkable part of Mr. Read’s story is that he
left an estate valued at roughly $8 million, most of which he bequeathed to a local library and
hospital. The bulk of his wealth was in the form of blue chip common stocks which he had held
for many years, and the executor is still trying to determine their exact worth.
Mr. Read’s net worth was the result of two habits which almost everyone can emulate: 1)
spending less than one’s income, and 2) investing patiently for the long term in a diversified
group of common stocks. Having been born in 1921, Mr. Read’s outlook was certainly shaped
by the Great Depression and his World War II service. He was known to hold his coat together
with safety pins, and employed a variety of strategies to avoid parking meters. Interestingly, for
a man with such modest income, Mr. Read apparently did not spend the dividends generated by
his common stock holdings. Rather, he reinvested them in additional shares of common stock.
(Assuming a current dividend yield of 1.5%, Mr. Read’s pre-tax dividend income was probably
in the range of $120,000.)
There may not be many individuals like Mr. Read, but there are surely more than we think. From
what we know, Mr. Read was a long term investor, not easily influenced by the siren song of
prognosticators, market timers or “experts”. He identified good businesses with which he was
familiar, and stayed the course as they collectively prospered. Having grown up in a time of real
distress and danger, Mr. Read invested with an optimism about the future of American business
that belied his personal experience. He was confident that his hard earned surplus would grow.
Mr. Read’s growing wealth did not change him or his lifestyle, despite his humble
circumstances, and those around him were completely unaware of his wealth. When his net
worth was divulged, they were dumbfounded. John Train had a Mr. Read in mind when he
wrote this in 1994: “The rational approach is to trust in a sufficiency of wealth as a byproduct of
a useful life. Happy are those who find fulfillment in their families, their work, their civic duties
and hope for the best”. Mr. Read already knew.
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December 2014

(For those who run at the mention of economics,
please forge ahead. Novocain is not required,
but caffeine may help.)

The Austrian approach to economics is not widely taught in the United States, but it deserves more
attention as a common sense understanding of economic activity. It concepts are easily grasped, and
unlike other approaches, does not attack the reader with tomes of mathematical confusion. There are
three tenets which are important: 1) The fundamental role of individual actors in allocating resources and
developing market prices, 2) Our state of imperfect knowledge about today and tomorrow, and 3) The
boom/bust cycles resulting from monetary and fiscal policies which distort pricing signals (including
floating exchange rates), and thus behaviors. Significantly, in the context of imperfect knowledge,
attempts to create economic outcomes through government policies are misplaced. It is not possible to
predict consequences, and the artificial market signals which develop will distort investment activity.
In this vein, the Federal Reserve has implemented a low interest policy for years in response to the
housing bubble implosion. Without knowing where rates would be in the absence of this policy, the
behavior of market participants has surely been influenced by the stated intentions of the Fed to keep rates
near zero. The decline in oil prices, for example, is exposing leverage in the energy sector, particularly
smaller exploration and production (E & P) companies. Attracted by oil prices sufficient to justify
expensive fracking programs, and fueled by easy terms from yield starved investors, capital has been
directed to drilling at an accelerated pace. (E & P debt is up almost 55% since 2010, much of it funded as
part of the $475 billion in high-yield bonds issued last year.) Much of this capital is uneconomic at
current oil prices, and domestic production will likely be curtailed.
It should be noted the oil priced decline is taking place in the context of a 15% increase in the tradeweighted dollar since June. (Oil is priced in dollars on world markets, so dollar strength makes oil more
expensive in other currencies.) While the dollar is higher now than it has been since 2006, it remains
more than 20% below levels in 1986 and 2002. It is not possible to predict direction of the dollar or any
currency, but volatility in the dollar as the reserve currency of the world is problematic. We can recall the
Asian currency crisis of the late 1990s when the ruble collapsed, Long-Term Capital blew up (doing
short-term trading) and oil fell to $10 a barrel. This all occurred in the middle of a 50% increase in the
dollar from 1995-2001. The dollar currently benefits from weakness in many world economies, and
efforts by several to devalue their own currencies and bolster exports. With fiat currencies around the
world primarily influenced by “speculative” trading (the value of foreign exchange attributed to
commercial transactions is very small compared to financial transactions), extreme dollar moves in both
directions will continue to recur. This is not optimal, but it is the world in which we live. As part of one’s
toolkit, an acquaintance with this issue can be helpful in thinking about market developments.
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No. 10
I recently read a biography of James Madison which contains a good discussion of his significant
role in creation of the Federalist Papers. The Federalist Papers are uniformly regarded as the
finest exposition of our constitutional principles, and are an enduring classic of political
philosophy. Widely read around the world ever since, the Papers were written by Hamilton,
Madison and Jay to secure a positive New York vote on the Constitution of 1787. The Papers
contain many references to the limits of human nature and the character of confederacies and
republics throughout history. A cursory reading of the Papers makes it clear the Constitution had
been constructed with purpose - and a sense of history - based on an objective appraisal of how
people and governments have actually behaved.
In Federalist Paper No. 10, Madison argues the benefits of a larger democratic republic in
ameliorating the negative effects of factions. The more factions, he argued, the less likely it is
that any particular faction would affect the whole. In a passage which caught my attention,
Madison points to several “dangers” which would be less apt to spread to the whole nation: “A
rage for paper money, for an abolition of debts, for an equal division of property, or for
any other improper or wicked project….”
Madison was neither wealthy, a creditor or a large land owner but he understood economic rights
were essential to individual liberty. He had concluded violation of these rights had contributed
to the failings of various nation states, as evidenced in his study of historical accounts.
On the important point, however, he was wrong. The large republic has not offset factional
support for the activities about which he worried. Paper money is the standard in the land, and
“modifications” of contractual debt obligations are a developing practice. Additionally, public
discourse on income inequality and class division is center stage, while there seems to be a
growing perception that equal outcomes and freedom are synonymous.
Given the wisdom of men like Madison, Hamilton and others as they created the greatest
experiment in human liberty, it is worth pondering Madison’s concerns over the tendencies we
have embraced. Times have changed - and some may think his concerns outdated or misplaced but history was his guiding light and we should be wary of discounting the “…accumulated
experience of ages…” (Hamilton – Federalist Paper No. 6)
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Market Acrophobia
It has been often noted that the American recovery since the depths of the “Great Recession” has
been one of the weakest on record, in spite of massive monetary and fiscal support. Yet, in the
face of this disappointing growth, the equity markets have nearly tripled since the 2009 lows and
are 20% above their 2007 highs. For many investors this is seen as a dangerous paradox (“Wall
Street versus Main Street”), and gives rise to much of the anxiety about today’s market levels.
These investors might be correct, but this line of reasoning can also be misleading. The stock
market represents the aggregate views of many investors allocating capital, and can sometimes
be a decent indicator of future conditions. One of the most instructive examples of this was the
June 1940 bottom in London shares, just as it appeared Nazi Germany might succeed in bombing
England into submission. France had already fallen, and the Dunkirk retreat was not even two
months past. At the height of the London air attacks, the London share market looked through
the destruction and believed England would prevail. It rallied into 1947. (For more discussion
of this, please see “The Art of Contrary Thinking” by Humphrey B. Neill.)
When Paul Volcker went to Chase Bank as an economist in 1957, he was asked by the chairman,
George Champion, what impact he thought the US balance of payments deficits would have on
the US gold stock. Volcker says he expressed all the conventional economic reasons why there
wouldn’t be any problems. Sixth months later the first breakout in the London gold market
occurred, and Volcker says “It taught me that there may be things that a man out in the market
knows that nobody in government or a university knows. He may not know why he knows it, but
he does.” (“The Fate of the Dollar” by Martin Mayer.)
The reality is it can be very difficult to explain or forecast financial or macroeconomic trends,
and particularly any relationship between the two. The best approach is to avoid the forecasting
business and focus on things we can more reasonably ascertain, i.e., individual company
prospects and valuations. The SP500 at 16x earnings (according to FACTSET) is not historically
high, and it is quite reasonable compared to interest rates. The SP500 earnings yield of 6.3%
(the inverse of the P/E), for example, compares to a 10 year US Treasury of 2.5%. No one
expects such low rates forever, but there may be room for rates to rise without impacting average
equity valuations. We are not anxious over the distance we have come. Rather, we anticipate
reasonable total returns from our portfolio holdings both an absolute level and relative to
inflation.
June 2014
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Recovery of Animal Spirits?
The stock market recently passed the five year anniversary of the March 2009 bottom, marking
the strongest five year period since the 1960s (to the astonishment of many). While the market
in the aggregate is judged to be fairly valued – with a PE of approximately 16x – in recent
months there have been signs of excessive “animal spirits” in several market sectors which bear
watching. For example, valuations appear expensive in social media, biotechnology, high yield
corporate and some international bonds, while the market for initial public offerings is receptive
to a greater number of low quality offerings.
Anecdotally, in this connection, there has been an unusual amount of talk in recent months of a
general market “bubble”. The recent housing collapse and associated financial turmoil
apparently scarred investor perceptions and have led to a new class of “bubble” watchers.
(Indeed, in its collective guilt, Congress passed the Dodd-Frank legislation and institutionalized
our own governmental “bubble” watcher in the form of the Financial Stability Oversight
Council, whose mission is to monitor excessive risk taking in the financial system to prevent the
kind of panic we experienced in recent years.) Comparisons are being made to the tech/telecom
frenzy of 2000-01, the 1987 break and the crash of 1929. All of this is understandable, as these
periods of unpleasantness were dramatic, and some are still clear in the minds of many investors
and observers. It does make one wonder, however, if this will be one of the most advertised
“bubbles” in history. (In real bubbles, a doubting Thomas is hard to find.)
Of course, this is not to say that the market cannot go down, or that investors should not be
cognizant of excesses. Rather, the point is to avoid the hype and invest in companies with
demonstrated profitability, strong finances, shareholder-oriented management and reasonable
valuations. (Many investors who patiently avoided the 2000-01 tech/telecom sectors, for
example, managed well in the subsequent downturn.) As always, the prudent course is to remain
focused on individual company prospects over the long term, and ignore the short-term market
chatter.
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100 Years Of Elasticity (And Counting)
Created a century ago, in large part, to provide the nation with an “elastic currency” to combat
financial panics, the Federal Reserve last year marked its centennial anniversary with a $4
trillion balance sheet. (Note: objective met.) Let the record show that yields on 10 year
Treasury notes joined in the celebration by almost doubling during the year. Starting 2013 at a
miniscule 1.8%, rates at year end were a more “robust” 3.0%, having returned to levels not seen
since 2011. Interestingly, this rise occurred as the Federal Reserve continued its “quantitative
easing” (i.e., money printing), purchasing in the aggregate $85 billion of mortgage backed
securities and US Treasuries every month. This rise in yields from very low levels also had no
apparent impact on equity markets, as the SP500 index rose almost 30% in price.
As we enter 2014 the SP500 is trading around 15.3 times estimated earnings for the year,
according to FactSet. This translates to a 6.5% earnings yield (inverse of the P/E ratio), which
remains favorable in absolute terms and relative to both current 10 year Treasuries and inflation.
Should intermediate and long rates continue an upward trajectory from here implications for
equity markets may develop. This is not a forecast of the stock market or interest rates, but an
acknowledgment that higher absolute rates are more competitive than rates near zero. There is
no way to determine the point at which this dynamic might begin to assert itself, but for
reference, we should remember that prior to the financial panic of 2008-09 yields were in the
range of 3.75% to 5.25%. At the 2007 stock market high (SP500: 1575) rates were around
5.25%. Should the SP500 PE ratio remain unchanged, the earnings yield spread at that level
would diminish to 1.5% from the current 3.5%.
Into the stock market bottom of 2009 (SP500: 676.23), the market had experienced a negative 10
year return for the first time since the 1930s. With the enthusiastic support of the Fed – and in
the face of much investor skepticism - the equity market is now 2.7x the 2009 bottom. While
investors should not extrapolate recent 5 year returns into the future, it is not unreasonable to
anticipate satisfactory total returns in absolute terms, and relative to bonds and inflation.
Dividends are likely to comprise a larger component of total return. Large monetary and fiscal
imbalances remain a source of concern, but as we saw in 2013, implications for markets are
difficult to divine. Therefore, our focus remains directed to good businesses with financial
strength and fair valuations for the prudent growth of capital and income over time.
January 2014
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Distinction With A Difference
The decades-old debate over the merits of “active” and “passive” (index) investing has
engendered such passion that it has almost joined religion and politics as forbidden topics in
polite company. It is not the purpose of this commentary to try and settle the debate. There are
advantages to both approaches, and there is a place for both. It is hoped, however, that we might
briefly highlight essential elements of each so investors may choose wisely whenever they
venture into this argument with their hard-earned money.
For many equity investors, the benefit of common stock ownership is the capital growth and
income which results from investment in a limited, but diversified, group of profitable operating
businesses (our preference). Assessing investment opportunities with the same business-like
perspective of a private owner, these investors select companies judged likely to enhance the
value of their capital in real terms over time. The process can be lumpy and uneven, but this is
of no consequence to long term investors. Rather than emphasize relative returns, they seek to
achieve satisfactory returns in absolute terms over time, given the risk undertaken. (There will
always be someone, somewhere, making more money.) These investors are long-term business
owners, and focus more on operations than short term market quotations.
For other investors the preferred vehicle for common stock ownership is a fund(s) consisting of a
large group of companies (i.e., the Standard and Poor’s 500, the Vanguard Total Stock Market of
3,000 companies, etc.) constructed to replicate “the market”. Investors need not have an interest
in any facet of the component businesses, the relative weights in the index or their valuation,
seeking only the assurance that investment results will not, by definition, fall short of market
averages and that expenses will be low. (To avoid the risk that some businesses in town might
be disappointing, these market participants invest in practically every business - regardless of
their prospects – to ensure group results.) This is a different focus, more of an emphasis on
market trends. For many investors this is a reasonable approach, certainly compared to some of
the schemes promoted by various investment marketeers.
The two approaches are fundamentally distinct, and not accurately differentiated by an emphasis
on relative returns. The path chosen by investors must be a function of their own perspective,
shaped by temperament, experience and circumstance.
September 2013
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The More Things Change
Recent market volatility in the wake of Federal Reserve policy statements has been the topic of
much conversation in both the financial and non-financial media. Attempting to divine the
meaning of market fluctuations, commentators often turn to the advice of economists and
professional investors (and – occasionally – astrologists). In this vein, it is worth recalling the
observations of one of the world’s most renowned economists, John Maynard Keynes.
Respected internationally for his extensive work in economics, particularly The General Theory
of Employment, Interest and Money (published in 1936 as the leading argument for government
intervention to remedy the ongoing depression), Keynes is notable among economists for his
personal and professional success as an investor. He attributed his ultimate success to the
abandonment of a 20 year investment approach based on his credit cycle theories for one in
which the central principle “…is to go contrary to general opinion…”.
In his famous Chapter 12 of the General Theory he wrote: “Day-to-day fluctuations in the
profits of existing investments, which are obviously of an ephemeral and non-significant
character, tend to have an altogether excessive, and even an absurd, influence on the market”.
He was, of course, referencing market psychology and directing his judgment to what he
perceived as the growing influence of speculation, the focus on short term price changes,
compared to investment, a focus on the prospective return of businesses over the long term.
As Keynes understood, long term equity investors must generally ignore the inevitable market
volatility created by the mixture of liquid markets, 24/7 media and human nature. In 1938, he
underscored the challenge in the face of readily available quotations: “(It) is true, unfortunately,
that the modern organization of the capital market requires for the holder of quoted equities
much more nerve, patience and fortitude than from the holder of wealth in other forms”.
Did Keynes himself possess these qualities? Investing a concentrated equity account (using
margin when values were plentiful) Keynes multiplied his net worth 65 times from 1929-36, and
following meaningful market setbacks as the war intensified he doubled his net worth from
1939-45 (according to a 1983 Forbes article based on the published account of Keynes’ collected
writings). Keynes died in 1948 with an estimated net worth of $23 million, in current dollars.
June 2013
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Hey, Brother…Can You Lend Me A Dime?
On a recent C-Span radio show about individual retirement strategies a caller shared with
listeners that she lost half her money in the 2008-09 stock market drop, and no longer invests in
the stock market. (One can only presume from her tone she liquidated near the bottom.) She
went on to explain that her retirement contributions are now invested with the Lending Club
“earning” 8 ½%. (According to its website, http://www.lendingclub.com, the Lending Club is
“…an online financial community that brings together creditworthy borrowers and savvy
investors…”) She knew little about the regulatory framework for the company, but recalled
having looked it up in the Better Business Bureau. The caller underscored she was not greedy,
just looking forward to a “steady” 8 ½% every year. (Not expecting too much - only a little less
than the long term return on common stocks.)
Fleeing the scene of the last investment battle, and facing a world of 0 - 1% interest rates, the
caller is seeking the “safety” of illiquid, unsecured, high-rate loans to individuals she will never
meet by purchasing unsecured notes of the Lending Club (which funds loans from the note
issuance). Is 8 ½% the new risk-free rate? (I wonder if the Federal Reserve knows this.)
This commentary is not about the Lending Club or its prospects, and I offer no recommendations
one way or another. It is, however, about the mentality of some investors in this environment
who have foresworn the volatility of common stocks for investments which don’t wiggle,
confusing volatility with investment risk. It is also a clear example of the behavior encouraged
by the Federal Reserve with its zero interest rate policies. Artificially suppressed interest rates
distort free market pricing signals, and fundamentally alter the rational allocation of capital. Our
caller is surely on unfamiliar grounds, prodded there by returns on traditional savings
instruments (i.e., savings accounts, CDs, money markets, etc.) which are destructive to
purchasing power. What this means for our markets is not yet clear, but prices are being
distorted and certainly some capital is now exposed to new risks - both unknown and
disregarded.

March 2013
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In Ben We Trust
Little more than 30 years distant from the 15.5% US Treasury bond yields of 1981, 10 year US
Treasury bond yields at the end of 2012 were an undemanding 1.8%. Through the year ended
November 2012, the CPI (unadjusted) was 1.8%, meaning the “real” (i.e., inflation-adjusted)
interest income from a 10 year treasury was zero (negative after taxes). At the yield of 1.8%
bond investors are paying almost 56x earnings for an income stream which, though
“guaranteed”, will never increase and does not even provide real income at these low levels of
reported inflation. (It does make one wonder what rate investors would accept if we actually
balanced budgets and borrowed responsibly.)
This circumstance is the result of Federal Reserve policy which has explicitly targeted increases
in asset prices (bonds, equities, real estate, etc.) to spur economic growth. Described by the
Federal Reserve as “unconventional monetary policy”, this approach has supported bond prices –
and perhaps other asset markets - at levels higher than may have been attainable in the absence
of a massively expanding central bank balance sheet. Economic growth, however, remains tepid
even with the massive monetary and fiscal stimulus of recent years.
Despite repeated assurances from the Federal Reserve it can surgically shrink its balance sheet
when conditions warrant, fiscal imbalances could overwhelm its capacity to manage the process,
and artificially depressed yields would ultimately respond to unyielding financial realities. The
damage sustained by holders of fixed income instruments at that juncture will be unpleasant,
exacerbated by today’s microscopic yields.
Investors in the broad equity market – as defined by the SP500 – are paying roughly 14x for an
estimated earnings stream which over time will likely grow in excess of inflation. Compared to
the 1.8% earnings yield from the 10 year US Treasury, the SP500 earnings yield (inverse of the
P/E ratio) is approximately 7%. Equity markets will be affected by meaningful increases in bond
yields, whatever the impetus. However, by focusing on companies with modest valuations,
diversified businesses, strong balance sheets and dividend capacity equity investors should
expect to grow their wealth in real terms over time. This is clearly preferable to the certainty of
negative real returns from “safe”, high-quality bonds.
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Hamilton’s Admonition:
Tendencies and Propensities
“There is no sentiment which can better deserve the attention of the legislators of a country than
the one expressed in the speech of the President, which indicates the danger to every government
from the progressive accumulation of debt. A tendency to it is, perhaps, the natural disease of
all governments; and it is not easy to conceive anything more likely than this to lead to great and
convulsive revolutions of empire.…there is a general propensity in those who administer the
affairs of government, founded in the constitution of man, to shift off the burden from the present
to a future day-a propensity which may be expected to be strong in proportion as the form of a
state is popular.”
Alexander Hamilton, Second Report of the Public Credit (1795)
As our country struggles to resolve its fiscal imbalances, it might be useful to recall this
perspective of Alexander Hamilton at the founding of our republic. We are living proof of the
“propensity” imbedded in human nature, and have arguably succumbed to the “tendency” which
is the “natural disease” of all governments. Despite our truly exceptional national story, we may
be on course to repeat the financial errors Hamilton found in the histories of other nations, the
governance model notwithstanding. In other words, history shows that over time policies and
structures are subverted by natural inclinations.
Reversing course is not impossible, and there are reasonable proposals which could start the
process, i.e., Simpson-Bowles, Rivlin-Domenici, etc. To remain on the right course, however,
the country must honestly confront this basic issue of tendencies and propensities, and
understand fiscal balance is not just a matter of picking the right policy. It requires an
unrelenting vigilance, which is difficult, and historically more conspicuous in its absence than
practice.
In spite of daunting challenges, Hamilton never wavered in his optimism for the future of the
United States. Killed prematurely in a duel, he of all the founders would probably be the least
surprised about America’s progress. If the measure of a nation is its highest achievements - and
not its failures - we certainly have sufficient grounds to believe America can persevere in this
matter, and justify Hamilton’s optimism.
October 2012
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