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“If I owe you a pound, I have a problem; but if I owe you 
a million, the problem is yours.”     
– John Maynard Keynes

A year ago the fi nancial crisis hit 
with a fury.  It did not matter what 
asset class one was invested in when 
the crisis hit.  Volatility rose to an 
all time high, liquidity dried up in 
every market, and prices for all 
investments, except for Treasuries, collapsed.

Since that time the Fed and the Treasury pulled out all the 
stops to avoid a complete fi nancial collapse and have restored 
investor confi dence.  Markets continued their upward march 
in the third quarter, as economic data continued to trend in 
the right direction, and glimmers of hope about the global 
economy turning the corner emerged.

Indeed, there are some signs a global recovery is underway.  
Growth in global trade has resumed and economic activity 
has rebounded.  In addition, earnings across a broad base of 
industries have picked up, money is extremely cheap, and 
infl ation appears under control.

On the other hand, most of the global rebound has occurred 
outside of the U.S. and Europe, and the earnings revival is 
largely due to cost cutting instead of top line growth.  At the 
same time, unemployment continues to rise, and the growing 
Federal debt already appears insurmountable.  Interest rates 
remain near all time lows without any infl ationary fl are-ups, 
but that anomaly cannot persist.

In spite of recent market optimism, major systemic problems 
in the global fi nancial system will take much longer to correct.  
“One cannot see the forest for the trees.” As the Chinese 
proverb implies; the market seems to be weighting the short 
term at the expense of the long term.

Market tops and bottoms are processes, not points.  The 
market can crash versus expectations in both directions.  From 
its peak on 10/10/07 to its low on 3/09/09, the S&P 500 lost 
57% of its value.  From that low, the S&P 500 increased 56% 
through the end of the third quarter.

Government actions have served to stabilize the credit market 
and boost confi dence in the stock market.  However, in terms 
of actual economic improvement, none yet has resulted from 

Market Measures* % Change % Change % Change
 3Q Ending 6 Mo Ending 1 Yr Ending
 9/30/2009 9/30/2009 9/30/2009

Dow Jones Industrial Avg 15.86% 29.79% -7.26%
S&P 500 (Cap Wtd) 15.60% 34.05% -6.75%
NYSE Composite 17.03% 38.80% -8.26%
NASDAQ Composite 15.89% 39.44% 2.50%
Russell 1000 Large Cap 16.07% 37.02% -1.19%
Russell 2000 Small Cap 19.28% 43.95% -9.55%
Russell 1000 Growth 13.97% 32.57% -1.85%
Russell 1000 Value 18.24% 37.99% -10.62%
S&P CitiGroup Growth 13.56% 30.14% -2.62%
S&P CitiGroup Value 17.94% 38.60% -11.43%
Lipper Large Cap Value Fd 16.42% 33.37% -6.51%
Barclays Capital Int Bond 3.25% 4.98% 10.01%
U.S. T-Bills (90 days) 0.00% 0.03% 0.50%
Consumer Price Index 0.07% 1.47% -1.35%
*Total Return   

SEEING THE FOREST the government handouts and stimulus.  To date, banks are 
sitting on far more cash than they’re lending, there haven’t 
been any major infrastructure investments, and there hasn’t 
been any job creation outside of the government sector.  Our 
manufacturing capacity is far below historical trends and 
continues to constrict.

Until some of the broad implications of the short-term 
emergency policy are resolved, we will remain cautious.

Market

The third quarter stock market performance was quite strong 
as the trend of “less bad news” carried over from the second 
quarter, and expectations regarding the impact of the massive 
fi scal and monetary stimulus packages increased.  The Dow 
Jones, S&P 500, and NASDAQ were each up more than 
15.5% in the three months ended 9/30/09.  As is often said, 
“you can’t fi ght the Fed.”

While the market is generally considered a leading indicator 
and market rebounds always precede economic 
rebounds, the extremely bullish upturn we 
have experienced should not be interpreted 
as long-term economic recovery is somehow 
just around the corner.  The current rally has 
been turbocharged by the perceived benefi ts of 
government stimulus and the inventory cycle, 
not conviction based on economic reality.

A major characteristic of previous dramatic 
stock market increases that has not reappeared 
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in the current run-up is a strong expansion of trading volume.  
As opposed to bear market rallies, new bull markets have 
typically begun on strong volume after selling had become 
exhausted.

Yet, since March, the majority of the up days have come on 
sequentially declining volume.  In fact, going back to the 
early 1940s, the current six-month rally has by far been the 
strongest surge off the bottom of any bear market in terms 
of percentage change in the S&P 500, but trading volume 
has actually decreased by more than 20%.  In addition, the 
market breadth of the rally is not exceptionally wide.  If one 
removes the trading volume of the companies that were only 
recently on the brink of collapse, but were bailed out by the 
government, the NYSE trading volume would actually be at 
multi-year lows.

The S&P 500 will report a ninth straight quarter of declining 
profi ts, the longest streak since the Great Depression, before 
returning to growth in the fi nal three months of 2009.  Stocks 
are going up while trailing 12-month earnings are still 
declining.  That indicates investors expect brighter future 
developments ahead.

The average P/E for the years 1960 to 2008 was 16 times and 
the median P/E for stocks when infl ation has been 2% or less 
has been about 18 times.  Analysts have recently reaffi rmed 
S&P 500 earnings forecasts of $71 for 2010 and $80 for 2011.  
Should earning forecasts refl ect reality, the S&P would be 15 
times the 2011 estimate at 1200.

In the past, recoveries have been staged by consumers 
and the manufacturing base.  Profi ts have recovered while 
employment has not.  Sales have stabilized, but haven’t 
risen to the point where companies plan to increase capital 
expenditures or hiring.  The focus has been on productivity and 
margins.  As long as layoffs continue, and companies focus 
on doing more with less, the top line will not drive earnings.

However, industrial production is strongly correlated with 
S&P 500 earnings and usually leads them by about six months.  
The ISM index, a primary measure of production, bottomed 
in December 2008 and is now at its highest since June 2007.  
While any reading above 50 signals expansion, the ISM 
registered a 52.9 in September.  That is the eighth month in a 

Source: www.hussmanfunds.com

Performance vs.Trading Volume

row it has gained, and is now higher than in late 2007 when 
the recession offi cially began.

Leverage

The target range for the Fed funds rate remains at 0 to 0.25%, 
and the Fed intends to maintain the same target for an extended 
period of time.

One of the most dramatic impacts of government policies 
and the stimulus has been to keep rates painfully low for 
savers.  While one could have retired, earning 6% without 
taking much risk, and lived comfortably on a fi xed income a 
few years ago, that investor can only expect to earn 1% for a 
comparable investment today.

So far the government has not had an issue fi nancing all of 
its programs.  To date, all treasury auctions, including the 30-
year, have been oversubscribed without a substantial increase 
in interest rates.  However, there will come a time when 
investors, particularly foreign, demand something more for 
their money.  The current ability to borrow enormous amounts 
of money at low rates is unsustainable.

The global economy has not deleveraged. Household debt as 
a percent of disposable income is now 129%.  The thirty year 
average is 93%.  While the savings rate has been climbing 
toward the long-term average of about 8%, it would still take 
about 3.5 years at 8% just to bring the ratio down to 100%.  
With debt service payments as a percent of disposable income 
just barely off all-time highs, it is diffi cult to imagine the 
savings rate would climb much higher.

The Congressional Budget Offi ce placed the current fi scal 
year defi cit at $1.38 trillion going into August, and the U.S. 
Federal debt outstanding reached an unprecedented $7.2 
trillion.  Meanwhile, corporate tax revenues were off in 
August by about 50% year over year and individual income 
tax revenues were down about 20%.

It is clear is that economic growth will be slow in the U.S. 
in the near term.  As the private sector is saving more and 
unemployment remains high, the consumer is stretched.  As 
such, there is no end in sight to the massive public debt.

Source: Laffer Associates

Household Debt
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Cheap money only benefi ts the economy if it is put to good 
use.  As the strain on the public balance sheet increases, 
the cost to service the Federal debt will surely rise unless 
investors are convinced our country’s defi cit-fi nanced, social- 
welfare policies have not come at the expense of private 
enterprise and growth.

Unemployment

The uptrend of jobless claims that started in 2007 peaked last 
spring above 650,000, and has since trended down toward 
the 500,000 mark.  The direction and the rate of job losses 
are moving in the right direction.  Still, the actual health of 
the job market is far from good, as unemployment is at a 26 
year high and expected to increase into 2010.

It is true that unemployment is a lagging indicator and 
much of the economic recovery will take place before the 
unemployment rate begins to reverse.  However, for all 
the economic and stock market optimism over the last few 
months, job market indicators remain at levels far worse than 
would typically be seen early in an expansion.

To begin with, the Bureau of Labor and Statistic’s U-6 
unemployment rate – which accounts for unemployed 
workers who are actively looking for work, discouraged 
workers, and those workers who have settled for part-time 
employment – rose in August to a record 16.8%.

In the post WWII period, typically about 2% of the labor 
force is unemployed for 15 weeks or longer near the end of 
a recession or the beginning of a recovery.  In 1982, just over 
4% of workers were out of work for more than 15 weeks 
when the economy began to expand.  Currently, more than 
5.25% of the labor force was out of work for 15 weeks or 
longer.  To add, a record 36% of the unemployed have been 
without a job for more than 27 weeks, and temporary hires 
have fallen for 21 consecutive months.

Unemployment and consumption are strongly correlated.  The 
large and protracted rise in joblessness, and the likelihood 
that it will remain high over a long period of time, encourages 
a “hunkering down” mentality which is not conducive to 
growth.  In fact, over the last couple of years, the personal 
savings rate has effectively gone from 0 to as high as 6%.

Infl ation

Much to do has been made about the current lack of infl ation.  
Headline CPI has been down six straight months through 
August, representing the steepest decline since the early 
1950s.  Total capacity utilization in July was 68%, the lowest 
on record dating back to 1968.  Manufacturing capacity 
utilization dropped to 64.6%, an all time record back to 1948.  
Industrial production declined 0.4% – the 17th decline in the 
past 18 months.

Still, while the bond market is not refl ecting infl ationary 
pressures, commodity prices have risen and remain 
historically strong relative to previous recessionary lows.  
Gasoline prices are about 70% off their lows. Prices are far 
below peak levels recorded in 2008, but still well above the 
norms of the two decades prior to 2004.  Of course this has 
much to do with a declining dollar, but a long-term, sustained 
decline of the dollar in and of itself is net infl ationary even 
if it’s currently not the case.

Banks are making money again due to the steep yield curve, 
but there continues to be a lending logjam as much of the cash 
given to them has remained in reserves.  In simplistic terms, 
excess reserves are basically funds left over after a bank 
meets mandatory reserves dictated by the Federal Reserve.  
For example, if you deposit $100 in your bank account, the 
Fed demands the bank to keep about 10% or $10 on hand in 
order to meet the reserve requirement.  The remaining $90 
are “excess reserves” that the banks can lend out in order to 
make a profi t.  In normal times banks rush to lend out excess 
reserves.  However, near the end of September, U.S. banks 
had excess reserves of approximately $825 billion.  A year 
ago, excess reserves in the banking system were only $2.5 
billion, and only $1.5 billion the year before that.

Perhaps the reason why banks are hoarding capital is that 
there are still major challenges for banks on the horizon in 
the form of additional adjustable-rate mortgage resets, a 
mountain of REOs in inventory, credit-card defaults, and 
a looming commercial property refi nancing disaster just 
as large as the residential.  On the other hand, a buildup in 
reserves could be the result of reluctant borrowers who are 

Source: Federal Reserve Bank of St. Louis

Duration of Unemployment

Fed Funds Rate vs. Commodity Prices

Source: Laffer Associates
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