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“I can see clearly now, the rain is gone, I can see all obstacles in my way.” Johnny Nash

2009 Mid Year Update

First, pat yourself on the back, you’ve just survived the worst 18 months in the U.S. economy since World War II.  But, save a few pats for later; we’re probably about half way through the recession.  The stock markets will bottom well before the economy so we’re probably two-thirds of the way through the current market correction.  What gives us these beliefs?  History tells us that a normal recession caused by Federal Reserve rate increases, dropping demand and then an inventory correction lasts on average 15 months.  But, about one-in-ten recessions are caused by a financial crisis and they last on average three plus years.  This recession was surely caused by a financial crisis.

Landing a 747 on the deck of an aircraft carrier

Our January 2009 prediction of higher interest rates going forward has materialized.  On January 1st, the ten U.S. Treasury bond yield was just 2.42%, as I write this, it’s currently 3.95%.  In the short to intermediate time frame we do see rates once again dropping, but the 25 year period of dropping interest rates will end with the current recession.  To address the current recession, world governments including our own, have pulled out all of the stops; they call it Quantitative Easing, while I call it printing money.  Don’t get me wrong, I do approve, it’s definitely necessary.  But, down the road there are going to be lasting effects.  I liken it to landing a 747 on the deck of an aircraft carrier.  The chances of pulling it off perfectly are about 1 in 100.  If you’re short you have a deflating economy like the Japanese experience of the past two decades.  If you overshoot the deck, you have increased inflation.  I put the odds at 90% of an eventual overshoot.  Why?  Increased inflation brings a big fat bonus.  How?  If your debt is say $100 today, but you then have 5% inflation for ten years, the value of the debt falls to just $61.  That’s a lot easier to stomach with ballooning budget deficits than the alternative, deflation.

And the winner is Hard Assets
The U.S. Dollar has had a period of relative strength against the majority of world currencies.  Once again, during periods of uncertainty investors have flocked to the perceived safest home.  We see this continuing through the rest of the current downturn, but once the world emerges, the U.S. Dollar decline of the past several years will once again reassert itself.  We’ve yet to go out on the proverbial limb to name the future currency of choice, but there’s no time like the present.  Drum roll please…….  And the winner is Hard Assets.  The past several years has seen a gradual shift in economic power away from the large developed nations towards the developing countries such as China and India.  This ebb is permanent in our opinion.  With this, the U.S. has had a huge trade deficit with these emerging economies, as we consumed more than we made and they made more than they consumed, U.S. Dollars were exported at an average pace of $65 billion per month.  So what came of these exported Dollar’s?  In the case of China, their holdings of U.S. Treasury bonds has sky rocketed.  The problem is, as the U.S. Dollar declines in value the foreign holders loose an equal amount of their investment.  China has already stated that they no longer have an appetite for U.S. Bonds, and may in fact look to sell some of their existing holdings.  The obvious place for these investments to go is Hard Assets, such as oil, copper, gold, zinc and other commodities that will be needed to build out the infrastructures of the worlds emerging economies.

An extended period of slower growth

This period of overconsumption isn’t new, the leverage used by the U.S. Government and the population of the U.S. has been on an increase for several decades with the level of debt to GDP tripling.  We are now entering a time where the U.S. consumer will be deleveraging and the savings rate will move from virtually zero to 6 to 8%.  With this we will see an extended period of slower growth within the U.S.

More opportunities than ever before

Our outlook is now presenting us with more opportunities than ever before.  Currently, we see treasury bonds as a very attractive purchase with the realization that the recession has yet to end. The longer term Treasury bonds may enjoy double digit returns over the next year.  We also view Gold attractively.  Currently in the mid $900’s per ounce, we could see an eventual target of $1300.  Though stocks probably have a few more bumps in the night to come, companies with significant international exposure will enjoy the double benefits of selling into the strongest economies and future declines in the U.S. Dollar.  We will also carry a focus on companies that own Hard Assets and are based in the countries rich in Hard Assets.

Though the past year has been the hardest investment environment I’ve ever witnessed, the light at the end of the tunnel is the light of opportunity.

“It’s gonna be a bright, bright sun-shinny day”.  Johnny Nash 
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