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Global equities are starting the week where they left the last one — in rally mode 
— as the MSCI World Index tests fresh 2½ year highs. Europe is up around 1% 
and virtually every Asian bourse is in the green column — though the Hang Seng 
was an important exception. Bonds are quiet but very clearly in defensive mode 
— the Treasury market is riding a six-day losing streak, which is the longest since 
coming off the lows in yield last October (the U.S. 10-year note yield jumped 31 
basis points as the ISMs, chain store sales, and ADP overwhelmed the softer-
than-expected payroll report). And the continued improvement has occurred 
even with the U.S. dollar rebounding, which is unusual since the correlation 
generally runs in the opposite direction.  

Gold is coming off a horrendous January as the safe-havens in general were 
tarred and feathered, but the yellow metal has basically been in a $1,300-
$1,425 range for the better part of the past four months, and is hugging the 
100-day moving average nicely and the speculative net long position have been 
cut by 40% from the nearby peaks, which is added supportive news. Meanwhile, 
copper just made a new high and we see that corn reached a 30-month high 
today and oil is rebounding a tad.    

The equity market has been able to climb many a wall of worry in the past year 
from the ongoing jobless recovery, to European debt woes, to the ‘flash crash’ 
debacle, to double-dip concerns, to the mid-term elections, to policy tightening in 
China and India, to political upheaval in some of the Arab states, to the runup in 
fuel and food costs, to widespread fears over municipal government defaults, 
and to a renewed downleg in nationwide home prices. The next big test will 
come from a few months of surprisingly high inflation statistics, both headline 
and core, which will likely prove temporary. However, we have already seen bond 
yields rise 125 basis points from where they were last fall and at some point, as 
we saw a year ago, could prove to be a thorn in the side of this impressive stock 
market rally (see Bonds Flash an Inflation Alert on page C1 of today’s WSJ).  

The U.K. market could be a litmus test here as the two-year Gilt yield has just 
jumped to a two-year high to 1.55% (105bps above the policy rate) as opinions 
shift as to the next move by the Bank of England. Moreover, keep in mind that 
the surveys show that there are now at least three times as many bulls as there 
are bears, the VIX index is all the way down to 15.9, and we have 82% of the 
S&P 500 universe trading above their 200-day moving averages, which last 
happened on April 15, 2010, and left the overextended market back then 
vulnerable to any adverse news flow (Greece at that time).  
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It was light on the economic data front though we did see a rare spot of softness 
out of Germany where factory orders slid 3.4% MoM in December, which was 
twice the size of the decline expected by the consensus — this did undercut the 
euro which had been firming earlier on “hawkish” inflation comments out of 
some ECB officials. 

Fourth quarter S&P 500 earnings are coming in better than expected on the 
whole at +28% YoY with nearly three-quarters of the results in. Sales have 
impressed too — they have lagged far behind but in Q4 they have managed to 
advance 7.7% from year-ago levels.  

Meanwhile, guidance has been more mixed this time around, earnings upgrades 
are becoming less evident, and limited to just three sectors in recent weeks 
(Staples, Materials and Energy), and we still have the margins squeeze ahead of 
us from the recent post-QE2 surge in raw material costs, which would not have 
yet been captured in the Q4 data. Keep in mind as well that much of the sales 
improvement is coming from global trends and it is here that downside surprises 
could be in the offing as the lagged effects of the policy tightening in emerging 
markets take hold, as well as the fiscal tightening in most of Europe.  

While the U.S. economy picked up dramatically from the summertime torpor 
where it did not seem out of the realm of possibility to see a GDP contraction, 
and while the equity market and other risk assets have been literally booming 
and rendering us ‘capital preservationist’ types as being the same stodgy group 
that would have told you to avoid the dotcoms in the late 1990s, or the U.S. 
homebuilders and bank stocks circa 2006, the imbalances in the economy 
remain glaring.  

 Deficit ratios of nearly 10% and a federal government debt ratio soon to 
approach the 90% are thresholds for structural economic damage.  

 Ongoing massive excessive housing inventories, which are now eroding 
residential real estate values yet again.  

 Overheating emerging market economies.  

 Not to mention a jobless recovery that is impinging upon organic personal 
incomes and compelling the government and the Fed to run extremely 
accommodative fiscal and monetary policies that themselves are leading to a 
misallocation of resources and ultra-risky investor behaviour, which is typical 
of a zero percent policy rate economy.   

Finally, the banking system may be in worse shape than is generally perceived 
as the toxic asset problem has not been completely dealt with — see Toxic 
Assets Still Lurking at Banks on page C1 of today’s WSJ, which just published 
some analysis on the topic:   

While the top 10 U.S. banks have cut their exposures to Level 3 assets (illiquid) 
in the past two years, they still have $360.7 billion of such securities (which they 
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are allowed to price even if there is no true market for these assets) which is 
equivalent to 42.6% of shareholder equity.  

These big banks have a total of $13.8 billion in “unrealized losses” which are 
reflected in book value but have not been counted against earnings (ostensibly 
the banks believe this debt will be repaid) but if they were, it would have sliced 
the sector’s earnings by 21% through the first nine months of 2010.  

JOBS DATA REDUX — ADDING MORE MEAT TO THE BONE 

It is laughable that everyone believes the labour market in the U.S.A. is 
improving. Lost in the debate over the weather impact was the benchmark 
revision to 2010 — overstated by 215k or 24%. The U.S. economy generated 
909k jobs last year, which works out to just under 76k per month. That is 
insignificant considering that the population grew around 160k per month. The 
level of U.S. employment today stands at 130.265 million, which is where it was 
in January 2003.  

The data from the Household survey are truly insane. The labour force has 
plunged an epic 764k in the past two months. The level of unemployment has 
collapsed 1.2 million, which has never happened before. People not counted in 
the labour force soared 753k in the past two months.  

These numbers are simply off 
the charts and likely reflect the 
throngs of unemployed people 
starting to lose their extended 
benefits and no longer 
continuing their job search 

These numbers are simply off the charts and likely reflect the throngs of 
unemployed people starting to lose their extended benefits and no longer 
continuing their job search (for the two-thirds of them not finding a new job). 
These folks either go on welfare or they rely on their spouse or other family 
members or friends for support.  

Meanwhile, it does look like real weekly earnings contracted in January for the 
third month in a row — that last occurred from April-June of 2009. Once the 
payroll tax cut effect fades and material cost pressures come to bear with a lag 
in margins the retail space will be squeezed hard.  

Saving the day now are the payroll tax cuts but this effect wears off in Q2. 
Congress is about to cut spending and Bernanke doesn’t have a ton of support 
for QE2 from within the ranks. And the story ahead is one of profit margin 
squeeze more generally, though the market doesn’t yet see it. 
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CHART 1: THIS IS A NORMAL LABOUR MARKET? 

United States: Civilian Participation Rate 
(percent)  
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Source: Bureau of Labor Statistics /Haver Analytics
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Shaded regions represent periods of U.S. recession 

WHAT DID THE U-6 UNEMPLOYMENT RATE DO?  

We were asked about this on Friday because it was already known that it went 
from 16.7% to 16.1% — everyone wants to believe that this is a harbinger of 
labour market tightening. But it may be time for a reality check. The broad U-6 
jobless rate measure was 8.8% when the recession began, was 9.0% when Bear 
Stearns failed, 10.5% when Fannie and Freddie imploded, 11.9% when AIG was 
taken over, Lehman failed and Merrill taken over, and 15.6% when the stock 
market hit its cycle low. 

There’s also some seasonal adjustment quirks because of the massive 
increases in the raw unemployment data in January 2010 and January 2009 
and the current seasonal factors are most sensitive to smoothing out what 
happened in the same month of the past two years. In January 2009, the U6 
spiked 1.9% on a nonseasonally adjusted basis and in January 2010 it rose 
0.9%. So the seasonal factors now were looking for an increase of 1.4% and 
instead it comes in at +0.7%, which on a raw basis is pretty normal for January, 
and it gets translated into a decline to 16.1% from 16.7%. Remember, the raw 
data showed an increase to 17.3% from 16.6%.  

There are some seasonal 
adjustment quirks because of 
the massive increases in the 
raw unemployment data in 
January 2010 and January 
2009 

Nobody seemed to know what to do with the job data on Friday due to weather. 
It’s interesting that the storms seemed to have little effect on the ISMs or chain 
store sales, but everyone believes that just because a bunch of folks didn’t 
make it into the office in January the impact is probably hugely exaggerated. We 
saw an economist quoted on the front page of Investor’s Business Daily stating 
so arrogantly that he is “comfortable” with the view that the snow subtracted 
100k from nonfarm payrolls in January. Even if true that would still be 138k, 
which is still abnormally weak for this stage of the cycle, not to mention still 
quite a bit below the post-ADP whispered estimates of +180k.  
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This U.S. labour market is still one sick puppy. The fact that 2.8 million 
Americans said they had given up on their job search in January was 
overshadowed by the debates surrounding the weather impact on the headline. 
Talk about being small-minded and totally myopic on the small picture. Then 
again, we have to admit that is what drives speculative rallies — the “noise” in 
the data. Of all the analysis we saw over the weekend, the only one that made 
any sense was the editorial by Bob Herbert on page A15 of the weekend NYT:  

Of all the analysis we saw over 
the weekend, the only one that 
made any sense was the 
editorial by Bob Herbert “The policy makers who rely on the data zealots are just as detached from the 

real world of real people. They’re always promising in the most earnest tones 
imaginable to do something about employment, to ease an awful squeeze on 
the middle class (policy makers never talk about the poor), to reform education, 
and so on.  

They say those things because they have to. But they are far more obsessed 
with the numbers than they are with the struggles and suffering of the real 
people. You won’t hear policy makers acknowledging that the unemployment 
numbers would be much worse if not for the millions of people who have left the 
work force over the past few years. What happened to those folks? How are they 
and their families faring.  

The policy makers don’t tell us that most of the new jobs being created in such 
meager numbers are, in fact, poor ones, with lousy pay and few or no benefits. 
What we hear is what the data zealots pump out week after week, that the 
market is up, retail sales are strong, Wall Street salaries and bonuses are 
streaking, as always, to the moon, and that businesses are sitting on mountains 
of cash. So all must be right with the world. 

Jobs? Well, the less said the better  

What’s really happening, of course, is the same thing that’s been happening in 
this country for the longest time — the folks at the top are doing fabulously well 
and they are not interested in the least in spreading the wealth around.  People are falling through the 

cracks at an alarming rate as 
they come off their extended 
jobless benefits 

The people running the country — the ones with the real clout, whether 
Democrats or Republicans — are all part of this power elite. Ordinary people may 
be struggling, but both the Obama administration and the Republican Party 
leadership are down on their knees, slavishly kissing the rings of the financial 
and corporate kingpins.”  

Look, these are just excerpts for your convenience. The whole column just oozes 
with the truth — the true state of the labour market that is widely dismissed.  

As a trusted and loyal reader notified us on Friday after the data were released 
and the consensus view out of the bond market was how reflationary this labour 
market report was, the civilian population rose 1.872 million last year. At the 
same time, the labour force fell 167k. Those not in the labour force soared 
2.094 million. Just in January, we saw 319,000 people drop out of the work 
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force. These numbers are incredible. This is a highly dysfunctional labour 
market. People are falling through the cracks at an alarming rate as they come 
off their extended jobless benefits — “doubling up” as Bob Hebert put it — and 
we have traders and economists debating the weather effects of a nonfarm 
payroll data-point that will most assuredly get revised no fewer than three times 
in the next couple of years.  

It’s incredible how the masses of pundits have responded to the data.  

Real labour compensation contracted at a 0.6% annual rate in Q4, and since the 
recession technically ended, it has shrunk in four of the last six quarters. How is 
this the hallmark of a well functioning labour market? We can see now how this 
environment has been wonderful for equities:  

 The Chinese government stimulates to the effect of 13% of GDP in late 2008 
and this spills over globally.  

 The T.A.R.P. money is distributed around the financial and industrial sector in 
the U.S.A.  

 Bank shares are bought by the Treasury; ditto for shares of auto companies.  

 Accounting rules are changed so the banks can start showing a profit.  

 The Fed radically steepens the yield curve by cutting rates to zero and then 
promotes financial sector profitability by purchasing mortgages en masse. 
The mantra is that the Fed and Treasury saved us from a Depression.  

 The Fed moves to expand its balance sheet even more in November but 
unofficially announces the extension in late August.  

We have a situation now where 
a record near-20% of total 
personal income is coming in 
the form of government 
assistance 

 The U.S. government embarks on a spending spree in early 2009 and runs 
up a record debt bill and then extends the stimulus in late 2010.  

So the corporate sector has been receiving tremendous support from the 
government. All the while, the acute anxiety among the working class has 
allowed companies to continuously cut unit labour costs, which in turn has 
prompted a V-shaped recovery in profit margins.  

Now what about the top-line? We just saw in those Q4 productivity numbers that 
came out for Q4 that the price deflator for the nonfarm business sector actually 
fell at a 0.9% annual rate. But, you see, companies don’t have to worry about 
that — they can afford to keep prices down because not only can they cut labour 
costs quite easily in this environment, but the federal government is ensuring 
that people still get paid even if it’s not from their employer. We have a situation 
now where a record near-20% of total personal income is coming in the form of 
government assistance, whether that be in Social Security, food stamps, or the 
unprecedented expansion of jobless benefits.  

But to be calling for a labour market recovery when real compensation per hour 
is declining at a 0.6% annual rate is just slightly a case of looking at the situation 
through rose-coloured glasses. Just a tad.  
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UNCLE BEN RIDES TO THE RESCUE  

When we read and re-read Bob Herbert’s editorial, I couldn’t help but think of 
Ben Bernanke and his comments on how successful QE2 has been thus far. 
Once again, totally patting himself on the back because if you did not know, 
monetary policy is now judged on how well it can lure the investment community 
back to risky assets. To wit:  

“Conventional monetary policy easing works by lowering market expectations for 
the future path of short-term interest rates, which, in turn, reduces the current 
level of longer-term interest rates and contributes to an easing in broader 
financial conditions. These changes, by reducing borrowing costs and raising 
asset prices, bolster household and business spending and thus increase 
economic activity ... A wide range of market indicators supports the view that 
the Federal Reserve’s securities purchases have been effective at easing 
financial conditions. For example, since August, when we announced our policy 
of reinvesting maturing securities and signalled we were considering more 
purchases, equity prices have risen significantly ...” 

It is well known that when Alan Greenspan was talking about steel shipments, 
coal production, and vendor deliveries he was always really referring to the stock 
market. This is where he so differed from Paul Volcker who was more interested 
in what drove the multiple than targeting the price itself. We now have a Fed 
Chairman who is obsessed with the “P” and its impact on the wealth effect and 
spending, confidence and economic renewal the new-fashioned way — asset 
inflation. A few weeks ago on CNBC, he actually commented on the performance 
of the Russell 2000 index as a yardstick for the success of monetary policy. The 
perma-bulls who missed the entire implosion of credit and wealth in 2008 and 
the first half of 2009 are now in total glee that they have a new Messiah other 
than Lee Mazillo and Chuck Prince.  

Now we are sure that there will be many a defender of the central bank 
chieftain. No doubt. Paper over the economy’s structural problems by targeting 
asset prices. What a terrific way to run the economy! Lest you believe we are 
making this stuff up, have a read of Michael Santoli (who is the real deal and got 
this cyclical bull run right on the money) on page 15 of Barron’s (Ready For a 
Breather):  

“The main difference between our current Fed and prior incarnations is that Ben 
Bernanke is openly honest about his desire for higher stock prices, while 
predecessors were coy.”  When Greenspan uttered the 

words “irrational exuberance” 
back in December 1996 and 
caused a hiccup in the equity 
market, he was vilified 

Oh no — when Greenspan uttered the words “irrational exuberance” back in 
December 1996 and caused a hiccup in the equity market, he was vilified, left, 
right, and center. Suffice it to say, an institution that prides itself on its public 
image and communication skills has been very adept at keeping whatever 
cautious views on the market at bay — but never squander an opportunity to give 
the S&P 500 a lift when a helping hand is needed (or the Russell, eh, Ben?). As 
Marc Faber informed us, the Bernanke “put” has supplanted the Greenspan 
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“put” — but at a different strike price. Greenspan had — let’s see, one, two, 
three, four, five! — five major corrections to deal with over his tenure despite 
being the public face for the stock market through the late 1980s and 1990s. 
Ben is more than likely to match that.  

They say it takes two sides of a 
trade to make a market, but 
there is really no market today 
because for months there has 
been nobody on the other side 
of the trade 

They say it takes two sides of a trade to make a market, but there is really no 
market today because for months there has been nobody on the other side of 
the trade. The shorts have been almost squeezed out, which for the bears is 
good news because the “short covering” generates buying power, which 
thankfully is now subsiding. 

The public has been fearful of municipal bonds, a bit of a knee-jerk reaction in 
our view, but while they are dipping their toes back into the stock market they 
are hardly going back in with a vengeance. After all, it was once burnt, twice shy 
— but in the past decade, it has been a case of being burnt twice and likely on its 
way to thrice, but there is no convincing the stay-on-the-sidelines investor to 
remain on the capital-preservation theme when his neighbour is making out like 
a bandit going long the QQQ’s. Meanwhile, unless an investor trades like the 
Messiah, his/her portfolio has nothing to show for over the past 12 years — but 
what have you done for me lately?! Get me back in!!! Geez, how memories are 
short.  

In the meantime, we are getting questions every day on whether we think the 
Fed is in buying stocks and adding it to their opaque investment portfolio, which 
now totals $2.4 trillion (that would even make PIMCO blush). The fact that we 
are even receiving questions like this from many of the subscribers is telling — it 
tells us that nobody wants to short this market any more, and that nobody even 
wants to take profits when it hits new interim highs. The bears are as scared as 
the bulls were at the lows — the difference is that careful consideration over 
insolvency of the overleveraged financial system led to the bear’s conclusion to 
stay bearish; divine intervention saved the bulls, and still does today.  

The reality is that a market that has no sellers because of fear that the Fed has 
managed to manipulate the system — whether these fears are well-grounded or 
not is a different story, they are real — it only needs one buyer to drive the price 
ever-higher. Now if only Bernanke and his trusted advisors had figured out the 
power they had back in late 2007, the entire bear market would have been 
avoided (outside of warm and fuzzy people like Bob Herbert, who cares if nine 
million people lost their jobs? If they were long S&P futures, they would have 
done just fine).  

Meanwhile, once again, when confronted with the prospect that Mr, Bernanke 
may have also unleashed speculative investment behaviour in other asset 
classes, such as commodities, particularly in the agriculture space, the answer 
is ‘of course not’:  

“On the inflation front, we have recently seen significant increases in some 
highly visible prices, notably for gasoline. Indeed, prices of many commodities 
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have risen lately, largely as a result of the very strong demand from fast-growing 
emerging market economies, coupled, in some cases, with constraints on 
supply.” 

Confidence in Fed policies 
have unleashed a totally 
normal stock market, which is 
ordained to move in just one 
direction, but the impact on 
other asset prices is basically 
shrugged off 

I see. How convenient. Confidence in Fed policies have unleashed a totally 
normal stock market, which is ordained to move in just one direction, but the 
impact on other asset prices is basically shrugged off. The surge in food and 
fuels is strictly a real-side global demand influence, didn’t you know?  

Sure, since Bernanke uttered his QE2 desires in late August in Jackson Hole, 
U.S. farm product prices have not soared at a 50% annual rate, and if they did, 
(which they did) it was all due to the rapidly growing appetites of the Asian 
population. The fact that copper has surged at a 90% annual rate must mean 
that China is now building four cities a day and cotton’s 240% advance since 
QE2 was announced must be a sign that everyone in China and India is now 
tripling their wardrobe of shirts. The line-ups at Pink must resemble those at 
Tokyo gold ATM machines. You seriously cannot make this stuff up and maybe 
for the first time since William Miller we can’t take the current Fed Chairman 
very seriously either. He has become, as Bob Herbert strongly hinted, a poster 
boy for Wall Street.  

Let’s see — these are just coincidences? Since QE2 was unofficially announced: 

 The net speculative position (futures and options) on the Chicago Board of 
Trade for wheat has doubled from 17,128 contracts (5,000 bushels) to 
36,939.  

 The net speculative position in corn has risen 15% to 439,438 contracts.  

 The net speculative long position in soybeans has surged 40% to a near-
record high of 184,744 contracts.  

It’s not just the food complex, but copper (+90%) and oil (+115%) have also 
posted massive increases in net speculative long buying since QE2 was 
announced. 
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CHART 2: NET SPECULATIVE POSITION IN FOOD COMPLEX UP 

UNITED STATES: PRICES RECEIVED BY FARMERS: ALL FARM PRODUCTS
(six-month percent change annualized, 1990-92=100) 
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Source: U S Department of Agriculture /Haver Analytics
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So Ben Bernanke focuses on equity valuations and yet there is a wide array of 
other “asset classes” that have been affected by the Fed’s massive liquidity 
infusion. Just as equity wealth has an indirect impact on spending, higher 
commodity prices squeeze margins for many producers and pinch real 
purchasing power for those households who are not owners of equity but have 
to fill their kids’ tummies nonetheless and find a way to get to work if they live 
more than a mile away. Looking at what food and energy has done since August; 
it would seem a little circumspect to be fingering Asian demand as the primary 
reason for the latest leg in the explosive commodity price rally.  

Here we are, with 91% of all equity holdings in the United States held by the top 
20% income group in the country. The top 1% own 38% of all the equity 
valuation. The lower 80% of the income strata own the asset class that the Fed 
wants so desperately to reflate (and with unmitigated success to be sure!). That 
same 80% are now being crushed by the indirect impacts of monetary policy — 
the ones that Bernanke dismisses — and are also ones that are seeing their 
cash flow drained by the surging gas and grocery bill. Geez — real wages 
deflated 0.5% in November, by 0.1% in December, and by what looks like at 
least 0.3% in January. The last time real work-based income fell three months in 
a row was when the economy was plumbing the recession’s depths from April to 
June of 2009.  

Then again, who cares? No hedge fund investor does that is for sure (we don’t 
intend to be mean — that comment only covers the hours that the market is 
open). As long as Bernanke is juicing it up for the equity investor, and Uncle Sam 
is looking after the poor sucker with 99 weeks of unemployment insurance, 43 
million food stamp recipients, and a nice dip into the Social Security Fund to 
finance a payroll tax cut, then all must be good and we must therefore have a 
sustainable recovery on our hands.  

 
 
 
 

Page 10 of 19 



February 7, 2011 – BREAKFAST WITH DAVE 

As we have said time and again, there will be a reward for being patient. After 
all, this equity rally has already achieved in 20 months what it took 60 months to 
accomplish from 2002 to 2007. In other words, double from the lows.  

Friends — there is going to be day of reckoning. Trying to time it is futile. Just 
know it is coming and sooner than many think. Stop watching the talking heads 
on bubblevision and start boning up on the history of how post-bubble credit 
collapses end up playing out, especially once the government runs out of gas. 
Please don’t be tempted into the same mistake you may have made in 2007 
and 2008 by jumping in too the riskiest parts of the markets at this juncture. In 
our view, it is currently appropriate to be focused on long-short strategies where 
an investor can manage or hedge out market risk and at the same time 
generate significant risk-adjusted returns. We understand what the market did 
from the 2009 lows, but we also know what they did from the 2000 highs. And 
the 2007 highs. Don’t be burnt thrice.  

We understand what the 
market did from the 2009 
lows, but we also know what 
they did from the 2000 highs. 
And the 2007 highs. Don’t be 
burnt thrice. 

BOND YIELD HICCUP 

Treasury yields in the U.S. have broken out as of late, of that there is no doubt. 
The two-year note finished the week up 21 basis points in the largest run-up in 
yields since early June 2009. The long bond had its worst week since mid-
October and at 4.73%, closed at its highest level since April 2010. The yield 
curve has steepened to new record highs and here is a nascent uptrend in 
market-based inflation expectations, such as the 10-year TIPS breakeven levels. 
The market may be beginning to think that the Fed will stop at nothing to create 
inflation and may also be reacting to the news that the Fed has now replaced 
China, and by mid-year will have displaced both China and Japan combined, as 
the largest holder of U.S. government bonds in the world.  

Perhaps there are some concerns about the looming debt-ceiling issue this 
spring, and the last time there was a showdown on this file in the mid-1990s 
there was more than just a touch of turbulence in the Treasury market, which 
ultimately proved to be a nice little buying opportunity. The surge in commodity 
prices and the ongoing investors switch towards risky assets are also at play. 
And there is a very strong conviction among market participants that a durable 
U.S. economic expansion is now in place — underlined by headlines like this on 
page 14 of the weekend FT (Growth Bulls Undaunted By US Jobless Setback). Of 
course, there are also now rumblings of Uncle Sam beginning to issue 100-year 
bonds — this has some market players nervous since it signals no intent on the 
part of the government to embark on the program of fiscal rectitude.  

It is extremely important for 
investors to take note that this 
is far from the first time we 
have seen a spasm like this 
and not to freak out over it 

Through all this, the yield on the 10-year Treasury-note has soared from the 
2.41% closing yield low on October 8th to 3.65% today. So much for the QE2 
effect, though it was the stock market that Bernanke wanted to rally, not the 
bond market per se. Be that as it may, it is extremely important for investors to 
take note that this is far from the first time we have seen a spasm like this and 
not to freak out over it. Is the yield run-up over? Likely not — the recent pattern 
has been to test or at least moderately breach the 4% threshold. Will this prove 
to be a nice entry point for income-seeking investors? Absolutely. There is a big 
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difference between an inflation scare and an inflation cycle and most pundits 
are underestimating the degree of austerity that is on its way at all levels of 
government, which will outlast the commodity boomlet. 

There have been no fewer than ten substantial hiccups in the 10-year T-note 
yield in the past three years that look a lot like what we are seeing unfold today. 
Each time we have the bond bears claiming that the secular bull run is over and 
each time they have been dead wrong. Below we show where each of these 
mini-selloffs peaked out in terms of yield:  

 December 26, 2007: 4.30% 

 February 20, 2008: 3.93% 

 June 13, 2008: 4.27% 

 July 23, 2008: 4.16%  

 October 14, 2008: 4.08%  

 October 31, 2008: 4.01% 

 June 10, 2009: 3.98% 

 August 7, 2009: 3.89% 

 December 28, 2009: 3.85%  

 April 5, 2010: 4.01%.  

So the average peak is 4.05%. The median and mode are both 4.01%. The 
range peak is 3.85% to 4.30% — we saw big overshoots no fewer than three 
times. But even if we go back to the peak of these hiccups, it would still mean 
we are two-thirds of the way through this; if we end up peaking out at the lower 
end, then we are 86% of the way there. This is not an attempt to sugar-coat the 
pain from being long the bond market as much as a source of comfort that we 
have been here before, and as you can see, many of these episodes occurred 
during the depths of recession. Each time there was some government attempt 
to revive confidence in the economy and induce risk-taking by investors. It works 
for a while, but not indefinitely. Even last year, that move to 4% in April brought 
the stock market down to its knees and this ended up helping turn the Treasury 
market’s fortunes around. In other words, these bond selloffs end up being self-
correcting once the damage starts to seep into the stock market. And 4% seems 
to be the yield that the equity market tends to respond to and not in a very 
friendly way. The good news for the stock market investor — we are still 35 basis 
points away. But at the rate things are going, we may get there by the middle of 
February.  

INFLATION SPASM AHEAD  

There have only been a handful of times in the past when both food and energy 
prices were rising so sharply in tandem. Since almost 25% of the CPI basket is in 
food and energy directly, and this does not include the areas of “core” that are 
sensitive to these commodities, such as transportation costs, it would seem 
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logical to assume that we are going to get some headline inflation in coming 
months. If you recall, the headline inflation rate was 1.4% in October 2006, only 
to then jump to 5.5% by July 2008 — and then to zero by the end of 2008. 
Where is the inflation rate now? At 1.5%. It was 1% last June so the uptrend is 
starting. Also consider that we could get a few months of +0.3% prints in the 
core CPI too, especially as the surge in cotton prices kicks into apparel, and the 
last time we had a string of these — November 2007 through to July 2008 when 
we had four of them — the equity market took it pretty hard (bonds had already 
priced it in, as they are doing now). It’s been well over two years since the 
markets had to contend with just one monthly 0.3% print on the core CPI so it 
goes without saying that after such a long hiatus that a few of these would take 
investors by surprise after being conditioned to numbers that have been around 
+0.1% now for so long. Those days are over, but only for now, and the bond 
market is busy discounting this while the stock market is not focused just yet on 
the implications, which could be very important since even a mild uptrend in the 
core inflation rate would very likely stop QE3 right in its tracks ... leaving equities 
without the spark that ignited the rally last August.  

It’s not just 4% on the 10-year yield that matters but as the FT pointed out last 
week in the Short View column, whenever the inflation rate pops its head above 
the 4% mark and stays there for at least three months, we ran into a serious 
stumbling block, as far as the stock market goes, a good part of the time (stock 
market suffered losses 70% of the time). We went back into the history books 
and found 13 occasions when this occurred over the past nine decades. Over 
the next 3, 6 and 12 months, the average move in the S&P 500 was -5.4%, 
-9.4%, and -10.6%, respectively. The median moves were -5.3%, -9.2% and  
-13.3%.  

As far as bonds are concerned, the average move in the next three months after 
seeing inflation first hit 4% was +1bps; over the next six months the average 
yield move was +9bps; and in a year -13bps. The median was -11bps, -12bps, 
and -33bps (this sample went back nearly 60 years). So it is interesting to see 
that after we hit the 4% threshold on the inflation rate, bond yields are stable to 
lower in the ensuing months; the earlier run-ups in yield are what leads to the 
undoing of the equity market. In other words, the bond market braces itself for 
the inflation bulge ahead of time whereas the stock market ends up reacting to 
it once it has already arrived — by which time the bond market is treating the 
inflation jump as old news. After all, inflation is a lagging indicator. And when you 
read the big bold headline of How to Profit From Inflation on page B7 of the 
weekend WSJ (we are talking about a whole section here!) then you know that 
the Treasury market has already discounted a lot of this; though the stock 
market is seemingly oblivious — but just for now.  

THE GRAVY TRAIN IS OVER 

Well, while everyone (including us) was focused on Bernanke’s comments on 
monetary policy on Friday, few were focussed on his statements on fiscal policy. 
This is where the real serious stuff was laid out and if you think he’s about to 
sign on to another fiscal stimulus plan, think again. To wit:  
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“The long-term fiscal challenges confronting the nation are especially daunting 
because they are mostly the product of powerful underlying trends, not short-
term or temporary factors. The two most important driving forces for the federal 
budget are the aging of the U.S. population and rapidly rising health-care costs. 
Indeed, the CBO projects that federal spending for health-care programs — 
which includes Medicare, Medicaid, and subsidies to purchase health insurance 
through new insurance exchanges — will roughly double as a percentage of GDP 
over the next 25 years. The ability to control health-care costs, while still 
providing high-quality care to those who need it, will be critical for bringing the 
federal budget onto a sustainable path.  

The retirement of the baby-boom generation will also strain Social Security, as 
the number of workers paying taxes into the system rises more slowly than the 
number of people receiving benefits. Currently, there are about five individuals 
between the ages of 20 and 64 for each person aged 65 and older. By 2030, 
when most of the baby boomers will have retired, this ratio is projected to 
decline to around 3. Overall, the projected fiscal pressures associated with 
Social Security are considerably smaller than the pressures associated with 
federal health programs, but they are still notable.  

The CBO’s long-term budget projections, by design, do not account for the likely 
adverse economic effects of such high debt and deficits. But if government debt 
and deficits were actually to grow at the pace envisioned, the economic and 
financial effects would be severe. Sustained high rates of government borrowing 
would both drain funds away from private investment and increase our debt to 
foreigners, with adverse long-run effects on U.S. output, incomes, and standards 
of living. Moreover, diminishing investor confidence that deficits will be brought 
under control would ultimately lead to sharply rising interest rates on 
government debt and, potentially, to broader financial turmoil. In a vicious 
circle, high and rising interest rates would cause debt-service payments on the 
federal debt to grow even faster, causing further increases in the debt-to-GDP 
ratio and making fiscal adjustment all the more difficult  

How much adjustment is needed to restore fiscal sustainability in the United 
States? To help answer this question, it is useful to apply the concept of the 
primary budget deficit, which is the government budget deficit excluding interest 
payments on the national debt. To stabilize the ratio of federal debt to the GDP 
— a convenient benchmark for assessing fiscal sustainability — the primary 
budget deficit must be reduced to zero. Under the CBO projection that I noted 
earlier, the primary budget deficit is expected to be two percent of GDP in 2015 
and then rise to almost three percent of GDP in 2020 and six percent of GDP in 
2030. These projections provide a gauge of the adjustments that will be 
necessary to attain fiscal sustainability. To put the budget on a sustainable 
trajectory, policy actions — either reductions in spending or increases in 
revenues or some combination of the two — will have to be taken to eventually 
close these primary budget gaps.  
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By definition, the unsustainable trajectories of deficits and debt that the CBO 
outlines cannot actually happen, because creditors would never be willing to 
lend to a government with debt, relative to national income, that is rising without 
limit. The economist Herbert Stein succinctly described this type of situation: “If 
something cannot go on forever, it will stop.” One way or the other, fiscal 
adjustments sufficient to stabilize the federal budget must occur at some point. 
The question is whether these adjustments will take place through a careful and 
deliberative process that weighs priorities and gives people adequate time to 
adjust to changes in government programs or tax policies, or whether the 
needed fiscal adjustments will be a rapid and painful response to a looming or 
actual fiscal crisis. Acting now to develop a credible program to reduce future 
deficits would not only enhance economic growth and stability in the long run, 
but could also yield substantial near-term benefits in terms of lower long-term 
interest rates and increased consumer and business confidence. Plans recently 
put forward by the President’s National Commission on Fiscal Responsibility and 
Reform and other prominent groups provide useful starting points for a much-
needed national conversation. Although these proposals differ on many details, 
they demonstrate that realistic solutions to our fiscal problems are available.”  

We are somewhere in the 
middle chapters of this post-
bubble crisis, and everyone 
seems to believe the book is 
over 

I don’t know. I somehow didn’t have the ice in my veins to play a 1930-style 
speculative rally rule, aided and abetted by rampant government intervention to 
save the day. We are somewhere in the middle chapters of this post-bubble 
crisis, and everyone seems to believe the book is over. Sorry — but no. There are 
many chapters to go. The same investors and pundits that saw endless 
prosperity and easy capital gains back in the 2002-07 cycle of financial 
engineering see the same process taking hold today but today the engineering is 
not the banks but the Fed and the Federal government. But the fun and games 
are over and the austerity that is coming down the pike will most assuredly exert 
a surprising downward impact on growth in income, spending and profits as was 
the case when the fiscal trend towards unrepentant stimulus took hold nearly 
two years ago.  

For the naysayers out there, may we recommend that you read Playing Chicken 
With Deficits and Debt on page 35 of the current Bloomberg BusinessWeek 
magazine. And while you are at it, have a glimpse at House GOP Unveils Big 
Spending Cuts; Will Dems Follow? on the front page of the Friday Investor’s 
Business Daily (the Dems up for re-election in 2012 are indeed likely to follow). 
This debt morass and the need to clean it up may help explain why fair-value 
P/E multiples of 14x, 15x, and 16x are completely unsustainable with a 
government infrastructure like we have on our hands today. Ever try to apply a 
10x multiple on $90 of earnings and seeing what you come up with as a price 
target?  

The 40% of market pundits 
polled last week by Bloomberg 
that said they are hopeful that 
the Fed extends QE2 to QE3 
come June may be in for a 
modest disappointment 

As an aside, the 40% of market pundits polled last week by Bloomberg that said 
they are hopeful that the Fed extends QE2 to QE3 come June may be in for a 
modest disappointment because the FOMC voting numbers may not line up 
behind this initiative, no matter how badly Ben Bernanke may want it. Dallas 
FRB President on Friday told Bloomberg that “I cannot imagine a convincing 
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argument for further quantitative easing after this round”. Now what we like 
about Texans, and it was so clear in our Dallas and Houston trips last week, is 
that they are, as sure as the day is long, the most straight-talking folks around 
(and I can’t help but think of my friend John Mauldin when I say that).  

MUNI PANIC LOOKS WAY OVERDONE  

All I can say and this is a general assessment is that AA+/AAA 20-year muni 
bond universe trades above a 5% yield. That means something like 7.4% on a 
tax equivalent basis for a top US income earner. And with a 15 basis point 2010 
default rate (thanks to my friends at BAC-ML). There have been the grand total 
of 54 bond defaults in the past four decades and there has not been a state 
default since the Great Depression and it was hardly widespread. There were a 
grand total of $2.7 billion of municipal bond defaults last year, which was 
actually down from the record $8.5 billion during the financial panic of 2008.  

There are few asset classes today with such attractive risk-reward attributes. To 
get a similar yield today you have to go to B-rated corporate paper, which is the 
weakest part of the junk bond universe and one step away from distress debt. 
These are high-grade muni’s too. I can’t think of a security that is going to 
provide a U.S.-based investor a 7% annual return for the next decade with such 
little risk attached — not equities, not corporates, not commodities. I still think 
this is the biggest opportunity out there in the investing world today and the 
most glaring price anomaly.  

For those on the sidelines that are still concerned over a wave of defaults, have 
a look at Whitney’s Muni Forecast is Short on Specifics on page 51 of 
Bloomberg BusinessWeek. Well worth a read. And it does seem as though it is 
going to be the unions, and not the bond holders, who will be paying the piper 
and forced into contract restructuring — you don’t have to take it from us, take it 
from the horse’s mouth (see Emmanuel Would Push Labor for Concessions on 
page A3 of the weekend WSJ and also Governors Chop Spending in the front 
page of today’s WSJ). 

GIVING CREDIT ... TO WHO?  

While Mr. Bernanke did provide fiscal policymakers with some tough words on 
Friday, his characterization of lending conditions was a tad off the mark:  

“Overall, however, improving household and business confidence, 
accommodative monetary policy, and more-supportive financial conditions, 
including an apparent increase in the willingness of banks to make loans, 
seems likely to lead to a more rapid pace of economic recovery in 2011 than we 
saw last year ...” Either the bankers aren’t 

telling the truth or the demand 
for credit, especially on the 
part of households, is still in 
contraction mode 

At least he snuck in the word “apparent” because while the latest Fed loan 
officer survey did suggest that the banks are easing their standards, what we 
see in the actual data is ongoing debt deleveraging. Either the bankers aren’t 
telling the truth or the demand for credit, especially on the part of households, is 
still in contraction mode:  
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 Bank credit fell $11.8 billion in the January 26th week on top of a $39 billion 
slide the week before. In fact, total bank credit is down in seven of the past 
eight weeks and by a total of $90 billion.  

 Residential real estate loans outstanding plunged $13.2 billion in the 
January 26th week and this followed a $31.6 billion slide the prior week. We 
haven’t seen such a big decline since March 2007, just as the fun began in 
the mortgage markets.  

 Consumer credit has fallen or stagnated in each of the past seven weeks and 
by a cumulative $62 billion, which is unprecedented. Between that and the 
compression in real wages, little wonder the federal government has to play 
the role of the generous uncle.  

 Everyone had been talking about a pickup in commercial and industrial loans 
as a harbinger of something good, but even here we now see some erosion 
because they contracted $3.5 billion in that last week of January and this 
came on the heels of a $2.9 billion drop in the previous week — the first 
back-to-back declines since mid-November. 

CHART 3: DEMAND FOR CREDIT STILL IN CONTRACTION MODE 

United States: Bank Credit: All Banks 
($billions) 
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10Source: Federal Reserve Board /Haver Analytics
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Gluskin Sheff at a Glance 
Gluskin Sheff + Associates Inc. is one of Canada’s pre-eminent wealth management firms. 
Founded in 1984 and focused primarily on high net worth private clients, we are dedicated to the 
prudent stewardship of our clients’ wealth through the delivery of strong, risk-adjusted 
investment returns together with the highest level of personalized client service. 
OVERVIEW 
As of December 31, 2010, the Firm 
managed assets of $6.0 billion*. 

Gluskin Sheff became a publicly traded 
corporation on the Toronto Stock 
Exchange (symbol: GS) in May 2006 and 
remains 49% owned by its senior 
management and employees. We have 
public company accountability and 
governance with a private company 
commitment to innovation and service. 

Our investment interests are directly 
aligned with those of our clients, as 
Gluskin Sheff’s management and 
employees are collectively the largest 
client of the Firm’s investment portfolios. 

We offer a diverse platform of investment 
strategies (Canadian and U.S. equities, 
Alternative and Fixed Income) and 
investment styles (Value, Growth and 
Income).1 

The minimum investment required to 
establish a client relationship with the 
Firm is $3 million.  

 

PERFORMANCE 
$1 million invested in our Canadian 
Equity Portfolio in 1991 (its inception 
date) would have grown to $9.1 million2 
on September 30, 2010 versus $5.9 million 
for the S&P/TSX Total Return Index 
over the same period.  

$1 million usd invested in our U.S. 
Equity Portfolio in 1986 (its inception 
date) would have grown to $11.8 million 
usd

2 on September 30, 2010 versus $9.6 
million usd for the S&P 500 Total 
Return Index over the same period. 

 

INVESTMENT STRATEGY & TEAM 
We have strong and stable portfolio 
management, research and client service 
teams. Aside from recent additions, our 
Portfolio Managers have been with the 
Firm for a minimum of ten years and we 
have attracted “best in class” talent at all 
levels. Our performance results are those 
of the team in place. 

 
Our investment 
interests are directly 
aligned with those of 
our clients, as Gluskin 
Sheff’s management and 
employees are 
collectively the largest 
client of the Firm’s 
investment portfolios. 
 
 
$1 million invested in our 

Canadian Equity Portfolio 

in 1991 (its inception 

date) would have grown to 

$9.1 million2 on 

September 30, 2010 

versus $5.9 million for the 

S&P/TSX Total Return 

Index over the same 

period. 

We have a strong history of insightful 
bottom-up security selection based on 
fundamental analysis.  

For long equities, we look for companies 
with a history of long-term growth and 
stability, a proven track record, 
shareholder-minded management and a 
share price below our estimate of intrinsic 
value. We look for the opposite in 
equities that we sell short.  

For corporate bonds, we look for issuers 
with a margin of safety for the payment 
of interest and principal, and yields which 
are attractive relative to the assessed 
credit risks involved. 

We assemble concentrated portfolios - 
our top ten holdings typically represent 
between 25% to 45% of a portfolio. In this 
way, clients benefit from the ideas in 
which we have the highest conviction. 

Our success has often been linked to our 
long history of investing in under-
followed and under-appreciated small 
and mid cap companies both in Canada 
and the U.S. 

PORTFOLIO CONSTRUCTION  
For further information, 
please contact 
questions@gluskinsheff.com 

In terms of asset mix and portfolio 
construction, we offer a unique marriage 
between our bottom-up security-specific 
fundamental analysis and our top-down 
macroeconomic view.
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Notes: 
Unless otherwise noted, all values are in Canadian dollars. 
* Preliminary estimate as of January 17, 2011 
1. Not all investment strategies are available to non-Canadian investors. Please contact Gluskin Sheff for information specific to your situation. 
2. Returns are based on the composite of segregated Value and U.S. Equity portfolios, as applicable, and are presented net of fees and expenses. 
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IMPORTANT DISCLOSURES 

Copyright 2011 Gluskin Sheff + Associates Inc. (“Gluskin Sheff”). All rights 
reserved. This report is prepared for the use of Gluskin Sheff clients and 
subscribers to this report and may not be redistributed, retransmitted or 
disclosed, in whole or in part, or in any form or manner, without the express 
written consent of Gluskin Sheff. Gluskin Sheff reports are distributed 
simultaneously to internal and client websites and other portals by Gluskin 
Sheff and are not publicly available materials. Any unauthorized use or 
disclosure is prohibited.  

Gluskin Sheff may own, buy, or sell, on behalf of its clients, securities of 
issuers that may be discussed in or impacted by this report. As a result, 
readers should be aware that Gluskin Sheff may have a conflict of interest 
that could affect the objectivity of this report. This report should not be 
regarded by recipients as a substitute for the exercise of their own judgment 
and readers are encouraged to seek independent, third-party research on 
any companies covered in or impacted by this report.  

Individuals identified as economists do not function as research analysts 
under U.S. law and reports prepared by them are not research reports under 
applicable U.S. rules and regulations. Macroeconomic analysis is 
considered investment research for purposes of distribution in the U.K. 
under the rules of the Financial Services Authority. 

Neither the information nor any opinion expressed constitutes an offer or an 
invitation to make an offer, to buy or sell any securities or other financial 
instrument or any derivative related to such securities or instruments (e.g., 
options, futures, warrants, and contracts for differences). This report is not 
intended to provide personal investment advice and it does not take into 
account the specific investment objectives, financial situation and the 
particular needs of any specific person. Investors should seek financial 
advice regarding the appropriateness of investing in financial instruments 
and implementing investment strategies discussed or recommended in this 
report and should understand that statements regarding future prospects 
may not be realized. Any decision to purchase or subscribe for securities in 
any offering must be based solely on existing public information on such 
security or the information in the prospectus or other offering document 
issued in connection with such offering, and not on this report. 

Securities and other financial instruments discussed in this report, or 
recommended by Gluskin Sheff, are not insured by the Federal Deposit 
Insurance Corporation and are not deposits or other obligations of any 
insured depository institution. Investments in general and, derivatives, in 
particular, involve numerous risks, including, among others, market risk, 
counterparty default risk and liquidity risk. No security, financial instrument 
or derivative is suitable for all investors. In some cases, securities and other 
financial instruments may be difficult to value or sell and reliable 
information about the value or risks related to the security or financial 
instrument may be difficult to obtain. Investors should note that income 
from such securities and other financial instruments, if any, may fluctuate 
and that price or value of such securities and instruments may rise or fall 

and, in some cases, investors may lose their entire principal investment. 
Past performance is not necessarily a guide to future performance. Levels 
and basis for taxation may change. 

Foreign currency rates of exchange may adversely affect the value, price or 
income of any security or financial instrument mentioned in this report. 
Investors in such securities and instruments effectively assume currency 
risk. 

Materials prepared by Gluskin Sheff research personnel are based on public 
information. Facts and views presented in this material have not been 
reviewed by, and may not reflect information known to, professionals in 
other business areas of Gluskin Sheff. To the extent this report discusses 
any legal proceeding or issues, it has not been prepared as nor is it 
intended to express any legal conclusion, opinion or advice. Investors 
should consult their own legal advisers as to issues of law relating to the 
subject matter of this report. Gluskin Sheff research personnel’s knowledge 
of legal proceedings in which any Gluskin Sheff entity and/or its directors, 
officers and employees may be plaintiffs, defendants, co—defendants or 
co—plaintiffs with or involving companies mentioned in this report is based 
on public information. Facts and views presented in this material that relate 
to any such proceedings have not been reviewed by, discussed with, and 
may not reflect information known to, professionals in other business areas 
of Gluskin Sheff in connection with the legal proceedings or matters 
relevant to such proceedings. 

Any information relating to the tax status of financial instruments discussed 
herein is not intended to provide tax advice or to be used by anyone to 
provide tax advice. Investors are urged to seek tax advice based on their 
particular circumstances from an independent tax professional. 

The information herein (other than disclosure information relating to Gluskin 
Sheff and its affiliates) was obtained from various sources and Gluskin 
Sheff does not guarantee its accuracy. This report may contain links to 
third—party websites. Gluskin Sheff is not responsible for the content of any 
third—party website or any linked content contained in a third—party website. 
Content contained on such third—party websites is not part of this report 
and is not incorporated by reference into this report. The inclusion of a link 
in this report does not imply any endorsement by or any affiliation with 
Gluskin Sheff.  

All opinions, projections and estimates constitute the judgment of the 
author as of the date of the report and are subject to change without notice. 
Prices also are subject to change without notice. Gluskin Sheff is under no 
obligation to update this report and readers should therefore assume that 
Gluskin Sheff will not update any fact, circumstance or opinion contained in 
this report. 

Neither Gluskin Sheff nor any director, officer or employee of Gluskin Sheff 
accepts any liability whatsoever for any direct, indirect or consequential 
damages or losses arising from any use of this report or its contents.  
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