
is one of very few we’ve had over the past 
seven years. Corrections never happen 
in straight lines, and while this one has 
recovered from the lows, it may make 
new lows before it is finished.  Investors 
who have been shaken by the decline 
typically fall into one of two categories: 
those who see a buying opportunity or 
those who fear more downside. These 
emotional reactions are not helpful.  These 
volatile conditions highlight the necessity 
of a clear investment philosophy and 
discipline.

Though emotions may not be helpful to 
investment decisions, they serve as a great 
canary in the coal mine.  Remember how 
awful you felt when the market made 
its all-time low on March 9, 2009.  As 
best as you can, relive that moment and 
experience.  Now think about how you felt 
when markets were last soaring and your 
account balances were at all-time highs.  
Again, let yourself revel in those memories.  
Now ask yourself what you should have 
done at those moments.  Should you have 
bought or sold or held fast?  Did you do 
the right thing?  My big question for you 
is how do you feel right now?  

Our September 30th Market Commentary 
suggested several reasons the market will 
likely not crash.  It was rife with cautious 
optimism. Interestingly, we received a 
number of angry responses suggesting 
we were delusional.  A direct quotation 
is “WAKE UP AND QUIT USING 

View From A Farr
•	Fed	Funds	are	0.25%:	they	were	0.25%	

last year.

•	1-year	Treasury	bill	closed	the	quarter	at	
0.39%.	

•	10-year	Treasury	bond	closed	at	2.04%.		

•	Investor	psychology	is	guarded.

•	Earnings	are	near	peak	historical	
margins.

•	The	S&P	500’s	total	return	was	-6.44%	
in the 3rd quarter. 

•	Volatility	was	considerable.

•	Expectations	for	the	rest	of	2015	are	
guarded.

“An English traveler relates how he lived 
upon intimate terms with a tiger; he had 
reared it and used to play with it, but always 
kept a loaded pistol on the table.” 

–  Stendhal, The Red and the Black

Pistol at Hand
U.S. stocks have enjoyed a very strong 
multi-year	run.		Returns	over	the	past	12	
months have been roughly flat because 
the third quarter was a tough one. The 
3Q	 total	 return	 for	 the	 S&P	 500	 was	
-6.4%.		The	high	for	the	index	was	on	July	
20,	 and	 the	 low	was	on	August	25.	 	The	
price decline from top to bottom was over 
12%.		This	counts	as	a	real	correction	and	
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POLYANNA SCENARIOS.” It is tough 
to tell why certain nerves are hit from 
time to time, but we suspect that these 
sorts of reactions shed more light on the 
sender.  If you find yourself filled with 
emotion over whatever is going on in the 
stock markets, ask yourself my questions 
and try to discern what your intuition and 
experience are trying to shout at you.  

Presently, we are feeling underwhelmed 
by the markets and the economy. We 
are underwhelmed by Congress and 
Speaker Boehner’s retirement and equally 
underwhelmed	 by	 the	 Federal	 Open	
Market Committee’s inaction and constant 
parsing of obtuse economic phrases.  A 
refocus on our philosophy and discipline 
reveals a number of high-quality stocks 
at very reasonable valuations.  A number 
of the household-name blue-chips, 
left in the dust of high-fliers like Tesla, 
Amazon and Netflix, have suffered far 
worse declines than the market averages.  
Prices seem to have been driven more by 
successful PR campaigns than by earnings 
announcements. If you believe, as we do, 
that earnings and valuations always win out 
over time, then review your portfolio and 
make sure you’re in the right spot.  

Notwithstanding our continued concerns 
on a number of fronts, the preponderance 

of evidence suggests that another market 
“crash” is probably not in the cards.  
There are several reasons for our guarded 
optimism:

•		Asset prices, though inflated, are 
not really in bubble territory.  Low 
mortgage rates and falling housing 
prices have actually created a situation 
whereby housing affordability is far 
superior to the years prior to the 
financial crisis.  Even more promising, 
the homeownership rate is back to 
where it probably should be, and new 
household formation is finally picking 
up after years in which people chose 
to double up or live with their parents 
rather than buying or renting their 
own place.  With regard to stock prices, 
we remain troubled by near record-
high corporate profit margins, which 
create the illusion of a market that is 
cheaper than it really is.  As margins 
revert closer to the long-term average, 
stock prices may indeed need to come 
down more to reflect the slowdown in 
earnings growth.  However, at its worst 
point	during	the	quarter	the	S&P	500	
had	 retraced	 about	 18%	 of	 its	 total	
rise from the March, 2009 low.  This 
has not been a minor pullback, and 
opportunities are being created again.  
Astute long-term investors like Warren 

Buffett welcome these opportunities.  

•		The economy, although still growing 
at only the 2.0%-2.5% pace of the past 
several years, does not appear headed 
for recession. We could be wrong 
(in which case markets would likely 
drop materially), but the economic 
weakness outside the US is not likely 
to pull us into recession territory.  Yes, 
China is slowing with future growth 
rates coming in perhaps meaningfully 
lower than the government’s target of 
7%.		However,	US	trade	with	China	is	
very small relative to GDP, and Europe 
appears to be pulling itself up by its 
bootstraps	 after	 following	 the	 Fed’s	
playbook of monetary easing.  Most 
important of all, though, it must be 
remembered that consumer spending 
makes	 up	 almost	 70%	 of	 GDP.	 	 The	
US economy generally goes as the US 
consumer goes. 

•		The banking system in the US has been 
recapitalized and remains heavily 
regulated compared to the years prior 
to the financial crisis.  Banks are no 
longer allowed to rapidly grow their 
balance sheets by making risky bets with 
borrowed money, especially deposits.  
In addition, credit losses are running 
at generational lows, and US banks 
have a ton of liquidity parked at the 
Fed	and	elsewhere,	which	can	serve	 to	
both reduce the risk of a liquidity crisis 
and allow banks to take advantage of 
opportunities as they arise.  In fact, the 
recapitalization of the banking system, 
in our view, is perhaps the single-best 
competitive advantage the US economy 
has right now over some of the other 
developed markets (read: Europe). 

•		The consumer, while still heavily 
indebted, has both reduced and 

If you find yourself filled with emotion 
over whatever is going on in the stock 
markets, ask yourself my questions and 
try to discern what your intuition and 
experience are trying to shout at you.
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refinanced debt over the past few years.  
As a consequence, the Household Debt 
Service	Ratio,	 tracked	 by	 the	Fed,	 has	
fallen dramatically since the financial 
crisis.  Don’t get me wrong, I remain 
very	 uncomfortable	 with	 the	 Fed’s	
encouragement of more debt in response 
to the problem of too much debt.  There 
is also some evidence of credit bubbles 
in specific consumer-debt areas like 
student loans and auto loans.  However, 
a good chunk of the consumer debt that 
existed prior to the financial crisis has 
either been charged off or effectively 
assumed	 by	 the	 Federal	 government	
through increases in transfer payments. 
(Obviously, the US Treasury will have 
to deal with its own debt problems, but 
there are solutions to this like addressing 
the issue of entitlement spending, which 
would have the additional positive side 
effect of creating more flexibility to 
enact short-term fiscal stimulus.)  The 
reduction in the consumer’s debt service 
burden frees up money that can be  
spent elsewhere.

•		Middle-class consumers will benefit 
from the plunge in energy prices.  
The savings from lower gas prices do 
not appear to be getting spent as of 
yet, but they are giving the consumer 
the ability to pay down some debt and 
increase retirement savings.  We have 
long believed that the relative lack of 
retirement savings is a big intermediate-
term problem for the US economy.  To 
the extent that consumers are able to 
clean up their balance sheets and save 
more through lower energy expenditures 
(and lower debt-service costs), this would 
be hugely beneficial to the long-term 
health of the consumer-centric economy.  
Moreover, the prospect of a completely 
energy-independent United States 

housing prices continue to recover, 
which admittedly is highly dependent 
on low mortgage rates, we would 
expect the housing sector to continue 
to boost economic activity, job growth, 
consumer spending, consumer confi-
dence and household net worth.

•	 Next year we elect a new president 
for the first time in eight years, and 
hope springs eternal. Early polls have 
not been promising as some of the 
frontrunners are advocating policies that 
propagate class warfare, harsh restrictions 
on immigration, and protectionist 
trade policies.  Yet we remain hopeful 

should have multiple future benefits, 
including national defense. 

•	 For the first time in a while, there 
seems to be some very modest evidence 
that wage growth may be picking up.  
We attribute the improvement to the 
consistent job gains and their impact on 
labor slack.  Although it may be further 
in the future than most economists think, 
a tighter job market should lead to better 
income growth for the middle class.

•		Residential investment as a percent-
age of GDP remains very depressed 
at about 3.2% in 2014 compared to 
the post-WWII average of 4.6%. As 

“Restoring Our 
American Dream”

Continued
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that the new administration will act in 
pragmatic fashion to address some of our 
glaring economic challenges, including 
the problem of ballooning entitlement 
spending, making our corporate tax 
system more competitive, fair, and simple, 
and figuring out a way to repatriate some 
of the corporate capital trapped overseas.   

US GDP continues to limp forward.  
2%-2.5%	 growth	 is	 less	 than	 stunning	
but moving in the right direction.  Recent 
comments	 from	 the	 Federal	 Reserve	
suggest that inflation is not expected to 
reach	the	Fed’s	2%	target	until	2018.		That	
projection caught us off guard.  If true, 
investors can expect continued sub-par 
GDP growth and a ceiling on any rise 
in interest rates.  A persistent low-rate, 
slow-growth forecast strikes us as the 
Fed	damning	its	own	ability	to	move	the	
economy forward.  With all of the speeches 
and statements, there is great risk of the 
Fed	under-delivering	and	 losing	some	of	
its vital credibility.  

The Tail Wagging the Dog
Former	 Fed	 Chairman	 Ben	 Bernanke	
made it no secret that he targeted stock 
prices as a means of generating economic 
growth and job creation.  And certainly on 
its face, that tactic seems to have worked.  
Throughout	 the	 past	 6+	 years,	 investors	
dutifully bought stocks with each 
reassurance	 from	 the	 Fed.	 	The	 ultimate	
result	was	an	increase	of	over	200%	in	the	
S&P	500	from	its	March,	2009	lows.			

Recent market action suggests that the 
Fed	 remains	 committed	 to	 a	 policy	 of	

inflating asset prices, which continues 
to reinforce dangerous moral hazard. 
Stock	 prices	 swooned	 from	 August	 17-
25	 in	 reaction	 to	 the	 release	 of	 the	Fed	
meeting	minutes	 from	 July	 28-29.	 	The	
interpretation of the minutes was that the 
Fed	was	on	track	to	raise	interest	rates	in	
September despite turmoil in China, a 
deflationary collapse in energy prices, and 
a reduction in its growth and inflation 
outlook.		However,	following	a	7%+	drop	
in	the	S&P	500,	Fed	officials	responded	
according to script and ultimately punted 
at	 its	 September	 17	 meeting.	 	 Six-plus	

years into an economic recovery, market 
moves	continue	to	be	driven	more	by	Fed	
rhetoric and policy than by earnings and 
fundamentals. 

We remain in the “lower-for-longer” camp.   
Not only is the domestic economy not 
strong enough to support significantly 
higher interest rates, but ongoing monetary 
easing in foreign economies should also 
put a lid on borrowing costs in the US.  At 
some point, though, the Fed will have to 
extricate itself from the central role it has 
played in the capital markets.  

 

A persistent low-rate, slow-growth 
forecast	strikes	us	as	the	Fed	damning	
its own ability to move the economy 
forward.  


