
Claus and baloney are the fodder for 
every bull market’s final ascent.  Though 
we recognize both are present, one can 
never be sure how long such periods will 
last despite the increasing “wall of worry.”   
Trying to sell market tops and waiting 
to reinvest at market lows is an entirely 
rational and logical desire, but we believe 
it is all but impossible to accomplish.  

Those fortunate enough to sell near 
the high are so consumed with self-
congratulations that they begin to enjoy 
successive lows and refuse to buy back 
in as prices turn and rise.  Long-term 
investors resolve to harness the power 
of growing economies, participating in 
that growth through share ownership 
in corporations operating within those 
economies.  The US economy has grown 
steadily over the past 238 years, but it did 
not grow in each of those years.  In fact, 
some of those years were dreadful.  Aesop 
described the tortoise and the hare, and 
investors should take note.

When winds and seas are fair, the newest 
seaman will be proficient at the helm.  
As winds howl and seas roil, the most 
experienced captain provides a steady 
hand.  Investors have enjoyed five and a 
half very pleasant years.  Keep your eyes 
on the horizon; storms are as normal 
as sunshine, and another will appear at 
some point.

View From A Farr

•	Fed	Funds	are	0.25%;	they	were	0.25%	
last year.

•	1-year	Treasury	bill	closed	the	quarter	
at	0.13%.	

•	10-year	Treasury	bond	closed	at	2.49%.		

•	The	number	of	bullish	advisors	
skyrocketed.

•	Earnings	are	at	peak	historical	margins.

•	The	Fed	says	it	will	end	Quantitative	
Easing	in	November.

•	The	S&P	500	produced	a	total	return	
of	1.13%	in	the	3rd	quarter.	

•	Volatility	was	considerable.

•	Investor	expectations	for	2014	remain	
cautiously optimistic.

Nobody shoots at Santa Claus.

No matter how thin you slice it, it’s 
still baloney.  

-	A.E.	Smith	Campaign	speeches.

Everyone	 loves	 a	 bull	 market!	 	 After	 a	
very	 strong	 2013,	 led	 by	 high-quality	
stocks,	 a	 more	 modest	 2014	 driven	 by	
more speculative shares leaves us uneasily 
content. Somewhere between Santa 
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A Tale of Two Economies

In	 our	 July,	 2014	 edition	 of	 The	 Farr	
View,	 we	 discussed	 the	 conflicting	
signals being sent by the bond and stock 
markets.  We noted that the yield on the 
10-year	Treasury	has	fallen	rather	sharply	
this year – typically a sign of future 
economic deceleration - while the stock 
market continues to portend accelerating 
economic growth.  Our explanation 
for	 this	 was	 (and	 continues	 to	 be)	 the	
Fed’s	aggressive	monetary	easing,	which	
has been supporting Treasury prices, 
artificially suppressing interest rates, 
and forcing investors into risky assets 
in	 search	of	better	 returns.	 	Meanwhile,	
the economy continues to chug along 
at	 just	 about	 the	 2%	 average	 we	 have	
experienced since the end of the Great 
Recession.		

From	 where	 we	 sit,	 the	 economic	
“recovery” continues to accrue largely to 
wealthier Americans while middle-class 
folks struggle with weak job prospects, 
stagnant incomes, and higher costs for 

necessities like housing, health care, food, 
and	 education.	 	 It	 is	 the	 rich	 (top	 1%,	
top	 5%,	 you	 pick)	 who	 are	 driving	 the	
lion’s share of the earning and spending 
gains in this economy.  We would note, 
however, that there are some very recent 
causes for optimism.  We are encouraged 
by the recent decrease in gasoline prices, 
which will effectively act as a tax break 
for all those who drive.  In addition, the 
decrease in interest rates this year should 
continue to ease debt burdens, drive auto 
sales,	and	support	housing	prices.		But	it’s	
not enough.  A more balanced and self-
sustaining	economic	recovery	will	require	
more jobs and better income growth for 
the masses.  

We see some longer-term risks as well.  
Most	 notable	 among	 those	 risks	 is	 the	
high level of debt that has accumulated 
in our economy.  During the financial 
crisis, the federal government effectively 
assumed much of the consumer debt 
that built up in the years prior (through 
unemployment insurance payments, 
disability payments, the payroll tax  

break,	etc).		As	a	result,	federal	government	
debt	 is	 now	 $17.8	 trillion	 compared	 to	
an economy that is currently growing at 
a	 $17.3-trillion	 pace.	The	 high	 level	 of	
current debt will exacerbate the challenge 
of skyrocketing entitlement payments 
required	to	be	paid	to	baby	boomers	over	
the next couple of decades.  At the same 
time, middle-class folks are still carrying 
too much debt and remain ill-prepared 
for retirement.  In our view, the process of 
deleveraging needs to continue to run its 
course.  We expect that savings rates will 
continue their upward trajectory, which 
will limit growth prospects over the near 
term in an economy heavily dependent 
on consumer spending.  

“Decoupling”

Several years ago the phrase “decoupling” 
was introduced to the investment-world 
vocabulary.  According to the web site 
Investopedia, the term referred to “the 
concept that the world’s emerging 
markets no longer need to depend on US 
demand to drive economic growth.”  The 
term was widely used prior to the financial 
crisis, when many investors theorized 
that US economic sluggishness would 
not affect the blistering pace of economic 
growth in emerging markets.  We argued 
then that decoupling amounted to 
“wishful	thinking.”		Eventually,	it	turned	
out that emerging-market economies 
were indeed heavily dependent on the 
500	lb.	gorilla	-	the	US.		

Today, we see some of the same people 
making the same arguments, but in 
reverse.  They say that the prospect of 

In our view, the process of deleveraging 
needs to continue to run its course.  We 
expect that savings rates will continue 
their upward trajectory, which will limit 
growth prospects over the near term 
in an economy heavily dependent on 
consumer spending.  
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accelerating US growth will not be 
derailed by slowing growth in the rest 
of	 the	 world	 (ROW).	 	 For	 my	 part,	 I	
just don’t buy it. The Chinese economy, 
the engine of economic growth for 
many	years,	 is	clearly	slowing.	 	Europe’s	
growth is so slow that its central bank 
is taking aggressive action to stave off 
deflation.	 	 And	 Japan	 has	 been	 in	 a	
deflationary	spiral	for	decades,	with	very	
little hope for dramatic improvement 
(given	demographic	headwinds).		Can	we	
honestly expect accelerating growth in the 
US	in	the	face	of	all	this?		Perhaps	more	
importantly for investors, can we expect 
S&P	500	 earnings	 growth	 to	 accelerate	

Market,	 Europe,	 and	 Japanese	 indices	
by	at	 least	15%	each	over	the	past	year.		
And perhaps more telling, the dollar has 
appreciated	nearly	8%	versus	a	basket	of	
major	 foreign	 currencies	 since	 June	30.		
Investors worldwide are pouring money 
into the US in anticipation of the end 
to	the	Fed’s	QE	program	(and	eventual	
increase	in	short-term	rates).		But	more	
importantly, they’re buying US assets to 
take advantage of the superior growth 
expected compared to the rest of the 
world.  Will it be enough to justify the 
stock market gains we’ve enjoyed?

Incidentally, while a strong dollar is 
generally perceived to be a vote of 
confidence in the relative strength of 
the American economy, there can be too 
much of a good thing.  A rapid rise in 
the value of the dollar does have some 
downsides.	 	 First,	 companies	 that	 have	
operations outside the US are forced to 
recognize the exchange rate’s effect on 
sales and assets outside the US when 
they are converted back to US dollars.  
Perhaps	more	troublesome,	though,	is	that	
companies exporting to overseas markets 
are put at a competitive disadvantage due 

when its component companies generate 
over	30%	of	sales	outside	the	US?

The markets sure seem to think so.  The 
S&P	500	has	outperformed	the	Emerging	

Incidentally, while a strong dollar is 
generally perceived to be a vote of 
confidence in the relative strength of 
the American economy, there can be 
too much of a good thing. 
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Firm News 
In	a	continuing	effort	to	offer	world-class	support	and	management	to	its	clientele,	Farr,	
Miller	&	Washington	is	happy	to	announce	that	Kristina	Saunders,	CIMA,	has	joined	the	
firm	as	Portfolio	Manager.		

Prior	to	joining	Farr,	Miller	&	Washington,	Kristina	was	head	of	investment	research	and	
portfolio	 implementation	 at	Cassaday	&	Company.	 	 Before	 working	 with	 Cassaday	 &	
Company,	Kristina	 began	her	 career	 as	 an	 equity	 analyst	 at	TCW	Group,	 covering	 the	
capital goods and materials industries, and later joined the convertible securities group at 
TCW as a generalist. 

Kristina	earned	a	BA	in	Economics	from	St.	John’s	University	and	has	been	awarded	the	
Certified	Investment	Management	Analyst	designation.		
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to the dollar’s strength.  Given that exports 
generally	 comprise	 about	 13-14%	of	US	
GDP,	 the	 dollar’s	 strength	 (driven	 by	
global	economic	weakness)	stands	to	be	a	
significant economic drag going forward.  

Risks on the Rise

The markets have climbed a wall of 
worry in recent years. Developments that 
might typically cause risk aversion have 
been largely discounted, thanks in large 
part	 to	 the	 Fed’s	 support.	 	 Iraq,	 Syria,	
ISIS	(or	is	it	ISIL?),	Russia	&	Ukraine,	
Ebola,	 Hong	 Kong	 independence	 –	 
it’s hard not to get caught up in 
all the things that could go wrong.  
Unfortunately, we don’t see the backdrop 
getting much more favorable any time 
soon.  On the immediate horizon we 
can look forward to polarizing mid-
term elections, which will bring to the 
forefront our lack of success with regard 

to corporate tax reform, the Affordable 
Care	 Act,	 Dodd-Frank,	 and	 other	
mishandled experiments.  

Valuations and Buybacks

We remain bothered by the fact that 
corporate profit margins are running 
about	 50%	 above	 long-term	 averages.		
The	Shiller	P/E	Ratio,	which	normalizes	
profit	margins,	is	running	at	nearly	26x	
–	well	above	the	oft-cited	figure	of	16x	
that makes stocks appear much more 
attractive.	 	 But	 there	 is	 also	 another	
issue	 that	 tends	 to	 depress	 P/E	 ratios:	
stock buybacks.  A study by analysts 
at	 JP	 Morgan	 estimated	 that	 share	
buybacks	 were	 responsible	 for	 60%	 of	
S&P	 500	 EPS	 growth	 from	 the	 third	
quarter	 of	 2011	 to	 the	 first	 quarter	 of	
2013.	 	 Without	 these	 buybacks,	 says	
David	 Rosenberg	 of	 Gluskin	 Sheff	 &	
Associates,	 the	 P/E	 multiple	 for	 the	

S&P	 500	would	 be	 over	 20x	 (and	 this	
does not even consider a normalization 
of	record-high	profit	margins).		Clearly,	
stocks aren’t as cheap as many of the 
cheerleaders believe, and at some point 
TINA	(“there	is	no	alternative”)	will	not	
remain a valid investment strategy.  

Still, investors need to work with what 
they have.  Assuming that nobody 
can effectively time the markets with 
any degree of consistency or precision 
(which	 we	 strongly	 believe),	 the	 best	
course of action is to remain invested but 
defensive.	 	 Interest	 rates	 and	 inflation	
remain	 low,	 the	 Fed	 remains	 highly	
supportive, and the US remains the best 
house in a shady neighborhood.  There 
have been many instances over the past 
5+	years	whereby	 selling	 stocks,	paying	
capital gains taxes and waiting for a 
pullback would have been a mistake.  
Long-term investors will be best served 
by staying the course.  


