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“Go down deep enough into anything and you will find mathematics”
- Dean Schliter - Physicist

Things You May
Not Know About
Social Security
Benefits
-Delay claiming from age
62 to age 70 and your
benefits could be up to
76% higher.
-Benefits are based on the
average of your highest
35 years of earnings.
-If you had FICA
earnings for only 20 years,
your average will include
15 zeroes!
-Married couples may be
able to claim spousal
benefits under certain
circumstances.
-If you are divorced, you
may be able to claim
benefits on your
ex-spouse’s record.
For further helpful information visit:
www.socialsecuritymaven.com

We have focused much of our recent commentary discussions on the Federal Reserve and its
monetary policies. We have warned of the decreasing efficacy and increasing risks of unprecedented Central Bank intervention. These concerns became more apparent in the second quarter
when Chairman Bernanke dealt the market a “one-two” blow with his Humphrey-Hawkins
testimony in late May and the June 19th press conference following the most recent FOMC
meeting.
This was a major shift. Chairman Bernanke’s May testimony hinted the end of Quantitative
Easing (QE) was under consideration and his June 19th press conference disclosed that reductions in bond purchases might begin as early as this year. The disclosure of a plan to reduce
monthly bond purchases starting this fall conflicted with the open-ended term implied by previous releases. The market reaction was swift and painful despite assurances bond purchases
would be reduced only if economic conditions continued to improve and that total elimination
might be a long way off.
Investors fled at the suggestion quantitative easing might possibly, under just the right conditions, end by next summer. World financial markets - equities, bonds, and even gold – sold off
hard on the news. Stocks, as measured by the S&P 500, fell in June for the first time in seven
months, although the asset class still ended up 2.81% for the quarter and up 13.85% since
December 31st. Bonds, traditionally viewed as safe investments, fell 1.78% in the quarter and
have lost 1.63 on a year to date basis. Gold sold for $1,225.00 an ounce at the end of June compared to $1,685.00 at the start of the year.
The sell off in June may not have been rational, but it was understandable. The Federal Reserve
has been engaged in some form of quantitative easing since the fourth quarter of 2008. Market
participants became addicted to this hyper-easy monetary policy and acted as if it would remain
in place forever. The turmoil in the days following Bernanke’s comments caught many by
surprise. Cognizant of the need for damage control, even the most hawkish members of the
FOMC appeared on the talk show circuit to assure investors QE would only be reduced gradually. As one wag noted, the Fed gave in to a “taper tantrum” by investors.
We viewed the “taper” sell off as a buying opportunity as easy money will not be withdrawn
soon. The Fed likes to give the market ample warning before pulling back liquidity. We believe
the primary intent of the Fed’s press release was to provide this warning. The FOMC statements
emphasized any reduction in bond purchases would likely be gradual and must be predicated by
continued economic growth. The market reaction to Chairman Bernanke’s comments seemed
to belie the sentiment that QE actions are an “all or none” proposition. Tapering may begin this
year, but we believe the Fed will be buying bonds in the open market longer than many investors
expect. The Fed will not act precipitously and is willing to continue adding liquidity as long as
necessary to maintain economic growth.
This gives us comfort in the short term. The recovery remains weak, despite the surge in security prices over the past four years. The Fed will not act rashly just as growth finally app-

ears to be taking hold. Stock prices anticipate economic growth and interest rate trends. The strong run up in
prices this year partly reflects a sign investors think the economy will continue to expand. If QE efforts are reduced
as gradually as we suspect, the positives of growth should trump the negatives of less accommodation.
Longer term, however, the markets may be approaching an inflection point. As Chart 1, below, shows, interest rates
have been in a steady down trend since peaking in 1981. Falling rates produced a surge in bond prices and ignited
a three decade long bull market in stocks. With the removal of Federal Reserve interest rate suppression and
ballooning Federal budget deficits, this interest rate trend may be about to reverse. The effect of such a trend
would be bad for security prices for one simple reason: mathematics.
Chart 1. - Is this the end of the 30 year bond bull market?

Source: Bloomberg

Stock and bond prices reflect, at least in theory, the present value of their future cash flows as expressed in today’s
dollars. Receiving $10,000 one year from today is the same as receiving $9,524.00 today if we can invest the funds
at 5% for one year. Stock prices should discount future earnings by the risk-free rate (Treasury yields) plus an
“Equity Risk Premium” (ERP) to determine a present value. Analysts usually model three to four years of earnings
and then calculate a “terminal value” to capture the out-year earnings. The table below shows the impact of a rising
risk free rate on the present value of a company’s share price. In this example we assume Year 1 earnings per share
(EPS) of $1.00, a rosy 10% growth rate, a 4% ERP, and a $50.00 terminal value.
Table 1.
Risk Free:
ERP
Year

1
2
3
Term Val.

EPS
$1.00
$1.10
$1.21
$50.00

Implied Stock Price:

2%
4%

4%
4%

6%
4%

PV
$0.94
$0.98
$1.02
$41.98

PV
$0.93
$0.94
$0.96
$39.69

PV
$0.91
$0.91
$0.91
$37.57

$44.92

$42.52

$40.29

Higher discount rates result in lower security prices. In the example above, even the shares of a company growing
earnings at a robust 10% annual rate will lose value due to rising rates. Security prices today largely reflect the use
of prevailing low discount rates. In other words, lower interest rates have effectively pulled at least a portion of future
price appreciation into today’s record high price levels, a move that will be reversed as rates normalize. This will be
a huge headwind for asset prices going forward. It was this basic mathematical relationship that spooked markets
when the Federal Reserve said they may begin to withdraw support for ultra low interest rates. If the Fed lets interest
rates normalize too quickly, asset prices will be under pressure in the foreseeable future.
The mathematical relationship between interest rates and valuation has been the primary reason securities prices have
set record highs despite slow economic growth. Prices can advance as long as interest rates fall or earnings grow.
Low rates have more than offset slow economic growth.
Lower interest rates do not just impact asset prices, they have a positive effect on direct consumption as well. Higher
securities prices lead to higher growth since people spend more as the value of their assets increase. This so called
“wealth effect” has been a big driver of consumer spending in recent years and has done much to expand the
economy. Should security prices fall, consumer spending will likely contract.
Furthermore, interest rates are the price of money. As the cost of borrowing increases, we expect to see a direct
impact on consumer spending, although the lag time may be longer. Chart 2, below, shows that home mortgage rates
are up over 100 basis points, or 1%, since early May. This will certainly impact home prices and other large expenditures in the months ahead.
Chart 2.

Source: Bloomberg

A person who can afford a $250,000 mortgage at a 3.4% rate can only afford a $221,000 loan at a 4.5% rate and just
$180,000 at a 6.5% rate. One can easily see how low mortgage rates have fueled the recent surge in home prices and
how much pain might be inflicted when rates normalize.
We believe the Federal Reserve knows a little bit about math. We think Chairman Bernanke and the FOMC
misjudged the impact of recent statements and will now do everything possible to maintain economic stability and
promote prosperity. One half of the Fed’s dual mandate is to engineer employment stability and promote prosperity,
but their tools are limited. This means even the Federal Reserve needs to bow to math, and will continue to keep interest rates low longer than necessary….and well beyond the point consensus thinking believes likely.

While the outlook is positive for the near term, we have little doubt future market observers will view this time as a
turning point. Interest rate suppression cannot continue indefinitely without damage to the currency and the economy.
At some point, interest rates will have to revert to market levels. We believe we are at the start of this cycle and forecast
at least half of the move in interest rates over the past 30 years will be reversed in the coming decades. This will be a
shock to a generation of investors who have only experienced markets that steadily advance over time, albeit with a
few stumbles. The returns of the 1980’s and 1990’s may not be repeatable any time soon.
Math will win in the end. It always does. In the meantime, we will continue to reduce the risk of rising rates in portfolios and seek the best risk adjusted returns the market can offer.

Investment Strategy
It is our belief the status quo will be maintained for a while longer. Stocks are likely to act well in the quarters ahead,
but investors should not expect a repeat of the first half performance. Economic growth continues to gradually accelerate and valuations do not fully reflect this potential. The recent volatility in stock prices has also created market
inefficiencies that can be exploited. Technical factors such as investor rotation out of bonds and into stocks may also
add support to the market.
We continue to find great value in the financial sector as asset quality and investor sentiment improve. The technology
and energy sectors are also quite attractive. We are particularly intrigued by emerging market stocks. This asset class
has been the big loser for the year and now offers meaningful upside for patient investors. We have been underweight
this sector for several years and have slowly been reengaging in recent months. While not without risk, emerging
markets are developing vibrant consumer driven economies.
Longer term, we recognize increasing risks to the market, including rising rates and slowing global growth. The
economic growth rates of the last century were driven by globalization and the integration into the world economy of
closed systems like China and the former Soviet Bloc. Declining geo-political tensions and falling interest rates
helped growth as well, especially in the 90’s. Many of these tailwinds are becoming headwinds and may stiffen as we
plod along.
For now, however, stocks continue to offer an attractive risk/reward trade off. We maintain holdings at the high end
of the ranges permitted by client investment mandates.
Our outlook for fixed income is a little more complex. Traditionally known as the “safe asset class,” many segments
of the bond market are now riskier than stocks. Bonds are still one of the best tools for preserving principal and generating income, but not all bonds are alike. Shorter term securities do not offer meaningful returns due to the Fed’s
suppression of interest rates. However, extending portfolio maturities increases the amount of interest rate risk one
assumes. Chart 3 shows the price impact on long duration Treasury bonds following the May peak in prices.

Chart 3.
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The 10% loss in the value of the long bond might just be the beginning, as rates could easily rise another
100-200 basis points if the Federal Reserve stops trying to control interest rates. While we believe this will
not happen in the short term, interest rates must eventually rise and this will be bad for longer dated bonds.
Among bonds sectors, municipal bonds are particularly cheap. A potential bankruptcy by Detroit and
continued troubles in other localities have not negatively impacted investor sentiment for the sector. It is
now possible to buy highly rated bonds yielding more than a percent above comparable maturity Treasury
notes.
We also note that mortgage-backed securities and certain corporate bonds also look attractive. However,
proper attention to structure and credit analysis are important.
As always, we welcome your questions and comments

