
The cover of The Economist for the first week of November 1997 is one of my all time favorites. I 
am not sure how it will pull up on the email, so you will have to click through in order to see it if it 
doesn’t come through. Here it is, and a quick note to the good folks at the magazine: I am not 
making a dime from this, but thanks: 

If you are reading 
this on your 
phone, you might 
have a hard time 
reading the cap-
tions. On the far 
left, a broker is 
telling a client 
over the phone 
“I’ve got a good 
stock here that 
could really ex-
cel.”   

The man standing 
next to him over-
hears the conver-
sation, and won-
ders: “Really ex-
cel?” 

This quickly 
turns into ‘sell,’ 
which leads to 
panicked selling.  

In the bottom 
panel, you see 
one of the mob 

putting on his hat to leave, saying: “This is madness! I can’t take anymore. Good bye!” Of course, 
this turns goes from ‘bye’ to ‘buy’ in a hurry, and a buying frenzy erupts. In the far bottom right, 
the broker is again seen talking on the phone: “I’ve got a stock here.” 

I have always liked this because there is more than a snippet of truth to it, and that snippet has 
been a whole dern concerto this week. Shoot, it was only a couple of weeks ago when you could-
n’t sell your stocks fast enough. These days, well, it doesn’t matter what the news actually is, be-
cause as the kids might say: “it is all good.” 

But what has really changed? Frankly, not terribly much in macroeconomic terms. Okay, we have 
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had a couple of very decent economic reports; however, I have yet to read anyone seriously suggesting the US econo-
my is poised for a rapid takeoff at this point. The most positive adjectives I have read, in a number of places, are: 
“modest” and “sustained.” In other words, a pretty decent (or improved) 2Q after a somewhat disappointing 
(depressing sometimes) 1Q.  

This has been the norm over the last decade, having happened in: 2007, 2008, 2009, 2010, 2011, 2014, 2015, and, ap-
parently, 2016. That is 8 out of 10 or, better put, something of a discernible trend. Even more, over the last years (2014 
and 2015), the US economy has started and ended the year with thuds. Will this year be any different? Frankly, it is 
hard to predict otherwise, given the relatively precarious global state of affairs.  

However, that hasn’t stopped US investors over the last several weeks, as money has poured into the stock market.  As 
a result, the Price/Earnings ratio of the S&P 500 has again topped 20….a week-end level we haven’t seen since the end 
of 2009. It makes one wonder: “have we all just stopped worrying and learned to love the bomb?” If you are an old 
movie buff, you will get the allusion/joke. If not, it is kind of funny, but not hilarious.  

Or, as is more likely, we have seen a short-term bounce off oversold conditions due to an inflow of foreign capital es-
caping negative interests in Europe and Japan, as well as European worries over the Brexit? Hey, a 20 P/E on the top 
500 US companies is a much better bet for a positive return than negative interest rates across the yield curve in Ger-
many. By definition, you lose money making the latter trade. At least you still have a chance to make money in the 
good old US of A. I feel a Lee Greenwood song coming on here.  

However, a 20 P/E with modest GDP growth and corporate earning ennui (in absolute terms and not in somewhat arbi-
trary expectations) hasn’t been a recipe for stellar absolute returns over the years. While I have historically read Bill 
Gross’, he of PIMCO and Janus fame, comments with a jaundiced eye over the years due to his propensity to com-
pletely ‘talk his book’ in an effort to sway the market (in my opinion), his writing has recently been, well, interesting. 
Consider the closing section from his June market commentary:  

“Here’s my thesis in more compact form: For over 40 years, asset returns and alpha generation from 
penthouse investment managers have been materially aided by declines in interest rates, trade globali-
zation, and an enormous expansion of credit – that is debt. Those trends are coming to an end if only 
because in some cases they can go no further. Those historic returns have been a function of leverage 
and the capture of “carry”, producing attractive income and capital gains. A repeat performance is not 
only unlikely, it is impossible unless you are a friend of Elon Musk and you’ve got the gumption to 
blast off for Mars. Planet Earth does not offer such opportunities. 

But because an investor must eat something as the appropriate reversal approaches, the current pent-
house room service menu of positive carry alternatives must still be carefully scrutinized to avoid star-
vation. That means accepting some positive carry assets with the least amount of risk. Sometime soon 
though, as inappropriate monetary policies and structural headwinds take their toll, those delicious 
“carry rich and greasy” French fries will turn cold and rather quickly get tossed into the garbage can. 
Bon Appetit!” 
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I understand that is so much “investment speak,” so let me put it another way: Mr. Gross doesn’t like the market. That 
is well and good, but I don’t like the fact he makes a coherent argument. If that isn’t enough for you, he put forth the 
following just recently for July:  

“Now, however with yields at near zero and negative on $10 trillion of global government credit, the 
contribution of velocity to GDP growth is coming to an end and may even be creating negative growth 
as I've argued for the last several years. Our credit-based financial system is sputtering, and risk assets 
are reflecting that reality even if most players (including central banks) have little clue as to how the 
game is played. Ask Janet Yellen for instance what affects the velocity of credit or even how much 
credit there is in the system and her hesitant answer may not satisfy you. They don't believe in Monop-
oly as the functional model for the modern day financial system. They believe in Taylor and Phillips 
and warn of future inflation as we approach "full employment". They worship false idols. 

To me, that means at best, a ceiling on risk asset prices (stocks, high yield bonds, private equity, real 
estate) and at worst, minus signs at year's end that force investors to abandon hope for future returns 
compared to historic examples. Worry for now about the return "of" your money, not the return "on" 
it. Our Monopoly-based economy requires credit creation and if it stays low, the future losers will 
grow in number.” 

How is that for depressing? Oh, sure, Gross is but one voice in a sea of them, and I freely admit that. However, it 
seems curious the US markets would wait until NOW to embark on what is known in the industry as ‘multiple expan-
sion.’ That typically happens when interest rate falls, not when they have already fallen AND the central bank (Federal 
Reserve) has made no secret they would like to raise rates IF they felt like they could...but for global geopolitical un-
certainty, if not turmoil.  

As I type here this afternoon, we have had yet another mass killing in France, and a coup is apparently underway in 
Turkey. But, hey, it is all good; the money has to go somewhere, and the United States is the best bet in a world 
fraught with, and I hate to say the word, uncertainty. Even better, continued global unrest will keep the Fed from rais-
ing the overnight lending target anytime soon, so we can keep on whistling Dixie.  

Mmm….keeping the Fed on the sideline. After watching the Bank of Japan fumble around for just about my entire 
career, and the rest of the world’s primary central do the same for the majority of it, what if tweaking interest rates can 
spark a short-term spike in economic activity BUT embarking on an extended period of low interest rates actually en-
genders economic mediocrity? Now, that is an interesting question.  

After all, it would seem artificially depressed interest rates (arbitrarily set overnight lending target PLUS the Federal 
Reserve’s quantitative easing programs) reduce the expected rate of return of risky assets across investment sectors. In 
essence, since interest rates are arguably the manifestation of risk in a society/economic, tampering with them in an 
effort to ‘guide the economy’ will actually have an ironic effect as the markets will misprice risk, and, therefore, in-
vestment opportunities.  

For some reason, this reminds me of a trip some friends of mine and I took to The Bahamas my senior year in college. 
Trust me, this was a no frills vacation, to say the absolute least. I mean the hotel was a dump, and we had to walk a 
couple of miles to the beach, which is something of a feat on an island that size. In any event, being college kids, one 
of the first things we did was go buy some beer. I forget which one of us foisted the case of Milwaukee’s Best Light on 
the counter, but we were all shocked when the cashier told us that it would be $24, and that was in 1990. What the 
heck? So, I asked him how much for the Budweiser, and he told me it would $24. The same was true for the Heineken 
and every other beer in the place: a case of beer was $24, and didn’t matter what it was.  

When I asked the guy why, he told me the Bahamian authorities placed substantial tariffs (and all other excise taxes) 
on food & beverages based on their volume and NOT the actual price to the importer. Since the after tariff differential 
between Milwaukee’s Best Light and Heineken, per case, was relatively insignificant, he said he just found it easier to 
sell everything at the same price: $1 per can or bottle, no exceptions and no discounts. Period. Care to guess what beer 
we ended up buying? Hint; it wasn’t from Milwaukee. 

Something to Think About Cont.  
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Not surprisingly, the man had a lot of what would have been cheap beer in the United States and comparatively little 
of the premium stuff. Remember, this was well before beer got to be so creative and complicated.  

This is simple enough to understand: government tax policy create noise in the beer market in The Bahamas at the 
time. As a result, retailers sold ‘bottom shelf’ brands at the same price as ‘top shelf’ ones, thereby artificially increas-
ing the demand for Heineken, in our case, and depressing that of, say, Milwaukee’s Best Light. That is simple enough 
to understand with beer and 22-year old college kids from a quarter century ago, right? Well, why isn’t true with in-
vestments in 2016?  

I would submit it is. After all, why would the markets essentially price the utility and technology sectors roughly the 
same, using XLU and XLK as proxies? That wouldn’t make any sense under ordinary market conditions and interest 
rate environments, but apparently it does these days. Think about it: the Southern Company is currently trading at a 
18.50 P/E, with a return on equity of 11.5% . Fair enough. By comparison, Apple currently has a 11.0 P/E, with a re-
turn on equity of 39.1%. So, how now brown cow? Well, since we are in such interesting times and subject to ridicu-
lous central bank policies, it would seem investors are willing to ‘pay up’ for the relative stability of a utility’s profits.  

So, let me go out on a limb here: the world’s central banks kept us from having the recession we needed to have in 
2000, and we became addicted to the liquidity. While this has led to bubbles and overall mediocre growth, we can’t rid 
ourselves of it, this liquidity, having become somewhat addicted to it. Omigosh! What would happen if the Fed quit 
printing money? What would happen if there weren’t Greenspan and Bernanke puts? What would happen if Yellen 
started raising the overnight lending target at this point? I perish the thought.  

In such a market, is it all that surprising we would have fits and starts, and sector rotation without much underlying 
conviction?  That we would go from the relative panic of June 24th to the “I can’t believe you aren’t 110% in micro-
cap emerging market stocks” a couple of weeks later? That the P/E on the S&P 500 would climb from 18.88 to 20.03 
over that time?  

I guess it shouldn’t be, and I guess that is the reason why that cartoon came to mind right as I sat down to type this. 
Come to think of it, it is a good thing I thought of that cartoon before I thought of the Depression Era one on the next 
page. That one came to mind at 5:10, and wouldn’t that have led to a dry missive? Particularly if I changed the cap-
tions to: Too much debt / Too much liquidity / Too little growth?  

Maybe some other time.  
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