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Summary and Contents Guide  
How too much focus on equities (the “less bad” rally) and the anticipated end of recession wrongly cali-

brates today’s place in the business cycle  -- and overlooks consistent patterns of falling inflation and 
Treasury yields after recessions end. (page 1 & throughout) 

 U.S. economic indicators throughout 2009 point to strong disinflationary trends and enormous slack in re-
source utilization – while higher prices on commodities only act as a “tax” on consumers who can’t de-
mand higher wages (page 2) 

Too little money is now moving in the economy as households differentiate saving from investing, and as a 
historic share of unemployed remain out of work for six months or more. (page 3) 

The Fed signals it will keep rates historically low and keep policy options open (despite self-serving media 
hype) a Fed posture underscored by major absence of the demographic and business conditions which 
accelerated an unusual and vicious cycle of U.S. inflation in the late 70’s.  (page 4) 

Unintended consequences: warnings by officials helped create “alternate universe recession,” then rebound 
in long rates increased economic damage and elevated consumers’ costs of carrying debt, weakening the 
economy & lengthening the recession. (page 5) 

As banks cut off consumer credit lines abruptly, enforcing a drop in consumer spending, the consumer credit 
crisis begins anew,  even as liquidation sales demolish securitized mortgage pools. (pages 5, 6 & 7 ) 

Declines in commercial real estate threaten that mortgage market  -- and vice versa – as the second-order 
effects of recession take hold.  (pages 7 & 8) 

Lower costs or carrying debt / borrowing will be necessary for consumer spending to be renewed --  whether 
policymakers get rates and yields down sooner (the easy way), or a worse recession and “bust cycle” 
mechanisms drag them down later (the hard way). (Page 8 & 9) 

Headwinds from traders anthropomorphizing the equity market’s  “rational” abilities – and  ignorance of 
tools to exploit value in the Treasuries -- let markets dismiss comprehensive historical data and analysis 
for the short term, and reinforcing opportunities for returns on UST (page 10 & 11) 

Objective analytic tools, designed specifically to tell when inflationary pressures are mounting, provide no 
evidence of an inflationary cycle approaching, contradict simplistic beliefs on asset correlations & rein-
force direct observations (page 11) 

Rallies in equity and commodity markets built on artificial and temporary stimulus by governments, a sur-
feit of investment capital, the investor herd mentality & corporations cutting costs to the bone --  are not 
crystal balls or sustainable trends, but vulnerable investments and economic blips (pages 12, 13 & 14) 

Noticing that investors follow a housing index built by a noted academic, but disregard his findings that a 
big common denominator in setting p/e ratios (and thus equities prices) is investor sentiment (that has-
n’t absorbed changes from deleveraging) (page 14) 

Why the return of actual of GDP (not popular rate of change figures) to pre-recession levels (and inflationary 
pressures) looks years away (page 15 & Chart on page 16) 
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Anyone setting their investment strategy these days by watching what the
financial  markets are doing day to day — as many market participants would
appear to be engaged — would be confused in 2009. Particularly influential is
activity among equities and along the U.S. Treasury yield curve. Assumed
relationships between these asset classes have been self-reinforcing. Hot money
is visibly reacting to each piece of economic and corporate data (and each breath
of political rhetoric). Traders then pile in (or out) — often supporting market-
moving bets on momentum with complex hedged positions in futures and
options which are not immediately reflected in directional moves in equities
markets averages. (Also, some participants now use ETFs that may differ from
index funds in their impact on index averages and debt issues.) 

The hhot mmoney rreactions aand mmedia cchatter aabout tthem aare nnot nnecessarily bbased
on tthorough rresearch. For eexample, dday tto dday ccommentary oon ffinancial mmarkets
uniformly ffails tto iidentify tthe ttypical ffall iin iinflation wwhich hhas llasted rroughly 11.5
to 33 yyears aafter rrecent rrecessions hhave eended. SSimilarly, mmarket oobservers ddo nnot
seem ccognizant oof tthe ooverriding ttrend ddownward iin 110-yyear TTreasury yyields
during tthat pperiod. Only in this deep recession is the public finally being made
aware of the historical pattern of joblessness — and economic weakness —
persisting and even increasing after the formal end-date of recession.

Informal ccommentary ooften cconfuses tthe ttechnical eend oof rrecession ((when rreal
GDP sstops ffalling) wwith rrecovery tto tthe nnominal llevels oof rreal GGDP ((rather tthan iits
rate). Recovery rrequires aa rreturn tto aactual mmeasured llevel oof eeconomic
productivity pprior tto tthe oonset oof ddecline. Historically, oonly aat tthis ppoint oof ffull
recovery iis tthe UU.S. eeconomy vvulnerable tto iinflationary fforces overriding
longstanding sslack iin tthe llabor fforce aand oother pproductive ccapacity. Otherwise,
a rise in GDP may be termed “growth,” in popular parlance, but except in
isolated pockets of the economy it will not look, feel, or operate like growth.
Similarly, equities gains that do not exceed earlier index averages do not operate
in the broader economy as a positive wealth effect. While relief over the
anticipated end of recession is legitimate, false impressions are easily fostered.
The ““end oof rrecession” ddoes not signal tthat:

The economy has recovered to its levels of production before GDP started
falling; 

Inflation must take off (especially not from consumers bidding up prices in
stores or demanding wage increases);

Jobs have stopped disappearing (or that everyone will be quickly rehired); or,

Interest rates must rise, (particularly not longer-term rates associated with
10-year Treasuries). 
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In ddue ttime aand wwith aample hhistorical pprecedent, hhowever, ffundamental eeconomic
forces ddo aassert tthemselves aand mmarket pprices ddo rrevert tto uunderlying mmeasures oof
valuation.

A variety of economic indicators show disinflation firmly entrenched

Reality aagain bbegan tto ffilter iin aas the BBureau oof EEconomic AAnalysis revised aaway a
previously rreported upward ttrend iin ccore iinflation aas mmeasured bby tthe ccore PPCE
deflator (a number once watched closely by former Fed Chairman Greenspan and the
markets). The new analysis revised the core PCE deflator downward in April and
showed it falling in May. Then it slid in June to 1.5% year-over-year. Also, non-farm
unit labor costs plummeted in Q2 to produce a negative measure for four quarters. 

Fundamental relationships again prevailed as the popular CPI (Consumer Price Index)
measures of inflation made news, inflation fears abated, and Treasury yields
dropped, particularly on the inflation-sensitive 10-year maturity. The overall CPI was
unchanged for July and posted a historic 2.1% decrease, year over year. Core CPI rose
only 0.1% in July, and fell to a 1.5% rate year-over-year, the lowest in 2009. This wweek,
releases oof tthe PPPI ((Producer PPrice IIndex) aalso sshowed aa cclear ppattern oof disinflation.
The monthly July ffigures wwere bboth nnegative ((core aand ooverall). More important, the
volatile overall year-over-year figures have remained in negative territory since
December, while the year-over-year core rate for July of 2.6% was lower than any in
the previous 12 months, and has trended downward since December.

Despite aa mmonthly ggain iin IIndustrial PProduction ffor JJuly, oon aa yyear-oover-yyear bbasis
it ffell bby 113.1%, tthe kkind oof ddecline llast sseen iin tthe mmid-11970s aand llate 11950s.
While ccapacity uutilization, the pprimary mmeasure oof sslack iin rresource uutilization, also
edged hhigher iin JJuly, aat 668.5%, iit llanguished ffar bbelow pprevious llows iin tthe eearly
1980s  —— aand eeven ffurther bbelow iits rrecord oof ccapacity bbeing pput tto wwork aany ttime
in oover 440 yyears. Even though manufacturing has continued to migrate overseas,
over-investment in overall economic capacity in the boom years has given
economic growth enough rope to hang itself. Concrete resources are in great excess,
from labor to retail space to office space. In a slump, the ability to use technology
to enhance productivity lets companies jettison jobs and overhead, rather than
contribute to expansion.

With more infrastructure and workers idle than at any time in the memory of most
market participants, we find it bizarre that any serious student of economics or
markets would believe that GDP merely turning around from depressed levels would
spark an inflationary spiral. In tthis eenvironment, incidence oof hhigher ccommodity
prices iimported ffrom ooverseas (or pprices oon cconsumer ggoods ttied tto ooil oor oother
commodity pprice sspikes) can oonly aact aas aa ““tax” uupon tthe cconsumer ((and oon
business), nnot sspark ccost-ppush iinflation. Anecdotal accounts in the press uniformly
report that consumers are trading down (or simply acquiring better goods at
discount prices) not bidding prices up. Most iimportant, uunemployed cconsumers
simply ccannot ddemand aa rraise, and the employed workforce, worried about losing
their jobs and the survival of its employers (corporate or otherwise) is in no position
to do so. Many small business owners have stopped taking salaries. The iinflationary
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feedback lloop iis bbroken. Many retailers have surrendered pricing power and the
hotel industry has slashed its rates. 

On tthe ttoo-mmuch-mmoney ffront: government sspending iis bbeing ccriticized aas
inadequate stimulus...state ggovernment sspending iis ssuffering ffrom lower tax
revenues...the FFed bbalance ssheet rreportedly hhas not expanded iin mmonths...and lack
of vvelocity (lack oof ccirculation oof mmoney) ttempers ooverall mmoney ssupply cconcerns. If
you listen carefully to officials reflecting on the worst days of the credit crisis, it is
easy to understand why a chunk of domestic stimulus money went to state
budgets. In addition to the usual pork barrel spending, the Congress made sure
that the states could funnel money to municipalities to pay the police, firemen, and
teachers if worst case scenarios were realized, and federal officials did not protest.
(Central government may have learned its lessons from the failures of centralized
response to Hurricane Katrina once essential local services broke down.) 

Unprecedented actions were taken to avert and forestall (and potentially deal
with) economic collapse. Comparatively little has been done to counteract the
more gradual recessionary forces of deleveraging and the additional dampening
outcomes associated with reining in banks and the so-called shadow banking
system. Consumers are under great pressure. Households aare bbeginning, aas tthey
did sseveral ggenerations aago, tto ddifferentiate saving from iinvesting, aand tthe
savings rrate iis rreturning tto ffamiliar llevels. WWith tthe eexception oof 22001, wwhen tthe
savings rrate wwas 11.8%, ssavings rrates aassociated wwith rrecessions ddating bback tto
the eend oof WWorld WWar III rreached 77.0% tto 110.9%. SSavings mmay bbe hheld iin ccash, uused
to iinvest, oor uused tto ppay ddown ddebt —— bbut tthey ddo nnot rrepresent spending. 

Outside oof TTreasuries, iit iis hhard tto ffind aan iinvestment tthat ddoes nnot ccarry
substantial eeconomic rrisk. Domestic purchases of Treasuries have increased. Yet
recently, a spasm of outflows from longer-maturity Treasuries had apparently
flooded into equities, seemingly on the flimsy hope of corporate profits being
driven up by fewer job losses. This occurred even as lost income savaged the ability
of households with unemployed workers to meet financial obligations on homes and
credit cards — and to increase or continue retail spending. At the same time as
Treasury yields fell and equities indices rose, The NNew YYork TTimes drilled ddown iinto
the ddata aand rreported oon AAugust 88 tthat tthe sshare oof uunemployed ((one tthird oof aa
total 114.5 mmillion uunemployed) rremaining oout oof wwork ffor aat lleast ssix mmonths ((27
weeks) iis tthe ggreatest iin 661 yyears oof rrecordkeeping. While overall household
savings rates are rising, members of this group are spending down what savings
they have accumulated and, in the absence of savings, working their way through
credit lines. This reporting points to major “disconnects” between underlying
conditions in the U.S. economy and the headline equity and commodity market
reactions to harbingers of eventual growth. 

Equity markets which historically anticipate improvements in GDP, appear to
have their antennae reaching out only for forward-looking catalysts that signal
growth. Equity investors have fastened on reports of each incident of incremental
“second derivative” news about a less steep rate of negative change. This is
especially true of professional investors bent on getting fully invested ahead of



recovery. Call iit tthe ““less bbad” rrally. Yet, ooverriding cconditions oof mmassive
unemployment, llost wwealth, aand llimited aaccess tto ccredit appear tto ccontrol —— aand
hold ddown —— the rreal UU.S. eeconomy, iinflation, aand tthose iinterest rrates wwhich aare
based oon hhigh qquality ccredit.

Hard for the Fed to stimulate growth, expand its balance sheet, or jawbone freely

These sober realities are reflected in the most current statements from last week
from the Federal Open Market Committee (FOMC) of the Federal RReserve, wwhich hhas
determined tto maintain aa hhistorically ppowerful aaccommodative sstance aand tto
telegraph tthat iit wwill kkeep iinterest rrates llow wwell iinto tthe ffuture. We agree with other
commentators that in signalling (with its statement) that it would phase out rather
than more quickly fulfill its quantitative easing commitment, the FOMC appears to
be buying itself some time and retaining powerful policy tools. With the world tuned
in to its public pronouncements, it is walking a tightrope. 

Any benefit the Fed would hope to achieve by “talking up” economic improvements
or by painting a happy face on its research and projections seem to be overridden by
its need to justify its stimulative policy stance in the face of recent market hysteria
that any bottoming out in the economy equals a full fledged rebound and imminent
inflationary spiral. Even media coverage of the Fed is contaminated by television
journalists raising teaser questions designed to keep viewers tuned in. Throw-away
segue phrases keep asking audiences over and over again, “When the Fed will raise
rates?” and “Will inflation and interest rates soon rise?” The suggestive repetition
validates worries picked up from superficial analysis. 

Moreover, mmarket pparticipants wwho wwere nnot eeconomic aadults dduring tthe aanomalous
high iinflation yyears iin tthe UU.S. ttend tto cconflate llimited aabove-ttrend iinflation oof aa
percentage ppoint oor ttwo wwith tthe tthreat oof rrunaway ddouble-ddigit iinflation. We rreiterate
here tthat aa nnumber oof ffactors wwhich ddrove uup iinflation aas tthe bbaby-bboomers rreached
maturity hhave ddisappeared oor aare no llonger so iinfluential. These include: the effects
of a sharp bulge in population as the first baby boomers started earning, spending,
and competing for consumer goods...enlargement of the workforce from increased
participation of women (whether as two-income households or independently in
new household formation) driving per capita earned income higher...the collective
bargaining power of a unionized workforce being proportionately very much larger
than that of today and negotiating contracts with automatic raises tied to the
CPI...an employment culture of stable workforces and mutual loyalty between
employees and employers that embedded annual cost of living increases and
punished “job-hopping”...a comparative absence of outsourcing...and finally, a far
smaller and slower ability to ship manufacturing production and service abroad than
exists today (at the minimum, think of current competition from overseas call centers
run by banks and technology companies and electronic delivery of the output of
knowledge workers of every sort.) The aaccelerators tthat oonce bboosted ffeedback iin
vicious iinflation ccycles aare nnot iin pplace.

Yet eeach ttime tthat ffear oof iinflation ((from aany ssource) ttakes hhold aand llong tterm rrates
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back uup, eeconomic ddamage increases: mmortgage aand rrefinance rrates rrise,
applications ffall —— aand pproperty vvalues, hhomeowner eequity, aand cconsumer
spending aare uundermined. By now this pattern is familiar. Mortgage interest rate
trends may be self correcting, but the economic damage is cumulative, with real
cascading effects of asset deflation from foreclosure, and with the corrosive
disinflationary impact of bankruptcies, demand destruction, profit losses, and job
losses. Houses do not get “un-foreclosed.”

Over the past year, the Fed and the Treasury and various government officials did
massive damage via high profile talk about the exceptional seriousness of the credit
crisis, helping to frighten corporate leaders into precipitate reductions in their
workforces. Repercussions of the resulting job cuts and reduced corporate spending
were also serious. Understandably, scary ppronouncements bby oofficials were
designed to counteract popular resistance to extraordinary economic measures, but
they helped pprecipitate an ““alternate uuniverse” rrecession, one not caused directly by
a collapse (averted) or freezing (realized) of the global credit system, but one
triggered indirectly, via massive layoffs and cost cutting. 

Now the twin forces of downturn (direct reduction in capital from losses in real
estate and investments based on securitized mortgages and indirect damage from
moves to avoid business losses) are converging, compounded by the ongoing march
of the overall deleveraging process that necessarily accompanies the removal of the
easy credit that spawned the crisis. Yet ccheap ccredit ((not eeasy ccredit) iis nneeded mmore
than eever. SSince tthere iis nno rroom tto ccut tthe FFed ffunds ttarget rrate, aand ssince
ideologues rrail aagainst aany mmention oof qquantitative eeasing tthat wwould llower
benchmark rrates, tthere iis llittle bbenefit tto aany public Fed ffocus oon eeconomic
weakness. The Fed leaves it to other economists to hypothesize on double dip
recessions. They are hard pressed to limit enduring damage and overcome
whatever history will tell us we are experiencing.

No one seems to be trading on consumer credit being cut off abruptly

News tthat iis lless ffamiliar aand upon wwhich ffew mmarket pparticipants ttrade is tthe
wholesale sshutting ddown oof UU.S. cconsumer ccredit llines. These actions are, in part,
a response to the passage of the Cardholders Bill of Rights and are, in part, a
response to supervisory crack-down and the need to strengthen banking balance
sheets. The responses encompass a corporate effort to pre-empt restrictions that do
not come into effect until February 2010 by reducing bank exposure, as
documented in a full page article in the July 6 Barron’s, entitled “How to Live With
Less Credit.” Such news accounts of single or “one-off” events that identify and
document structural change in the economy do not lend themselves to trading
(whether of the knee-jerk or thoughtful variety). The article cited Senior Loan
Officer Surveys published by the Federal Reserve this year, noting that the 45% of
senior bank officers cutting credit in January subsequently increased to 65% (finally
putting a public spotlight on the obscure but increasingly critical report on lending
practices which we had cited earlier). With iits JJuly ssurvey ((published iin AAugust), the
Fed rreported tthat ““domestic bbanks ccontinued tto ttighten sstandards aand tterms oover
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the ppast tthree mmonths oon aall mmajor ttypes oof lloans tto bbusiness aand hhouseholds....” The
tightening may be less severe or pervasive than earlier actions, but it is cumulative
— each turn to the screw compounds borrowers’ difficulties. Big news about such
structural change is not moving the markets. It will do so after effects flow through
to impact conventional data.

A more anecdotal and equally powerful record of the growing consumer credit
crunch was the August 12 article in The Wall Street Journal, on the D1 front page of
the “Personal Journal.” section, entitled “Cardholders Get a Rude Surprise At the
Register.” This ddocuments tthe ggrowing ppractice oof ccard iissuers aand bbanking
institutions llegally ccancelling ccredit ccards aand rreducing llongstanding ccredit llines
without pprior nnotice tto ccardholders (in ssome ccases wwith no nnotice to ccard hholders).
The headline on the jump page reads “Credit-Card Issuers Pull the Plug.” According
to this article, these reductions in credit are not being made in response to late
payments or other delinquencies, or even to borrowers carrying excess balances.
Lines of “available credit” being reserved by consumers under economic pressure as
a back-up resource are being targeted for cancellation for lack of use. Banks are
quoted in the article as stating that open credit lines are “a credit risk to the bank”
and present “large potential liabilities.” The nnewspapers rreport tthat tthe
unceremonious tterminations oof ccredit aare ffar ffrom iisolated iinstances. Banks aren’t just
cleaning house on generous credit lines extended earlier. Other articles report on
banks granting fewer new credit lines to fewer new applicants. The pervasiveness of
these unilateral actions suggest several far-reaching implications:

One, that investors who enthusiastically are returning banks to earlier market
capitalization are ill advised to assume that the future operating practices of these
institutions will bear any resemblance to the practices under which they achieved
the earnings that warranted the earlier prices and p/e ratios; 

Two, the implicit new banking models characterized by far less extension of
credit, along with much more stringent lending standards, are largely dependent
on the various artificial forms of support, including U.S. Federal Reserve and
Treasury support that fit hand-in-glove with increased scrutiny and reserve
requirements — and little guidance is being given for profitability (at eventual
lending levels far below the former volume of business), once the temporary
supports are removed;

Three, tthat the wwill oof cconsumers tto sspend aand tthereby ddrive uup iinflation iis bbeing
systematically aand tthoroughly ooverridden bby aa ffactual iinability tto sspend as
massive ddeleveraging iis enforced (and eenforced wwithout aadequate nnotice) bby
lenders.

Congressional efforts to protect overextended consumers from seemingly arbitrary,
heavyhanded, and sometimes sly practices of credit card issuers seemingly have
backfired. Banks aand cconsumers aalike aare sscrambling iin aan oodd aand ffrantic ddance tto
protect tthemselves ffrom eeach oother. Investors have been blissfully ignoring this
rather methodical panic, while national economic leadership continues to downplay
(or ignore) the need to “bail out” the balance sheets of consumers — who make up
70% of the economy and who are defaulting at an unrestrained rate (now well over
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a quarter of a million per month) on the toxic mortgage-backed assets responsible
for the credit crisis. 

(These “assets,” which to some extent are “written off,” are still on the books of
banks, pension funds, and other institutions, perhaps in false hopes of an earnings
pop when asset values might be restored. Academic aanalysis oof aa ssecuritization ppool
of 33.5 mmillion mmortgages, many handled by the largest home loan servicing banks,
showed an average lloss oof 664.7% of tthe ooriginal lloan bbalance oon 332,000 lliquidation
sales iin JJune, according to  a report by Gretchen Morgenson in the July 5 “Sunday
Business” section of The New York Times.)  With the exception of the investment
banking firms that underwent metamorphosis into bank holding companies, and
which profit from trading and activities other than direct lending, zombie banking
is here. Comparisons tto iinterest aand ““inflation” rrates iin JJapan, aand tto mminimal
growth tthere, ccan nno llonger bbe ddismissed oor ddiscounted.

For cconsumers — many of whom did not appreciate all the fuss about keeping
liquidity flowing between financial institutions and making counterparties whole
— the ccredit ccrisis iis oonly bbeginning (renewed auto financing offers by a
automakers notwithstanding). Otherwise solvent, but illiquid, households are now
feeling greater strains. Many households had enough ready credit to not be worried
about having to mark their house to market (via an appraisal) in order to borrow.
No longer. Reports that circulated of families that surrendered their homes, but
kept their credit card payments up to date to finance relocation or to maintain
living standards, resonate with irony. 

Congress has now moved on to other concerns. The FDIC is busy with failures of
institutions that are not too big to fail. The Fed and the Treasury still have not
taken sufficient action to assure availability of consumer credit and to bring down
consumer and mortgage borrowing costs. The resulting local and regional
economic damage increases the potential each day, month, and quarter for a
prolonged and deepening recessionary and disinflationary cycle to continue.

Consumers who can save are doing so, as the higher savings rate attests. The
absence of robust business activity throughout the U.S. is not without strong
consequences. Financial nnews rreports aare sstarting tto ttransmit aa ddrumbeat ffrom tthe
so-ccalled ““next sshoe tto ddrop” oof ccommercial mmortgage ddefaults, and we think it
could be a centipede of dropping shoes. While defaults on office towers do make
headlines in the twenty-first century, unlike the downturns of earlier decades (think
the 1970s and 1980s), the visual and physical representation of an increasingly
devastating business downturn is not so much urban decay but the spreading rash
of empty storefronts in still well-kept “strip malls” not far from suburban interstate
highway exchanges. In spite of falling rents, chain stores and mom-and-pop
retailers alike are closing up shop.

Cataclysmic eevents uusually ddon’t mmake hheadlines uuntil sstrains ffrom lless vvisible ffault
lines aadd uup. With all the attention to the crises and defaults in the banking sector,
it is easy to forget the revealing pattern of consumer mortgage defaults. The
foreclosures progressed from expected defaults caused by “exploding” subprime rate
resets on properties with little equity (which could have been relatively easily
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counteracted by prompt Fed rate reductions), through the unanticipated defaults
on holdings of the better credit classes which started out with better loan-to-value
ratios, and ultimately to surprising absolute auctions on high-end trophy
properties. New strains on borrowers — falling property values, massive job
losses, and “small” business failures — have helped keep defaults and
foreclosures at historic high water marks. 

It is less apparent that the U.S. iis nnow ffacing tthe ssecond-oorder eeffects oof rrecession
which in turn are being compounded by constrictions in credit similar to those that
slammed homeowners so severely once the effects of toxic waste kicked in. New
categories of lenders are feeling the strain. Only in the last month did a major
financier of retailer inventory hit the wall. (“Factors” are not too big to fail.) Most
financing on commercial buildings in the U.S. needs to be rolled over frequently;
prevailing market valuations and local costs-per-square foot for leasing matter as
much as financing rates.  Rigid accounting rules limit flexibility — and foster
vacancies when prospective tenants can not or will not pay market rates. The
emerging challenges in commercial real estate will reveal the potential for any
“covenant light” contracts written in this arena during the liquidity boom to
flummox holders of obligations. While sectors and regions may rebound, the full
effects of the reversal of easy credit are far from being played out.

We mmaintain tthat rrecovery tturns oon wwhether tthe eeconomic lleadership wwakes uup
and ggets UU.S. rrates ddown ffar aand ffast, oor wwhether tthey kkeep ppropping uup tthe
institutions tthey llead aand ssupervise, wwhile iignoring tthe ccrumbling cconsumer
economy —— iin wwhich ccase rrates ssimply wwill gget llower later. Borrowing costs are
the fulcrum. Excess attention on the stock market and on the timing of the end to
falling GDP are a distraction.  (The path of recovery to nominal real GDP levels
matters, too; see chart p.16.) In ttimes oof hhistorically llow rrates, iit iis not intuitively
obvious tthat tthe ccosts oof ccarrying ddebt aare ttoo eexpensive, but consider the
continual ramping up of household indebtedness since 1992. Interest rate costs
currently remain simply too expensive given the size of the household debt already
assumed. Overly bburdensome ddebt iis only rresolved by ttwo mmeans oof ddeleveraging:

By one means, debt can be eliminated via a process of default oon oobligations
and, aalternately, bby fforced oor uunfavorable lliquidation ssales that diminish or
wipe out borrowers’ equity; 

By another means, debt ccan bbe ppaid ooff — slowly from revenues and personal
income and more quickly by liquidating assets.

The oonly aantidote tthat mmitigates ddamage tto tthe llenders aand bborrowers aalike iis to
lower tthe ccost oof ccarrying ddebt. Savings from lower rates can be used to pay down
debt — or spend. Yet, on the whole, consumer and corporate borrowing costs are
now relatively close to their levels prior to the crisis, especially when viewed
through a lens adjusting for the depth, breadth, and length of this recession.  (In
the extreme example, since financing costs had already reached zero for some
borrowers prior to the Chrysler and GM bankruptcies, no one expects cheap
financing to return these automakers to profitability.) Anticipation of a full and



fast economic recovery under such conditions is clutching at straws (green shoots
or otherwise). 

Absent sufficient central bank intervention, rates (and profit margins and inflation)
necessarily will drift down on their own — but only when the full “bust” cycle plays
out. At some point, higher rates will not be extended to less creditworthy borrowers,
they will simply be cut off entirely. Even the high yield — or junk — market can
shrink. Private equity needs rates to be even lower in a recession than in a robust
growth economy. Unfortunately, ttoo mmany pplayers iin ttoday’s eeconomy sseem tto
think tthe FFed hhas ooverplayed iits hhand, wwhen iits mmoves hhave bbeen eentirely
insufficient iin aaddressing tthe ccredit ccrisis iin tthe cconsumer ssector, aasset ddeflation,
and oother rrecessionary fforces.

Mortgage defaults remain at the heart of consumer and banking problems.
Mortgage rrates hhave ssimply nnot bbeen bbrought ddown pproportionately tto tthe ccost
reductions tthat ooccurred aaround mmuch mmilder rrecessions aand ““jobless” rrecoveries.
The Greenspan Fed famously signalled that it did not need to identify and address
asset bubbles, as it could compensate for their collapse by cutting rates. Now that
such efforts have been proven inadequate (or at least incomplete), asset deflation
is bleeding out consumers and fostering disinflation. The retail consumer pays up
to borrow, yet earns less interest.

Not only are banks slashing consumer credit lines, but also they seem to be
scrimping on rates they pay on “time deposits” such as certificates of deposit (CDs).
Lack of return may have driven investors of working age back into equities, but not
all depositors. For a still-large population of retirees whose childhoods were colored
by the immediate effects or family memories of the Great Depression, any drop in
interest rates on CDs simply diminishes their spendable income or forces them to
consume capital, which in some cases runs out. These are the people whose houses
are as yet unencumbered by borrowing. With property taxes elevated or rising, their
next step is to downsize and throw more housing inventory on the market. This iis
the mmechanism oof aa bbust ccycle, and although there will be well-publicized triumphs,
the evidence is not that a downward trend has been reversed, just slowed. We wrote
often throughout the years about the potential of longest, strongest economic
expansion in history, and the longest bull market, to correct. The Fed’s efforts to
extend that cycle indefinitely now seem deluded, as the pendulum is swinging
heavily back from overexpansion over a protracted period. It’s nno ssurprise tto uus tthat
the ddimensions oof ccorrection aare tturning oout tto bbe ccommensurate wwith tthat oof oover-
expansion. 

Economies, financial markets diverge amid battles over ideology & terminology

To be sure, earlier in the year, many financial markets were priced for: global
economic collapse, another Great Depression, unremitting seizure in the credit
markets, accompanying pricing aberrations, and a variety of market events that
have been successfully averted. Understandably, subjective bets on worst case
scenarios are unwinding. That does not mean that financial markets have reverted
to rational pricing, or that institutional and private traders have sufficient insight
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(or a true factual basis) for evaluating the direction in which markets over time will
thrash out that pricing. So, yes, we dare suggest that financial markets sometimes
fail to reflect hard facts, and the renewed buoyancy of equities in 2009 does
nothing to disprove this observation.

Suffice it to say that some of the growing public complaints about market
“speculation” seem to be grounded in the inability of investors to reconcile the
supposed omniscience of equity market pricing with wild swings in that pricing.
Investors wonder how the equities market, in particular, could be right about
prices and values a year ago (last August), and then also right this past March,
and then also right again now. Doubt is especially strong on valuing corporate
common stock, as billions in market capitalization evaporated quickly — and in
some cases permanently, while in other cases only temporarily. These divergent
outcomes were not suggested by earlier market pricing. 

Certainly, if we all returned to the ddays wwhere ccorporations wwere ccompelled tto ppay
out mmost oof ttheir eearnings iin ddividends to ccompensate iinvestors ffor aaccepting tthe
risk oof hhaving tthe sstock pprice ffall (even perhaps to zero) and in order to compete
with Treasuries (and we should), then apologists for equities would be less
defensive about acknowledging the universal “speculative” component of
investment in equities, as distinct from excess capital driving markets in a
speculative fever. Taking a risk related to corporate performance is different from
taking a risk that a rapid market run-up in equities prices will stall or collapse.
Commodity markets, too, have reminded investors how rapidly they can retrace
a parabolic price spike, calling into question the reliability of prices posted
immediately prior to the reversal. These days there is a lot of “story” in equity
and commodity pricing, as prices in electronic exchanges to move rapidly on a
free exchange of ideas (some without much factual basis). We raise warning
flags when flawed strategies seem to leak over into Treasury markets,
particularly when the ideas assume a fixed correlation with other markets.

So we go back to basics. We remind our investors that the sshort eend of tthe UU.S.
Treasury yyield ccurve anchors all mmaturities aand rremains ggoverned bby UU.S. ccentral
bank mmonetary ppolicy, observed in its most basic form as a transparent Fed funds
target rate. We contend that the long eend oof tthe yyield ccurve iis ssubstantially
governed bby iinflation (and only to a lesser extent the component inflation
expectations), plus the available real rrate oof rreturn (as calculated against
measured inflation). In many ways even the risk-return dynamics of investment
grade corporate debt are more akin to equities than to these benchmark debt
securities (because corporate debt issues rely on corporate performance and
exposure), but that does not create fixed negative (or positive) correlations — either
with returns or with the direction of price-and-rate fluctuations. 

Our pprimary iinvestment sstrategies aare uunfamiliar tto mmany iinvestment aadvisors
and mmarket sstrategists. Our uuses oof tthe rrepurchase aand ffutures mmarkets aare
designed tto bbenefit iinvestors bby tthe correct ddetermination oof pprimary mmarket
trends aand bby eefficient yyield ccurve mmanagement and bby eefforts tto eextract aadditional
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value oover ttime bby ccalibrating dduration eexposure. Investment managers who do
not use these tools do tend to regard Treasuries as a benchmark for returns on
other securities. They tend to dismiss strategies that can achieve highly
attractive and competitive returns over time at relatively low quoted yields. As
a rresult, oour mmarket ccalls ooften fface cconsiderable hheadwinds. It sshould ggo
without ssaying tthat iif tthis wwere nnot tthe ccase, tthe oopportunities ffor aattractive
returns wwould bbe ddiminished ggreatly. 

Investors in any Treasury market strategy, whether going long or short,
investing for the long term or the short term, holding Treasuries for cash, or
using repo or futures, are all able to benefit from comprehensive historical ddata
on mmarket rrates aand pprices iin rrelation tto eeconomic ddata, aand aaccompanying
mathematical aanalysis. The same analysis cannot be produced with
mathematical rigor for individual corporate debt issues that bear different
ratings at different times and may move from investment grade to junk and
back, and cannot be applied with any reliability to IPOs or new companies. Those
trades operate in the realm of “animal spirits.” The data on Treasuries and the
factors that impact them allow sophisticated historical comparisons and
correlations with the performance of other asset classes and categories — and
most critically with central bank policy and economic indicators that reliably
affect prices, value, and the direction and volatility of pricing.

Such research is very different from simplistic assertions that outlays by the
Federal government or the Federal Reserve — or the end of recession — must
result necessarily in runaway inflation and rising Treasury yields. If we were to
unearth evidence that inflation was about to shoot up — or skyrocket — we
would quickly communicate our findings, and invest accordingly. Our mmodeling
is oobjective aand ssensitive tto aa rreversal iin pprimary yyield ttrends aand wwe kkeep
strategies ppoised tto eexploit ssuch mmoves. YYet, wwe hhave ffound nno ssuch eevidence oof
an uupcoming iinflationary sspiral. Inflationary forces are not “coiled like a tight
spring” as retail brokers like to say. After oone-aand-aa-hhalf ddecades oof oover-
consumption, tthere iis not mmuch ppent uup ddemand in tthe UU.S. oor ddeveloped
countries, and consumers elsewhere have much lower (not higher) incomes with
which to buy goods and services, an unlikely recipe for bidding up prices. Inflation
which other countries may produce at home need not transmit to the U.S.

At present, we believe various market mis-perceptions centered on variations
in the rate of change of economic data (and on bullish equities-oriented
interpretations of weak corporate revenues and earnings) temporarily have
damaged returns on longer maturity Treasuries, especially in Q1 and Q2 of
2009 and into the present. It ddoes nnot ssurprise uus tthat wwhat aappears tto bbe tthe
biggest ddomestic bbear mmarket eequities rrally iin lliving mmemory hhas hhad ssome
overflow eeffects oon tthe mmarket ffor UU.S. TTreasuries. However, aas wwe hhave sstated,
in tthe eend, rreturns oon TTreasuries aare not ddetermined by pprice mmovements iin
other aasset cclasses oor ccategories.

Among those ideas we think are unfounded is a prevalent assumption that
Treasuries will or should remain inversely correlated with equities, a link which

August 20, 2009

Kessler Investment Advisors                                         Market Commentary p.11



did not maintain in July, but which recurred in early August. Even though gross
assumptions about asset class correlations and even currency and GDP can promote
sporadic money flows such as we have seen (and move markets in the short term),
in general they do not drive returns on Treasuries. We rremind iinvestors tthat iinverse
correlation oof TTreasury mmarkets wwith eequities iis ffar ffrom aa cconstant iin tthe mmarkets.
Even, from time to time, prices at one end of the yield curve move inverse to equities
prices, and at the other end move with equities. Similarly the U.S. dollar can track
with or against equities or even Treasuries (or certain commodities) under various
conditions. Lock-step Treasury market reactions to moves in other markets can be
something more than market noise, but they are seldom a causal factor establishing
primary market trends — and are not so right now.

Equities rallies mask profound and continuing economic weakness 

So why are we paying so much attention to equities here? We do so because these
markets are overlooking underlying economics and seem to be providing false signals
about near term and intermediate-term economic growth and inflation. Rallies iin
equities iindex aaverages sseem tto bbe ggetting aa wwrong uunderstanding oof tthe eeconomy
in mmuch tthe ssame wway these mmarkets ((and tthe FFed) mmisunderstood eexcess lliquidity
did before problems aat BBear SStearns, LLehman, aand AAIG bbrought tto llight vvulnerable
fault llines. In other words, the “cash coming in from the sidelines to drive the
markets higher” has limits — and has other purposes to which it may be applied in
the future as deleveraging continues (such as living expenses for retail investors and
operating expenses and capital investment for corporations). The analysis on which
the equities markets and the Fed all dine seems to offer little appreciation for the
importance of the weakness that can derail trends dramatically. Think of the rusty
link in the chain, the bulge in the front tire, the storm clouds (or drought) beyond the
horizon. (Pick your analogy.) Some of the uniquely artificial stimulus and
discrepancies we see are as follows.

Rallies in homebuilders, automakers, and banking/financial stocks are not riding
on a rising tide of growth in those spaces, but are clearly dependent on
government support. The dubious engines of growth include generous (expiring)
one-time tax breaks for first time homebuyers, automaker bailouts that
encompassed reductions in price competition by closing dealerships, “clunker”
subsidies to auto buyers that supposedly destroyed gas-guzzler inventory that
would otherwise be auctioned off to second-line used car dealers, and most
important, all of the historically cheap borrowing and special guarantees
supporting banks and their counterparties. Even mmunicipal sspending iis bbeing
propelled bby tthe FFederal ggovernment, vvia ““Build AAmerica” gguarantees. Artificial
support eventually ends. 

Plaudits about energy independence not withstanding, such extreme re-flationary
efforts as destroying inventory and reducing retail outlets suggest to us that
Congress and federal officials think deflation — not inflation — is a real threat.
However, diverting a couple of hundred dollars a month from discretionary
expenditures into vehicle payments (including financing) is likely to backfire as a
deflationary force in an environment where consumer borrowing has been capped.
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Reductions in temporary housing market stimulus have implications for
banking. It bbears rrepeating tthat ssome oof tthe ttoxic aassets iin bbanks aand oother
financial iinstitutions hhave bbeen wwritten ooff, bbut tthey hhave nnot ggone aaway.
Many ssecuritized oobligations aare ddeteriorating ffurther wwith fforeclosures iin tthe
housing mmarket aand tthreats tto tthe ccommercial rreal eestate mmortgage mmarket aas
vacancies rrise aand mmortgage tterms eexpire, rrequiring rrenegotiation. Since
banking institutions continue to hold assets that are not marked-to-market on
a daily basis, they remain vulnerable to an unprecedented extent and are being
propped up — for the moment — with an ability to invest in a lucrative carry
trade or lend at unprecedented multiples. This backing is apparently not
enough for bankers’ efforts to earn their way out of their balance sheet
problems. In addition to cutting off that consumer credit the banks had
extended on a longstanding basis, these efforts reportedly involve saddling
consumers with much higher fees and charges, and raising rates on non-
collateralized borrowing such as credit cards. Such increases “tax” consumers
and reduce discretionary spending. 

On a global basis, some rebounds in commodity prices appear tied to
speculative inventory building and even hoarding. Increasingly, commodity
players are admitting to “learning” that fair value has been obscured.
Increasingly, former advocates of the rough and tumble “free-for-all” version of
free market trading admit that liberalization of rules governing commodity
trading has led to an era of market participants holding outsized positions and
affecting forward pricing to the extent that costs yet-to-be-realized often flow
through to current retail price points.

Electronic commodity exchanges fed by a surfeit of investment capital are
proving to be less dependent than assumed on classic relationships of supply,
demand, and capacity in the material world. There is only limited need for
speculative positions on the opposite side of commodity hedges sought by
those who produce or consume large volumes of commodities. Observers ssee aa
difference bbetween ddemand ffor actual ccommodities based oon pprospective uuse oor
consumption ((in rrelation tto tthe ccapacity tto pproduce aa ssupply oof ggoods) —— aand
the ddemand ffor opportunities tto ttake ffinancial ppositions on tthe ddirection oof
commodity pprices oon aan eelectronic eexchange. Very roughly speaking, the
contrasts in these two worlds are similar to the differences between the
sustained investments of stable owners in breeding and training of race horses
(and purses they may win) and betting by mere spectators on those horse races.

Perhaps most important, throughout the corporate earning season, the
equities markets have reacted forcefully (and bullishly) to reports of earnings
rising in relation to analyst estimates. (We remind investors that the size of
analyst communities covering a company can start at a handful, vary
dramatically by targeted company, and contract or expand without warning.)
Often eenough, rrevenues hhave ddropped pprecipitously ffrom tthe pprevious qquarter,
or vvirtually ccollapsed ffrom aa yyear eearlier. Think drops of 30% to 50% or more.
Yet the very event of reports on earnings (which also may have plummeted)
exceeding some arbitrary average or consensus of analysts’ opinions can light
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a fire under equities prices. (Is it right that every analyst’s opinion be given
equal weight?) Where rrising ttop lline aand bbottom lline ggrowth wwere oonce
required tto ppush uup eequities pprices, ssometimes nnow iit oonly ttakes ““less wworst”
losses tto aachieve tthe ssame kkind oof ppop.

A related explanation of the flow of money into the stock of money-losing
companies is the propensity for professional money managers who need to get
more fully invested in equities to hold their noses and jump in. They keep their
jobs by staying with the pack.

The mmost oobvious bboost tto eequities iis tthe overall ccontributions tto eearnings ffrom
an uunusual bboost iin pproductivity ffor aa rrecession, broadly attributed to cost
cutting (in general) and to reductions in labor (in specific). Profitability ttrends
built oon ccost ccutting aare bby ttheir nnature uunsustainable. There are limits to
economizing one’s way into bottom line and top line growth — and not just
mathematical limits. For example, firing knowledge workers in a service
economy has lasting ramifications. Also, while the anticipated replenishment
of inventories drawn down in crisis may boost national GDP for a quarter,
sooner or later individual corporations will have to pony up the cost of
restocking. In an economy that is some 70% based on consumer spending,
firing workers is bound to reverberate into lower overall domestic consumer
spending and lower overall corporate revenues, which is not bullish for equities.

We can find no credible explanations for some anomalies in corporate versus
market performance we have seen. In the equities markets, sometimes good
news is bullish and sometimes bad news is bullish. In tthe ccorporate bbond mmarket,
simply aavoiding bbankruptcy hhas bbecome bbullish. Equities rallies extend on the
attractive and popular belief that they necessarily foretell economic recovery.
Positive “bull run” price trends (even in isolated sectors) point to a closed system
of self-referential markets that can resist becoming aligned with underlying facts
and economic forces. 

To aa llarge eextent, ffinancial mmarkets hhave bbeen ooperating wwith ooutdated
guideposts ffrom tthe eera oof eexcess lliquidity aand ffree-fflowing ccredit. Companies
with p/e ratios uncharacteristic of their sector are said to “trade like” some other
sector. No one knows where acceptable p/e ratios will sift out as the economy
eventually rights itself in a new credit era in a deleveraged global economy. The
critical role of shifting sentiment in setting p/e ratios established by Dr. Robert J.
Shiller (whose views have been popularized and legitimized by his prescient calls
on the equity and housing markets and his contributions to the Case/Shiller
housing index) is rarely given the importance it warrants. Sentiment, we would
venture, is the ultimate self-referential feedback system. We cconclude tthat ssome
relatively rrich mmarket ccapitalizations aand pp/e rratios ppromoted bby ssentiment
remain hhighly vvulnerable tto aa rrecalibration oof eexpectations that can only occur
once some critical mass of market and economic participants begin to actually
experience what it is like, not only to fear the worst recession since the Great
Depression, but also to work through it and emerge from it. 
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U.S. needs  to make up half a trillion dollars to get back to the GDP of 2008

Inflation fears, supply concerns, and equities market trends substantially drove the
Treasury market in Q2 of 2009. Better-than-expected earnings for Q2 and better-than-
expected global economic numbers created a popular argument for strength and
speed of recovery — and 10-year U.S. Treasury yields backed up.  Yields hhad rrun uup
as mmarkets mmoved oon ffears oof llow pprobability sscenarios. Chief among them was a
damaging market trend that misconstrued rising equities markets as predicting an
explosive, inflationary economic rebound that would catapult the U.S. domestic
economy past recovery into true growth.

Our pposition iis tthat recovery rrequires tthe wweakened UU.S. eeconomy to sslowly cclimb oout
of aan uunusually ddeep hhole (and tto ddo sso wwithout tthe bboost oof ffree-fflowing ccredit).  Any
rebound in earnings consistent with an unusual recessionary gain in productivity
(associated with wholesale layoffs) and a drawing down in inventory is not
synonymous with corporate growth or significant overall expansion. Unfavorable
yield trends are now only beginning to show themselves to be overdone as Treasury
auctions succeed and fears subside. Yields oon tthe 110-yyear UU.S. TTreasury hhave nnot
approached tthe 33.95% hhigh oof JJune. 

The mmost iimportant mmarket mmisperception, iin oour vview, iinvolves eequating tthe eend oof
recession (a halt to falling GDP, assuming real GDP soon stabilizes), with full recovery
and with a rresumption oof ggrowth oover tthe ppeak nnominal rreal GGDP of mmid 22008. A
resumption of true growth remains over a half trillion “2007 dollars” away.  The end
of recession means that GDP stops falling – not that the economy has recovered.
Historically, in a now typical recovery where job growth lags GDP, inflationary forces
(especially as measured by annualized 6 month core CPI) do not kick in until a year
or two after recession ends. Yields oon 110-yyear TTreasuries tend tto ttrend ddramatically
lower for 11.5 tto 33 yyears after recessions eend. The yields’ eventual turn higher (in
response to inflation pressures) typically is truncated by Fed dampening actions
which generally raise short term financing costs for everyone. This well-established
time line was largely ignored by market participants so far this year. 

Even presuming that Q3 2009 will show no decline in real GDP, when aassuming aa
recovery wwhich ssustains aan aannualized rreal GGDP rrate oof 33% tto 11%, wwe ddo not project
a rreturn tto 22008 llevels oof rreal GGDP before Q3 22010, aand ppossibly nnot uuntil QQ2 22013.
The time lines represent paths to recovery based on three scenarios that may return
nominal GDP to the levels where inflationary forces can be a factor (as plotted in the
chart on the last page of this commentary). So, iinflation mmight nnot bbe aa ffactor uuntil
2013. EEven tthen, aaggressive FFed ttightening could let tthe aair oout oof tthe 110-yyear yyield.
In the final analysis, markets have been trading almost exclusively on slim news that
primarily affects equities and commodities because of a news gap. The underlying
conditions have not changed  — and in this context no news is bad news for the
economy, and is only good news for investors positioned long on U.S. Treasuries.

— Robert Kessler, Chief Executive Officer
Kessler Investment Advisors, Inc.
The Kessler Companies International Limited

August 20, 2009

Kessler Investment Advisors                                         Market Commentary p.15



Kessler Investment Advisors, Inc.
An SEC-Registered Investment Advisor

1200 17th Street, Suite 110
Denver, Colorado 80202

Tel. 303.295.7878
Fax 303.291.8459 

A wholly-owned subsidiary of The Kessler Companies, Inc.

Our specific investment strategies vary with the investment objectives
of each account. Although we consider the information contained in
this publication to be reliable, we do not guarantee its accuracy. The
opinions expressed in this publication are for general information
only and are not intended to provide specific advice or
recommendations. Clients should consult their financial and tax
advisors with regard to their own circumstances prior to relying on
any material contained in this publication.© 2009 Kessler Investment
Advisors, Inc. All rights reserved.

The Kessler Companies International Limited 
Authorised  and Regulated by the Financial Services Authority

105 Piccadilly, London W1J 7NJ United Kingdom
Tel. +44 (0)20 7629 9941

In this document references to The Kessler Companies, Inc., Kessler
Investment Advisors, Inc. and Kessler & Company Investments, Inc.
providing services directly to clients are to be read in context The Kessler
Companies International Limited (A wholly owned subsidiary of The Kessler
Companies, Inc.) will provide services directly to the clients.

Issued by      

DISTANCE TO FULL RECOVERY, INFLATION THREAT
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Three sets of assumptions of an annualized growth rate of real GDP at 1%, 2%, and 3% suggest that the slack in
the U.S. economy will not be absorbed for a year or two at best, and possibly not until Q2, 2013 — and that
true inflationary pressures will not be felt until that time. During this period, higher prices from commodities or
other imports are likely to be experienced as a tax on consumers and a narrowing of corporate profit margins.

Chart assumes recession ends here 
(for purposes of calculation)
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