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hat’s the current state of the economy?

The U.S. economy appears to have 
again contracted materially in the first 
quarter of 2009. Unemployment rose. 
Weak	housing	prices	and	job	concerns	

continued to frighten consumers from committing to new 
homes or other spending. Credit contracted as well, with 
bankers	becoming	more	selective	with	their	lending	deci-
sions to both consumers and businesses. These factors 
are	continuing	and	will	likely	dampen	
economic activity for some time.

While economic news has been 
bleak,	faint	signs	that	the	economy	
may be bottoming began to emerge 
late in the quarter. Specifically there 
was	some	evidence	that	banks	and	
housing were beginning to stabilize. 
After the complete loss of confidence 
we saw in the fourth quarter of 2008 
and early in the first quarter of 2009, 
these	signs,	however	sketchy,	were	
welcome.	Yet	significant	risks	remain	and	it’s	unclear	
whether these signs are just a lull in the storm or early 
signs that the storm is abating. 

So when will the economy begin to recover?

Market	observers	are	sharply	divided	over	the	timing	 
of	a	recovery.	Talk	of	an	economic	depression	seems	to	have	 
dropped	markedly,	yet	many	observers	believe	that	the	
economy will continue to contract for several more months.

We believe the bottoming process will be sloppy and 
may be prolonged. We also expect there will be many 

mixed signs, some pointing to further deterioration and 
others pointing to recovery. The good news is that we are 
beginning to see signs that suggest the bottoming process 
is beginning. 

As to when the economic turnaround actually begins, 
some favor a turnaround beginning in the second half of  
2009,	but	many	believe	it	won’t	occur	until	later,	in	2010.	

Critical to any recovery will be growing confidence 
in the financial sector, without which the needed credit 

won’t	be	available.

What will the economic recovery 
look like?

In	the	last	10	to	20	years,	most	
economic slowdowns tended to be fol-
lowed by recoveries fueled by lower 
interest rates, leading to increased bor-
rowing by consumers and businesses, 
which ultimately spurred consumption. 
We feel that this cycle will be different 
and this recovery will be more gradual 
than recent experiences.

Although	the	Federal	Reserve	has	cut	interest	rates	
sharply,	banks	and	other	financial	intermediaries	remain	
reluctant to increase the supply of financing to both con-
sumers and businesses. Consumers, too, are witnessing 
levels of unemployment not seen in many years, which 
leaves them unable to return to their former spending 
habits. Suddenly saving and living within your means 
is again fashionable. Therefore, while a certain level of 
consumption will return as confidence builds, we do not 
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believe it will be at the same levels seen prior to 
the recession or in prior recoveries. 

Having said that, we continue to hold to the 
view we expressed last quarter that the U.S. 
government has made a decision to reverse the 
economy’s	plunge.	Therefore,	expect	government	
spending on a broad range of infrastructure and 
other programs to fill the gap and supplement 
reduced consumer demand. Treasury Secretary 
Geithner has indicated that this spending will re-
main in place until the recovery is firmly in place. 

What is the outlook for equity markets?

Although	the	time	frame	varies,	the	stock	
market	tends	to	anticipate	economic	events.	
As	such,	market	price	stability,	and	eventually	
increases	in	stock	prices,	often	occur	before	
economic data convincingly points to recovery. 
We expect this to once again be the case as we 
emerge	from	this	bear	market.	

Often the first trigger to a rebound is a reversal 
of short-sale positions by aggressive traders. 
Short-sellers	bet	stock	prices	are	going	to	decline.	
They	sell	borrowed	stock	with	the	objective	of	
later	buying	the	shares	back	at	a	lower	price,	 
repaying	the	lender	and	pocketing	the	difference	 
as profit. The catalyst that causes a short-seller to  
reverse these trades is often a hint of better economic 
news or earnings that are better than expected. 

Generally,	a	market	rally	turns	into	a	sustained	
bull	market	if	enough	long-term	investors	begin	
purchasing	stocks	as	well.	Often	they	do	so	
when reports of improving conditions become 
more	consistent	and	the	outlook	for	profits	 
suggests	that	current	market	prices	are	too	low,	
making	them	attractive	to	purchase.	If	long-term	
investors do not join short-sellers in buying 
stocks,	then	the	rally	tends	to	fizzle	and	prices	
stagnate or fall.

Since	the	second	week	in	March,	there	has	been	
a	rally	in	market	prices,	the	catalyst	for	which	has	
been fragments of better-than-expected news and 
first-quarter	earnings	(or	lower-than-expected	
losses)	by	financial	institutions.	It	remains	unclear	
whether	the	recent	increase	in	market	prices	is	
sustainable. Short-sellers appear to have covered 

some of their positions, but long-term investors 
seem	to	be	skeptical.

In	combing	through	banks’	earnings,	the	
more positive results seem to be predominantly 
from temporary events, such as fixed-income 
trading and a potentially fleeting boom in mort-
gage refinancing. Further, many financial institu-
tions	themselves	(and	the	International	Monetary	
Fund)	have	warned	of	future	profit-impacting	losses	 
due	to	financial	institutions’	growing	non-performing	 
credit-card, housing and commercial loans.

We recognize that the current environment is 
markedly	brighter	than	the	dark	clouds	that	were	
pervasive in the doom of the fourth quarter of 
2008 and early in the first quarter of this year. 
However, improvements remain transitory and 
inconclusive. The stimulus provided by federal 
authorities	should	grease	the	skids	of	recovery,	
but	we	believe	there	remains	a	significant	risk	that	
financial institutions and possibly other sectors 
may	report	substantial	write-downs	(losses)	over	
the coming months. Before we believe a recovery 
in equity prices is credible, we want to see further 
indications of sustainable improvement in the 
outlook	for	earnings.

What is the outlook for the fixed-income 
markets?

Investor sentiment improved during the last 
part of the quarter. Interest rates on U.S. Treasury 
securities moved higher, reversing somewhat the 
extreme “flight to quality” that occurred during 
the fourth quarter of 2008 and early in the first 
quarter of 2009. For example, yields on the bell-
wether ten-year U.S. Treasury bond increased 
to	a	range	of	2.75%	to	3%.	These	yields	are	
higher than the near 2% levels reached when the 
extreme demand for the safety of U.S. Treasury 
securities	recently	peaked.	

On the other hand, securities that tend to carry 
greater	credit	risk	(in	varying	degrees),	such	as	
corporate and municipal bonds, are now trading 
at slightly lower yields than they offered at the 
recent	peak	of	investor	concern.	Given	these	
changes	in	the	bond	market,	the	relationship	 
between the yields of U.S. Treasury securities 
and other fixed-income securities is moving 
toward a more normal relationship, reflecting 
growing confidence from the previous extreme 
levels of pessimism. 

As investors grow more concerned about the 
large amount of new issuance needed to fund the 
federal	government’s	large	stimulus	packages	
and the possible impact on inflation, we feel that 
yields	will	likely	face	upward	pressure.	However,	
two factors that could temper this movement to 
higher	yields	are	the	central	bank’s	direct	pur-
chases of U.S. Treasuries and, at least in the case 
of U.S. Treasury securities, any new crisis that 
renews concern about the economic recovery. 
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he negative tone of the markets 
continued in the first quarter. 
Could you comment?

Even	after	a	strong	rebound	from	
their	early	March	lows,	the	market	
prices of equities as measured by 

the S&P 500 and many other widely followed 
market	indexes	continued	to	erode	during	the	
first quarter.  

This	further	decline	in	market	prices	seems	
to reflect ongoing concerns with the depth and 
length of the recession, the strength of the finan-
cial	sector	and	the	outlook	for	corporate	profits.	
These concerns appear to have created more 
demand	to	sell	stock	than	acquire	it	and	caused	
many investors to build even larger margins of 
safety into the prices they 
were willing to pay to 
purchase equities. 

What do you mean by 
margin of safety?

Margin of safety can 
also be thought of as mar-
gin for error. Many factors 
contribute to determining 
the intrinsic business value 
of a company. However, 
one of the most critical 
drivers	is	the	outlook	for	
future profits. Prudent investors formulate estimates  
of	a	company’s	future	profits	while	building	in	 
margins for error. Generally, the more uncertain 
the	outlook	for	profits,	the	greater	the	margin	for	
error they build into these profit projections.

Since	lower	profit	estimates	(and	greater	margins	 
for	error)	translate	into	lower	estimated	intrinsic	 
business values, an investor who purchases a 
company’s	stock	based	upon	this	reduced	esti-
mate builds a margin of safety into the price he 
or she pays.  

In March, market prices hit their lowest levels 
to date in this bear market. What were the  
factors that contributed to these lower prices?

We	think	there	were	three	primary	factors.	
As we mentioned earlier, one factor seemed 
to	be	supply	and	demand.	During	periods	of	
great	uncertainty	and	stress,	many	investors’	
time horizons tend to shorten significantly and 
many “long-term” investors become enthusiastic 
sellers. Conversely, buyers often become more 
reluctant during these times. 

This appeared to be the case during the first 
quarter. It seems there were a number of investors  
offering	stocks	for	sale	and	few	buyers	willing	to	 
pay	their	asking	prices.	This	abundance	of	supply	 
and	lack	of	demand	forced	sellers	to	accept	

lower	prices,	driving	market	prices	lower.
A second factor which may have been the 

motivation	behind	many	buyers’	unwillingness	
to	purchase	stocks	at	their	asking	prices	is	what	
you	asked	about	earlier	–	margins	of	safety.	It	
appears these buyers were building margins of 
safety into the prices they were willing to pay to 
buy	stocks.

Finally, a third factor appears to have been a 
lot of short-selling. Short-sellers are usually  
aggressive, short-term traders who are not 
concerned about the future cash flows of com-
panies,	but	rather	on	recent	market	direction.	
Short-sellers	sell	borrowed	stock	with	the	objec-
tive	of	later	buying	these	same	shares	back	at	a	
lower price to repay the lender. They profit by 

pocketing	the	difference.	
Although	they’re	always	
present, short-sellers can 
have a disproportionate 
impact when other inves-
tors are less active. We 
believe that short-sellers 
significantly added to the 
supply	of	stock	for	sale	
as	market	prices	moved	
towards their March lows 
and thus drove prices lower.

From late March and 
into early April, market 

prices have generally moved higher off these 
low levels. What drove this rally?

To some extent it was a modestly better en-
vironment. Faint signs that economic conditions 
may be beyond their worst levels and begin to 
improve provided some relief amidst a previ-
ously	very	gloomy	outlook.

As data became somewhat more positive, the  
short-sellers	we	previously	described	(who	made	 
strong	gains	in	the	stock	price	losses	of	the	previous	 
few	months)	most	likely	grew	less	confident	 
about	future	price	drops	and	decided	to	lock	in	
some gains. This reversal in their short position 
(they	had	to	buy	the	stock	they	borrowed	and	
return	it	to	the	lender)	resulted	in	an	increase	in	
the	fundamental	demand	for	stocks.	Similarly,	
some investors probably began to reduce some 
of the large cash positions they had built over the 
previous 6 to 9 months, which also contributed 
to rising prices.

We share the same concerns as many long-term  
investors and remain uncertain that this rally is 
sustainable.

Do you think that this March/April gain is  
the beginning of a bull market or merely a 
temporary bear market rally?

The investment environment, albeit improved 
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Fixed Income Portfolios
In the last edition of Capital Markets 
Review you mentioned there were some  
preliminary yet positive signs in the bond  
market that may reflect an improving 
economy. Did those signs continue?

During	the	fourth	quarter	of	2008	and	
earlier in the first quarter of 2009, there was a 
flight to safety in which investors seemed to  
have	an	extreme	aversion	to	risk.	This	created	
great demand for U.S. Treasury securities and 
a	lack	of	demand	for	even	the	highest-quality	
corporate and municipal bonds. Prices of U.S. 
Treasury securities moved 
higher and yields lower 
while the opposite was the 
case for corporate and mu-
nicipal	bonds	(prices	and	
yields of bonds move in 
opposite	directions).	This	
resulted in an unusually 
wide disparity between the 
yields on U.S. Treasury  
securities and other bonds. 

In our last issue we 
noted a slight narrowing 
of the difference in these 
yields. This broad shift 
continued through the 
quarter and reflects inves-
tors’	judgment	that	the	
sell off had gone too far 
and increasing confidence 
in the economy from the 
extremely pessimistic view 
that was pervasive earlier.

What do you believe is the driving force behind 
investors’ willingness to accept greater risk?

During	the	fourth	quarter	of	2008	and	earlier	
in the first quarter of 2009, there was great concern  
about the depth and length of the economic down-
turn.	There	was	talk	of	entering	the	first	depression	 
since	the	1930s	and	expectations	that	bond	defaults	 
may	sky	rocket.	Bond	investors	reacted	with	a	
flight	to	safety	(buying	U.S.	Treasury	securities)	
even briefly accepting negative returns on very 
short-term bonds to ensure safety of principal.

It	now	seems	that	talk	of	a	depression	has	abated	
and been replaced by a more prevalent view that 
we are in the midst of a deep recession. If we use 
the U.S. Treasury Yield Curve as a barometer of 
investors’	risk	tolerance	(the	lower	the	yields,	the	
lower	the	risk	tolerance),	investors’	willingness	
to	accept	risk	appears	to	have	increased	slightly	
last quarter.  However, even with this modest in-
crease, yields are still below the levels recorded 
at the end of the third quarter of 2008. This 
would suggest that investors remain cautious.

Earnings	in	the	easy	credit	era	were	inflated	mate-
rially by cheap debt, which enabled consumers to 
overspend and companies to over-earn. For 2009, 
we feel earnings will be depressed because of 
very	weak	demand	as	the	world	(except	govern-
ments)	delevers.	We	are	not	confident	we	know	
how low earnings could go. The critical question 
for calculating intrinsic values for companies we 
follow is what will their earnings be in a more 
normal	but	less	levered	economy?	Right	now,	such	
calculations are difficult because we are not sure 
what “normal” is. To steal a phrase from General 
Electric	CEO	Jeff	Immelt,	for	most	of	Corporate	
America this is not a cycle, it is a reset.

—	Richard	Cunniff,	Robert	Goldfarb	 
&	David	Poppe,	

Sequoia Fund, Inc., 
Annual	Report,	December	31,	2008

Ifrom	the	November	–	February	crisis	atmosphere,	
remains quite uncertain. We feel that greater par-
ticipation from fundamental, long-term investors 
(rather	than	the	actions	of	short-sellers	and	other	
momentum	investors)	is	an	important	condition	
for this rally to sustain itself.

The big question is still the expectation for 
earnings, and that remains uncertain. If we can gain  
clarity	on	the	earnings	outlook	and	it	appears	market	 
prices are under-estimating future earnings, then 
we	expect	market	prices	will	ultimately	rally.

We believe many traditional investors in 
stocks	are	currently	holding	large	cash	positions.	
Like	us,	some	have	probably	taken	advantage	of	
weak	prices	in	the	first	quarter	to	put	some	of	that	
cash	to	work.	If	more	investors	reduce	their	cash	
positions	and	commit	more	money	to	the	market	
–	likely	triggered	by	improved	confidence	in	the	
financial	system	and	future	earnings	prospects	–		
we	could	see	a	more	sustainable	market	increase.	

As investment advisors, what are you doing?

During	a	quarter	of	continued	disappointing	
returns, we have largely remained defensive. We 
believe this has been beneficial to our clients. 

In our strategies that have the ability to move 
to cash, we did selectively increase our exposure 
to	equities	in	an	effort	to	take	advantage	of	lower	
market	prices.	However,	with	the	chance	that	eq-
uity prices may return to lower levels, we tended 
to	nibble	rather	than	take	large	bites.

We continue to closely follow the financial 
markets	and	carefully	assess	each	release	of	fi-
nancial news. We are poised to more aggressively 
move	our	large	cash	positions	back	into	equities	
when conditions warrant. Conversely, if the glim-
mers of good news fade, we are equally prepared 
to	take	further	defensive	action	should	we	deem	
it appropriate.

In either case we remain vigilant.

Many in the media have forecast higher infla-
tion as a result of the increased money supply 
being pumped into the economy. What are 
your thoughts on the threat of inflation?

While periods of increasing money supply are  
often	associated	with	periods	of	inflation	(and	it’s	
certainly	a	concern	down	the	road),	we	do	not	think	 
it’s	an	immediate	threat.	Inflation	is	created	when	
the demand for goods and services exceeds the ability  
of the economy to provide them. The economy 
currently has plenty of capacity as seen in the low 
capacity	utilization	rates	(industrial	capacity)	and	

high unemployment rates 
(labor	capacity).	

While money supply has  
increased, this is partly the 
result of an effort to recapi-
talize numerous financial 
institutions. However, this 
new money is not finding 
its way into the economy at 
this	time.	Banks	have	been	
reluctant to lend and con-
sumers	(fearful	from	rising	
unemployment)	currently	
appear to be more focused 
on rebuilding their savings 
and paying down their debt 
rather than buying goods 
and services and driving 
demand and prices higher. 

What about deficit spend-
ing by our government 
and higher interest rates 
that may be needed to  

finance our national debt? Will they contribute 
to future inflation?

In the long term, inflation is driven by monetary 
policy. In the short term, however, even in an 
environment	of	large	deficit	spending	it’s	hard	to	
see any ability to raise prices since both the U.S. 
and the global economies have too much productive  
capacity relative to feeble demand for goods and  
services. Near term, government spending will 
seek	to	take	up	some	of	the	slack	between	reduced	 
demand	for	goods	and	services	and	our	economy’s	 
ability	to	supply	them.	Longer	term,	if	government	 
spending continues at an accelerated rate and private  
sector spending increases to levels that exceed our  
economy’s	capacity	to	provide	these	goods	and	
services, then inflation could become an issue. 
However,	the	Fed	will	likely	seek	to	offset	that	
stimulus	by	seeking	to	manage	interest	rates.	We	
agree that this merits close monitoring.

Generally	speaking,	higher	interest	rates	tend	
to be the result of the expectation for higher infla-
tion, but over time they actually tend to dampen 
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inflation	as	they	reduce	economic	growth.	It’s	
possible that in some circumstances we could 
see higher rates to attract enough investors, yet 
the recent environment has actually produced 
the	opposite	–	broadly	lower	Treasury	rates.	We	
do not believe investors will abandon the U.S. 
Treasury	market.	However,	rates	could	rise	to	
balance supply and demand as deficits are going 
to see sharp increases this year and next. Inter-
estingly,	Japan	has	experienced	deficits	and	debt	
levels relative to their economy far higher than 
anything	the	U.S.	is	likely	to	see,	yet	the	yield	on	
Japan’s	10-year	government	bond	is	trading	near	
1.4%,	well	below	the	U.S.	10-year	bond	rate	
which	is	currently	near	3%.

Further, it should be noted that the Federal 
Reserve	has	initiated	purchases	of	U.S.	Treasury	
securities	of	up	to	$300	billion,	creating	a	second	
source of demand. It is too soon to tell how this 
will all play out.

How are you managing your clients’ fixed-
income portfolios?

We	expect	the	markets	will	continue	to	be	 
volatile. Several factors could create rapid changes  
in	the	economic	outlook	and	fixed	markets,	in-
cluding an unexpected increase in personal and/or  
corporate	bankruptcies,	any	further	deterioration	 
in	the	housing	market,	unemployment	rising		above	 
expectations, or surprises in the inflationary  
environment.	Given	that	the	risk	level	is	currently	 
higher than in recent economic environments, we  
continue to emphasize shorter-term and higher-quality 
bonds in the fixed-income portfolios we manage.   
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Even	after	a	strong	rebound	from	
their	early	March	lows,	the	market	
prices of equities as measured by 

the S&P 500 and many other widely followed 
market	indexes	continued	to	erode	during	the	
first quarter.  

This	further	decline	in	market	prices	seems	
to reflect ongoing concerns with the depth and 
length of the recession, the strength of the finan-
cial	sector	and	the	outlook	for	corporate	profits.	
These concerns appear to have created more 
demand	to	sell	stock	than	acquire	it	and	caused	
many investors to build even larger margins of 
safety into the prices they 
were willing to pay to 
purchase equities. 

What do you mean by 
margin of safety?

Margin of safety can 
also be thought of as mar-
gin for error. Many factors 
contribute to determining 
the intrinsic business value 
of a company. However, 
one of the most critical 
drivers	is	the	outlook	for	
future profits. Prudent investors formulate estimates  
of	a	company’s	future	profits	while	building	in	 
margins for error. Generally, the more uncertain 
the	outlook	for	profits,	the	greater	the	margin	for	
error they build into these profit projections.

Since	lower	profit	estimates	(and	greater	margins	 
for	error)	translate	into	lower	estimated	intrinsic	 
business values, an investor who purchases a 
company’s	stock	based	upon	this	reduced	esti-
mate builds a margin of safety into the price he 
or she pays.  

In March, market prices hit their lowest levels 
to date in this bear market. What were the  
factors that contributed to these lower prices?

We	think	there	were	three	primary	factors.	
As we mentioned earlier, one factor seemed 
to	be	supply	and	demand.	During	periods	of	
great	uncertainty	and	stress,	many	investors’	
time horizons tend to shorten significantly and 
many “long-term” investors become enthusiastic 
sellers. Conversely, buyers often become more 
reluctant during these times. 

This appeared to be the case during the first 
quarter. It seems there were a number of investors  
offering	stocks	for	sale	and	few	buyers	willing	to	 
pay	their	asking	prices.	This	abundance	of	supply	 
and	lack	of	demand	forced	sellers	to	accept	

lower	prices,	driving	market	prices	lower.
A second factor which may have been the 

motivation	behind	many	buyers’	unwillingness	
to	purchase	stocks	at	their	asking	prices	is	what	
you	asked	about	earlier	–	margins	of	safety.	It	
appears these buyers were building margins of 
safety into the prices they were willing to pay to 
buy	stocks.

Finally, a third factor appears to have been a 
lot of short-selling. Short-sellers are usually  
aggressive, short-term traders who are not 
concerned about the future cash flows of com-
panies,	but	rather	on	recent	market	direction.	
Short-sellers	sell	borrowed	stock	with	the	objec-
tive	of	later	buying	these	same	shares	back	at	a	
lower price to repay the lender. They profit by 

pocketing	the	difference.	
Although	they’re	always	
present, short-sellers can 
have a disproportionate 
impact when other inves-
tors are less active. We 
believe that short-sellers 
significantly added to the 
supply	of	stock	for	sale	
as	market	prices	moved	
towards their March lows 
and thus drove prices lower.

From late March and 
into early April, market 

prices have generally moved higher off these 
low levels. What drove this rally?

To some extent it was a modestly better en-
vironment. Faint signs that economic conditions 
may be beyond their worst levels and begin to 
improve provided some relief amidst a previ-
ously	very	gloomy	outlook.

As data became somewhat more positive, the  
short-sellers	we	previously	described	(who	made	 
strong	gains	in	the	stock	price	losses	of	the	previous	 
few	months)	most	likely	grew	less	confident	 
about	future	price	drops	and	decided	to	lock	in	
some gains. This reversal in their short position 
(they	had	to	buy	the	stock	they	borrowed	and	
return	it	to	the	lender)	resulted	in	an	increase	in	
the	fundamental	demand	for	stocks.	Similarly,	
some investors probably began to reduce some 
of the large cash positions they had built over the 
previous 6 to 9 months, which also contributed 
to rising prices.

We share the same concerns as many long-term  
investors and remain uncertain that this rally is 
sustainable.

Do you think that this March/April gain is  
the beginning of a bull market or merely a 
temporary bear market rally?

The investment environment, albeit improved 
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Fixed Income Portfolios
In the last edition of Capital Markets 
Review you mentioned there were some  
preliminary yet positive signs in the bond  
market that may reflect an improving 
economy. Did those signs continue?

During	the	fourth	quarter	of	2008	and	
earlier in the first quarter of 2009, there was a 
flight to safety in which investors seemed to  
have	an	extreme	aversion	to	risk.	This	created	
great demand for U.S. Treasury securities and 
a	lack	of	demand	for	even	the	highest-quality	
corporate and municipal bonds. Prices of U.S. 
Treasury securities moved 
higher and yields lower 
while the opposite was the 
case for corporate and mu-
nicipal	bonds	(prices	and	
yields of bonds move in 
opposite	directions).	This	
resulted in an unusually 
wide disparity between the 
yields on U.S. Treasury  
securities and other bonds. 

In our last issue we 
noted a slight narrowing 
of the difference in these 
yields. This broad shift 
continued through the 
quarter and reflects inves-
tors’	judgment	that	the	
sell off had gone too far 
and increasing confidence 
in the economy from the 
extremely pessimistic view 
that was pervasive earlier.

What do you believe is the driving force behind 
investors’ willingness to accept greater risk?

During	the	fourth	quarter	of	2008	and	earlier	
in the first quarter of 2009, there was great concern  
about the depth and length of the economic down-
turn.	There	was	talk	of	entering	the	first	depression	 
since	the	1930s	and	expectations	that	bond	defaults	 
may	sky	rocket.	Bond	investors	reacted	with	a	
flight	to	safety	(buying	U.S.	Treasury	securities)	
even briefly accepting negative returns on very 
short-term bonds to ensure safety of principal.

It	now	seems	that	talk	of	a	depression	has	abated	
and been replaced by a more prevalent view that 
we are in the midst of a deep recession. If we use 
the U.S. Treasury Yield Curve as a barometer of 
investors’	risk	tolerance	(the	lower	the	yields,	the	
lower	the	risk	tolerance),	investors’	willingness	
to	accept	risk	appears	to	have	increased	slightly	
last quarter.  However, even with this modest in-
crease, yields are still below the levels recorded 
at the end of the third quarter of 2008. This 
would suggest that investors remain cautious.

Earnings	in	the	easy	credit	era	were	inflated	mate-
rially by cheap debt, which enabled consumers to 
overspend and companies to over-earn. For 2009, 
we feel earnings will be depressed because of 
very	weak	demand	as	the	world	(except	govern-
ments)	delevers.	We	are	not	confident	we	know	
how low earnings could go. The critical question 
for calculating intrinsic values for companies we 
follow is what will their earnings be in a more 
normal	but	less	levered	economy?	Right	now,	such	
calculations are difficult because we are not sure 
what “normal” is. To steal a phrase from General 
Electric	CEO	Jeff	Immelt,	for	most	of	Corporate	
America this is not a cycle, it is a reset.

—	Richard	Cunniff,	Robert	Goldfarb	 
&	David	Poppe,	

Sequoia Fund, Inc., 
Annual	Report,	December	31,	2008

Ifrom	the	November	–	February	crisis	atmosphere,	
remains quite uncertain. We feel that greater par-
ticipation from fundamental, long-term investors 
(rather	than	the	actions	of	short-sellers	and	other	
momentum	investors)	is	an	important	condition	
for this rally to sustain itself.

The big question is still the expectation for 
earnings, and that remains uncertain. If we can gain  
clarity	on	the	earnings	outlook	and	it	appears	market	 
prices are under-estimating future earnings, then 
we	expect	market	prices	will	ultimately	rally.

We believe many traditional investors in 
stocks	are	currently	holding	large	cash	positions.	
Like	us,	some	have	probably	taken	advantage	of	
weak	prices	in	the	first	quarter	to	put	some	of	that	
cash	to	work.	If	more	investors	reduce	their	cash	
positions	and	commit	more	money	to	the	market	
–	likely	triggered	by	improved	confidence	in	the	
financial	system	and	future	earnings	prospects	–		
we	could	see	a	more	sustainable	market	increase.	

As investment advisors, what are you doing?

During	a	quarter	of	continued	disappointing	
returns, we have largely remained defensive. We 
believe this has been beneficial to our clients. 

In our strategies that have the ability to move 
to cash, we did selectively increase our exposure 
to	equities	in	an	effort	to	take	advantage	of	lower	
market	prices.	However,	with	the	chance	that	eq-
uity prices may return to lower levels, we tended 
to	nibble	rather	than	take	large	bites.

We continue to closely follow the financial 
markets	and	carefully	assess	each	release	of	fi-
nancial news. We are poised to more aggressively 
move	our	large	cash	positions	back	into	equities	
when conditions warrant. Conversely, if the glim-
mers of good news fade, we are equally prepared 
to	take	further	defensive	action	should	we	deem	
it appropriate.

In either case we remain vigilant.

Many in the media have forecast higher infla-
tion as a result of the increased money supply 
being pumped into the economy. What are 
your thoughts on the threat of inflation?

While periods of increasing money supply are  
often	associated	with	periods	of	inflation	(and	it’s	
certainly	a	concern	down	the	road),	we	do	not	think	 
it’s	an	immediate	threat.	Inflation	is	created	when	
the demand for goods and services exceeds the ability  
of the economy to provide them. The economy 
currently has plenty of capacity as seen in the low 
capacity	utilization	rates	(industrial	capacity)	and	

high unemployment rates 
(labor	capacity).	

While money supply has  
increased, this is partly the 
result of an effort to recapi-
talize numerous financial 
institutions. However, this 
new money is not finding 
its way into the economy at 
this	time.	Banks	have	been	
reluctant to lend and con-
sumers	(fearful	from	rising	
unemployment)	currently	
appear to be more focused 
on rebuilding their savings 
and paying down their debt 
rather than buying goods 
and services and driving 
demand and prices higher. 

What about deficit spend-
ing by our government 
and higher interest rates 
that may be needed to  

finance our national debt? Will they contribute 
to future inflation?

In the long term, inflation is driven by monetary 
policy. In the short term, however, even in an 
environment	of	large	deficit	spending	it’s	hard	to	
see any ability to raise prices since both the U.S. 
and the global economies have too much productive  
capacity relative to feeble demand for goods and  
services. Near term, government spending will 
seek	to	take	up	some	of	the	slack	between	reduced	 
demand	for	goods	and	services	and	our	economy’s	 
ability	to	supply	them.	Longer	term,	if	government	 
spending continues at an accelerated rate and private  
sector spending increases to levels that exceed our  
economy’s	capacity	to	provide	these	goods	and	
services, then inflation could become an issue. 
However,	the	Fed	will	likely	seek	to	offset	that	
stimulus	by	seeking	to	manage	interest	rates.	We	
agree that this merits close monitoring.

Generally	speaking,	higher	interest	rates	tend	
to be the result of the expectation for higher infla-
tion, but over time they actually tend to dampen 
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inflation	as	they	reduce	economic	growth.	It’s	
possible that in some circumstances we could 
see higher rates to attract enough investors, yet 
the recent environment has actually produced 
the	opposite	–	broadly	lower	Treasury	rates.	We	
do not believe investors will abandon the U.S. 
Treasury	market.	However,	rates	could	rise	to	
balance supply and demand as deficits are going 
to see sharp increases this year and next. Inter-
estingly,	Japan	has	experienced	deficits	and	debt	
levels relative to their economy far higher than 
anything	the	U.S.	is	likely	to	see,	yet	the	yield	on	
Japan’s	10-year	government	bond	is	trading	near	
1.4%,	well	below	the	U.S.	10-year	bond	rate	
which	is	currently	near	3%.

Further, it should be noted that the Federal 
Reserve	has	initiated	purchases	of	U.S.	Treasury	
securities	of	up	to	$300	billion,	creating	a	second	
source of demand. It is too soon to tell how this 
will all play out.

How are you managing your clients’ fixed-
income portfolios?

We	expect	the	markets	will	continue	to	be	 
volatile. Several factors could create rapid changes  
in	the	economic	outlook	and	fixed	markets,	in-
cluding an unexpected increase in personal and/or  
corporate	bankruptcies,	any	further	deterioration	 
in	the	housing	market,	unemployment	rising		above	 
expectations, or surprises in the inflationary  
environment.	Given	that	the	risk	level	is	currently	 
higher than in recent economic environments, we  
continue to emphasize shorter-term and higher-quality 
bonds in the fixed-income portfolios we manage.   
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hat’s the current state of the economy?

The U.S. economy appears to have 
again contracted materially in the first 
quarter of 2009. Unemployment rose. 
Weak	housing	prices	and	job	concerns	

continued to frighten consumers from committing to new 
homes or other spending. Credit contracted as well, with 
bankers	becoming	more	selective	with	their	lending	deci-
sions to both consumers and businesses. These factors 
are	continuing	and	will	likely	dampen	
economic activity for some time.

While economic news has been 
bleak,	faint	signs	that	the	economy	
may be bottoming began to emerge 
late in the quarter. Specifically there 
was	some	evidence	that	banks	and	
housing were beginning to stabilize. 
After the complete loss of confidence 
we saw in the fourth quarter of 2008 
and early in the first quarter of 2009, 
these	signs,	however	sketchy,	were	
welcome.	Yet	significant	risks	remain	and	it’s	unclear	
whether these signs are just a lull in the storm or early 
signs that the storm is abating. 

So when will the economy begin to recover?

Market	observers	are	sharply	divided	over	the	timing	 
of	a	recovery.	Talk	of	an	economic	depression	seems	to	have	 
dropped	markedly,	yet	many	observers	believe	that	the	
economy will continue to contract for several more months.

We believe the bottoming process will be sloppy and 
may be prolonged. We also expect there will be many 

mixed signs, some pointing to further deterioration and 
others pointing to recovery. The good news is that we are 
beginning to see signs that suggest the bottoming process 
is beginning. 

As to when the economic turnaround actually begins, 
some favor a turnaround beginning in the second half of  
2009,	but	many	believe	it	won’t	occur	until	later,	in	2010.	

Critical to any recovery will be growing confidence 
in the financial sector, without which the needed credit 

won’t	be	available.

What will the economic recovery 
look like?

In	the	last	10	to	20	years,	most	
economic slowdowns tended to be fol-
lowed by recoveries fueled by lower 
interest rates, leading to increased bor-
rowing by consumers and businesses, 
which ultimately spurred consumption. 
We feel that this cycle will be different 
and this recovery will be more gradual 
than recent experiences.

Although	the	Federal	Reserve	has	cut	interest	rates	
sharply,	banks	and	other	financial	intermediaries	remain	
reluctant to increase the supply of financing to both con-
sumers and businesses. Consumers, too, are witnessing 
levels of unemployment not seen in many years, which 
leaves them unable to return to their former spending 
habits. Suddenly saving and living within your means 
is again fashionable. Therefore, while a certain level of 
consumption will return as confidence builds, we do not 
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believe it will be at the same levels seen prior to 
the recession or in prior recoveries. 

Having said that, we continue to hold to the 
view we expressed last quarter that the U.S. 
government has made a decision to reverse the 
economy’s	plunge.	Therefore,	expect	government	
spending on a broad range of infrastructure and 
other programs to fill the gap and supplement 
reduced consumer demand. Treasury Secretary 
Geithner has indicated that this spending will re-
main in place until the recovery is firmly in place. 

What is the outlook for equity markets?

Although	the	time	frame	varies,	the	stock	
market	tends	to	anticipate	economic	events.	
As	such,	market	price	stability,	and	eventually	
increases	in	stock	prices,	often	occur	before	
economic data convincingly points to recovery. 
We expect this to once again be the case as we 
emerge	from	this	bear	market.	

Often the first trigger to a rebound is a reversal 
of short-sale positions by aggressive traders. 
Short-sellers	bet	stock	prices	are	going	to	decline.	
They	sell	borrowed	stock	with	the	objective	of	
later	buying	the	shares	back	at	a	lower	price,	 
repaying	the	lender	and	pocketing	the	difference	 
as profit. The catalyst that causes a short-seller to  
reverse these trades is often a hint of better economic 
news or earnings that are better than expected. 

Generally,	a	market	rally	turns	into	a	sustained	
bull	market	if	enough	long-term	investors	begin	
purchasing	stocks	as	well.	Often	they	do	so	
when reports of improving conditions become 
more	consistent	and	the	outlook	for	profits	 
suggests	that	current	market	prices	are	too	low,	
making	them	attractive	to	purchase.	If	long-term	
investors do not join short-sellers in buying 
stocks,	then	the	rally	tends	to	fizzle	and	prices	
stagnate or fall.

Since	the	second	week	in	March,	there	has	been	
a	rally	in	market	prices,	the	catalyst	for	which	has	
been fragments of better-than-expected news and 
first-quarter	earnings	(or	lower-than-expected	
losses)	by	financial	institutions.	It	remains	unclear	
whether	the	recent	increase	in	market	prices	is	
sustainable. Short-sellers appear to have covered 

some of their positions, but long-term investors 
seem	to	be	skeptical.

In	combing	through	banks’	earnings,	the	
more positive results seem to be predominantly 
from temporary events, such as fixed-income 
trading and a potentially fleeting boom in mort-
gage refinancing. Further, many financial institu-
tions	themselves	(and	the	International	Monetary	
Fund)	have	warned	of	future	profit-impacting	losses	 
due	to	financial	institutions’	growing	non-performing	 
credit-card, housing and commercial loans.

We recognize that the current environment is 
markedly	brighter	than	the	dark	clouds	that	were	
pervasive in the doom of the fourth quarter of 
2008 and early in the first quarter of this year. 
However, improvements remain transitory and 
inconclusive. The stimulus provided by federal 
authorities	should	grease	the	skids	of	recovery,	
but	we	believe	there	remains	a	significant	risk	that	
financial institutions and possibly other sectors 
may	report	substantial	write-downs	(losses)	over	
the coming months. Before we believe a recovery 
in equity prices is credible, we want to see further 
indications of sustainable improvement in the 
outlook	for	earnings.

What is the outlook for the fixed-income 
markets?

Investor sentiment improved during the last 
part of the quarter. Interest rates on U.S. Treasury 
securities moved higher, reversing somewhat the 
extreme “flight to quality” that occurred during 
the fourth quarter of 2008 and early in the first 
quarter of 2009. For example, yields on the bell-
wether ten-year U.S. Treasury bond increased 
to	a	range	of	2.75%	to	3%.	These	yields	are	
higher than the near 2% levels reached when the 
extreme demand for the safety of U.S. Treasury 
securities	recently	peaked.	

On the other hand, securities that tend to carry 
greater	credit	risk	(in	varying	degrees),	such	as	
corporate and municipal bonds, are now trading 
at slightly lower yields than they offered at the 
recent	peak	of	investor	concern.	Given	these	
changes	in	the	bond	market,	the	relationship	 
between the yields of U.S. Treasury securities 
and other fixed-income securities is moving 
toward a more normal relationship, reflecting 
growing confidence from the previous extreme 
levels of pessimism. 

As investors grow more concerned about the 
large amount of new issuance needed to fund the 
federal	government’s	large	stimulus	packages	
and the possible impact on inflation, we feel that 
yields	will	likely	face	upward	pressure.	However,	
two factors that could temper this movement to 
higher	yields	are	the	central	bank’s	direct	pur-
chases of U.S. Treasuries and, at least in the case 
of U.S. Treasury securities, any new crisis that 
renews concern about the economic recovery. 


