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2011 REVIEW OF MARKETS: PERNICIOUS CONDITIONS 

 

“As a very important source of strength and security, cherish public credit. One method of preserving it is 

to use it as sparingly as possible: avoiding occasions of expence by cultivating peace, but remembering 

also that timely disbursements to prepare for danger frequently prevent much greater disbursements to 

repel it; avoiding likewise the accumulation of debt, not only by shunning occasions of expence, but by 

vigorous exertions in time of Peace to discharge the Debts which unavoidable wars may have 

occasioned, not ungenerously throwing upon posterity the burthen which we ourselves ought to bear.”   

  George Washington, Farewell Address to Friends and Fellow-Citizens, 1796 

 

per·ni·cious [per-nish-uhs] ; adjective 1.) causing insidious harm or ruin; ruinous; injurious; hurtful: 

pernicious teachings; a pernicious lie; 2.) deadly; fatal: a pernicious disease; 3.) obsolete, evil, wicked. 

 

2011 was a roller coaster year for investors, which began on renewed optimism for growth, slumped 

sharply in late summer, and recovered somewhat as the year closed. News focused on the Arab Spring 

early, then the Japanese earthquake / tsunami, and wound up with all Europe, all the time. The table 

below summarizes important benchmarks at year end: 

 

  2011 Last 3 Years Last 5 Years Last 10 Years 

S&P 500 Total Return 2.12% 48.60% -1.24% 33.33% 

Value Line Composite -11.39% 46.00% -27.95% -10.76% 

MSCI EAFE -11.73% 26.52% -19.58% 64.79% 

MSCI Emerging Markets -18.17% 74.61% 14.27% 277.15% 

Citigroup 5 Year T-Note 9.17% 15.10% 44.81% 74.69% 

Barclays Five Year Muni 6.95% 18.77% 32.09% 61.02% 

DJ UBS Commodity Index -13.32% 20.42% -9.93% 90.02% 

Gold (London PM Fix) 8.93% 76.03% 142.25% 453.69% 

CPI 3.22% 7.61% 12.11% 28.03% 
Note: Returns are cumulative, not annualized 

 

Of particular note is the divergence between large stocks (S&P 500) and the average (median) stock 

(Value Line Composite), especially over the last 5 and 10 year periods. Investors have also had to grapple 

with unprecedented volatility in stock returns. Bonds surprised on the upside, even as naysayers 

proclaimed the end of the bond bull market. Riskier assets like emerging markets equities and 

commodities had a particularly rocky fourth quarter, pushing them to the end of the performance train 

for 2011, while still retaining dominant longer term records. Gold bullion continued to shine, especially 

over the last decade, but mining stocks as measured by the PHLX Gold/Silver Index were down -20%.  
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Our Review this year will emphasize several pernicious conditions in the financial markets that make life 

especially tough for investors now, and offer some views on portfolio strategy and how to “fight back”. 

The most significant pernicious condition as we begin 2012 is the near zero interest rates offered by 

investing in “risk-free” assets like US Treasury Bills. Even longer maturity Treasuries, like the Ten Year 

Note (which touched a modern era low of 1.8% late in the year) offer meager rewards: 

 

 

 

 

Because retirees and savers (including large pension funds) have depended on bonds for income in the 

past, they are now being forced to make unnatural choices to obtain the required rate of return 

(otherwise known as reaching for yield or chasing risk). Many investors are unable or choose not to 

think about the basic trade-off between risk and return, but the pernicious condition exists today 

whereby investors are not getting paid enough to accept the meager returns on offer.  

And, to make matters worse, the US Federal Reserve has recently confirmed that they do not expect to 

raise rates until late 2014 at the earliest. So investors are really being given a Hobson’s Choice: they can 

remain in cash, but, realistically, the only option is to buy assets that produce some stream of income.  
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Thinking about this further, decades of evidence demonstrate that bonds provide some, but not much, 

return versus general rates of inflation. CD rates and T-Bills leave the saver about equal to general rates 

of inflation (i.e. no “real” return), while longer term bonds provide 2-4% return above the inflation rate. 

Now, however, we are in the “Twilight Zone”, where returns across much of the bond world are actually 

negative when inflation is factored in; i.e. a 2% nominal return against a 3% annual inflation rate is a -1% 

real return. This is the “invisible” risk that does not show up on a monthly statement of market values, 

but must be factored in to any long term portfolio decision: 

 

 

 

This is the second of our pernicious conditions. It is an illustration that forecasts very weak GDP growth 

for quite some time and, more importantly, deflation (a decline in prices generally). This is hard to 

square with the real world, where prices of gasoline, bread, meat, milk and other basic necessities 

continue to remain elevated and sticky. Investors, whether consciously or not, perceive some danger in 

this environment to holding cash or other “safe” assets as they do not keep up with the cost of living. 

When real returns on risk free assets are deeply negative, investors look elsewhere to preserve their 

purchasing power/standard of living, and especially to precious metals. The chart below illustrates how 

gold behaves when real rates turn negative (in the late 1970’s and for the last few years): 
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 Source: The Chartstore.com 

 

Unless or until the Fed begins to raise short term rates, there is no reason to expect gold to be broadly 

unsupported, and it is an important diversifier for almost any investor.  

The third pernicious condition is the lack of response in the economy to the “stimulus” applied so far by 

the Fed. This condition is best illustrated by comparing the amount of money in the economy (“M2 

Money Stock”) to its’ turnover, or “velocity”. While both are technical terms, the idea is that, in an 

economy where loans can be created, one should observe a positive growth in velocity (above $100 in 

the use of cash for every $100 expansion in M2). That is not the case. In fact, velocity has plummeted 

over the past 10 years, in spite of the largest addition of Money Stock in US history. In short, the 

monetary stimulus is not working. Perhaps consumers are saving more, and banks are not lending. At 

the very least, something unusual is happening, and we think it is evidence of the classic “liquidity trap” 

described by Keynesian economics, where injections of cash into the private banking system 

accompanied by lower interest rates fail to stimulate growth (spending): 
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Source: St. Louis Federal Reserve Bank 

 

Meanwhile, taking the Fed’s lead, all major industrializing economies, including China, India, and Brazil, 

are lowering official short term interest rates. Whether from a starting point of 12% (Brazil) or 7.5% 

(China), there is “room to run” rates much lower. This is a fundamentally different position than most 

developed economies, and should support asset prices in those economies. It might be plausibly argued 

that these new members of the global Quantitative Easing Club will help to drive capital back into their 

stock markets especially, which have significantly underperformed of late. 

In addition to lowering “official” short term rates, central banks are flooding the system with newly 

created units of exchange (money), especially in Europe, to buy up their own bond issuances. Also 

known as “quantitative easing”, this newly created money is an attempt to replace the loss in value that 

has occurred from investing in bonds back in happier, less indebted times (i.e. re-capitalize bank balance 

sheets). It is also a method of creating a “buyer” where none exists. One of the primary bearish 

arguments is that this is a lot like the little Dutch boy sticking his finger in the dike to prevent a flood – 

i.e. there is too much bad debt that cannot be repaid, and pretty soon we will run out of fingers. 

On November 30 of last year, this “liquidity operation” ratcheted into high gear as the US Fed, along 

with all the other global central banks that matter, offered to loan nearly unlimited amounts of US 

Dollars to the European Central Bank at half the prior rate. The ECB, in turn, agreed to relieve their 

commercial banking clients of all manner of dubious loans in exchange (as collateral) for these newly 

created units of exchange (dollars swapped into Euros and then into local bond purchases and vice 

versa). The terms of these loans were extended to up to three years from the normal weekly or monthly 

terms, and thus, a new market acronym was born: LTRO, or long term refinancing operation. The ECB is 

primed and ready to go, using newly created LTRO money to keep their banks solvent, for at least 3 
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more years (if the markets cooperate, a big if). This is the most astonishing “kick the can” maneuver yet 

devised, and it qualifies as our fourth pernicious condition. 

All of these policy initiatives are unprecedented in size and scope, so there is no historical precedent to 

reference. We are watching and participating in the casting of the mold. If the bulls have their way, it 

will take time for economies to recover and grow again, but that outcome can be achieved in an orderly 

fashion. This is also the outcome desired by governments and central banks. The bears would argue that 

some sort of default is inevitable (with Greece being a test case), and that the contagion will spread, 

with markets losing all confidence and bond yields soaring and equities sinking. 

What we can say is that these conditions are fertile breeding ground for more volatility. The risk for 

bears this year is that the mother of all liquidity operations (“bazooka”) is launched to stop Euro-

sovereign bankruptcies, and markets finally stabilize and move higher (in what some are already calling 

the “European endgame”). Estimates for the size of a major Euro-bailout run from €1 trillion to as high 

as €5 trillion Euros, making the $750 billion (€500 billion equivalent) US TARP of 2008 look meager. It 

will be a “shock and awe” procedure, designed to punish short sellers and speculators who are betting 

on a collapse in Europe: 

 

 

      Source: Peterson Institute for Global Economics 
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Beneath the surface though lies our fifth pernicious condition, and that is the capricious nature of 

honoring bond contracts and credit default swaps that underlie current European debt negotiations. As 

Simon Johnson, one of our favorite economists, has warned: 

“In the event of default (i) any non-official bond holder is junior to all official creditors and (ii) the issuer 

reserves the right to change law as needed to negate any rights of the nonofficial bond holder. 

“We should not underestimate the damage these steps have inflicted on Europe’s €8.4 trillion sovereign 

bond markets. For example, the Italian government has issued bonds with a face value of over €1.6 

trillion. The groups holding these bonds are banks, pension funds, insurance companies, and Italian 

households. These investors bought them as safe, low-return instruments that could be used to hedge 

liabilities and provide for future income needs. It was once hard to imagine these could ever be 

restructured or default. 

“Now, however, it is clear they are not safe. They have default risk, and their ultimate value is subject to 

the political constraint and subjective decisions by a collective of individuals in the Italian government 

and society, the ECB, the European Union, and the International Monetary Fund (IMF). An investor 

buying an Italian bond today needs to forecast an immediate, complex process that has been evolving in 

unpredictable ways.”  

This is the same condition that investors discovered during the MF Global bankruptcy in the US futures 

markets last year. This appalling episode demonstrated for all to see the brazen nature with which 

regulators and managers run roughshod over the property of account holders and their obligation to 

enforce rules and hold accountable those in charge. If Europe and MF Global are harbingers of the 

future, then investors have every right to be more skeptical going forward.  

Worse still, private investors who bought “insurance” to protect their risky bonds in the event of default 

(credit default swaps, or CDS) cannot collect from the Payer because of the now nuanced meaning of 

“default”. The Payer is essentially the world’s largest banks who are on the hook for trillions of Euros 

and Dollars in payouts. But they get to change the rules in mid-stream, apparently, as the private sector 

gets thrown under the bus in the interest of systemic preservation.  

In any event, the “bazooka” is currently being examined and perhaps loaded as the endless negotiations 

with Greece are set to come to a head by March 20, the due date for its’ next bond payment. They don’t 

have the money, and are depending on the IMF and Eurozone member states to cough up more “loans”, 

along with stiffing private bondholders. Germany is going to decide the matter quite soon one way or 

the other, before the debt contagion spreads and reaches “wildfire” status. They have already put forth 

a fiscal discipline proposal that Greece (and other serial budget busters) relinquish their fiscal 

management (i.e. sovereignty) to a pan-EU authority. What a delicious irony of history that the onerous 

war reparations imposed on Germany after World War One which destroyed the Reichsmark through 

borrowing and money-printing and caused the most impactful hyper-inflation of the Modern Era is now 

in a position to impose fiscal discipline on all of Europe. Perhaps they won the war after all? 

Students of history will recall the distinct Teutonic preference for order and thoroughness. The German 

people are fed up with bailouts, and are voting out of office Euro first politicians within Germany (the 

SPD and CDU both – socialists and conservatives). Angela Merkel has survived so far, but her turn is up 

in late 2013, and fellow Euro-centrist Nicolas Sarkozy of France is so unpopular at home that he may not 
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be his party’s nominee for the imminent French Presidential election in April-May 2012. Marine LePen, a 

far right, homeland first candidate is leading in many voter polls, and her election would bring to a 

screeching halt to any further bailouts. In fact, an adverse outcome in the upcoming French election is 

one of the primary underappreciated market risks at present. 

The stars are aligning then for a significant turn of events in Europe this year. Ultimately, the German 

people must decide whether or not to fund the dream of a United States of Europe. They did it twenty 

years ago to achieve unity with East Germany, but the stomach is not there for another generation of 

“shared sacrifice”. Therefore, if an “orderly” path can be developed to a smaller or different Eurozone, 

with a “harder” currency and strictly enforceable rules, the Germans will take it. Their government will 

insist on it. 

However, there is a significant risk of a “disorderly” breakup, signaled first by sharply rising bond yields 

and accompanied by worsening economic conditions, resulting in outright bond defaults or debt 

repudiation. Portugal is now suffering, with yields on their Ten Year Notes approaching 20%. Italy is 

looking shaky. Social unrest caused by joblessness could be met by unilateral government crackdowns 

and even military coups. This scenario is why investors should hold some cash, gold, and alternative 

assets and strategies. We don’t know the when, but we know the why and the where. The two pathways 

ahead for Europe lead in starkly different directions, and it feels very much like the fork in the road is in 

view.  

Turning back to the US, the most important story that did not make Page One was the debt position of 

the U.S., which closed 2011 with a record $15.2 trillion in debt (and that’s with near zero interest rates 

financing the short end). More important, the “tipping point” has been reached, with debt/GDP at the 

“magic” 100%: 

 

 

                    Source: White House Office of Management & Budget 
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Exhaustive and authoritative studies have shown that, throughout history, this level of debt is when 

countries enter the point of maximum risk, and it qualifies for our sixth pernicious condition. George 

Washington had it right when he cautioned against the accumulation of too much debt (and so many 

other things), and we encourage our readers to read his complete Farewell Address, found here: 

http://www.pbs.org/georgewashington/milestones/farewell_address_read4.html  Whether they know 

it or not, politicians who point out the need for action on this are right – if the US refuses to rein in its 

debt soon, then market forces can compel disruptive changes. Solutions may be forthcoming, but, 

absent political will, we also know that inflation or debt repudiation are the only realistic outcomes. 

Inflation protected assets still deserve a place in an investors’ portfolio.  

Turning to the traditional asset class for building wealth, US stocks as measured by the S&P 500 have 

exhibited recent strength in earnings, which are forecast to rise to roughly $100 in 2012. This implies a 

PE ratio of around 12.5X, which is reasonable, if not cheap. If top line revenues can keep flowing, these 

estimates may be met: 

 

 

Source: Baseline as of 12/31/2011 

 

As with all “risky” assets, however, these forecasts may be quickly lowered with any weakness in global 

growth. Besides the Eurozone wilting, there seems to be significant concern over the ability of China to 

avoid a “hard landing” in its economy, as they seek to deflate their own version of a property bubble. 

The bears argue that all markets now move together, so a downshift in Europe or China will hit the US 

also. That may be the case, but we also know that Chinese people value harmony above all else, so 

leadership there will pull out all the stops to avoid a sudden, jarring interruption in their economy.  

http://www.pbs.org/georgewashington/milestones/farewell_address_read4.html
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Lastly, the geo-political landscape remains tenuous, especially in the Mideast. The current uprising in 

Syria has many commentators pointing to the titanic Muslim struggle behind the scenes between Shiite 

forces (Iran and Syria) and Sunni (Saudi Arabia and the Syrian opposition). All sorts of outcomes are in 

play, and the threat of disruption in the oil market is high. We also see Russia returning to the rule of 

Czar Putin this year, who has already made known his intent to expand Russia’s “near abroad”. Closer 

alliances with Iran and other traditional enemies of the West should be expected. With extreme 

uncertainty in European politics, count on Russia to insert itself there where it can gain the most 

advantage, using its vast natural resources as leverage. 

2012 is going to be an eventful year for investors. It is not possible to predict the future, but we can be 

prepared for both good and bad conditions. From our vantage point, it is hard to see how rates can go 

much lower, but current returns may be on offer for years to come, and the example of Japan shows 

how long a deflation can go on (20 years and still counting). It is certainly reasonable to expect more 

problems with sovereign debt, so high quality corporates and non-US/Euro developing markets are good 

alternatives. Currencies are in flux, but holding gold and precious metals can offset loss of purchasing 

power. BRIC and emerging market equities offer better long term growth potential, but are highly 

correlated with the world economy, which is in a precarious position at the moment. High quality US 

equities offer sustainable dividend yields and global reach that will appeal more and more to an income 

starved world. 

Fortunately, modern investment solutions give us excellent tools to build for the future. Investors have 

never had a deeper or more robust opportunity set. With realistic expectations and thoughtful 

applications, it is possible to navigate portfolios through these pernicious conditions and emerge 

stronger and better prepared for the new and different horizons that await us all. 

 

Robert E. “Emery” Pike, CFA 
Managing Principal and Chief Investment Officer 
January 31, 2012 
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