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Just like you, we have been inundated with media reports that the United States is headed into 
the next “Great Depression.”   While these are truly tumultuous times of a serious and significant 
nature, we believe there are signs that give us a more hopeful perspective on recent events than 
the headlines might indicate.  Below are a few reasons (in no particular order) that we believe it 
is prudent to remain invested in this market: 
 
·  Short-term credit markets appear to be slowly returning to normal 
·  There is a lot of cash on the sidelines that will eventually return to lift the market 
·  Stocks usually hit bottom and start to recover while economic conditions deteriorate 
·  Valuations on average look attractive – which means many stocks are on sale 
·  Unprecedented coordination among global financial policy makers to support markets 
·  Bernanke’s historical expertise on the “Great Depression”  helps us avoid another one 
·  Oil and commodity prices are half of what they were a few months ago in some cases 
·  Technical market indicators appear to show the market is deeply oversold 
·  Post trough returns are typically strong just 6-months later (see chart below) 
·  Warren Buffett is buying…enough said! 
 

See extended explanations and more charts on subsequent pages 
 
Having stated the above, we also believe that we are just beginning what is probably a bottoming 
process in the market that could last for many months.  We are likely to retest old lows and 
perhaps make new ones, but ultimately we think the recovery will come and it will most benefit 
those who continue to be patient, long-term investors. 
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Shor t-term credit markets appear to be slowly returning to normal 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: New York Times (10/23/08) 
 
Over the last few months we have seen (what we hope) are the most unprecedented inter-institutional 
lending rates in recent history.  Illustrated clearly in the charts above, as fear of financial institutions failure 
rose in September fewer businesses would lend to each other or would do so only at extraordinary cost.  
Accordingly, the capital flows that usually lubricate our financial system dried up temporarily.  This 
increased the fear of failures, causing institutions with cash to continue hording it or charging usurious rates.  
This led many pundits to suggest that the crisis of confidence would snowball into a Great-Depression-like 
disaster.  The incredible actions by the Fed, SEC, Treasury, etc. not withstanding this could have been the 
case.  Thankfully, those actions seem to be gaining traction and bringing life-giving liquidity back to the 
markets. 
 

There is a lot of cash on the sidelines that will eventually return to lift the market 
 

 
Source: Ned Davis Research (9/30/08) 
 
This chart shows what most of us have guessed about recent investor behavior.  Many managers and 
individuals have been raising large amounts of cash – in a hurry.  Some of this is driven by fear, but much of 
it by necessity as redemptions pile up and margin calls come in.  One estimate we’ve seen indicates that 
many hedge funds have as much as 30%-40% of assets in cash.  Even mutual funds have been building cash 
positions estimated in the neighborhood of 20% of assets – more than twice their historical average of 
around 8%.  Currently cash in a typical money market fund may be paying roughly 2% annualized – not a 
great long-term investment rate.  This leads us to believe that much of this cash will find its way back into 
the market in the not too distant future. 
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Stocks usually hit bottom and star t to recover  while economic conditions deter iorate 

 
 

 
It is counter intuitive, but because stock markets are forward looking they tend to move before economic 
data improves.  This means that what we are currently seeing in the market are bets based on the cumulative 
assumptions of what might happen to the economy in the months ahead – not what is currently happening 
right now.  Given the tendency for markets to move ahead of the data, we expect the market bottom(s) to 
occur before all of the economic bad news is behind us.  Looking at the data in the charts above, it is clear 
that numbers like unemployment continue to rise even as the market recovers.  Concurrently, analysts’  
earnings revisions are typically coming down at the early stages of a market recovery.   This means you have 
to look past the headlines (like the market does) to gauge where you might be in the market cycle. 

 

 Source: US Bureau of Labor Statistics; Standard & Poors 
 

Source: I/B/E/S; Goldman Sachs Research 
 
Note: Shaded row indicates first calendar year with positive 
return following a bear market trough 
 
As of 10/10/08 
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Valuations on average look attractive – which means many stocks are on sale 
 

 
 
Is the market cheap or expensive? Here©s a new way to look at market valuations based on Morningstar©s fair 
value estimates for individual stocks. The graph shows the ratio of price to fair value for the Full Coverage 
Universe over time. A ratio above 1.00 indicates that the average stock’s price is higher than Morningstar©s 
estimate of its fair value; a ratio below 1.00 indicates that the average stock©s price is lower than the estimate 
of its fair value. The further the price/fair value ratio rises above 1.00, the more the average stock is 
overvalued. The further it moves below 1.00, the more the average stock is undervalued.  Currently, this 
measurement has stocks approximately 35% undervalued. 
 

 
 
It appears to us like the baby is being thrown out with the bathwater in this market environment.  
Companies, both good and bad, are being sold off indiscriminately.  Walgreens -   100 year old “steady 
eddy”  consumer staples provider charted above- is one of hundreds of examples of solid companies being 
drawn down by the market riptide of forced and fear-induced selling.  At some point cooler heads will 
prevail and begin bidding names like these higher.  Our managers tell us they are beginning to do just that 
themselves – picking up what they say are the bargains of a lifetime. 

 Source: Morningstar (Full Coverage Universe as of 10/23/08) 
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Oil and commodity pr ices are half of what they were a few months ago in some cases 
 

 
This chart is a picture of what has happened to oil prices in recent months.  They’ve been cut in half.  The 
upside for the economy (and anyone getting gas at the pump) is that we have cheaper inputs and 
consequently more marginal income than just a few months ago.  This is a net stimulus that ought to help 
struggling companies and consumers.  Some experts predict the price of oil will remain relatively contained 
going forward.  While global consumption remains muted we believe this will be the case. 
 

Technical market indicators appear to show the market is deeply oversold 
 

 
 
This is a chart of the VIX, an index that measures volatility.  More accurately, it measures the implied 
volatility of put and call options on the S&P 500, or the amount of premium investors are willing pay for the 
options.  It is more usefully known as the “ investor fear index” . Generally, in times of fear, investors are 
willing to pay higher premiums for the protection the options offer.  Therefore, the VIX goes up in these 
times.  In times of complacency, investors pay little for these options and the VIX goes down.  Since market 
bottoms are generally formed in times of great fear, this measurement helps us gauge where we might be.  
 
As you can see on the right side of the chart, the VIX has escalated to record levels.  Note previous spikes in 
the VIX; 1997 (Asian Contagion), 1998 (Russian debt default and Long Term Capital blowup), 2001 (9/11), 
and 2003 (Iraq war). 
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Warren Buffett is buying…enough said! 
 
Probably the most respected, venerated, and legendary investor living in the world today is Warren Buffett.  
Mr. Buffett has made headlines for buying multibillion dollar stakes in companies like Goldman Sachs and 
General Electric over the last few weeks.  Also on October 17, 2008, Mr. Buffet wrote an op-ed piece for the 
New York Times stating his case for buying U.S. stocks in this difficult market. 
 
If you have not seen the article, please visit the New York Times website (www.nytimes.com) and search 
for “Buffett”  on the home page.   It is a well-reasoned argument for patience, perspective, opportunism, and 
long-term investing in times like these.  A few of our favorite quotes from the article are below: 
 
“A simple rule dictates my buying: Be fearful when others are greedy, and be greedy when others are 
fearful.  And most certainly, fear is now widespread, gripping even seasoned investors…But fears regarding 
the long-term prosperity of the nation’s many sound companies make no sense.  These businesses will 
indeed suffer earnings hiccups, as they always have.  But most major companies will be setting new profit 
records 5, 10, and 20 years from now.”  
 
“What is likely…is that the market will move higher, perhaps substantially so, well before either sentiment 
or the economy turns up.  So if you wait for the robins, spring will be over.”  
 
“Over the long term, the stock market news will be good.  In the 20th century, the United States endured two 
world wars and other traumatic and expensive military conflicts; the Depression; a dozen or so recessions 
and financial panics; oil shocks; a flu epidemic; and the resignation of a disgraced president.  Yet the Dow 
rose from 66 to 11,497.”  
 
“Today people who hold cash equivalents feel comfortable.  They shouldn’ t.  They have opted for a terrible 
long-term asset, one that pays virtually nothing and is certain to depreciate in value.”  
 
“Equities will almost certainly outperform cash over the next decade, probably by a substantial degree.  
Those investors who cling now to cash are betting they can efficiently time their move away from it later.  In 
waiting for the comfort of good news, they are ignoring Wayne Gretzky’s advice: ‘ I skate to where the puck 
is going to be, not to where it has been.”  
 
We agree with Mr. Buffett and hope that his comments and our research will help you not only get through 
but profit from our current market turmoil over the long-term. 
 

Lastly… 
 

 
As of the close on October 10, 2008, the S&P 500 Normalized P/E ratio based on a five year normalized 
average of earnings was 12.3x ranking in the low 18th percentile of the past 51 years.  This is historically 
very undervalued.  From this level the market has provided excellent annual returns of 15.7% compounded 
over 3 years (54.9% total return) and 15.1% compounded over 10 years (308.1% total return). 


