2019 Year in Review and A Look Ahead
I would like to walk you through the extraordinary market climate as I see it; how we got
where we are and what makes it dangerous for investors in my opinion. It may also help
you better understand the investment recommendations that I make.
BONDS:
Perhaps the biggest bubble that has ever been blown in financial assets exists today in
global bond markets. This is a result of coordinated central bank interest rate policy
which is the root cause of the extreme high prices that exist not only in the bond
markets, but in many stock and real estate markets as well. The most influential price in
a free-market economy is the price of money, represented by interest rates.
The interest rate that is controlled by the Federal Reserve Bank is called the Federal
Funds Rate. On this chart you can see that interest rates have been declining for the
past forty years. The gray bars on the chart mark recessions. You can also see that the
Fed has cut interest rates during recessions to make money cheaper and to try and
stimulate the economy to reduce the depth and duration of those recessions.
During the recession following the stock market crash from 2000-2002 Alan Greenspan
cut rates from about 6.5% all the way down to 1% and held them there for a year. This
more than any other factor laid the groundwork for the housing bubble which peaked in
2007. The unwinding of the housing bubble and the associated bad debt was a catalyst
for the Global Financial Crisis that was most acutely felt from 2008 to 2011.

In response to the 2008 recession and financial crisis, rates were cut nearly to zero and
held there for about seven years which has made money so cheap to borrow, that
consumers, corporations and governments have borrowed extraordinary sums. More on
that in a minute.
Normally the Fed will raise rates during the good times so that there is room to cut
rates/stimulate, when the economy enters a recession. The Fed did begin to raise rates
off the floor in baby steps from 2015 through the fourth quarter of 2018 and mortgage
rates climbed back up toward 5%. Then the stock market began to fall in the fourth
quarter of 2018, and the Fed immediately reversed course and cut rates three times in
2019. With the stock, bond and real estate markets at all-time highs and unemployment
at all-time lows, why is the Fed cutting rates again now? What are they afraid of?
The danger here is that going into each of the past two recessions, interest rates were
high enough that the Fed has been able to cut rates by about 5% providing that
simulative effect. Today with the Fed Funds rate already all the way down at 1.55% and
the U.S. economy overdue for a recession, there is very little room to cut and stimulate,
which means that any future recession could be deeper and more prolonged.

While rates in the U.S. are extremely low, rates around much of Europe and in Japan are
actually negative, which means that the investor actually pays to loan their money. If
this sounds crazy to you, that’s because it is. This is something that has never happened
in 5,000 years of the economic history of man, primarily because it makes no economic
sense. It would be like you paying a renter to rent a room in your house, rather the
renter paying you for the privilege. It is the world of finance turned upside down. Today
there are some $13 Trillion dollars of bonds globally that trade at negative yields,
meaning you loan $10,000, and in ten years’ time get back $9,900 or something like that
while collecting no interest payments. This crazy pricing is evidence of a huge bubble in
bond prices.
Bond prices generally move inversely to interest rates so that with rates this extremely
low, bond prices are at all-time highs. If rates rise however, the value of these bonds will
typically come down. One thing that could cause rates to rise, even if central banks
don’t do it themselves, is inflation. If inflation was running at 5% for example, no one in
their right mind will lend out money and make only 3%. They will demand a higher
return.
Let’s look at another effect of this Fed interest rate policy. The image of the diving board
below is my attempt to illustrate risk in the bond market and it is key to your
understanding of the current environment.
The Fed Funds Rate sets what is essentially the risk-free rate of return in the economy,
which is the rate of return you might expect when you are being extremely conservative
with your money. Remember back about ten years ago when a bank c.d., a savings
account or a money market fund would pay 5% or so with little to no risk at all? That
would be the equivalent on my diving board of climbing the steps up onto the end of
the board that is bolted to the deck; there was no price fluctuation and no risk of
default.
All kinds of risk-averse investors like retirees, pension funds and insurance companies
benefited from that safe return with almost no risk, and then if you were willing to take
even moderate risk by owning investment-grade corporate bonds a couple of steps out
onto the board (out the risk spectrum), making 7 or 8% interest like clockwork was
commonplace.
When the Fed and other Central Banks cut rates to near zero however, they created a
situation where if you want no-risk, you would get no interest income in return. And you
know that because our bank accounts have paid essentially zero since about 2009. And
as I just described in many other countries in Europe and Japan, if you want no risk you
get a negative return as they slowly confiscate your money.

For most investors earning zero is not an option however, and so these 0% rates have
forced everyone who needs some return on their money to step out onto the diving
board, out the risk spectrum, in search of yield. The farther out one goes, the more
interest you may earn. But what is also true is that you are lending to borrowers in a
weaker financial condition, and that the risk is rising with each step out that you may
not receive timely repayment of your interest, or in extreme situations, may not receive
your principal back at all. Just like when you and I have a credit score, the better our
score the less we pay to borrow. The same applies to the bond market; the better the
credit rating of the borrower, the less they need to pay to borrow.
Bonds are rated from the highest credit scores to the lowest, AAA, AA, A, BBB, BB, B,
CCC, CC, C to those in default. The greater the risk to the investor of not receiving timely
payment of interest and principal, the more the borrower needs to pay in interest to
tempt investors to take that risk.

(For illustration purposes only.)
(Note that the AAA down to C rating system is the one used by Standard and Poor’s and the Fitch ratings agencies. Moody’s
rating agency uses a somewhat different letter grade system.)

As we move out the risk spectrum, I have drawn a line between BBB and BB. Anything
rated BBB or better is considered Investment Grade, BB and below is Non-investment
Grade also known as High-Yield or Junk Bonds, and these are borrowers with a marginal
financial condition. Today a portfolio of junk bonds held in the exchange traded fund
that trades under the symbol JNK (SPDR Bloomberg Barclays High Yield Bond ETF) pays
interest of just 5.44% as of January 9, 2020!
That’s crazy. Just a few years ago you could make 5% while taking no risk at all and with
an FDIC guarantee of your principal. Today however you need to move all the way out
to the end of the diving board to find 5% in the bond market. By the way, during the last
recession in 2008 – 2009, that JNK portfolio lost 45% of its value over the course of a
few months as many of those risky companies defaulted on their loans. That is the kind
of risk people may be taking today to earn a mere 5.44% interest on their money.
Here is a quote from former Federal Reserve Chairman Alan Greenspan, talking about
the bond market at the beginning of 2018:

A decade of extremely low rates has allowed borrowers throughout the economy to
borrow extraordinary sums of money which may be difficult to repay. Imagine receiving
a credit card in the mail with a $100,000 credit limit which you spent over the course of
a year in addition to your regular household income. By all outward appearances, things
would be going quite well at your house and you might be the envy of your neighbors.
But that lifestyle would actually be a mirage, enabled by the spending of borrowed
money. The period of living above your means would necessarily be followed by a
period of living below your means when that debt needed to be paid back… or a
bankruptcy if you couldn’t pay it back.
It is also important to remember that the financial crisis of 2008 was caused in part by
too much unpayable debt. Looking at the following charts we need to ask, has that
problem of too much debt been solved in a healthy way, or just delayed by taking on
even more debt?
This has been occurring all throughout the economy. Look at the rising debt levels in
these different sectors of the economy.

The Federal Government now has a deficit in excess of one trillion dollars a year. And
just a reminder of how big one trillion is; if I paid you a dollar a second it would take
eleven and a half days for me to pay you a million dollars; it would take about thirty-two
years to pay you a billion dollars, and thirty-two thousand years for me to pay you one
trillion dollars.
Total credit card debt now exceeds one trillion dollars and the level reached in 2008,
just before the last recession. It averages over $7,000 per household.

Student loan debt now exceeds $1.64 Trillion dollars. Students are graduating with loan
balances that average about $30,000. There is no collateral backing these loans, only the
potential earning power of the student. According to the New York Fed Consumer Credit
Panel, in the first quarter of 2019, 9.5% of these loans were already delinquent on
payments.

Auto loan balances have grown to over $1.32 Trillion dollars. Many of those shiny new
cars driving around have been purchased with borrowed money. Auto loans which were
never more than four years in duration a few years ago, now extend out to seven years
so that people can afford the payments.

Delinquencies on these auto loans now exceed the level that they reached at the time
we entered the last recession in 2008.

Mortgage Debt:
Home prices and mortgage debt now exceeds the level reached at the peak of the
housing bubble in 2008. In many areas you can’t buy a rental house with a 20% down
payment that will give you a positive return if you rent it out, because the acquisition
cost is too high to begin with.
A standard metric for valuing a housing market is the median home price to median
income ratio, in other words dividing the median home price by the median household
income in that area. For example, if a home cost $150,000 and the median household
income was $50,000, that would be a ration of 3x. That is considered affordable and
sustainable.
When that ratio reaches 4x, that is considered unaffordable, 5x is severely unaffordable.
The most recent figures that I have run suggest that Bozeman has a current median
home price to median income ration over 10x and Seattle is somewhere between 8 and
10x! Caveat emptor.

Corporate Debt:
Perhaps the biggest vulnerability in the debt market is in corporate debt, which now
exceeds $8.7 Trillion dollars. Companies have used much of this borrowed money to buy
back their own stock which helps to support their stock price or to drive it higher. There
is no positive effect on a business achieved by these stock buybacks, only potentially on
the stock price. It is similar to a person claiming that their income rose because of all of
the money they borrowed. It creates a mirage that business is good because stock prices
are rising, but that is coming at the expense of a weakening financial condition as that
debt will need to be paid back.

One way to quantify the level of corporate debt is to compare it to the size of the
economy which is where the profits would come from that would be used to pay the
debt. Historically, when total corporate debt has reached 45% of G.D.P. (Gross Domestic
Product) which is the total value of all the goods and services produced in the economy
in a year, we have entered recession. When so much money needs to be used to service
past debts, instead of invested to expand and improve business, the economy contracts.
You can see from the chart below from Gluskin Sheff, that each of the last three
economic cycles peaked in 1990, 2000 and 2008 when total corporate debt reached 4345% of G.D.P. The economy entered recession soon thereafter. Today we are more
indebted than that, at 47% corporate debt to G.D.P.

What is even more worrisome for many analysts of the debt market is that now,
corporations have borrowed so much money that their credit ratings are declining, just
like yours or mine would if we accumulated more and more debt.
Today nearly 50% of all investment-grade corporate debt is rated only BBB, which is one
notch above junk! In the early 1990s there were over sixty U.S. corporations rated AAA
because their debt levels were low compared to their income. Today there are only two
companies left with a AAA rating, Microsoft and Johnson and Johnson. According to a
recent Morgan Stanley research report, some 55% of the BBB rated corporations should
have a junk credit rating based on their amount of borrowing alone, and the credit
rating agencies are asleep at the wheel, just as they were leading up to the housing
crash of 2008.
In addition, and this is truly alarming in my opinion, according to CNN Business and
other sources that I have read, some 13% of corporations globally are now Zombie
companies, which means that they don’t earn enough profit to pay even the interest
cost of their massive debt, not to mention principal. They are called Zombies because
they are functionally bankrupt, the walking dead. In the event of a recession when
lenders become more risk averse and raise the standards of who they would lend to,
many of these corporations will go bankrupt.
https://www.cnn.com/2019/03/31/investing/stocks-week-ahead-zombie-companiesdebt/index.html

But how are these companies still alive in the first place you might ask? What kind of
life-support are they on? Who in their right mind would lend to them? Now we can see
the madness that the Fed has created that brings it full circle. Because these companies
have such a poor credit rating because their financial condition is weak, they need to
pay quite high interest rates in order to borrow as you would expect. At the same time
with Central Banks zero interest rate policy, setting that risk-free rate of return to zero
as we talked about at the beginning with the diving board analogy, investors all over the
world are starving for yield, for some return on their money. And so, they are forced to
walk the plank, out the risk spectrum in search of yield and they choose to lend money
to these zombie companies in return for the higher interest income in the short term,
but at the risk of losing principal in the event of a bankruptcy.
Banks and investors are lending money to companies that are already effectively
bankrupt, because in the short term they can earn some interest which they are
desperate for. I don’t know about you, but that is not a trade that I would recommend
to the prudent investor, especially in return for a measly 5.5%. The alternative is that for
the time being, we accept lower returns in exchange for some safety of principal.
The financial crisis of 2008 that brought the global financial system to its knees was a
crisis of too much unpayable debt. Looking at the data above about different sectors of
the debt market where debts have grown significantly in each case, does it look like the
problems have been solved, or simply postponed and exacerbated?
What has happened essentially, to go back to the credit card analogy, is that once the
original $100,000 credit limit was reached, rather than living below our means and
paying back what we owe, we were actually given two more credit cards and allowed to
run our debts much higher, spending even more of our future income, while sustaining
the illusion that we are prosperous and that all is well. The reckoning when it comes,
will be a doozie.
There are really only two ways to deal with a situation of too much debt; one would be
to grow your income so that the debt became serviceable, but the recovery from the
most recent recession was the weakest in the post-war period which means that in
aggregate, incomes are not keeping pace with debt growth at all. The second is to
default or declare bankruptcy, which may relieve the debt burden from the borrower,
but it also means a loss for the lender. As investors, we are lenders.
There is one other possibility that is available to governments, but not to individuals and
that is a form of stealth default… known as inflation. Inflation is caused by an increase in

the money supply which has the effect of reducing the purchasing power of all the other
money that is already in existence. It also melts down the weight of debt because in
theory, incomes should rise in an inflationary environment which would make the debt
easier to service.
However, interest rates would need to rise to compensate for inflation, which will drive
the value of bonds, real estate and stocks downward. Yes, we are tight between the
rock and the hard place.
So, bonds in review:
1. interest rates are at some of the lowest levels in recorded history so that we
receive precious little interest return when we lend our money. If everything goes
right, congratulations you made 2%!
2. If and when interest rates rise, bond values will go down.
3. Companies are so indebted that in the event of a recession, many will be
downgraded or enter bankruptcy which may well mean a loss for the investor.
As I quoted in my Mid-Year 2019 Review, asset manager GMO that has a very strong
record with their Seven Year Asset Class Return Forecast shows that nearly all categories
of bonds may produce a negative return over the next seven years.
https://www.gmo.com/americas/research-library/gmo-7-year-asset-class-forecastnovember-2019/
Remind me what there is to like here?
STOCKS:
When we purchase stock and become a fractional owner in a corporation, what we
become entitled to is a fractional interest in the profits that company will generate for
as long as we hold the stock. History has shown that the lower the price we pay to be
entitled to each dollar of corporate earnings, the better is our potential return over the
long-haul.
Warren Buffett, one of the most successful and famous stock investors of the last half
century has numerous famous quotes. Here are three of them:
Buffet quote #1:
“Price is what you pay, value is what you get.”

What this means is that there is a significant difference between price and value. If I
asked you to pay me $1 for a candy corn, that probably wouldn’t work out financially for
you over the long-term, because under normal circumstances you could get a bag of
fifty for a dollar. There might be a reason why temporarily people got excited about
candy corns, but over the longer term, the candy corn would be priced a something
closer to the cost of making it, perhaps a penny.
If I offered to sell you a pint of Chunky Monkey ice cream for a dollar, now at the same
price you would receive tremendous value, because you know that you could sell it for
$4 or $5 at almost any time. The price is the same, but the value and outcome for the
investor is completely different.
Buffett Quote #2:
“The price you pay determines your rate of return”.
What the chart below shows is the price that investors are paying to be entitled to one
dollar of corporate earnings using one of Buffett’s preferred valuation metrics which is

the total price of all publicly traded stocks (corporate equities or market capitalization)
compared to the value of all the goods and services they produce in a year (G.D.P.)

The chart shows that when the stock market is inexpensive like in the 50s or early
1980s, investors were paying only 33 cents to be entitled to a dollar of corporate
earning via the stock market. However, there are times like today where the opposite is
true and investors are paying over $1.50, five times as much, to be entitled to that same
dollar of corporate earnings. When would you guess they experienced a better
outcome?
The answer is clear and supportive of Buffett’s quote: when investors have had the
opportunity to pay thirty some odd cents for a dollar of corporate earnings via the stock
market, they have gone on to average high double digit returns annually for a decade or
more.
However, when investors pay or hold stock at the extreme high price at which it is
trading today, they have gone a decade or more and had zero return, and typically have
experienced some nasty corrections of 50% or more along the way.

Sitting somewhere near the top of one of the greatest bubbles ever blown in financial
assets, it is easy to forget the experience of investors who were buying or holding stock
at past valuation peaks. During the early 70s there was a group of Blue-Chip stocks that
people came to call the Nifty Fifty, because they were so good that they were onedecision stocks; just buy and forget regardless of the price. This is what happened to
those high-flyers during the subsequent bear market from 1973-1974:
Du Pont -58.4%
Eastman Kodak -62.1%
Exxon -46.9%
Ford Motor -64.8%
General Electric -60.5%
General Motors -71.2%
Goodyear -63.0%
IBM -58.8%
McDonalds -72.4%
Mobil -59.8%
Motorola -54.3%
PepsiCo -67.0%
Philip Morris -50.3%
Polaroid -90.2%
Sears -66.2%
Sony -80.9%
Westinghouse -83.1%
A similar stock mania occurred in the late 90s, culminating in 2000 where investors were
paying over $1.60 for each dollar of corporate earnings as you can see on the chart
above. In the dotcom era people believed that the internet changed everything and
that once again these companies had unlimited profit potential and so there was no
price too high to pay. The reality in the 2000-2002 bear market turned out differently.
Cisco Systems -89.3%
Microsoft -65.2%
JP Morgan -76.5%
Intel -82.3%
McDonalds -74.4%
EMC -96.2%
Disney -68.4%

Oracle -84.2%
Merck -58.8%
Boeing -58.6%
IBM -58.8%
Amgen -66.9%
Apple -81.1%
And then again in 2008, riding the wave of the bubble in housing, the stock market once
again became very expensive with people paying about $1.15 for each dollar of
corporate earnings. It was believed that housing prices would never decline on a
nationwide basis, so the stock market should also have been safe. But in the recession
that followed from 2008-2009, stocks were hammered:
Google -65.3%
Bank of America -94.0%
Microsoft -50.3%
Merck -65.5%
Coca Cola -42.3%
JP Morgan -68.5%
Intel -56.8%
AT&T -49.3%
Cisco Systems -60.0%
Boeing -72.6%
Apple -60.9%
Citigroup -98.1%
Thinking again about the concept of value, the chart below shows corporate profits
from 1985 to present with the red line going from left to right. When we buy stock, that
is the income stream that we become entitled to. The price you pay for it, as we have
said, has everything to do with your investment outcomes over the longer term. The
earnings stream is the foundation on which stock prices rest.
When stock prices (green line) diverge from earnings (the red line) it means that
investors are paying a higher and higher price for those same earnings. You can see the
great divergence that took place in the late nineties running up to the peak in 2000,
before stock prices crashed. However, the divergence has never been greater than it is
today. That should be a red flag.

Corporate earnings have been flat for the past five years, and yet people are paying
some 58% more today when they buy U.S. stock to own that flat stream of income (red
line), than they were in 2015. That is unlikely to end well, if history is any indication.
The chart below from Doug Short at Advisor Perspective shows how long it took the
different stock indices to reach a breakeven point when investors paid similarly extreme
high prices from the 2000 peak:

It took the Dow Jones Industrial Average of thirty stocks twelve years to reach a
breakeven point. The S&P 500 took over thirteen years to reach breakeven and the
NASDAQ index of tech stocks that were the most expensive of all took over sixteen years
to reach breakeven.
So finally, sometime in mid-2016 a NASDAQ investor could go out to the mailbox and
see a statement of their stock holdings that might have returned to the value that it was
showing at the 2000 peak. But it wouldn’t buy what it did sixteen years prior because of
inflation in the intervening sixteen years. This next chart shows how long it took to
reach breakeven for each of these indices when accounting for inflation:

It took the Dow and the S&P over sixteen years to reach a breakeven point adjusted for
inflation, and it took the NASDAQ nearly twenty years. A similar correction today would
blow a sizeable hole in many retirement plans, and yet people in general are excited by
rising stock prices and they want in, regardless of price.
Buffet quote #3:
“Be fearful when others are greedy and greedy when others are fearful.”
What Buffett is implying here is that when investors are excited about the stock market
(greedy) they will pay any price to own stock, which seldom works out well for them.
True value and low prices which over time deliver the best returns, are found when
most other investors are fearful and more inclined to sell than to buy. Where does
investor sentiment stand today? This chart and index is compiled by CNN Business:

It is one of the most extreme Greed readings ever recorded, which should be a warning
flag for any prudent investor.
This next chart is one of the most astonishing displays of investor sentiment and the
irresistibility of rising prices, that I have seen in my twenty-eight years as an advisor.
During periods of extremely high investor sentiment, it appears that money is raining
down from the sky and all you need to do is run out there with your bucket with
everyone else and you too can become rich. What it shows on the right scale and with
the black line is the rise of the NASDAQ tech stock index during the late 90s, peaking in
2000. It was a rise of some 450% in five years’ time.

The gray zone below that line shows the billions of investor dollars that piled into
technology sector stocks and funds during that time, most of it arriving when the
steadily rising prices were most compelling; when people were becoming sure that
there was no price too high to pay; not back in 1995, but in 1999! Most of the
investment money arrived just before the peak. Shortly thereafter, the NASDAQ began
its fall that took it down by over 80% and those investors who didn’t resist temptation
were devastated.

Today the U.S. stock market is trading at a price for each dollar of corporate earnings
that is 33% higher than the peak reached in 2007, and yet people throw caution to the
wind, mostly because they don’t understand or they forget the consequences of paying
too high a price. Facebook, Amazon, Netflix, Google, Tesla, Uber and many other
powerhouse stocks of today seem as unassailable as Microsoft, Dell, Intel, Cisco and
many others did back in 2000.

This is why I believe that a standard U.S. stock and bond portfolio over the next ten
years is going to perform nothing like it did over the previous thirty years, and that for
the most part, a prudent investor should hold other assets until this pricing changes.
The Good News:
The good news is that there are other investments to hold that in my opinion are much
more attractively priced. They represent the possibility of buying real value and
therefore the possibility of decent risk-adjusted returns. (Please note there are no
guarantees of future returns.)
We hold very little U.S. stock and our largest single stock fund holding is in the Kopernik
Global All-Cap Fund (KGGIX) which is currently focused very much in Emerging Market
Value stocks. You can look here again to see GMOs estimated return for U.S. and
Emerging Market Stocks.
https://www.gmo.com/americas/research-library/gmo-7-year-asset-class-forecastnovember-2019/
Because they have the lowest starting price, in addition to lower debt levels and
younger populations on average, GMO anticipates that emerging market value stocks
may have the strongest returns going forward from this point over the next seven years.
We also hold shares of the Hussman Strategic Return (HSGFX) fund where management
has the ability to short the stock market, in other words to profit from a falling stock
market. That didn’t happen in 2019, but should it happen in 2020 it is nice to have some
holdings increasing in value when others are contracting. I am in touch with the
management teams of both funds and feel comfortable holding these shares for the
time being. I will continue to monitor and adjust as necessary.
I have maintained a strategic allocation to some U.S. Treasury bonds that performed
well for us in 2019, though I don’t view them as a long-term hold. They may perform
very well in the event of a U.S. recession as they did in 2008. In 2019 the Fed backed off
its interest rate hiking cycle and began to cut rates again and the long-term Treasury
went up in price. We currently hold two funds of Treasuries from Vanguard (VGLT) and
(EDV). I have placed a standing sell order so that should the price per share drop by a
few percent, your shares would be sold.
We also hold some foreign government bonds though the Templeton Global Bond
mutual fund (TGBAX). I believe that at some point the U.S. dollar may decline in

exchange value against foreign currencies and that will give a boost to the value of these
holdings.
PRECIOUS METALS:
One area of the portfolio that had a very strong 2019 were the precious metals. Central
Banks globally bought more gold in 2019 than they have in any year since the U.S. went
off the gold standard in 1971. What that suggests to me is that the various monetary
authorities see potential trouble on the horizon in the massive global bond and perhaps
currency markets and they want to hold an asset that has no counter-party risk; in other
words something that doesn’t derive its value from some other party’s promise to pay,
like a bond does. Gold has intrinsic value on its own, and that is why it has been used
either as money or as the basis of monetary regimes for nearly 5,000 years.
In 2019 the gold price rose by 17.4% and now sits above $1,550 per ounce which is the
highest price it has reached since 2013. The XAU - an index of precious metals producing
company stocks that are traded on the Philadelphia Stock Exchange – rose by 49%.
We gained exposure to the precious metals through the Sprott Physical Gold and Silver
Trust (CEF) exchange traded fund that holds gold and silver bullion and two other Sprott
exchange traded funds that we own (SGDM and SGDJ) that hold the shares of the
precious metals miners.
COMMODITIES:
We continue to have a small allocation to a commodities fund that ought to perform
quite well if and when inflation takes hold, and the actions and desire of central banks
to produce inflation succeed. The fact that we can purchase these assets at the cheapest
level relative to stocks in the last fifty years makes me comfortable continuing to hold
them, despite their finishing 2019 down somewhat. The chart and data series below was
compiled by Dr. Thorsten Dennin of Incrementum AG and released earlier this spring.

What this graphic shows is the price of commodities compared to U.S. stocks over the
past fifty years. Only twice in that period have real assets like commodities been as
cheap relative to financial assets like stocks and bonds as they are today. Each time
beginning in 1971 and again in 1999, commodities went on produce strong returns;
371% in the 1971-1974 period and 454% in the 1999-2008 period. There is certainly no
guarantee that performance will be repeated, but for a small portion of our holdings it is
a calculated risk that appears favorable to me given the cheap entry price and the Fed’s
desire to create higher inflation. Should inflation take hold, real assets have traditionally
performed very well in that environment.
URANIUM:
Our Uranium holding finished 2019 down slightly. Despite that, I believe that this
continues to be an investment that has very good potential. As I have mentioned
before, Uranium prices have fallen by 80% since 2011 and the price of the companies
that mine it has fallen by close to 90%. That was our entry point. What we are beginning
to see is the dawning realization that although the future may be powered to a

significant degree by renewable energy like wind and solar, they only produce power
about 30% of the time and there is no significant storage capacity for excess power that
is efficient enough for widespread use. So, there remains a need for 24/7 x 365 baseload
energy to power a modern economy and nuclear statistically is the safest and cleanest
way of doing that.
This is an excellent Ted Talk on the topic by environmentalist Michael Shellenburg if you
are interested:
https://www.youtube.com/watch?v=ciStnd9Y2ak
We have had the good fortune to make this investment while sentiment around
Uranium remains somewhat negative, and therefore the cost to buy a pound of
Uranium for a utility is around $30 per pound, while the cost to produce a pound of
Uranium is closer to $60 per pound. In other words, the price of Uranium will need to
rise by probably 250% before any current miners will be incentivized to produce any
more of it. In the meantime, emerging markets like China, India and others are
aggressively building out their nuclear generation capacity before they choke to death
on coal smog. Estimates say that China has some 750,000 air-pollution related deaths
annually.
In the United States, some major entrepreneurs like Bill Gates in combination with
M.I.T. University have thrown their resources and expertise behind the advancement of
nuclear technology through a company called Terra Power, based out of Bellevue,
Washington. From their website, “TerraPower is a leading nuclear innovation company
that strives to improve the world through nuclear energy and science.”
And perhaps you also saw this in recent months:
Senate Passes Bipartisan Nuclear Energy Legislation
December 20, 2018
You can read more about this bill here if you are interested, but it is good to see the
government taking positive steps to advance nuclear power generation technology also.
https://www.epw.senate.gov/public/index.cfm/2018/12/senate-passes-bipartisannuclear-energy-legislation
If the price of the uranium mining stocks would return to just half the level that they
achieved in 2011, that would represent a 500% gain from today’s levels. So there is very

good potential in my opinion for the buy and hold investor, but as with any investment
there is always the possibility of loss.
ENERGY:
In early December we also took a position in two exchange traded funds that hold
energy exploration and production companies, XLE and XOP. The price of these shares
came down significantly since their peak five years ago, XLE by 32% and XOP by 73%.
The sector now represents the smallest share of the value of the S&P 500 stock index of
any time over the past twenty years. The value is becoming so compelling that some
notable U.S. investors like Warren Buffett, Carl Icahn and Sam Zell have taken an
interest. This is from the Financial Times:
Big-name US investors take aim at beaten-up energy sector Warren Buffett and Sam Zell
among the managers betting that oil and gas stocks are oversold. They are betting that
the energy sector will be one of the big winners in 2020 and beyond. Warren Buffett, Carl
Icahn, Jerry Jones and Sam Zell are just a few of the bargain-hunters flocking to the
energy industry — the worst-performing sector of 2019.
https://www.ft.com/content/074ac240-16ea-11ea-8d73-6303645ac406
Like other real assets that we hold, we are getting these valuable assets at a deep
discount to where they traded just five years ago, and should the Fed get its wish and be
able to create inflation, these assets should perform very well in that environment.

SUMMARY:
I continue to believe that there is far more risk in investment markets, especially a
conventional stock and bond portfolio, than most investors realize with stock and bond
prices at all-time highs. It is also very possible that we are also somewhere near the end
of the longest economic expansion on record. The interest rate yield curve was inverted
for several months in 2019, meaning short term interest rates were higher than longer
term rates, which historically has been a strong indicator of approaching recession, as
indicated by the gray bars.

This chart published from economist Davis Rosenburg published on January 7, 2020 uses
relative interest rates to predict when recession may happen. In each of the past two
recessions in 2000 and 2008, this indicator peaked at an 80% reading. Recession
however didn’t arrive until perhaps twelve months later when this indicator was already
starting back down. This time may be different, but it sure resembles the past two
instances and is just another indicator that I am looking at that suggests that caution is
warranted.
I feel like we ought to be positioned to preserve value and potentially profit if and when
stock and bond values begin to deteriorate and that we are positioned more for what
the future may hold, as opposed to what the past has already delivered.
Investing is a difficult business. And as investment legend Seth Klarmann has said,
Investing, when it looks the easiest, is at its hardest. When just about everyone heavily
invested is doing well, it is hard for others to resist jumping in. But a market relentlessly
rising in the face of challenging fundamentals is the riskiest environment of all.
Certainly 2019 was a year where investing appeared as easy as showing up and owning
a stock index, make nearly 30% and go back to sleep. I have tried to put today’s
circumstances in some historical context so that you can feel more comfortable taking
the road less travelled.
Feel free to get back to me with any thoughts or questions.

Best regards,
Ed
DISCLAIMER:
Investment decisions should only be made after careful consideration of your individual
financial situation, risk tolerance, investment objectives and time horizon. Past
performance is no indication of future results. This material represents an assessment of
the market environment at a specific point in time and is not intended to be a forecast of
future events, or a guarantee of future results. This information should not be relied
upon by the reader as research or investment advice. This information is for educational
purposes only.
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