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Hello,
2020 was a wild ride, and I hope that you and yours have come through it with your health and
sanity intact. While we are by no means out of the woods, on numerous fronts, investmentwise I think there are reasons for optimism.
I continue to believe that there is significant risk inherent in the all-time extreme high prices in
stocks, bonds and real estate co-existing with a deep recession, massive ongoing
unemployment, and a rampant pandemic. The potential for bad outcomes for buy and hold
investors in those assets classes is pretty high in my opinion.
The good news however, is there also appear to be pockets of extraordinary opportunity
presenting themselves and we have taken advantage of some of those to produce double digit
full-year returns in 2020.
This is how I view the current investment landscape. Feel free to contact me with any
questions.
Ed Tompkins, CFP
Certified Financial Planner

A HARD RAIN IS GONNA FALL
THE STATE OF MARKETS
Bonds and Interest Rates:
You might remember from this time last year that I thought that we were overdue for a
recession in the U.S. and that the extreme indebtedness that existed going into it would make it
a doozy as corporations and families ran out of income to service their debts. But who could
have foreseen a contraction the size of what we experienced in the first part of the year?
The Federal Reserve bank responded by cutting interest rates close to zero and printing trillions
of dollars of new money to bail out corporations and provide relief to households. I have seen it
estimated that thirty-five percent of all the U.S. dollars in existence, were printed in 2020!
Normally that would be highly inflationary, meaning the prices of many things would rise and
the purchasing power of the dollar would decline. Instead, we have seen significant inflation in

stock, bond and real estate prices but it has been more muted in things like commodities and
energy because of the significant slowdown in the economy which reduced demand.
This chart from analyst Charlie Bilello shows the level of interest rates around the world for
bonds of different duration. For example, in Switzerland which is in the top row, interest rates
are negative all the way out to 50 year bonds. In other words, you cannot lend your money for
any time period and make a positive return on it.

Most of the European countries are the same, at least out to ten years. I just read yesterday
that in Denmark one can get a thirty-year fixed rate mortgage at 0% interest. We do have
positive rates in the U.S., at the bottom of the chart, but just barely. And just to be clear of how
extraordinary a situation this is, these are the lowest interest rates in the recorded history of
man going back thousands of years. The monetary experiment we are living through is
unprecedented.
This situation is skewed totally in favor of the borrower or debtor who pays little or nothing to
borrow, but that comes at the expense of the saver/investor who cannot get any safe return on
their money.
This interest rate situation is significant for two reasons. One is that bond investors today are
getting paid almost nothing or less than nothing to lend their money. And second, when
interest rates rise bond values will fall. For example, if you hold a $10,000 bond that is paying
only 1% interest and rates rise so that new bonds of a similar quality and duration are paying
2%, the value of your 1% bond falls because the rate of interest it pays is no longer competitive

with what is newly available. The losses that we may see in bonds if interest rates rise, could be
massive.
So, as we asked a year ago, why bother with bonds? They represent not risk-free return but
return-free risk. And yet many investors I see have 30 to 50% of their investment net worth in
this area. In the immortal words of the great Bob Dylan, A Hard Rain is Gonna Fall.

U.S Stock Market:
Today we are witnessing the biggest bubble that has ever been blown in financial assets, and
the stock market, especially tech, is leading the charge. Our objective as stock investors is to
buy low and sell high. Today however is the highest price at which U.S. stocks have ever traded,
and as is typical at market tops, people cannot get enough.
What the following chart shows, via Warren Buffets favorite metric for stock market valuation,
is how much investors in U.S. stocks are paying for each dollar of economic output (G.D.P.)
when they invest in U.S. stocks. On average over long periods of time, the average price is
about 75 cents. When the stock market is cheap like in the fifties or around 1980, you could buy
a dollar of economic output for just 32 cents. An investment at those levels set investors up for
a historic run of great returns.

The peak price ever paid was $1.59 back at the stock market peak in 2000, and that didn’t turn
out well for investors who paid or held at that price. Today however the price being paid for
stock is 11% higher than it was at the market peak in 2000 at $1.77!
What were the results of buying or holding stock from the market peak in 2000?

Investors in the S&P 500 stock index lost 50% and then didn’t reach a breakeven point for over
thirteen years. NASDAQ investors who were riding the .com and tech wave lost 83% and then
needed over sixteen years to get back to even.
But that doesn’t account for inflation.

Accounting for inflation S&P 500 index investors reached a breakeven point after sixteen years
and the NASDAQ investors needed over nineteen years!
What we also need to realize is that interest rates as measured by the Fed Funds rate were at
6.5% in June of 2000 which gave the Fed plenty of room to cut rates and stimulate the economy
and investment markets. (I will talk more about this when we discuss real estate).

But today the Fed Funds rate has already been cut virtually to zero, at just 0.09%. There is
nowhere to cut from here, and therefore no stimulation waiting to be unleashed. That horse is
out of the barn.
So, to sum up, we are in the middle of the biggest recession with the highest unemployment
since the Great Depression, a gnarly pandemic is loose upon the land that may continue to
depress economic activity for years to come, the Federal Reserve is virtually out of bullets in
their ability to stimulate through interest rate cuts, and in the face of that we have the most
inflated stock market of all time.
Danger Will Robinson!
And in the immortal words of the great Bob Dylan, I think “A hard rain is gonna fall” and I
believe that a time will come when we will feel fortunate non to be invested in those indexes.
Understand, just like this past March we would not be immune from fluctuations in account
values, but they would likely be more muted because we don’t own the most inflated stocks in
U.S. indexes.

As an example, and for entertainment value I present a chart of the stock price of Tesla which
has now blasted through the top of the chart below and is trading not at $610, but at $880 per
share, just an additional 44% higher than the top of this crazy chart made on December 11,
2020. These two charts are from market analyst Wolf Richter whose excellent work I follow closely.

At $880 per share the stock market is valuing Tesla at over $900 billion dollars, which is more
than the value of all these other major auto companies…(and now several others as well)
COMBINED! And now probably more than all other auto manufacturers in the world combined.

And as you can see, this chart was made back when Tesla was valued at only $578 billion
instead of today’s $900 billion. What is interesting is that these other companies sell more than
200 cars for everyone that Tesla does, and the only reason that Tesla is profitable at all is
because they have been able to sell government granted pollution credits to competitors,
which is not sustainable. They haven’t yet been able to make any money manufacturing and
selling cars.
One method of measuring the price at which a stock is trading is known as the price to earnings
ratio. It is the stock price per share, divided by the earnings represented by each stock share,
and it tells you how many dollars you need to pay as a stock investor to be entitled to one
dollar of that company’s earnings.
Toyota Motor Company, the world’s largest auto manufacturer recognized globally for quality
and reliability, trades at a P/E of 9.42. That means you pay $9.42 cents to be entitled to one

dollar of their earnings when you become an owner by buying their stock. Another way to look
at it is that it would take 9.42 years to recoup your investment via earnings.

Tesla on the other hand is trading at a P/E ratio to 1,680! Yes. You pay $1,680 to be entitled to
one dollar of Tesla earnings or would need to wait 1,680 years to break even based on the
current level of earnings. For perspective, if you bought the stock in the year 340 A.D., during
the reign of Roman emperor Constantine, you would just be breaking even today.
A dollar of earnings is a dollar of earnings, it will spend the same way whether Tesla earns it, or
Toyota does. If our goal as investors is to buy low, do you want to spend $9.42 for that dollar
above or $1,680?
There are certain investment decisions that people make that they will never recover from. One
quick example from the tech bubble is the stock of Cisco Systems that makes the internet
routers and networking equipment that we all use. At its peak price in 2000 it was selling at
over 200 times earnings. It was recognized as a quality company positioned squarely in the
middle of the internet revolution and so people were excited about it.

I remember in early January of 2000 giving a lecture at Savery Hall at the University of
Washington

for the WA State Department of Retirement Systems with about 200 public employees in the
audience who were approaching retirement and I asked how many people owned Cisco stock
either directly or through funds, and many hands went up. I explained the concepts I just
explained about P/E ratios and said that they could buy a dollar of earnings much more cheaply
by investing in WA Mutual bank trading at something like 6.5 times earnings and paying a
dividend over 5% while you hold it. Or they could have invested in the then out of favor Real
Estate Investment Trusts trading at a P/E of 8 and paying a 9% dividend. But there wasn’t much
excitement about that. It wasn’t where the action was.
Here’s the important thing to understand. Everyone was right about Cisco. It remains the
dominant player in routers and networking and is more than 500% more profitable today than
it was in 2000. But the stock price remains down 45% today from where it traded twenty years
ago. Why? Because people were simply paying too damn much money for a dollar of earnings.
TESLA IS TRADING AT A PRICE TO EARNINGS RATIO MORE THAN 840% MORE EXPENSIVE
THAN CISCO DID IN 2000!
Is that really a bet you wanna make?

Real Estate:
Real estate is also likely in a significant bubble in many major cities around the country, now far
exceeding the highs of the bubble that peaked in about 2007 and crashed in 2008. This bubble
now, as it was then, is driven mostly by math. Once the math is in place and prices begin to rise,
the psychology follows and then everyone comes up with a reason why that price rise is totally
justified in their region, even though there hasn’t been a commensurate rise in household
incomes that would support it.
Let me give you a quick example of the math I am talking about. If you had $2,000 in your
monthly budget to put toward a mortgage (measuring just principal and interest, not taxes and
insurance) if you had a thirty-year fixed rate mortgage at 7% you could borrow about $300,000
for $2,000 a month.

When rates on a thirty-year fixed rate loan dropped to 5%, with $2,000 per month you can
borrow $372,000 because the cost of borrowed money has come down. That’s a 24% increase
in the amount you can borrow and the price you can afford to pay for a house.
At a 3.6% interest rate where my most recent thirty-year mortgage was, you could borrow
$439,000 for $2,000 per month. That’s an additional 18% increase.
At 2.625% where my soon to close refi will be, I could borrow $498,000 for $2,000 per month.
That is an additional 13.4% increase.
So if I am the Fed, I have been able to engineer a total of 66% increase in home prices
potentially, just by reducing the cost of borrowing and without requiring people to be making
any more money. This is a big part of what they have done. Look at the following charts, again
from Wolf Richter.

As you can see, in most cities today prices exceed the peak of 2007.
But here’s the thing; if interest rates begin to rise, all of that math goes into reverse and then
people could once again be stuck owning properties that are worth less than what was paid for
them, which is problematic.
What would cause interest rates to rise? Inflation. If the inflation rate begins to climb, as the
Fed has come out on numerous occasions saying that they would like to engineer and allow to
“run hot”, as Fed Chairman Jerome Powell said in a speech back in August of 2020, interest
rates must climb. If the inflation rate were to rise to three or four percent, no one would lend
money for thirty years at 2.6% like they are doing for me now. It would be a guaranteed loss if
they did so. Rates would necessarily rise to compensate the lender for the risk of losing
purchasing power to inflation, and there is the potential that real estate prices would be
negatively affected.

If thirty-year mortgage rates climbed even back to 5%, then people would only be able to
borrow $372,000 for $2,000 a month, which would represent 25% less than at today’s rates.
During a rise in inflation, wages should also rise somewhat and so perhaps people could afford
a bit more in their mortgage payment, but the math has now become a headwind instead of a
tailwind. I believe it is a time to be cautious in real estate investing, because in the dialed down
immortal words of the great Bob Dylan, it could certainly rain.

OPPORTUNITY
As I talked about in both posts of 2020, it appears that significant opportunity has appeared
again in real assets like commodities, energy, and precious metals. Not only are they trading at
the deepest discount compared to financial assets like stocks and bonds in the past fifty years
which provides a great entry point,

real assets also perform much better historically during periods of inflation than do financial
assets like stocks and bonds. I believe that investors who can make this turn, from owning

financial assets to taking some position in real assets while they remain this relatively
inexpensive stand to do very well in coming years.
I have written in past reports about the opportunities that I see in emerging market value
stocks, precious metals, and uranium specifically, but today I want to write about what appears
to me to be one of the best investment opportunities that I have seen in my career, and that is
in energy, specifically oil and gas.
Before I lay out the case that I see here I want to share some of what I have come to
understand about the investment business and the nearly inescapable impacts of living a
modern life.
For example, there is a sizeable movement of investors today toward environmentally
conscious investing. I am an environmentalist, and I believe that we should support policies that
protect the environment as best we can and I contribute to causes that have that as a goal. It is
important to me.
But I have also come to believe that much of this movement is more of a good selling strategy
for financial services companies than it is something that is going to have a real positive impact.
It would be easy for example not to own any shares of companies that produce oil and gas.
Getting your or my money out of oil and gas however, is quite impossible.
I had a colleague at KMS years ago who was a specialist in the field of oil and gas and he wrote
a monthly newsletter called the Master Resource Report. That was appropriately named
because oil, millions of years of stored and concentrated solar energy, is what makes modern
life possible. It is embedded in all our transportation, all manufacture, all agriculture, all plastics
and many fabrics. To the extent that we consume food from the grocery store, wear clothes,
drive a car or get on an airplane, use anything made of plastic or rubber, we drive demand for
oil and gas.
From the time we turn on the tea kettle in the morning, until we close the lid on the plastic
keyboard of our computer at the end of the day, we are consumers oil and gas and our money
drives exploration and production of that resource. I think many people, myself included, don’t
always make this connection because it is easier not to think about.
Realizing that, the approach that I have taken is to support industry and environmental
watchdog groups who push for prudent environmental regulation of those industries. Since
there really is no stopping the consumption of energy, I believe we should attempt to make it
as sustainable and environmentally friendly as possible.
One thing I have come to believe is that there really isn’t a lot of moral high ground to occupy
as an investor. I think ESG (Environmental, Social and Governance) type of investing has proven
to be a powerful marketing tool in recent years because of how it can make people feel about
their investing. But many companies that meet those screens have their own set of issues.

Amazon is not known for treating warehouse workers particularly well, Facebook and Google
gather and sell massive amounts of data about our viewing and purchasing habits. A Tesla, or
any electric car, requires 300-400% more copper than an internal combustion engine powered
vehicle. This drives a massive increase in copper mining around the world. As we know from
living near Butte, Montana, which is one of the largest Superfund environmental cleanup
projects in the country, copper mining is an environmentally impactful endeavor which is also
powered by fossil fuels.
Electric cars also require significant amounts of lithium for the manufacture of batteries. Bolivia
has some of the largest deposits of lithium in the world. The desire to control lithium reserves
was likely on factor leading to a U.S. backed coup against the democratically elected
government of Bolivian President Evo Morales in November of 2019 and this Twitter exchange
between Elon Musk and his Twitter followers:
NORTHAMPTON, Massachusetts (IDN) – On July 24, 2020, Tesla’s Elon
Musk wrote on Twitter that a second U.S. “government stimulus package is not in the
best interests of the people.” Someone responded to Musk soon after, “You know what
wasn’t in the best interest of people? The U.S. government organizing a coup against
President Evo Morales in Bolivia so you could obtain the lithium there.” Musk
then wrote: “We will coup whoever we want! Deal with it.”
I am not suggesting that Musk had a hand in plotting to overthrow the Bolivian president, what
I am saying is that a Green New Deal type program will drive a massive increase in demand for
commodities that need to be sourced somewhere and there can be geopolitical and
environmental impacts that we might not otherwise be supportive of.
Electric cars also would require significantly more electricity to be generated to charge them
which in Montana currently requires more coal to be burned.
But what about generating the electricity from solar and wind? I have both solar electric and
solar hot water panels on my roof, and I feel good about that. Diving deeper into researching
the area in recent years however, I have come to learn more. The information quoted below is
from a research report written by Steven Bregman of Horizon Kinetics.
Solar:
− Solar panels are basically silicon semiconductor wafers that must, without exaggeration, be at least
99.99999% pure. Silicon dioxide, in the form of quartz, which is mined, is first heated to its 4,000°F
melting point, which requires fossil fuel power.
o Moreover, it must be heated in the presence of carbon (in the form of coal) to free an oxygen atom
from the silicon dioxide (SiO2 + 2 C → Si + 2 CO). 550 pounds of coal are required for every 1,000 pounds
of quartz.
o That product is then intensely heated, again, with fossil fuel, to achieve the necessary purity and
produce the wafers.
o The wafers are then heated again, to near the melting point of silicon, 2,570°F, in order to dope the
silicon with various rare earth metals to enhance its conductivity.

Most solar panels have a 20-to-25-year life. So far there is no plan to deal with the disposal of
used panels which are full of toxic metals. In addition, a solar power farm requires about 400
times more area than a nuclear or gas fired power generation plant. A city of 100,000 homes
would require an area of two square miles of panels to power it, without counting commercial
power demand. In the building of some commercial scale solar power plants in the Nevada
desert, biologists lament the process of going through large swaths of desert and pulling desert
tortoises out of their burrows so they can be relocated, a process that they seldom survive.
https://www.renewableenergyworld.com/2012/09/20/displaced-tortoises-for-solar-in-mojaveroils-environmentalists/#gref
Here is an article discussing this issue:
https://www.forbes.com/sites/michaelshellenberger/2018/05/23/if-solar-panels-are-so-cleanwhy-do-they-produce-so-much-toxic-waste/?sh=36f5742b121c

Here are some similar facts of wind power:
Wind:
− Each blade on a 2 MW turbine can be 160 feet long, and the tower height can be 400 feet. A 50MW
wind power farm4 would use 6,820 kilograms of steel and iron, and 21,230 kg of concrete. A deep and
wide foundation is required because of the forces generated so high atop an otherwise slender pole.

− The steel for the tower as well as the rebar in the concrete is produced by heating iron ore in a blast
furnace at 3000° F, and the fuel used is coke, which is coal that has already been combusted in a hightemperature kiln.
− Concrete, made with cement, is not only particularly energy intensive but also accounts for about 8% of
global CO2 emissions. Global agriculture (including animal husbandry) accounts for 9.9% of greenhouse
emissions. Alternatively, Industry accounts for 22% of global emissions, so cement production is about
one-third of that. The high energy consumption is because cement manufacture requires heating
limestone to 2,600°F, which requires fossil fuel, to produce calcium oxide.
o During the heating process, the lime is also combined with coal in order to convert the limestone,
which is calcium carbonate, to calcium oxide and carbon dioxide (CaCO3 → CaO + CO2). This produces
direct CO2 emissions.
o One cubic meter of concrete requires about 350 kilograms of cement, and it takes about 70 kg of coal
to produce that much cement.
The blades on a turbine are generally made of fiberglass, which is glass-fiber reinforced plastic. Glass fiber
production is highly energy intensive. Silicon dioxide must be melted in a furnace, which requires high
heat, and coal is the fuel. The plastic, like all plastics, is produced from petroleum. A 155-foot blade
weighs about 27,000 lbs. Hundreds of thousands of tons of blades are produced each year, and the
volume is rising rapidly.

And as we are learning, these large wind farms are located by design in the areas with high and
steady winds. But all kinds of raptors, birds and bats also use those same wind corridors to
migrate and travel more efficiently. The tips on a rotating windmill blade are often travelling at
over 100 mph and many birds are killed each year.
There is also no ability to recycle windmill blades and so they are piling up in landfills.
https://www.bloomberg.com/news/features/2020-02-05/wind-turbine-blades-can-t-berecycled-so-they-re-piling-up-in-landfills

So, the question is, how environmentally friendly is this ESG movement really? Don’t get me
wrong, I believe we need to continue to work on ways to be more environmentally friendly. But
there is too much data here that is not being talked about that suggests that this movement is
being sold to investors much harder and as much purer than what the impact truly is.
The Opportunity in Oil & Gas Today:
That is part of what creates the investment opportunity that exists today that I believe is one of
the best that I have seen in my career. Investors who recognize and participate in this will, I
believe, be handsomely rewarded over the coming decade. Successful value investing boils
down to trying to find and buy valuable assets that are trading at a fraction of what they are
worth. I think that describes this vital industry today, an industry that is inextricably woven into
nearly every aspect of modern life.
Increased U.S. oil and gas production over the past decade or so has resulted in a bunch of new
supply coming into the global oil market that has depressed the oil price. The price of oil
peaked in 2008 at about $140 per barrel and today it trades closer to $45 after spending time in
the $20s. It is priced now as if we will no longer use oil and gas within a decade or so. I just do
not see that happening.

The low price has made it less profitable to produce, and then combined with the sizeable
slowdown because of the pandemic, 80 out of every 100 rigs that were working two years ago
are shut down today. Major companies like ExxonMobile and Chevron has reduced their
exploration budgets by around 75%!
The shares of many of these companies have also fallen in price by 75 or 80% from where they
were just a few years ago. That is where we entered this trade, paying maybe 25 cents on a
dollar for the most vital and widely consumed resource on the planet. ExxonMobil was also
recently replaced as one of the thirty stocks comprising the Dow Jones Industrial Average, after
entering as Rockefeller’s Standard Oil in 1924. It was replaced by Salesforce.
In 1980, 8 of the ten largest companies trading in the U.S. were energy companies. Today, none
of them are, yet energy remains vital. It powers everything that moves when we look out the
window. It drives tractors that cultivate food, it is in fertilizer, the modern fabrics that we like to
wear etc. And of course, when we commute by car or bus, or travel by boat or plane that is
made possible by fossil fuels.
It can take years to find, prove and permit new wells, and according to a research report by
Horizon Kinetics that I read recently, “The risk is that the current declines in supply are creating
a structural deficit that cannot be reversed in a month, a year or even a few years. It could be
decades.” When supply and demand get out of balance by even a little bit in a vital commodity
like this one, the price can rise dramatically. I believe that we could see oil trading at $100 to
$200 per barrel within a few years, which would translate into terrific gains for early investors.
INFLATION
The other thing is that resources like these and all commodities are I believe, somewhere near
the end of a twelve-year bear market. They are trading at their lowest price compared to
financial assets like stocks of anytime in the last fifty years as that previous chart showed. Our
central bank along with many others globally are printing money like it is going out of style.
Some 35% of all U.S. dollars in existence todays were printed in 2020.
The only reason we have not seen rapid rates of inflation (except in stock, bond and real estate
markets) is because of reduced economic activity on account of the pandemic. But when that
money begins to circulate more rapidly as will likely happen as this pandemic abates with more
widespread use of a vaccine and Ivermectin, all that newly printed money may prove to be
highly inflationary. Rising inflation is also the stated goal of the U.S. monetary authorities
because it is one of the least painful ways of dealing with over-indebtedness.
So, we are looking at a massive change in the investment climate here because the last forty
years since 1980 or so have been all about falling interest rates and falling rates of inflation. We
may be about to turn that corner to the possibility of higher inflation. What assets do we want
to hold as investors in an inflationary environment? Real assets, like commodities, energy,
precious metals and real estate. One problem for me with real estate is that it is already trading

at a peak price because of interest rate dynamics, whereas the others I mentioned are at the
low end of their historical ranges.
If we look at the last period of high inflation, the decade of the seventies, stocks and bonds
performed miserably. The S&P 500 gained virtually no ground from 1964 all the way until 1981,
and if you bought and held through that seventeen-year time frame you lost 50% of your
purchasing power to inflation. By the end of that decade all most investors wanted to talk
about were real assets. Gold for example rose from $35 an ounce in 1971 to over $800 an
ounce in 1980.
Look at the cover of Business Week Magazine from near the end of this period in 1979
lamenting the destruction of the stock market and highlighting (circled) the performance of oil
and gold.

We have what I believe is a once or twice in a lifetime opportunity as investors to catch this
turn from the falling interest rates and falling inflation that has defined nearly our whole
investing lifetimes, to one where inflation returns. As is nearly always the case near these
turning points, both financial assets like stocks and bonds, and real assets like commodities,
energy and precious metals are priced as if the trend of falling inflation of the past forty years

will continue for another forty years. But these cycles always turn eventually. I, and many
experienced analysts I read, believe that we are nearing that point.
That is why I believe there is so much opportunity here. We can invest in the right assets to
hold for the coming decade at rock bottom prices before most other investors are aware of this
trend change. The inflation rate has already doubled off its bottom of a year ago but remains
too low to have garnered much attention.
I am not a fan of many of the impacts of the resource companies and I believe that they could
be more prudently regulated, and that we could easily cut our consumption in half by
producing cars that get sixty miles per gallon instead of twenty. But these are more political
issues that should be more prudently resolved, not necessarily flaws inherent in a fairly
miraculous resource that mankind was fortunate enough to inherit. The bottom line is that
unless we are willing to move to a cabin in the woods Daniel(a) Boone style, and start growing
our own food and making our own clothes, there is no getting our money out of resource
investing. Resources are the building blocks of modern life.
Even though I believe that a Hard Rain Is Gonna Fall in certain areas, it is possible with some
foresight to position ourselves so as not to get soaked, and perhaps even to prosper.
Let me know if you have any thoughts or questions.
Warm regards,
Ed

