
Talk to David Rosenberg
these days and you
know you’re talking to
a man who’s very
happy to have negotiat-
ed his release in the
middle of last year. A
man who chafed at the
sugarcoating applied to
his work by Merrill
Lynch’s well-oiled
teams of customers’
men — who knows
what David might have
been driven to, had he
spent more than six
months in Bank
America’s starched
vanilla ranks? 
Seriously, decamping
for the buy side, as
Chief Economist and
Strategist at one of
Canada’s top wealth
management firm’s,
Toronto’s Gluskin, Sheff
+ Associates, Inc., made perfect sense to the
native of the North Country. But it wasn’t in any
sense because Dave was about to put his bearish
tendencies into hibernation. He made that abun-
dantly clear when we chatted early this week.
It’s not that there’s nothing to buy, but that the
deleveraging process is not nearly complete and
risks remain high. Listen in and proceed with
caution.
KMW

Happy New Year.

To you, too.  

Prognostications are
no longer your game,
but tis the season —
Well, I’m not in the
business of publishing
specific numeric fore-
casts, as I used to at
Merrill Lynch. 

Now that you’ve
“transitioned,” as
you say, to the buy
side.
Right. I’m working at
Gluskin Sheff +
Associates Inc., which is
Canada’s pre-eminent
wealth management
firm, catering to high
net worth individuals,
and it has been a very
pleasant transition; it’s
a great work environ-
ment. 

You find the buy side more to your liking?
It depends on the sort of impact you want to
have.  You can be in the sell side as some talking
head economist and have your office in some
different tower than management or you can be
on buy side as an economist and be on the same
floor as management and meet with them every
day.  On the buy side, you don’t have a sales
force that is sugar-coating your views and you
don’t have a management that pretends you
don’t exist.  You also don’t have people complain-
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ing that you’re not bullish enough.  I mean, look,
we run 18 different strategies here, so that pro-
vides full diversification and my views are evolv-
ing continuously. But I just tend to find that peo-
ple on this side of the business tend to be a little
less — offended — when you express your opinions
and your views than
they are on the sell side
when you do that.

Less offended? Your
new colleagues
actually pay atten-
tion even if you’re not
shouting “buy!”, and
don’t take negative
comments personal-
ly? 
Yes. Not only that, but I
know for a fact that my
views were, to some
extent, sugar-coated
and filtered in my pre-
vious life.  It is just dif-
ferent on the sell side.
Here, it’s not a matter
of pushing product;
and it’s not only about
maximizing returns;
it’s also about focusing
on minimizing risks —
and the professionals at
Gluskin Sheff under-
stand that minimizing
risk is at least as impor-
tant as maximizing the
return potential.

I think you’ve also
mentioned a certain
appreciation of awareness that you’re not
making calls in a vacuum?
That’s right. It’s not about trying to gain atten-
tion. It’s not about maximizing your chances of
getting an Institutional Investor vote.  Believe
me, I know what drives sell side economists and
strategists, having been there.

I should hope so. You were on the top of
that heap for — how long was it? 
Well, in New York, I’d done that for seven years.

Long enough, clearly, to know the game.
And to have my reasons to prefer the buy side. 

There’s no getting around it, though: The
stock market and the economy surprised

you on the upside in 2009. Yet you contin-
ue to warn that this is no ordinary cycle.
I just tend to find that a lot of mainstream econ-
omists continue to look at this cycle through the
lens of a typical contraction/recovery cycle in
the post World War II period. But those cycles

weren’t credit cycles, or
at least didn’t involve
credit contractions.
Those economic con-
tractions were business
cycle declines in GDP,
in the context of what
was a secular expan-
sion in credit, dating
back practically to the
end of the Second
World War.  That secu-
lar credit expansion
went parabolic begin-
ning in 2001, around
the same time that
George Bush the
Younger introduced
the “Ownership
Society.” Sure, for a
time, it created
tremendous prosperity.
I remember all too well
that if you went up to
anybody and started
talking about the hous-
ing bubble back in
2005 or 2006, you’d
get looked at very
strangely.  In fact,
sometimes you’d get a
look that would be akin
to saying, “You’re call-
ing my kid ugly.” How

times have changed.

You were daring to question mom, the flag
and apple pie.
That was then. But what makes my view maybe
different than most everybody else’s today is
that I’m looking at this through the lens of a sec-
ular shift in behavior that typically happens
after a collapse in credit and asset values of the
likes that we endured over the past couple of
years. It has nothing to do, really, with the gov-
ernment-led rebounds in stocks and even in the
economy that we’ve had in 2009. History shows
that attitudes — consumer attitudes — towards
credit, towards home ownership, towards dis-
cretionary spending are typically altered for
years after a shock to the household balance
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sheet and to the
income statement of
the sort that we have
endured.  I mean,
we’ve lost more than
seven million jobs in
this cycle, almost 10
million full-time jobs.
On top of that, housing
values have collapsed
by over 30%. And peo-
ple somehow still
believe that we’re
starting in on some
new sort of sustainable
economic cycle! I’m
not so sure that is
going to happen.  I
think we’re going to
see significant pockets
of weakness in coming
years, and it’s not
going to be a straight
line.  That doesn’t
mean that this particu-
lar part of the reces-
sion isn’t over. But it
does mean that the economy, after sustaining a
trauma in the banking sector and in the housing
sector and in the job market, is going to remain
susceptible.

To what, swine flu?
To anything. To disappointment. People should
be braced for it. Lord knows, when you take a
look at most media outlets and Wall Street
research houses, I’m not so sure they fully grasp
that this is something different.  It doesn’t
mean that you’re not going to get growth from
the dramatic stimulus.  I mean, to think that
people are excited that the economy is “recov-
ering” when you have a $1.4 trillion budget
deficit, a $2 trillion Fed balance sheet and 0%
interest rates.  If the economy weren’t making
some sort of transition, that would be a story in
its own right. But the operative word is going to
be sustainability; that’s been the story in Japan
since 1990.  It was the story in the U.S. pretty
much from 1929 all the way through 1940. The
question was one of sustainability, even after
you got past the worst point of the cycle. After
you have a credit contraction of the magnitude
that we’ve endured, things are going to play out
differently than in a typical post-war recovery
cycle.

Everybody wants to believe that the 2009

rebound means it’s back to the races, now.
I think that today’s investor is different, by and
large. We have hedge funds and we have portfo-
lio managers and we have day traders and when
you take a look at the TV shows, they’re not
telling you about long-term investing; it’s really
about trading.  You have a show called, Fast
Money — but what’s that?  And you know it
never moves in a straight line. There have been
almost 300,000 rally points in the NIKKEI
since 1990 and what does that tell you?  That
market is still down more than 70% from its
peak.  We’re right now into this period where
we’ve had a vigorous government response —
globally — to the meltdown in asset values and
in the credit markets, so of course the markets
have responded. 

But that doesn’t mean all is well?
No. It’s basically like saying that after you run a
fever and you take a couple of aspirin, you’re
cured. You might start feeling a little better,
because the aspirin probably knocks down your
fever temporarily. But that doesn’t necessarily
mean you are on the road to recovery. The prob-
lem is we don’t have a lot of experience with
secular credit contractions. We have a large
sample, in the post World War II era, of month-
ly and quarterly data showing how the classic
business cycle works within the context of a sec-
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ular credit expansion.
Six decades of data. But
very few of us have any
data that can capture
what happens after you
have a credit collapse
of this magnitude.

Other than those
marvelous examples
of the U.S. in the
1930s and Japan,
starting in the
1990s. 

The downtrend is not a straight line, but I sus-
pect we’ll look back at this conversation — one,
two and three years from now — and we’ll chuck-
le that anyone was misled by last year’s rally.
You can certainly get a significant sugar high
from the initial policy response, as if we didn’t
see that in 1930, as if we didn’t see that after
Japan’s initial collapse of the early ’90s.  But if
you have the view that this was not a “Great
Recession”, as many economists call it, but that
it really was more on the lines of a depression,
as I do —

What is the distinction you are drawing?
I know that, unlike the Great Depression of the
1930s, it’s a depression that takes place in the
context of tremendous safeguards offered by the
public sector, whether it’s deposit insurance or
unemployment insurance or Social Security. We
didn’t have a dustbowl this time around. But
depressions are different than recessions
because a recession is just part and parcel of the
garden variety business cycle.  This depression
came in the context of an immense contraction
in credit that, by the way, is ongoing.  It is being
papered over now by the greatest incursion into
the economy, into the capital markets, by the
government in recorded history.  I mean in the
situation, for example, where one-fifth of per-

sonal income is now
being accounted for by
Uncle Sam’s generosi-
ty.

You mean by trans-
fer payments?
That’s right.  That’s
about triple what that
share was coming out
of LBJ’s Great Society
of the mid-1960s.  We
have a situation where
practically all of the

mortgage issuance now is coming via the influ-
ence, directly and indirectly, from the govern-
ment sector.  So we can, for a time, give the illu-
sion that we have some sort of recovery going
on. And if GDP is your only metric of economic
health, well you can certainly point in that
direction.  The operative word, as I said, is
going to be sustainability.

You distrust GDP as an economic metric?
I’m not going to say it’s a rotten measure; but
it’s not the only metric.  All the economic
growth in the U.S. in Q3 was due to government
stimulus. And just about all the growth in the
current quarter is a declining rate of inventory
destocking. I reiterate that what is normal after
a recession ends is that the first quarter of
growth sees real GDP expand at a 7% annual
rate, not 2.2%. Indeed, 2.2% was the weakest
quarter to follow a recession — assuming we are
out of recession — in recorded history. When
you count all the underutilized resources of the
labor market, the unemployment rate is still
17%; it’s close to a record high. Put another
way, it means that basically one in six
Americans is either unemployed or underem-
ployed. Well, just try telling them how signifi-
cant GDP growth is at this moment in time.  We
have one in seven Americans with a mortgage
either in the foreclosure process or in arrears.
Well, try and convince them that we have a sig-
nificant recovery on our hands today.  We have
a situation where 25% of all of the folks who
have a mortgage, 15 million in total, right now
have negative equity in their homes. Try con-
vincing them how great things are right now.
And one really has to wonder what sort of recov-
ery we have in the housing market when a 5%
mortgage rate can’t lift mortgage applications —
the purchase index is down 28% from what were
ultra-depressed levels of a year ago.

You’re just an endless source of depress-
ing statistics.
And just as evidently, not very influential in
Wall Street any more. According to the latest
Investors Intelligence poll, the share of PMs who
are bulls now stands at 48.3% versus 16.9% for
the bears. In other words, there are three times
as many bulls out there as there are bears. The
financial industry is dominated by wearers of
rose-colored glasses. Now, the stock market and
the economy can remain divorced from reality
for an extended period of time. The markets, as
we have seen in the recent past, are not always
rational. Ultimately, it’s either going to be a
case, where the marketplace ratchets down to

welling@weeden JANUARY 8, 2010    PAGE 4



the fundamentals or the fundamentals play
catch-up to the markets. But as far as the eco-
nomic outlook is concerned, the range of possi-
ble outcomes is as wide as I’ve ever seen in my
professional life — and beyond. 

And beyond?
Beyond anything I’ve seen personally, or stud-
ied. I mean, take a look at the Fed — the Chief
Economists for the country as a whole, the
FOMC, the chief policymakers of the Federal
Reserve — and take a look at their forecasts out
to 2012. You have one Fed official who thinks
we’re going to go back to full employment by
then and another Fed official who thinks we’re
going to have borderline deflation.  So even the
folks at the Central Bank really don’t have much
of a clue. Yet at the same time, there’s this
dichotomy. The equities markets would have
you believe that we’re afloat on a sea of calm
and tranquility. That’s what the VIX Index bare-
ly above 20 is telling you. That this calm is
going to persist. 

Don’t you find that very low reading on
the VIX pretty spooky?
Yes, I do.  Not just the VIX but the groupthink. 
Barron’s just a few weeks ago surveyed a dozen
strategists about the 2010 outlook; each one
was calling for an up market. Not one was will-
ing to buck the trend. The average was up 11%,
to 1240 on the S&P.  Consensus was $76 of EPS
and +3.2% real GDP. Nine of the 12 forecast
higher bond yields, to 4.25% on the 10-year. 

There wasn’t a double-dipper among them?
Nobody called it.  This is a situation where —
look, you can’t blame people for wanting to be
optimistic.  That’s human nature.  But then
again, when you’re in the money management
business, you have this fiduciary responsibility
in terms of being the custodian of your clients’
capital.

I’m sorry, did you say a fiduciary responsi-
bility? How quaint.
Well, it’s not about being bullish or bearish; it’s
about being realistic about the outlook — and I
say that full well knowing that we had last year
the biggest rally, ever,  off the lows historically.
But I wasn’t telling people to go into cash last
year.  I was telling them to go into commodities
and into credit, which seemed to be more rea-
sonable places to be. And notwithstanding what
the stock market has done, the message being
sent now — that we’re going to have GDP
growth of 3% to 3.5% this year and that we’re

going to have earnings growth of 30% or more
and that the market’s going to make new highs
— if anything, this is the nearly universal view at
this point in time — isn’t realistic, either. As Bob
Farrell once said (and he is my hero) —

One of mine, too.
“When all of the forecasts – and experts —
agree, something else is going to happen.” So
I’ll be content to adhere to that tenet at this
moment in time.  

Just to be contrary?
Not just to be contrary. Because those aren’t
realistic expectations for a fiduciary — or any-
one else. I ran some simulations back to 1955
and found that, historically, what is normal is
that every basis point of nominal GDP growth
typically generates 2.5 percentage points of cor-
porate earnings growth. So comparing the $76
of operating EPS the consensus sees for the
S&P 500 next year, with the likely $56 in 2009,
implies that the crowd expects earnings to
climb on the order of 36% this year. That, in
turn, would require a 14% increase in nominal
GDP, which is basically impossible. 

Impossible?
Okay — a spurt that strong was last recorded in
1951, so let’s be fair. It’s a 1-in-58 event. In the
past 75 years, there were a grand total of six
years when profit growth topped 30%, and
guess what? That pace of profits growth
required, on average, 10% growth in nominal
GDP. Which last happened 25 years ago. Any
way you slice it or dice it, achieving the consen-
sus profit forecast is an extremely low-odds sce-
nario. Meanwhile, the consensus basically sees
4% nominal GDP growth for 2010, which would
suggest a 10% profit rise in 2010, which implies
a solid but somewhat less exuberant $62 EPS
call for the year. 

Anyone who places much stock in earnings
estimates, especially this early in the year —
Right. Remember, this time last year the con-
sensus was at $77 operating EPS for 2009 and
we got $56. What saved the market was the
Geithner & Bernanke show. What do they do for
an encore this year?

Good question. You tell me.
Keep that last point in the back of your mind.
What sort of earnings did we end up with for
2009 when all was said and done? Try $56 EPS,
or 27% below what “market participants” were
predicting when the year began. Forget all the
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calculations off the
“artificial” March
lows. Forget the 25%
slide in the first 10
weeks of the year to
that awful trough. Here
is the reality: The S&P
500, from point to
point, rallied 23% in
2009 even though
earnings for the year as
whole came in a whop-
ping $22 a share below
what was being priced

in at the start of the year. Now that is remark-
able. It almost wants to make you believe in the
tooth fairy. I am sure that if I had told you, on
Dec. 31, 2008, that the market was looking for
$77 of operating EPS for 2009, but $56 is all we
would muster, you wouldn’t have told me that
your price forecast for year-end would be 1,115.
Yet here we are today, and the same consensus
crew is calling for just about the same level of
earnings again — this time for 2010. If the con-
sensus is correct, the market is sitting very
close to fair-value with a 15x forward P/E multi-
ple. If I am right on earnings, then we are look-
ing at over an 18x forward multiple, or a market
that is overvalued by 22%.

In other words, the hangover just isn’t
going to go away easily? 
Exactly. Again, the key is that people are look-
ing at this as a classic recovery from a garden
variety recession, while we are really still in the
midst of an ongoing credit contraction. It is so
very evident in the bank lending data.  And in
the ratio of household debt to personal dispos-
able income. We’re not going to have a sustain-
able recovery get underway until the ratio of
household credit to personal disposable income
reverts to the mean — and goes to an excess in
the opposite direction. That sounds harsh, I
know, but we shall endure. We’ve done it

before. Transitions are
rarely without pain. 

Granted, but you’re
talking pain on enor-
mous scale —
Right. The ratio of
household debt to dis-
posable income is up
from 30% back in the
1950s to 125% today
(though down from
139% at the peak in

2007). Mean reverting to a ratio closer to 60%
means that the deleveraging process will be a
multi-year event and by the time it is over, more
than $7 trillion in additional household credit
will have to be extinguished — so I have a tough
time believing that you’re going to build an
inflationary environment out of that.  I have a
tough time believing you’re going to build a sus-
tained increase in interest rates out of that. I
have a tough time believing that, as the house-
hold sector continues to extinguish its debt and
raise its savings rate, you’re going to get the
economic and profit growth that’s embedded in
today’s equities valuations. And I have a tough
time seeing the banks continuing to lead any
kind of advance. 

A willing suspension of disbelief is one
thing in the theater, but in the markets? 
That’s the idea. Especially when you keep in
mind, as I said, that there are 15 million
Americans who are now upside down in their
mortgages.  You have a tremendous potential
foreclosure supply that, in the next few years,
you’re probably going to see hit the market at
some point. Which could put another down leg
into the outlook for home prices.

And for the financial sector. You’re not
talking about potential foreclosures on
marginal subprime loans at this point;
you’re talking about prime mortgages. 
Yes. This view that home prices stabilized, I
think, has been a false dawn, brought about by
the foreclosure moratoriums and all the other
interventions by the government. I mean, if you
don’t allow the markets to clear for a time, you
can get an artificial stabilization in home prices
but my sense is that you can only play around
with Mother Nature for so long.  If you’re talk-
ing about an ultimate mean reversion, it means
that you break beneath the mean, especially
after a bubble as large as the housing bubble
was breaks. When you take a look at house
prices to rents or house prices to income, you
can easily build a view that home prices can go
down, minimally 10% from here. 

Can you be more specific?
Sure. U.S. pending home sales plunged 16%,
month over month, in November, far worse
than expectations and wiping out the gains over
the past four months that had most folks believ-
ing that a recovery was at hand. On a year-over-
year basis, pending home sales are up 15.5%,
which seems firm; however, part of this
increase reflects the 4% plunge in November
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2008. And the reality is that this is more evi-
dence of how these government programs do
more to disrupt the data flow than to actually
provide any lasting stimulus. As with Cash for
Clunkers, all the housing tax credits have done
is lump a lot of sales into September and
October — the demand was already filled
because everyone thought the program was
going to expire. Imagine what happens to the
real estate market when the tax credit measure
lapses and the Fed’s mortgage buying subsidies
end at the end of the first quarter.

How much worse could it get?
Well, the collapse in housing values has yet to
fully mean revert towards rental rates. To do so
would imply another 10-15% decline in residen-
tial real estate prices, which I see as a major
cloud over the 2010 economic outlook (the
same holds true on a home price-to-wage basis).
A decline of that magnitude would take the
number of households under water on their
mortgage from 15 million (25% of the mort-
gage population) to 30 million, or fully half of
the mortgage population. [See nearby chart.] 
Then the next question would be what is that
going to do to consumer confidence; what will
that do to household wealth; what will that do to
further default rates and to the banks’ ability,
let alone willingness, to extend credit?  

You’re making this too easy, interviewing
yourself. But I bet none of your answers is
positive.
You’re correct. We’re still on this trend line in
the economy that is down, not up, but there’s
always going to be intermittent noise around
that trendline that can just as easily be up as
down. That’s what we’ve seen since last March.
But if you’re going to ask me, is there tremen-
dous risk right now in the equities markets—

Okay, if you insist. How risky is this market?
The answer is, very. Premised on my view of
profits and output and spending and employ-
ment, the answer is that there’s tremendous
risk in this market.

Despite all the news flashes about better
than expected holiday sales at retail, and
strong December car sales? 
What’s strong? Car sales were down 10% year-
over-year, in December of 2008 and the num-
bers came in, say plus 1% for this last
December.  Well, meanwhile the population has
grown by more than 1%. So, per capita, car
sales have basically stagnated. The best you

could say is that bench-
marked against earlier
expectations of another
negative holiday shop-
ping season – we didn’t
get the negative.  But
to boast about a plus
1%, when that’s com-
pounded off of a minus
10% of a year ago —
well, the trendline is
still pointing very
directly south. Again,
the answer is that it is
noise, we’ve been benchmarking everything
year-on-year to what was the worst economic
performance since the 1930s so everything on a
year-over-year basis is going to look good.  Yet
there was an article in the Wall Street Journal
about how December auto sales at an 11 million
annual rate were something to get excited
about. Meanwhile, replacement demand is clos-
er to 12 million — but you see, that’s the new
normal. The old normal, the average number of
cars sold annually, was around 16 million.
Today, we’re getting excited about 11 million.
That’s what I mean about what happens in a
post bubble credit collapse. The level of every-
thing is shrunk. If the unemployment rate goes
from 10.2% to 10.0%, that’s cause for a lot of
excitement; that’s the new normal.  Meanwhile,
most people, in their entire lives, haven’t seen a
double-digit unemployment rate.  That’s why
the psychological aspect of what’s going on
right now is such a wildcard. I think, as the dust
settles and people come to see that the recovery
is not going to be a straight line up, that there
are going to be limits to the ability of the gov-
ernment to continue to offset the contrac-
tionary impact of declining credit and the
prospect that we could see home prices take
another leg down, just looking at the real out-
standing supply, which is well over a year’s
worth, that we could see expectations reverse
course pretty quickly — as if we already haven’t
seen that take place in the past two years.
We’ve just been on this tremendous roller coast-
er ride; people hyperventilate and tend to get
caught up in the moment.  So right now it’s all
about the ISM index, followed by nonfarm pay-
rolls, what’s next quarter’s GDP going to do —
and all this is noise around the trend line. 

At bottom, you’re not even sure we’re out
of the recession, are you? 
I’m willing to give it the benefit of the doubt.
But if the recession is over, it’s rather alarming,
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because normally, as I said, coming out of a recession the first quarter of
positive growth is more like 7% than the 2.2% we had in this supposed
first quarter of post-recession activity.  That would make it the weakest
quarter following a string of declines we’ve ever seen — and people still
have it in their minds that we have a V-shape recovery at our fingertips.
The reality is that  80% of the time, that’s usually a very good forecasting
tool for the future, telling you whether you’re going to get above-average,
or below-average economic returns over the next few years. 

You’re saying the odds favor a punk recovery, at best.
I am saying that the financial situation in what is still the world’s largest
economy — the BRIC countries haven’t changed that fact quite yet —
remains extremely tenuous, despite zero rates, a $2.2. trillion Fed balance
sheet and a Fed chairman who has pulled out a tool kit no one has ever
seen before. Oh, and don’t forget our 10% budget deficit to GDP ratio. All
of that, and all we got was Q3’s piddling 2.2% rebound. The economy
actually responded more dramatically to the New Deal back in the mid-
1930s, though the Depression didn’t end until the 1940s. 

What did they know that we’ve forgotten, other than not to bail
out AIG counterparties and such? 
I’m not sure.

Could it be related to the fact that our grandfathers didn’t have to
deal with derivatives and securitizations?
Could be. I gathered four charts recently [the ones on this page] that show
quite clearly how little effect all the government’s policy stimulus is exert-
ing, leaving it little choice but to continue demand-growth policies, like
extended and expanded housing tax credits and the Fed, Treasury and
FHA doing all they can do to keep the credit taps open — even for marginal
borrowers. More specifically, the charts demonstrate that the transmission
mechanism from monetary policy to the financial system and to the broad
economy is still broken fully 2.5 years after the first Fed rate cut. Cash on
bank balance sheets as a share of total assets is at a three-decade high.
Bank lending to households and businesses has contracted more than 7%
from a year ago, an unheard-of rate of decline unless you want to go back
to Japan in the ’90s or the U.S.A. in the ’30s.

Not particularly, if we have a choice.
Well, the money multiplier is breaking down and the velocity or turnover
of money is still showing no signs of turning around; perhaps some stabi-
lization at best, but at a very depressed level. This is why deflation, not
inflation, is the principal risk in 2010, and why it is that utilities, the most
out of favor equity group, may be the surprise for the year — that 4.1% divi-
dend yield looks very juicy next to the sub-2% yield for the overall market.

There are an awful lot of bond market bears out there, convinced
the Fed’s massive monetary maneuvers can produce only one
thing: Extraordinary inflation.
They have it backwards. Deflation is the No. 1 risk in the U.S. Bank lend-
ing is down 3.2% from a year ago. Wages and salaries are down 3.6% from
a year ago. Non-financial profits are down 6% from a year ago.

Manufacturing capacity utilization rates are 68.4% and the U6 unemployment rate is 17.2%.
(Inflation? Come again?) I will concede, though, that the initial jobless claims data out of the U.S.
does suggest that the pace of firing — thankfully — has subsided dramatically. The money supply
(M2) is up 5% but velocity is down 5% from a year ago.  Home prices are still in the hole by 8.5%



compared to a year ago. Moreover, net effective
rents are down 3.5% from a year ago according
to a survey just compiled by MPF Research with
the U.S. vacancy rate climbing to 7.8% from
4.8% at the end of 2007.
Stick that net effective rent number in the CPI
and I have news for you. Core inflation may be
closer to 0% than many think (it’s currently
reported at 1.7%).

As I recall, Japan had a lot of positive
quarters of GDP growth sprinkled through-
out their own dismal decade-plus, which
didn’t turn out to herald any great
rebounds. 
Right. Another source of drag in this deflation-
ary environment is the budget crunches that
most of the states find themselves in. Tax rev-
enues are down anywhere from 7% to 10%, year-
over-year, and the state and local government
sector is almost twice as large as the federal gov-
ernment, so their budget woes will act as quite
an offset to all of the fiscal stimulus coming out
of Washington. We’re going to see a lot of strin-
gency out of state and local governments
because they’re not allowed to run operating
deficits. Another cloud on the outlook is, of
course, what’s happening to small businesses,
which are concerned about everything from
credit to healthcare reform and taxation, not to
mention what a plethora of new regulations
could do to their operating costs. It’s not an
environment that is encouraging them to be lib-
eral when thinking of hiring or capital expan-
sion — if they’re even doing so with credit scarce
and capacity utilization levels scraping along at
near-record lows in many industries.  

How bad really is it out there for small
businesses? 
It doesn’t take much more than a glance at the
chart on the opposite page, of commercial bank
lending, to see the picture isn’t pretty. Another
indication that small business is still caught in a
credit quagmire in what’s become a “late pay-
ment society” comes from PayNet.  It says that
the percent of small business loans that have
been behind for 180 days or more rose to 0.91%
in November from 0.87%. Accounts in arrears
for at least 30 days jumped to 4.33% from
4.19%. This is not a good portent for the job
market, since the small business sector
accounts for two-thirds of the job pie. Small
business, by and large, is not likely to expand
employment or capital spending in 2010.

There doesn’t seem to be much chance of

you being mistaken for a bull —
Yet I get asked all the time, why the rally that
started last March couldn’t be the start of the
next great bull market — like August, 1982 —

I remember it well—
I’m actually preparing a chart [above] I’ll send
you. But basically,  while some of the economic
data points have been better of late, housing is
looking soft again — and there’s a whole lot of
growth priced into equities here, making them
a show-me situation. Which they decidedly were
not, back then. Today, the S&P is in a big rally
within a secular bear market and trading
momentum could very well carry it further.
Back then, all equities were friendless and ral-
lies suspect. The S&P today is not at the start of
a new bull market. 

But you are attracted to commodities and
Canadian-dollar-based investments? 
Well, as the saying goes, in the land of blind,
the one-eyed man is king, and in some respects,
Canada is the one-eyed man.  I’ve been in the
business now for about three decades and I
don’t remember a time when the upside poten-
tial in Canada relative to the U.S. was as high as
it is now and when the downside risk, versus the
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Today vs. 1982
Why This Is Not The Onset Of A New Secular Bull Market

United States 1982 2009
Fed funds rate 18% and only one way to go (down) 0% and only one way to go —
up
10-year bond yield 15% and falling 3.8% and rising
Monetary base $170 billion and rising $2.2 trillion and stable to falling
Budget deficit-to-GDP ratio -3% and moving towards a surplus -10% and steady or falling from here
Household debt-to-personal 
disposable income ratio 62% and rising 123% and falling
Inflation rate 10% and falling 0% and rising
Savings rate 10% and falling 4% and rising
Unemployment rate 10.8% and falling 10% and rising
Misery index At 16 and falling At 12 and rising
Labor force participation rate 64% and rising 65% and falling
Tax rates (highest marginal) 69% and falling 35% and rising
Union share of the job market 20% and falling 12% and rising
Global trade barriers High and falling Low and rising
Profit margins 
(room for expansion?) 6.0% 10.0%
S&P 500 P/E ratio 
(1-year trailing) 8.0x 20.0x
P/E ratio (10-year 
normalized in real terms) 7.0x 23.0x
S&P 500 price-to-book ratio 1.0x 2.2x
S&P 500 dividend yield 6.0% 2.0%
Investor sentiment 10% bullish 88% bullish
UofM opinion on
government policy 80% and rising 80% and falling
Baby boomer population Median age is 25, Median age is 52, 

peak spending & investing years retirement focus ahead
ahead (capital gains) (capital preservation)



U.S., was as low as it is, whether you’re talking
about fiscal or financial, economic or political.
I haven’t seen this before: A right-of-center pro-
business government in Ottawa and a (certainly
within a U.S. context) left-wing, more pro-labor
government in Washington.  I mean, even when
we had Pierre Trudeau smoking cigars with
Fidel Castro, America had Jimmy Carter! Then,
shifting from politics to the fiscal side of things
— and no country is pristine, including China —
you have the U.S. with 10% deficit ratios and
Canada, where they are more like 4%. When
you look at what that means to future tax rate
differentials, the answer is pretty obvious.  As
long as the Asian economies can maintain, not
necessarily tremendous vigor, but even positive
growth rates, the implications for commodities
should be positive — and Canada has triple the
exposure to raw materials that the U.S. has.
Whether we’re talking about market capitaliza-
tion, production, exports. Raw materials are
what Canada is blessed with.  During the bear
market in commodities in the 1980s and ’90s,
when it was all about the knowledge economy,
and much less about raw materials, before
China joined WTO, they were an albatross
around the neck of most Canadians and one of
the reasons why the Canadian dollar went down
to almost U.S.$0.60.

This may just be a short-term squiggle,
but the Baltic Dry Index has been sending
bearish signals on commodities —
It’s rolling over and that is a source of near-term
concern.  Then again, when you take a look at
gold or some of the other commodities, they
were also correcting, especially gold, during the
period when the U.S. dollar was entering into
that counter-trend rally over the course of the
past month and change.  But I look at that more
as background noise.  The Baltic Dry Index can
often be influenced by things that are outside of
the realm of global demand or supply of
resources.  The longer term outlook, I think, is
still rather constructive.

And you still like gold?
Yes. It comes down to supply and demand.  The
demand for gold is rising.  I say that with all due
deference to the decline in jewelry demand. But
it’s the folks with the deepest pockets who are
starting to buy gold — namely, the central
banks, especially the Asian central banks, and
their share of bullion is still close to rock bot-
tom levels.  Gold now represents a mere 2%
share of emerging market central bank FX
reserves compared with over a 10% share glob-

ally. These are the regions whose FX reserves
are expanding the most (adding an estimated
$800 billion in the past year). China, for one,
has added 450 tons of gold to its cache over the
past two years. 
The reality is that greenbacks still make up 75%
of the $5 trillion of FX reserves managed by
emerging Asia central banks. Yet in terms of
“flows”, dollar accumulation at the margin is
down to 30% as these monetary authorities
seek to diversify their holdings — and gold will
continue to be a big beneficiary from this re-
allocation process. An ultimate move to $3,000
an ounce in coming years cannot be ruled out.

So you’re bullish on something after all —
but why the yellow metal?
I think you’ll continue to see diversification
into gold — treating gold as a currency.  Gold,
you don’t really look at as industrial metal; it’s
not going to heat your home; it’s not going to
produce any widgets. But it’s a store value and
its supply function is much more certain than
the outlook for fiat currency growth, especially
as the Fed and other central banks continue to
focus on priming the pump and ensuring an
economic recovery.  So it’s just about supply
and demand.

“Just” supply and demand?
Most of the world’s supply of gold is above-
ground.  Mine supply peaked about a decade
ago and when you look at what U.S., money sup-
ply has done since then, it has more than dou-
bled.  So it comes down to the outlook.  We
measure gold in dollar terms.  Tell me what the
outlook for supply and demand is for gold and
then what the outlook is for supply and demand
for dollars.  How, ultimately, are we going to get
out of this debt morass? It’s not going to be
through defaulting. Will we raise taxes? Cut
spending? If we don’t do those things, what
most other governments have done in the past
was just inflate their way out.
And the one thing the U.S. has, because the dol-
lar is still the world’s reserve currency, is a
printing press. Ben Bernanke has written about
this extensively in the past.  So when you take a
look at the relative supply of dollars against the
supply of gold, and you look at how central
banks are behaving — the one thing I will say is
that gold is something you want to buy on the
pullbacks. It just pulled back to the 60-day mov-
ing average and bounced right off of it.  That’s
exactly how you want to play it.

This is just a wild guess, given your liking
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for gold, but I suspect you’re not a fan of
the financial stocks?
Right you are. The banks are anxious to pay off
their TARP money to avoid compensation limits
— but they’re also so doing so supremely confi-
dent that if they fall into problems again, they
are too big to fail, and Uncle Sam has already
established the ‘bail out’ precedent. Nobody
seems to notice that of the $7.4 trillion of U.S.
banking sector assets, there are still some $346
billion that are classified as “Level 3” illiquid
loans — or the equivalent of their entire core
capital. According to the Economist, these
loans are being carried on the banks’ books at a
$76 billion premium to ‘fair value’, suggesting
that we are nowhere close to achieving true
price discovery.

I’m shocked, shocked, I tell you. And I
can’t imagine anyone else is, either, if
they’ve paid any attention at all.
One has to wonder what sort of year lies ahead
for the financials, which led the bear market
rally of 2009. If the FASB is successful in imple-
menting new accounting rules, it will rectify
these valuation gaps, which in turn will reduce
shareholder equity and regulatory capital.
Indeed, perhaps it is these concerns that have
undercut the financial sector shares, which are
down close to 10% from the nearby highs and
have basically done nothing now for four
months despite the massive subsidy the banks
are receiving in the form of the super-steep I-
shaped yield curve.

And the financials have led this rally. For
that matter, they led the market down in
the rout of 2007, too.
When it comes to the financial stocks — and to
equities generally — the public seems to have a
better grasp of what is going on than the main-
stream sell-side strategists, who continue to rec-
ommend that private clients take on undue
risks. Instead, the typical retail investor is
thanking his/her lucky stars that he/she can
now get out of his/her equity position at a 65%
premium to the price levels we saw at the lows
in March. There is no way that Ma and Pa Kettle
ever dreamed that they could liquidate at these
prices so soon off the lows — and that is what
they are doing.
Instead of capitulating and throwing money at
the market in classic price-chasing fashion, the
general public is also changing the way it
approaches its investments — just as it is chang-
ing its approach towards budgeting, borrowing
and housing. These are secular changes, as the

post-bubble history
book attests. So it is
interesting to see that
nine months and 65%
off the market lows,
individual investors are
not being lured by Wall
Street research and the
media into adding to
their already over-
weight equity positions.

They’ve certainly
been selling equity
mutual funds—
Right. They’ve continued to sell into the rally
and rebalance their portfolios. More than 25%
of the household asset mix is still in equities;
ditto for real estate. But less than 7% is in the
broad fixed-income market. That is the part of
the asset mix that is expanding the most, and
sorry, this is not some
sort of “contrarian”
call for the equity bulls
but rather a sign, yet
again, that a funda-
mental shift in behav-
ior is taking place. Get
on the bus or you will
be left behind.
The big call for 2010
may be less on what the
economy and Fed do,
and more on what hap-
pens with fund flows. 

You’re betting retail investors will keep
selling equities?
The question is, will their selling outlast the
buying from hedge funds and short-covering?
The story for 2009 was that the equity market
received some strong buying power from mas-
sive short-coverings as the government cor-
ralled the banking sys-
tem, hedge funds
regained their taste for
leverage, and mutual
fund portfolio man-
agers took their cash
ratios back to late-2007
levels. But while the
institutional buying
was solid, conspicuous
by their absence,
beyond the corporate
insiders, were retail
investors. They were
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not just on the sidelines, but net sellers through
most of 2009. We just got the mutual fund data
for the past month and the past week, which
only reinforced that trend.

What’s the data show, more specifically?
American retail investors pulled $2.8 billion
out of equity funds in November, the third out-
flow in a row. Year-to-date, stock funds saw net
redemptions of $4.1 billion despite a 20% up-
year in the market, and this followed a $213.5
billion outflow in 2008. It may be safe to say
that the equity cult is dead. When it makes it to
the front pages of the tabloids, as it did in
August 1979 with the now-famous
BusinessWeek cover at that time, then maybe it
will be safe to call for the true bottom — maybe
three years down the road.

Okay, but isn’t that fresh cash all the “dry
powder” the bulls love to point to, sitting
on the sidelines?
Well, investors are also liquidating their money
market funds — there were outflows totaling
$46.7 billion in November and $71.8 billion in
October. But that money is not heading in the
direction of the equity market, either. Bond
funds took in $44.9 billion in November — the
fourth highest ever — and through the first 11
months of 2009 the inflows to fixed-income
funds came to a record $349 billion; and this
doesn’t include the $20 billion that went into
hybrid funds in 2009 (+$3.4 billion in
November). The investing public’s ongoing re-
allocation towards the bond market was also
evident in the weekly data (to December 23rd).
Instead of being lured by the move in the S&P
500 and the Dow to new 15-month highs, and
instead of being scared off by the increase in
market yields, retail investors plowed another
$8.2 billion into bond funds (on top of $9.87
billion the week before) and this was almost
triple what was put into equity funds.
Take note, too, that U.S. equity PMs are now at
the very low end of the historical range in terms
of cash ratios, at 3.9% (versus nearly 6% back in
March) — right where they were in October
2007 at the market peak.  Meanwhile the liquid-
ity ratio for government bond funds, and for
corporate bond funds, as the charts show, are
hovering close to the high ends of their respec-
tive ranges.

You’re suggesting retail investors are the
smart money here? Isn’t that taking con-
trary a mite far?
The equities bulls will tell you that the next leg
of the bull market will see the retail investors
capitulate and start to throw money at the stock
market.  My answer to that is, well, why haven’t
they done that already?  You’ve had a nine-
month, 65% rally and they’re still not buyers of
equities.  Instead, what they’re doing is diversi-
fying their portfolios because the household
sector has less than 7% of their assets in fixed-
income and 25% of their assets in real estate
and another 25% in equities.  I think this is
actually a purposeful and desirable rebalancing
of their portfolio.

Making them, in this case, the smart money.
It’s a matter of focus on income orientation,
capital preservation.  That has not been lost on
the retail investor.  That’s the story of the past
year, even in the face of the 65% rally in equities.
So the question becomes, who is going to be the
marginal buyer of equities? We had that wonder-
ful secular bull market from 1982 to 2007; we had
the short covering and the technical part of the
rally. We had all of the institutional buying. But by
the mid-1980s, the retail buyers showed up, and
for good reason. We had a cheap stock market
coupled with tax rates going down, sustained eco-
nomic growth, expansion of the household bal-
ance sheet, positive credit growth, government
getting out of the way, deregulation and lower
interest rates.  The stars were in alignment, in
other words. Now, however, they’re not so
favorable.

Thanks, Dave.
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