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2011 was one of the most difficult for professional portfolio managers.  Economists 

lowered their forecasts weekly and most put the odds of a 2012 recession at twenty five 

to fifty percent.  Given the debt structure of the economy, we could have easily fallen into 

a debt default deflationary spiral that would mirror the Great Depression.  Unemployment 

would double. It remains the Fed’s greatest fear. The scare of a double dip recession 

during the late summer drove the market down twenty percent.  Virtually the same 

percentage decline as the Crash of 87, it simply took a matter of weeks instead of one 

day.  The high risk levels drove money into the defensive Blue Chips that dominate the 

S&P 500.  Beyond the S&P 500, the rest of the market lagged, especially small cap 

stocks.  This led to portfolio managers as a group to lag the market.  A huge 62% of all 

stocks lagged the S&P 500.  This is symptomatic of a market afraid of the economic 

fundamentals.  If you wandered too far from Exxon, Apple or GE, you were looking for 

trouble.  It is the small cap stocks, however, that most managers use to deliver out-

performance.  They do out-perform in the long run, but they are also dependent on 

economic stability. 

 

Another factor that troubled managers was the intense volatility of the market. In the 

absence of any economic resolution, anything could have happened to the market.  High 

Frequency Trading started pushing the market to extreme swings exacerbating the 

nervousness of long term investors.  Volatility has always been, in my cynical opinion, a 

way to transfer money from investors to traders.  Investment uncertainty left many 

portfolio managers with what they consider random results.   

All this has recently changed as the economy has picked up nicely, decreasing volatility.  

The broad market has started to do well.  Economic confidence is returning and the job 

and housing markets continue to mend and improve.  Money is flowing to the US.  This, 

of course could be threatened, especially by Europe’s financial problems, as the giant has 

slowly sunk into a recession. 

 

We believe that Europe will repair itself.  It will be slow and cumbersome, but it will 

happen.  Unfortunately, it will not happen to Greece.  We are about to wipe out half of 

Greece’s sovereign debt but the place still looks hopeless.  The Wall Street Journal 

recently showed a picture of young men who were “protesters” dressed in black and 

carrying large thick sticks.  They were peaceful and nobody bothered them, nobody.  The 

rough numbers I have seen on Greece claim that the number of Greek government 
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workers is double the amount of private workers.  Everyone retires at fifty at eighty 

percent of their salary and tax collection is abysmal.  I have read nothing that indicates 

any change of these policies.  They need to wake up from a long dream.  It will get ugly, 

but Greece, as small as it is, can be contained.  I think they will ultimately leave the EU 

as a bad member, but every other country will be financially repaired and continue to 

grow.  Europe’s economy is very resilient like Japan, but like Japan Europe   has little 

chance of any meaningful growth anytime soon.   

 

The risk of European credit problems to the US is quite limited.  Our banks have dialed 

the risk way back.  Europe’s decline will also be cushioned by the rest of the world’s 

growing GDP.  For the US, the Emerging Markets, Asia and Latin America, can offset 

any weak influence by Europe’s mild recession.  Therefore we conclude that the US 

economy should slowly improve this year. 

 

Government policy and the US economy are at a crossroads.  Government layoffs and 

decreasing defense spending are not enough to offset the massive increase in government 

healthcare spending.  We begin with government spending at close to twenty-five percent 

of GDP.  This is by far the highest percentage since World War Two.  The Obama 

Administration would love to close this gap by raising Federal Income Taxes to twenty 

five percent of GDP.  The problem is that the percent of taxes the Fed receives has been a 

steady eighteen to twenty percent, regardless of the marginal tax rate.  This is because as 

tax rates rise, the marginal entrepreneur closes their business and lays off employees, 

leaving tax receipts the same.  This phenomenon, known as Hauser’s Law, prompted me 

to ask Jack Kemp years ago in a public forum whether anyone in Washington has 

investigated what the optimal tax rate is for both economic growth and tax receipts.  He 

looked confused and then digressed away from the question.  I suspect the answer is a 

mid-twenties top rate with no deductions.  Remember, the small business owner must 

match his own Social Security and Medicare payments which total another 15.3% on top 

of the Federal income tax and any state and local income tax.  At some point, it is easier 

to retire than work a large percentage of the year until you make money for yourself.  The 

publicized low tax rate on wealthy people in the media is not taxes on earned income, but 

taxes on capital gains, dividends and interest.    

 

One thing that politicians have missed is the obvious incentives.  Taxing dividends and 

interest income at a maximum of fifteen percent while taxing earned income at a much 

higher rate makes it more attractive for our entrepreneur to quit working.  We have it 

backwards.  Paying people not to work is also evident in the unprecedented extension of 

unemployment benefits.  The number of unemployed people that have been out of work a 

year is more than double anything in the post war period, including 1982 when 

unemployment was as high as it is now.  Benefits should slowly decrease each month, 

creating more incentive for workers to find a job.  Economists estimate that over fifteen 

percent of the unemployed could find work, but prefer the lesser benefits without 

working.  One trucking executive in South Carolina said he could not find drivers.  One 

man told him that he was better off accepting unemployment and doing odd jobs for cash.  

It still totaled less income but was for far less work.  Both the rich (through low dividend 
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and interest taxes) and the unemployed (through endless jobless benefits) should not be 

incentivized not to work. 

 

Any policy changes that simplify the tax code, remove special privileges and tax breaks 

would go far to increase growth in the US.  Entitlements must be changed, as the current 

demographic path cannot be sustained.  If tackled soon, current retirees do not have to 

have their benefits changed, but they need to recognize that the majority of them did not 

come close to paying for the benefits they enjoy.  The Simpson-Bowles Commission was 

a brilliant blueprint for sustaining government spending at the low twenty percent area 

and dramatically increasing incentives for economic growth and thus jobs.  It was praised 

by a wide range of economists and business people alike.  It was ignored. 

 

We have many people in this country that understand how to structure our economy to 

enhance growth and job creation.  I usually tell my clients that elections are not as 

important as they appear.  This election is different.  The country is desperate for a 

centrist approach to tackle these festering economic problems.  If this happens, the nation 

will prosper and the stock market will soar.  If not, the market can muddle through, based 

on value, the strength of US corporations and the manufacturing renaissance.  After 

watching armies of business leaders on TV that clearly understand the solutions, it is 

painful to watch the Washington malaise. 

 

The stock market climbs as problems fade.  The more problems, the more potential there 

is for upside.  After fourteen years of no headway in the major stock market indices, 

stocks are beginning to look cheap.  It reminds me of 1982.  High unemployment and 

inflation plagued the nation.  The problems looked impossible to solve, but the market 

began a seventeen year rise that averaged over fifteen percent a year.  If any of our major 

problems start to get addressed, March 2009 may represent a generational low.  In any 

case, the market can probably grind ten percent higher this year.  I am hopeful. 
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