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AsWe See It

The appearance of periodically recurring economic crises is the necessary consequence of repeatedly renewed
attempts to reduce the naturalrates of interest on the market by means of banking policy.

— Ludwig von Mises

Reflecting over the last fifteen months it's amagzhow far we've come, how little we've changed, aedhaps
how far we have yet to go. Twelve months ago, weevin the midst of a financial panic (which is im@ing to
be referred to as the Great Recession) where thet fe@rs were that the global financial system ld@ollapse.
Global economic activity was falling faster thartle 1930s. As a result of the fastest and broape®rnment
response in history, the system remained operdtieinaspite of the problems of a number of largeafinial
institutions. In order to pull the economy outtbé steepest slump since World War 1l, the FedReeserve
injected hundreds of billions of dollars into thgstem while the government guaranteed some of igpgebt
companies and the largest banks.

Although the cause of the economic decline is gipichought of as the bursting of the housing Bapthe root
cause of this recession was three-fold in natur@-rtach leverage, too much debt, and too much mprieted
by the Fed—which together led to excessive craoivth within the economy. The housing bubble qikawas
simply the result of the aforementioned causesstiandits and the media seem to be treating ¢leisssion and
its potential recovery as if it were part of thaditional postwar business cycle—but the cyclethef2000s have
been anything but traditional. Typically, recessidiave been caused by the Fed raising interest tatfight
inflation with consumers reacting by cutting back big-ticket items, companies reducing inventoriasd
business activity slowing causing unemploymentde.r

Since the Asian crisis of 1997 and the collapskasfg-Term Capital Management (a U.S. hedge fund)9ies,
the Fed has pursuedcat and flood policy whereby they lowered interest rates anddexd the system with
money in an attempt to avoid consumer recessi@nside effect was the creation of asset bubbleachEasset
bubble grew to huge proportions and then poppethethe 2000 capital spending bubble burst, theagadih
cut interest rates and flooded the system with mameating the beginning of the massive credit beithich
drove housing prices to unsustainable levels. Wizt been the Fed’s solution to this most recebbleu
popping? Interestingly, more money was printedienttebt was issued, and leverage was increaseeéetrtts the
solution to the problem utilized the same toolsclitaused the problem. There appears to us tesbbstantial
amount of collateral damage with unrecognized raatibns from the bubble—in spite of Wall Stregtissitive
reaction.

We believe the result of the Fed’s action may lgihdi prices and higher interest rates in the ngard. With
the money supply and credit having doubled witr@abmmensurate increase in output (gross domesiitupt)
we believe prices will adjust upward due to moréade chasing the same amount of goods. The Fedeserve
appears to be aware of this situation—their putdgponse being they believe they can pull the exitewls out
of the economy without any adverse results. Relyathey seem somewhat worried. We are concertre@n
economy whose primary stimulation has been frormding and liquidity, any reduction could result an
economic slowdown. In addition, reducing liquiditpuld harm the stock market. Herein lies the &ed’
guandary—if they leave things the way they are thaythe risk of higher prices and interest ravasereas if
they begin to pull liquidity from the system theynrthe risk of a double-dip recession.

Also of concern is the reaction of our major creditations—primarily China and Japan. Economicd@ions

prevailing during a crisis are magnified by theemiational status of the dollar. Our creditors \aatching the
actions of the U.S. government carefully. They'tamant to see their investments in U.S. dollaretsdecome
less valuable from dollar depreciation—a directitiesf monetary inflation.

In summary, even though we have come a long waw fitee crisis of 2008, there remain potential protde
which may develop very undesirable results witltbatenactment of proper fiscal and monetary pdici/e are
somewhat skeptical that the government and thewkkdjet everything right. Companies involved ineegy
production, basic materials, and agriculture ad a&lcompanies whose business is heavy into expotd be
the most attractive in an inflationary environment. Year End 2009
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