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A TALE OF TWO CONTINENTS.

One benefit of running both a domestic fund and an international fund is that it allows you to see
the interplay of currencies and trade flows. This provides an insight into what may be coming to
US shores just over the horizon.
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The Euro relative to the US Dollar (above chart from Bloomberg) has traded in a wide range. lItis
currently at the low end of the range for the past 7 years. Last year, when the US was buying
Fannie and Freddie securities with printed money as part of their “Quantitative Easing” campaign,
the USD became very weak relative to the Euro.

However, in April, it became clear that Greece was in debt trouble and needed a bailout. When it
looked like the trouble would spread to Portugal and Spain the European Central Bank (ECB) and
the International Monetary Fund (IMF) stepped in with a potential $1 trillion bailout. (Note, those
bailouts are for the banks holding the debt, not the countries) As part of these bailouts, the
countries in question have talked about bringing their fiscal deficits down from 10% and above to
3% over the next few years.

Reducing those deficits involves either spending cuts or tax increases. Neither are good for
growth in Europe which implies that it is not good for the Euro either, all else equal. While this is
bitter medicine in the short run, it brings a much healthier economy in the future. In this case it
may be few years down the road, but may show up in equity prices much sooner.

So why does that matter for the US? It affects sales of large companies that have operations
overseas, as well as exporters. Many smaller US companies make products for larger companies,
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so their businesses may be impacted as well. So we monitor foreign events for both the
international fund as well as their impact on domestic companies.

Another huge point is the divergence in policy between Europe and the US. For the past 20-30
years the magic of Keynesianism has worked in western economies. That is, when a country goes
into a recession, the government runs a deficit to make up for the drop in consumption and the Fed
lowers interest rates to spur consumption. While that has been done since 2008-2009, it has not
been enough.

The original idea was that governments would run deficits in bad times and surpluses in good
times to pay back the debt used to finance the deficits. However, there were no surpluses so
sovereign debt increased. Now that sovereign debt has reached its limit in some countries, those
countries no longer have the policy option of running larger deficits to offset recessions. They are
forced to cut their deficit. This will be short term pain, but long term gain.

In the US, we are running large government deficits. Our national debt to GDP is about 120%. It
is unknown how much debt is too much. Many commentators suggest that 140% is the tipping
point, though Japan’s ratio is currently around 200%. (This is survivable in Japan due to very low
interest rates. If rates were to go back to mid-single digits in Japan, the interest on the debt would
be difficult to service).

The US still wants to stimulate and increase deficits and debt. But Germany and, most likely, the
rest of Europe wants to cut deficits and slow debt increases. This is the first major split from the
Keynesian camp in decades. Also, the political climate in the US is changing to one that is more
concerned with deficits and debt, than it is about stimulus. The US may find itself stymied on fiscal
stimulus.

That would leave only the Fed to stimulate. There are rumors (as there always are) that the Fed is
considering more “quantitative easing” (QE). This is where the Fed prints money to buy securities,
be they US Treasuries, Fannie Mae and Freddie Mac paper, corporates, asset-backed paper, etc.
According to the rumors, the Fed would take their balance sheet from around $2.5 trillion to around
$5 trillion. It is difficult to time such a move if it were to occur. The Fed usually refrains from
actions within 4 months of elections to keep its appearance of neutrality. However, if the problem
were large enough, they would make an exception, like in 2008.

So it would appear that the economy will have to fend for itself unless the Fed starts another QE
program.

The employment picture has improved over the past few months as seen in the chart below. This
is true even after removing the impact of the temporary Census hiring. As is clear from the chart,
this has been the deepest drop in employment since WWII. Hopefully this improvement is
sustainable. However, initial jobless claims are still high as are continuing claims. The
employment to population ratio is down to a level not seen since the early 1980’s.
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Employment Population Ratio and Recessions
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Recoveries are rarely smooth affairs, so it is still too early to tell whether employment will continue
to grow in fits and starts or whether we will double dip.

We have mentioned for several quarters that it is usually big ticket durable items, purchased with
debt, that lead us out of recessions. Home purchases shot up in April as the Home Buyer Rebate



expired at the end of April. This rebate provided the down-payment for many people to qualify for
a loan under the newer, stricter guidelines. For FHA loans, which are about the only loans with low
down-payments, the rebate allowed a buyer to purchase a home with no down-payment. So one
would expect a healthy spike in April purchases.

However, as can be seen below, the next two months saw a spike downward in purchases. We
are now back to levels last seen in the late 1990’s. So, left on their own, home purchases are still
soft, even during a time of record low mortgage rates.

The Home Buyer Rebate helped home prices to show an increase in April, but one would expect
May and June prices to be flat or trend down due to the slowdown in sales since April.

Another issue is that there are still some 8 million homes that are that are in some form of
delinquency. Many of these homes have been through the HAMP process and will be in some
form of foreclosure soon. As banks try to sell these foreclosed homes they will put pressure on a
housing market that is already soft on demand. This should put downward pressure on home
prices later this year and next.






Autos are one area of durables that has improved since its lows a year ago. Auto sales are up to
11 million in June from their low of around 9 million last year. This however is still lower than

expected as the replacement rate is supposed to be about 12.2 million and the average was closer
to 16 million just three years ago.

So the traditional drivers of recovery, housing, autos and employment are showing mixed signals.
Certainly not “V” shaped strength.

Hopefully the recovery will be able to continue on its own because the Inventory rebuild is now
over and the stimulus goes flat in Q3.

On the bright side, the savings rate has been holding steady at around 4%. While the rate could

increase into the 5-8% range, 4% is a lot more stable than the 0% to negative rates that we saw
much of the last decade.



Finally, the ECRI Leading Index Growth Rate has broken down to -7.7. -10 has usually signaled a
recession is coming. So while we are not quite there, it is not a comforting sign.



Given the mixed outlook for the economy we have become a bit more conservative in our
approach. Last quarter we said that we were watching to see if the recovery was sustainable on
its own. We believe that is still an open question, especially with a new round of quantitative
easing, but one that requires a bit more caution now.

Going forward we intend to find strong companies that are undervalued and have exceptional
appreciation potential. We will also keep one eye on controlling risk. We expect continued market

volatility and will position the fund accordingly. We are grateful to have thrived so far in this
environment and will continue to execute our strategy.

Best regards,

IN Y

Thomas H. Forester
Portfolio Manager



