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Whew!

This is getting more and more painful.  I’ve had the opportunity to speak with many of you separately over the last few months and wanted to share my thoughts yet again.
As a nation (and perhaps more globally) we are in a situation in which there is a great deal of debt, that is at a higher price than the property on which it is owed.  To personalize this, imagine that you own a commercial office building –you bought it for 1 million dollars in 2005, with a 800,000 dollar mortgage.  Given the weak economy and some loss of tenants, the building is now “worth” 700,000 dollars.  So, you owe more than the property is currently worth in dollars.  

This is a large part of our nation’s credit problem-whether we are talking about investment pools, commercial property, some residential housing, etc.  What are the “fixes”?

There are three major responses to fix the problem.  First, is the repudiation of debt.  You could walk away from the property and/or declare bankruptcy.  The property will be sold to another investor at a lower price, with both you and the bank being financially worse off.  The new investor might do quite well over time.
Second, you could hang on and wait for a better economy and a better price later on.  This is in fact what the vast majority of us do, and is a rational course of behavior for all those with some financial resources and/or continued income.

Third, if you are the government, you inflate the currency.  This has two beneficial effects in a (our current condition) deflationary economy.  First, the price in dollars (not the value, but the price) goes up for almost everything tangible (stocks, buildings, gold, etc), so that the “price” again is higher than the debt (which is usually fixed).  Second, it allows debts to be paid cheaply, with dollars that are worth less in terms of buying power.  It is this third response that the governments of the world are moving rapidly towards.  They are printing money and creating cheap credit at breakneck speed.
As a thought experiment to explain, imagine that every single dollar in circulation doubles overnight.  Since the things to buy with dollars remain constant (at least temporarily), we’d expect the “price” of almost everything to double.  In a blink, asset prices now are again higher than the debt on them.  The debt holders get paid back in “cheaper dollars”, but most of the rest of us are much happier.
Although I remain a strong free market believer, I also believe that the third response (inflation) is appropriate at this time.  Deflation is a scary and self propagating phenomenon.  Your neighbor loses his job, your house and stock portfolio is worth less, so you stop spending.  The businesses you used to spend at contract, and more people lose their work. Etc, etc.

We are very used to inflation, having had an approximate rate of 3% on average since WW2.  Although much higher rates of inflation (like we had in the 1970’s) is destructive to wealth, it is by no means a certainty.  In addition, high interest rates can be used to reduce the risks of high inflation, when the economy recovers (as in 1980-82).  In any event, we will like inflation more than deflation over the next few years.

What assets do well in deflation (currently)?  Basically , only cash and ultra safe fixed income.  What assets do well in inflation?  Almost anything BUT cash and fixed income. 
Switching thoughts for a minute-we are sitting with a decrease in prices for many of our assets-commercial properties, our homes and our stock portfolios.  Note that we all own exactly the same “things” as six months ago, but that the number of dollars someone will give us for them is decreased.  This is important to remember!  Unless we sell, the price is dollars is no more real today than a year ago.  

When do we sell?  When we need the money.  For the majority of us, that will be many years from now.  Even those of us who are taking current distributions are taking perhaps 3-5% a year of their portfolios, which means that over 90% of the investments will not be affected over the next two years.

What will the “prices” of our holdings be in two (and later on) years?  That is what matters, not what the prices are now, next month, or even next year.

The alternative to being patient is to go to cash and short term bonds.  This alternative means a 1-2% return, and carries its owns risks.  Knowing when to re-enter markets that do well with inflation is an impossibility.  Because, the “safe” return is so low, that is the only current cost of maintaining our current positions.  
My world view is that we will have a mix of debt repudiation (ongoing), some “hanging on (ongoing), and ultimately inflation to solve the credit problems.

Our portfolios are well positioned to deal with anything but a total collapse of civilization over a prolonged time.  It is actually a good time to use cash to buy things that will be worth more later on-although very hard to do.  

Focusing on current “prices” leads to emotional behaviors that have done poorly in terms of investment results - over and over.  Remember the converse-of buying emotionally when things look exceptionally good (tech stocks 1996-99, real estate 2002-5).  Selling at low prices makes no more sense than buying at high prices.

As always, I’m always happy to talk, give opinions, hear opinions.  
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