An Open Letter to Clients – Spring 2009

Opening Remarks

In my winter letter of 2009 I wrote about the burgeoning US deficits and today it is obvious that here too at home we will be going in debt on a scale not seen in years both provincially and federally. In economic downturns, tax revenues decline while demands on the system increase. The first quarter of the year saw dramatic declines in our gross national product but the good news is that global financial markets have rebounded somewhat which helps instill confidence. That’s something that had been lacking universally.
Stop the Presses!

Our friends to the south and those across the Atlantic have reverted to printing money out of thin air. The Americans will be posting their largest deficit on record and quite candidly, there isn’t enough money sloshing around the world to fund a $2 Trillion shortfall. That is the approximate deficit America will have over the next year. They’ve gone from funding their system with “I owe yous” to “I owe mes”. The previous statement is chock full of grammatical errors but every reader will understand what I mean. The Brits, the Swiss and the Japanese, along with the Americans, have started the printing presses and the list of the nations doing it may grow with time. The more you print, the less it’s worth and it should ultimately lead to inflation. Where this inflation will manifest itself is still uncertain. It looks like it currently is nesting in the perceived safety of government bonds. With central bankers attempting to bail out the financial system I wonder who will bail out the central bankers one day. I’m not sure who said it but, “Socialism is a great thing until you run out of other people’s money”.
If inflation surfaces Real Return bonds can offer the safety of government backed investments while providing protection from inflationary forces. Typically these bonds pay a stated interest rate plus the inflation rate. So the big evil of owning bonds, namely inflation, is muted with this layer of protection. It’s one of the few guaranteed investments that negate the inflation risk. In the United States they’re called TIPS (Treasury Inflation Protected Securities).  One potential downside is whether or not our government reports inflation consistent with the owners’ experience. 
Hot Potato

Back in the autumn of 2003 I attended a conference in Las Vegas where I had the pleasure of viewing a presentation by James Grant, a credit analyst from the United States. You might have seen articles written by him in The Economist. He, like another lesser known analyst, Doug Noland of “Prudent Bear” fame, had been preaching about the troubles that were developing due to the extraordinary credit expansion. Such expansion requires a borrower and a lender and the foreign leading lenders are the Chinese followed by the Japanese, oil rich nations and the Caribbean off shore banking group. I asked Mr. Grant if he thought the Chinese would stop lending to the United States. He wouldn’t go so far as to say this would happen but said that as time moved forward the Chinese would have significantly greater influence.

Well here it is, six years later and it looks like the Chinese have a stacked hand. With hundreds of billions of dollars of US government bonds in their foreign reserves and 1.3 billion people, their place at the table has elevated to at least equality to any nation in the world. It has been a huge transfer of wealth to the Chinese and now they are in a position to side step American dollars by arranging direct deals with other countries such as Argentina. Simply put, there will be less of a need for US Dollars going forward which represents a turning point in global economics. It is the death of “King Dollar” as the world explores the alternative to having the US Dollar as the primary reserve currency.
Big 3

The saga continues with the Big 3. I hesitate to comment as things change so quickly these days. One thing is certain. All of the efforts won’t mean a tinker’s damn unless the consumer shows up. Auto sales continue to decline year over year in the 40 to 50 percent range. I don’t believe there is any amount of money that can offset such a reduction in demand for vehicles. The age of frugality has arrived.
On a macro note, if the legacy programmes at the auto makers are a problem, check out the future liabilities of the government. 

Berkshire Shareholders Meeting

This marked my sixth consecutive year attending the meeting where this time a record 35,000 people flocked to Omaha to hear Warren Buffett and Charlie Munger answer questions for several hours. As usual, I took in a steak dinner with friends at Gorat’s, which is Warren’s favourite steakhouse. Certainly not a fancy place, it’s a throw back to decades gone by complete with wood paneling, drop/stucco ceilings and worn carpet. But the food and service is good-in other words, Gorat’s represents good value for the money, something Warren appreciates. Common sense is big at Berkshire.
A few snippets to chew on:

1) Inflation will surface and the US Dollar will likely decline in its purchasing power over the next 5 to 10 years and perhaps significantly. The government deficits will be funded by the foreigners who hold US bonds which will not hold their value.
2) According to Munger, this may be “China’s time”.

3) Consumers won’t spend a lot over the next few years so retail businesses, including retail property, will likely suffer.

4) Munger, 85, said that as he gets closer to death he is more optimistic about the world’s future. He cites harnessing the sun’s power and turning sea water into fresh water as examples of good change.
5) Buffett says you won’t get rich from utility investments but you won’t get poor either.

6) They are both excited about GEICO, the car insurance company that Berkshire owns. He said that car insurance is a “must have” and assumes that people will keep driving cars. The phone has rung off the hook at GEICO as the economy worsened as people try to spend less. GEICO is now the number three car insurer behind Allstate and State Farm.
7) Sometimes opportunities arise that are just plain difficult and they put them in the “too hard” file and do nothing.

8) Succession plans are in place for the inevitable passing of the torch one day but they would not say to whom.

9) Buffett said investing is kind of like Aesop’s fable of “A bird in the hand is worth two in the bush”. The challenge is that there are lots of bushes and birds and others out there trying to figure out like you, which birds are best and in which bushes.

10) Last but not least, Mr Munger said that 1973-1974 presented the best opportunity to buy stocks on the cheap, even more so than the recent relevant past. Unfortunately, he didn’t have any cash to invest. Buffett quipped that is why it was likely the best time to buy!
Housekeeping 
For those of you who pay taxes on a quarterly basis, CCRA will let you know what they expect from you in September and December. Typically, the amount changes based on the information they integrate into your account from the most recent tax return, in this case, your 2008 return. 

If your tax professional requires clarification on any of the tax information RBC Dominion Securities disseminates, please feel free to have them contact us but with your prior approval. I would appreciate a copy of your 2008 Notice of Assessment so as to keep abreast of any pertinent carry forward information. Taxes are a big part of ones overall financial plan.
Here are some upcoming conferences and vacation dates where I will be away from the office. Erin Hooper will be here to cover things while I’m away.

25th Annual Blues Festival



June 12th – 15th 

Chicago Illinois
Autumn Vacation in September


Sep 24th – Oct 4th 

Eastern Seaboard 
New Orleans Investment Conference


Oct 7th – Oct 12th 

New Orleans Louisiana

Closing Remarks
As always, I appreciate the time you have taken to read this letter. I think it is important for me to share my views with you. If you’d like to share this letter with someone, simply direct them to the following website where it will be posted along with others. 
The link is:  www.johndavies.ca
Should you like a meeting, simply give us a call at your convenience. I will be seeing people on select Saturdays and evenings. I can be reached at 519- 252-3517 or at john.davies@rbc.com . Erin’s contacts are 252-3671 and erin.hooper@rbc.com .

On behalf of myself, Erin Hooper and the rest of the crew at Dominion Securities, I wish you a very happy day and good health.

Sincerely,

John Davies, CFP

Investment Advisor

p.s. If your loved ones need advice during these turbulent times, I’ll be pleased to help.

