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2008 Market Overview

• Global financial crisis sparked recession, market meltdown, flight to safety
• 2008 returns were the worst in decades for most asset classes
• Very few traditional places to hide: cash, Treasuries, gold
• International markets performed worst due to U.S. Dollar strength
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Economy fell off a cliff in September 2008
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Manufacturing in a severe contraction
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Even the service sector has sharply decelerated
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Substantial job losses expected
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Too much debt is the problem

Quarterly Data 12/31/1922 - 9/30/2008 
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9/30/2008 Debt = $51.796 Trillion
9/30/2008 GDP = $14.421 Trillion = 359.2%

AnnualinterpolatedGDP (includingestimates prior to 1929) usedprior to 1946. 
Domestic Nonfinancial Debt used prior to 1946. As of December, 1946 
Domestic Nonfinancial Debt represented 99.4% of Total Credit Market Debt. 
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Consumers borrowed heavily to support spending

Quarterly Data 3/31/1952 - 9/30/2008

(E0502)   

Household = $14573.7 Billion______________________
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Government debt set to soar well beyond historical highs

Quarterly Data 3/31/1952 - 9/30/2008

(E0507)   

Government Debt = $12835.8 Billion________________________________
Gross Domestic Product = $14420.5 Billion 

= 89.0% 
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Is the worst over?

• The depth of this bear market has exceeded the average, but the duration 
has been shorter
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Mean reversion potential favors stocks

Monthly Data 12/31/1926 - 12/31/2008 (Log Scale)

(AA032)   
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• Massive flight to perceived safety of U.S. Treasuries
• Much of the doom has been priced in to equities
• Risk aversion is starting to ease
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Market currently in a consolidation phase
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Treasuries in bubble territory

• At about 40x earnings (the reciprocal of the yield), Treasury bonds are 
outrageously expensive

Average Bond "P/E" by Decade
(100/10-Year Treasury Yield)
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Monster rallies have occurred in secular bear markets

• Average rally within the bear markets below was 55%

(HOT200812171_C)
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Gloves are off for the Federal Reserve

TED Spread 
3 Mo. Libor minus 3 Mo. Tbill
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• Fed has taken unprecedented action to ease credit market pressures

Source: Strategas Research
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The Fed is the lender of only resort…

• Prior to 2008, the Fed’s balance sheet was over 90% in Treasuries

Federal Reserve Balance Sheet 
$BN

$-

$250

$500

$750

$1,000

$1,250

$1,500

$1,750

$2,000

$2,250

$2,500

Jul-07 Oct-07 Jan-08 Apr-08 Jul-08 Oct-08 Jan-09

Other

CP Funding Facility

AIG

Agencies

PDCF

Primary Credit

TAF

Repos

Maiden Lane (Bear)

CP Liquidity Facility

TSLF

Overnight SLF

US Treasuries

Source: Federal Reserve, Yellen (2008) 



Copyright 2007 Kanaly Trust.  All rights reserved.

17

Inflation in our future?

• Money supply is exploding

Source: Laffer Associates
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Inflation in our future?

• “Inflation is everywhere and always a monetary phenomenon” – Milton 
Friedman

Source: Laffer Associates
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Inflation in our future?

• U.S. budget deficit is set to explode
• Huge implications for inflation, growth, interest rates, dollar valuation

Federal Budget Deficit, Cash Basis
$BN & Pct. of GDP
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Global reflation theme beginning to emerge

(I 0105) 

Daily Data 7/01/1996 - 1/26/2009 (Log Scale)
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Investment philosophy remains valid:

Reduce volatility while enhancing expected return, in an effort to 
maximize the benefits of investment compounding:

• Broad diversification among traditional and alternative asset classes    
including stocks, bonds, commodities, real estate, hedge funds, and 
private investments

• Maintenance of appropriate liquidity 
• Disciplined asset allocation policy for the long term
• Access the best and brightest investment talent
• Intelligent use of active and passive strategies
• Close attention to fees and taxes
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