
 
 
 

“Run Forrest, Run!”  
(And other timely investment issues) 

 
n a scene from the movie 
Forrest Gump, Forrest, his 
legs in supportive braces, 

is being chased by bullies on 
bicycles. The faster Forrest 
runs, the more the braces 
break away and off he goes, 
outdistancing the bewildered bullies. A 
similar sequence is being played out 
before the eyes of the public as the 
federal government provides 
unprecedented monetary and fiscal 
stimulus to the U.S economy, hoping 

that the “braces” will fall away 
and the economy will outrun the 
threat of deflation and negative 
growth. 
 
The initial government report of 
domestic progress for the third 

quarter showed positive growth of 3.5%, 
the first advance in seven quarters. Upon 
further review, various stimulus programs 
comprised much of the 3.5% growth 
number, as shown in the table below.  

 
Contribution 

to GDP 
Stimulus Program Comments 

1.0% Cash for Clunkers September retail car sales dropped 10.4% 
following the end of the program. 

1.4% Other consumer goods 
and services 

American Recovery and Reinvestment 
Act of 2009. 

0.5% Residential Investment Temporary government tax incentives for 
first time buyers; lower interest rates, 

mortgage modification, Federal Reserve 
buying of mortgage securities. 

 
Total = 2.9%   

 

                                    ~ ~ ~
 consumer led recovery is 
critical since the household 
sector accounts for roughly 

66% of Gross Domestic Product versus 
business’ 12% contribution (as defined 
by capital spending plus inventory 
change). Business investment has only 
made the primary contribution to a 
recovery in two of the last six recoveries, 

both of which lasted only one 
year. Temporary stimulus 
programs can be a 
double-edged sword. As 
an example, many new 
homebuyers borrowed 
against the credit, leaving 
them with less cash to 
buy various household items. 
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Furthermore, the fragile state of the 
recovery in retail sales can be evidenced 
by turning on your radio to hear holiday 
carols in early November or see holiday 
decorations hung over Washington 
Street in Boston weeks before 
Thanksgiving. 
 

fter many quarters of cost 
cutting that has led to better 
than expected earnings, we 

continue to look at those companies that 
are growing revenues at a consistent 

rate. This increase will 
reflect real end demand, 

a need to expand the 
capital base and 
replenish business 
inventories, much 
of which was 
slashed in 2008 
and early 2009. 

Simply slowing 
inventory liquidation 

will contribute to GDP 
growth. There are no advanced degrees 
needed to realize that when new orders 
exceed inventories, there must be an 
increase in industrial production to meet 
demand.  Corporate revenue growth 
follows in short order. 
 
With the U.S. Dollar continuing a 
downward trend and a “busted” federal 
budget, who would ever buy a U.S. 
Treasury security? Judging from a recent 
week’s worth of a well-placed record 
$123 billion in treasury auctions, the 
answer seems to be -- lots of people. 
Individual investors, foreign central 
banks and domestic commercial banks 
continue to bid for new treasury paper, 
allowing the government to borrow at 
relatively low cost.  The good news/bad 
news element to this topic is that these 
well bid auctions may reflect concern 

about the economic landscape. Returning to 
the foregoing Forrest Gump analogy, the 
real acid test for the treasury market will be 
when the government exhausts its 
commitment to buy $300 billion in U.S. 
Treasuries.  With a steepening yield curve, 
banks are benefiting from the ability to 
borrow short and lend long.  Global 
investors are also enjoying various versions 
of this “carry trade” by borrowing in dollars 
at historically low interest rates and 
investing in higher yielding assets globally. 
Many of these borrowed dollars are being 
invested in Asian assets and markets. This, 
at least in part, explains the great rally in 
emerging markets and gives us some degree 
of concern as the risk of another bubble 
developing amid a “misallocation of global 
capital”. The Obama administration’s 
support of a strong dollar is offset with their 
rhetoric pertaining to “market-oriented 
exchange rates”. Until proven otherwise, 
we believe the administration will tolerate a 
weaker dollar in the interest of an economic 
recovery. The most encouraging scenario, 
in our opinion, would be a credible deficit 
reduction plan accompanied by stronger 
economic growth. 

 
uch has been written about the 
“New Normal”, describing a 
more moderate recovery than has 

been seen in past cycles. There are two 
unique elements that point to a less than 
robust upturn relative to past recoveries. 
The degree of government stimulus is 
unprecedented and the unwinding of these 
government programs will take years not 
months. Secondly, high interest rates were 
not the cause of this recession; so lower 
rates will not be the primary driver of a 
recovery. This departure from the textbook 
recession-to-recovery model will be further 
complicated by issues like the increasing 
regulation on our financial institutions and 
a larger investor tax burden. For these 
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reasons, a V shaped recovery seems 
unlikely, but a lumpy U may be the more 
probable outcome. There will be no easy 
or painless solution to this boom-bust 
cycle with lenders and borrowers facing 
years of balance sheet repair. There is a 
fine line between fixing the systemic 
problems that caused this crisis and 
supporting a recovery through stimulus 
programs that only “kick the can” down 
the road until another bubble emerges. 
Investor expectations will have to be 
managed as the road to recovery 
continues. 

 
mid the reality of a protracted 
economic recovery lies the 
growing belief that we have 

seen the worst of this cycle. For better or 
worse, the government will be a lender 
of last resort as opposed to an “Austrian” 
solution that outlines a total economic 
cleansing of excesses by natural market 
forces. We are encouraged by the 
following trends: 
¨  Initial jobless claims are showing 

signs of improvement 
¨  Increased activity   in terms of 

mergers and acquisitions and 
increasing initial public offerings 

¨  Revenue growth in selected 
industries like health care and 
technology although we 
acknowledge that cost cutting can 
only boost profits for so long 

¨  More affordable housing as a result 
of low interest rates and lower home 
prices 

¨  Strong equity and credit markets 
fulfilling their role as leading 
economic indicators 

¨  Consumers paying down debt which 
may be painful in the short term, but 
portends a healthy long-term trend 

¨  Benign inflation due largely to 
downward pressure on wages and 

unit labor costs, an historically low 
capacity utilization rate and constrained 
bank lending 

¨  Businesses have record low inventories 
which will result in increased 
production when pent up demand 
materializes 

¨  Companies, especially in the health care 
and technology sectors, are holding 
records amounts of cash on their 
balance sheets. While clearly a 
defensive measure, this provides 
ammunition for acquisitions, share 
buybacks, capital expenditures and 
dividend increases when the economy 
and outlook are more stable 

¨  Institutional investment managers as 
well as individual investor cash levels 
are also very high by historical 
standards.  

 
ne of the 
bigger risks 
to a sustained 

recovery is policy 
error.  An example is 
the mistake of 
believing that an 
economy can devalue 
its way to prosperity 
(via a weaker 
currency). Should the 
torrent of liquidity be 
shut off too quickly, 
too late or in some sort of disruptive 
fashion, it will result in a return to the 
unsettled and volatile markets of the recent 
past. Another risk is an unanticipated 
tightening of Chinese monetary policy to 
address excesses in that region. Given a 
slow recovery scenario, it follows that 
politicians will be increasingly unpopular, 
causing existing stimulus measures to stay 
in place, all of which is supportive for the 
stock market. 
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f nothing else, the last year has 
been a productive stress test for 
investors. Although many asset 

classes suffered together since the start 
of 2008, we do not believe the need for 
asset allocation and diversification is 
dead. A measured and appropriate mix 
of asset classes is a good stepping off 
point in determining a suitable risk 
profile in portfolios. 
 

ith all the market volatility in  
2008 and 2009, the spirit of 
innovation and culture of 

dedicated service is alive and well at 
Welch & Forbes. Stability, both in 
professionals and clients, continues to be 
a trademark of our firm. All aspects of 
our business have held up well 
throughout this non-government 
sponsored “stress test”. We are 
particularly thankful for the long 
relationships we have with so many of 
our clients. To the number of new 
families and institutions who have joined 
Welch & Forbes during this period, we 
welcome you, and look forward to 
enjoying many years of strong 
partnership. 
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