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When markets took their initial tumble back in early August - after the S&P U.S. sovereign 
downgrade - we felt a tinge of excitement and initiated buying activity, as some of the earlier 
complacency that had characterized the market was washed away, revealing the underlying 
financial fault-lines about which we had earlier been concerned. As the focus moved from the 
U.S. credit downgrade to serious, systemic concerns about Europe, the markets have been on 
the cusp of taking another leg down and risk perception has increased.  
 
On the whole, we believe equity valuations are not aggressive on a standalone absolute basis, 
and frankly equities look cheap relative to government bonds - buying a 10 year inflation 
protected treasury today gives you a yield of only 4 basis points (not percentage points!), 
whereas many equities are providing sustainable free cash flow yields in the mid-single digit 
range with the prospect of trend earnings power growing close to the nominal economic growth 
rate over time.  So the world is imperfect, but equities are being priced to deliver reasonable real 
returns for long-term investors against a back drop of no real returns on government bonds.  In 
our view, equities remain the least worst choice for a long-term investor.  The key however is not 
to own the market, but rather those stocks that embody a margin of safety.  Market volatility is our 
friend, not our enemy, as it is the source of opportunities that embody a margin of safety. 
 
Furthermore, risk perception is now palpable - the fault lines we have been concerned about are 
now front page news - and we always feel more comfortable as risks move from being latent to 
manifest and thereby better reflected in prices.   This is not a prediction that the market has 
bottomed - we still need to absorb a Greek default, a European bank recapitalization and a move 
to more austere fiscal policies across the developed world - but it is a statement that some part of 
this risk is being reflected in current prices.  We will not know when the bottom has been reached, 
but we do have a sense for when individual companies we own are trading with wide valuation 
margins of safety and those are becoming more prevalent in our portfolio.  
 
Gold has pulled back from recent highs, but it is pretty much the only commodity that is up 
significantly this year, and one of the few monetary assets that has materially appreciated versus 
the dollar.  It has served as ballast for our investments in equities.  Gold is not risk free, it never 
has been, but it has served its role this year.  It remains the one currency that cannot be printed 
out of thin air.  Commodities as a whole have fallen however, and the yield curve has flattened 
because long-term rates have come down, not because short-term rates have risen. Our  
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interpretation of this is that we have entered a market environment marked by an erosion of faith  
in the ability of developed world policy makers to reflate, and with the fiscal pendulum swinging 
towards austerity and China showing some signs of slowing down, there is an emerging feel of a 
more deflationary environment setting in.  It seems that our fiat money system, where money can 
be created out of thin air, leads to political temptation to create jobs in emerging economies and 
private temptation for short-term profits in the banking sector of the developed world, and when 
these imbalances get rectified the response is for second order creation of money to counteract 
the deflationary pulse.  So despite its volatility, gold will likely remain part of our holdings, and 
serve as a source of ballast, until the financial architecture evolves. 
 
So in short, more of the same for us. 
  
 
 
> For additional thoughts on this topic, please read our Fault-Line Investing article in Financial 
Advisor Magazine 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  

http://www.firsteaglefunds.com/downloads/news/0711_FaultLine_FirstEagle_web093011.pdf
http://www.firsteaglefunds.com/downloads/news/0711_FaultLine_FirstEagle_web093011.pdf


 

 
 
 

 

 

 


