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The science of investing. The art of integration.

Truc or Falsc’?
e

- Written By: Douglas Ciocca

My six-year old daughter came home from a friend’s
house last week announcing that she’d learned a
new game: “It's called True or False,” she boldly
stated. “You wanna play?” She explained that the
essence of the game is embedded in the name: she
makes a statement and I guess if that statement is
true or false. Simple enough. We played for a little
while and out of frustration with my early success,
(I totally nailed the truth behind her entering the
first grade in the fall, my wife’s given name and also
the fabrication of her contention that her brother is
indeed an alien), she modified the rules to allow for
a less binary outcome - a hybrid expression that
may possess both true and false components. This
broadened the range of answers to include machi-
nations of: “sometimes”, “kind of”, and “almost”. My
success rate plummeted....or did it? Replacing ob-
jectivity with subjectivity may actually heighten my
rightness by virtue of obscuring any wrong-
ness. This, I passionately purported, is exactly why
so many of today’s hotly contested topics on the
economy and financial markets cannot seem to be
considered conclusively - the spectrum of interpre-
tations is wide and each topic’s voracity varies, fan-
ning the current state of market funkiness. Well, I
lost my daughter at “funkiness”, so when she darted
out to ride her bike, i jumped on my laptop to en-
gage you in a modified round of “True or False”,
courtesy of this monthly bulletin. Let's address a
couple duplicitous developments below.

#1: True or False, the end of the second Federal
Reserve Bank Quantitative Easing Program, QE2,
is very bad for the stock and bond market? Before
I answer, some context: QE2 was enacted last fall
by Federal Reserve Bank Chairman, Ben Bernanke.
Under this program, the Fed was authorized to pur-
chase $600 billion worth of agency debt and mort-
gage-backed securities. This infusion provided a
deep pool of liquidity to the banking and credit
markets, stimulating the economy and prodding it
along a path of recovery initially charted at the on-

set of QE1 in 2008. How is this accomplished? Ide-
ally, (and ideologically), by trading dollars for debt,
the Fed is making ample capital available, (that’s the
$600 billion figure), at very low prices, (the Fed uti-
lizes policies and open-market operations to hit cer-
tain interest rate targets), with the hope that com-
panies or individuals will access, (read: borrow),
these dollars to invest or consume at rates of return,
or satisfaction, that are higher than their cost. So, if
QE2 is set to expire at the end of June, is it True or
False that it will adversely impact the financial mar-
kets? Well, it is kind of true and kind of false......

It could be true insomuch as the bond market will
experience a reduction in demand while it continues
to bring additional supply on-line, (through addi-
tional borrowings to raise capital essential to fund-
ing the operations of our country and our housing
market), resulting in higher interest rates. Reduced
demand = lower prices, and for bonds, lower prices
= higher interest rates. Theoretically, the higher the
rate of interest, the more difficult it is to produce a
return on capital greater than its cost, paralyzing
the uncourageous borrower and jeopardizing the
perpetuation of the aforementioned prodding.

Alternatively, expiration of this stimulus may stave
off significant corporate margin pressure that could
accompany an economic recovery in the presence of
loose monetary policy. Think about it like this: my
daughter starts a lemonade stand business and sim-
ultaneously plants a lemon tree. The tree has a
pretty long growing cycle, so in advance of it bear-
ing fruit, my wife and 1 advance her some lemons,
very inexpensively. This will help keep her costs
down while her entrepreneurial endeavor is in its
infancy. As time passes her lemon tree, and her
business, blossom we begin to reduce the availabil-
ity of our lemons, (by increasing their cost and re-
ducing our level of lemon inventory), avoiding a
market saturation, (bad pun), and allowing her op-
eration to maintain its profitability by preserving
the prospects of reasonable pricing power.
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#2: True or False, raising the debt ceiling will have
dire consequences for economic and financial market
stability? OK, first things first - what is the debt ceiling?
The debt ceiling is the maximum amount of money that
can be owed by the US Government at any point in time.
The current debt ceiling stands at roughly $14.3 trillion
dollars!. Therefore, our Federal government is prohibit-
ed from having debt obligations in excess of that figure.
The debt ceiling can be raised through Congressional
order which has in fact occurred 10 times since 2001
and an amazing 74 times since 19622. Like a governor
on a golf cart that is careening downhill, the benefit of
having a debt ceiling seems more theoretical than prac-
tical - it has done little to deter the burgeoning balance
of our federal liabilities.

Bear in mind that there is but one source of revenue for
our Federal government - taxes. If tax revenue is insuf-
ficient to cover spending, then one of two (or both)
things must occur - taxes go up or spending goes down.
Clearly, 10 elevations of the allowable borrowing limit
in 10 years is an indication that there is neither a philo-
sophical nor an economic alignment amongst the policy
makers who have been content to expand the capacity
of indebtedness instead of addressing the causes of its
creation.

So, to answer the question above, will raising the debt
ceiling have dire consequences for economic and finan-
cial market stability? Most likely not, but left unchecked,
possibilities exist that could undermine any firming of
the fiscal foundation of the country.

Treasury Secretary Timothy Geithner has set August 2nd
as the deadline before which a decision must be made to
raise the debt ceiling3. Our country spends approxi-

L http://www.fas.org/sgp/crs/misc/RL31967.pdf
2 http://gvfinancial.wordpress.com/2011/05/16/the-national-debt-ceiling/

://money.cnn.com/2011/01/03/news/economy/debt ceiling fags/index.htm

mately $120 billion more each month than it takes in* and
funds this gap with borrowed money, the suspension of
which could be destabilizing for the financial markets un-
til an alternate plan is promulgated. Secretary Geithner
was quoted as saying that a, “toolkit of emergency
measures can provide up to eight weeks of additional bor-
rowing room,” back in May>. Thankfully, tax revenue was
in excess of expectations last month which is how we
came to the August 2nd deadline®.

Congressional convalescing has become critical. Demo-
crats in Congress are clamoring for tax hikes to offset the
economic exacerbation of any ceiling lift, and Republicans
are clamoring for spending cuts to evidence legitimacy in
leveling the largesse. The 2012 elections are quickly ap-
proaching and the posturing has been more nauseating
than nimble, raising the probability that little beyond im-
mediate concern gets addressed between now and next
November. [ think that the debt ceiling will be lifted on or
before August 2nd and I think that the financial markets
will be relieved. 1 hope that our country can make a pro-
nounced weaning off of the debt addiction without suffer-
ing severe symptoms of withdrawal. The test of such will
be relatively soon, as the prospect of revisiting an addi-
tional lift shortly after the 2012 elections is very high in
my opinion.

So the expiration of QE2 and the debt ceiling deliberation
will cook thru this summer, intensifying the heat in the
financial markets. Contemplation of the outcome of each
lends itself to multi-factor analysis and is starved of sim-
plicity. Like playing “True or False” with my daughter,
successful results may lie in expanding the range of ac-
ceptable answers - but only if they are consistent with a
long-term strategy intending to promote sustainable
growth.

www.kavarcapital.com
11460 Tomahawk Creek Parkway, Suite 420, Leawood, KS 66211 (913) 428-3300



Fage » ®

] KAVAR Canvas

IMPORTANT DISCLOSURES:

The views expressed herein are those of Douglas Ciocca on June 6, 2011 and are subject to change at any time based
on market and other conditions, as are statements of financial market trends, which are based on current market con-
ditions. This information is provided as a service to clients and friends of Kavar Capital partners, LLC solely for their
own use and information. The information provided is general in nature and is not intended to be, and should not be
construed as, investment, legal or tax advice or a recommendation of any particular security, strategy or investment
product. Past performance does not ensure future results. Kavar Capital Partners, LLC makes no warranties with re-
gard to the information or results obtained by its use and disclaims any liability arising out of your use of, or reliance
on, the information. The information is subject to change and, although based upon information that Kavar Capital
Partners, LLC considers reliable, is not guaranteed as to accuracy or completeness. This information may become out-
dated and we are not obligated to update any information or opinions contained herein.
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