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We know the decade isn’t technically over until the 
end of this year, but we’re ready to turn the page 
now and we’re guessing you are too.  So we thought 
we’d swallow hard and take a brief look back at 
the last ten years.  More importantly, we want you 
to look ahead to how we believe we can best help 
you to accomplish your goals in what could be a 
challenging investing environment.

The 2000s – a brief look back 

Even though it was never determined exactly what 
to call the 2000s, the media is now referring to 
them as the “Lost Decade” (personally, we liked 
the “ohs” better).  Whatever you call them, it was 
a difficult decade for stock investors; in fact it was 
one for the record books.  The S&P 500 index fell 
23% from the beginning of 2000 to the end of 
2009, its first decline for an entire decade since the 
1930s.  Including reinvested dividends, the S&P 
500 declined nearly 1% a year during this period, 
the first decade of negative annualized returns 
since the index began in 1927.  Stock investing has 
sometimes been compared to a yo-yo on an upward 
escalator, but the last ten years were more like a yo-
yo on an airport people mover.

Two sharp bear markets defined the decade: the 
first was a nearly 50% drop in the S&P 500 from 
late 2000 to early 2003.  This “correction” was 
painful but did not cause widespread damage to the 
economy - or even most stocks - as the majority of 
the pain was felt by investors who had bet heavily 
on overpriced technology, telecommunications and 
media stocks.  
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The second major bear market was a different kind 
of bear: a grizzly (or was it grisly?).  The S&P 
500 index dropped 58% from October 2007 to 
March 2009, with most of the decline in the last 
five months before the low on March 9.  Unlike the 
early 2000s however, the pain was widespread as 
almost every type of investment was hit hard.  This 
time, the bear market was not a simple correction 
of overpriced stocks.  It was the “canary in the 
coal mine,” exposing much larger problems in our 
global economic system. 

There were many underlying reasons for this very 
disappointing period for investors and discussion 
of all of these causes is well beyond the scope of 
this letter.  But many experts believe that one of 
the most significant root causes was the transition 
of the stock market bubble in the late 1990s to 
a housing bubble in the US and UK in the mid-
to-late 2000s.  The bubble in housing was fueled 
by the combination of very low interest rates and 
extremely lax lending standards.  

As a result, over-consumption by US consumers 
and growth of personal debt contributed strongly 
to the global economy for many years after it 
normally would have tailed off.  In fact, the ratio 
of debt to economic growth (GDP) doubled in the 
US since the 1990s.  Put simply, we as a nation 
were spending far more than we were earning and 
borrowing against artificially over-priced assets to 
do it.
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The 2010s – a look ahead

So what comes next?  Nobody knows of course, but 
almost all of the economic and market observers 
we respect think it could take some time for the US 
and other “developed” countries to recover fully.  
The excesses and imbalances that led to the “Great 
Recession” were over 20 years in the making – it’s 
hard to imagine they will correct quickly.  

Bill Gross, the well-respected bond expert and 
Managing Director of PIMCO, has coined the 
term “New Normal” to describe what he (and 
many others) think will be a very different 
global economy going forward than the one we 
enjoyed for most of the last twenty years.  There 
are several common themes from respected 
economists and market watchers about what to 
expect in the coming years:

•	 The global economic recovery is likely to 
be slow and sub-par.  Consumer demand 
in the US and other developed nations is the 
primary driver of the world economy.  As 
consumers reduce personal debt and cope 
with unemployment and underemployment, 
demand for goods and services will likely 
remain slack.  Over time, consumer demand 
in “emerging markets” such as China, India 
and Brazil should grow but this is unlikely to 
happen quickly.  Many economists even think 
it is possible (though unlikely) that we could 
have a second “double dip” recession before a 
strong recovery begins.      

•	 High unemployment and downward wage 
pressures are likely to be more persistent in 
the US and other developed economies than in 
typical recoveries, assuming consumer demand 
is as sluggish as predicted. 

•	 Housing in the US and UK is liable to take a 
long time to recover fully because the problems 
of easy lending and the resulting oversupply of 
housing will not be quickly resolved.  There also 
may well be a “second wave” of foreclosures 
in the US, most significantly in California and 

Florida, as adjustable rate mortgages “reset” to 
higher rates.

•	 Inflation will eventually become a significant 
problem but deflation is the primary concern 
at this point.  Sustained deflation, which is a 
decrease in the cost of goods and services, can 
cause more serious problems than high inflation 
because consumers are reluctant to spend 
when they expect lower prices in the future.  
Combating deflation is far more difficult for the 
Fed and other government policymakers than 
combating inflation.

•	 The massive and growing level of debt in 
developed countries will be a significant 
impediment to global growth.  The amount of 
debt being taken on in the US, Europe and Japan 
to fight the recession will need to be paid back 
over time, primarily through a combination of 
raising taxes and cutting spending.  This will 
delay and diminish the recovery.

•	 Due to the complexity of the global economic 
problems we face, there is a strong risk of 
government policy mistakes in key areas such 
as business regulation, taxes, budget deficits, 
trade policy or withdrawal of economic 
stimulus.  A major misstep in any of these areas 
could substantially hamper the recovery.

•	 Emerging markets are likely to experience 
much more growth than developed markets.  
The China growth story is well known but 
across the globe, emerging nations have many 
advantages: favorable population trends, lower 
labor costs and much less debt than developed 
countries.  While the ride could be bumpy, the 
probability of emerging markets growing at 
a faster rate than the developed economies is 
high.

•	 Investment risks will likely remain elevated 
for some time.   The possibility of another 
shock to the system such as the one that began 
in the fall of 2008 is unlikely, yet entirely 
possible.    



Will these predictions pan out?  The sources we 
pay close attention to are thoughtful, insightful 
and have been relatively successful in predicting 
the general direction of the economy.  But how 
many “experts” predicted 9/11, Scott Brown’s 
election or a nearly 60% drop in the US stock 
market?  

With that caveat in mind, our view is that we will 
eventually recover from this, as we always have. 
But given the scope of the issues, the many risks 
threatening the recovery, and the general level of 
uncertainty in so many areas, it does not seem likely 
to us that there will be a rapid, strong, sustainable 
rebound in the economy.   We hope to be wrong 
about this.  We (like everyone else) would love to 
see a quick, solid and sustainable recovery, but we 
need to be realistic that there are a lot of problems 
that do not seem to lend themselves to quick 
solutions.

Despite (or actually because of) the strong 
recovery in 2009, we could see returns in stocks 
and bonds that are below their historic averages 
in the coming years.  Stock prices are ultimately 
driven by growth in earnings.  Earnings have been 
improving but much of that has been due to cost-
cutting – sustainable earnings growth requires 
growth in sales.  For most bonds, expected returns 
are low because of very low interest rates that will 
eventually rise again, perhaps suddenly.  When 
interest rates are rising, bonds generally produce 
low returns.

This could all change quickly if the economic 
recovery surprises on the upside or if stocks and 
bonds experience another bear market, which 
would create buying opportunities.  Absent either 
of these events however, we believe future returns 
in the stock and bond markets will be sluggish.

So what does all of this mean for our 
investment clients?

Fortunately, it’s not all bad news!  We have spent a 
lot of time reflecting on the “New Normal” and its 
implications for our clients.  While economic risks 

are high and expected returns for stocks and bonds 
are tepid, we believe there are several steps we can 
take to improve our clients’ chances of meeting 
their goals with an acceptable level of risk.  

However, this will require shifting away from the 
classic “buy and hold” strategy, which works well 
when markets are steadily increasing but is not the 
best way to go in a low-return environment.  In 
our view, providing solid investment returns for 
our clients requires shifting to forward-looking 
investment strategies may produce decent returns, 
even if the markets do not cooperate.  

The investment strategies we favor at this time can 
be best summarized in a single phrase: “Win by 
not losing”.  If below average returns and volatile 
markets are expected, we believe the best approach 
is to limit losses in bear markets, even if it means 
giving up some return during bull markets.     

These strategies include:

•	 Review client portfolios at least quarterly.  
“Win by not losing” will require frequent 
monitoring of client portfolios, as investment 
opportunities and dangers can change rapidly.  
We will review and update our market outlook 
each quarter and make portfolio adjustments if 
our outlook has changed significantly.  We think 
this will be critical to getting decent returns if 
we remain in a low-return environment.

•	 Diversify portfolios “meaningfully”.  Risk is 
reduced dramatically and risk-adjusted returns 
are improved when investments that perform 
differently from each other are owned in the same 
portfolio.  However, in our global economy, 
many types of investments that used to perform 
differently from each other (e.g., US stocks 
and developed foreign stocks) now perform 
very similarly, especially in bear markets.  We 
believe that allocation to emerging markets 
and “alternative” investments will offer good 
diversification and can significantly improve 
our clients’ risk-adjusted returns.  Alternatives 
include “absolute return” strategies, which seek 
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We continue to appreciate the confidence and trust you have placed in us.  As always, our mission 
remains helping you to achieve your goals by focusing on what we do best: taking care of you and your 
money.
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of their own judgment.  There are risks involved with investing, including possible loss of principal. 
 

Copyright © 2010 Pegaesus Advisors, Inc.  All rights reserved.

positive returns regardless of the performance 
of the stock and bond markets.  Alternatives 
also include “real assets” such as natural 
resources, gold and other precious metals and 
foreign currencies.

•	 Include formal hedging strategies where 
appropriate.  Some clients need or want even 
more downside protection.  For them, we will 
offer investment strategies that reduce downside 
risk (i.e., hedge) by including securities that 
make money when there is a severe stock 

market decline.  This helps to offset major 
stock market losses while still providing solid 
growth in positive markets.

•	 Continue offering guaranteed income 
solutions.  For some clients, it is appropriate 
to reduce risk even further by purchasing an 
annuity with some of their portfolio assets.  
This will lock in a guaranteed income stream 
to complement their investment portfolios 
and provide them with more certainty about 
meeting their goals. 
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