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“In no other science is there so much quackery and it must be our province to expose it and 
bring it into merited contempt.”   
 

Richard Ely, Founder, American Economics Association, 1889 
 
“The ideas of economists and political philosophers, both when they are right and when they 
are wrong, are more powerful than is commonly understood. Indeed the world is ruled by little 
else. Practical men, who believe themselves to be quite exempt from any intellectual 
influence, are usually the slaves of some defunct economist.”  
 
John Maynard Keynes 
 
 
 



 
 
 
 
I am a businessman and I always have been one.  I started my first business when I was 
eight years old, selling seeds door to door.  In succeeding years I mowed lawns, sold bubble 
gum, T-shirts, and I even had the clichéd lemonade stand.   Some worked and some did not.   
 
As I looked towards college I knew that I wanted to study something that would enable me to 
own my own business.  But, convinced that none of my businesses worked or failed because 
of the macro environment, I did not major in Economics.   
 
So it should not be surprising that, after college, when I got my first job in the early 90’s as an 
equity analyst I ignored macro forecasts.  I thought public investing was just like operating 
private businesses – in normal markets a good company will make it no matter what, and a 
bad company will fail.  I thought that was what a fundamental analyst did.....predict the 
success or failure of different companies. 
 
But something bothered me right away – How did the market define “fundamentalist”? 

 
I started talking to other people who said they were fundamental analysts and when I started 
inquiring about their valuation techniques, I heard weird acronyms like GARP, PEGs, EBITDA 
– no one would have ever bought any of my businesses I had as a kid, nor would I buy any 
competitors of mine, based on these metrics so how is it that these “fundamentalists” thought 
that they were analyzing the fundamentals of a business.  Businesses should be bought 
based on a discount to the remaining cumulative profits – Full Stop. 
 
Each of these models valued stocks higher when interest rates were low.  The believers 
always referenced something called the Capital Asset Pricing Model [CAPM], popularized by 
Professor William Sharpe of Stanford University.  Sharpe theorized that equities could be 
valued based on a discount to what he called the “risk free” rate of a government bond.  Of 
course, a government bond could only be considered risk free if that government printed its 
own currency yet was professional enough not to print too much of it. 
 
I thought of that, when I recently heard a couple of members of the Fed claim that boosting 
stock prices creates wealth.  Ben Bernanke took credit for goosing the Russell 2000.  He 
recently said that, "our policies have contributed to a stronger stock market, just as they did in 
March of 2009.”  In a recent speech to the American Financial Management Association 
International Janet Yellen brazenly proclaimed that, “we would expect any action we take 
that's providing additional accommodation to show up in supporting the stock market.” 
 

A system of CAPM-believing investors who are driven to speculation by central bankers who 
believe that speculation brings wealth is a little bit like Pinocchio thinking he was a real boy 
while Geppetto brags, “I’m pulling your strings!  I’m pulling your strings!” 
 
 
 
 
 

http://www.bloomberg.com/news/2011-10-21/fed-s-yellen-says-qe3-may-be-warranted-if-more-easing-needed-for-stimulus.html


The Problems With Quantifying Human Behavior 
 
When you look through the CAPM model (here is the Wikipedia link) you see an incredibly 
elegant formula that attempts to capture all of the quantifiable information of an equity.  The 
problem is the qualitative assumption, that a government bond will be permanently risk free, 
has proven false. Indeed recently one of the biggest Treasury bond holders in the private 
world, Warren Buffett, called them “among the most dangerous of assets” and he assured his 
investors that he holds them only for short-term liquidity reasons. 
 
It has proven false because the very popularity of the CAPM has led central bankers to 
manipulate the risk-free rate to the point where even one of its biggest holders needs to 
assure his investors that he won't own them for long.    
 
If an oracle sees something as “dangerous”, shouldn’t we be suspicious of a formula that 
requires that same thing to be seen as risk-free? 
 
I believe we should and we do not even have to delve into the arcane math to answer that 
question. 
 
I can use an analogy from one of my businesses ---the lemonade stand:  If lemon and sugar 
prices went down substantially would my stand be more profitable?  Of course not.  The cost 
of lemon and sugar would go down for the other lemonade stands in my town also.   We 
would all be forced to pass on our savings in the form of lower prices.  
 

Why would the result be different for something as commodified as the cost of capital?  A 
lower cost of capital for everyone just means returns (future profits) will be lower. 
 
Indeed the inability of expensive stocks to increase wealth has been proven by Bob Shiller. 
 
In Shiller's best-selling book, Irrational Exuberance, he showed that when stocks are trading 
at over a 20 P/E in his 10 year cyclically adjusted PE (he calls it the CAPE)  the returns for the 
next 10 years are substantially lower than when the P/E is at 10x. 
 
That's right – expensive stocks produce poor returns. 
 
Shiller recently has updated his valuations for January 2012 and reported that his Cyclically 
Adjusted Price Earnings Ratio was at 21.94.   
 
If one of the more prominent US economists, Shiller, has already proven that expensive 
stocks produce poor returns how is it that the Federal Reserve Governor believes that 
increasing asset prices increases wealth?  Wealth is permanent.  Shiller proved that 
expensive stocks are ephemeral.   
 
And that makes business sense – cheap capital, just like cheap lemons and sugar, does not 
make wealth.  Currently people don’t seem to agree with that sentiment. They only argue over 
who should get the cheap capital. 
 
Those on the left think that capital should be given out at artificially low rates by the 
government and those who on the right scream “class warfare” every time prudent people 

http://en.wikipedia.org/wiki/Capital_asset_pricing_model#The_formula
http://finance.fortune.cnn.com/2012/02/09/warren-buffett-berkshire-shareholder-letter/
http://irrationalexuberance.com/


want to raise taxes just to levels that Ronald Reagan found sensible. 
 
The political tenor that you witness in the Occupy Wall Street and Tea Party movements 
seems to represent the Western discourse perfectly.  One group sees a powerful Washington 
conspiring against the left and the other sees a powerful Washington conspiring against the 
right. 
 
But both groups always call for prudence to come tomorrow. 
 
As Dick Cheney famously said, “deficits don’t matter” in politics anymore. While Democrats 
have always had a fancy for red ink I was shocked when Republicans did not rise up and beat 
their silver spoons into pitchforks and rebel against Cheney at the time.  But It was 
emblematic of a broader shift.  As David Stockman said in a recent New York Times op-ed: 
 
Republicans used to believe that prosperity depended upon the regular balancing of accounts — 
in government, in international trade, on the ledgers of central banks and in the financial affairs of 
private households and businesses, too. But the new catechism, as practiced by Republican 
policymakers for decades now, has amounted to little more than money printing and deficit 
finance — vulgar Keynesianism robed in the ideological vestments of the prosperous classes. 
 

With the Republicans firmly in the camp of deficits and debasement the domestic battles are 
over what Stockman calls which “flavor of free lunch” the politicians should give away – the 
filet mignon of tax cuts for rich people or the hamburgers of social programs that will be paid 
for tomorrow. 
 
But government is not the only estate in society that has reached new levels of profligacy.  
Personal savings rates are near zero.  Consumer credit and corporate leverage are at near 
record highs.  Corporations keep the largest share of profits, capping dividend yields near all 
time lows.   
 
Unlike the Occupy Wall Street/ Tea Party level rhetoric that blames it on some sort of 
malevolent conspiracy, Stockman correctly traces the history of this debt boom to a fateful 
move by President Richard Nixon.  Nixon, the supposed fiscal conservative, bowed to the 
conventional wisdom and stated, “that we are all Keynesians now”.   
 
Nixon, in his infamous late night news conference, now called the Nixon Shock, defaulted on 
our obligations in the Bretton Woods agreement.  Like most Keynesians Nixon created what 
Jim Grant calls a “cloud of perfume” around the move.  As you can see in the Youtube clip he 
claimed it was “very technical”, implying that the citizens did not have to worry about it.   
 
What is so technical about not allowing your trading partners to convert their $35 into gold? 
 
Mistakenly Seeing Dogma As Science 
 
The ease from which the dollar was unhitched from gold (simply by a president going on TV 
and blaming “international money speculators”) allowed other elements of Keynesianism to 
seem reasonable.  
 
Americans learned to think of the counter-intuitive dogma of the Keynesians as science.  If 

http://www.nytimes.com/2010/08/01/opinion/01stockman.html
http://www.federalreserve.gov/datadownload/Chart.aspx?rel=G19&series=3e4b643fa48b7bff9962454e556c8761&lastObs=&from=&to=&filetype=csv&label=include&layout=seriescolumn&type=package&pp=Format
http://www.federalreserve.gov/releases/z1/Current/z1.pdf
http://www.multpl.com/s-p-500-dividend-yield/table
http://www.youtube.com/watch?v=iRzr1QU6K1o


the dollar does not have to be backed by gold why do equities have to be backed by their 
potential and intent to pay dividends? 
 
And CAPM was there to take Keynesianism and translate it from a theory of Economics into a 
formula of Finance.  The tax policy was also altered to subsidize capital gains, punishing 
dividend income. 
 
Everything backing business, the troika of Economics, Finance & Tax, had been structured to 
coddle speculation and punish prudence. 
 
Looking back on 2011, the error I made was that I didn’t understand the power of this troika to 
impact everyday businesspeople.   
 
As Hunter Lewis has said, Keynesianism “is the air we breathe” now.  Keynes himself said, 
“the ideas of economists and political philosophers, both when they are right and when they 
are wrong, are more powerful than is commonly understood. Indeed the world is ruled by little 
else. Practical men, who believe themselves to be quite exempt from any intellectual 
influence, are usually the slaves of some defunct economist.” 
 
I started off by thinking that everyone would understand my idea of Merchant Banking For The 
New Normal was sensible. I approached executives who I thought had nice little businesses 
that happened to have made one or two bad allocations of capital.  I thought that the market 
was worried that they would continue to make bad moves.  So if Fertilemind came in to 
pledge to buy stock if the target company agreed to dividend out a portion of free cash flow 
the market would understand their worries were for naught.  That yield plus the increase in 
stock price would help Fertilemind and the increased stock price would allow management to 
do things that it could not with a lower priced stock.  
 
 A few listened in the beginning of the year when the markets were in the doldrums.  But then  
QE2's impact started to be felt through another managed reduction in the “risk free” interest 
rate.  As a result the stock markets soared and Bubble 2.0 companies like Groupon and 
Zynga were able to raise absurd amounts of capital based on popularity metrics that are 
clearly unsustainable; my entreaties were met with hostility. 
   
Viva Animal Spirits!  The Confidence Game Is Back!  Spending & Speculation Will Get Us To 
The Promised Land! 
 
More fiscal stimulus was also prescribed through the extension of the Bush tax cuts as well as 
Obama social programs. GDP grew but no one seems to realize that when you count GDP in 
the same currency you create, GDP growth can be paid for as easily as the bridge to 
nowhere. 
 
One technology company executive haughtily told me that only banks had to pay dividends.  
Another friendlier one told me that he was worried that it would communicate that growth was 
over if they started paying dividends.   
 
That shocked me – after all if you were to start a business that you planned to own forever 
you would expect it to consume capital in the beginning, then become self-sustaining and 
eventually produce excess capital. 



 
That is certainly what I expected with my lemonade stand.  I tried to figure out what made a 
public company different. 
 
Here is what I came up with -- the central bankers of the world, all acolytes of Keynes, have 
decided that it is the P in PE that brings wealth when we all know, as business people, in a 
normal environment it is the E.  
 
This has created such an intense group of booms and busts that executives and boards see 
themselves as Bubble Riders, searching the capital horizon for the next bit of Animal Spirits-
driven speculation to send their stock skyward.  This seems easier than creating a good and 
sustainable business that offers a return to shareholders, regardless of the current PE the 
market offers.  Why create a business where there is a cost of capital when you can create 
one where capital is as free as hot air? 
 
So How Does This Impact Fertilemind? 
The first round of target companies attempted to find another thermal that would allow their 
stocks to soar on hot air.  As predicted they were bad Bubble Riders and their stocks 
collapsed. 
 
This does not mean that dividends are barbarous relics or this bit of luft will be more 
permanent than the previous ones. 
 
I'm not the only one shouting from the mountaintops on these subjects.  Barry Diller recently 
said in a press release announcing a new dividend, “I think it’s an outdated and somewhat 
inane concept that high growth companies shouldn’t pay dividends,” 
 
Tony Crescenzi, a portfolio manager at Pimco, has written extensively on what he sees as a 
“Keynesian Endpoint”.  In one of his more perceptive pieces he said: 
 
All that the Fed has had to do thus far to keep the game going is press the “on” button to its virtual 
printing press, crediting the account of the U.S. Treasury. In the process, the Fed has kept the 
demand for U.S. Treasuries high, perhaps deceptively so, attracting with its redolence many 
classes of buyers, including households, banks, pension funds, insurance companies and foreign 
investors. Their collective buying has created what we believe to be a profit illusion with many 
investors mistakenly believing they can continuously reap profits from perpetually falling bond 
yields and rising bond prices, just as they have had opportunity to do over the past 30 years. 

 
When a portfolio manager of the largest bond manager starts structuring his portfolio for the 
end of Keynes it seems clear that the theoretical battles for the underlying structure of the 
market has moved to the public realm.  More and more executives are starting to understand 
that the academic underpinnings of business, Economics & Finance, are being ruled by giants 
with clay feet. 
 
Starting To See Our Own Deal Flow 
I am seeing this in the form of a deal flow from executives frustrated with their experiences as 
Bubble Riders. 
 
They are beginning to contact me to try and understand the Merchant Banking For The New 

http://www.pimco.com/EN/Insights/Pages/The-End-of-QEII-It’s-Time-to-Make-the-Donuts.aspx


Normal.  We are having stimulating conversations.  Many clearly see that the vein I am 
tapping into, combining investment banking, strategy, capital allocation and equity, can add 
value to their shareholders as well as Fertilemind's LPs. 
 
Some of the ideas they had proposed are not exactly the ones I immediately had in mind but 
they look like they could be mutually beneficial.   For instance, we have closed a secured debt 
piece with an Internet company.  It pays us a healthy yield at a prudent loan-to-value ratio.  
We are working on another in which we may buy out a large investor, who insisted the 
company find bubble-riding growth opportunities when a return of capital would have been 
more appropriate.  If we close this deal the dividend alone could return a double digit yield. 
 
The lessons from owning a lemonade stand are as applicable to a young boy in 1979 as they 
are to a hedge fund manager in 2012: 
 

1. Just like an increase in the supply of sugar does not create more profits for a town’s 
lemonade stands, an increase in the amount of capital does not create more profits for 
an economy. 

2. Any commercial enterprise starts off consuming capital from its investors and then it 
produces it. 

 
I look forward to applying those lessons in 2012. 
 
 
 
 
 
 
 
 
 


