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During AFG’s 6th annual Research Summit at the Encore in Las Vegas in mid-June, the mood was quite 
somber. Though the stock market had rallied from its March lows and turned positive for the year, the 
over arching feeling was one of worry that the rally would not last. In the weeks subsequent to our 
conference, economic news continued to worsen, as jobs were being lost at an increasing rate in June 
relative to May, which led to a new round of discussions regarding a 2nd stimulus package. Indeed there 
was and continues to be much to worry about, as inflation, growing national debt, and an overall weak 
economic environment made it difficult to enjoy the stock market gains achieved to date. This sentiment 
is consistent with the results of AFG’s first Market Forecast Project conducted in mid July, which shows 
a significant amount of unease in the investment community regarding the economy and various fiscal 
and regulatory policies currently being proposed. For example, 90% of the respondents felt we should not 
have another federal stimulus, while 80% felt the currently proposed cap and trade legislation to curb 
carbon emissions was not a good idea for the economy.   

On the topic of the stimulus program, we were early and loud skeptics of its potential effectiveness in our 
February and March letters. Sadly, the program’s results to date are making oracles of us. Unemployment 
has materially worsened since the stimulus program was rammed through congress without being 
properly debated, or made available for public review. It is likely that unemployment will surpass 10%, 
possibly hitting 11% next year, with the latest projection being the July unemployment rate has risen to 
9.7% from 9.5% in June. Further, while there are signs that the economy will register some growth in the 
2nd half of the year, it may very well be a jobless recovery. All this makes us go back to the first principles 
regarding economics and human nature. In general people tend to want less of something as it gets more 
expensive, and people have no incentive to conserve something that is free and seemingly endlessly 
available. These two principles have led to the time tested result that government is very efficient at 
expropriating and redistributing wealth by force, but consistently incompetent as a wealth creator. 
Therefore it is no surprise that as the tax code will shift rates upward on labor and capital next year, the 
cost to invest and take personal risk increases and results in less economic activity. As a result we concur 
with the view that the coming economic expansion is likely to be less robust than exits from past 
recessions. Further, since the current fiscal strategy is to stimulate economic growth through government 
spending, the capital allocation process is likely to be less efficient than private sector actions. Free 
markets allocate treasure to individuals or firms that can create customers by offering them goods and 
services that they voluntarily purchase. That voluntary exchange of value is the critical ingredient which 
leads to wealth creation. It is the pursuit of such treasure that drives innovation and ultimately leads to the 
betterment of society. However, as the government can fund itself freely by inflating its way out of debt, 
and can create customers by decree, it does not face the discipline imposed by voluntary exchange. This 
critical missing component results in government having few incentives to innovate, either via new 
products or more efficient processes, to serve its customers fittingly. Moreover, because government in 
the short run has unlimited access to capital, it has little discipline to make accurate cost forecasts or even 
utilize the public’s treasure efficiently - as recently evidenced by the Cash for Clunkers program running 
out of money 90% sooner than expected. Thus, it is not surprising that as the stimulus program continues 
to unfold, it will likely overspend and under deliver. 

While the debate concerning another stimulus program seems to have died down, during July the debate 
over revamping the nation’s health care system kicked into high gear. In what was a fascinating month of 
politics, the Congressional Budget Office (CBO) essentially lobbed a live nuclear warhead into the debate 
with an estimate of the leading house plan costing approximately $1 trillion and adding approximately 
$200 billion to the federal deficit over the next 10 years. Not surprisingly, Republicans and Democrats 
have significantly increased the rhetoric on this issue, with each side claiming to be on the side of angels 
and advocating approaches that will likely reduce costs and increase consumer choices. This month we 
will not explore the competing claims made by each party, as we will save that for September when 
Congress resumes debate on proposed legislation. But one interesting point from a market perspective is 
that the public seems to be very engaged on this issue, especially the cost aspects of the program and its 



likely effect on the government’s deficit and the national debt. Entering July, the public generally favored 
health care reform, but today most polls show the opposite. As we have mentioned many times before, 
higher taxes and inflation lead to lower real stock returns. To the extent that such a government expansion 
increases the national debt and leads to an accommodative Federal Reserve, it is likely that taxes and 
inflation would increase in the near to mid term, reducing the long term attractiveness of equity 
investments. In fact, 60% of our survey respondents expect moderate inflation risk. In addition, further 
confirming our view regarding likely tax increases, on the Sunday talking heads circuit, neither Geithner 
nor Summers would rule out a middle class income tax hike when talking with the press.  

So why has the market done so well this year, given all the bad news and the prospects of a growing 
government role in the economy, higher taxes, and likely higher inflation? We believe there are both 
fundamental and political reasons for the market rally, especially in July. These dual concepts are 
reflected in a combination of questions we asked in our recent survey. First, most respondents felt the US 
economy was headed in the wrong direction, yet simultaneously 80% believe the economy will be 
stronger in the coming year. Studying the commentary provided with the answer to these questions, it was 
clear that the majority of investment professionals feel the economy has started adjusting to the post “real 
estate boom” economy, but feel current fiscal policies will not allow the economy to expand to its full 
potential. Therefore, one interpretation of July’s market performance is that the declining popularity of 
the current programs, namely Cap & Trade and Universal Healthcare Reform, creates a relatively more 
attractive future macro environment. Again, when thinking of why the market would react favorably in 
the midst of a deep recession, we are reminded of the story of two buddies (Buddy 1 and Buddy 2) 
camping in the woods. As the buddies prepared their camp and started to cook dinner, Buddy 1 mentioned 
that he heard a black bear can run at 25 miles per hour for spurts of time. Buddy 2 just shrugged his 
shoulders and continued to cook dinner not worried about the prospects of having to outrun a ferocious 
black bear. Buddy 1 was really bothered by the thought of a bear chasing him down and tearing him to 
shreds, so he had to ask Buddy 2 how he could be so calm and see if he could gain some peace of mind 
from his good friend. So Buddy 1 asked, “Why aren’t you worried about a being chased down by a bear?” 
Buddy 2 just shrugged his shoulders and said, “I don’t have to outrun a bear. I just need to outrun you”. In 
the same way that while having to escape a Black Bear is a crappy situation, if you only have to outrun 
the person next to you, your prospects improved significantly.  In a similar vein, the prospects of lower 
government spending and smaller deficits as a result of citizen protests holds the long term promise of a 
more responsible government and a better economic outlook. So as the popularity of these programs 
decline, the market may be reacting to prospects of a smaller, less taxing federal government, which is 
long term bullish on the market. Put another way, if the market tends to view the government as a 
negative economic margin firm, having the public demand a restructuring, is similar to a negative EM 
firm that begins to divest its losing business units and return capital it cannot invest above the cost of 
capital back to share holders.  

The other reason stocks did so well in July, is that companies are finally outperforming the pessimistic 
expectations embedded in their market valuation. At the start of the second quarter, the consensus 
estimate was that S&P 500 earnings would be down 35% from a year ago. With 50% of the S&P 500 
reporting second quarter numbers, the collective EPS change has been just -24.8%, much better than 
expected. (Bloomberg report as of July 29, 2009) Amid optimism of corporations’ ability to control costs 
despite generally lower than expected sales, several analysts raised estimates on the S&P500, calling for 
2009 EPS to be $51-56 and 2010 EPS to be $65-75. This is consistent with the data we have seen 
regarding Economic Margin Momentum. This variable essentially converts the change in analyst EPS 
estimates into a cash flow revision. During the market trough in March, negative cash flow revisions 
outpaced positive cash flow revisions by a factor of 4 to 1. This was an incredibly negative outlook on the 
analysts’ part, and in retrospect it is not surprising such extreme negativity marked the market bottom.  
Conversely, in the last week positive and negative cash flow revisions were approximately equal. This 
resulted from a dramatic decline in analyst calls for negative revisions, and a near doubling of the 



companies receiving positive revisions, indicating a dramatic change in the market mindset. One thing is 
for certain at today’s market prices – the easy money has been made. Again comparing the market in 
March versus today, we see that back in March, companies with greater than 10% upside to AFG’s 
determination of their intrinsic values approximately outnumbered those with 10% downside by a factor 
of 2 to 1. The subsequent market run confirmed our view that companies were priced at a significant 
discount to their intrinsic value. Obviously, pulling the trigger to capture those gains in the midst of such 
economic uncertainty is what makes money management such a difficult job. Today, the ratio has 
reversed. Companies with 10% downside, relative to their intrinsic value, outnumber those with 10% 
upside by a factor of 2 to 1. We believe the current situation is not as risky as it may first seem, because 
analysts are likely to continue revising their EPS estimates upward and such revisions will lead to higher 
intrinsic values, although there is obvious risk with such a scenario. Again making the point that money 
management is a hard way to make an easy living.  

We look forward to our next Market Forecast Project Survey taking place during the month, and 
encourage each of you to get involved – it only takes 5 minutes and our questions will stimulate your 
mind. Your views will add to the overall effectiveness of our results that you can put to work in your 
client communications and market strategies. Lastly, the following are the returns for July, 2009: 

      1 Month Return  (%)    
  AFG Universe 8.46      
  Small Value 10.46  Consumer Durable 12.64   
  Mid Value 10.44  Health 10.07   
  Value 9.91  Basic Materials 9.94   
  Small 9.54  Consumer Services 9.81   
  Mid 8.41  Technology 9.52   
  Large Value 7.93  Capital Goods 9.44   
  Small Growth 7.75  Transportation 8.23   
  Large 7.18  Consumer Non Durable 7.16   
  Growth 7.06  Financials 5.80   
  Mid Growth 7.00  Utilities 5.24   
  Large Growth 6.76  Energy & Extraction 4.41   
              

 

 
 



AFG's Portfolio Performance

AFG 50 
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AFG Monthly Buy/Sell 
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Buys 15.41% 42.39% 136.60%

Universe 16.64% 45.31% 93.14%

Sells 18.47% 28.43% -3.55%

Jul-09 YTD 3/7/2002

10 Stocks to Buy for 2008
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Large 2.59% -0.05%

R1000 6.14% 3.13%

Small 7.82% 5.94%

R2000 7.89% 4.09%

Jul-09 From Release

The AFG 50 is an actively managed, sector-
neutral portfolio of 50 stocks that looks to 
consistently outperform the S&P 500.  The 
portfolio is long-only, rebalanced every 
quarter, and targets turnover of less than 40% 
annually.

*Inception: 6/10/2004

The AFG100 is an actively managed, sector-
neutral portfolio of 100 stocks that looks to 
consistently outperform the Russell 2000.  
The portfolio is long-only, rebalanced every 
quarter, and targets turnover of less than 
80% annually.

*Inception: 12/29/2006

The AFG Monthly Buy/Sell List is derived 
from AFG's proprietary criteria, which rank 
companies in their respective economic 
sectors based on valuation, economic 
peformance, etc. 

* Jul 09: 07/06/2009 - 08/03/2009
* Inception: 03/07/2002 

10 Stocks to Buy is a portfolio released each 
year at AFG's annual conference in Las 
Vegas, which looks to outperform the Russell 
1000 and Russell 2000 indices.  This portfolio 
contains 10 Large Cap and 10 Small Cap buy 
ideas across major economic sectors. 

*Release: 06/12/2009
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AFG's Market Perspective - Long Term

Russell 1000 Russell 2000

* EM: Economic Margin (EM) is AFG's proprietary corporate performance measure. EM is defined as cash Economic Profit over
inflation adjusted Invested Capital while Economic Profit is the difference between Operation Based Cash Flow and Capital Charge.

* MVIC: Market Value over Net Invested Capital (MVIC) is the firm's current total equity, debt and other obligations divided by its net
inflation adjusted invested capital.
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AFG's Market Perspective - 2 year

Russell 1000 Russell 2000
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What's Working - Russell 1000 

Data as of 7/31/2009 Returns 30 Day 60 Day 90 Day 180 Day 360 Day
Universe Return - Russell 1000 All 10.00% 9.72% 18.83% 40.90% -12.73%

Value 11.36% 10.44% 23.92% 51.76% -8.03%
Growth 8.47% 9.38% 14.59% 30.47% -16.63%

Quintile Spreads vs. R1000 Universe
Valuation Spreads 30 Day 60 Day 90 Day 180 Day 360 Day

Price to Earnings Top Quin. - Uni. 5.90% 6.02% 14.40% 44.37% 13.68%
Uni. - Bottom Quin. 0.30% 0.75% 3.86% 2.77% 3.59%

PEG Top Quin. - Uni. 3.55% 3.65% 11.29% 33.60% 5.13%
Uni. - Bottom Quin. 1.11% 0.86% -1.52% -7.80% 5.15%

Dividend Yield - Cur. Top Quin. - Uni. 0.22% -0.14% -1.77% -4.79% 3.14%
Uni. - Bottom Quin. 0.56% -0.47% -1.34% -11.85% -3.60%

Corporate Performance Spreads 30 Day 60 Day 90 Day 180 Day 360 Day

EM +1 Change Top Quin. - Uni. 0.40% 1.23% 1.04% 0.27% -8.02%
Uni. - Bottom Quin. -1.35% -0.26% -1.78% -15.37% -10.29%

ROE +1 Top Quin. - Uni. -2.86% -2.20% -2.01% -6.48% -7.80%
Uni. - Bottom Quin. -5.70% -5.54% -7.42% -33.21% -10.28%

EPS - Growth +1 (1 Yr) Top Quin. - Uni. 0.54% 1.21% 0.14% -0.66% -12.39%
Uni. - Bottom Quin. -6.22% -3.92% -7.08% -30.71% -17.30%

EPS Revisions +Revisions - Uni. -0.05% 0.77% 0.10% -1.75% -6.17%
Uni. - -Revisions 1.00% 0.00% 3.85% 8.05% 5.05%

Sales - Growth (1 Yr) Top Quin. - Uni. -1.25% -4.26% 1.46% 7.76% -6.30%
Uni. - Bottom Quin. -3.27% -3.50% -3.34% -10.00% -2.61%

Sales Revisions +Revisions - Uni. -1.26% -0.46% -1.00% -9.43% -5.26%
Uni. - -Revisions 0.30% 0.13% 1.32% 4.79% 4.18%

Earnings Quality Top Quin. - Uni. 4.09% 5.21% 5.29% 15.47% 10.74%
Uni. - Bottom Quin. 1.35% 2.14% -2.28% -6.74% 7.66%

Financial Leverage - Cur. Top Quin. - Uni. -2.75% -1.23% -1.80% -9.22% -6.18%
Uni. - Bottom Quin. -1.70% -0.30% -5.50% -22.27% -16.32%

Trading Spreads 30 Day 60 Day 90 Day 180 Day 360 Day

Current Price to 50 Day Moving Average Above50MA - Uni. -1.40% -1.98% -1.89% -2.27% 6.00%
Uni. - Below50MA 1.73% 5.37% 6.01% 6.91% 0.08%

Current Price to 200 Day Moving Average Above200MA - Uni. -0.69% -1.74% -8.97% -29.20% -14.73%
Uni. - Below200MA 1.26% 3.13% 6.67% 9.33% 4.66%

Price Return - 1 Month Top Quin. - Uni. -0.97% -5.48% -2.63% 13.02% 12.63%
Uni. - Bottom Quin. -2.93% -6.45% -7.82% -8.45% 12.96%

Price Return - 3 Month Top Quin. - Uni. 5.18% 2.95% 1.44% 1.59% 7.68%
Uni. - Bottom Quin. 1.99% -1.36% -6.38% -28.17% -0.37%

Market Cap. - $ Millions Top Quin. - Uni. -2.72% -2.70% -3.92% -18.75% -6.89%
Uni. - Bottom Quin. -5.21% -4.87% -13.81% -51.62% -30.31%

Beta Top Quin. - Uni. 6.38% 5.85% 15.91% 59.65% 18.73%
Uni. - Bottom Quin. 4.37% 1.48% 7.07% 30.78% 10.42%

* Top Quin.: Top Quintile companies ranked in the index, representing theoretically the 20% best companies based on the variable.

* Bottom Quin.: Bottom Quintile companies ranked in the index, representing theoretically the 20% worst companies based on the variable.

* Top Quin. - Uni.: Return Spread between the Top Quintile companies and the index.

* Uni. - Bottom Quin.: Return Spread between the index and the Bottom Quintile companies.

The Applied Finance Group www.AFGView.com www.economicmargin.com



What's Working - Russell 2000

Data as of 7/31/2009 Returns 30 Day 60 Day 90 Day 180 Day 360 Day
Universe Return - Russell 2000 All 10.38% 14.50% 25.95% 48.45% -9.25%

Value 14.37% 16.68% 33.31% 65.65% -1.82%
Growth 7.48% 13.41% 20.17% 36.07% -13.94%

Quintile Spreads vs. R2000 Universe
Valuation Spreads 30 Day 60 Day 90 Day 180 Day 360 Day

Price to Earnings Top Quin. - Uni. 3.76% 5.85% 13.22% 30.85% 4.79%
Uni. - Bottom Quin. 3.44% 2.01% 9.43% 17.00% 9.20%

PEG Top Quin. - Uni. 2.71% 3.76% 12.32% 40.05% 13.32%
Uni. - Bottom Quin. -2.81% -3.60% -13.44% -22.83% -12.61%

Dividend Yield - Cur. Top Quin. - Uni. -0.69% -1.97% -6.56% -10.67% 2.60%
Uni. - Bottom Quin. -2.99% -2.88% -5.18% -10.43% 0.30%

Corporate Performance Spreads 30 Day 60 Day 90 Day 180 Day 360 Day

EM +1 Change Top Quin. - Uni. -0.19% 1.39% 9.94% 9.26% -4.99%
Uni. - Bottom Quin. -0.86% -0.41% -1.26% -8.77% -5.75%

ROE +1 Top Quin. - Uni. -0.20% 0.55% 1.52% -1.77% -7.35%
Uni. - Bottom Quin. -7.54% -7.16% -16.75% -38.58% -10.42%

EPS - Growth +1 (1 Yr) Top Quin. - Uni. 0.33% 1.79% 8.15% 9.91% -7.50%
Uni. - Bottom Quin. -5.94% -4.24% -4.66% -23.58% -9.86%

EPS Revisions +Revisions - Uni. -0.92% -2.09% -3.89% 1.18% -1.64%
Uni. - -Revisions 0.37% 0.28% -0.86% -4.60% -3.98%

Sales - Growth (1 Yr) Top Quin. - Uni. -2.12% -0.82% 2.98% 0.48% -5.42%
Uni. - Bottom Quin. -6.36% -4.24% -4.99% -11.61% -0.31%

Sales Revisions +Revisions - Uni. -2.39% -1.42% -3.21% -2.05% 2.81%
Uni. - -Revisions -1.80% -1.94% -3.17% -2.94% -1.44%

Earnings Quality Top Quin. - Uni. 7.96% 11.25% 22.31% 43.95% 25.65%
Uni. - Bottom Quin. 3.38% 0.99% -0.78% -4.36% 9.34%

Financial Leverage - Cur. Top Quin. - Uni. -2.91% 2.00% -1.19% -8.93% -1.62%
Uni. - Bottom Quin. -1.51% 4.79% 3.31% -8.89% -9.19%

Trading Spreads 30 Day 60 Day 90 Day 180 Day 360 Day

Current Price to 50 Day Moving Average Above50MA - Uni. -2.63% -3.10% -3.50% -5.11% 3.33%
Uni. - Below50MA 5.78% 6.55% 9.51% 13.27% 2.88%

Current Price to 200 Day Moving Average Above200MA - Uni. -2.10% -3.01% -9.61% -31.04% -15.48%
Uni. - Below200MA 4.27% 5.03% 8.34% 13.78% 4.78%

Price Return - 1 Month Top Quin. - Uni. -2.83% -3.64% -1.57% 6.31% 6.11%
Uni. - Bottom Quin. -8.00% -8.99% -10.68% -21.28% -2.88%

Price Return - 3 Month Top Quin. - Uni. 2.09% -0.66% -0.40% 2.69% 8.09%
Uni. - Bottom Quin. -1.77% -2.56% -10.62% -32.20% -6.96%

Market Cap. - $ Millions Top Quin. - Uni. -1.79% -4.04% -12.47% -29.87% -13.82%
Uni. - Bottom Quin. -7.73% -8.61% -22.99% -63.59% -29.09%

Beta Top Quin. - Uni. 7.08% 5.74% 18.86% 50.40% 12.65%
Uni. - Bottom Quin. 5.10% 4.45% 12.63% 35.67% 20.51%

* Top Quin.: Top Quintile companies ranked in the index, representing theoretically the 20% best companies based on the variable.

* Bottom Quin.: Bottom Quintile companies ranked in the index, representing theoretically the 20% worst companies based on the variable.

* Top Quin. - Uni.: Return Spread between the Top Quintile companies and the index.

* Uni. - Bottom Quin.: Return Spread between the index and the Bottom Quintile companies.
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Snapshot As of July 31st, 2009

Median Value Score Current (Sectors) Median Value Score Current (Style Universes)

EM+1 Change Rank (Sectors)  EM+1 Change Rank (Style Universes)

Total 20 Trading Day Return (Sectors) Total 20 Trading Day Return (Style Universes)
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Total 200 Trading Day Return (Sectors) Total 200 Trading Day Return (Style Universes)

Page/Sectors Value Score RankEM+1ch. 20 Day Ret. 200 Day Ret. Page/Style Universes Value Score RankEM+1Chg. 20 Day Ret. 200 Day Ret.

(15) Financials 58.0 42.0 10.3 11.9 (14) Growth 39 51 11.0 24.7

(16) Utilities 63.0 63.0 7.4 20.8 (13) Value 63 49 14.6 50.1

(17) Energy 66.0 33.0 11.4 27.3 (10) Small 49 50 13.6 74.1

(18) Transportation 76.0 47.0 12.2 21.4 (12) Small Growth 25 61 11.6 66.3

(19) Health 44.0 64.0 13.0 71.2 (11) Small Value 62 46 14.6 77.0

(20) Technology 50.0 55.0 11.7 53.9 (7) Mid 45 48 12.8 16.0

(21) Con. Durable 39.0 39.0 19.6 28.4 (9) Mid Growth 37 48 10.9 13.0

(22) Capital Goods 47.0 33.0 14.8 18.9 (8) Mid Value 62 49 15.6 21.2

(23) Basic Materials 48.0 42.0 16.7 28.3 (4) Large 57 52 11.8 13.1

(24) Con. Non Dur. 51.5 61.5 10.4 31.8 (6) Large Growth 50 52 10.7 10.2

(25) Con. Services 41.0 56.0 15.0 51.2 (5) Large Value 67 52 13.6 19.2
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Large Cap As of July 31st, 2009

Percent Tgt Current Relative to Universe Trading Day Total Return

EM+1 Change Rank Annualized Standard Deviation 
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1 M Cumulative Total Return Relative to Universe % of Large Cap Stocks Outperforming Universe

As of July 31st, 2009
Percent Tgt Current Price Relative to Universe 1.11 5 Day Return 1.11%

EM + 1 Change Rank 52.00 20 Day Return 11.75%

1 Month Cumulative Return Relative to Universe 0.68 60 Day Return 10.63%

Annualized Standard Deviation 22.30% 200 Day Return 13.10%

% of Stocks Outperforming Universe (Cur. Month) 42.74%
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Large Value As of July 31st, 2009

Percent Tgt Current Relative to Universe Trading Day Total Return

EM+1 Change Rank Annualized Standard Deviation 
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1 M Cumulative Total Return Relative to Universe % of Large Value Stocks Outperforming Universe

As of July 31st, 2009
Percent Tgt Current Price Relative to Universe 1.28 5 Day Return 1.75%

EM + 1 Change Rank 52.00 20 Day Return 13.61%

1 Month Cumulative Return Relative to Universe 0.75 60 Day Return 11.75%

Annualized Standard Deviation 26.08% 200 Day Return 19.17%

% of Stocks Outperforming Universe (Cur. Month) 47.71%
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Trading Day Total Return
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This graph shows the 5, 20, 60, and
200 trading day returns for a
particular universe and the entire
AFG Universe, as of the date shown
in the sector book.  In this example,
the Large Cap universe has
underperformed the market during the
past year but has reversed that trend
recently, as shown by 60 and 20 day
returns.  
This graph plots the Annualized
Standard Deviation of a universe
through time. This is a monthly
measure of the underlying volatility in
the price of a particular universe. The
red line show the 6-month moving
average of the Annualized STD to
provide a sharper insight into
underlying trends that can appear
obscure during particularly volatile
months. Periods of extremely
high/low volatility are natural points
to reconsider conventional wisdom as
such periods often mark inflection
points for market direction. 

The chart plots the % of the stocks in
a universe that have outperformed the
AFG universe for a given month.  For
example, in Dec 00, 72% of the Large
Cap stocks had higher returns than the
overall AFG universe return. 




