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After a horrendous drop in the second quarter, the stock market seems to have regained it’s footing. The Dow Jones Industrials recovered from its intrady bottom around 7,500 to close this week at 8,778, a 1,300 rally in 4 weeks. In the old days this kind of performance would have made for a good annual return. What made Blue Chips 17% more attractive today compared to 4 weeks ago?

1. On the way down, Index Funds like Vanguard were hit with mass redemptions. Since Index Funds principally do not hold cash, they were forced to sell the stocks that make up the main indices into a declining market, which exacerbated the losses. 

2. Asset allocation.It was interesting to watch during this 3rd quarter massacre, how bonds would trade up minutes and sometimes hours before another wave of selling hit the stock market. Investors obviously decided that safety was more important than watching this grueling erosion of their equity portfolios. Selling in stocks caused selling in the futures markets, which forced more selling in stocks. Buying in treasury notes and bonds begat buying in the fixed income futures which attracted more buying in bonds and notes. 

This self-reinforcing cycle lastet 3 months. Foreign investors, who had been liquidating US holdings and repatriating money all year long into more attractive regions, thus driving the dollar down, did not help the situation either. Options volatility across all financial instruments exploded. Speculators anticipated further dramatic moves in Stocks (down) and bonds (up).  And then, one day, it was all over. July 24th started just like another day of vicious selling; the Dow opened down 20 points and within 20 minutes reached the minus 170 mark. Then the flood gates opened and money poured into the market. Institutions started covering short postions and began investing in stocks again. Enough was enough. 

Throughout the decline falling yields and rising bond prices were associated with a worsening economy, falling or anemic profits and therefore falling or anemic stock prices. In the end, nobody knew who was leading who. Was the weak economy leading stocks down, or did falling stock prices indicate a weakening economy? In any case, the bond market (considered the big and smart brother of the stock market) had  it right since the beginning of this year. 10-year T-notes dropped by more than 1 full percent from 5.3% to 4.3% as of Friday. Their prices inversely rose by more than 18% in a matter of months. Not a bad performance at all. 

In the end, asset allocations of many pension funds became extremely overweighted in fixed income securities (due to rising prices) and underweighted in equity securities (due to falling prices). Their holdings had to be rebalanced, which prompted the massive advance in the Blue Chips.   The result of this summer madness is that PIMCO with its fixed income products has replaced Fidelity as the second largest fund family after the giant Vaguard family of index funds. This is an important development which we will examine further.

Back to basics. Investing is supposed to be a rational process. What we saw during the last 3 months, however, indicated more emotional behavior than rational analysis. Investors displayed such risk aversion that Yields in the 10-year T-Notes market reached 40 year lows. Investors were falling all over themselves to seek refuge in the safety of uncle Sam’s paper. 

As we explained above, pension funds have to keep a certain balance between stocks and bonds prescribed by their models. Their purpose is to provide future retirees with retirement income. Many of them are underfunded because corporations in the past were spoiled through excessive stock market returns which gave them the possibility to contribute less Dollars than normally would have been necessary. The dilemma for many  is now, how to close this funding gap and to provide the estimated returns necessary to pay current and future retirees. To make this seem feasible, many pension fund models still assume a 10% annual return on their investments. We don’t think that this is realistic. Let’s assume for arguments sake that the average pension plan has a 50/50 allocation to stocks and bonds:

To generate a 10% annual return for the next 12 months, any one of these scenarios would have to happen:

1. 10-year T-Notes stay at 4.3% (prices remain at this level) and stocks return 20% from here (Dow 10,500)

2. stocks stay flat and bonds return 20% from here (10-year yields drop to 3%) 

3. stocks decline and bonds advance even more

4. bonds decline and stocks advance even more

I say, there is not a chance in hell that pension funds can achieve these kind of returns. How likely is it that the economy surprises us and enables companies to produce profits that would justify a 20% advance from here? Consumer sentiment is declining, industrial production is stalling or weakening, productivity in the second quarter advanced at an annual rate of 1.1%, the slowest pace since the recession began. With the S& P 500 trading at a PE of 20 based on 2003 earnings estimates, stocks have no margin for error here. 

And now the bad news. Bonds have no margin for error either. How likely is it that bonds return another 20% from here with bond yields already at 40 year lows? Why would any bond investor accept a 3% yield when real interest rates in other developed countries are just as safe, twice as high and not exposed to a huge current account deficit?  I believe that irrational exuberance has entered the bond market. 80% of fixed income managers in a recent survey were positive about the future of their holdings. A sure sign that things are overdone. The majority of market participants usually has it wrong. The fixed income markets in this country will face severe challenges.

Government Bonds

10-year T-Notes with a yield of 4.3% and inflation at currently 2.3% produce an inflation adjusted real interest rate of some 2%, which constitutes a historical low. Inflation, however, seems to be on the rise, even though it is not yet reflected in all government statistics. 
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Regarding the left chart, we are quoting Argus Research 07/09/02:

“… The Economic Cycle Research Institute’s (ECRI) monthly Future Inflation Gauge rose to101.7 in June from a 99.1 posting in May –the third consecutive increase. This highly-accurate barometer of turning points in inflation now

Stands at its highest level since July 2001.On a year-over-year basis, the index is clearly climbing from its trough of 1.70% in August to 2.31% in June. According to the ECRI, the index surged at a 5.5% smoothed annualized rate, which minimizes monthly fluctuations. It now appears as though the inflation fears that surfaced in our in-house barometer are becoming more prevalent. Should this data continue to advance at such an accelerated pace, then the Federal Reserve will have to counter with higher interest rates.”
Regarding the right chart we are quoting Argus Research 05/22/02:

“… But the most worrisome activity was reported in the prices component, where the Prices Paid and Prices Received indices – two of the six components in our Leading Fed Funds Index – surged to their highest levels in over a year-and-a-half. The diffusion index for prices  paid increased notably to 19.7 from 7.5 in April (its highest reading since November 2000) and the Prices Received Index jumped to 7.3 in May from 2.1 in April (its highest since May 2000). We consider these price barometers  to be highly accurate, and know that they are closely scrutinized by the Fed’s Open Market Committee.” 

In addition, the Employment Cost Index, one of Greenspan’s favorite indicators, has been rising at an annual rate of 4%. Inflation expectations and, hence, real yields tend to be lowest when investors are pessimistic about the economic outlook. Similarly, real yields tend to be low when the investment return on assets other than bonds is perceived to be low. The real interest rate on 10-year Treasury notes is now quite low. With the yield on the 10-year at 4.3% and inflation at about 2.3% (using the core consumer price index as a gauge), the real yield on the 10-year is just 2.0%. That's much lower than the 3.5% real yield seen in the 1990s and below the 2.2% real yield seen in the 1960s, the last period of low inflation comparable to the current period. Investors are demanding very little compensation over and above inflation because they believe the inflation rate will fall and/or that the stock market poses very little competition for capital. 

With interest rates at 4.3 % it would only take a one percent increase in inflation to go back to the 5.3% level, thus producing capital losses in the order of 20%. We consider the bond market to be a very dangerous place at this point. 

That inflation seems to be more on investors mind recently became clear in the final three days of last week.

Volume was very heavy in the futures pits. The 10-year note futures and the 30-year bond futures combined traded roughly 100 Billion dollars worth of contracts. After touching 3.95 % on Wednesday, the notes and bonds gave up 0.35% in the final 3 trading days producing price declines of almost 9%. An enormous amount of money left the fixed income arena in a matter of 3 days. The surprising part is, stocks did not benefit from this. No major asset re-allocation seemed to take place. Where did the money go? Consider the chart below.
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The left chart shows the U.S. Dollar Index (blue) with the Accumulation/Distribution Index (red). It becomes apparent that the dollar is under distribution because the red line reached a new low last week while the dollar itself still hovers around 2.6% above its previous low. It seems that money is still leaving the country. Why?

The right chart shows the CRB Index (Commodity Research Bureau Index) which represents a basket of 17 commodities like cotton, oil, copper and others. Here the red line indicates accumulation of the index which increased by over 11% this year. Rising commodity prices eventually will eventually translate into rising inflation. Rising inflation might be good for the pricing power of corporations, at least initially. However, it will be definitely bad for fixed income investors. Which goes to show you that seemingly secure investments might turn out to be very dangerous places to put your money, indeed. I believe that fixed income investors will demand higher real interest rates in the future due to rising inflation and the risks associated with an enormous current account deficit. Lacking either higher interest rates or a dramatical improvement in this country’s balance of payments, they will be more likely to withdraw money from the U.S. Either scenario, higher interest rates or deleveraging of government and corporate balance sheets are going to be extremely painful and carry bad news for stocks and bonds in the long run. The only long term beneficiaries that we can make out at this stage of the game are going to be commodities and especially precious metals. 







300 N. Lincoln Street, Denver, Colorado 80203

tel. (303) 765-5600, fax. (303) 765-0097

www.calesinvestments.com / www. calesinvestments.com


_1091174510.doc
[image: image1.png]






_1091175169.doc
[image: image1.png]






