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Thursday, July 31, 2003

The Federal Reserve’s invitation to gamble backfired big time!!!!!

In my June 15, 2003 newsletter I described how Alan Greenspan and Fed Governor Bernanke lured fixed income investors and speculators into buying long term bonds. The attractiveness of borrowing money at short term rates below 1.5% and invest the proceeds into long term bonds at yields above 4% at the time proved too alluring for many hedge funds and speculators. As of right now, however, these investments are producing massive losses. The price of the 30 year bonds fell since June 15, 2003 by about 15%. A leveraged player, who bought bonds with 10% money down and financed the rest is now wiped out and still owes the lender a big chunk of change. 

30 Year T-Bond Prices
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Anybody who bought long term securities in the last 12 months is losing principal. Massive budget deficits in Washington excacerbate the situation and force Uncle Sam to issue more and more bonds to pay the bills. On top of that, leveraged speculators are continuously being forced by their lenders to liquidate their bond positions. The more bonds fall, the more interest rates rise. Rising interest rates are bad for stocks. 

The economy, however is improving. The July Chicago Purchasing Managers Index rose to 55.9 (it’s highest level since January) and was up for the third straight month. The new orders component, at 61.7, was at its highest level since November. Those figures spurred expectations that Friday's national ISM survey will best expectations of 52.0. Employment in the Chicago survey rose to 46 from 43.8 and weekly jobless claims fell to 388,000, a second week below the closely watched 400,000 level. The figures encouraged speculation that July payrolls will rise by more than the expectated 10,000. (The unemployment rate is expected to remain at 6.4%.) Meanwhile, perhaps the biggest news of the day was the advance second-quarter GDP report, which rose 2.4% vs. expectations for more tepid growth of only 1.5%. Furthermore, a decline in inventories shaved an estimated 0.8% from the headline figure. Low inventories are believed to be harbingers of faster growth because production will have to ramp up faster to meet demand. (Similarly, the inventory component of the Chicago PMI report fell to 39.4 from 48.8). 

So why is an improving economy bad for stocks? Right now, the better the economic data, the more fixed income investors liquidate bonds, because an improving economy is diminishing the attractiveness of low yielding instruments like bonds. Potential returns in the real economy might be higher than the measly 5% you can collect from Uncle Sam. The better the economy does, the more people leave the bond market in search of better returns elsewhere, which forces more and more speculators to liqidate their bonds, which in turn raises interest rates further. A vicious cycle is at work. 

Stocks on the other hand are doomed no matter what. If the economy improves, interest rates rise, which diminishes the attractiveness of stocks and leads to PE contraction. If the economy does poorly, stocks should go down because corporate earnings are in danger. Until 3rd quarter earnings come out in October, I see only risk in common stocks. Corporations have just reported earnings and are in no position to prove to investors, that their earnings will continue to rise in the current quarter as is currently expected by most investors. So for the next two months, everybody is up to their own devices to value the attractiveness of common stocks. One of the key variables of measuring the attractiveness of stocks are interest rates. Rising interest rates, however, mean lower multiples (PE ratios) on future earnings. Falling PE ratios mean lower stock prices. Can’t win for losing.

On top of all that, we now face systemic risk as well. The speed of the sell-off and the volatility within the usually staid fixed-income markets has contributed to rampant speculation that some participant or participants are in serious trouble. During sudden swings in any capital market, it's natural for some institutions to be caught off guard. In 1994 it was Orange County that got caught. In 1998 it was Long Term Capital Management (LTCM) that had to be bailed out by Alan Greenspan (that means you and I).  LTCM was a hedge fund that speculated in fixed income instruments around the globe at a leverage factor of 10:1 (!) and got caught in the turmoil surrounding the Asian currency crisis. These days, it could be a dealer, a hedge fund or a commercial bank. All sorts of participants could get hurt. However, there's typically a lag between market action and revelations of any specific problems, so any problems today might not hit the newswires immediately. Nevertheless, I believe that stocks entail to much risk at the moment and could be in for a tough August. 

Fasten Your seatbelts.












Hermann Vohs
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