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Sunday, June 15, 2003

The Federal Reserve is walking the tightrope!

The past two weeks saw higher stock prices again. The S&P 500 gained another 3%, while 30 year T-Bonds reached new highs almost every other day. Conversely interest rates broke below 4.2%, a level not seen in 50 years. Deflation is the argument for the need of declining interest rates. The “Bernanke put”, meaning the virtual promise made by several Federal Reserve officials not to let interest rates rise until the danger of deflation is past, provides investors and speculators alike with the emotional fortitude to speculate in long maturities. The Japanese “Yen Carry Trade”, which was a very profitable trade during the late 1990s, has come home to the U.S. Investors are borrowing money at rates below 1.25% and invest the proceeds in 30 year T-Bonds, which yield at the moment 4.17%. Institutional investors leverage their accounts 10 to 1 and make huge profits.

Example: 
Invest $1 Mio and borrow $9 Mio at short term rates (90 days) of 1.25% p.a. Your interest burden comes to $112,500 per year. Invest the $10 Mio in your account in 30 year T-Bonds which yield 4.17%. Your interest income amounts to $417,000. Subtract $112,500 from $417,000 and your annual net profit on a $1 Mio investment amounts to $304,500 or 30%. Not bad when one considers that the whole transaction entails virtually no market risk, since Alan Greenspan promised, not to raise rates in the near future.

The current thinking on Wall Street is once again that “Cash is Trash”. Nobody seems to remember that only 3 short months ago, the world was coming to an end and not losing money was more important than making money. But that was then and this is now. What a fickle lot they are. Now, everybody is suffering from performance anxiety and risk is no longer a four letter word. Risk taking is the marching order now for bond and stock investors alike. Is this a good time to assume risk again? Let’s have a look at some Charts:
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The picture above shows the wild speculation going on in the bond market. But there are tangible benefits. 

Corporations benefit because they can refinance their debt at lower interest rates. Balance sheets are being re-liquified. Cash flows and credit ratings are improving. Consumers benefit by refinancing their homes, thus lowering their monthly payments.

Falling interest rates have improved balance sheets of small and medium sized companies the most. The red line above represents the Russell 2000, which contains the smallest 2000 companies of the Russell 5000. Small cap stocks have clearly outperformed large cap stocks since the bear market began in March 2000.

Purchasing Managers Index



Leading Economic Indicator
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The Institute for Supply Management Index seems to bottom out and could very well show some dramatic 

 improvement over the coming months. This would be good for stocks.

The Economic Research Institute calculates a Leading Economic Indicator which has reached its highest level in 11 months. This indicator also seems 

to indicate an improving economy down the road.

Right now, stock investors anticipate a strong recovery in the second half of this year (again), which by the way starts two weeks from today. The fact that many professional money managers are underinvested because the stock market got away from them bodes well for the future. Cash needs to be deployed by many institutions. Small capitalization stocks have historically benefited first from improving economic conditions. This fact is already reflected in the performance numbers of small cap versus large cap stocks. The problem remains the valuation levels. The S&P 500 is trading at a Price Earnings Ratio between 18.5 (operating earnings) and 25 (as reported earnings), which is better than in any of the previous three years, however nowhere close to the PE that marked previous bear market bottoms. Nevertheless, right now the anticipation game I in full swing. Stocks may very well continue to go up for the remainder of the year. Small Cap stocks have outperformed large cap stocks and probably will continue to do so. However, all Indices appear extremely stretched at the moment and I (like most market participants) would like to see some kind of pullback. We will see if the market accomodates our wish. After that, we might enjoy another run to higher ground. If we consolidate for a while, my target of 1050 for the S&P 500 could prove to be conservative.

The wild cards in this game of chicken are the dollar and interest rates. Foreigners hold currently $750 Billion in U.S. Treasury Securities. If they decide that they don’t trust Governor Bernanke’s promise or if they decide that they have purchased enough dollars in order to keep their currencies low, we might have a problem on our hands. Watch interest rates for signs of changing market sentiment. If interest rise in anticipation of a strong recovery or because Foreigners stop buying dollars and recycling them into U.S. Treasuries, it might be time to leave the ship. The Fed is walking a tightrope and all we can do is hope that nobody gets hurt. The bear might have gone into hibernation for now, but I believe that he will return within the next 6 to 12 months. The economy is still suffering from excess capacity and extremely high debt levels, which will not get us to GDP growth numbers of 4% or higher so that current market valuations can be supported. Sooner or later valuations will have to come down. 

To learn more about our current recommendations call us toll free at: 866- 33-CALES (866-332-2537)
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