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Interest Rates are rising

The stock market was little changed in the past two weeks. The S&P 500 reached a high so far this year of 1015, before selling off to a closing weekly low of 976 last Friday. Even though the selloff was somwhat severe, investors kept their cool. Panic was missing, which in itself is a bad sign. The real action however took place in the bond market pits of Chicago. The 30 year T-Bond Futures September Contract reached a high of 123 on June 16th and closed last Friday at 116 5/8. The sell off was vicious and took place on heavy volume. See the charts below:

30 Year T-Bonds Sep 2003 Futures




30 Year T-Bond Yields
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As I said in my last newsletter, watch bonds and interest rates. If interest rates continue to rise, the stock market will be in trouble. Barron’s quoted this week Sanford C. Bernstein strategist Vadim Zlotnikov who calculates that every half-percentage point rise in the 10-year Treasury note keeps another three million potential home buyers from qualifying for a mortgage on a median-priced home. Higher rates would also cut into the expected $80 billion in consumer liquidity expected to come from mortgage refinancing this year. The 10-year note yield is up almost exactly half a point since its low of 3.08% two weeks ago. Corporate liquidity would also be affected negatively. Another consequence is that Price Earnings Ratios would have to come down. Future (uncertain) corporate profits might be less valuable today if they have to compete with higher yielding instruments. Another sign of trouble for stocks is the high percentage of bulls (71.4%) versus bears (8.6%). Nobody seems to believe anymore that stocks are risky. Investors are too complacent which indicates to me that every investor in the universe, or at least 71% of them are already more or less fully invested. Not many people are left to buy in other words. 
All this might lead us to the schizophrenic situation in which the economy starts to improve due to lower taxes and loose monetary policy from the Fed, while at the same time stocks and bonds suffer a sharp correction. I believe that bonds are extremely risky and quite possibly even riskier than stocks.
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It is not unlikely that foreigners may in fact stop their purchases of US dollars. Perhaps because they see no longer the need to stabilize a dollar that is has been rising lately anyway or because they perceive a renewed demand for dollars from other sources of the global economy. After all the US shows the most promising economic environment of all western countries. Whatever the reason, if foreigners stop buying and domestic institutions start selling, 30 year rates might rise a lot higher than anybody anticipates right now. I believe that there is a substantial probability that long term rates will test the upper end of the multiyear trend channel.

What would that mean for stocks?

We know that it can’t be good in general. However it behooves us to remember that stock market tops are processes that can take many weeks. So I would not automatically assume that the stock market is going to crash right away. A corrective decline throughout this summer into the September-October time frame might bring us into the neighborhood of 920 or. However, if clear indications surface soon that the economy is strengthening beyond a 2.5% - 3% growth rate, the expected downtorn might be shallower than that.

To get a better understanding of the mechanisms at work, I decided to duplicate an indicator that was presented by Mr. Harry Ernst in the Barron’s issue dated 04/14/03. Mr. Ernst is President of Ernst Financial Advisers (hernst@ernstfa.com). I hope that I did him justice. 

Mr. Ernst uses his own definition of money supply (called Mo2) because the Federal Reserve’s traditional money measures have not done a good enough job to predict the direction of the economy and financial makets. He uses Mo2 in combination with long term interest rates to predict the direction of the financial markets. We already know that long term rates reversed to the upside recently. Mo2 consists of three components: 

1. Currency   2. Demand deposits which reflect the liquidity and health of the banking system and 

3. Repurchase agreements between financial institutions and non-financial institutions. When Mo2 rises it indicates rising liquidity in the system. Mr. Ernst measures not Mo2 itself but instead the 6 months rate of change of Mo2 to measure the future rise and fall of money supply. 
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The Mo2 growth rate shows clearly that the system has been flooded with liquidity. In June 2002, Mo2 reached its lowest level (a negative 13.58 % growth rate) since February 1992. From there it increased rapidly as the blue line rises dramatically. One month later, stocks found their first bottom in July 2002. Since then the index has risen to a growth rate of almost 10%. This type of money supply growth has been reached only 4 times before. Once in November 1980, once in December 1986 and once in 1993. The current problems in the economy can not be related to a lack of money supply. The system is full of liquidity. Therefore the lowering of interest rates only serves to further pump money into the system. This liquidity however is not being used by businesses to expand capacity since we already have more than enough capacity in almost all business sectors. The liquidity however did benefit consumers, homeowners, bond holders and stock investors. The excess liquidtity went directly into financial assets like stocks and bonds. No wonder the market exploded with such vigor. So far the economy has not benefitted very much from all this. This is probably going to change over the coming months. At the moment it seems that both of Mr. Ernst’s indicators are pointing to a decline in the financial markets. Long term rates are rising and Mo2 is falling, pointing towards a slower growth rate in money supply. Once it becomes obvious later this fall that the economy is accelerating, stocks might be able to put together another major leg up. Until then, I recommend to exit stocks methodically and not to commit new money to stocks or bonds. Go to the beach and enjoy the summer instead.












Hermann Vohs
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The above picture shows the extreme volume that accompanied the selloff in the September Bond Futures. The Accumulation/Distribution Indicator (red) shows clear signs of heavy distribution. Investors are fleeing from Government Bonds.�
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30 Year T-Bond yields rose from a low of 4.17% on June 16th  to a closing high last Friday of 4.61%. This represents a greater than 10 % jump in interest rates over a period of 2 weeks. Another 10 % rise in rates means that every investor who bought T-Bonds over the last 12 months is losing principal.





The blue line  shows 30 Year T-Bond yields since 1993. The red line represents the long term trend channel. The green line shows the quarterly rate of change (ROC) of the 30 year interest rates. You can see how deeply oversold the ROC is. There might be an outside chance that yields drop to the lower end of the trend channel (around 3.8 % or so). However the viciousness of the selloff in the Futures contract suggests that yields will rise over the rest of the year.





The chart shows an item from the Federal Reserve’s statistical release. It is listed under “off balance sheet items” and shows the amount of treasury bonds held by foreign governments and institutions. In the past year foreign governments have bought Billions of dollars to weaken their currencies, which were invested in US Treasury securities. The dollar stabilized recently. Will they start to unload T-Bonds now?
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