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Rising Interest Rates and Rising Stock Prices are Possible

The Federal Reserve raised the overnight lending rate by 0.25% to 1.25%. The interest rate hike is the first in four years and the vote was unanimous. The wide belief is that the Fed will continue tightening through this year and next, albeit at a "measured" pace, which the Fed kept in its statement. The next Fed meeting is August 10. As expected, we're seeing a muted response to the news, which was almost a foregone conclusion. Stocks reacted positively and moved slightly higher. Treasuries showed some strength, extending earlier gains. The dollar has maintained its recent course of action, falling once more against the euro and showing slight gains against the yen. Coming on the heels of tepid news from the likes of Wal-Mart (WMT), Target (TGT) and General Motors (GM), the National Association of Purchasing Management said that its Chicago regional index decreased to a reading of 56.4 from 68 in May. This represents the largest decline since September 1974. The above 50 reading continues to signal positive economic growth, but the May dropoff pushes the index below its 62.6 average for this year. Along with other recent datapoints, the reading suggests that the bloom may be slightly coming off the economic rose as the U.S. economy enters a period of more moderate growth. The Chicago region is home to a lot of U.S. manufacturing, with the region accounting for 40% of the country's auto production, 35% of steel production, and roughly half of its farm equipment. The steel and farm equipment industries have been very strong lately while the auto industry has grown increasingly weak. 
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The ISM Index on the left (formerly called the Purchasing Managers Index)will be released tomorrow on July 1, 2004. However, I have taken a gamble and assumed that this index will fall to the same degree as the Chicago Purchasing Mangers Index fell today. Should that be the case, we will have clear evidence that the economic expectations of purchasers of goods are retrenching. This profound trend change indicates that the economy is softening. The weekly Leading Economic Indicator (right chart) of the Economic Cycle Research Institute (ECRI) also points towards much reduced economic activity. Looking at the Baltic Dry Index (BDI) (formerly the Baltic Freight Index), which we showed in previous newsletters, we will see a dramatic decline in worldwide shipping rates as well. The BDI declined from 5,700 at the end January to 2,800 as of Monday. This represents almost a 50% decline in shipping rates. All these indices tell the same story. Worldwide growth is and inflationary pressures are moderating. As I said in my last newsletter, the worst of the inflation news seems behind us. Good news for bond investors and definetely good news for stock investors.  It seems that Greenspan & Co. can afford to practice what they preach and proceed with the "measured" pace of interest rate hikes as announced. 

The most visible easing of inflation pressures is the recent decline in energy costs. After reaching an all-time closing high of $42.19 per barrel on June 1, crude oil is now trading around $36. Gasoline futures have fallen even further -- about 20% since reaching an all-time high of $1.46 per gallon on May 24. This decline is important, because it will have a large impact on consumers' perceptions about inflation pressures. As prices at the pump begin to fall, consumers may breathe a sigh of relief, thus helping to sustain the economic expansion.
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Adding to the signs of falling inflation pressures are recent economic data, particularly with respect to consumer spending. Major chain stores have reported weak results for June, and automobile manufacturers have echoed the results. If consumers are purchasing fewer items, manufacturers will ultimately produce fewer items, thereby alleviating the upward pressure on inflation. The chart above on the left shows the ECRI Future Inflation Gauge, which clearly has come off its highs. According to the Economic Cycle Research Institute, this index has a mean lead of 11 months and a median lead of 9 months at inflation cycle turns. Again, this seems to indicate good news for fixed income investors because short term interest rates are NOT going to shoot up as they did in 1994 and as many investors had feared. A gradual rise in interest rates across the maturity spectrum is the perfect scenario for stocks. Moderating but sustainable economic growth will ensure rising profits while interest rates stay subdued. Is this too good to be true? Maybe not. Did you know that the S&P 500 companies clocked the fourth consecutive quarter of 20% plus annual profit gains? Have we finally reached the nirvana for stock investors? Hardly. Oil is not going to stay at $36 for long. I expect a resumption of the uptrend in short order. Terrorism could still be the giant monkey wrench that brings everything to a halt and election headlines are sure to entertain us in the future. No, this is not nirvana, but stocks sure look promising to me. In addition to moderating interest rates, we see rising liquidity entering the system again. If you look at the chart above (right), you will see that the M2 money stock is showing positive growth again. This is a major positive for stocks. I would not be surprised if the Dow Jones Industrials would reach the 12,000 mark before everything is said and done. It probably will be a staggering and frustrating ascent. It will show painful corrections (probably this fall) but eventually, I believe that we can reach that level. This would give the Dow Jones an annual performance of 15%, twice the norm and not bad for one year’s work. But with profits skyrocketing and interest rates behaving like skolded children, I see no reason why we could not get there by the end of the year.  
The major caveats are our familiar headlines: Oil, Saudi Arabia and Iraq; inflation and interest rates and earnings, earnings, earnings.

Be careful out there!








Hermann Vohs

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
















300 N. Lincoln Street, Denver, Colorado 80203

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

www.calesinvestments.com / www. calesinvestments.com


