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Saturday, May 31, 2003

Sell in May and go away – not!

This year, the month of May was great for stock investors. The Dow Jones Industrial Average rose 4.4%, the S&P 500 added 5.1% and the NASDAQ jumped 9% in May. This performance would make a good showing for an entire year, let alone one month. While the Federal Reserve warned everybody that the deflation threat is real, even though it might be remote, stock market investors followed another playbook. Benchmark chasing was in full gear, as mutual fund managers continued to buy rising stocks. Previously cautious money managers who missed the rally between March 12 and April were forced into the market and caused stocks to thrust higher. The risk was too great of falling further behind in the all-important monthly and quarterly performance races. Rather than looking for names that had lagged, and might be relatively cheap, these managers sought stocks already exhibiting big upward momentum, such as biotech and Internet names. Under-invested fund managers went after these two groups in order to capture beta, giving them some hope of catching up to the performance of their elusive benchmarks. (The “Beta” measures the volatility of a particular stock compared to the Standard & Poors 500 Index. A Beta of 1 (perfect correlation) means the stock moves in lockstep with the index, a Beta of 0.5 means the stock moves half as much up and down as the index and a Beta of 2 means that a particular security moves twice as much as the index.) The need to keep up is weighing very heavily on portfolio managers right now. Many portfolio managers are seeing new cash come in for the first time in a while and the more the market goes higher, the more the need grows to put the money to work at any price. Equity fund flows have been steadily positive in recent weeks and totaled $2.8 billion for the four days ended Wednesday, according to AMG Data Services. So where do we go from here? What do stock investors know that the Federal Reserve does not? Let us look at the weekly Leading Economic Indicator (LEI) which is issued weekly and monthly by the Economic Cycle Research Institute. This is one of the indicators which is frequently cited as a reason to stay bullish.
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This index reached an interim peak in May 2002 at 122.6, fell to a low of 115.1 in October 2002 and has been rising in fits and starts to a recent high of 122.5 at the beginning of May 2003. Further details on how the Index is constructed can be viewed at the Economic Cycle Research Institute website. 

As discussed in our previous newsletter, stocks seem to anticipate an improving profit picture. Meanwhile, and in sharp contrast to equities, fixed income investors seem to anticipate a deflationary scenario. Many pundits start making comparisons between the US deflationary threat of today and the Japanese deflation of the the ‘90s. A rally in stock prices seems to contradict that notion that the economy is entering a deflationary period. However Japan’s history shows us that deflation does not necessarily mean that stock prices should be falling. It’s all a matter of perception. Look at the chart below:
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Only some months after it became obvious that Japan’s economy was perilously close to negative GDP growth (again) and in danger of falling into deflation, stocks rallied by about 36%. The behavior of Japanese government bonds (JGBs) at the time is especially noteworthy. Back in early 1995, on the cusp of  Japanese deflation, 10-year JGBs were yielding 3.4% (on 31 March 1995).  At that point, the so-called smart money widely considered JGBs the greatest “short” in the world -- the bubble to end all bubbles. As deflation has taken hold in Japan, however, there has been a steady, unrelenting rally in JGBs over the ensuing seven and a half years that has taken yields down to a mere 0.5%. Does this mean that our long term treasuries will go the same way? I am skeptical. In order for deflation to set in, the economy would have to seriously underperform over the next two years. Unemployment would have to continue to rise and growth would have to stay below 1.5% to 2.0%. This seems an unduely pessimistic scenario. However, 10 year bonds have already rallied much further than I anticipated, so I better be cautious here. I still believe that inflation is in our intermediate future, not deflation. If I am wrong, yields might decline further.  Either way, stocks can continue to rally further in the face of deflationary threats. In my opinion a new bull market is many years away. My target for the S&P 500 remains in the 1050 area for this year. After that it will become obvious that the emperor has no clothes. Until then, enjoy the ride and be careful out there.  

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


