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A WHIFF OF STAGFLATION

With oil prices approaching $50 a barrel, the “whiff of stagflation” we mentioned in May has become a rather unpleasant odor.  Stagflation is the unpleasant pairing of a stagnating economy with increasing inflation. The “acute” version of this disease struck the US and the world in the 1970s and early 1980s, causing worldwide recession at the same time that inflation reached double-digit rates, even in the US. Stock markets fared very poorly.  What we have in 2004 is a “chronic” rather than an acute case, with a different underlying cause.  The steady rise in oil prices is occurring in spite of, rather than as a result of, OPEC actions.  In the 1970s, the OPEC cartel restricted output and drove oil prices up very sharply. Today, OPEC is producing at or near capacity, and is powerless to keep prices down. Oil demand, especially from fast-growing China and India, is the main culprit behind today’s price increases, with help from potential and actual supply disruptions in Russia and Iraq. 

Gasoline prices in the US have not responded to the recent runup in crude oil prices, but they could, especially if oil stays well above $40 a barrel. In the language of macroeconomics, rising energy prices both sap aggregate demand (consumers are essentially being taxed) at the same time that business costs (aggregate supply) are being driven up.  The economy weakens, but inflation picks up as costs are passed through the production chain.  This poses a terrible dilemma for the Federal Reserve, which must keep inflation low by raising interest rates, even at the expense of further weakening economic growth.  The Fed has indeed raised its target Fed Funds rate to 1½%, and it is very likely to raise it another quarter point at its September 21st meeting. If underlying inflation is running about 2%, (presumed to be the Fed’s target inflation rate), a negative real Fed Funds rate is still far too stimulative. (A Taylor Rule [see our May issue] would suggest at least a 3% Fed Funds rate right now.) In addition, the Fed has committed itself to measured increases, which means it must increase by a quarter point at each meeting or risk losing some of its credibility, which must be avoided at all costs. The Fed could also lose credibility if it did not increase at the September meeting because it would a) appear to be helping President Bush get reelected, and b) have to admit that the “soft patch” in the economy was much worse than the Fed thought. 

If oil prices stay high, stagflation will indeed make the soft patch more like a quagmire. The economy has clearly decelerated, while overall inflation is running close to 3%.  While the economy is unlikely to head into recession this year, slower growth and rising inflation is not good for an incumbent president running in a tight race for reelection.  Wall Street does not like uncertainty, and the current odds of a Kerry victory (which Wall Street fears) are about 50-50, based on the Iowa electronic market.  The VL MAP is only at 55%, which means stocks are still not cheap, and we are headed into the September-October “minefield,” traditionally a time of weak stock prices. A good time to hold lots of cash in reserve!

RECOMMENDATION: Continue to hold 50% cash until the VL MAP returns to 100%.  Since we expect total returns on stocks and bonds to be negative over the next 2-4 months, the puny but positive returns on money market mutual funds may be the best game in town. An alternative for some cash holdings would be TIPS (Treasury Inflation Protection Securities). Vanguard offers a no-load, low-cost TIPS fund. (The Editor does hold some TIPS in his retirement account at this time.) TIPS have rallied since our May letter, which increases the possibility of negative returns over the next few months.  TIPS may work best in a tax-advantaged account, since taxable accounts may generate a tax liability on unrealized gains in TIPS.  The Model Portfolio will continue to stick to a plain vanilla money market fund for its cash. ( AM 8/23/04)

MODEL PORTFOLIO-C

Shares
Company  (Ticker)
Recent Price
Value
Advice

363.72
Advanced Neurological Systems  (ANSI)
31.5
11,457
Hold

281.25
Amer Intl Grp  (AIG)
69.8
19,630
Hold

310
Auto Data  (ADP)
39.76
12,326
Sell

133.54
Cardinal Health (CAH)
44
5,920
Sell

296.74
Home Depot  (HD)
36.2
10,751
Hold

258.99
Linear Technology (LLTC)
37.25
9,646
Hold

282.22
Pfizer (PFE)
31.47
8,881
Hold

387.31
Sunguard Data Systems (SDS)
23.02
8,914
Hold

975
Symantec (SYMC)
47.76
46,562
Sell 300

294.86
Walgreen Co (WAG)
37.11
11,461
Hold

CASH


136,251


TOTAL


$281,799


Our wholesale restructuring in May has given us a more diversified portfolio with better appreciation potential and a nearly 50% cash position.  The one disaster among our new choices has been Cardinal Health.  The bad news of an earnings miss, a reduction in future estimates, an investigation, and the departure of the CFO has pummeled this stock.  Even though Value Line still rates it a “3” for year-ahead performance, and still gives it massive appreciation potential, we think the blade will fall in Value Line’s next full-page review.  The stock is likely to remain under a cloud for some time, and we have a substitute in the medical field, Health Management Associates (NYSE-HMA) which has an “earnings predictability” ranking of “100” to go with price growth persistence of “90” and appreciation potential of 100% to the low-end of its 3-5 year range.  HMA operates rural hospitals and generates double-digit earnings growth every year. Its prospects are much better defined than Cardinal’s at this time.  Switch.  We also are ready to give up on Automatic Data, which we have held since 1988.  This was once one of our favorite PAD stocks, with what seemed like an unending streak of double-digit earnings increases. Recent years have been a different story, though, and we have concluded that the days of rapid growth are truly over. And we have a replacement in the same industry: Fiserv.  Fiserv provides information management services to the financial sector, and now also the health care sector. The stock has the rare and coveted ranking of “100” for price growth persistence, “100” for earnings predictability, a B++ financial strength rating, 100% appreciation potential to the low-end of the 3-5 year range, and a “2” ranking for year-ahead performance. The Value Line report shows rising earnings every year since 1988, and 2004 earnings should be doubled in 3-5 years. Switch.

We will also trim our Symantec position a little more by selling 300 shares.  This will push the MP-C closer to a full 50% cash, and also get us closer to our target of a maximum of 10% of the portfolio in Symantec.  We still love the stock (see below), but diversification trumps love.

We are also unable to resist purchasing some Taiwan Semiconductor Manufacturing (NYSE-TSM) at current prices. This company is a chip foundry, which means it produces chips for electronics firms.  This outsourcing enables firms to design chips without having to make the enormous capital investment required to produce them.  We have been long-term bulls on electronics since the first edition of Outperforming Wall Street was published in 1987.  The demand for chips of all kinds (logic, analog/digital, and memory) will remain strong for many years, even if the stocks in the industry go in and out of favor.  TSM is historically cheap right now, and as an additional bonus, Value Line earnings projections assume that the Taiwan dollar (TWD) will appreciate only 1% against the US dollar over the next 3-5 years.  We believe that Asian currencies could appreciate much more than that. The US dollar is being held up by massive purchases by Asian central banks, which we discussed in our May issue. These purchases are not sustainable in the long run. Thus TSM is also a bet on a decline in the  US dollar against the TWD, which we think is inevitable.  Saber-rattling by the mainland Chinese often depresses TSM stock, but we doubt an invasion of Taiwan is in the works. We think it is more likely that the Communist Party will eventually be forced to give up its monopoly on political power on the mainland, and after that, reunification will be peaceful and swift.

We are content to hold our other stocks, given our large cash cushion. Appreciation potential for all of them is high (with the exception of Symantec) and none of them are poorly ranked for year-ahead performance. We will hold our large but shrinking position in Symantec in the belief that the virus/worm/Trojan Horse problem will only get worse, and that Symantec has some of the best products on the market to deal with “malware.”  Symantec recently bought Brightmail, which is a leader in anti-spam technology.  We all know how much still needs to be done here. (Refinance at 2%! Buy C.I@LS cheap!) If the stock market does fall enough to get the VL MAP up to 100%, we will prepare a Buy List for subscribers. 

Advice: SELL Automatic Data, Cardinal Health, and 300 Symantec. BUY $10,000 each of Fiserv, Health Management Associates, and Taiwan Semiconductor Manufacturing. All sales and purchases should be made immediately and “at the market.” (Full disclosure: the Editor has reduced or eliminated positions in Automatic Data and Cardinal Health, and purchased Fiserv and Taiwan Semi.)

Note: New subscribers baffled by the details of the PAD System should purchase a copy of Daniel Seiver’s Outsmarting Wall Street (3rd edition, Probus/McGraw Hill, 1994). This book contains a full discussion of the PAD System and all of its rules.  Although out of print, it is regularly available on Amazon.com for $5 -$10.

PAD SYSTEM UPDATE

The long-term performance of Model Portfolio-C is a gratifying indication of the value of the PAD System. The Hulbert Financial Digest, the leading independent rater of stock market newsletters, reports that for the 15-year period ending June 30, 2004, MP-C returned an annual average of 10.8%, with 15% less risk than the market. MP-C’s risk-adjusted rating beat the benchmark Wilshire 5000 Index and Value Line’s Group 1 stocks over this 15-year time period.

The PAD System has always emphasized the importance of R+D spending.  We expect technology companies to spend at least 7.5% of sales on R+D, and non-technology companies to spend 2%.  Only in those industries where R+D spending is not relevant (banks and the like) do we allow price growth persistence to fully substitute for R+D spending.  Now there is academic research which supports our approach. A paper entitled "An Examination of Long-Term Abnormal Stock Returns and Operating Performance Following R&D Increases" by Eberhart, Maxwell, and Siddique, has been accepted for publication in the Journal of Finance (vol. 59, no .2 pp. 623-650.) Here is the abstract from the Financial Economics Network:

“We examine a sample of 8,313 cases, between 1951 and 2001, where firms unexpectedly increase their research and development expenditures (R&D) by a significant amount. We find consistent evidence of a mis-reaction, as manifested in the significantly positive abnormal stock returns that our sample firms' shareholders experience following these increases. We also find consistent evidence that our sample firms experience significantly positive long-term abnormal operating performance following their R&D increases. Our findings suggest that R&D increases are beneficial investments, and that the market is slow to recognize the extent of this benefit (consistent with investor underreaction).”

What this means is that myopic investors consistently undervalue R+D, since it reduces today’s bottom line in exchange for more rapid long-term growth. Long-term investors (like PAD investors) can then profit from this mispricing by judiciously adding high R+D firms to their portfolios.
The PAD System Report has resumed publication.  Our new publication schedule will be four issues a year, plus bulletins as warranted.  Our subscription price is $69 for a year’s subscription via email, or $89 for a “snail mail” subscription.  Checks only. Please use the form below to subscribe.
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