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      S+P 500 1197 DJ 10750

 FISCAL FOLLIES

The stock market has been rallying, along with the dollar, in part because the US is showing fiscal discipline in its latest budget, and because the president has a plan to “fix” Social Security.  The numbers all add up as long as you take them with a heavy dose of medical marijuana.  For those who don’t inhale, here is some straight talk. First, the budget calculations do not include spending for Iraq and Afghanistan.  This could easily cost $80 billion a year now,  perhaps $400 billion over the next five years.  This number assumes we don’t have to spend a lot more defense dollars on rogue nations like Iran (secretly developing nukes) and North Korea, which has just officially announced a) it has nukes, and b) it is leaving the negotiating table.  (It is likely that our new friend Libya got some of its bomb materials from North Korea.).  Second, the budget numbers assume that all of the President’s proposed domestic cuts will get made. Almost all of them (except a few programs that benefit only the poor) have strong advocates in Congress.  Forecast: most of them, as usual, will not be made.  Third, the budget is silent on the AMT, the hidden dragon that is poised to pounce on the middle class in the form of much higher taxes in the next five years, since this “millionaire’s tax” was never indexed for inflation.  Cost to completely fix this mess:  $700 billion.  Fourth,  a crouching tiger: the Medicare drug benefit, which was supposed to cost “only” $400 billion over 10 years, will now cost $750 billion. Surprise! And we haven’t even mentioned Social Security (see below).  What this means is that we will not be weaning ourselves from foreign capital flows any time soon ($600 billion current account deficit), interest rates will have to keep on rising,  the dollar will resume its fall, inflation may pick up a bit as a result of further falls in the greenback…How can this be good for an overvalued stock market?  We could distract ourselves with Social Security, but it won’t make us feel more secure.

President Bush has made the reform of Social Security the centerpiece of his second-term agenda.  While we agree with him that Social Security needs to be reformed, we disagree with his approach.  Since major changes in Social Security will affect almost all Americans, and our economy and financial markets for many decades to come, it is well worth our time to review and critique the various reforms proposed by all sides as the debate gets under way in earnest.  And yes, Virginia, there are more than two sides in the debate, and yes, economists still often say, “On the one hand…but on the other hand…” which led Harry Truman to famously ask for one-armed economic advisers.  But there is no excuse for either Republican crisis-mongering, or for Democrats to keep their heads planted firmly in the sand (or anywhere else).

When the system was created during the Great Depression, there were many more workers than retirees, few workers lived much past retirement, and many of America’s elderly were living in poverty.  The social safety net created was designed to guarantee some minimal standard of living in retirement, and the system was fundable immediately with a payroll tax on workers. The grand bargain of the “pay-as-you-go” approach was that you would pay in while you worked, and there would be a pension for you when you retired, paid by the next generation of workers.  The bargain has worked, and the share of America’s elderly who are poor is much lower now.  The system worked well enough that we expanded it over the years to include Medicare and other benefits. (Medicare and its poor sister, Medicaid, are in much worse financial shape than Social Security.) Although there is no crisis now, increasing life expectancy in a “pay-as-you-go” system means that workers pay in for the same number of years, but receive benefits for many more years in retirement. At the same time, low fertility and mortality eventually results in an age distribution with fewer workers relative to retirees.  In 1960, there were 5 workers per retiree, and in 2060, this ratio will have fallen to around 2.  These demographic effects are exacerbated by the “Baby Boomer” bulge in our age distribution.  The Boomers will begin retiring soon, and their large numbers will put extra strain on the system.  Twenty years ago, we did make tweaks to the system to postpone the crisis for years: we increased payroll taxes, and gradually raised the retirement age (for full benefits) to 67.  The surpluses generated as a result of the annual excess of Social Security taxes paid in, relative to benefits paid out, have been accumulated in the form of special Treasury bonds.  These are to be “cashed in” when the Baby Boomers are retiring in large numbers and Social Security receipts fall below outlays (around 2018).  Key point: These trillions of dollars of bonds, as they are cashed in, will have to be paid for either by higher taxes or lower benefits, or both.  Private accounts will do nothing to fix the imbalance between tax receipts and benefit outlays.  Today’s budget deficit would be $175 billion larger if we subtracted out the current Social Security surplus.  Fiscal follies, indeed.

If the President has his way, Americans will divert trillions of dollars into private accounts.  A scheme which carves private accounts out of current payroll tax receipts would require massive additional borrowing by the Treasury to replace the revenues earmarked for retirees.  This of course would occur while we are already running large budget deficits and borrowing at breakneck speed from the rest of the world. It is hard to believe that adding on additional trillions of borrowing  would not force interest rates higher. There is a limit on how much American paper the rest of the world is willing to absorb! 
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What may come as a surprise is that we can tweak the system again and keep it fiscally sound over the next 75 years.  The table above, reproduced from a recent issue of the Wall Street Journal, shows how we can cover the expected shortfall. If we get rid of some of the regressivity of the payroll tax, by raising the earnings cap to $140,000, as well as gradually raise the retirement age to 70, reflecting the fact that we are living much longer, we have already fixed 80% of the problem.  Reducing starting benefits slightly to also reflect longer lifespans would put us over the top.  No huge benefit cuts. No payroll tax increases for 95% of American workers. And no diversion of funds to private accounts.  Keep your fingers crossed!

In spite of our attempts to talk it down, the stock market has remained strong, as the economy continues to grow at a solid pace, with Wall Street seemingly inured to the Fed’s ¼ point increases in the Federal Funds rate every meeting.  Long-term rates are trending down, which we think is clearly not sustainable.  As the economy moves closer to full employment (we could easily go below 5% unemployment this year) expansionary fiscal policy and a falling dollar should put upward pressure on rates at the long end.  The long end could also be pressured by any signs of an uptick in inflation, and any sign that Greenspan’s successor (who will be probably be anointed by January 2006), is not as preternatually skilled a central banker as Alan the Great. In fact, A.G. may be thinking, “Après moi, le deluge.”  Our best measure of stock valuation, the VL MAP, is probably back at 35%, which means stocks are not cheap at all.  Earnings growth is slowing sharply as the economic recovery ages, and interest rates should keep moving higher.  If our trade balance does start to improve (no real sign of it yet), the Fed will be forced to tap the brakes harder to keep the economy from overheating.

What should a PAD investor do? We repeat our advice from our last letter: First, continue to hold lots of cash reserves. Second, keep diversified with international mutual funds, which should do better than US stocks in a downturn.  Third, if you can hold some euro-denominated bank deposits, you can be hedged if the dollar takes a dive. In spite of our fears, we are still going to hold US stocks in our Model Portfolio, because we could be wrong. 

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 6-12 months, the 2% 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 holds some TIPS in his retirement account.) TIPS may work best in a tax-advantaged account, since taxable accounts may generate a tax liability on unrealized gains in TIPS.  Another alternative for cash holdings is euro-denominated bank deposits, although these deposits will lose value if the dollar rallies.  The Model Portfolio will for now continue to stick to a plain vanilla money market fund for its cash.      (2/11/05 9 AM)

MODEL PORTFOLIO-C

Our Model Portfolio’s performance is of course being held back by our large cash holding, but with the VL MAP in the 35-40% range, we are content to sit back and wait.  The essence of the PAD System is to exercise enough patience and discipline to wait until stocks are cheap by our rigorous standards. (Long-term subscribers know this sometimes takes years.)  Until stocks are cheap again, we will manage the stocks we have using the PAD rules.  

We have no regrets about selling Pfizer, which we think will remain under a cloud for some time. Ditto for Merck.  While American International Group has recovered, we are still concerned about investigations into illegalities in this business.   Bad news is still coming out of Cardinal Health, with firings and investigations, and we are happy to be out.  We would certainly consider buying back in to any of these companies (especially AIG), but we have the luxury to wait.  Besides, we have replaced them with stocks which we believe have better prospects right now
Shares
Company  (Ticker)
Recent Price
Value
Advice

363.72
Advanced Neurological Systems  (ANSI)
37.53
13,650
Hold

204.25
Cephalon (CEPH)
50.05
10,223
Hold 

192.77
Fifth Third Bank (FITB)
47.72
9,199
Hold

288.13
Fiserv (FISV)
37.76
10,880
Hold

507.38
Health Management Assoc (HMA)
22.07
11,198
Hold

296.74
Home Depot  (HD)
42.37
12,573
Hold

258.99
Linear Technology (LLTC)
38.14
9,878
Hold

223.30
Stryker (SYK)
50.19
11,207
Hold

387.31
Sunguard Data Systems (SDS)
26.57
10,291
Hold

1200
Symantec (SYMC)  (split 2-for-1)
21.00
25,200
Hold

1321.20
Taiwan Semiconductor (TSM)
8.99
11,878
Hold

294.86
Walgreen Co (WAG)
43.49
12,823
Hold

CASH
Money Mkt Fund

140,494


TOTAL


$289,494


  Stryker has been the star of the new additions.  Earnings growth is right on target, and earnings should double in 3-5 years.  This is a great medical play as Americans age into knee replacements, hip replacements, etc.  Cephalon, another medical play, also should be able to grow over 20% per year, yet it still has a below-market p/e.  A new ADHD drug should be out this year.  Fifth Third  has cleaned up its balance sheet, and sports a generous 3% yield, with dividends likely to rise every year.  Once earnings start growing again, the stock price should move up nicely.  The stock is ranked “4” for year-ahead performance, so we will keep a close eye on this one.

Our biggest MP-C disappointment has been Symantec, which has fallen sharply since the announcement of their planned merger with Veritas Software. The stock has taken a 40% haircut, and now seems stuck in the low 20s. Our goal with phased liquidations of SYMC was to reduce the stock to less than 10% of the portfolio, and now the market has done the rest of the job for us.  While the selloff may indeed be justified, in that Veritas is a much lower-margined business, we believe the stock is now fairly priced, and we are content to hold our position until the stock again pushes into the upper reaches of its 3-5 appreciation potential.  We do have some additional concerns about Microsoft trying to muscle in on SYMC’s business. We will keep an eye on this possibility. 

Linear Technology continues to mark time, but the company is growing rapidly again (it was crushed in the tech bear market) and should set a record for earnings in 2005.  This company is far better managed than the typical electronics firm, is strong financially, and has a great niche in analog chips. The stock price will eventually reflect the good news.  

Advice:  Hold everything! 

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.  A number of public libraries also have copies.

The PAD System Report is published four times a year, with 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. 
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EMAIL ADDRESS: _________________________________________

(for email delivery)

Send me one year of the PAD System Report for   $69 (email)______  $89 US mail _____

----------------------------------------------------------------------------------------------------------------------------

Make check payable to Patience & Discipline Inc and mail to: Daniel A. Seiver, 8059 Highfield Ct., Cincinnati, OH 45242. 
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