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GREENSPAN ON RATES: D’OH!

America’s loveable cartoon boob, Homer Simpson, always exclaims “D’Oh!” when he realizes he has made a foolish mistake.  Alan Greenspan and the Fed are now trying to prepare investors for a giant “D’Oh!” as they begin raising short-term rates from an unsustainably low 1%.  And just as Homer Simpson’s gaffes are easily predictable, so too the Fed’s in leaving rates too low, too long. If there is one concept drummed into the heads of Principles of Macroeconomics students, it is that the combination of massive tax cuts and increased government spending, negative real short-term interest rates, and a major decline in the international value of the dollar, will sooner or later shift the US economy into overdrive.  A second concept equally well-drummed in is that changes in monetary policy take at least six months, and perhaps a year or more, to make their effects felt on the economy.  A third concept is that the Fed’s number one priority is maintaining price stability or something close to it. The US economy is now expanding rapidly. Rates are going up. A lot. D’Oh!

One way to judge how far short rates will rise is to apply the Taylor Rule.  This “feedback” rule was first proposed by Stanford economist John Taylor, as a simple way for a central bank to set short-term rates, taking into account both the targets of full employment and low inflation. While the Fed has explicitly disavowed use of a Taylor Rule to set rates, in recent years the fed funds rate has been pretty close to the rate suggested by the Taylor Rule. If inflation this year approaches 3%, which is quite possible given a small dose of stagflation from oil prices at $40 a barrel, and the Fed’s target inflation rate is 2%, and economic growth brings the unemployment rate down to 5% by year end, the application of a simple Taylor Rule suggests the fed funds rate should be at 4-4.5% by year end.  (For the mathematically inclined, a simple Taylor Rule equation and the values we use appear at the end of this report.) We doubt rates will be boosted this much, but expect rates to go up faster and farther than the Wall Street consensus.  Not good for stocks.  Or bonds. Long rates are not directly controlled by the Fed, but if inflation expectations rise, and there is any sign that the Fed’s commitment to price stability is weakening, the long end of the yield curve will rise too. 

US interest rates are more closely tethered to the Fed’s inflation-fighting credibility than ever before, because a staggering amount of our Treasury bonds are now held by foreign central banks.  The Chinese and Japanese central banks between them hold more than $1 trillion.  This is a result of the Chinese refusal to revalue the yuan, the Japanese attempts to keep the yen from rising too much, and the persistent and yawning deficit in the US current account, which now exceeds $500 billion a year.  Other Asian central banks hold many billions more of our Treasury securities. If foreign central bankers ever decided to unload a portion of these securities, or even stop adding to their holdings, bond prices would really tank, and take the US stock market with them.  In a recent speech, Alan Greenspan referred to our international deficit and debtor position, and said, using the usual foggy Fed-speak, that the markets could correct the problem.  Our simple translation: the dollar falls, the stock market falls, and interest rates go up.  He expressed more concern with federal budget deficits, which are much larger than warranted because of an irresponsible and apparently irreversible fiscal policy of large tax cuts and government spending increases.  With low saving rates at home, we are forced to rely on foreigners to finance our saving shortfall. Although current deficits are not at a record level relative to our GDP, the long-run forecast is dire.  The upcoming retirement of the Baby Boom generation will create monumental budget deficits that will require significant cuts in spending or tax increases, or both, in order to save Social Security and Medicare.  The Congress and the President have faced up to this looming crisis by enacting a costly new drug benefit for seniors. 

In spite of rising corporate earnings and a growing economy, rising interest rates and a whiff of stagflation will provide sufficient headwinds to keep the stock market from making further progress this year.  The downside risk is substantial: with the VL MAP at 45%, stocks are not cheap.  Equity mutual fund inflows in the early part of the year were very large, and academic evidence suggests that this is not smart money entering the market.  Some of it was outright dumb: Taser International, a bubble stock which has recently burst, has a stock price pattern which looks just like a dot.com darling during 1999-2001. Insiders have been net sellers at an unprecedented rate for many months. Academic research suggests this is smart money.  And if we look at the historical pattern of prices after a bubble bursts, there are often many false rallies before the next true bull market begins.  Just ask Japanese investors.  Throw in a dose of political uncertainty in an election year, and a market retreat becomes even more likely.

Wall Street profited mightily from the 1990s bull market, and even though ordinary investors took quite a bath when it was over, many CEOs, Wall Street titans, and mutual fund management companies were not satisfied with legitimate profits, salaries, and fees.  We do not shed a tear for Dennis Koslowski and pals who treated Tyco as their personal piggybank, or Frank Quattrone, who doled out the hot IPOs as quid pro quos for investment banking business. And Putnam? Their treatment of their investors can not be described in a family newspaper.  And then there is Enron, Worldcom, Adelphia.…. The winds of reform are sweeping through the canyons of Wall Street, and not a moment too soon.  The little guy needs to see that the Bad Boys can not get away with it.  Even Martha (Bad Girl) does time for trying to cover up her hot tip on Imclone. Imclone’s CEO is doing seven years for trying to dump his shares before bad news on Erbitux reached the public. Once ordinary investors are convinced that earnings are not phony, that crooked CEOs go to jail, and that Boards of Directors can actually act in the interest of shareholders instead of management, a foundation for a new bull market will be in place. Separating the jobs of CEO and Chairman of the Board may help.  Making the members of the Board more independent may help.  Independent oversight of the accounting profession may help.  Ending late trading and other mutual fund abuses may help.  We are counting on Eliot Spitzer, William Donaldson, and the many honest professionals on Wall Street and Main Street to continue to lead the way to a level playing field for all investors.

RECOMMENDATION: 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 4-6 months, the puny but positive returns on money market mutual funds may be the best game in town.  If inflation does pick up, though, 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 are now reasonably priced again after an early 2004 spike, but it if bonds fall enough, the total return on TIPS can be negative, too.  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 stick to a plain vanilla money market fund for its cash. (8 AM 5/13/04)

MODEL PORTFOLIO-C

	Shares
	Company
	Recent Price
	Value
	Advice

	383.6
	Air Products  (APD)
	49
	18,796
	Sell

	281.25
	Amer Intl Grp  (AIG)
	70
	19,687
	Hold

	310
	Auto Data  (ADP)
	46
	14,260
	Hold

	300
	Equifax (EFX)
	24
	7,200
	Sell

	436.6
	Intel  (INTC)
	28
	12,224
	Sell

	24.12
	Medco Health  (MHS)
	36
	868
	Sell

	200
	Merck (MRK)
	46
	9,200
	Sell

	698.8
	Microsoft (MSFT)
	26
	18,168
	Sell

	712.83
	Posco (PKX)
	29
	20,672
	Sell

	200
	Sigma Aldrich (SIAL)
	56
	11,200
	Sell

	1950
	Symantec (SYMC)
	48
	93,600
	Sell 1/2

	CASH
	
	
	62,150
	

	TOTAL
	
	
	$288,025
	


Our Model Portfolio has performed well since its last full review in late 1999. Unfortunately, the price of this fine performance, coupled with the passage of time, is that a number of our holdings are no longer attractive at current prices.  Since we want to raise the cash portion of this portfolio to 50%, we are undertaking a wholesale restructuring.  Air Products and Sigma Aldrich leave after yeoman service: neither has any Value Line appreciation potential left. We will sell half of Symantec because the stock has more than tripled since purchase, and our holding is now too large relative to the overall portfolio. Even though SYMC has no Value Line appreciation potential left, it is still the leader in PC security, and the market for its products will continue to grow rapidly until all the “malcode” writers are locked up (never).  Given its likely strong performance over the short-run, we are willing to hold the remaining half for the time being.  Intel and Microsoft, the two giants of the PC hardware and software world, are just too big to grow rapidly in the future through either innovation or market share gains.  Microsoft will continue to be dogged by antitrust concerns, both here and abroad, and Intel’s pace of innovation seems to be slowing even as its faces some competition from AMD. We have some replacements for these two behemoths which have much greater growth prospects.  Merck has performed poorly for years, and has finally exhausted our patience.  Its fabled pipeline is relatively empty, while blockbuster medicines continue to come off patent. Although ill-fated Medco has finally been spun off, we still fear repercussions from its relationship with Merck.  Medco, spun off by Merck, is too small a holding to keep.  Equifax is part of the credit-reporting industry, and we expect it to remain under fire from consumers for the foreseeable future.  At some point credit reports will become free of charge, which is good for consumers, and bad for Equifax. Posco, formerly Pohang, is a very profitable and cheaply valued Korean steel stock which is also a play on China.  Yet our fears that the Chinese economy may suffer a severe setback this year leads us to sell Posco too.  We have no confidence that the communist leaders of China have any clue how to manage a fast-growing part-capitalist economy with a strained banking sector and rising inflation. We will continue to hold AIG, which has good appreciation potential and is recovering from a slow-growth patch, and Automatic Data, which is recovering from a growth stoppage. We are willing to give ADP a little more time to show it can grow again.

These sales make room for some new stocks.  We will replace Merck with $10,000 of Pfizer (NYSE-PFE), which has a much bigger drug pipeline and much higher appreciation potential. We will replace Microsoft with $10,000 of Sunguard Data Systems (NYSE-SDS), one of our MP-A favorites, which is very strong in business continuity and disaster recovery systems. It also has almost 100% appreciation potential. We will replace Intel with  $10,000 of Linear Technology (NDQ-LLTC), a maker of high-end analog chips which has a lot more room to grow than Intel.  We will also buy $10,000 of Cardinal Health (NYSE-CAH).  The company has appreciation potential of almost 100%, “A” financial strength, and price growth persistence of “95.” They serve the health care industry, which will expand even more as the population ages.  Another medical play is Advanced Neuromodulation Systems (NDQ-ANSI).  This company makes implantable devices for neurostimulation and drug delivery. Its rapid growth is not fully reflected in the current price. Buy $10,000.  We are also adding $10,000 each of Home Depot (NYSE-HD) and Walgreen’s (NYSE-WAG).   Both of these well-known companies have “A++” financial strength, and lots of appreciation potential.  Each should be able to double earnings over the next five years.  They also give MP-C some much-needed diversification. 

All sales and purchases should be made immediately and “at the market.” When the dust has settled from all of these sales and purchases,  MP-C should be holding the current recommended 50% level of cash reserves. (Full disclosure: the Editor has positions in Automatic Data, Sunguard Data Systems, and Cardinal Health. He recently sold Merck and Symantec in accordance with PAD rules.)

MODEL PORTFOLIOS A, I, and M

We are retiring these three portfolios. Even though all have outperformed the market over the last five years on a risk-adjusted basis, maintaining them would spread our resources too thin. Some of our favorite PAD-A stocks (like Sunguard) will be added to MP-C, and others may follow.  In particular, we still like Arthrocare (NDQ-ARTC), and Xilinx (NDQ-XLNX).  MP-I does benefit from the recently reduced tax rates on dividends, but in our opinion, long-term investors are better served by seeking out stocks with large appreciation potential rather than high dividends.  Academic research suggests that MP-M should be holding nothing but pure no-load, low cost index funds, like Vanguard Total Stock Market Index and Vanguard International Index, rather than trying to find the few funds that can outperform the market on a regular basis. Vanguard has also been untouched by the recent mutual fund scandals. Reward them with your business. We do. 

Our privacy policy: Our subscriber list will be not be shared with anyone.

TAYLOR RULE: A simple Taylor Rule is: set the fed funds rate at the sum of:  the real (net of inflation) fed funds rate (widely accepted to be 2%), plus the current rate of inflation (3%), plus ½ of the inflation gap (the gap between the actual inflation rate of 3% and the target inflation rate of 2%) or +1/2%, plus ½ of the output gap (the gap between potential or maximum sustainable GDP, and actual GDP, or –1¼ %. Adding 2+3+1/2-1¼ equals 4¼. (Note: the output gap is calculated using Okun’s Law and a 4% natural rate of unemployment.)

The PAD System Report has resumed publication.  Our new publication schedule will be four issues a year, plus bulletins as warranted.  Our subscription price will be $69 for a year’s subscription via email, or $89 for a “snail mail” subscription.  Checks only. Please use the form below to subscribe.

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

NAME___________________________________________________

ADDRESS_______________________________________________

CITY___________________STATE__________________ZIP______

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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