   PAD System Report-- Page 

 ___________________________________________________________________



Regular Issue  November 14, 2004

                                





      S+P 500 1184 DJ 10539

WOLF!

President Bush has his second term, bigger Republican majorities in the Congress, and a rising stock market. He has a mandate to reform the tax system, privatize social security, reduce regulation of business, and continue what the Wall Street Journal calls our “muscular” foreign policy. What’s not to like?  Plenty.  First and foremost, The Big Bad Wolf of our “current account” deficit will likely appear at the US door before “Bush II Part II” is over. We have cried “Wolf!” before, but if you remember the fable, the third time the little boy cried “Wolf!” the Big Bad Wolf was really there, the townspeople ignored the little fellow, and the Wolf ate all the Sheep.  So, once again, we are crying “Wolf!” while most of the Sheep sleep. It is worth slogging through some arcane international economic theory to fully grasp our parlous situation.  In the simplest terms, we are buying about $50 billion more a month of stuff from the rest of the world (imports) than they are buying from us (exports). This annual “current account” deficit of $600 billion must be offset in the “capital account” with an equally large capital inflow of about $600 billion (since our exchange rate floats, the current account deficit must be matched by a capital account surplus). Most of the capital account inflow now takes the form of purchases of US government securities by foreigners, especially foreign central banks (Japan and China in particular hold about a trillion dollars.)  We are making it easy for them to find paper to buy, since our annual budget deficit is currently more than $400 billion. In the short run, then, “they” give “us” goods and services in exchange for government paper.  A great deal, as long as it lasts. It has lasted for many years now, but we are probably approaching the end of an era.  Why? The proportion of US government debt held by foreigners was at a relatively low and benign level for many years.  There was no alternative reserve currency. The US was fiscally sound for the long run.  Not any more.  As of June 30, 2004, according to our calculations, more than 60% of US federal debt was held by foreigners, and this proportion continues to rise. There is a limit to how much they are willing to hold, especially since the declining dollar means that their paper is losing international purchasing power, compared to a strong reserve currency like the euro. 

 One of the textbook solutions to our imbalance is for the US is to save more, which would reduce our reliance on foreign saving (in technical terms, we would reduce “absorption.”). Yet US fiscal deficits will become unsustainably large as the Baby Boomers retire and collect Social Security and Medicare benefits.  The deficits will be further exacerbated by Bush’s plan to make all tax cuts permanent, and the need to fix the AMT.  Any partial privatization of Social Security will make deficits larger in the short to medium run, if payroll taxes are diverted to private accounts. This massive projected “dissaving” by the federal government is matched by a household saving rate that is almost down to zero.  So our appetite for foreign saving will get bigger, not smaller.  Another textbook solution is to reduce the value of the dollar to a level at which our current account is balanced.  Not only would this require a massive depreciation of the dollar, but it is hard to believe that such a decline could be orderly, or avoid a sharp pickup in inflation.  It could also be argued that the Chinese and Japanese central banks are responsible for this mess by refusing to let their currencies appreciate against the dollar.  To some extent this is true, but if they stopped supporting the dollar, the crisis would begin immediately.

 The so-called “asset-approach” to the balance of payments argues that the capital account drives the current account.  But if this is correct, we still have to ask, How much more will the rest of the world willingly lend to us?  There is a limit, although no one knows what that is. When foreign private holders and/or foreign official holders decide that they have enough dollar assets in their portfolios, and try to rebalance by either stopping purchases of dollar securities, or even worse, selling some dollar securities to buy (say) euro securities, there will be a “run” on the dollar. The greenback could plummet and take the stock and bond markets with it. The Fed would be forced to raise interest rates sharply to stem the decline, the US economy would weaken and probably fall into a recession, cutting corporate profits, and further undermining the stock market.  After the dust settled, incomes would be lower in the US, and saving would be higher, and the current account deficit would be smaller, as a much cheaper dollar and lower incomes would both reduce imports and stimulate exports.  This nasty scenario is what is euphemistically called “adjustment.”  What will precipitate the run? The Chinese and Japanese may have so much to lose that they won’t start the run. Perhaps it would start with other central banks (who also hold many hundreds of billions of dollar securities) or foreign private holders, who might decide that they could cash out before the dollar collapses. Although the run hasn’t started, the graph below shows that a “walk” on the dollar is already underway.  
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(Chart courtesy TFC Commodity Charts)

Are we alone in our fears of a currency debacle? By no means. Well-known, respected international economists have been whispering “Wolf” for some time. An article in the October 19th New York Times contains the following ominous quotes: “If all we have funding our current account imbalance is the good graces of foreign central banks, we are on increasingly thin ice.”—Stephen Roach, chief economist, Morgan Stanley. “The Asians are going to go on buying Treasury securities for a while, preventing the dollar from depreciating and helping keep US interest rates low, which is a good thing. But not forever.”—Jeffrey Frankel, Professor of Economics, Harvard University.  “This can be a story for one or two years, but not for ten years…The longer we wait, the more likely we’ll have the adjustment anyway. But the adjustment will be more chaotic and sharper.” —Morris Goldstein, Institute for International Economics.

What should a PAD investor do? 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 when the crisis hits. Banks like HSBC offer euro-denominated bank accounts, with a $5000 dollar minimum, and essentially zero interest.  The accounts are not FDIC insured, though, and US banking regulations do not apply. “Offshore” bank accounts may also arouse the suspicions of the IRS. In spite of our fears, we are still going to hold US stocks in our Model Portfolio, because if there is one lesson the market teaches us, it is humility. We could be wrong. 

The post-election rally in the stock market has not been derailed by the sinking dollar, or by further “measured” increases in the Fed Funds (FF) rate, which now stands at 2%.  We still think these “measured” ¼ point increases will continue for the foreseeable future. Some on Wall Street have recently claimed that the Federal Reserve is now “done” after getting the FF rate back to zero in real terms.  Don’t believe it.  While the Fed is more open than it ever used to be, it is as collectively wily as ever.  It is very important to them to manage public expectations to avoid sharp movements in bond and stock markets.  The Fed has given no subtle indication that it is ready to stop raising rates, nor should it. Inflation has picked up this year, economic growth is still steady, the labor market is slowly tightening, the dollar is sinking (which is both inflationary and expansionary), and long-term fiscal policy, in the face of staggering future deficits, is about to be dialed up, in Captain Kirk’s words, to “warp speed, Mr. Sulu!”  Oil prices have receded from their recent highs, but the effects of the runup in energy costs this year are still percolating through the economy (ask the airlines). A bit of stagflation will increase the resolve of the Fed to tighten up.  The Fed knows how much US debt is now held by foreigners, and how important inflation-fighting credibility is both at home and abroad.  Expect short-term rates to continue to rise.  Long rates may also tick upward over the next year if there is even the slightest reluctance abroad to absorb new US debt. If, for example, the Chinese revalued their yuan upward, in accord with US wishes, they might not need to buy as much US debt.  Be careful what you wish for!

Against this economic backdrop, the published VL MAP has fallen to 45%, and by our calculation, is now (based on 11/12/04 prices) at 40% (there is a nine-day price lag in Value Line’s weekly publication). This low reading is a forceful reminder that stocks are not cheap at all. Although we are entering the traditional season of strength in the market, our patience will be rewarded in the long run. 

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.      (11/14/04)

MODEL PORTFOLIO-C

Shares
Company  (Ticker)
Recent Price
Value
Advice

363.72
Advanced Neurological Systems  (ANSI)
37.55
13,658
Hold

281.25
Amer Intl Grp  (AIG)
61.05
17,165
Sell 

288.13
Fiserv (FISV)
37.89
10,917
Hold

507.38
Health Management Assoc (HMA)
22.66
11,497
Hold

296.74
Home Depot  (HD)
43.22
12,825
Hold

258.99
Linear Technology (LLTC)
38.25
9,855
Hold

282.22
Pfizer (PFE)
27.45
7,747
Sell 

387.31
Sunguard Data Systems (SDS)
26.63
10,314
Hold

675
Symantec (SYMC)
60.97
41,155
Sell 75

1321.20
Taiwan Semiconductor (TSM)
8.20
10,834
Hold

294.86
Walgreen Co (WAG)
39.24
11,570
Hold

CASH
Money Mkt Fund

140,159


TOTAL


$297,696


Our Model Portfolio has performed well, is spite of heavy cash holdings and two serious laggards. When we sold Merck and bought Pfizer, we did not realize that we were going out of the frying pan and into the fire.  The fallout from Merck’s disastrous recall of Vioxx has spilled over to Pfizer’s Celebrex and Bextra.  It is not at all impossible that all COX-2 inhibitors will be withdrawn from the market. While Value Line assures us that these risks, and those of medications coming off patent are manageable, and that new drugs in a massive pipeline funded by $8 billion in R+D will take up the slack, we are worried enough to sell. Big Pharma may have pushed drugs through a compliant FDA too quickly, and their advertising and marketing techniques may come under further public scrutiny. (We have always thought TV marketing of prescription drugs to the public was a dubious proposition.)  Sell Pfizer. The news is even worse at American International Group, which stands accused of participating in insurance bid-rigging and kickback schemes in collusion with Marsh and McLennan, and is also under attack for its “income-smoothing” faux-insurance products.  The Spitzer machine has been taking no prisoners, and an investigative free-for-all may bring more skullduggery to light. We have seen enough. Sell American International Group.

We can replace these stocks with three companies in the medical and financial sectors.  Cephalon (NDQ-CEPH) is a rapidly growing biopharmaceutical company which has a profitable niche in narcolepsy treatment (Provigil-Nuvigil), cancer pain (Actiq-OVF), and epilepsy (Gabitril), and a good pipeline which includes an ADHD use of its narcolepsy drug, and a Parkinson’s drug.  The stock has 100% appreciation potential over 3-5 years. While no drug company is immune from pharma investigations (CEPH has its own), we think the risk here is much smaller and the future growth potential greater. We will also purchase Stryker (NYSE-SYK), a specialty surgical and medical products maker. They have an amazing record of predictable earnings growth (price growth persistence is 100, earnings predictability is 100), their financial strength is “A”, and their markets will grow rapidly as Americans age.  A hint of a small slowdown in earnings growth has now brought them down to a reasonable price (44) relative to appreciation potential of 70-95.  Our third purchase is an old PAD favorite, Fifth Third Bank.  This regional banking giant always delivers higher earnings (price growth persistence 90, predictability 100), but is usually too richly priced for our taste.  A recent slowdown in growth has brought this A+ financial strength stock down to a reasonable level relative to its appreciation potential of 80-100. 

We will also trim our Symantec position a little more by selling 75 shares.  This sale will get us closer to our target of a maximum of 10% of the portfolio in Symantec, and is accordance with PAD Selling Rule #1: “Sell between one-fourth and one-half of your holding when it has tripled, and then sell additional fractions at higher multiples of your cost.”  Excellent discipline. 

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. All are growing rapidly. Many have exceptional financial strength.  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 American International Group, Pfizer and 75 Symantec.  Use the proceeds to BUY equal amounts of Cephalon, Fifth Third Bank, and Stryker. All sales and purchases should be made immediately and “at the market.” 

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.

Happy Holidays and best wishes for a healthy and prosperous New Year!


The PAD System Report 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. 
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