The Eye of the Storm

“Whenever I hear that a market is lethargic, boring or without any conviction, I think of a market where 

most participants are paralyzed because they are either losing or not making any money.” 

– Dr. Marc Faber Sept. 2004

     When tropical depressions are “way over there ”, people along the Gulf Coast can get anxious, but generally believing it won’t happen here, they wait to make preparations. When the eye of Hurricane Ivan passed over Baldwin County Alabama, for a time, things seemed relatively under control, and then all hell broke loose. So it is with the markets and the economy. In the latter part of the 1990’s pundits extolled the virtues of a “New Era” economy and technology revolution that would lead to “permanent prosperity.” The markets were non-volatile and all rising in unison. We were at peace and for two years even made payments lowering the national debt. The problems we were aware of “were way over there.” 

     It is an understatement to say that today problems are more visible. When it “seemed” stock market conditions were getting much better we outlined in a letter to our clients (“Is the Bear Market Over?” – April 2004) that looking forward we were facing headwinds that made the storm’s dissipation unlikely. Among them were:

· A bias to rising interest rates and inflation

· Financial constraints due to high personal and corporate debt loads

· Earnings momentum peaking and tougher comparisons in 2004

· Rising energy costs

· Widening deficits

· Uncertainty with the war and elections

     In 2004 the markets have been lethargic and in our view anticipating, not reflecting, an economic scenario that may be pulling us into the eye of another storm. Low savings rates and artificially low interest rates have left the economy venerable to “accidents” (e.g. a housing bust or hedge fund debacle). Economic tropical depression conditions that made hurricane force winds possible were spawned by easy money that created subsequent bubbles in stocks, then bonds and finally, perhaps, real estate. To quote from the September, 22 Wall Street Journal: “The Fed’s (current) campaign to lift interest rates is intended not to slow the economy, but to raise rates from emergency lows in order to avoid creating an inflation problem in the future.” Sitting in cash, earning next to nothing, has forced investors to speculate in overvalued markets increasing the probability of loss. Fed Chairman Greenspan officially declared that the economy “hit a soft patch” and now “appears to have gained some traction.” Are we all to breathe a sigh of relief and feel no need to take precautions? Hardly – we must remain prepared as we weather a secular bear market that has taken the fun out of living in a stock and bond market sub-tropical paradise. Here’s what we have done to prepare: (over)

· Structured investment grade bond positions in a “stepped” approach using short and intermediate term maturities hedged to inflation and higher rate bias. 

· Structured equity positions in diversified businesses that provide valuable products or services that are needed. These businesses have a financially sound strategy with managements that are addressing problems in a common sense way. There is a bias to businesses that are able to return earnings back to the owners (shareholders) in the form of generous dividends.

· We have positioned portfolios with ample cash reserves to make distributions, meet emergency withdrawal requirements and keep powder dry, for buying opportunities as they arise. 

     I hope that as you read this letter the beginning of the next long-term bull market is beginning. If it has, there will be plenty of time to “get in” before the cycle of market emotions takes us to the next secular high. Just in case it has not, we are keeping plywood handy.  
     After nearly thirty years of security analysis and portfolio management experience, I have not turned from optimist to pessimist, I’m just more aware of the risks now and try to stay detached from the emotions, greed or fear that are often attached at the hip of the markets. Like the weatherman, our computer models have become a lot better, but there are still uncertainties and probabilities that you can only narrow, not nail down. When the stock market bubble burst we entered a prolonged period where systemic problems became obvious, and solutions became longer term, instead of quick fixes. And so it is. 

     I recall a telephone conversation with my hero and mentor, Sir John Templeton, in the early eighties. I was in awe at his scientific method to security analysis and was puzzled as to why his fund had invested in a local savings bank (Altus Bank) that subsequently went bankrupt? Bad lending practices and structural changes in the tax code swamped many a savings bank like Altus, but Templeton insisted on buying what was being thrown away. His scientific method failed him on this one, but Templeton was philosophic. “Fred, an intelligent investor’s job is to quantify the risks as best he can. You are going to make mistakes, but by acting independently you can best represent your clients and you only have to be right a little more than half the time to have a better result than most.” In John Train’s book, The Money Masters, Train has this to say about Templeton: “After thirty years of getting a bloody nose every time he jumps on a bandwagon, even the most enthusiastic investor attains some measure of detachment from the crowd’s enthusiasms and desperations.”

     At Hayek Kallen Investment Management our primary responsibility is to represent your investment interests by allocating capital from areas of overvaluation to under-valuation, always being mindful of the risks. This is not an easy task when you are dealing with the uncertainties of Mr. Market and his erratic personality similar to those of Charlie, Francis, Ivan and Jeanne to name a few.

Fred Hayek, for the firm

October 2004

