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The Flash of the Phoenix

By Barry Strudwick

That good ole dixir of low interest rates has
once again put some kick back into the stock
market. Needless to say investing public has
become intoxicaed from just sniffing the
fumes from the rocket fud Washington has
been injecting into the economy. Some ae
dready <0 addled they Dbeieve they're
witnessing their stocks and funds reemerging
in Phoenix-like splendor from the ashes of the
market wreckage. Recent polls show 70% of
invetors ae now officdly*  bullish”.
Who'da thunk it? Was it only a scat 3
months ago the Dow brushed 7,500 and the
bears roamed fregly?

Well let you bask in the warmth of the best
cdendar quarter for stocks in five years but
just for a moment or two. After 3 years, we al
desarve a bresk, but brace yoursdf for the
cold water, which could douse the flaming
phoenix and leave a puddle of ashed A
yoursdf this dmple quedion: Has anything
fundamentally changed in the economy in the
past 90 days? Nothing that we can discern.
While the pre-Irag gloom was likely too thick,
soaing a the current dtitude, the ar of
enthusasm in this market is likdy too thin.
While we fully anticipated (and have played)
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the post war rdly, with out quedion the
clouds of deflaion have darkened deadily
over the past 90 days.

Now don't get us wrong. We enjoy a party as
much as anyone especidly when the Fed is
picking up the tab. In fact, we had a great
quarter with most accounts now up for the
firg hdf of the year. But don't count usas
Bull market bdlievers.

Thought #72 Momma Come
here quick ...... and bring me
that licking stick! Thereisa
Boogey Man under the bed after
al! Uncle Al told me so last
week.

From the Mutual Perspectives Broadcast

May 11, 2003 on WYPR 88.1

Instead, well gracious use this rdly as a
tallor-made opportunity to gradudly reduce
our stock holdings once again.

It appears even Greenspan has come to the
same concluson, saying deflation is a “ more
serious threat” than when he spoke to
Congress just severd weeks previoudy and is
now a greater risk than the old bogeyman,
Inflation.  This is an ominous development
especidly when just 3 months ago

Thought #67 Hark ! Hark ! Build
an Ark! While we watch agame
of global Duck, Duck Goose,
maybe Chicken Little was right
after dl.

From the Mutual Perspectives Broadcast
April 5, 2003 on WYPR 88.1

Washington wasin full-fledged denid. Last
quarter we said the time has come to stop
simply predicting rain and to start building
the Ark. We'refollowing our own advice.
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While were glad to see tha Al is now
officidly on the case, we tend to differ with
the Money Maedro's definitions of “ what is
is’. What we've been cdling “deflation” is an
environment where excess supplies of goods
and services force sdlers to lower prices over
time. This causes profit margins to erode, so
even if youre sdling more, you're making
less This differs from Greengpan’'s definition
which “corrosive” deflation, which is redly a
more advanced form of deflation. Here prices
soird down dramaicdly, causng severe
recesson and high unemployment.
Consumers sop  spending, lenders  stop
lending and the economy freezes up, causng
a red mess. Not to get Clintonesque and
quibble about terms, but isT't this what most
of uscdl a“ Depression” ?

While we agree with Greengpan that
“corrosve “ deflation is unlikdy, it's dso
clear that  generd price deflation is dready
with us. Our concern is whether our leaders
and policy makers can stop the dide down the
dippery dope. Greenspan has dready
publicly acknowledged the Fed has little or no
experience in how to reverse this trend and
might have to resort to “unorthodox
strategies’. Part of the strategy is to keep the
public's attention diverted esewhere because
the medias focus on the issue could
acclerate the spird. While we  understand
this tactic, at the same time we shouldn't play
osrich and ignore the obvious. We suspect
the Fed might not have the monetary tools or
political consensus to  unilaterally  correct
what is a its root a globd not a domestic
problem. This is why we prefer to take some
preemptive actions here to preserve capital.

In the short run, expect to see gobs of
liquidity being pumped into the system asthe
Fed encourages us to consume our way out of
the globa production glut. Certain sectors of
the economy such as consumer non-durable
goods will benefit from this. But thisis not
sugtainable. Regardless, Hill look for Wall
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Street to spin this consumption orgy asthe
reincarnation of the Bull and deny deflation
until the bitter end. Y ou know the mantra,
“Buy stocks for the long run, diversfy, blah,
blah, blah ....... ”. Redidicaly, what else can
they say? They arein the busness of sdling
stocks. However, understand with an
economic environment of deflation you can
have the unusual situation of the economy
growing, but profits shrinking! Rather than
accept spin, think for yoursdlf and smply
connect the dots, which continue to point to
increasing deflationary pressures.

Sure Washington has opened the spigots up
al the way, but don't confuse an “expanson’
with a “recovery’. For a recovery, we need
“profits’ not just “sales’. From our perch, the
bet we see right now is a consumer led
economic expanson with wesk potentia for
recovery in profits. This could spark a short
run sock maket rdly. At worst, after
binggng on the economic equivdent of
empty cdories, consumer spending could fall
to ignite the economy and the huge increase
in money supply could push up interest rates.
This would of course result in a very nasty
economic dow down, a battered red estate
market and least we forget.... a brutd
environment for both stocks and bonds......
The Phoenix and Ashes scenario... Overly
pessmistic? We don't think so. Over the past
4 years we have deadily pointed out the
increesing dgns of deflaion. Is it rationd to
expect this trend to miraculoudy reverse itsdf

Thought # 77 Where have all the
profits gone? The answer, my
friend, may be blowing in the
wind .....asin the hot air
generated by Wall Street media
hypsters. Ultimately stock prices
are about profits ...not interest
rates......Bewareof any rally
that is not supported by visible

profits!

From the Mutual Perspectives Broadcast
July 1, 2003 on WYPR 88.1
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in the next 90 days?

Right now, what we fear most is an economic
expanson that creates neither jobs nor profits
but setsthe stage for risng interest rates down
the road. This could whipsaw the average
consumer. Here swhy: Intoxicated by low
interest rates, the average person who
refinances has added over $30,000 of debt.
Wheat happensif ratesrise causng redl estate
vauesto fal?

There is a lot to digest here.  Over the past
sverd quates, weve liged the most
important action specific ideas, which have
the most direct impact on your investments
fird. WEIl then follow with the more in depth
observations, which we don't bdieve youll
find dsewhere. So you can read until ether
your eyes glaze over or you scream “enough

aready”!

1) We ae moving to a progressvely
more defensive pogtion usng the
drong stock market rdly to reduce
equity exposure by yet another 5%.
This will bring the totd exposure to
stocks for most accounts to under
40%. This is a vey low equity
dlocation by hisoric messures. Our
rationde? We smply do not see hard
evidence of improving eanings. As
we have sad many times in the pad,
stock prices are not about “new
paradigms’ or patriotism but profits!

2) With the monies from the reduction of
sock pogtions, we will add to both
our “market neutral” sectors as wdll
as our “fixed income” postions. Most
accounts will be 40% to 60% fixed
income and 10% to 25% in our market
neutral drategies We have made
dhifts within both the fixed income
and maket neutral portions of our
srategies based on our perception of

3)

4)

5)

6)
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deepening deflation. These changes
are discussed below.

Where will we make our cuts on
equities? Our podtions  in the
NASDAQ Biotech Index (IBB) are
up 45% on a year to date basis so
well bank some gans here In
addition well sdectively prune back
other equity pogtions on a client-by-
client bass.

Remember earlier this year when in
Januay everyone dse was saying
rates couldn't go any lower? So much
for the consensus! Our bond positions
have done exceptiondly wel this year
with our pogtions in Loomis Sayles
Bond up 15% for the firs sx months
and our Strong  Government
Securities are up about 3%. We will
continue the ghift we dated last
quarter to a heavier weighting in
corporate bonds and away from
government bonds.

We are reducing our holding of U.S.
government securities by 1/3 and
replacing these with international
government bonds. The réionae here
is ample interest rates are higher now
outsde the United States and
economic  conditions dower. By
driving down the vaue of the dallar,
the U.S is in the podtion to export
some of our deflation to Europe. It
follows that these rates have more
room to drop. Our initia choice here
will be Julius Baer Global Income
Fund from the Swiss private bank.

As far as other deflation Strategies, we
like the logic of buying hard assts
such as real estate outside the United
States. We've included a recent piece
we wrote for SmartCEO meagazine
cdled * The Double D Srategy’ which
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argues for holding foreign red edate
that lies in the path of the aging Baby
Boom. To convet theory into
practice, we recently completed our
fird red edate investment partnership
with the acquistion of a 350-acre
ranch on the Centrd Pecific coast of

Coda Rica. This partnership and al

future deds will be “dl equity” land
banking acquistions where we hold
the land for future resde to builders
and deveopers. Severad more Smilar
transactions are planned for this year.

Please contact me directly if you
would like to know more about our
activities here.

#76 Ashesto Ashes and Dust to
Dust .......... Our crystal ball sees
the growing risk of stock market
flame out and ared estate bust.
Don't get duped by the real estate
boom and borrow out your equity.
Instead, take advantage of the low
rates and use the deflation savvy
strategy to pay down your
mortgage faster!

From the Mutual Per spectives Broadcast
June 15, 2003 on WYPR 88.1

7) Were dso making some shifts in our
neutr” sector with a
reduction in our red edate holdings
«ling the Cohen & Steers Realty
Majors Index (ICF- up 14% YTD).

“market

We're likey pre-mature here, but red

esate and REITs sure look like one
mongter bubble getting ready to blow
up. Want evidence of an over heated
market sector? According to Investors
Business Daily (June 26, 2003), so far
this year the amount of cepitd raised
in just two new REIT sock offerings

has been greater than the tota amount
rased in dl other IPOs combined!

8)

9)
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Think about that one for a while and
it's plan scay! How's this from the
June 9, 2003, Barron's weekly
roundup of the red edate sector:
“Vacancies are still significant in all
property types and cash flows are
declining” . Could yidd darved
investors be looking right past the
underlying business that produces the
faa dividends? Weve gpoken to
severa commercid red edtae brokers
and they dl tdl us the same dory:
vay few busnesses ae actudly
expanding and requiring new Space.
We purchased REITs when they were
unpopular. Now its time to move on
and wait for a more favorable time to
rent the shares again.

Not to be a spoilsport, but if
businesses are not adding more space,
can they be creating new jobs? And if
they aren’t adding jobs now in June,
what's the likdihood of an economic
expanson in the “second hdf” of the
yea? And without an expansion,
where are the profits going to come
from that Wdl Sreet is dready
pricing into stocks?

Today | did a very unscientific survey
over breskfast a the Café Hon in
beautiful downtown Hampden. Using
my decadigit bio-cdculaor, 1 smply
tabulated The Wall Street Journal’s
digest of corporate eanings reports
from the prior day. Only 5 of the 26
companies in this day’s tdly had both
growth in revenues and a growth in
profits, which was grester than the
sdes growth rate. In other words, 3
out of 4 companies either had a dow
down in sdes or if ther sdes had
increased, there was evidence of
deflationary  pressure  on  product
prices as profit growth hadn't kept
pace with expanded sales.
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Thisis exactly what you would expect
to see in a deflationary economic
environment.

Thought # 78 Denial is more than a
river in Egypt ...... it' s the party
line of Wall Street when it comesto
acknowledging Deflation. Why?
Because you can't pitch stocksin a
prolonged period of faling profits.

From the Mutual Perspectives Broadcast
July 6, 2003 on WYPR 88.1

10) As weve sad severd times in the
past, in deflation you can have an
economic expansion that not only
does not create new jobs but also fails
to create profits for companies.
Govenment  policy to dimulate
demand will grow the top line but
price wars from excess capacity can
ead away the profit magins. As a
result of the price wars, companies
redouble efforts to cut costs and lay
off workers. In the press these layoffs
are tabulated as “productivity gains’.

11) A jobless recovery is indiginguishable
from arecession to aworking family.

12) A profitless expansion is
indiginguisheble from a recesson to
an invesor. Unless of course he's
been told by his broker profits will
arivein the “second haf.”

13) Once again, here is a topic | have
brougt up severd times before
Hopefully, it is beginning to snk in,
why the current rdly is “wishful
thinking”. Simulaing  domestic
demand will not resolve what is & its
root a global manufacturing and
monetary supply problem. Bdieving
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that the U.S. can spend its way out of
a globd supply problem is wishful
thinking. Will  encouraging U.S.
consumers to buy more “duff” now
discourage China, Russa, Koreg,
India, Mexico, Brazil, and Madaysa
from making more “guff” next year?
It's redly tha dmple So to life a
phrase from the pas, it's not
“demand” it's“supply”, supid!

14)In farness, Greenspan and the

Whitehouse understand this but they
lack the tools and pdliticd
environment to do much of anything
else other than stoke up demand, hold
their breath and hope for the best.

15) This does not mean you should hold

your bresth dong with  them!
Proactively take prudent rationd steps
that anticipate a growing awareness of
globa deflation and its implications.
Act before the crowd, not after!

16) I'm not sure where this fits, but it irks

me to no end when | hear pundits
glibly say not to worry about the red
estate  spending  soree  because
“Greenspan won’'t let interest rates
rise”. I'd venture to wager these were
the same tongue wagers and gadflies
who proclaimed the never ending IT
revolution in 1998, yet faled to see
the train careen off of the diff in "99.
With dl due respect to Dr. Al, he can't
control this He only controls short-
term interest rates and the U.S. supply
of money. Red edae is more
impacted by long-term interest rates
where the bond markets perceptions of
credit risk and inflation are the driving
forces. An increase in the perceived
rate of inflation or in credit risk, and
the bond market will demand to be
rewarded with higher rates....... and
Poof!  There goes the red edate
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market and the bhillions of dollars of
paper net worth people have in ther
homes.

17) We will once again repeat our advice
that one of the very best investment
strategies right now (in a period of
defletion) is to refinance your
mortgage and to accelerate your
repayments. DO NOT increase the
amount of your debt if a dl possble

dl  mortgages have not been
refinanced in the past 3 years during
this incredible drop in rates. Less than
10% of homeowners have refinanced
two or more times. Take advantage of
this now. If the red edae bubble
burgs and rates rise, you'll 4ill have
your home and a nice low rate locked
in.

Thought #79 Don't get cut by the

“Old Saw” that “Diversfication” will
cure your investing woes. Deflation
has redefined rel ationships between

stocks, bonds, real estate and cash.
The combination of investments will
work best in deflationary times has

shifted.

Fromthe Mutual Perspectives Broadcast
July 14, 2003 on WYPR 88.1

18) If things are s0 gloomy, why not run
to the sdelines now? Because the Fed
is throwing a lot of gasoline onto the
fire trying to jump-start the economy
with low interet rates. Since the
magority viewpoint remans to be that
deflation is  “impossble’, these
dimulaive efforts could very wel
drive the stock market up. ...short
term..... as people are spun the hopes
of future profits Right now the
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consensus on Wall Street is for the
S& P 500 profits to increase by 24% in
the 4" quater. Now if youve
forgotten, the “second haf” has
dreedy doated and the “fourth
quarter” endsin just 180 days.

Does this sound optimistic to you?

To bore you with the facts, on the
weekday that the fed Cut interest rates
to the lowest levds in 45 yeas,
demand for manufactured  good
dipped for the second straight month.
Here are a couple of more “detals’
that might have escgped the media's

dtention:

Industrial Output:

Down

Durable Manufacturing:
Down

Plant Capacity Utilization:
Down

Non-Durable Manufacturing:
Down

Non-Residential |nvestment:
Down

Electric Production:

Down

Non Residential Construction
Spending: Down

Lumber Production:

Down

Lumber Shipments:
Down

Factory Shipments:
Down

Factory Backlog:

Down
Auto Sales:

Down
Durable Goods Orders:

Down

So where are the profits going to come from

againg this backdrop?

19) The only sector of the economy that
is booming is the housng market,

which is fuding

consumer non

dureble goods consumption.  Neither

is an engine to

lead  exterded

economic growth like semiconductors,
the PC or other previous engines.
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ignorant and doppy thinking a wordt.

Let’ s approach these separately.
Residential Investment: | Consumer Spending: 22) The lesser of these two problems is
Up . . Up the employment issue (at least right
New Housing Permits: | Consumer Debt: now!). However, we would be remiss
Residential Construction | Non-durable Good Orders: Ir?asndbegnu nﬂg%gomnotthafdllj?%npll%t to
Spending: Up Up bore you with fats but ‘“initid

20) Let's take a look a the residential

real estate spiral: Lower interest rates
inflaae the vaue of resdentid red
edate because a lower interest rate
means a fixed monthly payment will
support a larger principd  amount.
This in tun crestes an illusion of
wealth as a house that had a market
value of $250,000 several years ago is
now vaued at $500,000 or some other
fancful number. The “wedth effect”
here encourages people to pull a part
of this windfdl out thru refinancing.
They then perform their patriotic duty
and consume more goods (note the
increese in non durable good
spending).  Whether  these  are
consumed or sguandered depends on
your perspective, but regardless, non-
durable goods do not add to the long-
teem  productive capacity of the
economy or the wedth of the country.
The totd amount of consumer debt
goes up with nothing to show for it
except expanded wadlines and a
sraw hat from an idand vacation.

21) Thisisdl fine.... if and only if .......

two things happen. First, people keep
thelr jobs so they can repay the debt.
Second, interest rates don't rise
presarving the inflated equity of the
red edtate and keeping the amount of
the monthly debt service managegble.
Both of these underlying assumptions
ae tenuous a& bex and blissfully

jobless dams’ ae up ggnificantly
gnce lat year and the average
duration of unemployment is 20%
longer than it was this time lagt year.
The Wadl Street Journd summarizes
the current date of affars nicdy “In
short, the United States is
experiencing the most protracted job
market down turn since the Great
Depression” (WSJ May 29,2003 P.1).
Nothing criticd here, but facts are
fects.

23) The more important issue is the

stability of interest rates and its
impact on household debt service
Last year 46% of people who refi-ed
their homes pulled money out of the
piggy bank to an average tune of
$30,000. How much of that is fixed a
a low rate and how much will float
upward with risng rates? With a
$30,000 home equity loan, a 4%, a
consumer has $1,200 a year in interest
expense, a 6% it's $1,800 and at 8%
it's $2,400. See where we're going?
Can they afford to repay it if rates
rise?

Tired of Uncle Sam being the
silent partner in your
Investments? Visit

www.inter nationalvul.co.uk for an
Introduction to a cutting edge
tax savwy idea!!
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24) Will they ever “get their money back”

from the remodded kitchen if higher
rales cause a natonwide housing
prices dump? As surdy as night
follows day, if interest rates rise, the
market value of residential real estate
will fall just as quickly asthey rose.

25) Now for the $100 hillion question: “ Is

it logicd to expect interest rates to
reman & ther lowest leveds in 45
yeas?” The answer is “yes, it's
possible but it isn't logical”. We
suspect this would require a st of
economic  conditions  you wouldn’'t
want to see. For the short course,
witness Japan for the past 12 years.

26) Sill, many people are teking the

recent Fed daements as an
“assurance” that interest rates will
reman low for an extended period.
This is dangerous blathering and
wishful thinking not founded on any
red logic. Why? Because fird, the
Fed doesn’t control “long term”
interest rates like mortgages. The Fed,
only influences short term interest
rates. Bond and Mortgage rates are
long-term rates, which are set by the
globa markets consensus opinion of
the yidd required for the use of money
and the credit risk. A change in these
perceptions and rates will go up
regardless of what the Fed wishes.

27) The strongest tool the Fed has to fight

deflation is amply to inflae our way
out of it. In every day English, this is
cdled cranking up the printing presses
and printing up a serious quantity of
money. In fact, severd Fed
Governors have dready sad that this
is the course they would teke to fight
to “reflate” the economy. Now from
your persond experience in the lae
1970's, do you recdl what happens to
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interest rates when Washington cranks
up the printing presses? Won't
lenders demand higher interest rates
if they are going to be repad in a
depreciating currency?

Did you know you can
purchase and own
offshore  investment
red estate with your
IRA? Vist
WWW.Omni asset.co.cr
to learn more!!

28) If interest rates go up, the residential

real estate bubble bursts as the paper
equity in the houses vanishes.
Additiondly wed have a dgnificant
portion of our refi happy consumers
who did not lock in the lower rates for
a 15 year or 30 year fixed mortgage
who will now be squeezed on monthly
payments when that 3.25 rate creeps
back to 6.5%, essentidly doubling
their monthly payments. Ooouch! So,
unable to make the payment ...... as
norrrecourse lenders ....... they will
samply turn the keys over to the bank
and wak across the street to rent from
another bank’s swdling foreclosure
portfolio. So, it's easy to say the Fed
can amply “reflae’ but if the Fed
overshoots we will have a very nasty
mess on our hands.  Without any
experience, how will they know the
right amount?

29) Risk free or fraught with Risk? Now a

few words about government agency
bonds like Freddie Mac and Fannie
Mae. We see higher risk here and
recommend avoiding these issues.
Recdl our discusson last year of the
“Cockroach Effect”. It's amazing how
when you see one Wal Street
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cockroach emerge with bad news
about a company, you can bet there
are a hundred more that haven't come
out of the woodwork yet. When they
do scurry out, they creste a sdling
panic, which can hammer prices as
large inditutions sdl into a vacuum.
A little voice says we should go home
when we see heavy use of derivatives
combined with an environment of
volatile interest rates. Now, add to
this a consumer perception of a
“government guaranteg’ which redly
ign't, an over heated housng market.
Perhaps, and we don't like the risk/
reward trade off you get in exchange
foo- a 4% vyidd on a government
agency bond. Whether there is a red
scandd or problem isn't the issue, we
want to avoid the neghborhood in
case any one ese darts sling.

Start planning your fall “get away”
NOW! Cal us about upcoming
seminars in Costa Rica (July and
October) and Belize (Octobern)!!
Topics will include real estate, asset
protection and tax saving idess.

30) The thought of shorting the U.S.
government bonds has entered our
minds, but this is something to dart
looking into down the road when we
dat seeing dgns of interest rates
risng. We received notice recently
that the Luethold Qore equity fund has
dready taken this aggressve move
Clearly we are not at this point, but we
mention this amply to remind you that
it's possble to profit during a period
of rigng interest rates.

31) I've rambled on too long here, but
keep an eye on the corporate pension
crisis which is luking in the
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background. This could hit the stock
market up sde the head like a 2 X 4.
A prolonged period of low interest
rates and low profits will aggravate
this  problem. With  investor
confidence in Wal Strest shaky a
best, another criss would be tough on
the vduation of al gocks, not just
those with pension problems.

Let's bank our gains from the recent rdly and
continue to keep a careful eye on the deflation
scenario as it emerges.  To put this dl into
perspective remember this chestnut:

“The Rich accumulate assets
that put cash in their pockets.

The Middle Class accumulate
liabilities that they think are

assets.”

Clearly the risk of deflation is growing
and its time to get more defensive. A
change in the consensus perception
here will rock the markets. We want to
be moving in this direction before the
media starts whipping the public into a
frenzy. Let's get to the high ground
before the herd starts to stampede.

Barry Strudwick
July 9, 2003
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I ndividual account services are
available starting at $100,000. For
more information, please call
410-727-6444 or email us:

invest@noload .com

ABOUT BARRY STRUDWICK...

Bary Strudwick serves an  internationd
client base of individuds invesors and
entrepreneurs  designing  and  implementing
wedth  enhancement and  protection
drategies for over 25 years. For private
consultations Barry Srudwick & Dan
Somerville are available to meet with you.
Please contact them to arrange a meeting.
We can be reached by calling

(410) 727-6444 or via emal at
invest@nol oad.com
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