Grading Bonds on Inverted Curve

If Investors Are Betting
On Lower Rates,
Does a Recession Loom?

By MICHAEL HUDSON 
January 8, 2007; Page C1
The bond market is having relationship issues that are getting harder to ignore.

Normally, yields on long-term government bonds are higher than yields on short-term ones. Investors demand a bigger return for the risk that comes with holding an investment that takes longer to repay.

The relationship has been upside-down since July, however, with yields on short-term U.S. Treasury bills exceeding those on long-term Treasury notes. Late Friday, the yield on the three-month Treasury bill stood at 5.05%, well above the 4.648% yield on the 10-year note.

This unusual state of affairs -- known as an inverted yield curve -- has gone on longer than many economists expected and has some wondering whether the bond market is signaling that the economy itself could turn upside down.

Even non-Wall Street types are starting to notice. Charlotte Observer sports columnist Rick Bonnell likens an inverted yield curve to a basketball player whose shooting percentage is lower at the free-throw line than from the field. It's uncommon and nerve-wracking.
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Just as hoops star Shaquille O'Neal's ineptitude at the free-throw line gives his opponents strategic information -- foul the big man to prey on his weakness -- a yield-curve inversion may offer insights about the economy's own Achilles' heel.

Yield inversions, many analysts say, are harbingers of hard times. When bond investors see a recession coming, they tend to buy long-term Treasury securities for two reasons. First, they are safer than stocks. Second, they are appealing when inflation is low, and recessions tend to beat down inflation. The buying that comes with recession fears drives down a long-term bond's yield, sometimes below the prevailing yield on short-term Treasury securities.

The market, in effect, is betting that the Federal Reserve, which dictates short-term rates, will have to cut its overnight fund rate to boost the economy, and investors are pushing long-term rates down in anticipation.

Inverted curves often come toward the end of Fed rate-increase cycles. Fed Chairman Ben Bernanke halted the central bank's latest rate-increase campaign in August.

The Fed's overnight funds rate now stands at 5.25%. "The market is pricing in that the Fed funds rate is not going to stay at 5.25% over the next 10 years; it's pricing in that it's going to be considerably lower," said Bill Irving, who runs a long-term Treasury-bond-index fund for Fidelity Investments.

Some economists doubt the yield curve's effectiveness as a recession-forecasting tool. They think long-term rates are exceptionally low right now for other reasons, including lower long-term expectations about inflation and growing demand for U.S. government bonds from foreign investors needing somewhere to park their money.

But those who think highly of the yield curve's predictive power have history on their side. Seven times between 1965 and 2005, yields on the 10-year note have dropped below those on the three-month Treasury bill for an extended span. In six of those instances, the U.S. economy went into recession soon after.

For example, the 2001 recession was predated by a yield-curve inversion that lasted from July 2000 to January 2001. In the one time when a recession didn't follow, in the mid-1960s, there was still a sharp slowdown in growth.

"The yield curve gives you information that you should pay attention to," said David Roberts, chief economist at Dominion Bond Rating Service.

When the yield curve inverted for two weeks last February and March, the inversion between long-term and short-term rates was so narrow and lasted so briefly that many economists dismissed it.

The current inversion is harder to ignore. The disparity has grown deeper and has endured for months; the three-month/10-year inversion is entering its 26th week.

"The longer it persists, the more of a puzzle it becomes," Mr. Roberts said.

One economic-forecasting tool using Treasury yield-curve data pegs the chances of a recession at nearly one in two. The model, which was developed by Fed economist Jonathan Wright, takes into account yields on 10-year and three-month Treasury securities as well as the Fed's overnight funds rate.

Another forecasting model -- developed by Federal Reserve Bank of New York economists using only the 10-year/three-month spread -- puts the chances of a recession in 12 months at just under 40%.

Those predictions are at odds with the consensus among economic forecasters.

A recent survey of economists by The Wall Street Journal pegged the chances of a recession within the next 12 months at 27%.

Two researchers who focus on recession forecasting, Lakshman Achuthan and Anirvan Banerji of the Economic Cycle Research Institute, argue that the yield curve is overrated as a recession harbinger. They note that the yield curve failed to invert before recessions in the 1950s and early 1960s. They also point to the misleading signal sent in 1966-67, when a lengthy inversion didn't precede a recession.

Messrs. Achuthan and Banerji argue that the economy and financial markets have changed greatly in recent years.

They note that pension funds, oil-producing nations and other cash-laden institutional investors around the world have been pouring money into long-term Treasurys, which they say creates "artificial" pressure that pushes long-term bond prices higher and their yields lower.

"Once the dust settles and we look back a year or two from now, we're going to see [the inverted yield curve] as a false alarm with respect to a recession," Mr. Achuthan said.

Dominion Bond Rating's Mr. Roberts also isn't predicting a recession. But he said the yield curve's long inversion does sound a cautionary note for him -- and should do the same for anyone who is trying to figure out where the economy is going.

"I think that a prudent businessperson would say: 'Maybe I should look more carefully at some other sources of information. Maybe I should be more skeptical,' " he said.


Write to Michael Hudson at michael.hudson@wsj.com
How a Bull Can Turn
Into a Bear This Year

By E.S. BROWNING
January 8, 2007; Page C1
Many investment pros are starting the year with high hopes, looking for a repeat of last year's double-digit stock gains.

These same optimists also cite a litany of potential problems that could stand in the market's way.

U.S. stock gains surpassed almost everyone's expectations in the past six months because the economic backdrop has been almost perfect, with cooling inflation, falling gasoline prices, a benign Federal Reserve and surprisingly strong corporate profits.

"I am optimistic for the overall market -- quite optimistic," says Susan Malley, president of Malley Associates Capital Management in New York. "What could go wrong? If we had rising interest rates, if we had oil prices back to the kinds of levels we saw over the summer, when they were above $77 a barrel, and, of course, if we had an international political disturbance."

Here is a look at the drivers the stock market depends on and the stumbling blocks it must avoid this year.

Inflation
One of the main reasons for investor optimism is that inflation has appeared to be slowly coming under control.

Last year's stock-market surge coincided with a plunge in oil futures, which fell to $56.31 a barrel last week, from $77.03 in July. Gasoline futures have dropped 40% since May, to $1.49 from $2.49.

Inflation in the rest of the economy, excluding volatile energy and food costs, has edged down more slowly toward the 2% rate Fed officials have said they consider the upper limit of what is tolerable.

Low inflation is good for stocks because it encourages consumers to spend and helps the Fed keep interest rates down. Low interest rates are another of the market's main underpinnings.

The worry among economists and money managers is that any sudden uptick in oil prices or other inflation measures would upset this balance.

"My No. 1 concern is that we get complacent now, with energy prices down because of the mild winter," says Robert Morris, chief investment officer at Jersey City, N.J., fund-management group Lord Abbett -- although he, too, counts himself among the optimists for stocks.

Interest rates
The Fed stopped raising its target short-term interest rate this summer and hopes are widespread it will begin cutting rates this year.

The Fed's campaign of rate increases, aimed at forestalling inflation, ran for two years starting at the end of June 2004. Often, when the Fed raised rates in the past, it left the economy in recession. This time, many money managers think it can prevent inflation without causing recession and that was among the main reasons for Wall Street optimism in autumn.

The expectation of Fed rate cuts this year, amid continuing economic growth, has helped push bond yields, mortgage rates and other market interest rates lower. That helped send stocks on their prolonged rally, because lower rates support most consumers and businesses and make bonds and money-market funds less attractive than stocks.

The fragility of the rate hopes was evident Friday, when stocks slumped following a Labor Department report that showed December hiring and wage increases were stronger than many expected. Economists think the Fed will hesitate to cut rates until it sees signs of a cooler labor market.

Fed Chairman Ben Bernanke has warned he is more likely to raise rates than to lower them at this point. And any serious risk the Fed might not cut rates at all this year -- or that it might actually raise them again -- would be an unpleasant pill for the stock market.

Profits
A third big driver for stocks last year was corporate profits, which again left expectations in the dust. Profits for companies in the Standard & Poor's 500-stock index rose almost 20% in the third quarter. When last year began, many money managers expected profit growth to be sagging toward the single digits by now.

Many expect to see a pullback to single-digit profit gains this year as economic growth slows, and the question is how stocks will react.

Stocks often do well when profits are rising at a cooler, more sustainable pace, because that often is a time when the Fed is lowering interest rates or holding them steady. Problems crop up when profit increases turn more anemic than investors expect.

In part because they were chastised for their excess optimism at the end of the last bull market, stock analysts have become more conservative. That has made it easier for companies to surpass analysts' forecasts.

If companies continue to surpass forecasts, even if their profit-growth slows, stocks could extend gains. But at some point in any business cycle, expectations among investors and analysts tend to get overly bullish and companies begin to miss profit forecasts.

"If you had a couple big companies come in with results that are below the forecast, that could be a shock," says Ms. Malley of Malley Associates.

Economic, political stability
Threats to world stability remain in the backs of many investors' minds. So does the risk of a housing crisis.

Investors seem to have adjusted to the violence and bombast they know -- terrorist threats, saber rattling in Iran and North Korea, fighting in the Middle East. What they fear, privately, is something more severe -- actual use of a nuclear weapon, for example, or another terrorist attack in the U.S.

The ability of countries in developing Asia, Eastern Europe and Latin America to record strong economic growth despite the uncertain world has helped allay some fears. So have falling mortgage rates, which have spurred hopes the worst of the housing slump could be over.

"Where could things go wrong? If there was some kind of [major] event, whether it be in the Middle East or some other area of international politics, or a blowup in one of the high-octane market areas such as housing or hedge funds," says Jeff Schappe, chief investment officer at BB&T Asset Management in Raleigh, N.C.

Mr. Schappe, like Mr. Morris and Ms. Malley, counts himself a market optimist, and he isn't predicting a problem.

But many investment pros recognize that the market's strength has been built on a series of very positive developments. The stock market today is a bit like a juggler, whose success depends on keeping all those shiny balls successfully in the air.

Write to E.S. Browning at jim.browning@wsj.com
Will Housing
Finally Bloom
In Spring?
January 8, 2007; Page C1
Investors might discover in the weeks ahead that calling a bottom in the housing downturn is a mug's game.

Until last week, it had been looking to some like a bottom might be at hand. Then Tuesday, Lennar Corp. said it expected to show a large loss on the back of land write-downs of $400 million to $500 million. The home builder said it has yet to see "tangible evidence of a market recovery." Thursday, the National Association of Realtors said its index of pending home sales, which is based on how many sales contracts have been signed in a given month, slipped in November. The Dow Jones index of home-building shares fell 4.3% last week.
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This is a slow time of year for the housing market. Little wiggles in actual activity can look bigger after statisticians make their seasonal adjustments. A warm January can distort the view even more. Home builders say they won't know for sure if the downturn is over until the spring, when seasonal activity picks up.

Here is one reason to be careful about calling a bottom now. A large number of homes for sale are unoccupied.

In the third quarter, there were 5.7 million vacant housing units for sale or rent, accounting for a record 4.6% of all U.S. homes. The average in the 1990s was about 3.5%.

To get this ratio back to normal, 1.3 million vacant homes would need to be occupied. For comparison sake, economists polled by Blue Chip Economic Indicators expect construction to begin on about 1.6 million homes this year. With so many empty homes out there, one wonders why builders would bother breaking ground on new ones.

High vacancy rates have other effects, points out Credit Suisse analyst Ivy Zelman. When an occupied home gets sold, the seller has to buy or rent another house.

That sets off a chain reaction that ripples through the housing market. When a vacant home gets sold, the seller doesn't have to do anything.

The owners of those unrented, unsold homes bear costs. They have got insurance, the lawn guy, taxes and, often, a mortgage to pay. Seeing those costs pile up can motivate an owner to sell or rent at much lower prices. When a house sells at a lower price, other would-be buyers expect lower prices as well. When it rents for less, it becomes a more-attractive alternative to buying.

The good news (yes, there is good news) is that trouble in housing hasn't spelled trouble for the rest of the economy. Friday's jobs report showed that. Even though there was a decline in the number of construction jobs in December, a big pickup in service-sector jobs more than offset the drop. Wages rose, too. Meanwhile, low interest rates give households more buying power.

But the longer the housing funk lasts, the more likely its impact will spread. Here is hoping that in the spring there will be growth. Until then, be careful.

• Send comments on Ahead of the Tape to justin.lahart@wsj.com 

Earnings' Stretch Run

If Corporate Growth Slows, 
Stocks Could Look Too Pricey

By PETER A. MCKAY
January 16, 2007; Page C1
Even as the stock market has zoomed to records since autumn, investors have been paying relatively little for each dollar in corporate profits.
That is because earnings have enjoyed an even longer, more frenzied boom of their own, up more than 10% every quarter for more than three years running.

Now, as fourth-quarter results are beginning to roll in, stocks could start to look more expensive relative to companies' earnings. Many Wall Street pros have been predicting that heady profit growth will slow in coming months while share prices continue to rise.

If those expectations hold true, investors who jump into the market now might be rewarded. But finding bargains in the market could gradually get more difficult as the year plays out.

EARNINGS CHEAT SHEET

 



Get a peek at what to expect in the quarterly reports of major companies.

• Video: WSJ.com's Mark Gongloff talks with Stephen Biggar, director of U.S. equity research at S&P, about the early reporters to keep an eye on as earnings season kicks off.
 
"The earnings numbers we're expecting aren't bad in historic terms; it's just that we've been spoiled the last couple of years," says Ashwani Kaul of Reuters Estimates, which tracks Wall Street's earnings expectations.

Both Reuters and Thomson Financial, which also tracks earnings estimates, say analysts expect that fourth-quarter earnings at companies in the Standard & Poor's 500-stock index rose more than 9%, although they acknowledge the final tallies could come in a bit higher.

Fourth-quarter earnings growth will come almost entirely from financial, basic-materials and telecommunications companies, Mr. Kaul says. Many of those companies will be helped by a 13% decline in crude-oil prices in the last quarter of 2006. That same trend, however, along with difficult-to-match comparisons with 2005's booming fourth quarter, will likely hobble big-name energy producers like Exxon Mobil.

"It's a more top-heavy earnings season, which probably tells you this run we've been on will come to an end in the next quarter or two," Mr. Kaul says.

Mike Thompson, director of research at Thomson Financial, adds that the consumer discretionary sector may offer hidden opportunities for investors looking for profit growth.

According to Thomson data, Wall Street analysts' expectation is that the sector's earnings fell 2% in the fourth quarter. If home builders and auto maker Ford Motor are removed from the calculation, analysts surveyed by Thomson expect the remaining companies' profit growth to be more than 10%, Mr. Thompson says.

"When you look at that sector, it's really the sort of number that people should be careful not to react to in a knee-jerk way," he says. "I think a lot of people will be surprised at the strength at most of those companies."

The fourth-quarter-earnings season got off to a solid start last week when aluminum maker Alcoa, a component of the blue-chip Dow Jones Industrial Average, announced a 60% rise in its net.

That set an upbeat mood for the market, complemented by another drop in crude-oil prices, which plunged 5.9% for the week, off $3.32 to $52.99 a barrel on the New York Mercantile Exchange.

For the week, the industrials rose 158.07 points, or 1.3%, to 12556.08. The broad S&P 500 climbed 1.5%, or 21.02, to 1430.73. The technology-heavy Nasdaq Composite Index rallied 2.8%, or 68.57, to 2502.82.

According to both Thomson and Reuters, the S&P 500 is trading at less than 15 times this year's expected earnings, which is cheap compared with long-term averages of about 20 times earnings.

Both Reuters and Thomson Financial say that, once all the earnings reports are in hand, growth could come in at more than 10%, extending companies' record streak of double-digit increases. Consensus profit expectations tend to be too low early in every earnings season as many corporate executives in their regular comments to analysts tend to lowball their projections so that the actual numbers will look more impressive.

Many Wall Street pros argue against a market decline or a contraction in earnings, pointing to the U.S. economy, which is still expanding, albeit at a more modest pace lately.

Jittery investors who turned to Treasury bonds as a haven may come back to the stock market in the months ahead, bidding shares higher and pushing the S&P 500's price/earnings ratio perhaps to 20 by the end of the year, says Duncan Richardson, chief investment officer at mutual-fund firm Eaton Vance Corp.

He reasons that 10-year Treasurys are yielding less than 5%, while he expects the Dow industrials and S&P to rise more than 10% this year, on the heels of even bigger increases in 2006. "Investors are seeing that every dollar they put in stocks is treated twice as well," he says. "Yes, stocks are a riskier asset, but that's also what can lead to greater rewards."

Binky Chadha, chief U.S.-equity strategist at Deutsche Bank, has more-modest expectations, including a 9% rise in the S&P 500, which he estimates would boost that index's P/E ratio to about 15, but not much further.

He says many investors have been disappointed recently by signs that the Federal Reserve may not cut its key interest-rate targets until later in the year than previously expected. Lower interest rates tend to help stocks because they lower borrowing costs and encourage spending by businesses and consumers, and make stocks more attractive compared with bonds.

With foreign central banks raising their rates lately -- and effectively reducing the supply of their local currencies -- the dollar could weaken this year on foreign-exchange markets. Mr. Chadha says that should help keep S&P 500 earnings high, as big-name companies in the index are increasingly dependent on profits from overseas operations.

About 25% of S&P 500 profits now come from overseas, which is roughly double the proportion from 20 years ago, he says. If the dollar weakens, earnings generated in strengthening foreign currencies would look more impressive when translated onto a quarterly report in dollar terms.

Write to Peter A. McKay at peter.mckay@wsj.com
An Inexpensive Way to Play
News of iPhone: Buy AT&T

By JAMES B. STEWART
January 17, 2007; Page D3
January used to be the month for a long winter's nap. No more -- not with the giant Consumer Electronics Show in Las Vegas and the North American International Auto Show in Detroit during the first two weeks.

The headlines from these events this year have been dominated by Apple's new iPhone and the imminent rise of Toyota to pass Ford as the world's No. 2 auto maker. Apple shares are just under $98, nearly double the price in July. Also brushing against a record are Toyota's shares, with the American depositary receipts trading at around $131. I don't own shares in either company, though I wish I did. But at these prices, I'm not about to take the plunge. The good news is already reflected. Still, I suspect there may be ways to profit from both the iPhone and the auto industry.

Compared with Apple, the media paid relatively little attention to AT&T, whose Cingular wireless network, now wholly owned by AT&T after its merger with BellSouth and soon to be rebranded as AT&T Wireless, gained exclusive rights as the iPhone network. Even after AT&T's strong showing last year, the stock yields over 4% and trades at just over 13 times earnings.

Wirelesss Potential
Obviously, any impact on AT&T earnings if the iPhone is a hit will be diluted compared with the impact on Apple itself, but I think that misses the broader point. What the iPhone demonstrates to me is that the potential of wireless devices, and the networks that operate them, is far greater than I would have imagined even a year or two ago.

Hand-held wireless devices are now functioning as phones, computers, email routers, portable stereos, mini-televisions, and game consoles. The hand-held device is becoming a vital part of nearly everyone's life, and if my bills are any indication, consumers will be paying more and more. Now the cellular companies are beginning to introduce advertising onto the devices, which could be a huge added revenue stream.
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Last year the debate was over who would dominate the home: cable or phone companies. Though stocks of both groups did well, cable seemed to be winning that contest. But I've long argued there's room for both, and I'm now convinced that in an increasingly mobile society, the palm is as important a market as the home. The palm is clearly dominated by the cellular companies. To me, this is one of those big ideas that can provide rich rewards for years. I already own AT&T shares (and Verizon Communications) and plan to add more. If you want to play the iPhone and all that it represents, buy AT&T.

New Car Hit?
At the auto show, what caught my attention wasn't the string of futuristic concept vehicles, but two here-and-now products from, of all companies, Ford Motor. I've argued for some time that all the financial restructuring and layoffs can't save the American auto makers unless they come up with some products that people actually want to buy.

After visiting the New York auto show last spring, I reported favorably on the new Lincoln MKZ, a midsize luxury sedan available with all-wheel drive.

Now Ford has unveiled the new Ford Edge and its luxury sibling, the Lincoln MKX. These are "crossover" vehicles, SUV-like cabins on automobile chassis, and they are the best-looking Detroit cars I've seen in years. They offer all-wheel drive, but unlike SUVs and their gas-guzzling truck-like performance, they offer decent fuel economy. I think Ford could have hits on its hands reminiscent of the early Taurus and Sable sedans. I was also impressed with comments from Ford's new chief executive, Alan Mulally, who stressed that Ford's future is all about the quality of the products.

In stark contrast to Toyota or even rival General Motors, whose shares were the best-performing in the Dow Jones Industrial Average last year, Ford shares have gone nowhere. Recently, the shares have been trading below $8, after reaching as high as $9.50 in September. Recommending Ford is surely contrarian advice. But with the stock at $7.94, you don't have to wager all that much money. And the January 2008 calls with a strike price of $7.50 were selling for $1.50.

Cashing Out Calls
This week my long relationship with Time Warner came to an end, at least temporarily. The long-term $20 calls I bought long ago have expired. (A call is an option to buy a security at a specific price.) When I first bought them I calculated the value of Time Warner at $23 a share, which at the time some argued was far-fetched.

Now the value is probably higher, but with Time Warner shares at $22.75, they were so close to my original target that I cashed out by selling. Bear in mind that with some stock indexes at a record and with the Nasdaq Stock Market within striking range of my next selling target, I'm not increasing my exposure to equities at the moment. But I can use the proceeds to buy AT&T and Ford, maintaining my overall allocation.

James B. Stewart, a columnist for SmartMoney magazine and SmartMoney.com, writes weekly about his personal investing strategy. Unlike Dow Jones reporters, he may have positions in the stocks he writes about. For his past columns, see: www.smartmoney.com/wsj_common.
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