
A PAUSE TO REAPPRAISE

The second quarter of 1991 was one of bottoming in the
economy and generally sideways movement in the stock and
bond markets.  After recovering from fears of war and
recession with a 12-15% rise in the first quarter, the stock
market held its gains in the second quarter. Bonds moved
down a bit as debt markets absorbed heavy borrowing by the
U.S. Treasury and the Federal Republic of Germany.
Meanwhile, the public had a chance to return to routine living
after the emotional trauma of the war.

Economists are now concluding that the recession is
probably over.  Their focus has shifted from "How deep is the
recession?" to "What shape the recovery?"  Some fear that
any strength in GNP will result in higher inflation.  Others
fear that economic recovery will be aborted by a combination
of still high inflation and modest growth in the money supply.
The economists expressing these fears were saying the same
thing in 1982, and they were wrong.  At that time, modest
money growth resulted in a dramatic decline in inflation,
even as the economy recovered into 1983.

Today, the monetary circumstances are similar to
1982-83. We see nothing that implies an increase in inflation.
In fact, we see a significant decrease as likely once again.
High real interest rates and a shift in consumer attitudes (see
below) may make the recovery less robust than that of 1983,
but the longer rates remain well above inflation the greater
the likelihood they'll decline over time.  Renewed strength in
our stock and bond markets is awaiting this decline, but we
don't know when it will begin.

The More Things Change, The More They
Stay The Same

One major function of recession is to dampen consumer
enthusiasm, typically after years of growth.  Another function
is to make the public reevaluate and reappraise those areas
where prices have gotten most out of line with economic
reality.  During the 1970's for example, farmers who sold
land for twice it's "economic" price watched their neighbors
bid it still higher.  In Texas, the assumption that the price of
oil could only increase drove other prices up as well,
especially real estate.

Oil and farmland were subsequently reappraised in the
recession of 1980-82, but the rest of the country ignored the
warnings.  During the 1980s, the public's perception of
ever-rising real estate prices was unshakable.  Eventually it
became apparent that the economic realities of both
commercial and residential real estate had changed
dramatically from the 1970s.  In 1987, we wrote an essay

entitled "Wake Up America, Houses Don't Make Money"
attempting to point out these changes.  We received many
responses of "Yes, but not in Boston; or yes, but not in
Washington D.C., Philadelphia, etc." Real estate nationwide
is now in the process of being reappraised.

Among homeowners, we are seeing a shift in attitudes and
actions from "Trade up on the equity" to "Prepay on the
mortgage". Demographers have been saying for years that
when the baby boomers turned 40-something, their focus
would shift from borrowing for houses to saving for college
tuition.  We suspect that the traumatic events of 1990 have
helped to accelerate this shift.  We don't yet know how large
the shift may be, and we aren't likely to know for some time.
But any shift at all will have tremendous effects on the shape
of our economy for at least the next decade.

While the 30-something baby boomers have been paying
high interest rates without giving it critical thought, their
retired parents have been receiving correspondingly high
rates on their savings, and assuming it would continue
indefinitely.  These retirees were taught to "protect principal
and spend income", a rule of thumb which works well in a
low inflation (0-1%) environment.  But they continued to use
this rule when inflation soared to over 10% in 1980-82 and
then settled at 4-5% for a number of years.  Such inflation
destroyed much of the purchasing power of their principal
(see our Time Bomb essay) without their knowledge.  They
only became aware of the destruction when interest rates (and
thus their "income") subsequently fell.

During the first leg down in interest rates in the early
1980s, many bought "high yield" bond funds or other
securities which promised high incomes, only to discover that
the promises were empty.  Many lost sizable portions of their
assets.  We are now in the midst of a repeat of that
experience.  Many retirees have come to depend on "income"
yields of 8-9%.  Yet, since last winter, short-term rates have
dropped to 5-6%. Relying on their rule of thumb, many
retirees are facing a spending cutback of up to 30%. Some are
simply hoping for a return to higher rates.(Unlikely, in our
opinion.)   Others are moving money to various areas where
they are promised (often only implicitly)rates of 8-9%.  Some
of the things they are buying will not fulfill that promise.

As investors, our thoughts on solutions to this dilemma
have been covered in earlier essays.  Our point in this essay is
that, in addition to a reappraisal and subsequent lower
spending by baby boomers, we are also likely to see a
reappraisal and a reduction in spending by retirees as well.
Such a reappraisal would reinforce the decline in interest
rates we've been warning about.

M
The
Muhlenkamp
Memorandum

Muhlenkamp & Company, Inc.
Intelligent Investment Management
12300 Perry Highway Wexford, PA 15090
(412) 935-5520  FAX (412) 935-4720
Issue 19, Third Quarter 1991

The Muhlenkamp Memorandum is a quarterly information service of Muhlenkamp & Company, Inc..  1992.

Click here for the current Net Asset Value for the 
Muhlenkamp Fund.

As of August 13, 1991 the Net Asset Value of the
Muhlenkamp Fund was $12.07 per share, up 31% from
year end 1990.

www.muhlenkamp.com/fund_index.php


Basic Financial Maxims I Want My Kids To Know
There is no free lunch.

There's no free income either.

The essentials of life are cheap.  Only the luxuries are expensive.

A bad product is always a bad deal.  Don't buy a car or appliance with a poor service record.  Don't buy a house with a 
cracked foundation.

A good product can be a bad deal if the price is wrong.  How do you know a good price?  Shop around and be willing to 
walk away from any "deal".

The purpose of insurance is to protect against financial disaster.  Any loss that is non-financial cannot be remedied by 
insurance.  Any loss that is not a disaster does not require insurance.

Financial products are simply agreements written on paper.  Although written in English, they are written by lawyers and 
designed so you won't read them.  Read them anyway, and read them again, and again, until you understand them.

The price of borrowing money is interest-and worry.  Keep all borrowing below the worry point, and don't borrow to buy 
things that depreciate; you will lose on both ends.

Don't rely on appreciation of the asset.  If the price is too high, wait.  It's too high for everyone else as well, and they will 
realize it in due time.  The public tends to extrapolate trends long after the financial justification is gone.  Read our essay 
"Houses Don't Make Money".

Any agreement has two parties; the other person will be working for themself.  Figure out whether he is working for or 
against you.  Always check one level deeper and follow-up.

The assumptions that you make consciously won't hurt you.  The assumptions you take for granted- what "everybody 
knows"- will kill you.  Always check the assumption behind the assumption you make.

If it's complicated it is probably a bad deal.

If you don't understand it, it is a bad deal.  Don't buy any product or service from someone who can't or won't explain it to 
you in terms you understand.

Don't confuse income and wealth.  Income can end with a dismissal notice or a change in interest rates.

Don't confuse wealth with the current price of an asset.  People get carried away with prices - up and down.

Don't count on Social Security.  The benefits you receive will be a small fraction of what your grandparents now receive.

People think of inflation as prices going up.  It's not.  It's the value of money going down.

There are no guarantees,  there are only guarantors.  The phrase "It's Guaranteed" requires the response: "By Whom?"

Only the Ten Commandments were written in stone.  All other laws are at the whom of politicians who will change them 
in response to current pressures.

When you change the rules a little, you change the game a lot.

Convenience is usually expensive.  Ignorance is deadly.

"Collectibles" are faddish.  They come and go.  When everyone knows it's a "collectable" the game is over.

You can't spend yourself rich.  You've spent a lot of time and effort to make a buck pretax.  The money you don't 
      spend is worth more than the money you earn- it's after tax.

Fund your IRA every year - early if possible.  Invest in an equity or total return mutual fund.  Equity returns compounded
over long periods are truly amazing.
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