
Quarterly Letter
hree months ago, we wrote, "The time to be heavily
invested in long bonds has just come to an end" and
"Frankly, the most likely trigger for a correction in stocks
in the current environment would be an 'uptick' in interest

rates; and therefore, a decline in the price of bonds."  Short-term
hindsight indicates that selling our long bonds at the time I wrote
the above would have been a good move  because the prices of
long-term bonds have since declined 6%. The price of the Dow
Jones' Utilities average has since declined 12%.  Many of our
interest-rate sensitive stocks have corrected as well.  The trigger for
much of this decline has been the increasing evidence that the
economic expansion, which has been at a slow pace for three years,
is now picking up a little more speed.

Despite the evidence of the past 30 years, some people still believe
that a stronger economy necessarily means higher inflation, and
therefore, higher interest rates. These fears are abetted by a
brokerage community with an incentive to encourage short-term
trading and by a news media with a short-term focus.  Both tend to
extrapolate short term wiggles into possible long term trends and
often make mountains out of mole hills.

The evidence of the past 30 years has shown that inflation is a
monetary phenomena.  If the Federal Reserve Board creates money
at a rate greater than the economy grows , you will have inflation.
If the money supply is controlled, inflation is held in check. That is
why we monitor the actions of the FED and the growth in the

money supply, relative to GNP, to judge probable inflation. We see
nothing that implies an increase (in the next twelve months) over
today's level of 3% inflation.  So our long-term stature remains
positive on the markets for stocks and bonds.

Based on today’s inflation of 3%, prices of stocks are fair. During
the past year, prices of bonds have also reached fair value.  Under
these circumstances, we believe the market will continue to be a
stock pickers market.  But we also believe that a price move of
10%, up or down, is possible at any time.  Such a move can occur
based purely on short term swings in the emotions of the public.
Many people are concerned about such a 10% correction, and it
has become a frequent topic in the media.

Over the past two years market corrections have been piecemeal,
(one sector or industry at a time).  So far these sector corrections
have been offset by other sector gains so that the major averages
have not corrected even though most individual stocks have.  We
don’t know if the market will continue its “rolling” correction; or if
it will suffer a  10% correction in the averages, nor do we care very
much.  Instead we will focus on the individual companies we own,
their sales and earnings, and the prices of their individual
securities.

A Brief Summary Regarding Mutual Fund Accounting:

Federal tax regulations stipulate that, in order for a mutual fund not to be taxed as a separate entity, 95% of all income earned in a year
must be declared as dividends and reported to shareholders.  Shareholders are then liable for the taxes on such income, whether they
receive the dividend in cash or not.  (Just as individuals are liable for the interest on savings accounts whether they receive the interest in
cash or not.)

The Internal Revenue Service (IRS) differentiates between:

1.  Interest and dividends
2.  Realized capital gains or losses on securities sold
3.  Unrealized capital gains or losses on securities currently held
4.  Principal

Each year, taxes must be paid on interest and dividends AND on realized capital gains.  Taxes are effectively deferred on unrealized
capital gains until such time as the securities are sold and the gains realized. A return of principal is not taxed.

In its five-year history, Muhlenkamp Fund has not realized net capital gains in any year.  This has occurred partly because we attempt to
sell our losses quickly and let our profits run.  It's also partly because the fund has attracted new shareholders at a fairly rapid rate so that a
small percentage loss on a recent purchase can offset a large percentage gain on an earlier, smaller position.

As a consequence, we have unrealized capital gains in the portfolio of about $3.00 per share.  Some mutual fund monitors and writers
consider this a negative.  In 1987, the market ran up 20% and then gave it back in two days.  A lot of funds realized capital gains in the
first nine months.  Many people bought these funds near the top only to see their NAV fall dramatically in the fourth quarter.  They were
then shocked when they had to pay taxes on realized gains they didn't benefit from.  Since then, "potential capital gain exposure" has been
a bugaboo among mutual fund monitors and writers, especially near year end.  We have had numerous people tell us that, based on some
article, they were deferring purchase of our fund until after year end.  In some cases, they missed a $1.00 gain in NAV to avoid taxes on
14 cents.

Making money is our goal.  If we are successful, we will always have unrealized capital gains.  When it makes sense we will defer
realizing those gains and the attendant taxes.  So in a very real sense, increasing our "potential capital gain exposure" is our goal.  Frankly
we would tend to avoid any fund that didn’t attempt to increase its potential capital gains exposure.

In our last newsletter, we wrote the following paragraph:  "One consequence of the decline in interest rates is that there is
no longer any basis for thinking stocks are "overvalued".  Let me explain.  The models that seek to determine fair value
for stocks use corporate earnings and a capitalization rate (such as a price/earning ratio) to arrive at "fair value".  Nearly

all such models use interest rates to set the capitalization rate.  Current interest rates are assumed to be fair.  Interest rates themselves are
never viewed as "too high" or "too low."  (When I was doing basic evaluation work 20 years ago, I initially made the same assumption,
but soon found it to be a mistake.  I then learned that fair values are determined by inflation and that interest rates suffered from the same
emotional swings that stock prices do.)  For the past 12 years stocks have been viewed as "too high," in relation to interest rates.  In
reality, interest rates have been too high. When short-term rates fell in 1990-1991, the models that used short-term rates as a base started
to show that stocks were fairly priced. (Continued on next page)
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As long-term rates have fallen over the past few months, the models that use long-term rates as a base have begun
to show that stocks are fairly priced.  One database that we purchase, Ford Investor Services, Inc., calculates a

price/value ratio for 2000 stocks based on long-term bond rates.  Ford's price/value ratio fell below 1.0 (indicating prices are fair value) in
August 1993 for the first time since July of 1980 (except for a brief period during the Gulf War.)  During much of the 1980's stocks prices
frequently bottomed at a price/value ratio of 1.2.  At those levels, the model indicated that stocks were 20% overpriced, but the reality was
that interest rates were too high; stocks were a good buy.”

Shortly after publishing that newsletter  we received from Ford Investor Services a plot of their price to value ratio for the period 1970-
1992.  Quoting Ford's explanation of their model, "Ford's price to value ratio (PVA) is determined by comparing the price of a company's
stock to that derived by a proprietary dividend discount model (DDM).  A PVA greater than 1.00 indicates that a company is overpriced
whereas a PVA less than 1.00 implies that a stock is trading below the level justified by its earnings, quality, dividends, growth
projections, and prevailing interest rates.  Each month Ford publishes the average PVA of all the companies in the Ford Data Base."  The
graph below shows these monthly figures.

For their "prevailing interest rates", Ford uses long-term interest rates.  The structure of the model produces the result that, if all other
things are equal, interest rates that are too low will depress the Price to Value Ratio and indicate that stock prices are too low.  Similarly,
interest rates that are too high will boost the Price to Value Ratio and indicate that stocks prices are too high.

Below, we have printed a plot of Ford's Historical Average Price to Value Ratio which is compiled from the PVA's of a large number of
stocks (currently 2000).  In line with this chart, we have re-printed (from Newsletter #28) our real long-term Government Bond Chart.
We have also printed a plot of the Dow Jones Industrial Average from our "Investment Climate" essay (from Newsletter #25).

You can see that from 1973-1980 Ford's PVA is below 1.0 when real (adjusted for inflation) interest rates were unusually low.  From
1981-1993 Ford's PVA is above 1.0 when real interest rates were unusually high.  You can also see that when interest rates were
unusually low, causing stocks to appear "cheap," stock prices moved sideways.  In fact nominal returns in the 1973-1980 period (before
inflation) were about 3% per year.  Conversely when interest rates were unusually high, causing many to conclude that stocks were too
high, stocks in fact returned 15% per year - for a quadruple in 10 years.

We're not denigrating Ford Investor Services; we find their data and many of their conclusions very useful.  We're merely using their plot
to illustrate a fundamental flaw in most stock value models.  Such models use current interest rates and assume that such rates are the
proper base.  What we don't understand is why these assumptions seem to go unquestioned after 20 years of giving signals that are
backward.
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