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WATCH ouT FOR THE BoND BusTt

We may be about to experience yet another market breakdown. This new investment implosion could reshape the
way we face retirement, alter the fabric of our financial institutions, and even threaten our homes.

I’m talking about a collapsing long-term bond market caused by rising interest rates. When interest rates go up,
bond values go down, and mortgages become more expensive. Also, theissuers of mortgages haveto work for their
net income much more aggressively than they do inlow interest rate environments.

What evidence do | have for such an assumption? First, interest rates are profoundly low right now, as low as
they’ ve been in decades. Unless we experience a Japan-style deflation, which | don’t see happening right now,
interest rates are due to rise gradually in our recovering economy as simple demand for capital creates more com-
petition for loans. At the moment, we' ve got lots of supply and relatively little demand, which is keeping interest

rates flat.
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Should the Terror War continue and become a chronic
condition of life, as we may expect, increased defense
spending and the resulting employment will boost wage-
driven inflation. This may not be much, but it will be
enough by itself to cause at |east amoderate pullback in
the bond markets. Andif oil pricesgo up aswell, we may
expect the bond market to contract even more profoundly.

Investorswho hold longer-term bonds and never-matur-
ing preferred stocks, which act like long-term bonds,
might be profoundly damaged by simple bond price de-
clines. Investorsinjunk bondswon'’t see the samerate of
principal lossdueto interest rateincreases. However, they
may see bond deval uations as the underlying companies
experience problems making debt payments. In a nut-
shell: keep bond maturities short, and credit quality high.
If you’' ve got long-term bonds, consider selling them.

Avoiding an adjustable rate mortgage is a conservative
choice right now. Yes, | know this kind of mortgage is
cheap, but it may become very expensive if rates go up.
Thelast timewe had thisexperience, inthelate* 70'sand
early *80's, home ownersin some cases simply couldn’t
makethe higher paymentsontheir ARM’s, and lost their
homes. Especially risky are those 5 years or shorter ad-
justable rate mortgage offers on the Internet. They exist
to trap you and make you renegotiate when the rates may
be higher in afew years.

If interest ratesrisegradually, asismost likely, then own-
ers of short-term bonds should not be unduly impacted.
Likewise, fixed rate mortgage holders should do well.
The stock market should provide attractive gainsif earn-
ings recover to offset the increased cost of financing.
Bank stockswill reel from theincreases, and we'll find
out, aswe alwaysdo after amarket decline, that some of
them have let their business techniques get sloppy. Ex-
pect yet another round of financial restructuring, ahous-
ing market that retracts at least a little, and a troubled
Ginnie Mae market.

How can we take advantage of this? Gold and energy
stockswill riseonly if inflation comesroaring back, which
seems unlikely right now. More attractive are the infla-
tion-resistant, economy-positive basic industry, medical,
and commodities stocks, all of which may be found in
bulk in any value mutual fund. Later, if interest rates get
high enough, we'll also move from short-term bond
mutual funds to actual mid-duration Treasuries, to lock
in the rates.

I might be wrong, but it doesn’t take much to be safe:
just stay away from long-term bonds, preferred stocks,
and ARM’s. Oh, and invest in basic valuefunds. But you
knew that already, didn’t you?

Office Notes: Our office manager, Terry lverson, has decided to
explorethe exciting world of agricultural produce brokerage. This
is not anew adventure for her: before children she worked exten-
sively in the field. We wish her all the best! After living with the

NASDAQ, she's ready for any-
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The office of Andresen and As-
sociates will be closed Novem-
ber 28th and 29th for Thanks-
giving. Enjoy your holiday!
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