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2013 SECOND QUARTER ACCOUNT MANAGEMENT REVIEW – July 13, 2013 

 

HIGHLIGHTS 

 Markets fall worldwide on nervousness about higher US interest rates 

 Housing continues to recover, but may be slowing due to higher rates 

 Hold bond positions as interest rate increases may be mild 

 Seek opportunities to put cash to work at higher rates 

 Municipals may be coming to the value forefront 

 Gold continues its decline, and silver reaches investment value 

 Foreign governments are putting a floor under their currencies 

 Target Portfolio Purchase Yield is increased from 6.50% to 7.00% 
 

We continue our basic recommendation that to achieve a “comfortable portfolio” and 

preserve wealth, our clients should strongly consider allocating most of their liquid assets to a 

managed portfolio of income instruments selected in the broadest possible way from 

all security types and worldwide markets. While the news is creating fear for bond portfolios 

and the weak-handed traders are jumping ship,  strong- handed long term investors should act 

on buying opportunities.  

 

HOLD FAST AND ACT ON OPPORTUNITIES…. 
 
 What a change three months has made in the market tone for bonds. Good housing 
numbers and steady improvement in employment numbers gave our Federal Reserve Chairman 
the chance to hint that the buying of mortgage and other securities to the tune of $85 billion 
per month would end at some nebulous future point. Boy did the markets react. Investors big 
and small hit the sell button for the ETFs that hold a lot of bonds and the ETF managers offered 
the bonds to dealers and the dealers declined or dropped their bids and down went the prices 
and market valuations.  
 
 Usually declines in the market are based on new supply but the new issue market went 
quiet a couple of weeks before Bernanke’s comments. This decline was clearly caused by selling 
of those with “weak hands” to hold bonds. This means that those with “strong hands” should 
have real opportunities this summer to take advantage of pockets of weakness. Our managed 
accounts have been selling the enormous premiums we could get on many bonds for the past 
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few months especially on longer dated issues and now we are sitting with liquidity available and 
picking up specific issues. We expect to continue to do that during the third quarter. 
 

The Outlook for US Rates 
 
 The Fed has openly debated the end of the money creation and bond buying program, 
and then Bernanke came out last week to contradict himself and suggested they would not stop 
any time soon. Regardless of the outcome of these conflicting messages from the Fed, there are 
several structural issues which suggest they may continue. Even if they do stop these same 
issues may keep interest rates low for a long time. The litany is familiar: structural 
unemployment, slowing in China and other BRIC countries, European weakness, the ongoing 
impact of the sequester. These items do not need to be rehashed but a new factor that should 
be considered is the effect of rising rates on housing and the economic spill-off. 
 

As most people know, new construction and housing purchases are huge economic 
drivers. Homebuilding stimulates everyone from contractors to truck builders and all their 
suppliers.  And purchases of existing houses still have a huge impact on appliance makers, 
painters and carpet makers.  

 
Rising rates may slow all this down dramatically. The Mortgage Bankers Association 

reported through Reuters on July 10th that: 
 

“Interest rates on fixed 30 year mortgages rose for the ninth week in a row to an 
average of 4.68 percent in the week ended July 5…..It was the highest level since July 
2011…The surge in costs was expected to push some undecided buyers into the market 
as they rush to lock up rates but the MBA’s seasonally adjusted gauge of loan requests 
for housing purchases fell 3.1%”. 
 
This, considered with the fact that a lot of the housing value increases and sales are 

related to hedge funds buying into the housing market, and the litany of other pressures cited 

above, make us believe that any rise in interest rates may be softer than the market is currently 

expecting, even if the fed were to stop buying mortgages and bonds. This leads to the 

opportunity to start putting the capital raised by selling high premium bonds into mid-grade 

bonds at a discount.  

 

Viewing Our Accounts – Principal and Interest Projections are the same only the market 

changed 

We primarily manage accounts for strong handed investors who own a diversified 

portfolio of bonds to generate a steady flow of cash. The mission of these accounts is 

essentially unaffected by the current market decline. 
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Since the beginning of June, on a mark to market basis, our managed accounts are down 

about 4% or so. This means that if we liquidated all the positions clients would receive about 

4% less than they would have in mid-May. Simultaneously, the principal pay-off values and the 

interest rates on all the fixed rate positions are unchanged. This means if held to maturity then 

the accounts are essentially unchanged. Many of the accounts have raised cash over the past 

few months as we sold high premiums in a toppy market and waited for the opportunities 

emerging now.  

Where we are putting money to work 

 Nearly every market sector is giving us buying opportunities.   

International Bonds - Back on our Radar Screens 

We have a hold on nearly all our emerging market positions. These markets are sending 

signals to our radar screens as the nations have made a complete reversal from a year ago and 

are now considering raising interest rates to stem currency declines. We expect to get strongly 

involved as the floor is being set under these currencies. We did recently purchase some highly 

rated bonds in the Indian Rupee as a diversification move and bought highly rated bonds in the 

Brazil Real at currency levels that appeared attractive for the long term. Both purchases had 

very significant yield levels based on markets at the time.  

US Corporates and Preferreds - Big Opportunities Emerging Here 

 The real value in the corporate market remains in the just below investment grade BB 
sector. Here we believe the risk reward ratio is the best. With few defaults and much higher 
yields than investment grade corporate bonds, a highly diversified portfolio will perform the 
best over time.  
 

With this in mind, since the selloff we are looking closely at a lot of different credits and 
watching closely for institutional sales opportunities. What frequently happens is a large holder 
like a hedge fund or an insurance company needs to raise cash and decides to sell a large 
position in a specific credit. In a buyer’s market like now this institution may get quite low bids 
from large dealers. These dealers then turn around and make bonds available to us and we pick 
and choose the opportunities. Recently we were able to buy a steel producer with a 7 year 
maturity at over 7% percent and a similarly rated international sugar producer at over 9.00%. 
We are watching for these opportunities right now on an hourly basis. We can more easily take 
advantage of these opportunities for our managed accounts because we can act quickly 
without contacting the client.  

 
Another focus that is gaining attention is floating rate bonds.  We are watching this 

market for opportunities. 
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US Municipals – Market Dynamics are Turning our Attention Here 

 Similar dynamics are occurring in the municipal market as described above in the 

corporate market. For the first time in a very long while we are seeing some investment grade 

municipals with yields near 5.00%. Considering the taxable equivalent yield for a 38% tax payer 

is higher than 8.00%, these opportunities should not be missed. Many firms are type oriented - 

Municipals only in this account and Taxables only in that account. We are not. We decide based 

on the risk, maturity, liquidity, and after-tax yield, and will move between markets for accounts 

which can absorb both. For many months, corporates have been the sector of highest value. 

Now it is possible that municipals may be taking over. Again, strong hands should be buyers 

here over 4.5%, with solid ratings. 

Structured Notes – Selective Opportunities Exist Here 

 The major banks continuously offer a wide variety of notes that have a high coupon for 

a short time and then a yield payable at various long term rates based on the performance of 

other markets. These markets can be equities, bonds, bond spreads, currencies, commodities 

etc. Often, the principal payment on these notes, along with the coupon payments,  are at risk 

if the underlying market moves the wrong way. Because we continually assess most of the 

underlying markets, we feel uniquely qualified to assess the risk reward balance in these notes 

and purchase and recommend the very few that we feel have great value. On a selective basis 

we have added these notes to our managed accounts and will continue to recommend them to 

our customers. Because the issuers of these notes are a relatively few financial credits we are 

careful to recommend that clients do not overweight in any specific issuer.  

  

Precious Metals - Continue Lower and Silver Is a Real Value Here 

 Now that we have a method to value Gold and Silver over a long time horizon 

using days of unskilled labor (please see our Quarterly Report for 2012-Q4 for more details) we 

are following the metals. 

Gold – History shows the modern era average value price for gold is approximately is 16 

days of unskilled labor. This means that at the current $8.00 an hour rate for day labor (which 

appears to be about right analyzing minimum wage rates in states and the motions in congress 

to possible raise them at the national level) it would take 19.50 days of basic unskilled labor to 

earn a troy ounce of pure gold at the current price of about $1250. This is down dramatically 

from 21.5 days in three months. The reasons are the fall in the dollar value of gold from $1380 

per ounce in Mid April and that our estimate of labor rates has risen from $7.25 to $8.00 with 

the push nationally to increase the minimum wage. While it is still over valued in our opinion, it 
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is moving in the right direction. Using its modern era average in 2013 dollars and day labor it 

should have an average value of about $1025.00 per ounce. Currently its value is under huge 

pressure as faith seems to be returning to fiat currencies and governments, central banks of 

European Union countries may have to sell to complete their bailouts, India is putting brakes on 

purchases by the public and China, another large buyer, is weakening. We believe gold could 

easily overshoot the average value to the downside sometime later this year or early next, at 

which time we would strongly recommend to the purchase of reasonable portions of gold to 

portfolios. 

 

Silver – Silver has fallen to about the same level as gold since the first of the year but its 

value using our day labor scale is below its long term value. The average since the Civil War 

started in 1861 has been .5725 days of basic labor to earn a troy ounce of silver. At $18.50 per 

ounce currently, and an $8.00 wage rate it equals only .28 days of labor to earn an ounce of 

silver. This in our estimation is below its modern era value by nearly 40%. We therefore must 

recommend that suitable clients begin accumulating silver at the current prices. 

 There are three ways we offer gold and silver based investments: Exchange Traded 
Funds,  physical delivery of coins, and options on ETFs. Silver is often a bi-product of gold 
mining and being an industrial metal, may come in short supply if gold mines begin to close 
down due to market declines in price. 
  

Portfolio Yield Targets 
 
 For our managed Mid Grade 33 Global Managed Bond Accounts in light of the market 
selloff we are raising our target back at 7.00 %.  This is a solid increase from our 6.50% last 
quarter and we hope we can maintain it through the summer. 
 

While all investing has risk and our portfolios may not perform up to expectations, we 

believe they represent the best risk vs. reward scenario for investors who want income from 

their investment account while preserving their wealth.  

  This report is updated quarterly and the principles are applied to our managed 

accounts. 

As always, we thank our customers for their business and faith in our efforts which we 

take very seriously. 

 Sincerely, 

  

J  W  KORTH &  COMPANY  


