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2013 THIRD QUARTER ACCOUNT MANAGEMENT REVIEW – October 18, 2013 

 

HIGHLIGHTS 

 Congress shuts down the government for 16 days and sets up a 
prioritization scenario for entitlements while appropriating funds for basic 
and critical government services. 

 The economy appears soft and rates seem poised to decline a bit. 

 BRIC countries form a fund and currency prices may have turned a corner. 

 The Detroit Bankruptcy turns a frantic media spotlight on Puerto Rico; we 
recommend a Hold. 

 Target Portfolio Purchase Yield is maintained at 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.  

 

WE GO PLACIDLY AMID THE NOISE…WHILE OUR GOVERNMENT GETS CLOSER TO 
FISCAL RESPONSIBILITY 
 
 The Shutdown ended with an eleventh hour resolution called the 
Continuing Appropriations Act of 2013. A careful reading of the Act leads us to 
conclude it is one more step in the arduous and contentious process of getting 
our profligate government’s fiscal house in order.  
 

The major tenets of the bill are as follows. First, while restricting a lot of new 
expenditure, it clearly funds with clear budgets most of the programs that are the 
basic purposes of government - customs, immigration control, border patrol, the 
court systems, air traffic control, and continues the Department of Defense with 
limitations on new multi-year procurements.  
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In other words, our government will do its foremost jobs. We will be safe as a 

nation.  
 
The other major part puts deadlines in January and February on the funding of 

the Dept of Defense and basically all entitlements such as welfare, food stamps, 
disability payments, social security, and payments to the states and other 
governments.  Then there is a “pick and choose” provision that ends with “no 
grants shall be awarded for such programs funded by this joint resolution that 
would impinge on final funding prerogatives.”  

 
Regarding our nation’s debt, the bill ends with a long section entitled, “Default 

Prevention” to be cited as the Default Prevention Act of 2013. This act allows the 
President to suspend the “Debt Ceiling” for any obligations “to fund a 
commitment incurred by the Federal Government that required payment before 
February 8, 2014” and puts in a fast track disapproval process for both houses of 
congress to disapprove his actions.  

 
Almost as a post script to address what all the congressman said the fight was 

about and let Republicans save face, the bill requires an income test to get an 
insurance subsidy under Obamacare. This was probably an oversight in the 
original bill. 

 
So where are we? We have a short time to solve our budget problems. We all 

know that our debt path is unsustainable. “All” includes Democrats, Moderate 
Republicans, and Tea Party members.  

 
The Congressional fight here was couched to the media as about Obamacare, 

but in our view what it was really about was our nation’s fiscal viability. Our 
congressmen and President could not survive politically and stand up and say:  

 
“Listen everyone, all the new US Treasury debt we have sold in the last two 

years has been bought by our own Federal Reserve with funny money1. Our own 
citizens and the rest of the world are full, and they are reluctant to buy at current 
rates. In fact, our biggest buyers, China and Japan, are yelling at us publicly. The 

                                                           
1
 Total new debt since 9/15/2011: $1.7 billion. Total purchases by the Federal Reserve under quantitative easing 

$2.3 trillion. Source:  treasurydirect.gov 
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rating agencies are yelling at us publicly. We need to get our fiscal house in order 
pronto.”  

 
But what they did do is potentially amazing.  
 
While they funded the essential roles of government on a long term basis, they 

cut-off all else by the end of February, leaving each non-essential program to be 
justified. No one knows how this will play out, but it is possible we could have 
separate bill after separate appropriations bill for Medicare, Medicaid, for 
Disability Payments, for Social Security, for Tax Reform, appropriations to other 
countries, the States, territories etc. 

 
Very large ships turn very slowly while moving forward, but this looks like we 

may be putting one engine in reverse and the other in forward for a pivot. 
 
So where does it leave investors, especially bondholders?  

 
 

The Outlook for US Rates 
 
 We are all concerned. The average person says to himself, “Geez, they shut 
the government because they could not see eye to eye. What’s next? Maybe I 
should save that cash I have rather than tie it up in a new home. Or a washing 
machine, for that matter.”  
 
 We are feeling this from nearly all our clients as they just want to hunker 
down. This makes us forecast a consumer sentiment driven slowing in the 
economy, with rates staying constant or declining from here. This may be 
exacerbated by earnings disappointments in stocks and a move back to the bond 
markets.  Further, it may be difficult for the Federal Reserve to justify slowing its 
bonds purchases in face of rising unemployment. 
 
 During the quarter we began buying back some of the positions that we 
sold earlier in the year at prices that were often 10% lower. Now we expect to 
continue to reinvest funds in our Mid Grade Portfolios and while we are holding 
our yield target at 7.00% we anticipate we may have to lower it by the end of the 
year. 
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The Outlook for Foreign Countries Exchange Rates - BRIC countries change the 
game 
 
 We believe that, in general, the value of the dollar versus most other 
currencies topped in August. With our fiscal squabbles, much of the world is now 
discussing alternatives to the dominance of the dollar in international 
transactions. This has put some upward momentum to the BRICS country 
currencies especially and we carefully have been adding to positions.  
 
 Further during the last quarter the BRIC countries changed the game. They 
realized that the decline in the currencies after the May announcement by Ben 
Bernanke that he may slow bond purchases was most likely manufactured 
primarily by short sales by large pools of money like hedge funds and formed their 
own $200 billion dollar fund to help stabilize their currencies in the future. Since 
that time there has been a slow and steady rise in most of their rates. We are 
carefully looking at each of the BRICS countries for investment opportunities. One 
major strategy that is emerging is purchasing 5 to 10 year zero coupon bonds. 
These bonds compound the higher interest rates paid in these countries and 
therefore can give extraordinary levels of protection against currency rates 
fluctuations. 
 
A Special Review of the Puerto Rico Situation 

 Many of our investors own municipal bonds from Puerto Rico. This territory 

of the US is under strong financial pressure to get its fiscal house in order. Though 

a much less severe situation, in many ways it can be compared to Greece.  While 

it is has population which is about 1/3 of that of Greece, it is a tourist destination 

with few natural resources beyond agriculture. It is a relatively small entity that is 

legally attached to a larger one, and shares the same currency of a much larger 

financial system. For Greece it is the Euro and for Puerto Rico it is the US dollar. 

Both entities have large bond positions held by others.  Greece reached limits in 

external financing a few years ago and basically was the flashpoint for what has 

been termed the European crisis. The EU has reluctantly bailed out Greece and 

other small nations because of fear of “contagion” – in other words that a real 

failure of Greece would reflect poorly on the entire EU.  
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 It could be a similar situation for Puerto Rico as its failure would affect 

investors’ views of many of the US states. Fortunately, Puerto Rico is not nearly as 

leveraged as Greece but at the same time they appear to have reached the end of 

the road for external funding by the bond markets.  They need about $1.3 billion 

in funding next year, and are currently borrowing from banks on a short term 

basis. Puerto Rico’s treasury officials made it clear they have enough funds to last 

at least until next June and they do believe they have funding options. These may 

be in the form of COFINA bonds where they have carved out sales tax revenues 

and legally bulwarked this entity which still has A ratings. Furthermore, they just 

allocated more tax revenues to COFINA. 

 Puerto Rico grew dramatically from a small agrarian island to an industrial 

center based primarily on Section 936 of the US tax code which gave 

manufacturers a large break to produce there. This ended in 2006 and Puerto Rico 

headed into a recession with the rest of the world in 2008 but never came out. 

Now they are making huge efforts to up revenues by higher taxes and higher fees 

as they try to support $70 billion in total debt on a shrinking business and 

population base. If they were an independent nation they would lower their 

currency to make everything attractive, but like Greece’s tie to the Euro they are 

tied to the US dollar. In better times for the US, we may have been confident that 

a deal could be struck in Washington to help them out, but under current 

circumstances there it seems unlikely that anything could be agreed anytime 

soon. However, Puerto Rico appears to be working very hard in the right 

directions and may not need a US bailout. 

 In terms of what could happen in a cash flow shortage, it’s been widely 

reported that the usual municipal bankruptcy laws may not apply. This may be a 

good thing because it makes debt payment relief not an option. Then again, it 

leaves the territory in uncharted waters. At the same time, there are some strong 

positives for the island: 

1. Puerto Rico business growth is not dead. Bristol Myers is opening a new 
plant along with a major manufacturer of pre-fabricated housing and 
the islands only Mercedes Benz dealership is making a major expansion. 
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Further large US developers have acquired a port and various hotels and 
are refurbishing them. These are large money commitments with 
associated deep analysis. 
 

2. The Government of Puerto Rico leased out the airport in San Juan and 
the new tenants plan a major renovation and many new direct air routes 
are being established. 
 

3. There has been a major reform of the pension funds to put them on a 
better footing. 
 

4. There are substantial new taxes and better taxing reach into the shadow 
economy. Tax revenues are up 5% in the latest quarter despite GDP 
falling approximately 5%. 
 

5. They have raised fees for water and sewer and the electric company and 
established more highway tolls all with the aim to put these entities on 
solid independent footings within the next few years. 
 

6. The budget deficit is on a definitely downward projection and may 
become balanced soon under the leadership of a new energetic 
administration. 
 

7. Puerto Ricans, unless they work for the federal government of the 
United States, do not pay US Income Tax. While they are indebted at a 
level of approximately $23,000 per person, which appears high, their 
electric, highways and water systems are all included where these might 
be separate for most other US Citizens. Further, because they do not 
pay US income taxes, they do not have the burden of the $ 17 trillion in 
debt which is about $54,000 per person. 
 

8. Puerto Rico is like a country. It has its Government Development Bank of 
Puerto Rico. It has developed a special strong funding component 
termed COFINA and it dedicated more of its tax revenues to it. It has a 
broad freedom to act. 
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9. The geographic position of Puerto Rico is essentially the eastern center 
point between North America, South America and all of Mexico and the 
Caribbean and is a strategic defense position for the United States. 
Therefore there should continue to be strong arguments for maintaining 
the viability of this base. 

 
 Overall there are clear risks to owning Puerto Rico bonds and we are 

carefully reviewing our managed accounts to be sure concentration levels are 

within our management parameters. For other accounts we strongly recommend 

keeping specific Puerto Rico issues to no more than 5% and all Puerto Rico 

investments to less than 10% of total investable assets. 

 

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, indexes, 

bonds, bond spreads, currencies, commodities etc. Often, the principal payment 

along with the coupon payments on these notes 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.  

  

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 
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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, 
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