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Risks to equities are improving, and so are prices -- yet stocks are as cheap as ever.  

China is not manipulating its currency, and it should never do it again. Such was the essence 
of Tuesday's Kafkaesque memorandum from Treasury that ignited the last little leg up in a 
stock market rally that has been quietly underway for a month. The memo was a reprieve, not 
a pardon. It didn't pour any fresh fuel on the flames of protectionism, but it didn't stamp out any 
flames, either. That means that China has the scope to assemble what shreds of dignity our 
Congress and John Snow have left to it, and find a way to engineer some largely symbolic yet 
critical tweak in its yuan/dollar peg, allowing the protectionists to claim victory at the same time 
as China declares it intended to do it all along. If it saves a single textile job in South Carolina, 
we'll eat our hats (imported from China, of course).  

And thus one of the several Damoclean swords that hang above the stock market has been 
moved a few inches away. It's not the only one that has. We wrote a month ago that the world 
wasn't coming to an end (see "Tsunamis! Killer Asteroids! Protectionism!" April 21, 2005), and 
since then, stocks have recovered a bit, led by the most growth-sensitive sectors, as all the 
Damoclean swords have been pulled back a bit.  

On the tax policy front, we think the risk that Social Security reform will entail a massive 
income tax hike -- through lifting the cap on wages subject to the payroll tax -- has further 
diminished last week. It was already great news that Representative Bill Thomas -- who 
understands the growth dynamics of tax policy -- has assumed the legislative initiative on reform 
(see "Valuation Brinksmanship" May 12, 2005). Better still has been the cold reception accorded 
Representative Robert Wexler's offer of a Democratic reform "plan" consisting of nothing but 
hiking the payroll tax rate for workers earning above $90,000. Wexler's plan has received as 
much scorn from fellow Democrats and the liberal media as it has from Republicans. And now 
Tradesports -- the online market in political futures contracts that did such an outstanding job 
forecasting last year's election -- sets the probability of reform with personal accounts this year 
at less than 15%. The bad news and the good news, respectively: no reform, no tax hike. 

On the inflation front, we see the Fed as admirably resisting the chorus of voices calling for an 
interruption in its rate normalization campaign, especially the interested pleadings from 
distressed hedge funds who want the carry trade music to play a little longer (see "Just Chill!" 
May 17, 2005). Yet it seems that the Fed is quietly keeping its eye on the inflationary ball. For 
example, in remarks that were picked up nowhere in the media but a single Bloomberg wire 
story this week, Fed governor Donald Kohn said that interest rates "still need to rise'' -- that 
they are "still too low to maintain 'stable inflation.''' Apparently Kohn was speaking too quietly for 
the bond market to hear him. The market for crude oil, however, is more attentive. 
Expectations that the Fed means to stay on track seem to have relegated Goldman Sachs' call 
for a "super spike" to $105 to the status of Paine Webber's call for Qualcomm $1000. Who 
says that a vigilant Fed is bad for growth? 
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Briefly noted: On a speculative yet somewhat less encouraging note, Tradesports now lists 
futures contracts on who will be the next Fed chairman, and Ben Bernanke -- whom we see as 
entirely too activist, and too much the captive of deeply flawed monetary models -- is the 
favorite at about 45%.  

Bottom Line: Tax, inflation and protectionism risks still overhang the market, but there is 
continuing favorable progress on all three fronts, and stocks have recovered accordingly. Yet 
while stock prices have improved over the last month, equity valuation versus bonds has 
scarcely changed at all. As long-term interest rates have drifted lower over the last month and 
earnings forecasts have rocketed higher (at nearly a 20% annualized rate for the S&P 500 
overall -- 12% excluding the Energy Sector), stocks are proving to be a durable and attractive 
carry trade. It's getting cheaper and cheaper to finance bigger and bigger earnings streams (a 
fact that seems to be getting recognized, in extremis, by an ever-larger cadre of private value 
buyers). It can only mean that, as the overhanging Damoclean swords are withdrawn one by 
one, stocks will trade considerably higher -- especially large-cap growth, but less so the 
inflation plays related to resource prices. If the swords are not withdrawn, it's hard to see 
anything like a symmetrical downside from here.  


