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Disclaimers 

 
Please keep in mind that I am not a financial advisor and don’t even have a degree in 

finance or economics.  Keep these facts in mind as you read and consider my 

unprofessional opinions… This is a hobby for me, read at your own risk… 

 

The views and options in this report are strictly my own based on publicly available 

information.  Opinions stated do not reflect the opinions from any current, past or future 

employer.   

 

Please don’t use my opinions if you are uncomfortable making your own investment 

decisions.  You are responsible for making your investment decisions and if anything 

presented in this document fits into your own investment goals and objectives please feel 

free to incorporate into your own strategies.  I am sharing some of my thoughts with you 

but you ultimately need to make your own judgments about accepting or rejecting these 

concepts in your portfolio strategies.   

 

As usual I ran out of time preparing this document, so some sections are too long and 

some sections are incomplete.  I am covering a lot of ground and didn’t have the time to 

properly write and proof read this document properly so please forgive all the typos in 

advance.  Some day I hope to put out a review to my satisfaction. 
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Introduction 
 
It is once again time for my quarterly market review where I try to quickly examine 

various financial markets and world events.  This is also my time to reflect on new stock 

ideas, current events, my portfolio performance, possible scenarios and the potential 

implications on the world equity markets. 

 

My intent is to have each person that reads this document come away with at least one 

new concept regardless if they are just starting to invest or if they are using advanced 

trading strategies.   I don’t expect each section to appeal to each reader. 

 

As read through this review, even if you don’t use any of the advice, please take the time 

to think about your financial choices and think about ways to improve your returns.  It is 

my goal in life to have my money working for me instead of me working for my money.   

 

Feel free to email me with your thoughts, questions, and insights on the opinion that I 

cover.  One of the purposes of this effort is to start a dialogue around current events and 

their impacts on the markets. 

 

Regards, 

 

Mark Rush 

Baltimore, Maryland 

redgroup2@yahoo.com 

 

mailto:redgroup2@yahoo.com
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Chapter 1 

The Basics 
 

How much money do I need to retire? 

 

The overly simple answer is you need approximately 8 times your annual income at 

retirement PLUS social security to maintain your current lifestyle.  So if you make 

currently make $50k a year your retirement plan should start by having $400k in inflation 

adjusted dollars at retirement.  If you have put 10% of your salary into your 401(k) with a 

5% employee match starting at age 30 and continue that during your working life you 

should be in good shape by 65, if not think about cutting expenses and putting more into 

your 401(k) account. 

 

An important note regarding this subject is that I always talk in inflation adjusted dollars.  

If you are currently 35 years old and plan to retire at the age of 65 having, and your 

financial advisor estimates that you will have $400,000 in the year 2036 you will be 

severely under funded.  In today’s dollars at 3% inflation that $400,000 is only worth 

$160,000 in today dollars.  A lot of retirement planning is done without enough 

considering inflation, the need for $400,000 in today’s dollars converts into a requirement 

for $1,000,000 in 2036 dollars. 

 

I have included a “simple” retirement calculator in this quarter’s email to help you 

understand where you are.  Take a look at the spreadsheet (Microsoft Excel required) and 

following the instruction on the sheet.  This spreadsheet does adjust for inflation but you 

need to add in your social security payments.  Check out the attached link to find your 

expected Social Security payments at retirement (use inflation adjusted options). 

http://www.socialsecurity.gov/planners/calculators.htm 

 

If you don’t want to use the link I calculated that most people can expect to get 

somewhere around $500-$1500 month (adjusted for inflation) with most people getting 

~$1000/month.  The only major problem with relying on the government is that Social 

Security “may” start to run short on funds somewhere around 2040.  Realistically 

something will have to give but I don’t think the government will stop paying 

completely.   

 

I strongly recommend that you consult a financial planner to come up with a financial 

plan.  The fact is that most people in the US will be forced to work during their 

retirement years at jobs that pay significantly lower than what they accustom to.  Take 

this time to find out where you are and what you need to do be secure when you retire.   

 

There are two “Wal-Mart” retirement plans, owning shares in the company or working at 

the store.  Most of the people who get this newsletter still have ample time to accumulate 

sufficient wealth for the first option, please start thinking about these two alternatives. 

http://www.socialsecurity.gov/planners/calculators.htm


 7 

Why do I want to be diversified? 

 

"Money is like manure. You have to spread it around or it smells." 

-J. Paul Getty 

 

One way to understand the theory behind diversification without writing a bunch of 

equations is to think about two different casinos worth $1 million each. Imagine that you 

own the first casino that gets $1 million dollars of business each year with an average 

customer wager of $1 and the table odds are such that you earn 10% of those wagers.  

Now without thinking too much you could easily assume that your casino would make 

$100,000 a year.   

 

Now imagine your neighbor also owns a casino very similar to your casino but they only 

have a single customer who only plays a single game once a year.  That customer’s wager 

is $1 million with a 1:1 payout with the same 10% table odds in the house’s favor as your 

casino.  Even though this casino has the same $1 million a year in wagers with the same 

house odds the results are entirely different.  Even when assuming a 55% chance that the 

casino will win you can see that your neighbor’s casino will either make $1 Million or 

loose $1 million.  Since the casino is only worth $1 million it has a 45% chance of going 

out of business when the customer plays. 

 

The first casino can easily estimate profits of $100,000 while the second casino only 

knows that it will either make $1 million or loose $1 million with an advantage to the 

former.  Your neighbor casino is just gambling while your casino is a real investment 

because has diversified its risks.  By having thousands of very small bets the profits has 

become so much more predicable due to diversification.  

 

The outcome of a million bets is very predicable; while the outcome of a single wager is 

unknown.  The more wagers you make the more predicable the outcome.  Investing is 

very similar to a casino except the wagers are slanted in your favor!!  The stock market is 

~8% in your favor in long run … Everyday you are in the market you are making a 

wager, each stock that you own is a wager, some days you win some days you loose, but 

if you are diversified and with sufficient time you are very likely to win.  You are 

essentially are making tens of thousands of bets over your lifetime and should achieve a 

risk adjusted rate of return.  Even “high risk” wagers if sufficiently diversified can be a 

sound investment. 

 

The same theory applies to your personal investments and this example is one of the 

reasons that I recommend the S&P 500 index ETF (SPY) so often since with a single 

transaction you can buy the diversification of 500 stocks.  If you only own one stock each 

day you are only making a single large bet, if you have S&P 500 index each day you are 

you are in the market you are making 500 little bets each day or over 100,000 little bets 

each year.  You should also have diversification between assets classes by having some 

bonds and cash in your portfolio (a very smart rule which I don’t follow). 

 

 



 8 

Here is a general suggestion for a diversified portfolio 

 

Risk  

Adverse Balanced Growth Aggressive 

Rushed  

Profile 

US Large Cap: 20% 40% 50% 50% 50% 

US Small Cap: 10% 10% 20% 25% 0% 

International: 10% 10% 20% 25% 50% 

Fixed Income: 50% 35% 10% 0% 0% 

Cash: 10% 5% 0% 0% 0% 

 

US Large Cap: 

SPDR S&P Depository Receipts (SPY) 

DIAMONDS Trust, Series 1 (DIA) 

Vanguard Value VIPERs (VTV) 

 

US Small Cap: 

iShares Russell 2000 Index (IWM) 

 

International: 

iShares MSCI “EAFA” Europe, Australia and Far East Index Fund (EFA) 

Vanguard Emerging Markets Stock VIPERs (VWO) 

 

Fixed Income: 

iShares Lehman Aggregate Bond (AGG) 

iShares GS $ InvesTop Corp Bond (LQD) 

iShares Lehman 7-10 Year Treasury Bond (IEF) 

iShares Lehman 20+ Year Treasury Bond (TLT) 

 

Cash: 

iShares Lehman 1-3 Year Treasury bond (SHY) 

 

You could build your entire investment portfolio with just these ETFs or fine tune them 

using some of the other ETF/CEF that I have described in various quarterly reviews.  

With just these interments you can build a well diversify very low fee portfolio (<0.2%). 

 

With an online broker, you could use this section and build a rational well diversified 

investment portfolio and it will only cost you about $100 in broker fees.  You should 

rebalance your portfolio a least twice a year. 
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Chapter 2 

Low Hanging fruit 
 

Why do I want to own Exchange Traded Funds (ETF)? 

 
There are many advantages with investing in ETFs and I want to spend some time 

trumpeting those advantages.  From low expense ratio, diversification and better tax 

advantages. 

Most ETFs have a lower expense ratio than comparable mutual funds. Most “actively 

managed” mutual funds charge 1% to 3%, or more; index funds are generally lower, 

while ETFs are almost always in the 0.1% to 1% range. Over the long term, these cost 

differences can compound into a noticeable difference. 

I ran an analysis of my current portfolio starting now (current age 43) spanning my 

lifetime.  Using a base retirement age of 62 with total returns of 8% a year with 3% 

annual inflation, then I ran a second scenario where I increased my returns by 2% a year. 

With the higher returns, I was able to retire at age 55 instead of 62 with slightly more 

income each year for life.  Those couple percentage points a year reduced my time until 

retirement by 35% from 62 to 55 without a reduction of lifestyle.    

If I make a comparison based on income streams, at age 55 the extra 2% returns increase 

my lifetime income each year 50%.  If I keep my retirement age at 62 it increases my 

lifetime income by nearly 85% each year.  Don’t underestimate the value of saving a 

percentage point or two on your lifetime income. 

Another benefit of ETFs are they are usually more tax-efficient than mutual funds. In the 

U.S., whenever a mutual fund realizes a capital gain that is not balanced by a realized 

loss, the mutual fund must distribute the capital gains to their shareholders by the end of 

the quarter. This can happen when stocks are added to and removed from the index, or 

when a large number of shares are redeemed. These gains are taxable to all shareholders, 

even those who reinvest the gains distributions in more shares of the fund. In contrast, 

ETFs are not redeemed by holders (instead, holders simply sell their ETF on the stock 

market, as they would a stock), so that investors generally only realize capital gains when 

they sell their own shares. 

Perhaps the most important, although subtle, benefit of an ETF is the stock-like features 

offered. Since ETFs trade on the market, investors can carry out the same types of trades 

that they can with a stock. For instance, investors can sell short, use a limit order, use a 

stop-loss order, buy on margin, and with a few ETFs an options market exists. Mutual 

funds do not offer those features. 
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One of the interesting things I found was that while I was researching an “Australian 

Mutual Fund” (CNZLX) in April was while researching their holdings I found two of 

their top ten investments were in ETFs?  Their expense ratio was 2% and yet this fund 

underperformed EWA by 25% for the past year during the time I did the research!  

Should anyone get paid 2% to buy ETFs and then still under perform the market?  For 

those who own mutual funds please research your funds!  Look at their top holding and 

decide if that is something that you can replicate for less than 2% a year. 

What is the difference between an ETF and CEF? 

 

There are subtle but important differences that you should understand between Exchange 

traded Fund (ETF) and Closed End Fund (CEF).  Last quarter I highlighted several funds 

that I referred to as Exchange Traded Funds (SHY, SPY, EWA, IIF, IFN, and IBB) but 

not all these instruments are true “ETFs”.  When you look at these instruments on your 

computer it can be difficult to determine which class of fund it is since they both trade on 

the exchange and both look like a stock. 

 

Although both instruments can be bought and sold anytime during the trading day much 

like a stock, a true “EFT” will not vary far from its underlying Net Asset Value (NAV) 

due to the structure of the instrument.  This means that you can buy a true ETF and 

expect to pay the same price as the value of the underlying assets that compose the ETF.  

This is not the case for a CEF that can float above or below the actual value of the stocks 

that it holds.   Both instruments have the advantage of allowing various types stop orders 

so you can limit your losses and tend to have lower fees than most mutual funds. 

 

One of the advantages of an ETF is that you get a “fair” price based on NAV and for me I 

also like ETFs because many have tradable options against some ETFs.  The basket 

within an ETF also doesn’t change its underlying basket of stocks very often so you 

should always have a good idea of what basket of stocks that you are buying which is not 

the case for a CFT.  Also tax laws allow for tax efficacies of these instruments. 

   

A CEF is similar to a mutual fund but it does not allow money to flow into or out of the 

fund.   A CEF has a limited number shares and the price of the CEF is controlled by 

supply and demand for that security and not necessarily the value of the underlying 

securities that the fund holds.  A “popular” CEF can have a price much higher than the 

securities that it holds and “unpopular” CEF can actually have a market price below the 

value of the stocks that it holds.  The second possibility is what intrigues me the most 

especially if it is a higher divided yielding CEF since you are able to achieve higher 

yields than owning the actual securities.   

 

One thing to watch out for is that some CEF issue preferred shares or borrow money so 

they so they can leverage their returns.  In an up market this is a great benefit, in a down 

market it is can be disastrous.  Certainly any CEF that uses leverage will increase 

volatility and potential returns or losses. 

 

 



 11 

 

 

  EFT CEF 

Mutual 

Fund 

Price based on NAV Yes No Yes 

Can buy at a discount No Yes No 

Defined Basket Yes No No 

Tax Efficiency High Medium Lower 

Buy like a stock Yes Yes No 

Options Some No No 

Expense Ratio Lower Varies Higher 

Redemption Risk No No Yes 

Low security turnover Yes Varies Varies 

Short Sell Yes Yes No 

 

 

The disadvantage of CEF is that the market price can decouple from NAV, 

Given these difference I prefer ETF but will buy CEF if I can not find an appropriate 

ETF, and I would like to find a CEF that has a market price that is below a CEF.  My 

order of preference is to invest in ETF, then a CEF with discounts to NAV, other CEF, 

and lastly Mutual funds.  These are my general personal preference and each situation is 

different. 

 

Breakdown of securities from Q1/Q2 Review 

Name Price Type NAV Premium  

SHY $79.69  ETF SAME 0.00% 

SPY $127.28  ETF SAME 0.00% 

EWA $20.75  ETF SAME 0.00% 

IIF $43.59  CEF $38.27 13.90% 

IBB $72.70  ETF SAME 0.00% 

CEE $45.97  CEF $49.55 -7.23% 

IF $9.85  CEF $7.28 35.30% 

 

When does a mutual fund make sense? 

 

I don’t want to give you the impression that you should never own a mutual fund; I will 

buy a mutual fund if I want to invest in a certain country or sector of the economy and I 

am not able to find an ETF or CEF.  If you have a fund that has outperformed the S&P 

500 index on a consistent basis and you not getting hit by outrageous capital gains or fees 

then you should stick with those funds and forward the name to me. 
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Chapter 3 

World Issues  

(That may affect your pocketbook) 
 

It’s time to review world events with my opinion of the probability of the event 

occurrence 0-100% and the impact on markets on a 1 to 10 scale.  A “1” represents little 

to no impact on the markets while a “10” indicates that if the event occurs I expect a 

widespread sustained market sell off.   This is a totally unscientific estimate based on my 

opinions with absolutely no other basis other than my limited understanding of world 

issues.  

 

The purpose of this section is to highlight current risks in the market. I will attempt to 

quickly try to explain my thought process behind each rating.  Feel free to disagrees with 

my opinions and email me to let me know why I was wrong.   

Global Health Issues: 

 

Mutation of the Bird Flu to a Human form  

Probability of Occurrence  10% 

Impact   10 

 

It is almost totally unpredictable if a dangerous human transmittable mutation of the bird 

flu will ever occur but if it does it may have profound consequence.  If nothing else I 

would encourage you to read up on this subject and be prepared.  See the following link 

for more information.  http://www.cdc.gov/flu/avian/ 

 

Several people died in Indonesia a few weeks ago from bird flu and it appears that most 

of them got the virus from other humans.  This is a troubling development and could have 

been the beginning of a pandemic but it wasn’t… this time. 

 

Probability of Occurrence:  Until the flu mutates into a human transmittable form I am 

not overly concerned, if the flu does mutate to a human transmittable form I will be 

extremely concerned (I have never given a 10 rating to any other event).  There have 

been cases in Europe where domestic birds have been infected and so far the outbreaks 

have been contained with low ramification to the human population and the broader stock 

markets.    

 

Impact of human mutation of the flu:  The IMF (International Monetary Fund) has 

cautioned that a human variation of the avian flu pandemic occurs, while unlikely, could 

have a "serious disruptive effect on international financial systems ... and the global 

economy."  

 

The Spanish flu of 1918-19 was by far the most lethal influenza pandemic of the 20th 

century.  It infected about one-quarter of the global population and killed more than 40 

http://www.cdc.gov/flu/avian/
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million people worldwide, roughly 2 percent of the world population at that time.  Some 

scientists think that this flu was actually a mutated form of the avian flu. 

 

The Play: Invest in a protection options scheme by buying SPY, EWJ and EEM put 

options  

 

If the flu mutates into a human form liquate all positions into cash and US Government 

Bonds, leave all puts options open.  In the previous issue I discussed some out of the 

money SPY put options strategies can help protect you against these types of events.  

After 9-11 occurred the DJIA fell 1369.7 points (14.3%), its largest one-week point drop 

in history, I would expect a steeper decline if a pandemic occurred. 

 

Post Play:  If the human pandemic occurs and if you have sold (shorted) your portfolio, 

wait 6-8 weeks after the pandemic has started then liquidate all puts, 3-6 months later 

start to re-enter the market. Factor in that GDP may have shrunk several points and 

follow-up break-outs may occur or other strains may develop.  The current global 

supply/demand equilibrium will likely be changed significantly due to destruction of 

demand.   

 

Clearly all commodities from Oil to corn will drop in price significantly for several years 

after the event.  Most stocks will take a several years to recover.  Deflation may become 

an issue and interest rates will drop precipitately and bond prices for quality issuers will 

rise dramatically. 

 

Bird Flu Virus (Avian form) reaching the U.S. 

Probability of Occurrence  25% per year 

Impact   4 

 

Impact of avian strain in the US:  This year after avian flu was discovered in wild swans 

in Europe, poultry consumption declined over 50% across the region.   In some areas of 

India, sales of poultry are down 40% after the discovery of avian flu in chickens.   With 

this information I would expect serious drop in sales in poultry in the US after an 

outbreak even though eating a properly cooked infected chicken is perfectly safe. 

 

The Play:  With the current avian strain the most directly affected stocks are Tyson Foods 

(TSN), Pilgrim's Pride (PPC) and Gold Kist (GKIS).   One other nice to know fact is that 

McDonald’s (MCD), Yum Brands - KFC, Pizza Hut, Taco Bell (YUM), and Wendy's 

International (WEN) sell about 45% of those companies production of chicken.  Already 

chicken sales and prices are down; Tyson Foods (TSN) has already dropped 16.5% in the 

past 12 months.  It is reasonable to expect the virus to eventually show up in the US in 

the next few years.  If the bird flu hit the US I would be shorting all these.  

 

Post Play:  I believe that this story will take a few more years to run its course.  In a 

couple of years during the peak of the bird epidemic (avian form) in the US when TSN is 

$10 a share I may be a buyer if it is still a functional company.  Any other stocks that are 

hard hit I would start buying after the dust settles. 
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Energy/Oil issues: 

 

Oil breaking going over$100 / dropping under$50 by the end of 2007 

Probability of Occurrence  75%/25%  

Impact         6/7 

 

The prediction of Oil hitting $75 in the last report has already come true.  Current high oil 

prices are due to demand, the 1973 oil crisis was a manifestation of an artificial drastic 

reduction in supply.  Current high oil and commodity prices are a sign of strong systemic 

demand.  Current demand for oil is a direct result from a strong world economy; high oil 

demand is putting pressure on oil producers to meet supply.  Production has not been 

reduced it is at an all time record high, but demand from the emerging markets has 

absorbed any and all production growth. 

 

A little piece of trivial, the United States is the worlds third largest oil producer behind 

Saudi Arabia and the Russia.  The US produces 41% of our oil consumption, we produce 

more oil than Iraq and Kuwait combined but unfortunately we use more oil than anyone 

else in the world.    

 

Successful Coup d'état in the Saudi Kingdom  

Probability of Occurrence  10% in next 5 years  

Impact   8 

 

I am not convinced that the general population of Saudi Arabia is a supporter of current 

regime.  Most of the 9/11 hijackers were Saudi nationals, it would not be unrealistic that a 

group of extremist attempt to take over the government.  The price of oil would rise 

abruptly.  Even an unsuccessful attempt would have large implication for the price of oil. 

 

Play: Oil stocks or USO ETF 

Post Play: S&P 500 or any stock, bonds in almost any country. 

 

Iraq insurgency expansion / civil war that impacts oil flow  

Probability of Occurrence  20% in next 3 years 

Impact   7 

 

The risks of civil war are increasing and may be unstoppable.  The impact on world oil 

prices if widespread civil war erupts would be immediate (>$100).  Even if the civil war 

occurs it may not necessarily have as severe impact on long-term oil prices.  As in any 

war it usually gets resolved with each party gaining a new mutual understanding of how 

to get along.  The ultimate solution would likely be a fragmented Iraq with three distinct 

countries with the Shia in controlling of most of the oil region and aligning themselves 

with Iran. 

 

Play: Oil stocks or USO ETF 

Post Play: S&P 500 or any stock, bonds in almost any country. 
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International / Foreign policy issues: 

 

Al Qaeda attack in the US 

Probability of Occurrence  20% in next 5 years 

Impact   9 

 

Unlikely but should be planned for…   

 

Play: Buy protection with SPY out of the money puts before the event, liquids securities 

post event or short SPY land leave all puts in play. 

 

Post play: Reenter market and then roll all puts to a new lower strike and take profits on 

the put spread. 

 

Note: these two plays and post plays will be referred to in the remainder of this document 

as “standard disaster play” and “standard disaster post play”. 

 

Destabilization of Pakistan in the next 2 years 

(The $.10 item that changes the world) 

Probability of Occurrence   30% 

Impact    6 (8 for Indian investments) 
 

Destabilization is a polite word for Pervez Musharraf being shot or blown up.  What 

concerns me is that Islamic Republic of Pakistan has tested nuclear weapons and has 

between 25-50 nukes.  Historically it has never gotten along with India who also happens 

to have ~50 nukes of its own.  

 

Also remember that many believe (including me) that Osama Bin Laden is hiding in 

northern Pakistan.  It is unlikely that a pro-western government would the come from the 

rapid demise of Musharraf.  Oh yes, AK-47 rounds go for about $0.10 each in the third 

world. 

 

Play: Divest from India and Israel if applicable.   

Post Play: Reinvest in India and Israel when the markets stabilizes. 
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Iran obtaining a nuclear weapon by 2010 

Probability of Occurrence  70%  

Impact   3 

 

Official US estimates is that Iran won’t have a nuke until 2010, I think it could be sooner. 

 

Play: Don’t invest in Israel once the nukes come on-line, any weapons are far more likely 

to used against Israel, it is very unlikely that Iran will attack the US especially 

considering our super secret totally functional Star Wars Missile Defense System that has 

been covertly up and running for the past year.  Ronnie wasn’t so dumb after all…  

Post Play:  N/A 

 

North Korea war 

Probability of Occurrence  5% in next 5 years 

Impact   9.5 

 

Very unlikely but if a breakout were to occur it would likely go nuclear, it is believed that 

North Korea may have up to 7 nukes.  It is believed that North Korea may be able to 

deliver its nukes to West Coast of the U.S.  They are likely to attempt to hit Tokyo and 

LA just for fun but their accuracy of their weapons is in question.  The US counterstrike 

will likely turn the country into a self-lighting parking lot, but unfortunately the fallout 

will drift over Japan and back to the US.   

 

Play: Divest from South Korea and Japan if applicable tension are raised.  Standard major 

disaster play.  Buy Potassium Iodide tablets and hope that the $91 Billion that Ronnie 

spent on missile defense works, especially if you live on the west coast… As a note most 

of the operational missile defenses resources are currently are deployed to protect the 

west coast against an attack since the military thinks that the most likely attack scenario 

will be from either China or North Korea. 

 

Post Play: Reinvest in Korea and Japan when market stabilizes if it doesn’t go nuclear.  

Standard major disaster post-play.  Move back to West coast if that was where your home 

is currently. 

International Economics: 

 

Continued growth in China for next 5 years 

Probability of Occurrence  80%  

Impact   8 

 

According to the CIA China is the second-largest economy in the world after the US, 

although in per capita terms the country is still poor.  At current growth rates China could 

be the world largest economy by 2020 based upon purchasing power parity.   

 

Play: Everything benefits from china growth, invest anywhere. 

Post Play: Return funds to the US market. 
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Restart of growth in Japan 

Probability of Occurrence  70% 

Impact   6 

 

The IMF dramatically upgraded its outlook for Japan's economy, saying its recovery 

remains "solidly on track" after a decade in the deflation.  Japanese gross domestic 

product (GDP), or total economic output, will grow 2.8 percent in 2006, sharply up from 

a September forecast of 2.0 percent, the International Monetary Fund said.   

 

I believe that the entire region is benefiting from China’s economic expansion, take a 

look at Japan.  Even though relationship between Japan and China are “not great”, 

China’s next biggest trading partner after the US is Japan. 

 

Play: Purchase EWJ the Nikkei ETF or Japanese mutual funds. 

Post Play: Return funds to the US market. 

 

Continued growth in India 

Probability of Occurrence  80% 

Impact   6 

 

Play: Purchase IFN/IIF or Indian mutual funds 

Post Play: Retire rich… 

 

Continued growth in Australia  

Probability of Occurrence  70% 

Impact   5 

 

Despite recent pullbacks in the commodities markets I still believe that Australia is still a 

great lower risk way to benefit from the growth in Asia. 

 

Play: EWA 

Post Play: Retire and live well…  

 

Continued anemic growth in Europe 

Probability of Occurrence  60%  

Impact   5 

 

Play: Don’t invest in most European based stocks 

Post Play: N/A 
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Domestic Economic factors: 

 

Baby Boomers Retirements and Social Insecurity 

Probability of Occurrence  99% 

Impact   9 (long term) 

 

Out of all the issues that I am covering this is certainly the most likely to occur and have 

the largest impact to Americans outside of a major war (Iraq is not a major war).  The 

Social Security problem is so large and the problem will come to fruition so slowly that I 

am not sure we will have the foresight or the guts to deal with it in time to prevent 

massive widespread pain.  This issue has the potential for massive socioeconomic 

upheavals over the next 30 years and I am not sure we are strong enough as a culture to 

take the “medicine” that is required to solve the Social Security problem. 

 

Currently Social Security and Medicare consume 40% of all federal revenues which 

equates to 7% of GDP.  This is projected to go to 14% of GDP by 2040.  

 

The three easy (unpopular) fixes is to either; raise Social Security taxes now, cut 

everyone’s benefit by 15%, or raise everyone retirement age by 5 years.  One of the back 

door ways to reduce benefits is to change the way the Consumer Price Index (CPI) is 

calculated, since payments are linked to CPI and most economist agree that the CPI is 

overstated.  A change in this calculation can shave Trillions, yes with a “T”, off of the 

payments over the next 75 years. 

  

In my next report, I will attempt discuss the macroeconomic impacts regarding the baby 

boomers shift from wealth accumulation to income production while factoring in the 

effects of population, immigration, and globalization.   Yes, I need a few more months to 

think it through. 

 

Budget Deficits >$400 Billion  

Probability of Occurrence  80% 

Impact   3 (short term) 

 

Unfortunately I believe in the short run it doesn’t impact the economy enough and the 

problem is so long terms that I fear we won’t fix it…   

 

Record Trade deficits 

Probability of Occurrence  80% 

Impact   2 (short term) 

 

Eventually the dollar will fall enough over the next 20 year to balance it out.  Coupled 

with the demands of Social Security, deficits, and trade deficits the economic future of 

the US is somewhat problematic.    Fortunately for the US other parts of the world are 

just as screwed up (look at Europe).  Government behavior worldwide seems to be 
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universally just as bad with money as any other country… they just screw it up 

differently. 

 

By selling at goods at artificially low prices and investing in U.S. securities, China has 

essentially curbed its own consumption, and developed a welfare program for the US 

consumers. This situation is unstable over the mid to long term but it serve china’s short 

term goals of building out its place in the world economy. 

 

US Inflation above 5% within the next three years 

Probability of Occurrence  20%  

Impact   7 

 

I have changed my rating since last time up to 20% up from 10% since last issue.  A 

combination of world commodity prices going up, the fed pausing, and the fall in the 

dollar lead me to believe that it could be a real risk. 

 

The world is becoming much more efficient and is producing many more goods and 

services.  Although economic conditions may eventually dictate the only way for the US 

to get out of Debt is rapid elimination of debt through excessive inflation.  If you have 

$20 Trillion in debt you can eliminate most of it quickly if you allow inflation go to 25% 

and being a country of net debtor it not be the only solution in long run.  This will hurt 

“foreign bond holders” that have a majority of our national debt.  

 

International value of the US dollar declining >20% in next 5 years 

Probability of Occurrence  75% 

Impact   7 

 

Although the economy has grown over the past few years it cannot continue to support 

the current public debt burden.  I believe that in the long term the dollar has no direction 

to go but down.  The US will continue to grow but not continue to be the world’s 

economic engine.  As the world develops, it becomes more likely that the world best and 

brightest will elect to stay in their country instead of immigrating to the US.  The 

combination of poor education, poor fiscal discipline (public and private), and mass 

retirement only leads me to believe over the next 20 years it would be better to place a 

significant portion of your investments overseas to obtain better growth and to take 

advantage of the eventual currency devaluation and fall in purchasing power.    

 

There was I time in my life when I thought I would move out of the US and leave my 

money invested here and have a better standard of living off the Gringo investment 

streams.  It looks more and more that I may have gotten this scenario backwards; I should 

send my money abroad and getting superior returns due to world economic expansion 

and then get a currency devaluation kicker when I bring the money back into the US. 

 

A quick and dirty example is having a $100 and I buy a stock in Rushonisa (made up), at 

the time the local currency is trading R$1 per US$1… One year later we come back to 

and find Rushonisa market had 20% growth and the dollar falls by 10%.  When I bought 
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the stock in US$ when the investment was made it was converted to the local currency 

R$100 but grew 20% to R$120 when you bring it back to the US its converted back into 

US dollars.  Now a year later the exchange rate is R$100 = US$110.   Now when you try 

to spend that money in the US you end up having $132. 

 

Now don’t get to excited, if you are investing in US based ADRs, ETFs or Mutual Funds 

that daily currency exchange price is factored your share price.  As the dollar falls your 

foreign investments will get an exchange rate kicker but remember this works BOTH 

WAYS. If you were to invest in Rushonisa and that market were to drop 20% and people 

run for cover (US dollars) and the currency runs up 10% you end up loosing ~30% of 

your investment.   

 

Unfortunately in today’s world economy you are going to have to get familiar with the 

concepts of currency exchange, in the future as we become a smaller slice of the world 

economy the need for this understanding will grow. 

 

With the Federal Reserve nearing the end of its rate hike cycle, the dollar will certainly 

continue to be vulnerable.  When the Federal Reserve stops raising rates it will be 

disincentive for foreign investors to invest in US Treasuries.  Once this occurs, either 

market rates will need to go up or the dollar will need to fall to be competitive.  It will 

like be a combination of both, higher rates will be bad for the US but a lower dollar make 

us more competitive.  The net effect is that we will have to work more and buy less. 

 

Real Estate prices drop greater than 10% in 2007 

Probability of Occurrence  65%  

Impact   6 

 

Currently 30 year mortgage rates are 6.35% which in the scheme of things are is still low.  

So in the long term I don’t see much drop of a drop beyond 10%-20% in housing price, in 

the short term I expect prices to drop by about 5-10% in 2007.  Currently I don’t own a 

house and plan to rent for at least one more year because I expect housing prices to come 

down.   

 

With rising interest rates, tens of thousands of Americans are starting to have trouble 

paying their mortgages. Nearly 25 percent of all mortgages -- 10 million -- carry 

adjustable interest rates and most of them are with people with subpar credit ratings.  Add 

to that all the “flippers” that are still in the market and I would bet (and have) that real 

estate prices will come down.  People at first wont sell at a lost, but banks and large home 

building companies will, and after they start setting the prices for the rest of the market 

will follow.  

 

On the plus side, the worldwide demand for raw materials will add support to housing 

pricing and so will the still relatively low interest rates.  The pricing of a lot of materials 

that go into construction of a new house currently are much higher compared to prices a 

few years ago.  This will help dampen new construction due to higher costs and those that 

are constructed will need to have higher prices, the new construction alternative will help 
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support the current housing prices.  I believe houses at the lower end will see more 

pressure due to liquidity squeeze on those who are on the margin.  Longer term there will 

be some support in the lower end of the market from the demographics of boomers who 

are downsizing.  There is already some evidence of pricing falling dramatically in multi-

million dollar second homes in several markets around the country. 

 

 

Recession next 2 years: 

Probability of Occurrence  35%  

Impact   8 

 

I believe that the economy is slowing and a large amount of consumer spending was 

coming from people who refinanced houses and easy credit.  Higher energy prices along 

with the end of cheap credit can only reduce GDP growth rates.  It is yet to be seen if that 

will lead to recession.   I will be watching this very closely. 

 

Domestic political factors: 

 

Elections, change of power in the House of Representatives 

Probability of Occurrence  60% 

Impact   5 

 

Tax Reduction Laws expiring 2008 

Probability of Occurrence  100% (already enacted) 

Impact   0 (factored in already) 

 

Congress has enacted an extension of the current “tax cuts” until 2010. Basically this law 

reduces the impact of AMT this year and keeps in place the 15% tax rate on eligible 

dividends and long-term capital gains through 2010. 

 

As stated last quarter “Congress won’t have the balls to increase taxes” although I 

misjudged the how small those balls were, congress has already extended tax cuts until 

2010.    

 

I am a little lost here because I see the government doing two things simultaneously at 

odds with it self.  The Federal Reserve (ok, not really the government but close enough) 

is raising interest rates to slow the economy while Congress enacts tax cuts to simulate 

the economy?   

 

Now I am not an economist and I am struggling with my next several lines of though.  

Wouldn’t it make sense to raise taxes slightly and have that slow down the economy 

allowing interest rates to stabilize?  Wouldn’t lower interest rates help the budget deficit 

since it would help lower the costs to service our $8.4 trillion debt? This would also raise 

revenues slightly and help prevent the dollar from falling (since we would have to borrow 

as much) thereby stabilizing the world economy.  Wouldn’t this help lower the risk of 
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dollar erosion induced inflation thus lessening the probability of the needing to support 

the dollar by raising interest rates?  Wouldn’t a strong world economy help generate the 

funds needed to finance our debt at attractive rates? 

 

But this news letter in not about politics; it is about money and investing so I shall stop 

here.  Anyone who has the answer to this please give me a call so we can have a beer and 

go through this. 

 

US Stock market issues: 

 

New Accounting rules to record pension liabilities 

Probability of Occurrence  85% 

Impact   4 

 

The combined S&P 500 companies have an underfunded pension liability somewhere 

around $450 Billion, this may wipe out some companies entire shareholder equity.  This 

rule may go into effect in December.  This won’t change earning but will chop almost 

10% off the equity value of the S&P 500. 

 

It is likely that corporate pension plans will be recorded by mark to market accounting 

standards and this may have many pension plans shift large investments in bonds to avoid 

earnings volatility.  I will be watching this development since it may “change the 

fundamentals of the market”. 

 

GM Bankruptcy in next 5 years 

Probability of Occurrence  30%  

Impact   7 

 

I have shorted GM several times and have made some money, currently it looks like the 

price is going to go up for the next few weeks.  I expect to short GM again in the near 

future.  I don’t think this company will be around in its present form in 10 years. 
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Chapter 4 

What, me worry? 

 
If you got the impression of a lot of doom and gloom in the preceding section, I 

apologize.  It not my intent to alarm you, but I just want to inform you of some of the 

risks in the market and have you should be prepared if one day one of those scenarios 

begins to unfold.  I think it is useful to have a plan thought out if one of those events I 

laid out were to occur.    

 

If the market has all this potential issues why invest at all? The reason that I am so 

heavily invested in the world market is because I believe that we are in the center of an 

unprecedented world economic expansion and I want to participate.  The amount of 

wealth being created daily has never been seen before in human history and we will 

likely to create even more wealth in the coming years.  I believe that we are still in the 

early stages of this development and have at least 10 more years of unprecedented world 

economic growth outside the US.   

 

This cycle is likely to continue, albeit at a slower rate, for the next 20 years creating a 

completely new world economic order along the way bringing literally billions of new 

consumers to the market.  We will have many blips along the way, but in the long run the 

world will have an economic face within next 10 years.  Things that seem like the center 

of the universe today will likely be a footnote in history 10 years from now.  The trick is 

to sort out what is material to your investment plan and what is “noise” on the evening 

news. 

 

All these risks are what make these stocks affordable.  If we didn’t have these risks the 

potential return on stocks would be dismal.  When people are afraid of the market is 

when you want to buy because the returns are higher.  You want to minimize your total 

risk by diversifying as much as possible. 

 

I hate making the comparison, but if you were to have bought $10,000 in Amazon and 

Yahoo in January 1998 they would still be worth $73,000 and $83,000 respectively.  

Now were there ups and downs along the way?   Yes.  Could you have make money a lot 

more money selling in 2000?  Hell yes, but still 700% return in 7 years still isn’t bad...  

The difference this time it isn’t Amazon or Yahoo, its India and China… 

 
GDP (purchasing power parity):  GDP — per capita: 
India   $3.32 trillion (2004 est.)  India   purchasing power parity: $3,100 (2004 est.) 
China $7.26 trillion (2004 est.)  China purchasing power parity: $5,600 (2004 est.) 
US   $11.75 trillion (2004 est.)  US     purchasing power parity: $40,100 (2004 est.) 
 
 
GDP — real growth rate:   Labor force: 
US      4.4% (2004 est.)   US      147.4 million (2004 est.) 
India   6.2% (2004 est.)   India   482.2 million (2004 est.) 
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China 9.1% (2004 est.)   China 760.8 million (2004 est.) 
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Chapter 5 

Domestic Investment Ideas for 2006 

 

Large Cap stocks 

 

Some on Wall Street believe that large cap sector is ready to take-off and tend to agree.  

If you look at the fundamentals of our largest institution, they have strong balance sheets, 

strong earnings, and most have a global presence.  Many of these stocks have a very low 

P/E, good dividends with tax advantages, long term growth opportunities. 

 

My only fear is that the Fed may continue to raise rates and push the US into recession, 

and recessions are not good for stocks.  So now is the time to watch for a recession. 

Large Capitalization ETF 

 

Vanguard Value VIPERs 

Symbol  VTV 

Price   60.18  

Annual Yield  2.5% 

PE   13.3 

Sector   Large Cap Value ETF 

Risk   Moderate 

Return  Medium + 

Complexity  Simple 

Time Horizon  Long term (18 months – 36 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  Taxed and IRA 

 

This ETF specializes in cheap large cap stocks.  I am seeing some of the largest 

American companies that are relativity cheap these days.  I am urging you to look at this 

large cap ETF.   It has a very low P/E, reasonable dividend with tax advantages, long 

term growth opportunities.   This ETF would make a great foundation in any portfolio. 

 

This EFT has consistently outperformed S&P 500 for the past 2 year and has a higher 

dividend yield with a .11% expense ratio. 

Repeats of recommendations from previous reports 

 
I wanted to start by reiterate some picks from the last report that I think are very 

compelling buys at this time.  Now just because a recommendation didn’t make this 

section doesn’t mean that you should sell a stock. These are some of the stocks that I still 

believe still offer exceptional value. 
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Wal-Mart (Repeat from Q1) 

Symbol  WMT 

Price   48.17 

Annual Yield  1.4% 

PE   17.43 

Sector   Retail 

Risk   Low 

Return  Medium- 

Complexity  Simple 

Time Horizon  Long term (36 months – 72 months) 

Tax implications Dividends are taxed 15% rate 

Account(s)  Taxed and IRA 

 

My explanation is simple; it is getting a lot of bad press and isn’t trendy to own right now 

therefore Wall Street hates it; therefore it is cheap. The stock doesn’t have the ability to 

grow as fast as it once did but it still has growth left in it.  The expected growth rate for 

Wal-Mart is 14% a year for the next 5 years.  Even on the low end say 10% this is still a 

compelling buy. 

 

Some glitter to this stock is that they are trying to go a little more upscale in select stores 

to appeal to more affluent shoppers.  If this plan pays off it will open a new segment to 

this company and could be bad news for Target. 

 

Long story short is that Wal-Mart still has some growth in it although not as explosive as 

it was several years ago.  In my opinion, it has a relativity low P/E compared to the next 

few years of earnings estimates. I see the downside risk for this stock to be around $40 

and if I were to see it get that cheap again I would buy some shares.   

 

During the “big Sell-off” in May this stock held up great and even eked out a small gain.  

Bottom line is I think this stock has low risk and is likely to moderately outperform the 

S&P index over the next few years with very little downside risk. 
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Nokia (Repeat from Q1) 

Symbol  NOK 

Price   20.26 

Annual Yield  1.9% 

PE   18.25 

Sector   Electronics 

Risk   Moderate 

Return   Medium + 

Complexity  Simple 

Time Horizon  Long term (18 months – 36 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  Taxed and IRA 

  

  

What can I say about the next pick?  Let see 1 billion people in China will need cell 

phones!  Oh lets add another billion in India!!  Yes industrialization is coming to the third 

world and long before they all start to buy cars they are going to want to own cell phones 

and the ones that have them want the new ones.  If you look at the valuations of this stock 

it much lower now than it has been historically.  Easy to understand, everyone in the 

industrialized world already has a cell phone…  The growth has tapered off for this once 

small company but I believe that one of the first status symbols of new found wealth in 

the third world will be to own a mobile phone.  Plus how often to you get to buy a tech 

company that has nearly a 2% dividend? 

Health Care 

 

Johnson and Johnson (Repeat from Q1) 

Symbol  JNJ 

Price   20.26 

Annual Yield  1.9% 

PE   18.25 

Sector   Healthcare/Drugs 

Risk   Low 

Return   Medium 

Complexity  Simple 

Time Horizon  Long term (18 months – 36 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  Taxed and IRA 

 

Now my next pick is another company that has been getting beaten down and in my 

opinion is a good value, Johnson and Johnson.  I just don’t think that you can go wrong 

holding this stock in the long run.  For the past year this stock has been going down but it 

looks to me like it may have stopped falling and it may be changing direction to the 

upside.  
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I believe that this is a low risk medium return stock, meaning if you hold it for the next 

three years, you should expect decent return with a low risk of loosing money.  This is 

one of those stocks that you need to buy on bad news.  Whenever you see a big dip in the 

stock or stock market you should pick a few more shares to add to your portfolio. 

 

Amgen (Repeat from Q1) 

Symbol  AMGN 

Price   65.23 

Annual Yield   N/A 

PE   21.35 

Sector   Biotechnology  

Risk   High 

Return   High+ 

Time Horizon  Long term (24 months – 48 months) 

Account(s)  IRA and Taxed 

 

Summary: Amgen is a biotechnology company, engages in the discovery, development, 

manufacture, and marketing of human therapeutics based on advances in cellular and 

molecular biology. It offers human therapeutic products in the areas of inflammation, 

nephrology, and supportive cancer care. 

 

It has fallen a lot last quarter and if you are interested in a biotech stock this may be of 

interest to you.  It has been a victim of a sector rotation, meaning Wall Street decided to 

sell of this entire sector and all stocks in this sector has gone down.  I believe the rotation 

is over and the stock is cheap and worth looking at again. 

 

Pfizer 

Symbol  PFE 

Price   23.47 

Annual Yield  4.1% 

PE   14.62 

Sector   Pharmaceutical 

Risk   Moderate 

Return   Moderate + 

Complexity  Simple 

Time Horizon  Long term (36 months – 60 months) 

Tax implications N/A 

Account(s)  Taxed and IRA 

 

This stock is a giant in the health care industry with long term growth prospects.  I like 

this stock and I like the 4.1% dividend yield.  Buy some now and pick up some more in a 

few months. 
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UnitedHealth Group 

Symbol  UNH 

Price   44.78 

Annual Yield   0.1% 

PE   17.58 

Sector   healthcare services 

Risk   Moderate 

Return   Moderate + 

Complexity  Simple 

Time Horizon  Long term (36 months – 60 months) 

Tax implications N/A 

Account(s)  IRA and Taxed 

 

This stock is a healthcare service provider; again staying with my theme of cheap and 

unloved with long term growth makes me a fan of this stock.   

Technology 

 

The big event that will make 2007 the year of technology is in early 2007 Microsoft will 

be releasing their new operating system “Vista” and their new version of Office.  Both of 

these items will require steep hardware requirements and likely to cause a new round of 

hardware upgrades for both individuals and corporations.    

 

I believe that some tech spending is currently being held back due IT departments 

wanting to wait until the release of Vista and the release of the new Intel “Core 2” 

microprocessors.  This has a ripple effect throughout the technology economy that affects 

everything from Dell down to the hard drive makers and memory chip makers.  If my 

thesis is correct once the new “Wintel” platform is released we should see all this delayed 

demand for new technology be freed up which should increase computer sales and should 

benefit almost every technology company. 

Intel vs. AMD price war 

Currently AMD has $2.6 Billion in cash and INTC has $9.1 Billion, I have dusted off my 

books on game theory, the common wisdom is that a good strategy for Intel would be to 

engage in a price war with AMD until Vista is released.  Since Intel will have an 

advantage, in technology, manufacturing, and cash then factor in that after Microsoft will 

release new products starting in 2007.  Intel is likely to go for AMD’s jugular with an 

aggressive price war starting now and carry that price war forward into next year.  If this 

were to occur in an over aggressive fashion it could have devastating effects on both 

companies.  

 

My thought is that a short hard fought price war along with an aggressive ad campaign 

could benefit Intel in the long term.  If Intel were to flood the Market with cheaper chips 

(Intel can make them cheaper) this will likely help strangle AMD’s free cash flow and 

may force AMD reduce the investments in manufacturing and R&D.  Meanwhile Intel 
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has the cash to continue to expand and continue to invest in R&D.   If you layer in an 

aggressive ad campaign to remind the public of the “superior Intel brand” once Vista is 

released and the public goes to buy new systems, they will remember the market leader 

“Intel”. 

 

Now if you flood the market with Pre-Vista computers, many of those computers won’t 

be sufficient to run the new generation of software from Microsoft with all the new 

features.  So if a price war were to occur it may only be moderately parasitic on future 

sales; therefore this is the perfect time for Intel to reduce AMD’s cash flow.  

 

Obviously this is not a great strategy for Intel in the short run but it’s horrific to AMD.  It 

will likely increase sales of computers benefiting the computer sellers, memory and hard 

drive makers.  I will attempt to give some stocks that may benefit form all these events. 

 

Note: If you are in the market for a new computer I would advise waiting until Q2 2007 if 

possible.  Many computers that are being sold today may not have sufficient hardware 

capabilities or enough memory to run Microsoft’s newest operating system with all the 

new improved features that may be included in the new operating system.  You may not 

need or want all those features but if you wait to buy a computer in 2007 that computer 

should be everything you need for the next 5 years.   

 

Intel (Repeat from Q1) 

Symbol  INTC 

Price   $19.00 

Target   $25 (reduced from $28) 

Annual Yield  2.1% 

PE   15.05 

Sector   Microprocessors 

Risk   Moderate ++ (risk upgraded from Moderate + in Q1 review) 

Return   High  

Complexity  Simple 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

Thesis:  (Updated from Q1 Report) 

 

I have put a significant amount of personal wealth into this one stock and would strongly 

advise not repeating this strategy (do as I say, not as I do)… I have even sold my beloved 

WMT to buy shares in Intel.   I believe that things have lined up for INTC over the next 

couple of years and they are going to have several advantages over AMD for the first 

time in several years. 

 

First let’s talk about their new “Core 2” products that are being released on July 23
rd

 that 

is basically a completely “new chip” by the Israeli design team… It looks like this chip 
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will have 40% jump in processing power over Intel’s current Pentium chips yet consume 

less power and it includes 64 bit processing capabilities (Vista has 64 bit code) .    

 

Let’s combine that with the fact that Intel’s manufacturing process will have a significant 

advantage over AMD for at LEAST the next two years.  Intel has switched from a 90 

nanometer process to a 60 nanometer process that AMD wont even be able to start 

producing for a least another 6 months.  In 2007 Intel will start its 45 nanometer chip 

production about the time AMD will start making inroads to 60 nanometer chips.  Bottom 

line: Intel’s chips will cost a lot less to make per chip due to the smaller size than AMD 

chips and Intel “Core 2” chips have better performance!!   

 

So, Intel has a new design that not only catches up to AMD but will leapfrog AMD, they 

have a more advanced manufacturing process, they can kick out the chips in higher 

volume and they will cost less per chip than AMD…  The entire tech world knows about 

Intel’s new products (consult your local nerd)… Wall Street will only catch up after all 

these events have occurred and it has shown up in quarterly earnings reports. 

 

The other event that will make 2007 the year of tech is in early 2007 Microsoft will be 

releasing their new operating system Vista and their new version of Office.  Both of these 

items will require steep hardware requirements and likely to cause a new round of 

hardware upgrades.   Again we are still 9 months away from all these events lining up 

and then we need a couple of quarters of earnings to convince Wall Street to buy the 

stock so patience will be required to benefit from this stock. 

 

All the positive factors regarding INTC technology and manufacturing prowess isn’t 

likely make a positive move in profits come until play until later in 2007 due to the 

likelihood of Intel being tempted to putting AMD back into its place.  So I fully expect a 

couple more quarters of dismal returns but I would rather be in early than not at all.  Once 

Vista is released (and I expect a least one more delay by Microsoft) I would expect see 

volume and margins to grow for both AMD and INTC.  I suspect by the time Vista is 

released INTC will have played these cards and will have regained a significant amount 

of market share and may have reduced the cash available to AMD upgrade their 

manufacturing process.   

 

Regarding a potential price war, I believe that will hurt Intel some in the next few months 

but it should decimate AMD (I am shorted AMD and made some good cash).  Longer 

term it should help Intel regain market share and cut off free cash flow to AMD which 

could be put to work in upgrading their manufacturing faculties.  I fully expect the price 

war to occur and this will again likely delay Intel’s recovery until 2007 but will help 

position Intel into the future. 

 

Remember the fortunes of tech ebb and flow so I personally will start selling shares at 

$25 (I have lower my target from $28; see counter thesis) and take profits because you 

never know what AMD will come up with next, but that could be years and many dollars 

later.  Options traders may want to look at the $15, $20 and $25 2008/2009 LEAPS.   
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Counter Thesis: 

Some of the reasons that I have lowered my price target of Intel are that I am concerned 

about the following issues: 

 

 The looming price war reducing could cause reduced earnings for Intel 

 What if current technology of PC is “good enough” and few upgrade? 

 What if AMD’s chips aren’t the “best” but are good enough for most people? 

 AMD’s expansion plans could flood the market adequately capable chips 

 Microsoft could have another delay in Vista that could delay demand for PCs 

 What if Microsoft Vista isn’t the “killer app” that makes people “need” it? 

 

AMD has fallen and looks like INTC is rising, I have covered all my AMD shorts and I 

am sticking with the INTC “all in” move for now…  This is a dangerous play, do NOT 

repeat! 

 

Micron Technology 

Symbol  MU 

Price   15.06 

Annual Yield  N/A 

PE   16.74 (forward P/E) 

Sector   Memory Chips 

Risk   High 

Return   High  

Complexity  Simple 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

DRAM and Flash Memory maker– I predict the end to the hard drive in laptops in 5 

years…  Currently for about $300 you can get an 8 GB flash card…  My laptop only has 

40 GB as prices drop and capacity increases it’s only logical for hard drives to go the way 

of the Dodo bird.  Since they are electronic and not mechanical they are much faster.  

Obviously the technology exists now, 5 flash cards could replace my hard drive but it 

would cost more than the laptop. 

 

Hard drives will still be used for bulk storage but I expect to see flash drives start to 

replace hard drives in Laptops.  I rate MU as a long-term hold 
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Dell 

Symbol  Dell 

Price   24.46 

Annual Yield  N/A 

PE   17.35 

Sector   Computer Sales 

Risk   Moderate + 

Return   High  

Complexity  Simple 

Time Horizon  Medium term (24 months – 48 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

This stock has been beaten down because they are an Intel “only” merchant and Intel has 

had inferior products for some time.  As the tech cycle starts and Intel gains dominance 

again Dell should start seeing improved sales again.  This should be a good time to get 

some of this bellwether stock at steep discounts. 

Energy and Oil 

 

Chevron 

Symbol  CVX  

Price   62.06 

Annual Yield  3.4% 

PE   8.9 

Sector   Oil 

Risk   Moderate  

Return   High  

Complexity  Simple 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

I think oil has taken a pause for now but find owning this stock a great long term play.  I 

was long CVX against a short in Exxon-Mobile.  Once it hit my price target, I decided 

that I liked CVX to keep a little piece of it in my portfolio. 



 34 

 

Valero Energy 

Symbol  VLO 

Price   $66.52 

Annual Yield  0.5% 

PE   10.45 

Sector   Oil Refining 

Risk   Moderate  

Return   High  

Complexity  Simple 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

Valero is large US based refiner, and if you haven’t been to a gas station lately you will 

notice their margins are up.  The US isn’t building anymore of these things and I think 

it’s a good idea to own some oil (CVX) and some gasoline refining (VLO). 
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Chapter 6 

International Ideas for 2006 
 

I have include a link to Warren Buffet’s 2004 annual report, please read starting on page 

18 “Foreign Currencies” http://www.berkshirehathaway.com/letters/2004ltr.pdf   This 

dissertation summarizes why I personally invest so much money outside the US these 

days.   I already had came to a similar conclusion but when I ran across this article while 

preparing this report I thought posting it would save a lot me a lot of writing effort.  Plus 

it just goes how bright fellow Warren really is since he obviously agrees with my 

perspective on global macroeconomics!  Short story, get some of your money the hell out 

of the US… 

 

You should be taking advantage of world globalization.  Global output rose by 4.4% in 

2005, led by China (9.3%), India (7.6%), and Russia (5.9%)... 

2005 GDP growth by country 

China 9.3 Indonesia 5.4 Thailand 4.4 Ukraine 2.4 

Venezuela 9.1 Malaysia 5.2 World 4.4 Finland 2.2 

Argentina 8.7 Turkey 5.1 Korea, South 3.9 E.U. 1.7 

Vietnam 8.4 Panama 4.9 Taiwan 3.8 United Kingdom 1.7 

Pakistan 7.8 Iran 4.8 United States 3.5 France 1.6 

India 7.6 Egypt 4.7 Mexico 3.0 Belgium 1.5 

Hong Kong 6.9 Israel 4.7 Australia 2.6 Germany 0.9 

Chile 6.0 Ireland 4.7 Sweden 2.6 Italy 0.2 

Russia 5.9 Philippines 4.6 Brazil 2.4 Iraq -3.0 

Singapore 5.7 South Africa 4.6 Japan 2.4 Zimbabwe -7.0 

International ETF/CEF that I like 

 

The New Ireland Fund 

Symbol  IRL 

Price   24.45 

Sector   International CEF 

Risk   Moderate  

Return   Moderate 

Complexity  Simple 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

Currently Ireland is the only country in the EU where I would put a nickel (I am watching 

Germany).  This CEF trades at nearly 11% discount to the stock that it owns plus Ireland 

has had a robust economy for several years. 

 

http://www.berkshirehathaway.com/letters/2004ltr.pdf
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Central Europe and Russia Fund 

Symbol  CEE 

Price   45.97 

Annual Yield  6.6%    

Sector   International CEF 

Risk   High 

Return   High  

Complexity  Simple 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

This would be another play on Oil and the fact that it trades 7.2% discount to the stocks 

under management. 

 

iShares MSCI South Korea Index 

Symbol  EWY 

Price   45.12 

Annual Yield  0.6% 

PE   11.3 

Sector   International ETF 

Risk   Moderate + 

Return   High  

Complexity  Simple 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed 15% rate  

Account(s)  IRA and Taxed 

 

South Korea is another indirect play regarding china.  One advantage is that their 

northern neighbor helps to keep these stocks cheap.  Unfortunately they will remain 

cheap as long as Kim Jong Il stays in power.  But given that I think that he just likes 

being the center of attention I don’t think war will break out. 
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Morgan Stanley Capital International Australia Index (Repeat from Q1) 

Symbol  EWA 

Price   20.75 

Annual Yield  3.24% 

PE   15.85 

Sector   International ETF 

Risk   Low + 

Return   Medium+ 

Complexity  Simple 

Time Horizon  Long term (36 months – 60 months) 

Tax implications Consult tax advisor (mostly at 15%) 

Account(s)  Taxed and IRA 

YTD Gains  6.4% 

YTD Div  $0.00 (0.0%) 

 

For those who want to play either China or India indirectly or take advantage of the run 

up in world commodity prices I believe that Australia is a place for you to invest.  One 

ETF that is traded in the US that matches the Australian market is EWA.   

 

Why invest in Australia, besides the 15% total return it made last year?  The Australian 

market is dominated by natural resource companies and banks.  The Chinese who are 

buying everything on the world markets are paying very handsomely for the natural 

resources that are in Australia.  The Australians go in to the outback scoop the stuff up 

and put it on boats going to China and India.  In fact business is so good they need to 

borrow money form the banks to pay for expansion to make more money.  Ok this is 

vastly oversimplified and anyone of the people who I know in Australia would string me 

up this oversimplification… 

 

Needless to say the economy is good, they have a similar culture to the US and Western 

Europe but without the some of the issues that the US or Europe has.  As long as India 

and China continue to need raw materials to build out their infrastructure, Australia will 

be a good play.   Oh did I mention that it pays a 3.25% dividend yield (pays out in 

December)? 

 

Two more to be covered in the next review are iShares MSCI “EAFA” Europe, Australia 

and Far East Index Fund (EFA) and Vanguard Emerging Markets Stock VIPERs (VWO) 
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Chapter 7 

Advanced Strategies 

Spreads and options ideas 
 

 

Long BP Prudhoe Bay Royalty Trust/Short U.S. Oil Fund ETF 

Symbol  BPT/USO 

Price   $79.90/$69.77 

Annual Yield  11.1%/0% 

PE   N/A 

Sector   Commodity instrument arbitrage 

Risk   Low  

Return   High+ 

Complexity  Complex 

Time Horizon  Medium term (12 months – 24 months) 

Tax implications Dividends are taxed normal rate  

Account(s)  IRA and Taxed 

 

I am still researching this one but the thought is that they both track the price of oil, but 

one pays an 11% dividend (BPT) and one doesn’t (USO)….  What to do what to do?  

Buy the stock that pays a dividend and short the one that doesn’t?  More research…  

NOTE: BPT does not get special dividend treatment so it is taxed at your marginal tax 

rate, but at 11%...   
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Chapter 8 

Review of Q1 Recommendations  
 

So how did my recommendation from last quarter perform? 

 

Grading Scale 
A+  Outperformed the market gains (S&P 500) results by 5% or more this quarter 

A Made money and exceeded market gains by 2.5%+ more this quarter 

B  Made money and exceeded market quarterly results 

C Either made money or beat market index 

D Did not beat the market and lost money 

F Underperformed the index by 5% and lost more than 5% value this quarter 

 

The S&P 500 had a LOSS of 1.9% excluding dividends… Let’s go over the results…  

 

(The market results are not from the close of the quarter but Monday July 3 market 

close… some results are slightly skewed…) 

 

Stock 
July 3rd  

Price 
March 31st 

 Price Gain Grade 

SHY $79.40  $79.99  -0.74% C 

SPY $127.80  $129.83  -1.59% C 

WMT $47.57  $47.24  0.69% B 

JNJ $60.15  $59.22  1.55% B 

BAC $48.81  $45.54  6.70% A+ 

NOK $20.44  $20.72  -1.37% C 

INTC $19.36  $19.46  -0.52% C 

EWA $20.89  $20.02  4.16% A 

IIF $44.02  $50.00  -13.58% F 

IFN $46.70  $50.50  -8.14% F 

IBB $72.96  $82.38  -12.91% F 

AMGN $65.79  $72.75  -10.58% F 

XOMA $1.71  $2.29  -33.92% Failed 

CVX $62.75  $57.97  7.62% A+ 

XOM $62.15  $60.86  2.08% B 

CYYXZ.X $9.70  $9.34  3.71% A 

CYYXK.X $6.20  $4.90  20.97% A++ 

CYYXF.X $3.97  $3.90  1.76% B 

 

Overall if you would have followed my advice and put money in equally into all my 

recommendations you would have LOST 3.18%.  My report card is a “D” this quarter.  

The strong areas were the big cap stocks, the CVX/XOM spread and Australia; the big 

losers were India and Biotech.  As I stated in the Q1 report, when I recommended XOMA 

I gave it a $2.00 stop loss, this would have cut your losses in half if you followed that 

advice.  This stock in particular lowered my grade this quarter from “C” to “D”. 
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Chapter 9 

My Holdings and Performance 
 

I will attempt to objectively review my personal portfolio and give myself some 

suggestion.  My personally philosophy is that I would like to own 10 stocks with 10% in 

each stock with no more than 25% of my portfolio in one investment sector.  Spread 

trades and a stock and with various option positions I still consider a single security.  Any 

Stock that is <2% of total portfolio value does not count against the goal of 10 securities, 

any naked options always counts as a security no mater how small. 

 

Don’t be foolish enough to try to replicate my portfolio, very few money professionals 

would even remotely approve of this portfolio.  It is a very risky portfolio and I have 

never owed a bond in my life, my risk tolerance is borderline suicidal.  So boys and girls 

don’t try this at home. 

 

Taxed Account Holdings and Returns for Q2 

Name 
 

Symbol Price 
Price 
Paid 

Total 
Gain % Portfolio % 

Intel INTC $19.36 $18.45  4.93% 27.28% 

Chevron CVX $62.75 $60.50 3.72% 14.73% 

Intel Jan-08 $15 Call WNLAC $5.70 $4.70 21.28% 13.38% 

Morgan Stanley India Investment Fund IIF $44.02 $47.10 -6.54% 1.03% 

Nokia NOK $20.44 $18.85 8.44% 9.60% 

Motorola MOT $20.27 $22.12 -8.36% 9.52% 

iShares Brazil Index  EWZ $39.85 $41.91 -4.92% 9.36% 

Indonesia Fund IF $9.41 $10.55 -10.81% 8.84% 

Intel Jan-07 $17.5 Call NQAW $2.80 $3.09 -9.39% 3.94% 

FREESCALE FSLB $29.50 $27.77 6.23% 0.91% 

iShares Japan Jan 08 $20 Calls EWJ $0.20 $0.70 -71.43% 0.70% 

Merck January-07 $45 Call VMKAI $0.15 $0.30 -50.00% 0.46% 

Intel October-06 $25 Call INQJE $0.05 $0.35 -85.71% 0.23% 

Cash or Equivalent     0% 

      

      

     100.00% 

 
This quarter personal results were a loss of 3.4% so I did slightly worst than the advice 

that I dispensed.  Big winners were AMD short (covered), CVX/XOM spread (covered), 

Intel.  I sold my shares of LSI, CSCO and my MRK calls.  The CVX/XOM spread is now 

at zero (recommended at -$2.89) and should be covered.  As you can see almost half my 

portfolio is made up of Intel or Intel call options.  This is very risky portfolio but I am 

sticking too it… Do not try this at home. 
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IRA Account Holdings and Returns for Q2 

Name 
 

Symbol Price 
Price 
Paid 

Total 
Gain % Portfolio % 

Intel INTC $19.36  $18.50 4.65% 36.43% 

Morgan Stanley India Investment Fund IIF $44.02  $44.21 -0.43% 23.67% 

iShares MSCI Australia Index EWA $20.89  $19.36 7.90% 11.23% 

Lloyds TSB Group plc LYG $39.85  $33.98 17.27% 10.71% 

Telecomunicacoes de Sao Paulo S.A. TSP $21.61  $22.06 -2.04% 5.81% 

Intel Jan 08 $15 Call WNLAC $5.70  $4.90 16.33% 3.83% 

iShares NASDAQ Biotechnology IBB $72.96  $84.18 -13.33% 1.96% 

Intel January-07 $17.50 Call NQAW $2.80  $2.10 33.33% 0.75% 

Intel January-07 $25 Call VNLAE $0.20  $0.62 -67.74% 0.05% 

CASH:     5.55% 

      

      100.00% 

 

This portfolio (more conservative) gained 1.6% vs. the S&P losing 1.9%.  It broke my 

heart to sell Wal-Mart but I wanted to roll into higher risk stocks.  When the market 

tanked I sold all my put options. Again I am breaking my own rules of not having more 

than 10% in one stock not once but twice.  Almost four times the limit on Intel and 2 ½ 

times on IIF. 

 

I still have 5% in cash that I need to put to work but need to review my ideas.  I would 

like to buy more Intel but that would be foolish.  I am thinking either VTV, MU or BPT. 

 

After “I make money” in Intel I will begin building a diversified portfolio…  we will see! 
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Chapter 10 

Final Thoughts 

 
I guess its time to end my report, like any good investor I am trying to avoid Chapter 11 

and one more chapter takes up time that could be better used drinking beer, eating 

hotdogs, and lighting off fireworks!  

 

Highlights: 

 

Oil prices, the falling dollar, higher interest rates, budget deficits, trade deficits and the 

end of the real estate boom will likely slow US economic growth and employment in the 

coming months.  US Healthcare should be strong long term due to aging US population. 

 

Currently world issues could cause major market setbacks but the long term trend it up 

and worldwide investment fundamentals are good.  The world economy is in a major 

transformation that may last for another 10-20 years. I believe that it would be a good 

time to invest overseas or in large multinational corporations due economic growth 

occurring outside the US. 

 

Commodities and Oil should do well for the next 5 years.  Investment in commodity and 

resource rich countries may be a good long term investment play.  Buy these assets on 

major market pullbacks like the one that occurred this quarter. 

 

Cheap Chinese manufacturing will keep inflation in check despite higher commodity 

prices. Longer term I have concerns about the ability of the Chinese economy once their 

comparative labor advantage is exhausted and they need$ to “ration resources” through 

capitalism.  I expect a major change in Chinese government system within 20 years. 

 

This is the conclusion of my report, I hope to get the next report out October 1
st
 and 

entertain you with my new thoughts and reflections.  Please send any comments or topic 

ideas for future issues.  Happy 4
th

 of July, GOOD LUCK, and Good Hunting!!! 

 

Regards, 

 
Mark Rush 

At an undisclosed location near Washington D.C. 
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