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Technical Research
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Structural Review of Interest Rates: Transitional Range Intact

“Technical Research” is drawn from our full Market A Quick Review

Interpretations, dated September 22, 2004:; order no. Interest rate cycles in our 204-year history have
US09MO097. The report is also available online on Smith been long: 22-37 years (see Figure 1). The current
Barney’s Global Equities Online (GEO) system, Smith cycle from 1980 is 24 years old, so our bond bull

Bz Pipe, 206 AL Mt trend has indeed come of age (notwithstanding our

further observation that rates can continue to
decline two-plus years beyond the ultimate bear
market low [see Market Interpretations dated
March 5, 2003; order no. US03L023]).

For most of this year the consensus has been that
interest rates were poised to rise considerably over a
short period of time. We have technically disagreed.

Based on the technical history, a major rise in interest
rates is still unlikely over the near term. Our now three- ]
plus-year transitional trading range (3.5%-5.5% for the technical targets: 4.5% for the long bond and 3.5%
10-year note) remains, and could remain, intact for at for the 10-year. Our further 10-year target of 3.0%
least another year. Nevertheless, the trading range has may well be considered achieved with the June 13,
been volatile and difficult to trade. Later, our colleague 2003, low of 3.10%.

Ron Daino examines the current profile, which has seen

rates drifting down over recent months.

Rates have effectively achieved our long-standing
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Data Used in Chart:
Foreign loan made to U.S. government: 1790, 1792, 1794. New England municipals: 1821-5, 1827, 1829-30, 1832-40, 1849-59, 1865-1884.
Average foreign loans made to U.S. government: 1791. Highest grade corporates (RR): 1862-4, 1885-98.
Federal government bonds: 1798-1820, 1860-1. 30-year prime corporates: 1899-1976.
Federal government average new issue: 1841. 30-year treasury bond yield: 1977-present.
Federal government average market yield: 1842-8. Interpolated: 1793, 1795-7, 1822, 1826, 1828, 1831.
Note: 1821 - U.S. debt insignificant. 1833 - No federal debt all all.

Source: Bloomberg and Smith Barney
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Stepping back one more degree, we have shared
over the past three years that we have been
witnessing up to 20-plus-year structural trend
reversals in various markets, not seen since 1981—
82. These observations had been a part of our
technical case for the structural equity bear market:

1. The Dow and S&P 500 broke 18-year uptrends;

2. The Dow/Consumer Price Index (CPI) uptrend
violated a 20-year bull uptrend;

3. Gold reversed a 20-year bear market, entering a new
bull market;

4. The dollar reversed an eight-year uptrend (first time
since 1979-85);

5. The Commodity Research Bureau (CRB) index
reversed a 22-year downtrend (inflation for
Consumer Essentials? [see Market Interpretations
dated May 29, 2002, order no. US05K292, and May
17, 2001, order no. US05J205]).

6. Now, in 2004, oil has emerged through a 24-year
plateau (see Market Interpretations dated July 21,
2004; order no. USO7M115).

The 24-year bond trend is the last outstanding
structural trend yet to reverse. It was also the last
structural trend to reverse in the early 1980s,
identified technically in 1985, three to four years
after other major market trend reversals.

The bond bull is now coming of age, and we need to
keep an eye on him. The long-term trend off the 1981
peak in yields is still intact (see Figure 2). The main
observation here, with yields plotted inversely, is that
every backup in yields, over the 22 years since 1981,
failed to exceed the prior backup in yield. This
demonstrated aggressive demand for bonds. That
sequence is still in place until yields rise through 5.5%.

Soaring Rates Not a Technical Worry

So, given the noted major trend reversals, it might not
come as a surprise that yields are again the laggards in a
structural reversal of their trend (see Market
Interpretations dated March 6, 2003; order no.
US03L.023). We believe conceptually that this trend,
too, will eventually join the others in a structural
reversal, but as yet we have no technical evidence of its
immediacy. Therefore, it is not a question of “if”” the rate
trend will reverse, but more a question of “how” or
“when.” Our long-term chart also has been helpful for
projections in this area (see Figure 1).

Based again on our 200-plus-year history of U.S.
interest rates, one can notice that transitions from rising

rate cycles to falling rate cycles have been sharp, quick,
inverted “V” affairs.

However, if we look at the reversals of the prior three
declining rate cycles labeled “A,” “B,” and “C,” one
can see they are more gradual, saucer-like multiyear
affairs. We can thus actually establish a precedent for
rates continuing to decline, even beyond an established
equity market cycle low (once identified), as occurred
in the other periods: Taking the first prior 26-year yield
cycle decline from 1920 to 1946 (see “A” on Figure 1),
we know the equity market achieved its bear market
pivot low in 1932, yet rates continued to fall for 14
years beyond that market low.

The next prior yield cycle decline, of 37 years from
1861 to 1898 (see “B”), contained an equity market low
in 1896, yet yields declined further through 1898, or
two years beyond the low in equities.

The earliest declining rate cycle ran for 27 years from
1798 to 1825 (see “C”) and experienced an equity
market low in 1812-13, yet rates continued to decline
into 1825, or for another 12 years.

Considering the Elliott Wave “Alternation of Cycles”
principle, one could suggest that the extension of time
for declining rates, beyond any equity market low in the
current cycle, would be less like the last cycle, “A,”
which was a long extension, and more like the alternate
cycle, “B,” a short extension. This implies a lag of
perhaps only about two years of falling rates beyond
any identifiable current or future equity market low.

Figure 2
Long-Term Government Bond Yield
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Transitional Trading Range in Place
For several years, we have been suggesting a potential

transitional trading range, perhaps between 3.5% and 5.5%
for the 10-year note, which could last from months to years

in the eventual interest rate reversal process. This
transitional range is now entering a four-year duration.

Looking specifically at the 10-year note (see Figure 3),
one can more readily see the yield “support” at the 5.5%
level and the lower band near 3.5%. What has occurred
over three years has been an enormous amount of
volatility (in which rate breakouts and breakdowns have
failed to follow through) due to the daily economic
noise. As a result of this volatility, we might suggest
that interest rates may not be tradable. But they may
indeed continue to remain benign.

There is an interesting observation in the 10-year note
yield progression. Within the given range, rates spent
from 2001 to mid-2002, or 1¥2 years, in the upper half
of the range. Since then, another 1%z years has been
spent in the lower half of the range, around the 3.1%
pivot low of 2003. It now could technically be argued,
from a symmetry perspective, that the 10-year note rate
could spend another year in the upper half of the
trading range before there needs to be concern for rates
emerging through the 5.5% threshold.

Based on this chart, one need not contemplate a more
sustainable rate rise until the 10-year reverses to the
upper end of the range. However, as/if rates were to
exceed 5.5%, we would then definitively declare that the
24-year bull market in bonds will have come to an end.

Figure 3
10-Year U.S. Treasury Note
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discounting mechanism, those reasons are unlikely to
clearly emerge until many months, even years, later.
But we can hypothecate and ask questions.

History shows these slow transitions from falling to
rising rates have occurred in quasi-deflationary
environments. Maybe falling interest rate cycles take a
longer, more gradual period of time to reverse because
the worry of potential pockets of deflation keeps
popping up periodically in the daily economic noise,
even as things begin to improve. Those data reignite
deflationary fears, interspersed with the struggling new
economic buds. The result is a very slow process in the
ability of rates to reverse with determination.

There may also be a factor in our concern that the
powers that be are “looking for inflation in all the
wrong places” (see Market Interpretations dated May
17, 2001; order no. US05J205). Thus, it is not being
reflected as quickly in the rate response.

Short-Term Yields

The profile of yields at the short end (see Figure 5) shows a
very intriguing “symmetry” pattern. As such, continuing
the pattern, we have argued for several years that short
rates could remain low for another two to four years. We
are now three years into this technical observation and
there have been three rate rises by the Federal Reserve to
date, yet they appear as barely a blip on the chart.

So even if rates were lifted 100 bps in this series of Fed
increases, that entire move would still be contained
within the symmetry of this pattern and still qualify as a
low interest rate environment. This level would equate
with levels of the early to mid-1950s, which was four-
plus years into the last rising rate cycle when rates were
also low. Notice, too, the wide (volatile) swings that
occurred then in the early stages of the rise in rates,
even as low levels prevailed overall. We could be
looking at a similar experience today. Louise Yamada

Stocks: Switch for Success
Figure 4

Dollar-for-Dollar Stock Switches

Sell Coca-Cola Co. (K0-40.73) Buy Burlington Resources (BR-39.84)

Sell Colgate-Palmolive (CL-46.07)  Buy Apache Corp. (APA-49.70)

Sell Pfizer (PFE-30.89) Buy General Electric (GE-34.46)

Sell Wal-Mart Stores (WMT-52.26)  Buy ChevronTexaco (CVX-53.52) or ExxonMobil (XOM-49.49)
Sell Altria Group (M0-46.15) Buy Shell Transportation (SC-47.03)

Source: Smith Barney

Source: Bloomberg and Smith Barney

Reasons

The technical study of price in evaluating the forces of
supply and demand does not immediately present the
reasons why a trend exists. Since the market is a

The equity market may be stalled, but some stocks are
not. Individual names and sub-industries are moving to
their own drummers. Selected Consumer and
Pharmaceuticals are violating structural support levels:
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Figure 5

3-Month Treasury Bill Yield (Inverted Scale)
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Coca-Cola Co. (KO-40.73): Is breaking five-year
supports and may be renewing its six-year
structural bear market; initiating a second leg
down. Risk possible to 30, then the mid-20s.

Colgate-Palmolive (CL-46.07): Broke five years
of support and may also be initiating a second leg

down in its structural bear market. Risk possible to
the mid-30s.

Pfizer (PFE-30.89): The support break under 32
now carries risk toward 25 and would renew a
structural decline.

Wal-Mart Stores (WMT-52.26): A break of 51
could carry price toward 45-47. A break of 45,

under five-year support, could imply a structural
decline with possible risk into the mid-30s.

Altria Group (MO-46.15): A support break of 47
could carry back toward 35, then 30.

We recommend that investors monitor support levels
across the Consumer and Pharmaceutical universes,
as other names are testing major multiyear supports
that suggest the forces of “supply” are gaining the
upper hand and the potential for risk and loss of
capital is growing (e.g., Forest Labs (FRX-44.74)
support 42; Merck & Co. (MRK-44.84) support 43;
Lilly (Eli) (LLY-65.16) support 58; General Mills
(GIS-45.35) support 44-45; Heinz (H.J.) (HNZ-
36.71) support 36; and Anheuser-Busch (BUD-
49.64) support 50 broken, next 48).

Yet, Energy stocks are outperforming and lifting up
through multiyear bases. We propose the following dollar-
for-dollar portfolio switches for investment reward.

Dollar for dollar, one could sell positions of KO, a stock
with evidence of a major distribution pattern,
downtrend, and potential price risk, and use the
proceeds to buy Burlington Resources (BR-39.84), a
stock with evidence of a major 19-year accumulation
pattern that has just recently established an uptrend and
carries technical potential for price appreciation. A
similar switch would be out of PFE (a Dow stock) using
proceeds, dollar for dollar, now available to buy into
General Electric (GE-34.46) (another Dow stock),
which is just lifting through a four-year consolidation.
Another switch would be out of WMT (a Dow stock),
which has done little for years and now looks
vulnerable to a break below 50, and repositioning the
proceeds into ExxonMobil (XOM-49.49) (also another
Dow stock) or into ChevronTexaco (CVX-53.52). The
breakdown in CL might offer an opportunity to switch
to Apache Corp. (APA-49.70) and MO into Shell
Transportation (SC-47.03) to capture a bit more yield
(see Figure 4). Louise Yamada

SMITH BARNEY PORTFOLIO STRATEGIST

September 23, 2004

See Appendix A-1 for Analyst Certification and Important Disclosures.


SSMB 



Appendix A-1

SMITH BARNEY PORTFOLIO STRATEGIST

See Appendix A-1 for Analyst Certification and Important Disclosures.



Appendix A-1

Other Disclosures

For securities recommended in this report in which the Firm is not a market maker, the Firm usually provides bids and offers and may act as
principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have
been recommended in this report. The Firm may, at any time, hold a trading position (long or short) in the shares of the subject company(ies)
discussed in this report. The Firm may engage in securities transactions in a manner inconsistent with this research report and, with respect to
securities covered by this report, will buy or sell from customers on a principal basis.

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or
other obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of
the principal amount invested. Although information has been obtained from and is based upon sources Smith Barney believes to be reliable, we
do not guarantee its accuracy and it may be incomplete or condensed. All opinions, projections and estimates constitute the judgment of the
author as of the date of the report and are subject to change without notice. Prices and availability of financial instruments also are subject to
change without notice. If this is a fundamental research report, it is the intention of Smith Barney to provide research coverage of this/these
issuer(s), including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. This report is for
informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase
securities mentioned in this research must take into account existing public information on such security or any registered prospectus.

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be
subject to the reporting requirements of the U.S. Securities and Exchange Commission. There may be limited information available on foreign
securities. Foreign companies are generally not subject to uniform audit and reporting standards, practices and requirements comparable to
those in the U.S. Securities of some foreign companies may be less liquid and their prices more volatile than securities of comparable U.S.
companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in a foreign stock and its
corresponding dividend payment for U.S. investors. Net dividends to ADR investors are estimated, using withholding tax rates conventions,
deemed accurate, but investors are urged to consult their tax advisor for exact dividend computations. Investors who have received this report
from the Firm may be prohibited in certain states or other jurisdictions from purchasing securities mentioned in this report from the Firm. Please
ask your Financial Consultant for additional details.

This report may have been distributed simultaneously, in multiple formats, to the Firm's worldwide institutional and retail customers. If this report
is being made available via the Smith Barney Private Client Group in the United Kingdom and Amsterdam, please note that this report is
distributed in the UK by Citigroup Global Markets Ltd., a firm regulated by the Financial Services Authority (FSA) for the conduct of Investment
Business in the UK. This document is not to be construed as providing investment services in any jurisdiction where the provision of such
services would be illegal. Subject to the nature and contents of this document, the investments described herein are subject to fluctuations in
price and/or value and investors may get back less than originally invested. Certain high-volatility investments can be subject to sudden and
large falls in value that could equal or exceed the amount invested. Certain investments contained herein may have tax implications for private
customers in the UK whereby levels and basis of taxation may be subject to change. If in doubt, investors should seek advice from a tax adviser.
This material may relate to investments or services of a person outside of the UK or to other matters which are not regulated by the Financial
Services Authority and further details as to where this may be the case are available upon request in respect of this material. This report may not
be distributed to private clients in Germany. If this publication is being made available in certain provinces of Canada by Citigroup Global
Markets (Canada) Inc. ("CGM Canada"), CGM Canada has approved this publication. If this report was prepared by Smith Barney and
distributed in Japan by Nikko Citigroup Ltd., it is being so distributed under license. This report is made available in Australia to wholesale clients
through Citigroup Global Markets Australia Pty Ltd. (ABN 64 003 114 832 and AFSL No. 240992) and to retail clients through Smith Barney
Citigroup Australia Pty Ltd. (ABN 19 009 145 555 and AFSL No. 240813), Participants of the ASX Group. In New Zealand it is made available
through Citigroup Global Markets New Zealand Ltd., a member firm of the New Zealand Stock Exchange. This report does not take into account
the investment objectives, financial situation or particular needs of any particular person. Investors should obtain advice based on their own
individual circumstances before making an investment decision. Citigroup Global Markets (Pty) Ltd. is incorporated in the Republic of South
Africa (company registration number 2000/025866/07) and its registered office is at Citibank Plaza, 145 West Street, Sandown, Sandton,
Johannesburg 2196. The investments and services contained herein are not available to private customers in South Africa. If this report is made
available in Hong Kong by, or on behalf of, Citigroup Global Markets Asia Ltd., it is attributable to Citigroup Global Markets Asia Ltd., Three
Exchange Square, Hong Kong. If this report is made available in Hong Kong by The Citigroup Private Bank to its clients, it is attributable to
Citibank N.A., Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong. This publication is made available in Singapore through Citigroup
Global Markets Singapore Pte. Ltd., a Capital Markets Services Licence holder.

© 2004 Citigroup Global Markets Inc. Member SIPC. Smith Barney is a division and service mark of Citigroup Global Markets Inc. and its
affiliates and is used and registered throughout the world. Citigroup and the Umbrella Device are trademarks and service marks of Citicorp or its
affiliates and are used and registered throughout the world. Nikko is a service mark of Nikko Cordial Corporation. All rights reserved. Any
unauthorized use, duplication, redistribution or disclosure is prohibited by law and will result in prosecution. The Firm accepts no liability
whatsoever for the actions of third parties. The Firm makes no representations or warranties whatsoever as to the data and information provided
in any third party referenced website and shall have no liability or responsibility arising out of, or in connection with, any such referenced
website.

ADDITIONAL INFORMATION IS AVAILABLE UPON REQUEST

The MSCI sourced information is the exclusive property of Morgan Stanley Capital International Inc. (MSCI). Without prior written permission of MSCI, this information
and any other MSCl intellectual property may not be reproduced, redisseminated or used to create any financial products, including any indices. This information is
provided on an “as is” basis. The user assumes the entire risk of any use made of this information. MSCI, its affiliates and any third party involved in, or related to,
computing or compiling the information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness for a particular
purpose with respect to any of this information. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third party involved in, or
related to, computing or compiling the information have any liability for any damages of any kind. MSCI, Morgan Stanley Capital International and the MSCI indexes are
services marks of MSCI and its affiliates.

SMITH BARNEY PORTFOLIO STRATEGIST

See Appendix A-1 for Analyst Certification and Important Disclosures.



