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Sunday, March 2, 2003

Deflation? Inflation? Stagflation!!

Dear Investor:

Investors hate uncertainty. During the last two weeks, they had to content with plenty of it. On one hand, they saw economic numbers come in better than feared and corporate news that were worse than hoped for. On the other hand they had to content with hope that war can be avoided and fear that war was imminent (Yes, the indices usually went up, when war seemed less imminent). Thus, the indices went up one day, down the next day and so on for two weeks. Major Indices and the Dollar Index went essentially nowhere for the second week in a row. This continuous churning in the markets had basically one result only: An even higher degree of uncertainty about the state of the economy and about the war on Iraq.

Investors fled into opposite corners of the investment spectrum while leaving the equity ship rudderless in the middle. Investors piled into bonds at one extreme and into raw materials at the other.  

The bond futures, traded on the Chicago Board of Trade (CBOT) reached new highs on record volumes, driving 10 year and 30 year interest rates down to levels last seen in October 2002. The CBOT announced on Friday, that the Ten Year Treasury Futures Contract set a daily total volume record with 1,000,058 contracts traded on February 27, breaking the previous record of 851,198 contracts traded the previous day. The 30 year bond ended the week at 4.765%. Was this flight to safety signalling? Is it a manifestation of fear from geopolitical risks or from a deflationary spiral that has nothing to do with war on Iraq? Probably both.

30 Year U.S Government Bond Futures

Commodity Research Bureau (CRB) Index
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Raw materials at the other end of the spectrum also climbed to new highs. Copper reached a new 52 week high before settling low into the weekend. Aluminum almost reached a new high and Crude Oil Futures on the Chicago Mercantile Exchange (CME) reached 13 year highs on tremendous volume. The March crude oil futures contract reached $39.99 per barrel on Thursday before dropping off into the weekend. Investors were concerned with the supply shortages due to the oilworkers strike in Venezuela and of course supply risk from the Middle East. 

There seems to be some disconnect here. 

Bond investors are willing to pay higher and higher prices for lower and lower treasury yields. It seems that they are not concerned that inflation may eat away their meager yields. The bond market indicates that deflation may be the primary concern here.

Commodity investors on the other hand are driving raw material prices to multiyear highs. This seems to indicate that inflation is on the rise. 

Is it possible that both parties are correct in their assumptions and that they do not contradict each other? Like the old master said: ”Even a falling rock is in perfect balance at least for one virtual (nano-) second.” 

Deflation: Retailers at the home front are unable to attract consumers because of an aging population, rising health care costs, rising unemployment, high debt levels and low consumer confidence. Spending habits of an aging U.S. population are changing. Citizens are more concerned with paying down debt and paying health care expenditures (which already make up about 15% of GDP and are estimated to rise to 17% in 2010) leaving less discretionary income for consumption.

Inflation: A falling dollar means rising prices for imported raw materials in the U.S. A rising population in Asia with increasing incomes creates additional demand for raw materials. Similar demographic trends in other developing countries should reinforce that trend. 

I believe that both charts above reflect the true state of affairs. I believe that consumer price deflation and commodity price inflation are here to stay. The economic term is “stagflation” and is hated by economists and equity investors alike. The long term future for equities is not pretty. Sector rotation and a keen eye for special situations is required if we want to extract money from equities in the long term. Investors that are less active should look at the chart below:

[image: image3.png]dex Value

JP. Morgan Emerging Markets Bond Index

700

600

500

400

W

300

200

100

Jul

July96

July-98

July-00

July-02

100





Alan Greenspan said in his Humphrey Hawkins testimony on 02/12/03: “We (the US) are on the cutting edge of technology and therefore have a limited amount of productivity growth to look forward to. In 1990 it was possible to come out of a recession and have technology improve productivity dramatically. We do not have that capability now, since we are already on the cutting edge.” Emerging Markets on the other hand can look forward to dramatic productivity improvements, through rising output, a rising tax base, better services and an improving infrastructure. Capital markets in those regions will respond in time.
As I have said many times before. Emerging Markets are and will be the primary beneficiaries of commodity price inflation. Fixed Income Mutual Funds in this area have performed well and offer attractive yields between 8% and 10%. Investors should consider diversifying into these instruments. The future is brighter abroad than at home. 

Hermann J. Vohs

President

To learn more about our current recommendations call us toll free at: 866- 33-CALES (866-332-2537)
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