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Sunday, March 16, 2003

Lemons to Lemonade – Wall Street Style 

Dear Investor:

As I surmised 4 weeks ago, the dollar and the stock market whipped everybody into humility. Financial markets reacted positively to prospects of peace (delays of war) and negatively, when war seemed inevitable. War – in Wall Street’s opinion – is bad for business.  After four weeks of disheartening low volume declines exceeding 7% for the big indices, the dollar and stocks made up for lost ground in a matter of two days. The Dow Jones rallied from its low Wednesday morning to its intraday high Friday morning by about 400 points. We should be used to this by now. These short but sharp rallys inspire hope and keep everybody invested. That is the way bear markets work. They keep hope alive and make sure nobody gets out. A good deal of strange accounting goes a long way, too, when investors’ hope needs to be fortified. Witness General Electric’s disclosure last week, the company’s pension plan contributed some $806 million to 2002's bottom line even though the plan actually lost more than $5 billion last year. Still, GE managed to add more than a buck, to $25 and change, on the week. Of course, mind-bending pension-accounting rules let companies assume a rate of return over the long term (let’s say 9% per year) and ignore year-to-year fluctuations. Therefore the actual losses don’t show in the income statements, but the assumptions with their 9% return do. Granted, GE has no choice but to comply with accounting rules currently in effect. But still, it is strange: You lose $5 billion and are allowed to add $806 million to your income statement. 

Stock investors seem to bet on a “war rally” and probably have positioned their portfolios already. The question is, who is left to buy? The war rally may have happened already last week. In the current environment, investors (as opposed to traders) should consider the following.

1. 
The consumer is borrowing more and more just to pay ongoing bills. Most people are only one paycheck away from bankruptcy, while an aging population is more concerned with health care costs than with concumption. Lack of demand  and therefore lack of pricing power at the retail level is bad news for retailers, car manufacturers, computer manufacturers etc.
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2. Raw commodities are going up in price. However, the stocks benefiting from rising commodity prices have been going down lately. Investors are betting that commodities will “permanently” decline after the war starts. I believe that this is a horrendous misconception. In 2001, natural resources have entered a new bull market which has many more years to go. The stocks of natural gas, oil and gold companies are currently mispriced and offer attractive opportunities for traders and long term investors alike.

Natural gas futures (April contract)


Index of natural gas stocks ($XNG)
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Oil futures (April contract)




Index of oil stocks ($XOI)
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Gold futures (April contract)



Index of gold stocks ($XAU)
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Don’t be fooled by conventional wisdom. There are bull markets occurring right now. They just don’t involve yesterdays darlings. Natural resources are limited and irreplaceable. Let’s benefit from it.

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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