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Sunday, March 30, 2003

The Dollar is in trouble

The war in Iraq grinds to a halt and a quick resolution is not in sight. It seems clear that Secretary Rumsfeld and the defense department had raised the bar (and expectations) of market participants, whatever few there are left, too high. Two weeks ago, the major indices started to rise in anticipation of the start of the war. Everybody remembered the massive rally that ensued after the 1991 war had started. The following week saw the biggest stock market rally since 1982. On March 21st, when March Futures and Options expired (tripple whitching day) investors thought that the only risk was not to be invested in the stock market. Massive buying turned into a buying frenzy. The S&P 500 gained 3.82% in just one week as investors panicked into the market. Everybody was afraid to be left behind. Last week, however, just 72 hours later, investors panicked out of the market as it became clear, that no citizenry, no matter how evil its regime might be, tolerates foreigners invading their country. My compatriots, the Germans learned this lesson the hard way, when Hitler invaded Russia with the argument, that Stalin was an evil mass murderer with no regard for international laws or order. Besides, Germany clearly had vastly superior technology at the time. His generals also anticipated, that Russian citizens would welcome them with open arms. This type of arrogance of course leads to predictable results. Investors had to relearn this sort of history last week, as stocks gave back about one third of what they had gained the previous week. In all likelyhood, this decline is not over by a long shot. The dollar declined last week along with the stock market as investors not only familiarized themselves with the history of foreign invasions (bad for business and costly at home) but also with the fact that the U.S. might no longer be the undisputed “leader of the free world”. After all, there are alternatives, right? Maybe.The dollar is currnetly under pressure, but there are valid arguments for a rebound later this year, which I will address in a later Newsletter. For the coming weeks and possibly months, however, the Dollar is bound to crash.
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The left chart above shows the trade weighted dollar index, quarterly since 1990. The Index (blue line) closed last Friday at 99.96. However, the growth rate or the decline rate in this case (green line) seems to be accelerating. Not a good sign. 

The right chart shows the balance of the U.S. current account. The current account deficit reached 140 Billion Dollars at the end of the 3. quarter 2002 and continues to fall dramatically. Two thirds of all dollars saved worldwide are currently imported into the U.S. The U.S. current account has been in deficit in every year but one since 1982 . Nevertheless, the dollar rose continuously for most of the 1990s, even as the current account deficit was increasing. What makes this time different? Answer: During the 1980s and 1990s, the U.S. was an attractive location for foreign investors. Japan was struggling with recession, Europe was divided and its economies did not promise the unbridled growth that could be expected in the U.S. During those boom years, the current account deficit was being financed by private investors, and the capital flowing into the U.S. took the form of direct investment (buying factories) and long-term portfolio investment (buying stocks and bonds).

No longer, unfortunately. Now much of the private funding for the U.S. deficit takes the form of short-term capital - sometimes called 'hot money', because it can turn around and scurry home in a hurry. And even more worrying, private investors' capital is no longer enough. The rest of the U.S. current account deficit is being financed by foreign central banks, which are buying the dollar to keep their own currencies from appreciating and therefore ensuring that their own factories keep on running. In other words, the dollar is being propped up by foreign governments, not by private investors. I think it is safe to say, that currencies are driven by future perceived values of economic output. A declining dollar seems to indicate that foreign investors are rethinking their exposure to assets denominated in dollars. Every prudent investor knows about the importance of diversification. I have no reason to believe that foreign investors are less prudent. In a world where risk aversion has paid off for three years, it would be reasonable to assume that foreign investors would tend to diversify their international holdings away from the U.S. This state of affairs presents us now with the following situation:

1. Private investors reduce their dollar exposure

2. Foreign central banks increase their dollar exposure to keep their currencies competitive
There is no doubt in my mind that private investors and institutions, since they are profit oriented, are the smart ones whereas government bodies in all countries are merely responding to domestic pressures and therefore do not give a hoot about profits or profitability. I also believe that it is only a matter of (short) time, before the dollar resumes its descent, which most likely will be more pronounced and accelerated than the previous decline. The message for investors is clear. 

1. Avoid stocks in general (except raw materials related equities), since they do not promise an sustainable growth in the foreseable future 

2. Avoid government bonds, since they will be subject to rising inflation expectations and thus a decline 
in price
3. Buy gold and gold related securities
4. Buy raw materials and raw materials related securities
I see a real danger that this country has bitten off more than it can chew, let alone digest. Like Bill Gross said, “the salad days are over”. The coming weeks are going to be volatile and the war is not the reason, it is merely the catalyst of developments, which originated long before President Bush took office. Fasten your seatbelts.
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