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Tuesday, September 30, 2003

The Dollar is the Key for Stocks and Bonds

The Standard & Poors 500 reached a high of 1040 the day before options expiration. No doubt many investors had bought protective put options during the summer months to insure against the famous September volatility.  The portfolio insurance expired worthless on Friday Septmber 17th and as soon as the protective put options were out of the way, the market tanked. The S&P 500 fell by almost 4% in one week, exhibiting the greatest drop since the rally began in March. Never think that the market owes you anything. 

Almost without anybody noticing, the dollar has dropped back to the summer lows. As soon as the members of the G-7 meeting announced, that currency intervention to stabilize the dollar was not desirable or even necessary, the Yen went from 115 to 111 in less than a week. The Dollar Index fell by about 7% in a matter of three weeks. The U.S. Dollar Index® is computed using a trade-weighted geometric average of six currencies. The six currencies and their trade weights are: 

Currency  
Currency Weight % 


Currency  
Currency Weight %

Euro


57.6



Canada/dollar
 
 9.1

Japan/yen

13.6 



Sweden/krona
 
 4.2

UK/pound

11.9 



Switzerland/franc         3.6


US Dollar Index Daily




US Dollar Index Weekly
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The daily chart of the index is extremely oversold. A sharp rally of several weeks is entirely possible. The weekly chart however clearly shows that the US Dollar is still in a long term decline. You might think now, why is this guy always obsessing about the dollar? I just want to make money in the stock market and not trade currencies. I know, we all want to make money in the stock market, but we have to keep the overall background conditions in mind to be able to determine whether risk is rising or falling. The Dollar’s performance had historically some influence on the stock market’s performance, even though this correlation is not always obvious in the short run. Let me quote Bill Gross, Chief Investment Officer of the largest Bond Fund in the world: “I described the near trillion dollars of U.S. Treasury securities held by Asian countries and posited that at some point the risk might outweigh the reward and that the ensuing sales might trigger a run on the [US] bank, a hike in yields, and a beginning of the end for our Hummer and Hummvee prosperity. Asia, and principally China, might very well be the prospective culprit – they have a pretty big lead pipe that’s for sure and now it’s just a question of motive, not opportunity. But the fact is that for now, the status quo sort of suits them. They are sucking up a lot of Treasuries, yes, but they’re also putting a lot of their people to work and in the case of China, that means tens of millions. Why revalue their currency, why sell their surfeit of Treasuries if they can instead employ the outflow of young workers from exterior provinces into Shanghai by fixing the Yuan to the dollar? In the case of Japan, why risk renewed deflation via a stronger Yen? Some say they should buy dollars, buy Treasuries, do everything possible to keep their exports competitive and their economies above the line.”… “I reiterate: the stocks, bonds, and currency of a debtor nation in the process of reflating are not attractive investments.” 

Now look at the correlation of historical stock performance versus historical dollar performance.



S&P 500 Index





US Dollar Index
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The dollar lagged the bear market in stocks by about one year. I believe that from now on, the dollar will lead stock market berformance via its ultimate impact on interest rates. Should Asian governments decide to diversify their currencies and purchase more Euro’s instead of Dollars, the stock market rally is probably over. Despite all the good news showing that the economy is gathering speed at high rate, the trust foreigners put into the ability of this country to repay it’s debt is crucial for our future well-being.  

[image: image5.png]Federal Government Surplus/Deficit

1946 1951 1956 1961 1966 1971 1976 1981 1986 1991 1996 2001

[CIMarch 2000 Peak — Federal Government Surplus or Deficit [-], NIPA

300

t 200

100

100

200

300

400

500




The above picture shows the US Government Budget Deficit as of April 2003. Like Bill Gross said, now its only a question of motive, not opportunity. If the above chart was the income statement of a corporation, creditors would put this entity into bankruptcy. Should foreigners decide they had enough and diversify their holdings from US dollars and US bonds into other currencies and instruments, the dollar will lead a decline in stocks. This might never happen or it might happen tomorrow. Meanwhile you can benefit from a falling dollar by buying Mitsubishi Tokyo Financial instead of Bank of America or by buying Templeton Emerging Markets Income Fund instead of US Bond Funds as recommended multiple times before. Good luck in your investment choices. 

Hermann Vohs

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