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Unconventional Economic Recovery means Unconventional Sector Rotation 

One year into an economic recovery, the Federal Reserve was supposed to have raised interest rates a couple of times. Yet, we are still waiting for that.

One year into an economic recovery, interest sensitive stocks like home builders, banks and insurance companies are supposed to have peaked and find themselves on the way down because of rising interest rates. Yet, they all made new highs today.

One year into an economic recovery, the stocks which are not sensitive to interest rates but react to GDP growth instead, like the semiconductor and manufacturing companies are supposed to be the market leaders. Manufacturing is, semiconductors are not.

This recovery is everything but typical. The Fed isn't tightening as it is supposed to. Greenspan has looked at this economy and found it wanting. Even though he predicted at the recent Humphrey Hawkins testimony, that real GDP would rise 4.5 percent to 5 percent over the four quarters of 2004, he still insists on keeping interest rates amazingly low. A normal economy in recovery mode needs normal interest rates. 5% GDP growth is way normal. A 1% Fed funds rate is way below normal. Greenspan should have nothing to be afraid of. Are we missing something? Whatever it is, we can not afford to wait for developments to unfold. Let us therefore look at what is in front of us and trust, that the market, as usual, knows best what the future holds.



NASDAQ Composite (past leader)


Standard & Poors 500 (new leader)
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The NASDAQ Composite Index surpassed its previous post 09/11/01 high from January 2002 by some 50 points in January this year. The volume accumulation meanwhile has not even reached the January 2001 high. Since then, however, the Index has declined by 5% on high volume. This Index looks like it is under distribution.

The Standard & Poors 500 Index has a lesser exposure to technology stocks. Instead it consists of industrial companies, consumer cyclicals and about 20% financial companies. This index is just now testing the January 2001 highs, whereas the volume accumulation reached a new high already. The index is under accumulation still.  


Semiconductor Index (SOX) (past leader)


Oil Index (OSX) (new leader)
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The Semiconductors should benefit from rising economic growth, but apparently, they are reluctant to join the rally. The venerable AMEX Oil  Index, however, is challenging new highs, which is confirmed by it’s volume accumulation. 

So far so good. The first will be the last and the last will be the first. Biblical, just and fair. But look at the following charts.


Bank Index ($BKX)





Morgan Stanley Cyclical Index ($CYC)
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Since when does the interest sensitive Banking Index reach a new high at the same time the Cyclical Index does? Cyclicals are supposed to make highs when the banks are in decline. Are we not there yet? Perhaps not. But if Banks continue to climb in the face of a growing economy and its inflationary consequences down the road, then the cyclical index has A LOT URTHER TO RUN than any of us think possible right now.  Is it possible that commodity and manufacturing companies are going to be the market leaders and that financial and technology companies are going to be market laggards? I think this is exactly what we are looking at. 

Steel and ships not software and semiconductors,

bridges and barges, not banks and brokers

are going to be the investments in the coming months and years.

If Allan Greenspan is predicting 4-5% GDP Growth, why is he not raising interest rates? If  bond investors would sniff out inflation due to higher growth, they would sell bonds with a vengeance. But yields are still hovering around 4%. Sure, yields may be artificially supported by foreign governments, who recycle the dollars we pay them for imported goods into the US by purchasing our debt. However, fixed income markets worldwide are also trading at historically low yields and they are not supported by foreign central banks. I believe that (excessive) inflation is not a threat yet. Commdity prices are still trading within their decade long price ranges going back to the 1970s. The CRB Index for example closed February at 275, reaching its highest point since 1984. However, it needs to break 325 to reach an all time high, which was last seen at the end of 1980. Commodities have reached multiyear highs, yes, but they have to break to new highs, before inflation becomes a real and present danger. We will reach this point sooner or later, the finite availability of natural resources argues in favor of rising commodity prices. I can easily see oil trading at $50 a barrel over the coming years, but we are not there yet. For now, inflation is not a threat, while banks are benefitting from an improving business climate within their communities. More and more people are finding work and need a place to cash their paychecks. Therefore the bank index may have further room to run. The real performance however should come from the cyclical and industrial companies. They benefit from rising demand for machines, tools and other equipment from China and India. At the same time they are protected from cheap imports, since shipping costs have become prohibitive. Competing machines, diesel engines or manufacturing tools from Asia are also desperately needed in Asia and therefore never make it to these shores. Domestic industrial companies should therefore experience a spectacular revival. The Cyclical Index is showing us just that.

Lets recapitulate what the markets seem to tell us:

· Inflation is not a threat yet, since banks and bonds show no signs of fear yet.

· Liquidity is no longer going into speculative NASDAQ or technology stocks
· Real (old) economy stocks are outperforming technology stocks
· Financial companies still have room to rise, which indicates that inflation is not here yet
· Natural resource and energy stocks broke to new highs and have a lot further to run
Like they famous phrase goes: History never repats itself, it just rhymes occasionally.

Hermann Vohs
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