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Trend Reversals Indeed!

The dollar staged a dramatic turnaround and rose by over 2% last week. The Euro alone dropped 3.5% against the dollar in just one week. The media attributed this reversal to Wednesday’s release of the November trade balance by the Commerce Department. U.S. exports rose 2.9 percent in November to a three-year high, while imports fell 0.8 percent. Together, they shaved the trade deficit by 8.6 percent to a 14-month low of $38 billion.  It is funny though, that the dollar had started its ascent on Monday, two days earlier than the announcement by the Commerce Department. Gold subsequently dropped by $20 from $427/oz to $407/oz. It seems that the trend reversal mentioned to weeks ago is under way. The magnitude of this countertrend rally should bring the Dollar Index up to the 100 – 102 level, which represents a 17-18% gain from current levels. The Euro is probably going to bear the brunt of this move and decline from its high of $1.28 to somewhere around $1.05 - $1.10 or so.


Dollar Index (six major currencies)

Philadelphia Gold & Silver Stock Index
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“Buy” signal on the dollar



“Sell” signal on precious metals stocks

The biggest casualty of the dollar reversal were precious metals stocks. The Philadelphia Gold/Silver Stock Index declined by over 13% in less than two weeks.

The other sector that indeed experienced a dramatic improvement  and a long term trend reversal was the telecommunications sector. The madness began on Jan. 7th when Nortel announced that it won a mojor contract to sell voice-over-Internet-protocol (VoIP) equipment to Verizon Communications. Verizon announced simultaneously that it will spend $2 billion over the next two years to outfit its wireline network with VoIP technology and $1 billion for its wireless internet service technology. Nokia’s guidance for 2004 was surprisingly robust. And then, Juniper said that fourth-quarter profit nearly doubled from a year earlier as sales topped the $200 million mark for the first time in two years. Juniper stock leaped 30 percent to $29.93. Equipment vendors were seen to be the primary beneficiaries of the improved capital spending outlook from the Regional Bell Operating Companies (RBOCs). The American Stock Exchange's Networking Index jumped by 8.3% that day. Ciena (CIEN) jumped 19%, Tellabs (TLAB) gained 12.7% and JDS Uniphase (JDSU) increased by 16%. Telecommunication is on fire and it seems that the Capital Expenditure recovery is finally here. The RBOCs account for as much as 65% of all capital expenditures in the U.S. and 25% of worldwide capex. During the height of the stock valuation, these big carriers got caught up in the bubble and the frenzied push from Wall Street to borrow heavily to invest in themselves. The debt overhang really got out of control at the peak, as each RBOC was carrying tens of billions of dollars of debt while the capital markets were closing, the bubble popped and WorldCom broke.

For the past three years, as the bubble was unwinding and the macro economy was weak, the debt markets essentially dictated the RBOCs' financial strategy. They had to cut debt and focus on generating free cash flow.

The RBOCs responded. To lower their debt levels, the companies divested businesses all over the globe and sold assets to any takers. To pump up free cash flow, they reduced expenses through layoffs, cuts in selling, general and administrative (SG&A) costs, and more. But the single best way to pump up free cash flow is to simply cut back on capital expenditures because each dollar not spent on equipment flows directly to free cash. So the RBOCs simply stopped investing in their networks. For three years, the only expenditures these companies made were for simple maintenance and slight outlays on wireless and digital subscriber line (DSL) rollouts. These measures had the desired effects and now, the RBOCs are generating free cash again. 

	 
	Indebtedness
	 
	 
	Free Cash Flow
	 Free Cash Flow 

	 
	(in millions)
	 
	 
	 
	(in millions)
	 (in millions) 

	 
	 
	 
	 
	 
	During Nine Months
	 12 months of 2003 

	 
	2000
	2001
	2002
	2003
	 Ended 9/30/03 
	 (estimate) 

	Verizon (VZ:NYSE) 
	 $    42,491 
	 $  45,657 
	 $  44,791 
	 $ 37,961 
	 $                 5,000 
	 $           6,666.67 

	SBC (SBC:NYSE) 
	 $    16,492 
	 $  17,133 
	 $  18,536 
	 $ 16,357 
	 $                 3,600 
	 $           4,800.00 

	BellSouth (BLS:NYSE) 
	 $    12,463 
	 $  15,014 
	 $  12,283 
	 $ 11,646 
	 $                 1,700 
	 $           2,266.67 

	Sprint (FON:NYSE) 
	 $     3,482 
	 $   3,258 
	 $    2,736 
	 $   2,789 
	 $                 2,000 
	 $           2,666.67 

	AT&T (T:NYSE) 
	 $    33,089 
	 $  24,025 
	 $  18,812 
	 $ 12,759 
	 $                 2,000 
	 $           2,666.67 

	Grand Total:
	 $  108,017 
	 $105,087 
	 $  97,158 
	 $ 81,512 
	 
	 $              19,067 


The RBOCs spent about $21 billion on capex last year, and Wall Street expects about $23 billion for 2004. The above table shows that this estimate might be conservative. If one assumes that Capital Expenditures (CapEx) were cut down to the bare minimum during the last three years, and that incremental investments will only be made if justified by free cash flow, then we can assume, that a 10% increase in CapEx is too conservative. A back of the envelope calculation based on Verizon’s latest announcement shows that other carriers can also justify (and are forced to) increased investments in VoIP and other cost saving technologies. After a three year depression, the race for technological investments in telecom networks is on and the Baby Bells are generating the cash to pay for it. Telecom Equipment makers should have a decent year 2004. However, the coming investments will not benefit all telecom suppliers equally. The likely divide between weak and strong networking companies will be along product lines. As Juniper's results indicated, phone companies are shifting more spending toward Internet-type gear and less toward conventional telecom systems. All the major phone companies have said as much in recent months as they announce big voice-over-Internet protocol plans.

What we are seeing is very focused spending by carriers on carefully considered investment priorities.The theme behind IP is lower costs. Carriers are still in a very tight budget mode and will be for a few more years.

There is another sector that bears watching in 2004. 

The Bio-Technology Index broke to a new high this past week. I believe, that the big Pharmaceutical Companies are having a hard time coming up with new blockbuster drugs that have a significant enough impact to their bottom line. The logical solution for many CEOs under fire is to look for potential blockbuster drugs outside their own organization. This might lead to consolidation (increased merger activity) in the Biotech arena. The benfits for the acquisitive CEO are clear, if he can 

find a Biotech company with late stage clinical trials.   
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The market potential for the drug is known and so are the costs. This makes it easy to calculate a return on investment, if the “target company” is significantly undervalued. This sector might surprise us all in the coming 12 months.

Hermann Vohs

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