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Past or Prolog? 

It was the worst week in some time for the major markets. Just that Friday before, the Standard & Poors 500 had touched the highest intraday level since March of 2002. The index had tried twice in February to exceed the 1160 level. On Friday, March 5, 2004 it slightly exceeded it intraday, but was turned back for the third time. The selling started Monday morning in earnest and continued unabated until the market close on Thursday. At their worst, the Dow was off more than 465 points on the week (the biggest four-day drop in around 15 months) and some 600 points below the high set in mid-February. Friday finally saw a low volume rebound, which was attributed to any or all of the following: short covering at weeks end, a constructive University of Michigan Consumer Confidence Index, a Dell upgrade, some emotional selling near the close on Thursday leading to very high ARMS Index numbers and some bargain hunting. Take your pick, but lets be clear about one thing: the selling was real because volume was heavy, even before the terrible terrorist attacks in Madrid. So, is this the end of the bounce, that began exactly one year ago? Lets look at some charts:

Dollar Index 
(6 currencies)



CRB Index (17 Commodities)

[image: image1.png]DOLLAR INDEX . morthly OHLC plot

Moving cveroges: feg 20 50 100

Tl

DOLLAR INDEX | morthly Stachastic - Shkondi%al 143

N

of o5 % o7 98 99 00 Cll

02

03 ' 04

@ Barchart.com

125

115

105

8

8 8 8 8



[image: image2.png]CRBINDEX_morthly OHLC piot

Moving cveroges: feg 20 50 100

k

|C:RB INDEX . monthiy Stochostic - sk c

loso

2

8

8 8 8 8

of o5 % o7

@ Barchart.com




As predicted at the end of December 2003, the dollar has found support and even some private investors seem to be venturing onto these shores again. Perhaps they got lost. Be that as it may, it seems that the Asian authorities can relax their intense efforts to keep the dollar from depreciating. I think improved fundamentals in the US will attract private investors soon. This means upward pressure on interest rates, since dollars purchased through interventions do not have to be invested in treasuries any more. Steady demand from Asia will disappear.  

The Commodities Research Bureau Index (CRB Index) has surged relentlessly. This is obviously a bull market. Since the beginning of 2002, the Index, which represents 17 different raw materials from grains and meats to lumber and copper, rose by 55%. The giant sucking sounds coming out of China and other Asian countries are signalling to countries rich in natural resources, that raw materials are  needed all over Asia. To entice producers to ship to their shores, China has to pay higher prices, which pushes the CRB commodities up.

The two charts below show US Industrial Production and World Steel Prices. Both have been clearly moving up since the beginning of 2002, just like the CRB Index. Coincidence? Hardly! For two years now the world economy has been expanding and we still are suffering from too much manufacturing capacity and high productivity worldwide. Yes, I said “suffer” to illustrate, that capitalist politicians and communist politicians sometimes have to speak the language of the masses (jobs) and not the language of their own ideological textbooks (productivity) since they sometimes are opposed to each other. What the masses want are decent paying jobs. What the ideological (capitalist and communist) textbooks prescribe is a modern and productive economy that can successfully compete in international markets. Politicians in East and West have the problem now, that their economies are too competitive but that they are not creating enough jobs for the electorate. 
Industrial Production




World Steel Prices
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U.S. industrial output grew by a stronger-than-expected 0.7 percent in February, as American firms operated at their fastest pace since August 2001, the Federal Reserve said in a report today. February's gain in production was larger than Wall Street analysts' expectations for a 0.4 percent increase. The report provided further evidence that the U.S. manufacturing sector -- hard hit by the 2001 recession and by companies' reluctance to invest in new equipment afterwards -- continues to recover, though at an uneven pace. Earlier this month, the Labor Department said factory payrolls fell by 3,000 in February, their 43rd straight monthly decline. However, that was the smallest drop since the string of decreases began in August 2000. As I said in my previous newsletter, even the industrial sector will start producing jobs soon. 

What about stocks? Is the bull market over?
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Ten year bond yields reached 3.73% following the release of the unemployment rate on Friday, March 5. Low bond yields indicate that investors do not consider inflation to be a real threat for now. It is an indication to some investors, that the economy is expected to weaken in the months ahead. Wheather bond traders are passing judgement on the economy or on inflation, however, is open for debate.
Credit spreads between high yield bonds (junk bonds issued by corporations with low credit ratings) and 

riskless government bonds have been widening recently. Investors demand higher yields as compen- sation for investments in riskier corporate bonds. Risk aversion is taking hold. NASDAQ performance started to slip exactly at the time when credit spreads started to widen.

Consclusion: The liquidity driven phase of this bull market ended in January. The bull market itself is probably not over yet. I believe that cyclicals, basic materials, heavy industrials and oil service companies should have good upside potential. Technology will probably be the laggard for the foreseable future.  

Hermann Vohs
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