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March Madness in a Topsy Turvy World

Volatility continues to frustrate or excite investors during this years March Madness. Last year stocks exploded to the upside in the face of war and worldwide fear of terror. This year, stocks dropped like a stone in the face of peace and worldwide prosperity. The Nasdaq stopped short of its first 10% correction in a year, the Dow Jones and the S&P 500 corrected top to bottom by about 7%. In January, when the stock market (thanks to great earnings) and the economy (thanks to demand from China) looked healthy and pumped up like a body builder, it was time to sell. Over the last two months, however, worries have entered the psychological mindset of investors and it might be time to buy again. This is a tipsy turvy world for investors. Just consider the following charts.


CRB Index (17 commodities)



30 year T-Bond Yields
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The CRB Index (left) increased over the last 2 years by more than 50%. Oil, the commodity that keeps our civilization running increased over the same time span by 80%. These price increases must be inflationary one would think. But 30 year T-Bond yields, the ones which are most exposed to future inflation fears, were not impressed at all. Yields continued to fall troughout this recent commodity boom. Before the productivity boom that began in 1995, food prices -- and commodity prices in general -- had a great deal of impact on the overall inflation rate and the financial markets. Charts of the 70s and 80s clearly show the tight correlation between the CRB Index and bonds. When commodities prices rose, bonds went down and yields went up. These days, the bond market is paying little attention to the recent surge in commodity prices. The yield on the 10-year Treasury note remains near multidecade lows, a sure sign of low inflation expectations. Bond investors are instead focusing on unit labor costs, which are by far the most important influence on consumer prices, accounting for roughly 70% of the cost of producing goods and services. Booming rates of productivity growth have kept a lid on unit labor costs, which have fallen for two straight years. Slow growth in payrolls has led many to think that this trend will continue. 

Lets examine this assumption closer, since rising or falling interest rates will determine our approach towards long term investment strategies.  To get a better feel for the global fixed income investment climate, I will compare the Japanese currency and its 10 year note yield with the European currency and its 10 year note yield. We will see that both the Euro and the Yen appreciated against the US Dollar. However, the Yen rose despite Japanese government intervention. The central bank bought record amounts of dollars in an attempt to suppress the yen’s rise. Nevertheless, the yen kept on rising, albeit at a slower pace. The yen’s apprececiation over the past two years amounted to some 27%. In the same time span, the European currency rose by 47% since no intervention was undertaken by the European Central Bank (ECB).   



EURO rose by 47%





Yen rose by 27%
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Yields on European 10 year notes followed the US ten year notes down from 5.5% towards 4%. This 

decline was a consequence of slow growth, high productivity and low inflation expectations. 

The Japanese 10 year note yields converged upon the US level from the lower end. Yields tripled over the last 12 months from 0.5% to 1.5%. The Nikkei Index rose by 47% over the last 12 months.

Conclusion:The worlds fastest growing economy China has pegged its currency to the worlds biggest economy the USA and its currency – the US Dollar. Japanese interventions did not only keep the yen competitive against the dollar but also against Japan’s biggest trading neighbor, China. This double benefit made Japan’s giant sized interventions ($336 Billion in the last 15 months) justifiable. 

The benefit to the world was that interest rates in the US were kept artificially low. Japanese Dollar purchases had were invested into US Treasury paper and therefore created downward pressure on interest rates. All major currency blocks  therefore could follow the US markets on the way to historically low interest rates. Low interest rates created cheap money for consumers and businesses worldwide. 

But there are signs that the central banks of China and Japan are trying to distance themselves from the effects of the Fed’s easy money policy. China's monetary authorities last week tightened policy, raising rates and increasing bank reserve requirements. The Bank of Japan's governor also voiced hope that it could end its policy of flooding the markets with liquidity as soon as deflation is defeated. Even some Fed officials are beginning to talk of a time when they will have to lift the funds rate from the basement. 


And so, the topsy turvy ways of our investment world continue. A falling dollar, traditionally viewed as inflationary and therefore pushed interest rates up, is these days pushing interest rates lower, because it forces Japan to intervene. A rising dollar, which was bullish for T-Bonds 20 years ago, is now negativ and would push interest rates higher. Watch out for a sharply rising dollar. It will signal the end of the easy money period. 

Hermann Vohs
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