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Bull Market in Gold should continue now (II)

The S&P 500 declined 1.2% and the Nasdaq lost 0.4% last week.
The media blamed rising oil prices for the weakness. The first earnings reports that came out this week probably were an additional factor that kept investors cautious. So far 40 members of the S&P 500 reported earnings, and, according to Reuters, 24 of them topped estimates, while eight were in line and eight were lower than analysts estimates. 
Nearly half of the Dow Jones companies report this coming week, and so it will be company performance that sets this week's trading tenor. It seems likely that reporting companies will talk about a solid quarter, but as has increasingly been the case, it will be their comments about the fourth quarter, and about 2005, that will preoccupy investors.

Although earnings will take center stage, the price of crude oil is likely to remain a key concern for investors next week. Oil futures rose to a record $55 a barrel on Friday, and while this doesn't seem to be worrying Federal Reserve Chairman Alan Greenspan, it is a growing concern for consumers and economists. The University of Michigan consumer sentiment survey for early October fell to its lowest level since April 2003, largely because of higher energy prices and continued erosion in real disposable income.
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Consumer sentiment reached a high in January and has been declining in erratic fashion since then. Rising energy bills and mounting private debt caused a decline in real disposable income. It seems that the American consumer is no longer able to pull this economy up the hill. Meanwhile, businesses are not helping either. Despite big tax breaks and improved corporate balance sheets, caution is still the prevalent sentiment in the business world. While corporate spending and hiring have picked up over the past year, it's clear that the economy is still suffering from the overinvestment of the late 1990s. What's more, concerns about terrorism, soaring energy prices and a rapid increase in health care and pension costs are adding to a sense of hesitancy and leaving many firms in a state of limbo. Over the past three months, additions to nonfarm payrolls have averaged just 103,000 per month, with more than half of those gains coming from either the government sector or temporary help services. Meanwhile, capital spending as a share of profits is sitting near a 30-year low. A survey by the Philadelphia Federal Reserve found that just 23% of companies plan to increase capital expenditures significantly in 2005, compared with 33% that anticipate just a slight increase. About 30% expect no change, and 15% said spending would actually be lower. This reluctance to spend has come as a surprise to some because companies are seemingly awash in cash. Cash liquid assets in relation to short-term liabilities rose to a 40-year high of 41.2% in the second quarter, according to Morgan Stanley. Analysts and economists say tax breaks have been relatively ineffective because the economy is still working through the excess capacity built up in the 1990s. Back then, companies were able to raise vast amounts of cash through stock and debt offerings and were spending billions of dollars on new equipment and employees. Is it possible that the business cycle is turning down already? 

To answer that question I would like to refer to an article Jim Griffin wrote for TheStreet.com recently.

He is comparing the current weekly and monthly economic indicators, the so called “high frequency datapoints” with longer term “low frequency” developments. He pointed out that economic cycles just like radio frequencies of different wavelengths can sometimes amplify each other and sometimes cancel each other out. I just love this analogy and I think it is very fitting at the present time. The problem is  just how much weight to put on such reasonably well understood high frequencies, such as "the business cycle," with its drivers of economic and inflation momentum and Federal Reserve policy, relative to the weight to account for such a poorly understood and very low frequency influence such as the emergence of China and India into the global economy. Greenspan acts as if he is convinced that the momentum of the cyclical expansion is sturdy, with upside and downside risks well-balanced. As a result, monetary accommodation is expected to be withdrawn progressively over coming quarters because, by this view, the economy doesn't need it. But even the high frequency data give the distinct impression of a slowdown in the pace of economic growth over the past six months, with the "oil tax" coming in for a major share of the blame. But there might be other factors that deserve investigating as well.

The Fed assumes that its framework is correct. But what if the classic U.S.-centric business cycle is no longer the dominant frequency that drives worldwide events? What if a high-powered, low-frequency -- once in a lifetime? once in a century? -- development, such as the integration of 2.5 billion Chinese and Indian people into the marketplace, has begun to dominate all other signals in the spectrum? 
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The current account (shown to the left) covers the balance of US imports and exports. The amount of Treasury notes held by foreigners and its rate of change (ROC) is shown in the right chart. 

The Fed has been persistently easy, money and credit have been cheap and abundant, and U.S. consumption far exceeds U.S. production with the result that a gaping current account deficit leaves our dollar and our markets dependent on policy and investment decisions of foreigners. The monies borrowed from foreign governments to cover these purchases are not financing investments in new productive assets, rather, this borrowing merely permits Americans to live beyond their means -- the average Chinese is now loaning Americans about one dollar in every ten that he earns. It's an unstable situation and one fraught with the potential to trigger inflation if growth picks up elsewhere and foreign exporters can find an alternative to the U.S. marketplace. But as long as Japan and Europe remain sluggish, Asian policy will be dedicated to promote exports to the U.S. as the market of last resort. The huge numbers and low wages of Chinese and Indian labor resources will maintain a disinflationary influence on our markets for as long as it takes for their living standards to converge with living standards in the industrialized world.

This low-frequency, long wavelength influence is not one that will go away anytime soon. When the cycle is strong, its signal may be masked, but whenever the cycle weakens, it will make itself felt. Again, in this new highly leveraged world, inflation and deflation live side by side. Don’t forget to put a percentage of your assets into gold and silver.

Hermann Vohs
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