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What everybody knows, is not worth knowing

Many market participants seem to always have strong opinions about the market. They are often wrong but seldom in doubt. Strong opinions can serve you well at times, but there is no shame in being uncertain about what the market may do. In fact, staying open-minded and noncommittal while you wait for evidence to sway you one way or the other is often the best approach. Nevertheless, we are in the forecasting business, which sometimes means we have to take educated guesses without taking corresponding action. Sometimes it is better to wait.

In my Adecember 31, 2004 newsletter I had predicted that the dollar would rise because of the lopsided sentiment in the markets. I argued that, if everybody was bearish on the dollar, then every bear most likely has acted on this believe by selling dollars. We (investors) usually have strong convictions, when we (investors) have acted already. We do our homework, we weigh the facts and we come to a well researched conclusion. Based on this conclusion, we establish a market position. Dollar bulls buy dollars, dollar bears sell dollars. Only after we have acted do we express a definite opinion. If we are still in a pondering phase, we most likely will not express a definite opinion but take a more balanced point of view … “on one hand, … on the other hand…”. Thus the usefulness of investor sentiment surveys. They are useful because they ask simple questions and give people clear choices. 

Do you think that the dollar will go down, up or sideways/don’t know in the coming year? People who sold dollars will respond with “down”, investors who bought dollars will respond with “up”. The fencesitters (with no position in the market) will most likely answer “sideways” or “don’t know”. If a clear majority opinion emerges, it is time to do the opposite. Let’s assume that in December 2004 70% of market participants answered the question with “down”. This meant that 70% of all dollar speculators with dollar positions had already sold. Further declines could have been accomplished only if the remaining 30% bulls changed their mind and started selling their dollars as well. However, this lopsided market sentiment provided for lots of potential buying power from the people who already had sold. In other words, most of the dollar selling was already behind us in December 2004. The call for a rising dollar therefore was somewhat obvious.     
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So here we are, two months later and the dollar index recovered from 80.39 to 85.39. This 6.2% move is substantial but not necessarily meaningful. The question is, has the long term trend of our currency changed course or not? To answer this question, I would like to quote Thomas Donlan from Barron’s:

There are already too many dollars. Just because foreign central banks have soaked up a lot of them in the purchase of U.S. Treasury notes does not mean our government hasn't inflated the currency. Just because the U.S. Consumer Price Index has not risen very much yet does not mean that there aren't too many dollars chasing the world's goods and services. It just means that the excess dollars are chasing oil and gas around the world and goods and services in China, India and the rest of Asia. They'll be back. Unless we act quickly to slow the creation of dollars, they will eventually come home to bedevil the price of bread, meat, cars, and the rest of the CPI market basket.

If he is right, and these dollars return home one day, they actually might have the counterintuitive effect of raising the value of the dollar and at the same time raising inflationary pressure. In this sense we should be glad that the trade deficit for 2004 came in at a staggering $617.7 Billion. It simply means that dollars stayed abroad “chasing oil and gas around the world”. Jim Griffin, one of my favorite commentators on TheStreet.com had the follwing to say: ”On one hand: No big deal, we buy their (Asia’s) goods and they (Asia) buy our bonds. Is it really so different today, when at the margin it is Asian workers and Asian investors who are producing the goods and buying the bonds, round-tripping these transactions, all dollar-based, through the U.S. economy and capital markets? At a very basic level, the numbers may be less meaningful than is commonly believed. Sure, our export-import gap has grown huge beyond all precedent, but in an age of multinational enterprises, the standard definitions and accounting are somewhat misleading. The foreign sales of overseas subsidiaries of U.S. corporations are bigger than the foreign sales -- i.e., the exports -- of U.S.-based businesses, but the sales of those subsidiaries do not count as U.S. exports. Many of them, in fact, turn out to be U.S. imports, as in the case, for example, of a truck sold in the U.S. but built in a GM- or Ford-owned plant in Canada. It isn't a straightforward exercise to interpret a system of accounts that was defined before the rise and expansion of multinational enterprises. …That marginal investor, lately the Asian central banks, is in direct competition with you as a bidder for bonds but, unlike you, he doesn't appear to be concerned with the return on his money, or even the return of his money. His objectives appear to be dramatically at odds with those of the typical bond buyer: He wants his national currency to stay low and his business turnover and employment growth rates to stay high. If he has to overpay for bonds in order to meet these objectives, well, that's just a cost of doing business. As this key marginal investor overbids for benchmark T-notes, traditional investors find themselves displaced, forced to range elsewhere in a search for yield. Spreads collapse, valuations soar, alternative asset classes come in for new attention and voices are raised about an echo bubble -- not the same old tech and telecom balloon of the late 1990s but one in bonds or perhaps in houses this time. ”
I agree with him when he says, that the liquidity flows, which inflated valuations in the 1990s were of a different provenance but had a similar effect. Then, it was private foreign investors who poured into the U.S. Now, it's official foreigners, banker-politicians with different agendas than those of risk-adjusted, return-maximizing asset managers. The effect, however, is the same. Bond prices stay high, yields stay low and house prices are ridiculously overvalued. I do not think that these trend will continue for much longer. 

The dollar meanwhile seems to have turned down again. This can mean one of two things: Either the downtrend is intact and will continue, OR the dollar stops at the low set in December 2004, stabilizes and stages another rally. Which one it will be, I can not tell at the moment. Gold and silver stocks anticipated the downturn last week and rallied strongly. On the metal side meanwhile, silver outperformed gold by a wide margin. The metal gold clearly reacted to the weakening of the dollar by rising 4.1% from a low of $414/oz to $431/oz. The March silver contract on the other hand rose 14% from a low of $6.495 to $7.41. This could mean that the currency impact makes up only part of the rise. The other part might be that worldwide industrial usage of silver is starting to play a bigger role in the metal’s pricing. If this assumption holds true, then silver stocks are probably the place to be in the near future.

Hermann Vohs  
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