Bill Meridian-The Original Inflation Bull

Following are Writings from Past Issues of Cycles Research

January 2003:
Inflation is Having Its Effect, as Cycles Research Predicted Four Years Ago
As long-time readers know, I have been forecasting greater inflation since 1998. The reason for the prediction was that the planetary cycles that had created the period of disinflation that began in the 1980s, simply expired in 1998-1999. The situation was analogous to a cork that is held at the bottom of a pool. When it is released, it pops to the surface.  

If this is true, then why have we not seen the inflation? There are two reasons. The first is that inflation is not understood. The phenomena itself is confused with its potential effect-rising prices. The definition of inflation is an increase in the supply of money that exceeds the demand for money. As we know, an increase in the supply of a commodity when there is no increase in the demand leads to lower prices. Thus, the price of money, which is the interest rate, is artificially depressed. And, the value of each individual unit of currency decreases. The Star of India diamond is valuable because it is unique. If there are more, the value of each stone falls. The inflation, or the increases in the supply of money, leads to a falling value for the money. Prices go up, but not because the value of the goods is rising, but because the money is falling in value. The price rise is the effect of the inflation, and not the inflation itself. Inflation, can, and usually does, push prices up. But there have been periods when there is so much slack, or low demand, in the economy that prices can fall or stay stable for a time even while the inflation rate is rising. Eventually, the excess of money leads to higher prices, and to speculation. After all of the factories and mines and other means of production have been drawn on line, the excess liquidity looks for new areas of investment. Thus, the price of art, real estate, antiques, etc. begins to rise. In the 1920s, the excess liquidity spilled over in to the stock market. Because stocks are not part of the CPI, this inflation was not reflected in rising consumer prices. 

The second reason as to why inflation is not recognized is that it is deliberately obscured. The CPI is worthless as a measure; see my description of the calculation of the CPI on the website or in Planetary Economic Forecasting. A retired gent in London, the former head of one of The City’s largest investment houses, had been telling me that the price of gold was being artificially suppressed. He said that the government had been pushing the big Wall Street houses to attempt to hold the bullion price down through the futures market. Now Blanchard and Co., the largest retailer of physical gold in the US, has filed suit against Barrick Gold and JP Morgan, accusing them of gold market manipulation, anti-trust violation, and unfair trade practices. My old friend’s observation may have been correct. With the CPI and gold suppressed, what evidence is there? The price of real estate cannot be manipulated, and land prices have soared in many areas since 1995. And now, commodity prices have risen sharply. The major measures, such as the CRB Commodity Index, have broken 20-year downtrends. The yearly rate of change in the CRB is at the highest level in 20 years. According to Ned Davis Research, the Dow has fallen at a 4.5 percent annual rate when the CRB is in this position. Even the understated CPI is breaking out of a 12-year downtrend. Gold had broken out of a 20-year downtrend.  Technically speaking, these breakouts imply many years of higher commodity prices to come. My projection is for at least a decade of higher prices. 

I must address one interesting anomaly, and that is the breakdown in the 27-year uptrend of the Journal of Commerce Index. Why has this one turned down while all the others have turned up? The JOC is comprised of mostly industrial commodities. This implies that deflation will continue in the capital goods area while inflation will continue in the consumer goods area. This may be due to the cheap imports from China ands India.
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I have seen this scenario unfold before…in the 1970s. I obtained my MBA in 1972, just in time to see the dollar and stocks fall and real assets rise, the reverse of what I had been taught. At that time, it was estimated that higher prices are a negative for the fundamental operations for 80 percent of the companies that have stock trading on the NYSE. Higher prices squeeze profit margins if the price increases of raw materials cannot be passed on to consumers. Some opponents to this viewpoint argue that the companies have lessened their vulnerability to raw material price increases. There is some truth to this. I recall covering Avery-Dennison in the 1970s when oil was a base component of the adhesives that the company produced. As oil prices rose, the company re-formulated the adhesives, replacing the oil with water. 

But there is another phenomena that serves as a driver, and that is disintermediation. This occurs when investors realize that they are over-invested in one asset class, and sell this asset class for another asset class that is under-priced. This has been occurring since 2000, as stocks have fallen and land and commodities have risen. 

The rising prices of gold and oil are currently being explained away by a potential war with Iraq. The financial media feels that they must attach a fundamental “reason” to price movements. They do so to make the economic system appear to be reasonable and predictable. If it does not appear so, then why should investors pay for Wall Street research? When I was a junior analyst at Value Line, one of the stocks that I followed moved 20 percent. When asked by the editor for a reason for the move, I said that there was none. The editor told me that I had to come up with one, and a senior guy told me “when in doubt, make it up.” At present, the masses believe the “explanations”, but this will change. When it does, the public will realize that hard assets are the place to be, and the masses will rush to this asset class, likely selling stocks to raise funds for the purchases. 

Evidence from the Equity Markets

Gold and energy stocks will benefit, as they did in the 1970s. Merrill Lynch once calculated that the correlation coefficient between gold stocks and the stock market is a low 0.3. Thus, gold stocks can rise when the stock market falls. Currently, the sentiment on gold stocks is still too bearish. In Fidelity Select Funds, only 3.3% of all funds are allocated to gold shares. This compares to a mean of 9.2% since 1989. The energy stocks are strengthening now, and eventually, the stocks of companies that own large amounts of land, such as forest products stocks and REITS, will also outperform. 

Reviewing stock sector performance worldwide, we see that inflation beneficiaries were among the top performers. Of the top 30 sectors in the world, 8 were in Canada and 6 were in Australia, two of the economies that benefit from inflation. The bottom 30 is loaded with sectors from the industrialized countries-the USA and Europe. The single best-performing sector worldwide was basic resources. Energy was number 4. Telecom (-42%) and tech (-52%) were the worst. 

February 2003:
Inflation is Becoming More Obvious

If the soaring price of gold, the high price of energy, and appreciating real estate does not tell you something, then the following should. Ned Davis Research conducts some of the most useful research on the planet. Their 2002 review of industry groups supports the inflationary view. They ranked the performance of each stock sector in every country worldwide, and 14 of the top 30 sectors were either in Canada or Australia, economies that benefit from inflation. The bottom 30 sectors were comprised mostly of sectors from the industrialized countries, those markets that suffer from inflation.  

In addition, NDR has published two very interesting graphs, one of the percentage of household assets that are in stocks. The other depicted the same for bonds. Both revealed that holdings are well above the post-WW2 medians. This means that households are overweighted paper assets, the type that fall during inflations. If we look at this as a contrary indicator, it is a sentiment confirmation of higher prices for inflation hedges and hard assets.

See the 2003 roundtable in Barrons. I agree completely with the comments of Marc Faber of Hong Kong. He advises the holding of commodities, countries related to commodities, and to commodity-based stocks. The absence of concern about the high leverage and the continued extension of credit also surprise him. He feels, as I do, that rising interest rates will eventually choke the US consumer. He also stated that the housing market is not going to collapse like the Nasdaq did, but it does not have to. A drop of 10% to 20% will be sufficient to damage the wealth effect that is already suffering due to the drop in equity prices. A study conducted last August did show that the 33% hit that stocks had put on household wealth was partially offset by a 20% rise in real estate. The net result was only a 9% fall in the combined total of stocks and real estate on household balance sheets. I predict that this will change in 2003. Saturn will enter Cancer, and land prices will top out. This will likely damage consumer confidence enough to convince the consumer to cut spending and borrowing, which will put a big hit on the economy. 

March 2003:
Inflation is Becoming More Obvious-Part 2
The inflation theme has once again been confirmed by an analysis from Ned Davis Research. They ran a valuation study based upon PEs and yields. Three markets were relatively undervalued compared to world PE and yield- Australia, Hong Kong, and Singapore. These are all Pacific Basin markets, beneficiaries of higher inflation. Another study correlates positively the momentum in the CRB Index and the relative strength of the Canadian market. The Toronto market is currently at a 17-year high. The skeptics have to answer the question-if there is no inflation, then why are the commodity and equity markets reacting as though there is?

The Big Surprises of 2003

Inflation has the apparent effect of pushing prices up. The cost of borrowing money is the interest rate, and this cost cannot stay down forever. Looking at graphs of the bond markets worldwide, it looks like bonds are breaking out of an Elliott wave 4 into a 5. Gann counts suggest that this wave 5 move to new highs will be complete no later than June 30 for most fixed-income markets. This break in bonds and subsequent rise in rates will place a greater burden on the debt laden consumer, the state, and the municipal governments. At some point, the market will take over from the Fed and blunt the central bank’s efforts to continue to depress rates by increasing liquidity.

The second surprise will be that oil prices will decline after a resolution in Iraq, but not by much. The reason is that Iraq is only part of the reason for the high quotes. The main reason is the excess issuance of credit by the Fed. If almost all commodities are up, then why should not energy rise? And, I have the perfect contrary opinion indicator on oil prices-the spending habits of Arabs. They are aggressively cutting costs and do not believe that oil quotes will stay high.

I think that both of these impending phenomena are not yet factored into the equity markets. Pinning hopes for a recovery on expectations for low rates and lower energy prices will likely prove to be disappointing. 

Bonds Breaking out into Wave 5
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October 2002

The Market is Looking Ahead at the Economy, and Dislikes What it Sees-Stagflation

If you were not around in the 1970s, you missed it. The 1960s boom ended with a 50% drop in the market. The conventional wisdom was that the rise in inflation would be curtailed as the recession progressed. But no, the economy was weaker than anticipated, and prices kept rising. The reason that most missed it- they could not distinguish between the inflation that is caused by demand and the inflation that is caused by excessive credit creation. Nixon removed the last connection between the dollar and gold, so the Fed was free to create any amount of liquidity. So we had the worst of both worlds- a slow economy and rising costs. What a profit squeeze that was.

Since 1998, this service has been advising that we were moving into a more inflationary period. The primary reasons were the expiration of disinflationary cycles. This service also counseled not to look in the usual place for inflation-the CPI. This index is more adulterated than American ice cream. For a description of this index, see the website or the book. 

Inflation is defined as an excessive increase in the money supply over and above the demand for money. If one increases the supply of any commodity while the demand is unchanged, the price falls. Thus each individual unit of money is becoming worth less, the rising prices of gold, oil, land, etc. are a reflection of this. The commodities themselves are not rising in value; it is the currency that is decreasing in value. This was a staple fact in the old economics books, but not any longer. Since the establishment of the Federal Reserve in 1913, every effort has been made to obscure the facts. If this were not done, people might trace the inflation back to its source, and come to the realization that the Fed is a private corporation in which over 50% of the common stock is owned by the largest New York City banks.

The CRB index of futures prices has reversed a 22-year downtrend. The constituents of agriculture (52%), oil (18%), and gold (18%) have risen unexpectedly. Another 10% to 20% rise seems assured. No one in the Mideast has agreed with my bullish views on oil, not even the son of the oil minister who sits a few offices from me. I have been advising that oil revenues would be over projections, and the Arabs would have excess funds to invest that I feared they would lose in the equity markets. 

Here is another sign of the up tick in inflation. The resource-rich Australian stock market’s relative strength versus the world index of stocks has continued and, in fact, accelerated. Looking more closely, we see that the basic resource sectors in both Australia and Canada have gained the most in the last months. These areas do well when there is pricing power caused by rising commodity prices.

This is the major reason that I have been comparing this period to 1966-1982. The stock market initially lost 50% of its value, bottoming in late 1974. It then traded back and forth for 8 years, building a base to launch the 1982-2000 bull market. We are close to the 50% retracement of that bull run, to be followed by a back-and-forth trading range. Timing will be paramount in this time period, unlike the previous era. Fundamental analysis will not work as well, and technical timing will be in demand, just as it was in the 1970s. This was the golden era of the market guru Joe Granville and the super traders such as Frankie Joe. This is why I revived this letter, set up an options service, began to manage private accounts, and gave up effective control over the buy-and-hold technology portfolio. If you want to survive markets, you must change with them. 
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