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LO N G WAV E A N A LY S T
ASIAN CONTAGION
THREATENS TO
ENGULF THE
WORLD
“The great Asian slump is already one for the record books. Never in the course of economic events
-- not even in the early years of the depression -- has so large a part of the economy experienced so
devastating a fall from grace.” 1
Starting in Asia, financial turmoil devastated Russia and Eastern Europe and then crossed the Atlantic
into Latin America. The impact on the world’s banks is yet to be fully factored into the equation.
International debt and private and other debt in the emerging markets totals approximately U.S. $2
trillion. During the 1982 debt crisis about 35% was written off, which amounted to a manageable $140
billion (U.S.). A similar write down today would see creditors forgiving a massive $700 billion (U.S.),
placing a severe strain on the world’s financial system.
Asian banks are experiencing defaults at unprecedented levels and the effects are being felt in countries
as far away as Britain, where Asian companies built factories to manufacture goods to be sold in
Europe. These factories are now closing, unemployment is on the increase thus, the British economy
is forecast to slow dramatically.
Nowhere are the effects of the crisis being felt greater than in Japan. Speaking on Japanese television,
Taichi Sakaiya, head of the Economic Planning Agency, said: “There are problems with the financial
sector and sentiment is very bad. I would say there is a danger of entering a deflationary spiral.”2 For
years Western Europe and particularly America feared Japan’s economic success; but now Japan’s
economic collapse is posing a threat to American prosperity. Japan’s economy is contracting at an
annual rate of 5%, unemployment is rising and the banking system is collapsing. The politicians are
bickering and dithering, instead of trying to find a solution to the country’s problems. For many years
they spent money on questionable construction projects, which left Japan more deeply in debt than Italy.
Added to this debt are the potential costs of rescuing an insolvent banking system and absorbing the
railways’ hidden debts. This will put pressure on Japan’s AAA credit rating, and add to the government’s
costs of borrowing to fund its programme of tax cuts and public works.
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“There are
problems with
the financial
sector and
sentiment
is very bad.
I would say
there is a
danger of
entering a

Not surprisingly, Japanese consumers are hoarding liquid assets, mainly
Dollars and Deutsche marks, at an unprecedented rate, and gold as well,
estimated to be U.S. $9 trillion. In the last decade, they have seen the value
of their homes and equity share values fall by two-thirds. Japanese banks
are groaning under the staggering weight of more than U.S. $1 trillion in
non-performing loans, which amount to 30% of the country’s GDP.

By implementing the dual policies of lower interest rates and the repurchase
of government debt, the Government seems disposed to managing a
weaker Yen. The Japanese maintain sizeable assets overseas, which can
be repatriated at any time. Bringing home these assets means that the Yen
will appreciate against other currencies, and this would defeat the strategy
of devaluation. China wants the Yen and other Asian currencies stabilized
to stop the flood of cheap Asian goods freezing out more expensive
Chinese products in export markets. The Chinese government is already
concerned about growing domestic unemployment and is employing a
covert devaluation policy of its own by subsidizing exports. Many China
experts are predicting a full-scale devaluation of up to 20% within the next six months. Any devaluation
in China would almost certainly lead to the unpegging of the Hong Kong Dollar and a further round of
competitive devaluations throughout Asia.
Nikkei 225 Index
We warned that any break of the Nikkei below 14200 would be bearish. The
Nikkei closed Friday, September 25th, at 13723 - a new 12½ year low. Our
final target low for the Japanese stock market is 5700. Our intermediate
target is 10,000, which we anticipate will be prior to mid-November.
In July of this year DRI, a division of Standard and Poors, produced a report entitled Asian Depression
– World Recession: a special study on the Implications of a Worst-case Scenario in Japan and
Asia. The report includes the following assumptions, all of which are plausible:
*
*
*
*
*
*
*

failure of several large Japanese financial institutions;
further collapse in the Tokyo stock market;
a fall in the Yen to 200 to the US dollar;
devaluation of 40% by China and Hong Kong;
further devaluations in the rest of Asia;
default by Indonesia on its foreign debt;
big devaluations in Latin America, particularly by Brazil. 3

What the report failed to consider, or at least it was not reported in the Financial Times, is the potential
for a devastating slump in the world economy should the U.S. and European stock markets enter a
protracted bear phase, which is certainly forecast at the end of the plateau period of the Long Wave.
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The Russian saga continues to unfold amid a depressing litany of bad news. The country has defaulted
on much of its debt and watched the Rouble go to rubble. Western losses in Russia are sustainable,
although they are likely to total in excess of U.S. $200 billion. Of real concern is the potential for Russia
to turn to anarchy as the various factions fight for control of a rapidly disintegrating country. What can
be predicted with some political certainty is that Russia will turn inwards and once again become a
dangerous potential adversary to the West.

Can Latin America escape?
The currency crisis contagion has now spread into South America and is threatening the entire continent.
Columbia and Ecuador have just devalued and this is likely to lead to a renewed spate of devaluations
throughout the region.
Two countries, Brazil and Venezuela, are on the brink of devaluation or even default. Brazil’s economy
represents 45% of Latin America’s gross domestic product, and has critical implications throughout the
Americas.
Brazil is reported to have spent $20 billion (U.S.) of its reserves in a futile attempt to shore up the Real.
While this has reduced its reserves to a still respectable $50 billion (U.S.), the pace of the erosion
of these reserves was alarming. As an alternative, Brazil has raised interest rates to 50%. This may
have postponed devaluation but it changes the potential outcome into a far more dangerous scenario
-- default.
About 60% of Brazil’s domestic debt of U.S. $290 billion is linked to overnight interest rates; and the
effect of the rate increase is to add $70 billion (U.S.) a year, or 9% of GDP, to an already unmanageable
budget deficit of 7%. Worse still, about $90 billion (U.S.) is due to be repaid within the next two months.
Given the outlook for this deficit it is not at all certain that lenders will be found to refinance the notes
coming due. Brazil has insufficient reserves to pay off the maturing debt. The Brazilian private sector
owes a whopping US $140 billion overseas, which is the most by any developed country in the Western
world. Meanwhile, the country is in the midst of a presidential election, which means any uncomfortable
but necessary fiscal medicine is unlikely to be prescribed until after the election. Confidence is
evaporating, evidenced by the flight of capital. So far this month, more than U.S. $14 billion has been
moved out of Brazil.
Like Brazil, Venezuela is in the midst of a presidential election, and there is growing support for the
leftwing candidate, Hugo Chavez, which adds a political dimension to the region’s financial crisis. A
currency collapse in Venezuela would likely trigger a round of competitive devaluations throughout
the region. This would have far more serious implications for U.S. companies and U.S. banks than the
Asian crisis, because of their significantly larger exposure in South America.
Oil prices have fallen from almost $22 (U.S.) a barrel a year ago to less than $13 (U.S.) a barrel today
and Venezuela has been struggling as a result. The country accounts for 6% of the world’s oil supply,
most of which is exported to the U.S. Almost half of its public sector income and more than two-thirds
of its export income is derived from oil. Falling oil prices have had a devastating effect on Venezuela’s
fiscal deficit, which has now risen to 5.3% of its gross domestic product.
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The Venezuelan markets are predicting devaluation. In the two weeks ending September 1, the stock
market plunged 34% and has lost more than 70% since the beginning of this year. Bonds are yielding
almost 40%. Inflation is running at 40% and the currency is overvalued. The central bank has only $14
billion (U.S.) of reserves in defence of the Bolivar.
Venezuela is close to devaluation, and Brazil is not far behind. If these countries devalue, Argentina and
Mexico would follow and the whole region would likely devalue or, worse still, default. This would have
a bigger impact on America’s growth and its trade deficit than has the slump in Asia because the U.S.
has closer links to the region. One-fifth of American exports go to Latin America. Large U.S. banks have
ten times the exposure in Latin America than they have in Russia. Numbers as at the end of March this
year show that U.S. bank loans to Latin America were $76.4 billion (U.S.). This does not include indirect
exposure such as lending to hedge funds. Most of this exposure is in Brazil, where loans in that country
totaled $27.2 billion (U.S.).
The global financial crisis has negatively impacted the major financial power in each particular region.
The Asian crisis has driven the Japanese economy into a financial black hole. The region is the largest
purchaser of Japanese goods and Japanese banks are huge lenders in Asia, having loaned 118% of
their capital to emerging markets. These banks, already reeling from bad loans within Japan itself, are
feeling additional pain from the crisis.
Germany has a major financial presence throughout Eastern Europe and in Russia, where German
banks have a US $35 billion exposure, most of which must be written off. It is likely that a significant
number of Eastern European countries will follow Russia’s lead and default on their debts, which will
put additional pressure on German banks.
The major brunt of any financial fallout in Latin America will be borne by America. U.S. bank loans in
that region are almost two and a half times the German bank exposure in Russia. Social unrest in the
region brought about by a worsening economy would make America very uneasy.
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Sunday Times, August 30, 1998

The Evaporation of Wealth in America
The great bull stock market of 1982 to 1998 has added considerably to the wealth of millions of
Americans. During the past three years the measured wealth of American households has doubled
and they have been spending more and saving less. This year, consumer spending has jumped at an
annualized rate of 6%, while savings have fallen to a record low of 0.6% versus an average of 7.7%
from 1950 to 1989. But what happens if the market plunges? Readers know our opinion on that topic
and we contend that the plunge has only just begun. Economists have long maintained that every $1
increase in wealth eventually raises consumer spending by 3 to 4 cents. Fifty percent of American
households own equities, compared with only 3% in 1929. Total shareholdings now amount to 150%
of GDP, which is up from only 70% before the 1987 crash. The recent 20% drop in the stock market
wiped out $3.3 trillion (U.S.) in paper wealth. If the stock market was to decline by 50% (which would
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merely return U.S. price/earnings to their historic levels) U.S. GDP would be 7% below what it would
otherwise be.

Fifty percent
of American
households
own equities,
compared

Jim Bianco of Bianco Research estimates that investors have poured
$1.06 trillion (U.S.) into domestic mutual funds since October 1990, which
is 90% of all money invested in mutual funds since 1924. By May, these
investors had unrealized profits of $647 billion (U.S.) or 61%. At the 5,474
level on the Dow Jones Industrials, the average of all domestic purchases
since 1990 would be at breakeven.4 If the stock market follows the 1929
pattern, then 5,474 will be broken before the middle of November this year.

There are many who argue that the U.S. stock market is largely immune to events outside the country,
because the American economy is still strong, and as much as 70% of that economy is driven by U.S.
consumers themselves. Precisely the same argument might have been raised in 1929. After all, the late
1920s were known as the boom years. “Pickup one of those graphs with which statisticians measure
the economic ups and downs of the Post- War Decade. You will find that the line of business activity
rises to a jagged peak in 1920, drops precipitously into a deep valley in late 1920 and 1921, climbs
uncertainly upward through 1922 to another peak in the middle of 1923, dips somewhat in 1924 (but not
nearly so far as in 1921), rises again in 1925 and 1926, dips momentarily but slightly toward the end of
1927, and then zigzags up to a perfect Everest of prosperity in 1929….”5 It was the destruction of wealth
following the 1929 stock market crash and with it the huge loss of collective confidence on the part
of the American consumer which were together major contributors to the ensuing Great Depression.
Similarly today, the American economy has been accelerated by a paper-rich American consumer, but
this confidence can be destroyed by a stock market crash similar to that which occurred in October
1929.

U.S. Stock Market Today vs. the 1920’s
We make the comparison between the present stock market and that of 1929 because the 1929 crash
ended the Plateau Period of the previous Long Wave, and the 1998 decline is ending the Plateau
Period of the present Long Wave.
That the U.S. stock market is now in a bear phase is confirmed by the anaemic breadth of the market
(stocks making new lows versus those making new highs) and technical tools such as the venerable Dow
Theory, which states that the Industrial index and the Transportation index must confirm one another.
Both indices have confirmed the beginning of a bear market. A recent study by brokers Donaldson
Lufkin and Jenrette, who took an unweighted sample of 6,625 companies traded on the New York Stock
Exchange or the Nasdaq, showed that the average stock was down 35% from its 52 week high. Now,
that’s a bear market. Warren Buffet has raised $9 billion (U.S.) through stock liquidation, demonstrating
his conviction that stock prices are going lower. Investors who are trying to convince themselves that
all we are seeing is a correction are suffering from a bullish delusion, which will severely impact upon
their wealth.
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For stock prices to continue to rise, corporate profits must also rise. But corporate profits are beginning
to decline. In the second quarter of this year corporate profits were down 1.5% over the same period
in 1997, which is the first year to year decline in almost a decade. More and more companies are
issuing profit warnings for the third quarter and this is having a devastating effect on their share prices.
When Alcatel issued a profits warning earlier this month, the stock promptly lost 38% of its value.
So far, nearly 200 U.S. companies have warned that third quarter earnings will be below analysts’
expectations and these warnings could exceed the 493 warnings made in advance of second quarter
results. However, analysts are still hopelessly optimistic about the earnings growth outlook into the
future. While they have pared their forecasts for the third quarter of this year to a 0.2% fall against the
same quarter last year, they still see the fourth quarter as a 10.8% gain over the same quarter last
year. Forecasts into next year are 15.1% in the first quarter and 19.8% into the second quarter. These
estimates leave room for considerable disappointment. What these analysts have failed to take into
account is the financial devastation that is now sweeping through much of Asia, Eastern Europe and
Latin America. Nor, have they considered the major negative impact that any stock market decline will
have on consumer spending in the United States.

Topline Investment Graphics

This chart depicts what will happen to the Dow Jones Industrial Average if it follows the course of the
1929 to 1932 bear stock market. While we would be unwise to conclude that we will duplicate the 1929
crash, the price action should serve as a guide to anticipated price movement and the end result will
likely be similar. Values in the U.S. stock market are more extreme than they have ever been before
and values tend towards extremes at market tops and market bottoms.
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Hoping (praying) for an interest rate cut
Investors are hoping that Alan Greenspan, Chairman of the U.S. Federal Reserve Board will cut the
FED funds rate at the Reserve Board’s meeting on September 29. The idea is that this makes bonds
less attractive as investments, and money flows out of bonds back into stocks. This theory generally
holds up in bull markets, or at the start of the Plateau Period bull market, but it does not work in bear
markets. Consider that in Japan interest rates were at 6% at the top of the bull market in 1989. They
are now at 0.5% and the stock market has just made a new 12½ year low, some 65% below its high in
December 1989.
Immediately following the October 1929 crash, U.S. interest rates were cut from 6% to 5.5% and then
down to 5%. By the end of the year interest rates were at 4½%. On February 6th, 1930, interest rates
were cut a full percentage point. Further cuts took rates down to 2% by the end of the year and into
1931 rates were down to 1.5%; nevertheless, the Dow Jones Industrials had already dropped 60% ,
and by the Spring of 1932, the Dow Jones Industrial Averages were down 90% from their September
1929 highs, in spite of these aggressive interest rate cuts.
“The lesson here is that low interest rates and cheap credit alone cannot be relied upon to bring about
an economic recovery when the economy is caught in the grip of a long wave, real asset deflation
brought about by a prior over-expansion of credit. This was the case in 1930 and that is the case now.”6

The U.S. Dollar -- As Good as Gold?

What we anticipate seldom occurs; what we least expect generally happens.7

t o

The U.S. dollar has started to fall against most major
European currencies and the Japanese Yen. “Rather than
just a technical setback, the currency market is signaling its
belief that the long term appreciation of the dollar may be
coming to an end.”8 Along with this decline, Gold has started
come to life and has appreciated more than 7% in the
past few weeks. For three years speculators have played
the spread between U.S. and Japanese interest rates,
borrowing cheaply in Yen and using the money to purchase
U.S. stocks and bonds. This profitable game has been
halted by the crisis in the international financial system and
the slide in the U.S. stock market. Asian money seeking the
supposed ‘safe haven’ status of the U.S. dollar has masked
the inherent weakness underlying the currency.
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The Vulnerability of the U.S. Dollar

“The dollar’s days as the world’s most important reserve currency may be numbered”.9

1. The growing trade deficit which this year will probably amount to $300 billion (U.S.). This means that
this rapidly growing dollar pool is in the hands of fickle foreigners and can be exchanged at any time.
Since America started incurring these deficits the cumulative total is in excess of $2 trillion (U.S.), which
constitutes an immense dollar overhang in the market. Added to this overhang is the massive Eurodollar market and the black market dollar pool, which circulates in many Asian and Eastern European
countries, particularly Russia.
2. The enormous budget deficit, which is officially close to $6 trillion (U.S.). This is approximately 20% of
the entire world’s GDP. Unofficially or off-budget, America has approximately another $15 trillion (U.S.)
deficit. The United States relies upon foreigners to lend it much of this money. This year, President
Clinton is taking credit for balancing the budget; most of the credit is due to the bull stock market
and the healthy capital gains taxes levied on investors over the past eight years or so. This source
of government income will reverse dramatically when the bear stock market begins to take its toll.
The United States will become even more dependent upon benevolent foreigners to lend her money.
Unfortunately, these foreigners will be facing financial problems at home and administered interest
rates will have to rise considerably in the U.S. to attract foreign lending.
3. The growing financial crisis in Latin America, has a direct impact on U.S. banks, and through these
banks on the Dollar itself. Equally important is the perception that any financial turmoil in this region will
affect America both financially and politically. The U.S. is not in any position to unilaterally act as lender
of last resort to Latin America. Countries which might in the past have come to America’s assistance
as they did in 1993 during the Mexican financial crisis, now have problems of their own and might not
be able to help. It is important to note that more than half of U.S. exports go to weak currency areas in
Asia, Latin America and Canada.
4. Huge foreign holdings of American investments in the equity and bond markets, which are estimated
to be in excess of $2 trillion (U.S.), hang like the sword of Damocles over the U.S. dollar. Foreign central
bank holdings of U.S. Treasurys have already reversed $80 billion (U.S.) over the last twelve months.
Large foreign purchases of U.S. equities, which were $66 billion (U.S.) in 1997 and at an even higher
rate in the first half of 1998, are now likely to reverse in the face of a declining stock market. These
capital flows out of the U.S. markets are a major negative for the U.S. dollar and will only worsen as the
stock market declines further.
5. Foreign central banks might start to challenge the reserve currency status of the Dollar as its
underlying weakness becomes apparent. Japanese politicians have already done this. (See Gold
Section following).
6. “Huge hedge fund at risk”. This headline in the Financial Post of Thursday September 24th, 1998,
highlights an immense bubble that could cripple the world’s banking system, specifically its enormous
exposure to the derivatives market, which includes options, swaps, forwards, futures, caps and collars.
The Comptroller of the Currency’s latest report estimated that the notional amount of derivatives in the
portfolios of U.S. based banks was $28.2 trillion (U.S.). The eight largest U.S. banks own 95% of this
exposure, which equates to 243% of their risk based capital.
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Andrew Smithers, an authority on derivatives exposure, estimates that a 30% decline in the stock
market would leave the U.S. major dealers of equity options (including Merrill Lynch, Morgan Stanley,
J.P. Morgan, Banker’s Trust and Goldman Sachs), with a huge liability of $400 billion (U.S.) versus their
aggregate equity of $33 billion (U.S.).10
7. President Clinton’s growing leadership problem, which is likely to end in his impeachment if the stock
market is considerably lower by November as we believe it will be, is starting to affect international
confidence in the U.S. and thereby confidence in the dollar itself. As this particular crisis continues to
unfold international selling of the U.S. dollar will increase.
8. As the dollar starts its decline in earnest it has the potential to snowball into a panic, because all over
the world, foreigners and foreign central banks are huge holders of U.S. dollars.

“U.S. Treasurys will be the Junk Bonds of the 21st Century”
... an Analyst interviewed on CNBC, September 22nd, 1998

American equity investors have seized upon the prospect of lower interest rates with desperate
enthusiasm. Unfortunately, the Federal Reserve Board is damned if it complies with these expectations
and damned if it does not. If it lowers the FED funds rate, the Dollar will come under increasing selling
pressure and if administered interest rates are not lowered the stock market will fall because an interest
rate cut has already been built into stock prices. But a falling stock market will also lead to a falling
dollar. What the Federal Reserve Board wanted was a coordinated interest rate cut from all the G7
countries, which would have effectively retained the status quo. Apparently, it is not going to happen.
Germany sees no reason to cut and neither does France.
The moral of the U.S. predicament is ‘Do not be beholden to foreign creditors’. When a country owes
to foreigners, it is the foreigners who effectively determine the rate of interest that they want to be paid
on a loan. When foreigners lend they take a currency risk and they will normally demand a premium for
that risk.
As the U.S. dollar comes under further selling pressure for all the reasons we have listed above, interest
rates will rise to draw foreign creditors back into the U.S. debt markets. Canadian rates have recently
been raised 1% for this reason.
How high interest rates will have to increase is almost inversely proportional to how far the Dollar will
fall. From our perspective the U.S. dollar has so many negatives attached to it that we anticipate a
significant decline in the dollar and ergo a major increase in interest rates despite the looming recession.

Can commodity prices go much lower?
Recently an oil industry analyst was interviewed about oil prices. He was convinced that they had
bottomed and the reasons that he gave were that the oil producers had successfully cut production and
La Nina would bring a much colder winter. Prices themselves had bottomed reflecting an anticipation of
increasing demand. Commodity prices are simply a reflection of supply and demand. There is no way
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that demand can increase in the face of a contracting global economy. We have yet to see the effects
of a slowing of demand as the comparatively enormous economies of Western Europe and, more
importantly, North America move into recession and perhaps worse. In the event that this happens,
worldwide demand would probably contract a further 70%, which would have a similar impact on prices.
In this event, oil prices would fall to $4 (U.S.) a barrel and copper prices to roughly 20 cents a pound.
Other commodities would suffer similar price deflation.
Real estate prices, like all commodities, are based upon the laws of supply and demand. Recessions
and depressions significantly reduce demand, while at the same time increasing supply.
Buoyed by a booming stock market and relatively low interest rates, real estate prices in North America
have been riding high. Given the Long Wave scenario for the economy and for North American interest
rates, real estate prices are likely to fall a long way. In Japan, prices are already off 60% and will
probably go even lower as the economy sinks into depression. During the 1930’s depression U.S.
home prices dropped more than 50%. Whatever the final outcome, we expect real estate prices to drop
dramatically as the Long Wave depression takes a hold on Western economies.

“Time Will Run Back And Fetch The Age Of Gold”
Milton, On the Morning of Christ’s Nativity, L135

As the currency crisis deepens around the world and begins to affect the mighty U.S. dollar, Milton’s
words become prophetic indeed. The International Monetary Fund, organized following the Bretton
Woods Agreement in 1944 as lender of last resort, is coming under increasing pressure. Tony Blair,
the British Prime Minister, has called for a reassessment of the role of the IMF, which is rapidly running
out of money anyway. Meanwhile, the other linchpin of the Bretton Woods Agreement, the U.S. dollar,
is itself fast approaching a denouement because of its horrific debt position. One of the characteristics
of the deflationary/depression stage of the Long Wave is the breakdown of the international monetary
system. We will explore this in greater detail in our next issue. Needless to say, the role of the U.S.
dollar as the world’s reserve currency will come under increasing scrutiny and perhaps repudiation
given America’s unsustainable dual deficits. The days when the U.S. dollar is considered as good as
gold are numbered.
In 1997, three different Japanese officials commented as follows:
Japanese Prime Minister Hashimoto said, “Exchange rate instability might encourage Japan to sell
some of its U.S. Treasury holdings and buy gold”.
Shunjiro Karasawa, member of Japan’s Lower House of Parliament, said, “Japan’s gold holdings are
far too low compared with other major countries”.
Masaaki Nakayama, member of ruling Democratic Party, said, “Excessive dependence on the U.S.
dollar and sharply smaller gold reserves are my growing concern”.
We find these comments highly illuminating, because of their bias towards a larger gold ownership for
Japan, and their underlying discomfort with Japan’s Dollar holdings. We also think that these warnings
will translate into action.
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This chart is a study of the relationship between gold and the stock market. It shows that in July the
Dow Jones Industrials were trading at record levels against an ounce of gold and that relationship is
beginning to fall. Past declines from these extreme levels have been rapid, and have reached a one to
one relationship. The two ounces of gold required to purchase the Dow Jones Industrials in July 1932
would undoubtedly have been lower had the price of gold been freetrading rather than being locked
at $20.67 (U.S.). It might be anticipated that the DJIA and gold will ultimately trade, as they have in
the past from extreme levels, at a one to one relationship. Where the two levels will meet is a matter
of conjecture. Since we have projected a low on the Dow at around 1,000, gold will have to trade at
$1,000 (U.S.) per ounce to establish the one to one relationship. The last time this parity was reached,
the stock market had appreciated; whereas, the current outlook for the market is a substantial decline.
Therefore, it is possible that gold will trade at a higher level than the DJIA following a vicious Plateau
Period-ending bear market.

Silver
We are not bullish on silver during the coming deflationary/depression cycle. Unlike gold, silver is not
money of last resort and is priced on the basis of supply and demand just like any other commodity.
As the crisis developed in 1929, the United States sought international agreement for a monetary role
for silver but without success, and the price of silver dropped from 64 cents an ounce to 25 cents an
ounce early in 1933.

Volume 1 | Issue 4
July/August, 1998

Silver mining was an important employer in several western states of the United States and the Senators
in these states pressured President Roosevelt to incorporate silver as a part of the ‘National Reserve’
of precious metals. The Silver Purchase Act of 1934 effectively nationalized the silver market in the
United States and required all newly mined silver and bullion not required for industrial use to be sold to
the U.S. Treasury. The initial purchase price was 50 cents per ounce. This was later raised to 90 cents
and finally to $1.29 (U.S.) per ounce, where the price remained until silver was denationalized in 1963.
It is unlikely that the United States will again nationalize silver, since American production is now of
minimal importance and the metal itself has little strategic value.
Silver last assumed a place in the international financial system as long ago as the 1870’s. Although
President Nixon shut off the international exchange of dollars for gold in 1971, gold still retains an
international monetary role through Central Bank ownership as a part of currency reserves. Strong
Central Banks keep as much as 30% of their reserves in gold.
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The above chart clearly outlines the detrimental effects of deflation on commodity prices including silver
and on the stock market itself. On the other hand, the chart shows the enormous gains experienced by
gold stocks (Homestake Mines is shown as a proxy for all gold stocks); this, in spite of only one price
change for gold, which was a 70% hike in 1933.

Volume 1 | Issue 4
July/August, 1998

Last Minute Notes
Dow Jones Industrials
Short term, the Dow Jones Industrial Average is in an uptrend, making a series of higher highs and
higher lows. A break of 7,700 will reverse the trend to the downside. September 26, 1998

The Party’s over
It’s time to call it a day
They’ve burst your
pretty balloon
And taken the
moon away.
It’s time to wind up
this masquerade
So make your mind
Technical indicators on the weekly chart are still bearish and the resumption
up.
of the bear market will be confirmed by a weekly close below 7,400. Our
The piper must
downside target is 5,100, which we anticipate will be reached by the middle
be paid.11
of November. Our bearish outlook would be negated by a move above
8,700. In that case, we would expect a test of the old highs around 9,400.
XAU Index (Weekly Chart)
Chart patterns are indicating the start of a long-term bull market for Precious Metal stocks. The XAU
Index has just broken above first minor resistance around 73. More important resistance is at 93.50. A
move above this level will be very bullish, since it will break the sequence of lower highs and lower lows,
which is a typical bear market pattern.
What is of particular interest in this chart pattern is the key point reversal bottom in the week of September
5th. (Key point reversal bottoms are made when a new low is reached, but the price closes above the
close of the previous bar). This is a reliable indication of a coming change in trend.
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Technical indicators are also turned up which adds to our conviction that the Gold/Silver Index has
started a new bull market. This is corroborated by the long-.term indicators which are also turning to
the upside.
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”Those who cannot remember the past are condemned to repeat it.” Santayana

