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Is Deflation No Longer An Issue?
The economic basis supporting my bearish longer-term market forecast is that the US
economy will experience a deflationary depression, the usual culmination of a
Kondratieff long wave cycle. However, there has been much talk recently among
“financial pundits” and commentators about the deflation threat having passed and,
therefore, the Kondratieff Winter as well. Even Alan Greenspan has put a fork in it, based
on the following excerpt from the text of the April 20, 2004 FOMC statement: “Threats
of deflation…by all indications are no longer an issue for us.” What indicators are used to
reach that conclusion is left for us to surmise, in typically ambiguous Greenspan fashion.
Effects
I suppose the recent trend of rising consumer and producer prices, and interest rates are
some of those indicators he was referring to. Notwithstanding each are effects, not
causes, of deflation, let’s explore them anyway since they are inarguably useful measures
of the long cycle of inflation/deflation.
Beginning with consumer prices, the following chart is of the annual CPI beginning in
1949. The black line is the cumulative CPI, whose parabolic rise is attributable to the
inflation machine called the Federal Reserve. While frightening in its own right, it is the
red line, which represents the year-over-year percentage changes, that is pertinent to this
analysis.

(Chart Courtesy of Economagic.com)
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The rate of change of prices which measures whether the velocity of money relative to
goods available is increasing (inflation) or is decreasing (deflation). As revealed on the
above chart, this measure of velocity was rising from 1949, the trough of the previous
Kondratieff Winter, until 1980, the peak of the current Kondratieff Summer. As with
most trends, it was not a straight line advance, but rather a series of higher lows and
higher highs – known in technical analysis as an uptrend. This uptrend was broken in
1983 when a lower low was made, and confirmed by the subsequent lower high in 1985
followed by a lower low in 1987. Under Dow theory, and traditional technical analysis as
well, a trend is assumed to remain in place until reversed. While a reaction high was
made in the late 1990’s, it was not followed by a higher low and higher high; i.e. was not
confirmed. Thus, the downtrend is assumed to remain in place. In fact, a series of
declining peaks since 1980 is easily discernable by even a novice chart reader. While I
cannot conclude with a high degree of confidence the next move will be a plunge into a
negative rate of change, or deflation; I can conclude that the downtrend that began in
1980 has not been reversed.
Next is a chart that is the most common measure of producer prices, the PPI. It basically
tells the same story as the CPI, albeit in choppier fashion. Clearly, as with the CPI, its
downtrend has not been broken. In fact, unlike the CPI, it was further confirmed with a
lower low in 2001.

(Chart Courtesy of Economagic.com)

Lastly, turning to interest rates, we see much the same picture (see chart of bond prices at
top of next page.) While the latest sell-off in bonds caused quite a stir with the financial
media and investing public, in reality it appears as a mere blip on a long-term chart. In
fact, prices remain well above the last significant reaction low from 2000. The uptrend in
bond prices (downtrend in interest rates) remains firmly in place.
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Even in the event that a lower low is made, I believe it would be prudent to await
confirmation; i.e., a subsequent lower high followed by a lower low, before declaring the
secular trend reversed. I say this because interest rates are very susceptible to short-term
economic shocks. For instance, the interest rate spike in the early 1930’s led to the
popping of the credit bubble in the last Kondratieff Winter. At that time it certainly
appeared, at least from a technical basis, the secular trend had been reversed. As it turned
out, the ultimate trough in rates was not to occur until 1949 – over 15 years later! We
appear to be near the same stage in the current Kondratieff cycle as we were in the early
1930’s. This warrants consideration. Another reason to be prudent: secular trends in rates
tend to last a long time – usually overlapping two Kondratieff seasons. As such, there is
no urgency to be one of the first ones on the train.
Based on this brief technical review of the aforementioned effects of the long cycle on
inflation and deflation, it is obvious that a reversal in the deflationary wave that began in
1980 cannot be proven to have occurred. Consequently, the existing trend, which is
deflation, must be assumed to still exist. In light of this, I think it was imprudent, and
perhaps irresponsible, of Alan Greenspan to make the statement he did on April 20, 2004.
Causes
Since all that we have explored so far are effects of the cycle of inflation and deflation, it
would be worthwhile to look at some of the causes. The ultimate root cause of the cycle
is human psychology conveyed into human action. The closest measures of that action
pertinent to this analysis are money supply, the volume of money, and credit.
As I’ve previously mentioned, it is the volume of money and credit relative to the volume
of goods available which actually drives the cycle of inflation and deflation. The up wave
of the long cycle is characterized by an expansion in money and credit; the down wave by
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a contraction. These long waves of expansion and contraction of money and credit are
punctuated by extremes in the human emotions of optimism and pessimism, respectively.
It is a common misconception that prices of goods rising and falling create inflation and
deflation. They do not; rather, they are merely effects.
For that reason, to conclude that the causes of the deflationary wave of the current cycle
have passed, we should look for a correction of commensurate degree to the preceding
expansionary (inflationary) wave. For that purpose I will review both a chart of money
supply and credit for the relevant time period.
Beginning with money volume, I’ll use a chart of M3 – the broadest measure of money
supply (data begins in 1959):

(Chart Courtesy of Economagic.com)

As with the previous economic charts, the black line represents the cumulative increase in
raw data and the red line the annual rate of change. Once again, it is the latter, which
measures velocity, that interests us. The basic technical observation is that velocity
peaked around 1972, made a lower low around 1993, and peaked again at a lower high in
2001. A series of lower highs and lower lows is defined as a downtrend. Hence, the
velocity of money supply is in a downtrend. Furthermore, the primary trend since the
most recent peak has also been down. The recent “surge” in money supply shows up as a
mere blip on this chart – a minor reaction rally within the current primary downtrend. The
path of least resistance remains a move downward.
Now let’s turn to America’s favorite financial vehicle – credit. I think it is most useful to
look at credit in relation to some other constant measure to properly reflect its relative
change. The following chart does just that by measuring total credit market debt as a
percentage of U.S. GDP:
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(Chart courtesy of Kwaves.com)

The chart is actually a bit dated, but the ratio has only increased since June 2003. The
chart encompasses most of the last Kondratieff wave, and clearly shows a completed
cycle of expansion and contraction in credit as a percentage of GDP. Does the stage of
the current cycle look more like a peak, such as the early 1930’s, or a trough, such as
1949? Also note that like 1929, the ratio has continued to expand thru the entire 1st stage
of the bear market. You can see what happened in the 2nd stage of the last Kondratieff
Winter bear market. Do you think this time it will be different?
Conclusion
In examining the primary measures of the causes and effects of the long cycle of inflation
and deflation, I have found no compelling technical evidence supporting the assertion
that the deflationary wave which began in 1980 has concluded. In fact, there is evidence
to the contrary. All the measures I previously examined remain firmly in deflationary
downtrends while credit has not yet put in a confirmed peak. This leads me to believe
credit will have to confirm a top before we can move on to the next cycle. That this
inevitable conclusion has been fought tooth-and-nail by the Fed may one day be looked
upon as being as irresponsible as the April 20th statement denying the threat of deflation
even exists. Deflation may no longer be an issue for them, but it is for us.
[Most of the charts included in the previous section were from Economagic.com, a site
that has an incredible amount of free historical economic data which can be charted in
many different ways– you should check it out.]
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The Unyielding American Consumer
Since the potential peak in credit may play the critical role in determining the imminent
course of the current deflationary trend, a closer look at the largest holder of credit – the
American consumer – may be beneficial.
The level of business debt has actually begun to contract since 2001, but consumer debt
has not. In fact, it did not pause even for the so called 2001-2002 recession. This is
because the consumer did not reduce his spending during that period (buoyed along by
tax cuts and generational low interest rates). Hence, it has been 13 years since the last
consumer recession – a Fibonacci, as well as “unlucky”, number. Now that the effects of
the refi-boom and tax cuts are history, we’ll see how “unlucky” that number may indeed
be. If the consumer begins to weaken, it is likely consumer credit will join business credit
in contracting. Considering where we appear to be in the long cycle of credit expansion
and contraction, this particular contraction may be very severe.
Technical Signs of Consumer Weakness
I’ll let the charts convey the message. The first chart is a 3-year weekly of the Consumer
Discretionary Spider:
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Since peaking in late February this year, the XLY has made a series of declining peaks
and troughs. RSI and MACD appear to be rolling over. Both momentum indicators, in
addition to its price relative to the S&P 500, peaked last summer. In addition, volume has
increased since prices peaked; this is usually more indicative of distribution than
accumulation. Nevertheless, the big picture is inconclusive. Clearly this sector has been
correcting, but the degree of that correction is uncertain to date.
The S&P Retail Index tells much the same story, except it actually registered a price high
last month:

The RSI and MACD lines have put in negative divergences on the last two price peaks.
Diverging momentum often precedes an actual price reversal. In addition, the price
pattern at this point most closely resembles a rounded top. Again, while not conclusive,
it’s enough to warrant caution.
No analysis of the American consumer would be complete without looking at the largest
consumer retailer in the country and the world: Wal-Mart. It is probably the single
company that is best representative of the health of the average American consumer due
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to both its sheer size and the demographic makeup of its average customer. That makes
the following chart very intriguing at this juncture:

Wal-Mart has made a series of lower highs and higher lows, a contracting triangle, since
its all-time peak in late 1999. As price action moves nearer and nearer to the apex of the
triangle, the resolution of this all-important pattern draws closer. The triangle actually
seems to depict the plight of the American consumer the past few years – struggling to
maintain an unsustainable standard of living. The direction of the inevitable breakout
from this triangle will be an indication which direction the consumer, and hence the
economy, will be going. It will almost certainly be the same.
The predominant customer of Wal-Mart is the working class paycheck-to-paycheck
individual. Average hourly earnings would seem to be an important contributor to the
health of their customers. As the chart at the top of the next page shows, their average
customer has not seen a trickle down effect from the economic expansion. In fact, the
percent change in average hourly earnings has continued a decline that began in 1998 and
was confirmed in 2001. This may help explain why Wal-Mart’s stock price has lagged
during the current recovery and why consumer credit has needed to continue to expand at
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an alarming rate in order to maintain current spending levels. Unless the hourly earnings
downtrend reverses, a breaking point for the consumer will inescapably be reached.

(Chart Courtesy of Economagic.com)

A Peaking Real Estate Cycle
Much of the wealth that was able to be maintained by the average consumer over the
course of the past four-plus years was done so via real estate. The much anticipated
decline in real estate prices has not materialized yet. In fact, the boom has continued
unabated. Of course, waiting for economic statistics to begin showing a decline will leave
you behind the curve since technicals always lead fundamentals. Therefore, let’s move
onto some charts. The following three charts at the bottom of this page and the top of the
next are some of the biggest real estate companies in the world, and ones that I follow
closely:
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A series of rising highs and lows is in general bullish. However, my interpretation of the
common price patterns in the context of where the larger degree real estate cycle is
causes me some consternation. I’ll discuss the specific real estate cycle shortly, but first
I’ll convey my interpretation of the price patterns.
Each chart made upside breakouts from rising triangle formations during 2003, which
initially is bullish. However, it is also a common pattern for an exhaustion move. In an
exhaustion move, the violation of the upper trend line, also referred to as the return line,
fails to hold and prices eventually reverse to below the initial, lower support line. Some
factors that lead me to believe the patterns on the above charts are exhaustion moves are:
1. The patterns appeared at the end very mature, long-term up trends.
2. Volume has contracted on the terminal advance off the support line in 2002. (The
only possible exception is Centex; but, upon closer inspection, the expansion in
volume occurred during a distribution month.)

10

Dow Theory Chartist – July 8, 2004
(Charts courtesy of StockCharts.com – unless otherwise noted.)

3. The ascending channels were relatively steep, which is more typical of
exhaustion moves.
4. DR Horton (the middle chart) has already declined below the return line, which is
the first signal that an important reversal is developing. Declines below the return
lines of the others will likely follow unless DHI can first work its way up.
5. The long-term cycle in real estate is due to peak (see below.)
A long-term cycle that may soon exert its influence over the real estate market is an 18year cycle in real estate activity that was discovered in 1940 by Clarence Long. The
cycle was backtracked by Long from 1870 through 1940, to derive its average length.
That average length has continued to hold up fairly well in subsequent years. The 18year cycle also neatly repeats three times within a 54-year Kondratieff cycle. There are
two specific cycles that interest us: the one that bottomed in the 1930’s and the one that
is still in progress.
The real estate cycle that bottomed in the 1930’s peaked in 1927, leading the stock
market peak by a couple of years. Once the stock market finally peaked in 1929, both the
real estate and stock market cycled turned down hard together with well documented
results. By 1932, five years after the real estate peak and three years after the stock
market peak, the worst was over.
For once I can say this time it is different without being facetious. The difference is the
Kondratieff plateau (fall) period peaked in 2000, along with stock prices but the real
estate cycle remains up. It appears the trough of the last cycle occurred during the 19901992 time frame (the expected trough of this 18-year cycle falls between 2008 and
2010). Thus, while we escaped the peak during the 1st stage of this bear market, we are
now way overdue for one. In general, cycles that peak late tend to fall hard – with the
stock market peaks of 1929 and 1987 serving as two fine examples. If the cycle does turn
down hard it will most likely coincide with a resumption of a secular bear market in
stock prices. Another thing that may different this time is that the worst is not behind us
so quickly.
Summary: The Ingredients for a Perfect Storm
The deflationary cycle (that began around the year 2000) appears to still be in progress
based on this brief review of several technical measures and despite assurances to the
contrary from the Fed. Furthermore, the credit and real estate markets may be running
into imminent peaks, although they have not been technically confirmed. If the
Kondratieff cycle does not trough before the real estate and credit cycles peak, all three
will be pointed down together with potentially devastating results – a perfect storm.
Unfortunately, this appears to be the probable outcome. For one thing, it is unlikely since
a credit market contraction is a primary cause of a Kondratieff wave trough (the
expansion and contraction of credit is one of the two main drivers of the long cycle of
inflation and deflation). In addition, it is almost inconceivable the real estate market
could escape the deflationary effects of a Kondratieff Winter. Neither anomaly has ever
happened in the past, nor do I see why we should expect them to now.
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In Issue #1 of my newsletter, I concluded that the Kondratieff wave would likely trough
around the year 2010. Several other long cycles, like the 10 and 18-year, are also due to
trough around the same time. Add to the mix the projected real estate trough around the
same date, and the year 2010 could be a significant bottom for the market and economy.
It appears a difficult road lies between here and there.
In closing, let me say that it is not my intent to make a fantastic prediction to sell
newsletters or create publicity. This newsletter is free and has only a small, word-ofmouth subscriber base. My only purpose is to read charts comprehensively to formulate
an opinion about the future direction of stock prices to benefit myself, my clients and my
subscribers. The exercise of writing this newsletter benefits me and hopefully others as
well. The opinions expressed herein are my honest thoughts formulated from my own
technical studies; not necessarily what people necessarily want to hear, but what I
believe they need to hear. I wish I could be bullish about the stock market and economy,
but it is not what I see.
Addendum A: Dow Theory Update
(This section is reserved for subscribers only)

Addendum B: Administrative Notes
(This section is reserved for subscribers only)
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