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BITS & PIECES — We are proud to announce that Bridgewater is now the sponsor of 
the new Hong Kong Squash League ranking system. 

In conjunction with the Hong Kong Aircrew Officers Association, we are hosting an 
educational seminar for its members at the Regal Airport Hotel on 26th October, 2004.

Bridgewater is relocating and as of 15th October, 2004 our new home will be Suite 1902, 
Cheung Kong Centre, 2 Queen’s Road Central, Hong Kong. Please update your records. 

CURRENT SITUATION — Now that I’ve got the above off my chest, let’s take a look 
at the markets. Throughout the year, perhaps with the exception of liquid gold (oil), most 
items have been caught in a vicious trading range. Volatility has been running high and 
sure enough, the majority of investors have got whipsawed due to the daily fluctuations. 

Last month, I had opined that we felt that American stock averages had broken out of their 
trading ranges. Well, that didn’t work out as planned and instead we got a strong rally. 
Presented below is the all-important chart of the S&P 500 index. Since January ’04 the S&P 
(an average of the largest 500 companies in the US) has been all over the place. It has been 
a story of declining tops. So far this year, each top has been lower than the previous one 
implying that each rally has fizzled-out below the previous one.Take note that each market-



bottom has also been lower than the previous one and this is a sign of a deteriorating market. 
It’d be most interesting to see if the S&P 500 can climb above its previous peak recorded 
in June earlier this year. This would be an enormous accomplishment but for now we wait 
and watch.

What’s interesting to note is that daily volume on the latest rally has been very thin. This 
shows that smart, big money hasn’t bought into this overvalued market. Remember, the 
S&P 500 sells at 20 times earnings and yields a miniscule 1.67%. This is an election year 
in the US and based on historical evidence it should’ve been a bumper-year for the stock 
market. But what’s this? The election is only 2 months away now and yet the stock market 
is basically flat for the year. Despite all the bullish propaganda and money-creation by the 
Fed, stocks have failed to go higher.  

I must admit that 2004 has turned out to be one of the most difficult years in recent history. 
Everywhere you look, you only find trading ranges, more churning action and lack of any 
clear direction.  Short-term traders have had their heads handed to them on a plate. Even 
those normally-smart hedge fund managers are finding it difficult to make money in this 
erratic and wayward market. The bulk of hedge funds we track are either flat or marginally 
down for the year.  Who said weather forecasting was tough? Try portfolio management 
in 2004!  

Despite the foggy short-term picture, our view is that American stocks remain in a primary 
bear-market and what we’re witnessing is an extended bear-market rally, which began in 
October 2002. Sure, we failed to identify this multi-month advance and therefore apologise 
for our misjudgement. Nobody can be right in this business forever and all we can say in 
our defence is that we are trying our very best to make sense of it all. All said and done, 
we still maintain that the bear-market that started in early 2000 is far from over and the 
worst still lies somewhere ahead. Before this bear-market exhausts itself, we expect US 
blue-chip stocks to sell below 10 times earnings while providing dividends in the 5-7% 
range. 

BIG PICTURE — Now, I want to talk about what’s really happening on a global scale. 
Despite the daily noise and confusion, what we’re witnessing now is a massive wealth-shift. 
The “wind of change” is blowing from the West to the East. Asia is slowly growing in stature 
and our guess is that it will provide economic leadership over the coming decades. As long 
as Asia is able to “steal” jobs from the West, the economic disparity between the East and 
West will continue to shrink. 

History has an uncanny ability to repeat itself and in some cases with an eerie similarity. 
The 19th century belonged to the British-empire; the previous century saw the rise of America 
as a super-power; and our take is that the 21st century will belong to China. You may argue 
that we now live in a modern world, times have changed and this may never happen. But 
history has always shown that the only thing constant is CHANGE. 

Civilisations have come and gone, empires have risen and fallen. But not a single empire 
has managed to dominate the world forever. What we’re seeing now is an epic struggle 
whereby the US desperately tries to hold on to its super-power status. But the problem is 
that America has had its fair share of fun already. Whether you like it or not, the sun is
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setting on the “land of the free”. Over the past fifty years, Americans have had it too easy 
whereas Asians have struggled with poverty and a poor standard of living.   

Globalisation and the media have awakened the East. Asians are now hungry for power, 
success and wealth like they’ve never been. They are willing to work very hard to achieve 
their goals. The world has never before faced such a huge work-force willing to work for 
a fraction of the cost when compared to the West. China and India alone account for over 
2 billion people and represent 30% of the world’s population.  What’s going to happen when 
these people start demanding the same consumer goods Americans have enjoyed for decades? 
Their economies and stock markets will catch fire and eventually explode. 

As investors, our question is that of timing. When do we invest in Asia? Well, this is how 
we see it unfolding — Right now, the whole world depends on the US consumer and with 
Americans heavily in debt (US$112,000 average debt per American) the future doesn’t look 
pretty for the entire world.  As interest-rates rise significantly over the coming months, 
pressure will mount on the world’s darling consumer. What will result is a massive slowdown 
in consumer spending, which will send shockwaves around the planet. Remember, consumer 
spending accounts for over 70% of GDP growth and any slowdown in this department will 
be nasty. Moreover, China, India and Japan rely heavily on exports to the US. It is inevitable 
that we will witness a major hiccup in Asian economic growth when American demand 
dries up. This will have a negative impact on the regional stock markets and that will be 
the moment to invest heavily in Asian equity. But for now, we exercise patience with a 
limited exposure to Chinese equity.   

OIL — We normally don’t talk about oil, but here is what we think for what it is worth. 
Take a look at the chart presented here. After a blow-off rise to almost $50 per barrel, oil 
corrected and dropped to $40 per barrel. Over the past few days, oil seems to have formed 
a base on its support line and is getting ready to challenge its high recorded last month. 
Expect oil to strengthen over the coming weeks.
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The media and the majority of analysts seem to think that this recent rise in oil was a one-
time wonder, a fluke. We believe oil (like other commodities) is in a long-term bull-market, 
which is just gathering steam. Automobile demand in China and India is growing at an 
astonishing rate of 50% per annum and unfortunately these modern beasts run on oil. 
Moreover, we are very close to the ultimate supply peak in world oil production and it’s 
going to be a struggle thereafter. Add to this, the mess in the middle-east and a weak dollar. 
Mini Coopers anyone?  

METALS & COMMODITIES — As sure as night follows the day, asset-classes go through 
cycles and they all have their moment of glory. The 1970’s were ruled by commodities as 
the world witnessed gold fever, 1980’s was the Japanese decade with both the NIKKEI and 
housing going through the roof, 1990’s belonged to the US with both the Dow and Nasdaq 
rising many times over. As financial markets boomed over the past 2 decades, commodities 
went through a severe bear-market. All hard tangible assets plummeted in price as investors 
first got mesmerised by the Japanese miracle and then fell in love with the internet-age. 

The dawn of the new millennium saw the Nasdaq go bust and trillions of dollars of wealth 
went up in smoke. Over the following months, as the retail investing public was busy 
“bottom-fishing” technology shares, sophisticated investors started buying hard tangible 
assets. Why not? After all, in 2001 commodities were the cheapest they had ever been in 
the history of capitalism. As more and more money poured into this depressed sector, tangible 
assets entered their new multi-year bull phase. The tide had turned and ever since, metals 
and commodities have appreciated considerably. 

Take a look at the year-on-year change in the money supply in the following countries -  

Australia	 +  12%
Britain	 + 8.8%
Canada	 + 7.4%
United States	 + 4.8%
Euro zone	 + 5.5%

As Central bankers around the world continue with their inflationary efforts, it is only natural 
that commodities will continue to surge going forwards. It is simply a case of too much 
money chasing the same amount of goods. Moreover, Asian demand for raw materials has 
only just started to take-off and this will have a huge impact on global commodity prices 
over the years ahead. 

Finally - a word on gold. No doubt, this has been a real gut-wrenching time for gold investors. 
Since forming a high at $430 several months ago, “bad-teeth metal” has essentially gone 
nowhere. Clearly, as the US dollar shows signs of strength, metals are coming under pressure. 
In a couple of months, gold will enter its seasonally strong time of the year. Expect metals 
to bottom-out within a few weeks time.


