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Following its new all-time-record-high closes this
week, crude oil is again very much in the news these
days. Energy companies and speculators are rejoicing,
Wall Street economists are worried, consumers are
wailing, and opportunistic politicians are gunning
for blood.

While the endless phalanx of media stories trying to
convince Americans that oil has never been higher are
true in a strict sense, they are heavily biased and not
really accurate. Yes, nominal oil prices are probing
new all-time highs, but in the proper inflation-adjusted
real terms oil is nowhere close to eclipsing its all-time
highs witnessed 25 years ago.

All investors and speculators are affected to some
degree by the current bull market in oil, if for no
other reason than higher oil prices retard consumer
spending and therefore slow down corporate-profit
growth. Financial television networks like Bloomberg
and CNBC have devoted a great deal of air time to
the potential impacts of higher oil on stock and bond
investors.

Unfortunately, however, I have not yet seen any
mainstream discussions on the bullish ramifications
of higher oil prices for gold investors. Just like any
other underappreciated contrarian sector, the precious
metals remain largely overlooked and ripe with vast
opportunities. This week I would like to examine
gold relative to crude oil.

I originally wrote about this crucial relationship
between gold and oil four years ago in “Gold Boiling
in Oil”, and updated this analysis two years later in
“Gold Still Boiling in Oil”. Both of these studies
showed that the gold bull was lagging the oil bull,
which was very bullish for gold since the Ancient
Metal of Kings would probably catch up with oil
sooner or later based on historical precedent.

The analogy I used was one of ice-cold gold bars
sitting in the bottom of a massive cauldron of oil. As
the oil markets heat up, stoked by the fires of insatiable
global demand for energy, oil prices are beginning to
boil. As these oil prices rise, however, they put a great
deal of pressure on gold prices to march higher. Gold
cannot remain cold and out of favor for long while oil
is boiling hot all around it.

Our updated graphs this week highlight the immensely
strong positive correlation between these two elite
commodities. After starting with the conventional
but inherently flawed media view of nominal prices,
we will delve into the real inflation-adjusted gold
and oil prices. After the real state of the oil and gold
markets becomes apparent, we will analyze key gold
and oil ratios and their bullish implications for today’s
precious-metals investors. Gold continues to boil
in oil.

Chart 1

| Crade| Ol and Gald
e § DT

R ]

o

e Twadl L o ﬂ

This first chart is the one that Wall Street and the
financial media are currently dwelling on, gold and
oil in nominal prices. The careless misuse of multi-
decade commodities charts not adjusted for the
perpetually declining value of the fiat US dollar really
bothers me. This perspective is greatly distorted in
purchasing-power terms and serves only to obscure
the truth and stoke alarmism.

While gold is only halfway to its all-time highs in
monthly-closing nominal terms, crude oil is breaching
new all-time highs. The average American who is not
fortunate enough to have the background necessary
to understand why this chart is misleading will hear
about these new oil highs on the news and be easily
manipulated for political purposes.

Even though this widely trumpeted chart is distorted,
however, it does still retain analytical value when
viewed in its proper perspective. Visually, you can
easily see the very high positive correlation between
oil and gold. When oil is charging higher, gold tends
to march right alongside it in lockstep. Indeed, the
mathematical correlation of this monthly data bears
this out, with the entire dataset running at a positive
0.839 correlation over nearly four decades.

If we divide this chart into segments, the correlation
analysis becomes far more provocative. From 1965
to 1994, the monthly correlation between gold and oil
weighed in at a very impressive +0.879. From 1995
to 2000, however, this correlation seemingly vanished
with a negative 0.133 reading.

This late 1990s anomaly is very interesting since it
coincides with both a supercycle equity bubble and all
kinds of official central-bank interventions designed
to manage the gold price. Central-bank activity in
gold tends to wax the most extreme leading into major
long-term gold bottoms and indeed that is what we
witnessed entering this new millennium. Since 2000
though, the historical oil and gold correlation has been
restored, now again running positive at +0.715.

Another interesting observation on this nominal chart
is the technical shape carved by prior highs in crude
oil. During the commodities bubble of the late 1970s,
oil shot vertical to nearly $40 per barrel. Naturally,
like all vertical ascents, this sharp move was
inherently unsustainable and soon decayed lower and
collapsed. A similar sharp spike happened in 1990
when Washington first declared war on Iraq. This too
rapidly vaporized, as it was another vertical move too
fragile to persist.

Our current all-time nominal oil highs, however,
sport a very different technical character. Rather
than a vertical spike, we are now in a major bull
market in oil that has been running strong since
the late 1990s. Oil has marched relentlessly higher
in a beautiful series of bull-market uplegs rather
than a single blistering spike, and this healthy
technical profile makes today’s prices look far
more sustainable than the previous two long-term
oil highs.

The single most important point of this chart is the
long duration of our current oil bull. It never ceases to
astound me how many folks today want to blame high
oil prices solely on terrorism and Irag. While these
headline geopolitical tensions are definitely bullish
for oil, they are certainly not the whole story by any
means. When our current oil bull launched way back
in late 1998, George Bush the Younger wasn’t even
President yet. September 11th was 33 months away
and Washington’s annexation of Iraq was 51 months
into the future!

Oil is not in a bull market today simply because a
bunch of bored Jihadists are enjoying messing with
Washington, but because of a long-term fundamental
supply and demand shift. The great nations of Asia,

primarily the giants China and India, are growing
rapidly and need to vastly increase their energy
consumption to build out their infrastructure and
bring their lifestyles closer to Western standards. And
since much of the world has already been explored
for crude, there just is not enough new oil coming
online to feed both the industrialized West and the
industrializing East.

With rapidly rising demand far outstripping slowly
growing supplies, the only possible economic solution
is for crude oil prices to continue to rise. Higher prices
decrease global demand by discouraging consumption
while at the same time providing incentives for oil
producers to pump more oil and increase global
supply. Eventually this will stabilize oil prices at
some new higher level. The fundamental seeds of this
secular oil bull go far deeper than mere geopolitical
tensions.

Perspective is everything for investors and speculators,
and this nominal chart greatly distorts what is really
going on with oil and gold. Having the wrong
perspective on the prevailing long-term trends will
lead to poor trading decisions and slaughter investors
every time. My favorite illustration of the critical
importance of perspective is the awesome Biblical
account of the great prophet Elisha and his servant at
Dothan.

In ancient Israel, Elisha was greatly enraging the
king of Aram by using his God-given revelations of
the Arameans’ secret battle plans to warn the king of
Israel in advance. The king of Aram ordered his army
to track down and capture Elisha so the Israelis would
have no more advance warning of the Arameans’ war
campaigns. This narrative picks up in the second
book of Kings with the Aramean army surrounding
the city of Dothan, where Elisha was staying...

“Then [the king of Aram] sent horses and chariots
and a strong force there. They went by night and
surrounded the city. When the servant of the man of
God got up and went out early the next morning, an
army with horses and chariots had surrounded the city.
”Oh, my lord, what shall we do?” the servant asked.
“Don’t be afraid,” the prophet answered. “Those who
are with us are more than those who are with them.”
And Elisha prayed, “O LORD , open his eyes so he
may see.” Then the LORD opened the servant’s eyes,
and he looked and saw the hills full of horses and
chariots of fire all around Elisha.”

Elisha’s servant lacked perspective. He was scared
when the Aramean army surrounded him and Elisha.
It wasn’t until God opened his eyes that Elisha’s
servant realized that God’s own army, chariots of fire,
were protecting him and his master from the invaders.
I believe that investors and speculators, if they are
not considering oil and gold in inflation-adjusted real
terms, are as blind and hopeless as Elisha’s servant.

When only considering the nominal chart above, $40
oil looks like a very strong long-term resistance line.
It would be easy for investors to consider $40 oil an
anomaly that just has to collapse to lower prices. This
flawed perspective suggests oil, and therefore gold,
are likely to head much lower soon. Like Elisha’s
servant before his eyes were opened, however, this
myopic perspective totally misses the grand strategic
picture.

Our next chart is the same monthly oil and gold
data in real terms, with historical prices inflated
to today’s 2004 dollars using the US Consumer
Price Index. Today’s all-time nominal oil highs
that looked so impressive above utterly pale in
comparison to oil’s real all-time highs of decades
past. This real inflation-adjusted perspective
is crucial to understanding the current oil and
gold situation.

Continues pg 2
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Thanks to the US Fed’s relentless inflation of the US dollar, a
dollar today will go much less farther than a dollar 25 years ago.
Nominal prices of everything important for living, from food to
energy to clothing to cars to houses to education to health care, are
rising all around us as relatively more US dollars chase relatively
fewer goods and services. Long-term commodities markets can
only be really understood through the true strategic perspective
of monetary inflation.

Prior to Washington’s destruction of the dollar gold standard in
1971, real oil prices were gradually falling for decades. Every
year it cost the average American family a smaller percentage of
their income to fuel their cars. In today’s 2004 dollars, a barrel
of oil only cost about $16 before Nixon reneged on the golden
limit to the Fed’s fiat-currency inflation! Since that fateful day of
infamy, however, oil prices have soared right along with the US
money supply.

Oil first hit $40 per barrel in today’s dollars in early 1974. It
then meandered near $40 for a half decade before shooting up
with most other commodities in the great commodities bubble of
1979. Oil’s real all-time monthly high in constant 2004 dollars
was a breathtaking $92 per barrel witnessed in April 1980! $92
per barrel obviously makes today’s $41 level look pretty anemic
and not at all threatening or unique within history.

Whenever the media stokes public discontent with alarmist oil
stories about $40+ prices, it always irks me because $40 oil today
is relatively cheap by past-decades’ standards. Interestingly, this
is just slightly above average. In real dollars over the past three
decades the average monthly oil close ran near $38 per barrel.
In 2004 dollars we have been paying an average of $38 for the
past three decades, so no one should be complaining about oil
prices today.

Following its all-time highs of 1980, oil ground lower before
abruptly crashing in early 1986. It did not exceed $40 again
until the spike of the First Gulf War, when it soared to $51 in
2004 dollars. This quick and unsustainable rally soon collapsed
though, leading to a brutal oil bear market that did not end
until late 1998 at all-time real oil lows of $13 per barrel in
today’s dollars.

Thus the real perspective on oil is far different from the nominal
picture. Relative to our incomes and general price levels, oil is
not at all expensive at $41 today and would have to charge a great
deal higher to come anywhere close to threatening true all-time
record highs. Like Elisha’s servant, however, it takes a real chart

to open our eyes to this market truth. The media’s obsessive
focus on today’s nominal oil highs without considering inflation
is reckless and really distorts the current situation.

This real chart also offers all kinds of interesting technical
insights on oil and gold. First, note the black reference line drawn
above at $40 oil in today’s 2004 dollars. Every five years or so
from 1974 to 1990, oil tended to cross above or below $40 real.
Interestingly, all of the gold prices, also in today’s 2004 dollars,
were far higher than today’s at these historical $40 oil intercepts.

As these $40 oil intercepts happened, gold was trading at $668,
$627, $595, and $555, for an average price of $611 or so. With
gold languishing near $380 today, it is only about 62% as high as
it has been at past $40 oil intercepts. Gold ought to be trading far
higher today relative to our latest $40 oil intercept.

Also intriguing in a technical sense in this real chart are the bull-
market patterns of both oil and gold. Today’s oil bull, which
looked fairly steep in the first chart in nominal terms, looks quite
normal and unremarkable from a real perspective. Itis a textbook-
perfect series of higher highs and higher lows characteristic of a
long-term bull market driven by underlying fundamental forces.
There is no panic evident in this real chart.

Gold’s current bull market looks incredibly modest in real terms
as well. As comparisons with the past gold bulls of the 1970s
and mid-1980s indicate, the real upslope in our current specimen
is not at all extreme or out of control. In fact, gold is seriously
lagging oil in real terms and will have to rally sharply from here
to catch up and preserve the integrity of its strong historical
relationship with crude.

How high could gold go to catch up with the oil bull? Our next
two charts offer some insights. The first, the gold-to-oil ratio,
simply divides the price of gold by the price of oil so we can see
their relationship unfold over time. The second chart, the gold
cost of crude oil, reveals how many ounces of gold it has taken
throughout modern history to buy 100 barrels of oil.

For you analysts who want to replicate this research, these next
two charts are identical when graphed in either real or nominal
terms. Since the inflation adjustment affects both gold and oil
equally, the nominal and real ratios match perfectly. The current
implications of these analytical tools for gold investors are
very important.

Chart 3
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Both of these charts have averages and standard-deviation lines
drawn in to help illustrate the magnitude of the extremes in the
past few decades or so. Since 1965, the average ratio of the
price of gold to the price of oil has been 15.4, an ounce of gold
averaging 15.4x more expensive than a barrel of crude oil. If
we take today’s oil price of $41 per barrel, and multiply it by
15.4x, we get a projected gold price of $631 today. Interestingly
this is right in line with the $611 $40-oil-intercept average
discussed above.

But this approach using today’s oil prices is not particularly
conservative. Although oil is in an undisputable secular bull driven
by powerful fundamental forces, even bull markets experience
periodic pullbacks. Today oil’s key 200-day-moving-average
support is running near $33, while its linear lower support line of
the past few years is hovering near $32 now. If oil temporarily
pulls back to this long-term support, $32 is a very conservative
number to use to plug into this ratio.

At $32 oil in the depths of a bull-market correction, the 15.4x
historical average yields a target gold price of $493, far above
today’s gold levels. Any way you want to slice it, in light of
gold’s historical relationship to oil gold is way undervalued at its
current levels near $380. Gold is significantly lagging the oil bull
and will almost certainly catch up sooner or later here to bring
this key gold-to-oil ratio back in line.

Another interesting aspect of this ratio becomes readily apparent
when you examine the bottom of this chart. Prior to the last few
years, the average long-term support for the gold-to-oil ratio ran
9.3 or so. Today with oil so high relative to the lagging gold
price, this ratio is even lower at 9.1. Historically this is right at
the major long-term support that often witnesses a sharp bounce

higher in the gold-to-oil ratio.
Thanks to the US

And as markets revert back to
their averages from extremes,
these mean reversions almost
always tend to overshoot the
average on the other side.
Mean reversion is one of the
most important principles of
the long-term markets. In
light of this strong tendency,
shooting for a 15.4 ratio is
probably very conservative.
Since we are now under 1
standard deviation below the
average, it would not be at all surprising to see this ratio rebound
and mean revert back up to at least 1 SD above its long-term
mean. The average position of a swinging pendulum is in the
middle of its arc, but it seldom stops there.

Fed’s relentless
inflation of the
US dollar, a dollar
today will go much
less farther than a

dollar 25 years ago.

The gold-to-oil ratio at +1 SD is about 20.4, so $32 oil plugged
into this ratio would yield a gold target of $653 per ounce. While
these targets are rough and are certainly not intended to be precise
trading targets, they do help to illustrate just how far out of
whack the gold and oil relationship is right now. And as all other
extremes in market history tend to be fleeting before norms are
reestablished, so too will this one probably be short-lived.

Our final graph looks at this gold and oil relationship from a
different perspective, how many ounces of gold one would have
to spend throughout modern history to buy 100 barrels of crude
oil. As discussed in “Gold Still Boiling in Oil” a couple years
ago, this perspective is most relevant to oil producers selling
their product. Just like the gold-to-oil ratio above, the gold cost
of crude oil is also near historic extremes that are probably not
sustainable.

Chart 1
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Over the summer, world stock markets trod water. Indeed, the
movement up or down in share prices was the smallest since 1979.
That tells us that investors in capitalism are really unsure whether the
world economy is set for sustained growth (as their political leaders
tell them it is) or not.

Certainly in the first half of this year, the US economy seemed to
increase its output at a very fast pace, at something like an annual
4.5% increase. Japan grew even faster, although of course this was
from a low level, after years of comparative stagnation. The rest of
Asia too, led by China, was racing along at around 6% a year. Only
Europe, Latin America and, of course, the Middle East and Africa
were limping along.

But investors remained worried over the summer. Sure, the
government and the Federal Reserve, America’s monetary authority,
were saying that all was well and prosperity was returning after the
recession year of 2001 and the weak recovery of 2002 and 2003.
But the summer figures for job growth in the US and for wages and
incomes were poor.

Indeed, despite all the efforts of Messrs Bush and Greenspan, it looks
certain that there will be fewer people employed in the US at the end
of Bush’s first four years than there were when the president came
into office in January 2001. And that would be the first time that had
happened since President Hoover presided over the Great Depression
of the 1930s.

And many of the jobs that had been created were low-paid, unskilled
work in the retail and catering industries without decent incomes,
pensions, healthcare or sick pay. Other jobs were in government
(“homeland security”), which in no way contribute to boosting
output and an efficient economy.

Even this improvement from the recession of 2001 had only been
possible through a massive increase in credit not backed by productive
investment. First, Mr Greenspan at the Federal Reserve, drove down
interest rates to 1%, an unbelievably low level. So low, alongside
average inflation of prices in the shops of 1.5-2.0%, that in effect the
monetary authorities in the US were lending money for nothing in
real terms! As a result, the supply of money increased at over 20% a
year during 2001 and 2002. That’s credit with a vengeance.

Alongside that, the Bush administration launched a whole series of
tax cuts, aimed mainly at the rich and big business, but also affecting
middle-income groups. Also they increased government spending by
over 20% a year. Americans found that they could borrow money

for virtually nothing to buy houses and cars and other goods. And as
long as they had a job, they also had to pay less in taxes. The US was
flush with paper money and credit. No wonder Americans went out
and spent like there was no tomorrow.

But there is a tomorrow and that’s when this binge comes to an end.
So far, the huge American credit bubble has continued right up to
this summer. How has it lasted so long? Well, the main reason has
been the weakness of economic recovery in the rest of the world.
Americans have spent more with their credit and bought goods
from the rest of the world. The US is now running a deficit on trade
equivalent to nearly 6% of its annual output. That’s a record high.

That deficit has been financed by the rest of the world. Japanese,
Chinese and European exporters have sold their goods to Americans
and piled up the dollars. These dollars have been put in the banks
and not spent (on the whole). In turn, the banks in China, Japan and
Europe have promptly used all these savings to buy US government
bonds and shares, or just kept dollar accounts, even though they
could expect only 1% interest on their accounts. So in effect, the rest
of the world has given the US its savings to finance the spending of
Americans. The whole great credit bubble has gone on inflating.

Why have foreigners gone on doing this? The monetary authorities
of China, Japan and Europe do not want America and the dollar
to collapse. If they stopped buying American bonds or stopped
holding dollars and switched into yen or euros, America would come
tumbling down and push the world into recession. So they have
gone on perpetuating this imbalance in world capitalism. It’s another
example of how capitalism never develops the productive forces of
the world in a planned or balanced way.

This very imbalance cannot last forever. It’s gone on much longer
than expected already. There can be no more tax cuts because the US
government is running up a huge deficit on its annual budget and the
Fed cannot lower interest rates any more. The answer to the problem
is for the US to grow steadily, not through a credit binge but through
increased investment in equipment and more employment of labour.
Then the US can sustain its economic recovery, at least for several
years. That would mean the dollar was secure and Japan, China and
Europe could also expand in the same way.

Then world trade would grow much faster than world production and
so provide the markets for capitalism. The worry this summer was
that the US might be faltering in its recovery. Several factors suggest
that all is not well for the hope of sustained and balanced growth.

First, there is the oil price. Demand for energy has rocketed over
the last few years. China is sucking up as much oil as it can find
to run its industries that are flooding US and European shops with
cheap goods. At the same time, the supply of oil has been restricted
by the US occupation of Iraq and subsequent guerrilla resistance,
which has cut off most of Iraq’s oil exports. And there is just too little
leeway in excess production capacity for comfort. So the oil price
has rocketed.

The trouble with oil is that both industry and households cannot do
without it to run businesses and transport. So if more is spent on
petrol and fuel, then there is les to go round to spend on other things.
As a result, Americans are starting to cut back on more spending
in the shops. Less spending means fewer sales for business and
eventually lower profits.

And here is the crux. From the depths of recession in 2001, American
and European businesses have raised their profits massively. They?ve
done so by ruthlessly cutting their workforces to the bare minimum.
Millions of Americans lost their jobs. And companies also boosted
profits by not spending anything on new computers, machinery,
building etc. They saved money. And with American households
increasingly flush with borrowed money, sales rose sharply. The
growth in profits hit 30% a year by 2003.

But things don’t look so good from here. As companies start to
employ more people and start to invest more, they will drive up costs.
And US, European and Japanese companies still find it difficult to
raise prices when faced with competition from low-wage China in
world markets. And with oil prices so high, it all adds up to sharp
decline in profit growth just at a time when Americans are starting to
spend less in the shops. Profits are set to be squeezed.

The government and the Federal Reserve are hoping that America’s
economic growth will continue. Then Bush can expect the huge

budget deficit to narrow and Greenspan can start to raise interest
rates (as he is gingerly doing) and so keep foreigners financing the
American economy.

But if American consumers spend less and businesses do not
increase investment because profits are weaker, then the game could
be up. Any slowdown in US growth in the rest of 2004 and into 2005
will hit growth in Europe (still weak) and in Japan (dependent on
exporting to the US).

The world capitalist economy has also relied on the expansion of
world markets. In the boom of the 1990s, world trade grew at an
average rate of 7%, about twice as fast as world production. That
provided real support to each national capitalist economy. However,
since 2001, trade has grown only slightly faster than production. In
2003, it rose about 4% compared to a similar rise in production. The
big hope for 2004 was that it would double that pace and so generate
new demand for capitalist industry.

The huge rise in oil prices and the slowdown in American spending
could put pay to that hope over the next six months or so. And if trade
growth does slow down, the competition for markets will intensify,
put further pressure on profits and so stifle investment.

The boom of the 1990s for capitalism was a product of many things
apart from world trade. One was the collapse of Stalinism. That meant
capitalist governments could cut back on defence spending, reduce
taxes and so boost profits of the private sector. Another was very low
prices for commodities like copper, zinc and oil used in industry and
the poor countries of the world were unable to raise prices. Another
was the boost in hi-tech innovations like the Internet and e-commerce
that raised productivity and reduced the need to take on too much
labour. Finally, there was the massive credit bubble.

All the factors that helped capitalism in the 1990s are no longer
around. The credit boost is coming to an end. House prices are
beginning to flag everywhere. The cost of government is rising
dramatically for capitalism in this era of American imperialist
adventure. Commodity and oil prices have reached new heights. And
the great hi-tech productivity revolution is exhausted.

Maybe the American credit bubble will go on expanding for a little
while longer. Maybe oil prices will subside and things will improve
in Iraq, North Korea and other hotspots to allow a reduction in the
spending on the ‘war on terror’. Maybe world trade growth will
accelerate and China will go on growing at 9-10% a year. But the
risks are rising that none of these maybes will happen. That’s what
has been worrying capitalist investors as we go into the autumn north
of the equator.




