Kondratieff Wave


The Kondratieff Cycle is a theory based on a study of nineteenth century price behavior which included wages, interest rates, raw material prices, foreign trade, bank deposits, and other data. He, like R.N. Elliott, Kondratieff was convinced that his studies of economic, social, and cultural life proved that a long term order of economic behavior existed and could be used for the purpose of anticipating future economic developments. 
He observed certain characteristics about the growth and contractionary phase of the long wave. Among them, he detailed the number of years that the economy expanded and contracted during each part of the half-century long cycle, which industries suffer the most during the downwave, and how technology plays a role in leading the way out of the contraction into the next upwave. 

The fifty to fifty-four year cycle of catastrophe and renewal had been known and observed by the Mayans of Central America and independently by the ancient Israelites. Kondratieff's observations represent the modern expression of this cycle, which postulates that capitalist countries tend to follow the long rhythmic pattern of approximately half a century. 

In the idealized long wave model, which is illustrated in the diagram above, the cycle (which averages 54 years in length) begins with the "upwave" during which prices start to rise slowly along with a new economic expansion. By the end of a 25-30 year upwave period, inflation is running very high. Its peak sets the stage for a deep recession that jolts the economy. The recession, which begins about the time commodity prices break from their highs, is longer and deeper than any that took place during the upwave. 

Eventually, though, prices stabilize and the economy recovers, beginning a period of selective expansion that normally lasts nearly a decade. Referred to as the secondary plateau, the expansion persists, giving the impression that "things are like they used to be," but its anemic nature eventually takes its toll as conditions within the economy never reach the dynamic state that occurred during the upwave. The secondary plateau ends with a sudden shock (financial panic/stock market crash) and the economy rolls over into the next contractionary phase, which is characterized by deflation and the start of an economic depression. 

The current revolution of the Kondratieff Wave began after the global economy pulled out of a deflationary depression in the 1930s. Prices began to accelerate upward after World War II, and reached the commodity price blowoff stage in 1980. Since that time, and then after the recession of 1990-1991 (much longer in some locations such as California and Japan, the latter of which has never really recovered from economic contraction), the global economy has been treading the secondary plateau. During this period, consumers and investors become aware that inflation is not accelerating Kondratieff Wave upward, and disinflation becomes the buzz word. Paper assets such as stocks and bonds do well since neither inflation nor deflation-both of which are damaging to stock investment returns-hurts the marketplace. 

But during the secondary plateau, the first signs of problems-the seeds of the deflationary contraction soon to follow-become known. Isolated economies fall into deflationary contraction, and telltale signs such as declining gold prices begin to take hold. During the 1990s, it has been the Japanese economy that slid first into deflationary contraction. Gold has already reached new 11-year lows and as yet shows no sign of a bottom. 

The stock market crash of 1997 is the signal that the period of economic growth along the secondary plateau is ending. Additional economies collapse and plunge into deflationary contraction, as characterized during this revolution of the Kondratieff cycle by the domino effect coming from Thailand, Indonesia, Asia, and South America. Stronger economies such as those of Europe and North America are likely to hang on until the last moment, then fall off into deflationary contraction. 

We can theorize at this time that these stronger economies, due to their superior handling of monetary policy during the secondary plateau relative to the countries that made serious enough mistakes to cause a plunge into serious financial collapse, will not be affected as gravely as these other countries with collapsing economies. However, no economy is exempt from the effects of the contraction, which is felt worldwide. 

Much controversy exists on whether the Kondratieff wave is valid for the post WWII economy. Many have rejected it on the basis that the 54-year mark was reached a decade ago, and should have been the trough. It can be argued, however, that the start of the "up" cycle began in 1940 or 1945, rather than 1930. Also, life expectancy has increased in the 20th century. If the 54-60 year cycle is based on generation aspects, then it would naturaly be 'stretched' beyond 60 years. Since these cycles of wars and economic birth and renewal occur every 2-3rd generation, we can say that when the generation to last see a depression dies off, it's time for another cycle to begin.

The message of this revolution of the Kondratieff cycle, which is a cycle of debt repudiation and not just of commodity price deflation (the deflation is caused in part by defaulting debt and a contracting global monetary base, as we have described in this report), is that humanity is much more aware of the effects of the cycle than, say, in the 1930s, and that the contraction can be handled. Although we have indicated that the masses have been in a state of denial as to the likelihood that this type of economic collapse can actually occur in this "new era," as it always seems to be considered when the masses fear the change from prosperity to economic contraction, awareness of the problems that are becoming apparent and a recognition of the mistakes that were made can serve to mitigate the contraction. When the y2k bug is factored in, we can see that this collapse matches the Kodratieff trough. The great credit bubble of the last 60 years will be washed away at the very trough predicted by the Kondratieff wave. 

However, two factors complicate the picture until this revolution of the Kondratieff Cycle bottoms in 2003 when it can be expected that the collapsing mound of debt will finally be cleaned out (enter y2k). First, European Union, which takes its next step in 1999, represents a similar situation to that of China's assimilation of Hong Kong in that it represents a union of different governments. Both the Western and Eastern worlds participated in the excess speculation in Hong Kong leading up to the Crash of 1997. Falling government constructs cause the masses to put too much faith in the free market, and excess speculation results in a collapse. With European Union upcoming, changing government structure to allow for a coordinated European economy has resulted in too much investor confidence in the financial markets there, too. Thus, with the Union coming right at the end of the Kondratieff Cycle, another financial market collapse is likely to lead to a situation that gets worse before it gets better there. In fact, precious resources required for y2k conversion are being diverted to the 'Euro'. 

Second, Canada's commodity-dependent economy presents an additional variable to North America's ability to withstand the forces of the deflationary contraction now spreading across the globe. Although there will be periods of rising commodity prices-perhaps the saving grace for economies such as Canada's (commodity and gold prices typically bottom right in the midst of the deflationary contraction, as they did in 1932 at the depths of the Great Depression)-this does complicate the picture with respect to anticipating Canada and North America's ability to "ride it out" with relatively little damage. In fact, because we are so technologically dependant, we may suffer even more. 

The Mayans were known for there intricate tracking of cycles such as this one. By embracing the inevitability of the cycle, but not as a destiny but as a tendency, they were able to mitigate its effects and emerge from the cycle bottom in better condition that otherwise would have been possible. Will modern humanity entering the 21st century take heed to the lessons of the past? We certainly pray they do since a simple reality check is all that's needed to prevent the catastrophes now being seen in Asia and other countries. Futher analysis on the Kondratieff Wave 
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I have long been a cycles fan. My background is in Economics so my introduction to cycles came through studying economic cycles. There is a branch of technical analysis that also studies cycles. It is a fascinating area that sometimes can generate considerable debate and even disagreement between cycle analysts and between economists and technical analysts. Some cycle analysts that I have learned from and continue to follow are Michael Jenkins (Stock Cycles Forecast), Bob Prechter (The Elliott Wave Theorist), P.Q. Wall (PQ Wall Forecast) and Ray Merriman (The Merriman Market Analyst). You might consider them the technical analyst's analysts. There are of course many others. 

In a short article such as this it is impossible to go into all the different cycle theories. But there is one popularized one that does bear some explaining (but not detail) in order to give some understanding of where we are today.

Kondratieff long wave cycle (K-wave) was originally used to explain long wave economic cycles. Its originator Nickolai Kondratieff was a Russian economist (1892-1938) in Stalin's Agricultural Academy and Business Research Institute ("Long Waves in Economic Life" - originally published in German in 1926). Kondratieff's major premise was that capitalist economies displayed long wave cycles of boom and bust ranging between 50-60 years in duration. Kondratieff's study covered the period 1789 to 1926 and was centered on prices and interest rates. Stalin, I guess wasn't impressed. Nickolai was sent to the Gulag where he purportedly died.

Still Kondratieff may have been on to something. The 50-60 year cycle of catastrophe and renewal had been observed and recorded by the ancient Mayans of Central America and by the ancient Israelites. Further studies have discovered similar long economic waves from the period of the ancient Greeks and Romans.

Kondratieff identified four distinct phases the economy goes through. They are a period of inflationary growth, followed by stagflation, then deflationary growth and finally depression. Some characteristics are as follows:

Inflationary Growth (expansion): - stable to slow rising prices, low commodity prices, low and stable interest rates, rising stock prices. The period might also be characterized by strong and growing corporate profits and technological innovations.

Stagflation (recession): - rising prices, rising commodity prices, rising interest rates, stagnant to falling stock prices. Stagnant profits, rising debt. This period usually sees a major war that contributes to the commodity and price inflation, and to the rising debt and misdirects business resources.

Deflationary Growth (plateau): - stable to falling prices, falling commodity prices, falling interest rates, sharply rising stock prices, profit growth but probably not as good as in the inflationary growth phase. Sharply rising debt. Possible period of considerable technological innovation. Excess debt contributes to speculative bubbles.

Depression (depression): - falling prices, rising commodity prices (particularly gold), stable interest rates, falling stock prices, falling profits, debt collapse. As the stock market collapses numerous scandals will emerge. A major war occurs that helps contribute to end of the depression phase and the start of the new expansion period.

With four distinct phases in the K-wave a number of analysts have compared them to the seasons. Spring (inflationary growth, expansion), summer (stagflation, recession), autumn (deflationary growth, plateau) and winter (depression).

Our chart below summarizes the generally accepted phases since 1784 in the United States. We have noted the significant wars that accompanied the recession (price peak) and depression (trough) 

phase. We have also noted the tag name for the Autumn periods that were characterized by massive debt growth and speculative bubbles.
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Many have argued as to whether the Kondratieff wave is valid for the post WW2 economy given the fiscal and monetary tools of a modern economy. Others have argued that trough of the K-wave has already passed. Their count is from the stock market trough of the Great Depression in 1932. Add the average 54-year K-wave period and we are in the spring expansion of the new K-wave.

But what the Kondratieff wave is about is a study of long cycles of debt buildup and repudiation. It is not exclusively about price inflation and deflation periods. Deflation is caused in part by the debt collapse. It is also a generational thing as the next cycle of debt buildup and collapse is renewed every 2-3 generations as the previous generation that went through comparable periods dies off. The old adage that "this time it is different" means the circumstances are different, yes, but they fail to recognize that the previous period was the same in terms of excesses and therefore the end result is the same.

Most analysts take the last K-wave to have made its final trough in 1949 when interest rates and prices bottomed. The effects of the Great Depression were softened by WW2 and it was in the 1950's that the world firmly started to shake off the long two decades of depression and war. The K-wave has followed quite true to form with the solid growth and low inflation of the 1950's and 1960's followed by the commodity/price inflation and recession driven 1970's. Commodity prices peaked in 1980.

Following the steep secondary recession of the early 1980's the markets embarked into the Autumn K-wave plateau. We had stock market and real estate bubbles, a collapse in commodity prices, a collapse in interest rates and low inflation. But we also had a huge build up in debt that allowed us to buy our way out of the recessions of the early 1980's and early 1990's. Each succeeding recession required higher levels of debt to purchase an additional dollar of GDP.

Now the debt has become unsustainable and the ability to buy our way out of further problems is severely compromised. One only needs to look at the decade long nightmare of Japan to see that zero interest rates and all the stimulation in the world has failed to bring it out of its slump. We are witnessing merely the beginning of the debt implosion that inevitably follows the excesses.

The collapse of the tech market and NASDAQ, Enron, Aldelphia, K-Mart, Global Crossing, WorldCom, Arthur Anderson and numerous others are the corporate face of the scandals and the debt collapse. On the country side we have the implosion of Argentina and possibly Brazil, which would imperil all of Latin America. African countries never seem to be out of bankruptcy. As the job losses mount the consumer driven economy will fall into a deep funk and the consumer will go through their own debt implosion.

As occurred at the end of previous Autumn plateau K-wave's (1920-1929) the winter that followed revealed numerous financial scandals. This one has been no different. Enron and WorldCom are big and visible but are they merely the tip of the iceberg? The Autumn plateau K-wave brings on excesses in both the stock market and the boardroom. Even the early part of the Autumn plateau K-wave had its share of scandals and debt implosions with the insider trading scandals of the 1980's followed by the debt implosion and scandals of the Savings & Loans. If the 1990's were a decade of loss of faith in government for its excesses of debt buildup then the first decade of the millennium will see the same occur with capitalism and the corporation.

One of the more intriguing characteristics of a K-wave winter is the buildup of sinister forces that are religious in nature. The 1930's saw the rise of Nazism that led to WW2. But in an earlier generation K-wave winter in the latter quarter of the 19th century we saw the rise of the Klu Klux Klan as a backlash to the South losing the Civil War.

Today it is the so-called war on terrorism led allegedly by Muslim fundamentalist fanatics. There is a titanic religious war being played out. The Arab/Palestinian/Israeli conflict has the attention and imagination of conservative evangelistical religions in the United States. It is their belief that the current conflict was ordained in the Bible and will ultimately lead to the apocalypse. The President of the United States George W. Bush owes his election to these same conservative religious groups (as was Ronald Reagan before him). Many of his key aides are cut from the same cloth. Thus the many references to God and evil empires that dot Dubya's speeches.

The religious right firmly backs only Israel in the conflict. They view Israel as integral to their fermentations of the coming apocalypse (Time Magazine - The Bible and the Apocalypse, July 1, 2002 Vol. 160). On the other side conservative fundamental groups, some of whom see glory in suicide bombings, are swaying the Muslim world.

We have entered the downside of the current K-wave. This wave could last anywhere from nine to twenty years as we saw in earlier winter K-waves. The K-wave is the rise and fall of a generation and covers both the social and economic life of the period. The ancient Mayans knew of the inevitability of the cycle and took steps to mitigate its effects (although ironically in the end it did not save them). Our challenge will be to see that we come through so that once again we can rebuild.The current winter K-wave is still young. We have noted in the past that following a speculative bubble things have a tendency to return to where they started or stated another way the gains of the previous period are wiped out. Already some stocks such as Nortel Networks have fallen 98%. Other big names are just disappearing period. We highly suspect that the NASDAQ will ultimately lose at least 90% of its value from the top. That means a fall to at least 500 over the next decade. We have already fallen about 75%.

For the Dow Jones Industrials, in theory at least that could translate into a fall back to 1000. While that may be only for some super bears vivid imagination we believe that at a minimum the Dow Jones Industrials will ultimately fall at least 50%-60% or down to around 5000. The highs of January 2000 are but a dream for years to come.

The current 4-year stock cycle is coming to an end. Some thought it ended last September 21, 2001. It may still be in play and could bottom in early July 2002 although we suspect it will, following a summer rally, bottom later in the fall of 2002. That should set up a decent run in 2003, which should allow for graceful exits for those still caught in the malaise of the first big drop. That would set the next cycle bottom for around 2005/2006, which could be the ultimate low for the markets. Time of course will tell.

The Winter of the K-wave is a dangerous period. But it will be eased for those holding gold or gold stocks. That new bull market is still in its infancy and may yet face a significant shakeout to make its final bottom. But we would all be wise to hold at least a little gold. The winter of the K-wave is upon us.
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