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Hidesa Wave of Change

The Consumer Pricelndex, or “CPI”,
represents abasket of typical consumer
goods, including housing, food, medical
care, apparel, and more.

According to thisindex, inflation looks
well controlled and below average.

However, thelow and stableinflation
that we enjoy today hidesamore
interesting story beneath the surface:
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driving down prices. Lower costsof labor and raw materialsenter the USintheform of
lower pricesthroughimportsand outsourcing. Thispatternislikely to continuefor

several decades, although the pace may slow.

Long-Term Evidence that Trade L owers Prices

Data for some major CPI
componentsareavailable Cumulative Inflation by Sector, since 1/1/1968
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sense because imports
often have aprice
advantage. Apparel may
be the easiest good to
import, and that sector has
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Information in this Commentary has been obtained from sources believed to bereliable, but its accuracy and compl eteness are not guaranteed.
The opinions and projections are judgments of Von Kohorn Research and Advisory (* VKRA” ) and are subject to change without notice. This
Commentary is for informational purposes only and is not an offer or solicitation for any financial product or service or a recommendation or
determination by VKRA that any investment strategy is suitable for a specific investor. All investments are subject to risks, including possible
loss of the principal amount invested. Some investment products may be available only to certain “ accredited investors.” Past performanceis
no guarantee of futureresults.
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risenfar lessthantheother sectorsinthe CPl. TheMedical Care Servicessector may bethemost difficultto
import, and it hasundergone the most inflation. Housing can benefit from unskilled labor and international
materials, butit relieson USland and at |east some US |abor.

Short-Term Confirmation

Theimpact of imports has been even more
dramatic when welook at more recent data.
Imports have actually caused deflation in
apparel. Beginningin 1994, inflation datais
availablefor therecreation and
education/communication sectors. These
sectors combineimported products such as
cell phones and gameswith USlabor such as
teachersand entertainers.

Despite widespread talk of ahousing bubble,
the priceindex for housing, while high, isnot
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ashighasthepriceindexesfor Medical Careor Medical Care Services. Housing, inother words, appearsto
beinlinewith other pricesinthe CPI, givenitsdifficulty toimport.

I mplicationsfor the U.S. Economy

Importsarehavingavery favorableimpact oninflation. Without thepricepressurefromimports, inflation
wouldamost certainly behigher. But withimports, pricesremain stableand the Fed can keepinterest rates
low. Low interest ratesallow theeconomy toinvest moreand grow faster. Inturn, thishigher rate of
investment and faster growth keepsmore peopleemployed and |eadsto higher level sof production

throughout the world.

A strong US dollar meansthat importsare cheaper, further pushing downinflation. SothestrengtheningUS
dollar inrecent monthsshould givethe Fed additional reason to stop tightening. A quarter-point increase on
December 13" may mark the end of this cycle. Expect arapid short-term risein stock pricesif the Fed

changesits" measured pace” languageon or beforethat day, and againif Greenspan givesusaparting gift—
announcing a“neutral” rate on hislast day, January 31%.

Inthe United States and other wealthy countries, manufacturing companieswill needtoinnovatevery
rapidly if they are going to stay ahead of low-priced imports. Otherwise, manufacturing profit marginsand
wageswill continuetofall. Many of the most reliable dividend-paying stocks may find their business
modelsfailing. Thebankruptcy of Del phi and thesuffering of GM aredirectly related tothislong-term
trend. Thereislittlerelief insight for thesecompanies, andthereislittlestandingintheway of their foreign

low- price competitors.

WhiletheUSimportsalow inflation rate, more purchasing power, and afaster-growing economy, foreign
countriesareimporting productivity, stability, and afaster-growing economy. The piecesarein placefor
long-term growth in global stock markets—but avoid the victims of foreign competition.
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