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Back to the Future?

It is no secret that the year 2004 started out with a strong advance that after only two weeks turned into a massive liquidation. Hardest hit were speculative sectors worldwide. The more leverage a sector attracted, the harder it was hit by the ensuing sell-off. Emerging Markets were hit harder than developed markets (Brazil is off 25% whereas Germany is off only 5%); stocks were hit harder than bonds; the riskier the asset class, the more it was sold. Everybody remembers 1994. Back then, the Federal Reserve raised the Fed Funds rate rom 3% to 6% in a matter of 12 months. The carnage that ensued in the NASDAQ and in the bond market and the susequent bankruptcy of Orange Count is still a vivid memory. In December 1994, after suffering staggering losses in the financial markets, Orange County was forced to declare bankruptcy because it had played with leveraged accounts and derivative securities in the fixed income markets. Orange County’s investment pool had suffered a loss of $1.6 billion. This was the largest loss ever recorded by a local government investment pool, and when Orange County, California, filed for Chapter 9 protection on December 6, 1994, it became the largest municipality in U.S. history to declare bankruptcy. No wonder, everybody is careful not to repeat the old mistakes. Everybody seems to know that interest rates are going to have to go up, because inflation is on the rise. While this may be true, let’s go back to February, when this knowledge did not seem so widely spread. In February, nobody was talking about inflation, since the CPI was range-bound around 2% annual growth and the core CPI still showed a declining growth rate approaching 1% p.a. The conventional wisdom then was that Greenspan would raise rates only when the unemployment numbers would show consistent monthly job increases of 250,000 or more. Nobody was talking about a looming inflation threat, - interest rates simply had to rise to remove the artificial monetary stimulus, that was keeping consumers and companies afloat. You can see below, increased inflation might await us in the long run, but short term, we just completed an new low. We would need consistent and substantial increases in the Consumer Price Index (ex food & energy) index to justify this current “inflation talk”.  
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The current bearishness on equities has pushed the S&P 500's price-to-earnings ratio to about 20.6, the lowest since April 1997. How oversold is this market? Breadth has been at record poor levels. Jason Goepfert of SentimenTrader.com notes that between Friday, May 7 and Tuesday, May 11,  73% of all stocks have declined. The only time that breadth has been worse was on Oct. 19, 1987, which was the worst one-day crash the market has ever suffered. There have been only three other times that selling was this broad over a three-day time span: June 28, 1965, Aug. 29, 1966 and Oct. 10, 1979. So, the chances for a short term rallye seem good. Long term, interest rates are key. It all depends on expectations for future inflation. The Fed pointed out that the path of future rate hikes will be determined by long-run inflation expectations. From the chart above, nobody could argue that inflation, while showing some growth, is out of control. The chart below shows two of Greenspan’s favorite indicators, the Index of “Unit Labor Cost” and the “Employment Cost Index”. Since about 70% of price inflation can be attributed to increases in workers compensation and benefits (vs 30% raw material price increases) it is obvious that these indicators should give us an idea about the urgency and speed with which future interest rate hikes will be executed.  
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You see that the costs of employing workers in our economy can not possibly give rise to inflationary expectations. It is true that personal incomes are up more than 5% compared to a year ago, double last year's growth rate, or $500 billion. Moreover, corporate profits are up 30%, or roughly $300 billion. While this is the stuff that sustainable recoveries are made of, it is by no means inflationary. Two additional factors might prevent the Federal Reserve from raising interest rates quickly:

1. Oil prices have surpassed the $40.- /barrel mark and seem intent on remaining there. Economy.com estimates that every penny increase in the price of a gallon of gasoline costs U.S. consumers $1 billion. This year’s 50-cent increase in gasoline prices will take approximately $50 billion from consumers' pockets by this time next year. That's nearly one-half a percentage point of real gross domestic product. High energy prices act like a tax hike and are not necessarily inflationary.This could provide the Fed with a justification to take a measured approach in raising rates.

2. As growth and demand cools in China, the real threat does not lie with weaker exports by the world economies into mainland China. Rather, the risk to the global economy and global producers of goods will lie in exploding Chinese exports; as Chinese domestic demand weakens, more and more firms producing in the mainland (notably foreign affiliates) will redirect production that was originally geared for local consumption towards the global export markets. As China deflates, it will import less and export more, a great deal more, a fact lost on many. The result will be Chinese pressure on domestic prices. 

Conclusion: Current levels of interest rates and stock prices are discounting the worst. As you know, it never is as bad as it feels. I see many reasons to be optimistic about our capital markets for the rest of this year.
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