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The inventory correction

The Federal Reserve will raise interest rates Tuesday. It is a done deal. The Fed has been strongly hinting for months that it would raise short-term rates back to more normal levels. At the same time there has been an assumption in the financial markets that long-term rates -- the ones that determine mortgage rates -- would be rising as well. However, when something seems so certain that everybody agrees, watch out. The baseball bat usually comes from behind. Long-term rates have been falling since June and they are now back to where they were six months ago. The bond market is telling us something. Simply put, this is not a typical economic recovery. Growth is subdued rather than robust and deflation may be just as big a threat as inflation. In a normal recovery, the economy strengthens, the job market strengthens, business borrowing increases, and inflation and interest rates climb. The current recovery fit that pattern until the summer. Then we hit a soft patch. Retail sales started to fade and job gains were disappointing. Important companies have been warning recently, that sales growth and profits would be below expectations. Is the economy in danger of slipping into recession? 

As noted in my past newsletter, a pause in an economic recovery is not that unusual. But we better see some improvement on the consumer side within the next month or so. This improvement, however, must come because of job creation, not because of increased borrowings by people already employed. Two weeks ago I discussed the spending power and spending habits of the people who have jobs and/or are still covered by unemployment insurance. The “have’s” in this economy have jobs but are probably tapped out nonetheless. The “have-not’s” must be pulled over to the “have’s” side to keep this economy on a straight path to a self-sustaining recovery. Sustained job growth becomes now vitally important. 
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Doug Kass wrote Friday on TheStreet.com “The bullish case for equities stood on the notion that the summer soft patch would be followed quickly by an acceleration in growth, and that the consumer-led recovery of 2002-04 would be followed by a smooth handoff into a business-led recovery in late 2004-2005.”  We already discussed the consumer side last time. Lets talk about the business side of the economy. Many investors were shocked recently, when Intel reported a surprising jump in inventory levels. They took it as a sign, that final demand was not as strong as the company had anticipated. This is true for many other companies as well. Inventory levels are increasing at a rapid pace, gaining more in percentage terms over the past six months than during any six-month period of the past 20 years. The trend gives plenty of fodder for both the bull and bear camps, as there is a wide range of possible outcomes that could emerge. Are corporate executives overestimating the strength of the economy? They surely did not anticipate the economic realities in 2000. The proof whether business managers are too optimistic may come soon. Meanwhile, we have to use available resources to try to gage into the future. 

The chart below (right) shows how many months worth of sales businesses hold in inventories. The inventory-to-sales ratio has been steadily declining because businesses moved to just in time inventory management techniques. This of course reduces the average stocking period of products. The less inventory a company has to hold (without sacrificing sales) the less costs are associated with inventories. 
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The chart above (left) seems to indicate, that business managers are voluntarily restocking their shelves. The chart shows Commercial and Industrial (C & I) Loans at all banks. The red line shows the six months growth rate of these credits, extended by banks to business customers. C&I loans tend to be strongly correlated with trends in inventory investment. It is therefore important to note that C&I loans have seen a marked turnaround of late, posting a string of gains the likes of which haven't been seen in about four years. These loans are likely being taken with the view that the economic expansion will continue for a while. After all, why else would anyone take a business loan? So, the pickup in C&I lending is a sign that businesses are banking on an eventual reacceleration in final demand.

So far, the recent inventory build looks intended and thus signals optimism in the sustainability of the current economic expansion. The fact is that even though inventory levels have increased substantially over the past six months, the current level is still low relative to sales, as is evidenced by the current level of the inventory-to-sales ratio of 1.32 months. That I/S ratio is only a slightly above the record low of 1.30 months that was set this past March, and it has fallen steeply over the past 15 months. This means that the inventory buildup represents an effort to bring inventory levels closer to balance following a plunge relative to sales.

Despite evidence indicating that the recent inventory build might be intended, there's also evidence of unintended inventory builds in a number of industries, including automobiles and certain areas of technology. The recent inventory buildup makes it critical for final demand to increase soon. If it doesn't, self-feeding economic weakness will follow and the current vigor in the manufacturing sector will become a thing of the past.

I remind readers of Bill Gross words who I quoted here in May 2004 and which seem to me more and more prescient: 

Inflation and deflation in this levered world coexist nearly side-by-side.
This means that if the extended consumers with jobs can not increase their spending due to excessive debt and if corporate managers remain cautious in hiring new workers, the inventory increase might become a drag on the economy. On the other hand, if hiring picks up in the months ahead, we are probably still on course for a 3% to 3.5% GDP increase this year. Let me close with another quote :

"To be prepared against surprise is to be trained. To be prepared for surprise is to be educated."

Hermann Vohs
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