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When will consumers be tapped out?

This was the busiest week for fourth-quarter earnings reports of the season, and there was plenty of disappointment to go around. Biotech, telecommunications and financials often reported good earnings but could not sustain any advance. Even mighty Microsoft, which reported better-than-expected profits and raised 2005 guidance, could manage to gain only 7 cents Friday after its announcement. For the week, Microsoft gained 2%. 

Companies with in-line or worse than expected earnings were punished severly. Not even two blockbuster mergers (SBC Communications wants to buy AT&T for almost $16 Billion, Procter & Gamble agreed to buy Gilette for more than $50 Billion) could encourage the bulls for more than an hour or two. Late afternoon sell-offs erased early morning gains too often throughout the week. Barring a one-day surge of more than 3% Monday, the Dow and S&P 500 will finish January with losses. 

Economic news was mixed. Higher-than-expected consumer confidence and durable goods orders (excluding aircraft orders) earlier in the week, were offset by Friday's weaker-than-expected fourth-quarter gross domestic product report. Thanks to what will surely be a record trade deficit, the economy expanded at an (inflation adjusted) rate of 3.1% in the last quarter of 2004, a full point less than the previous quarter and about a half-point below the consensus forecast. The yield on the Treasury's 10-year note ended around 4.14%, right where it stood a week earlier. So why is the stock market unable to get out of its own way? I think investors are expecting weaker economic growth and slower consumer spending in the coming quarters. Consider this:
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The blue line above represents the real (inflation adjusted) Gross Domestic Product (GDP). The red line represents the annualized quarterly growth rate. The grey lines show the last two recessionary periods. The growth rate reached its highest point 

in the third quarter 2003 and currently indicates a 3.1% growth rate for the overall economy. The trend seems to be slowing and this concerns Wall Street. 

Many Wall Street analysts expect no more than 2.5% GDP growth this year.

The blue line above represents the Weekly Leading Economic Indicator of the Economic Cycle Research Institute, which claims that the WLI has an average lead of 10 months at business cycle peaks and three months at business cycle troughs.  

Even though the Index remains at historic high levels, the growth rate, which had recovered from negative territory at the end of October, started to dip again at the end of December and remains in negative territory.

I have said several times over the past months, that the US consumer is the ultimate driver of this economy.

The U.S. consumer represents slightly more than two thirds of final 

sales to thedomestic economy, and nearly 22% of the world's GDP.

Consumer spending increased in the third quarter 2004 at an annulized rate of 3.8%, while real disposable income only increased by 3.4% in the same period. To be fair, this was nothing new as expenditures have outpaced income in nine of the past 15 years. Still, this can not continue ‘till the end of time. The income increase for 2004 was boosted by a tax cut that resulted in higher than normal income tax refunds during the first half of the year. No new tax cuts are planned for 2005. Eventually, every trend has to end. The timing might be uncertain, but I think that the charts below indicate, that the consumer has to retrench this year.
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Real average weekly earnings are the average weekly earnings of full-time and part time workers holding production or non-supervisory jobs, adjusted for inflation. In the fourth quarter, real average weekly earnings, which reflect the income of four-fifths of total non-farm payrolls, stood 0.8% below the

year earlier level. This important income measure was considerably weaker late last year than before the start of the 2001 recession. 
Household debt levels imply that the financial condition of the typical American household is stretched. Household debt was a record 115.3% of

disposable personal income in the third quarter, an all time high for the series. Many critical consumer borrowing rates became more costly in 2004. With most consumer credit card and home equity loan rates tied to the prime rate, consumers were directly and adversely affected!
The stock market is affected by perceptions, that the consumer is tapped out, which would affect companies from Apple to IBM, from General Motors to General Electric. However, it is not unrealistic to hope, that declining real (inflation adjusted) incomes can be more than offset by rising job creation. More jobs means more consumer spending, even if the average consumer spends less. Still, I think it is interesting that surveys of economists at the end of 2003 and again in Summer 2004 showed virtually unanimous predictions of higher interest rates due to higher inflation. And indeed, the Fed Funds rate did rise from 1% to 2.25%. 2 and 5 year note yields also increased to 3.1% and 3.6% respectively. The long end of the yield curve however reacted quite differently. Essentially no changes occurred for maturities from 7-10 years, although dramatic fluctuations occurred during the year. The 30-year T-Bond, however, actually declined in yield by 0.25% to 4.82%, which resulted in a 8.9% total return and totally confounded the consensus. I believe, that bond market (the bigger, smarter brother of the stock market) is telling us, that economic growth this year will be moderate at best and that inflation probably constitutes no real danger. Are you confused yet? So are many investors. Again, we need to cast our eagle eye on consumer demand. 
Hermann Vohs  
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