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US Consumption Rises, Manufacturing Slows

Thursday’s retail sales data surprised to the upside – again. The US consumer seems in better shape than many analysts had predicted. Retail sales reached their highest level since March 2000 and remain at almost twice the 10 year average growth rate of 5.4%. Excluding automobile and gasoline sales, retail sales are up 7.8% vs. a year ago. How could it be, that consumer spending is so strong, given high energy costs? The answer is that incomes have gone up considerably more in dollar terms than has the nation's energy tab. Personal income is now up 6.7% vs. a year ago, or roughly $650 billion vs. a year earlier. This is much more than the net increase of roughly $100 billion in the nation's energy bill last year. Importantly, personal income has been growing close to 2 percentage points above its long-term average, which on a $10 trillion base equals about $200 billion. This added income growth over and above the long-term average has helped the U.S. pay its energy tab. Many are surprised to hear that personal incomes are up almost 7% vs. a year ago. They wonder how it could be so, with average hourly earnings up just 2.7%. The reason is that the personal income figure is a far more comprehensive gauge because it captures more than just regular wages earned by employees but also includes incomes earned by supervisory workers and the self-employed. Personal income consists of wages and salaries, which could therefore include commissions and bonuses, which are not counted in the data for average hourly earnings. The personal income data also include proprietors' income, which accounts for about 10% of all personal income. None of this income is included in the hourly figure. Also included in the personal income tally but not included in the hourly data is income received in the form of dividends and interest, as well as transfer receipts such as Social Security payments and Medicare. All of these areas have posted large gains over the past year. Inflation on the other hand has been subdued and has not taken away that much buying power. At 2.0%, the year-over-year gain in the core CPI is at its lowest level since last October and is below its peak of 2.4% set in February. Disposable income, therefore is growing strongly enough to lift real growth to solid levels.   
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Validating the gains in personal income is the recent news on the US budget deficit. Last week, the nonpartisan Congressional Budget Office said in its monthly budget review that the deficit for the current fiscal year will be significantly less than $350 billion, perhaps below $325 billion. These figures are well below 2004, when the deficit reached a record $412 billion. The improvement in the budget deficit is due to a surge in tax receipts, both personal (up 18% vs. a year ago) and corporate (up 41% from a year ago). The only question in my mind is, how much of the personal income gains can be attributed to the real estate sector. It seems that nowadays one out of four American families have somebody employed as a contractor, mortgage banker or real estate broker. Bill Gross (Director at PIMCO) has consistently warned about this asset/real estate based recovery. 

There is no question that low interest rates stimulated the US economy and especially the housing market. Rising real estate prices benefit the consumer by raising his borrowing capacity and by creating jobs in the sector. In prior cycles government policy pumps (low interest rates) inevitably led to self-sustaining expansions as investment spending, combined with demographic and policy-induced labor force growth, alleviated the need for additional stimulus. “This recovery” writes Bill Gross “is different because it was spawned and subsequently nurtured on the back of asset appreciation alone. Greenspan and company have high hopes that investment and then employment will ultimately kick in and work their self-sustaining magic one more time, but jobs and investment these days go to Asia at the margin, and domestic animal spirits have been squelched by the looming inevitability of reduced returns on risk capital in a low interest rate world.” 

It looks like Greenspan has created his own conundrum. He repeatedly expressed concern about excessive real estate speculation. The only instrument at his disposal that could curb further excesses, however, is blunt. Raising interest rates further means, that he would hurt the domestic manufacturing sector (the only one in my opinion who provides “real jobs”), which is already slowing down anyway. In my last newsletter I had quoted Paul McCulley (Bill Gross’ collegue at PIMCO) who said that weakness in the manufacturing sector will always get the Fed’s attention fast. It seems that the time has come for the Fed to make a decision because the manufacturing sector is unquestionably slowing down. Look at the charts below:

Baltic Dry Index: Sep ’03 – Jul ’05



ISM Prices Paid Index

[image: image3.png]Baltic Dry Index - Daily

6,600

6,400

6,200

6,000

5,800

5600

5,400

5,200

5,000

4,800

4500

4,400

4,200

4,000

3,800

3800

3,400

3,200

3,000

2,800

2,600

2,400

2,200

2,000

i
L
wizo
09
<wels
Svan
iy
weze
<wote
S
s
<wszy
<wally
iy
Sy
ez
wie
e
e
T
i
iz
vt
wig
w1
Lt
i
<wert
Fal
V0T
PVELET
et
VST
VEETT
SUTT
VR
i
szl
BT
TIn
L
LG
e
S
s
gs
s
s
Ve
s
L
I
T
L
vEe
e
e
g
g
o
LS
e
s
oy
STy
e
vy
TE
e
sTE
[0
e
T
T
ST
(oA
feEas
VST
[
st
el
el
il
it
it
e
SWLUTT
VT
et
Lzl
001
vEVOT
g
LS
e
slE
e
it




[image: image4.png]100

ISM Mfg Prices Paid Index

20

80

A

A

70

[\

I
NV,

v

60
SDV-L\7VAVDA/
40

/)

[V

AAAY

/

30

W

\
W

20
10

0

1990

1992

1994

1996

1998

2000

2002

2004





A surprising new report out of the International Energy Agency ("IEA") says that China's overall oil usage declined by 1 percent in the second quarter, compared to 15.5% growth last year and 11% the year before. IEA officials believe that the decline is "temporary" and that they are looking for a rebound in Chinese oil demand in the second half. The IEA also said yesterday there were signs that worldwide production capacity was starting to move ahead of demand. The IEA China data point is particularly interesting since it comes at the same time that the Baltic Dry Goods Index (top left chart) is hitting a two year low. This index, which measures the cost of shipping raw materials like coal and iron ore, is now down over 50% since April. This index is viewed by many as a leading indicator of global economic demand, and has recently raised questions of whether the Chinese economy is indeed starting to slow. The ISM Prices Paid Index (top right) also shows that pricing power in the manufacturing sector is diminishing at a fast rate. These two indices indicate (as did the ISM Index in our last newsletter)  that the manufacturing sector in the US and other parts of the world is weaking dramatically. This must cause Greenspan sleepless nights. He does not want to hurt the few remaining manufacturers in this country by rising interest rates too much. But neither does he want to create a real estate bubble by keeping interest rates artificially low. The solution will be difficult to engineer. To give you a glimpse at what the future might hold: Investors are already speculating that Britain is going to be the first country to lower interest rates this year, due to weakening home prices and slowing consumption.  

Hermann Vohs
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