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Inflation spooks Wall Street

The first quarter almost succeeded in making up with investors. The quarter had begun with a very nasty sell-off which continued all throughout January before the markets caught a bid worth talking about. Then we rebounded so strongly that the S&P 500 reached a new 52 week high (even though the NASDAQ did not even come close) before inflation jitters, the General Motors surprise and a host of other economic and corporate events freightened investors. Then last week, it almost seemed like investors were growing more confident again. The S&P 500 tested the 1163 breakout area, which already had provided support in January and rallied strongly from there until Friday. Friday morning the Labor Department announced much weaker job growth (110,000) than expected (expectations were for 220,000 new jobs). This originally provided a relief-rally based on expectations that, not only would the Fed not tighten rates more aggressively, it may even soon step off the brakes altogether.

Those hopes were quashed,however, as the Prices Paid Index of the March manufacturing ISM survey surged to 73 points, way above expectations for a reading of 66, and its February level of 65.6. In addition to the ISM data, market players took another look at previously ignored components of the March jobs report: Hourly earnings rose 0.3% in March, after an upwardly revised gain of 0.1% in February. Chicago Fed president Michael Moskow then rubbed it in on Friday by saying on CNBC that the Fed is "concerned about inflation," citing energy prices and import prices as particular areas of concern. The Dollar rallied on this comment even as Wall Street was still cheering payrolls. The dollar rose against the euro and reached a five-month high against the yen Friday, after Japanese industrial data disappointed.
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The ISM “Manufacturing Prices Paid Index” has been rising in waves since 2002, which roughly coincides with the bottom of the bear market. While higher prices in the beginning where viewed as positive because they kept deflation at bay, the interpretation recently has shifted towards concern. Inflation is bad for fixed income investors and to much pricing power by sellers of raw materials is not a good thing anymore.

Let’s be honest. The core Consumer Price Index has been skyrocketing since the beginning of 2004. This can not be a surprise to anybody. While the deflation scare that gripped Wall Street (and the Fed) between 2000 and 2003 was understandable, the price increases in the last twelve month are definetely no surprise. Fixed income investors had just been blindsided by the relentless buying of Treasury Bonds and Notes by Asian Central Banks. 

So will Inflation in this country accelerate further? Tony Crescenzi from Miller Tabak thinks so. He says that “The 0.3% gain reported in core consumer prices (the consumer price index minus food and energy) occurred despite a benign 0.2% gain in owners' equivalent rent, which represents about one-third of core prices. This is important because rental costs are likely to rise at a faster pace in future months as the housing market slows in response to the rise in mortgage rates. The rise in rental costs will thus join with the accelerating inflation now surfacing more broadly on other goods and services.” He continues to point out that  “The upward trajectory in consumer prices has been evident in the Bureau of Labor Statistics' consumer price index (CPI) for months, as evidenced by the 2.4% year-over-year gain in the core CPI, which is more than double the pace from a year ago and the biggest gain since August 2002. Given the lag between economic growth and inflation and in light of the fact that the economy has not yet slowed to any meaningful extent, a further acceleration in these key inflation indices seems likely. The biggest determinant of inflation is the cost of labor, which accounts for about 70% of all costs. No inflation analysis is credible without some degree of focus on labor. While it is true that wage inflation has been tame of late (average hourly earnings are up 2.5% vs. a year ago compared to a 10-year average of 3.3%), the Fed must nonetheless calibrate the federal funds rate to be closer to neutral when wage growth becomes normalized. The Fed must also track other elements of the labor picture, such as benefit costs and unit labor costs. Indeed, wage inflation is not necessarily the best gauge of inflation pressures. Unit labor costs are the superior gauge. It can be argued that the cost of producing a unit of a good and or a service is a more important determinant of inflation than the cost per worker. On this front, it is notable that the recent gains in employment have begun to put downward pressure on productivity, which has advanced at a 1.7% pace over the past two quarters compared to a pace of 4% from 2001 through the middle of last year. This is putting upward pressure on unit labor costs, and the upward pressure will likely continue so long as employment gains continue.”
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The left chart above shows the Index of Unit Labor Cost. It started plummeting together with the stock market in March 2000, bottomed out in 2002 and has been rising to more normal levels in 2004. I would not view the current level as worrysome. A further rise in coming quarters, however, would be a negative. The core Personal Consumption Expenditure Index (less food and energy) shows also a benign picture. The PCE Index is based on goods that are actually purchased, unlike the CPI, which is based on the price of a basket of goods. The Fed prefers this indicator to the CPI, because "for inflation to take place, a transaction has to take place”. I agree with this assesment. Real transactions show the purchasing patterns of consumers better than a synthetic basket of goods ever can. So what about inflation? Is it going to rise or fall? To be honest with you, I am just as confused as your average Wall Street guy. That is the problem with high frequency data. They give you a lot of information frequently, but they do not necessarily make you a better investor. 

I have the highest regard for Tony Crescenzi, but if pressed, I would have to disagree with him. I think that consumers are overextended and that in the long run, price increases will not be easy to push through. This probably means, that manufacturers will have to eat the rising raw materials costs themselves. I think inflation is not going to be as bad as Wall Street currently believes. Consequently, Greenspan will have time to continue raising interest rates at a leasurely pace. I expect the Fed Funds rate to top out at 4%, which would give us two more rate hikes of 0.25%. This is not too bad and stocks should start discounting the end of the tightening phase soon.  

Hermann Vohs  
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