
What’s with the stock market sell-off?

Some market bears have been looking
for a significant economic slowdown
and are pinging off weaker than expect-
ed economic numbers (like the retail
sales number). They also bemoan the
trade deficit drag on growth and the
falling dollar. For decades this group has
been waiting for the trade deficit to trig-
ger all kinds of global calamity. They
argue that the Fed will have to aggres-
sively raise rates to stop the tailspin in
the dollar or dollar weakness will raise
inflation. As a result, higher interest
rates will trigger a collapse in housing
and force the over-extended U.S. con-
sumer to retrench. The global boom will
then turn to global bust, as export led
growth collapses.
We don’t agree with the market bears.
First, while economic numbers may be
softening, they are hardly collapsing;
even housing has remained surprisingly
strong. Second, if the economy does
soften as they expect, the Fed is not likely
to aggressively raise interest rates. Third,
the decline in the dollar is not necessarily
inflationary. Foreigners have in the past
responded to dollar weakness by cutting
margins to keep prices stable and assure
that they retain market share. Fourth,
the consumer is not over-extended and
has never been wealthier. Job growth is
strong and personal income has been
growing. If anything, we worry that too
strong growth will keep the Fed in a
reactive tightening mode.
Many analysts are worried about boom-
ing global economic conditions, rising
commodity prices and their inflation

implications. Although this has been a
recurring theme for over a year, we have
yet to see a significant increase in core
inflation, which continues to be locked
between 1.5% and 2.5%. There has been a
surprisingly weak pass-through of com-
modity costs to core prices because
manufacturing productivity gains
remain robust and global competitive
pressures are keeping pricing power low.
While rising commodity prices reflect
strong global economic growth, they are
only one small component of the corpo-
rate cost structure. Low cost global labor
is easily offsetting rising commodity
prices and providing a flood of cheap
goods from overseas.
In addition, the commodity price spike
we are seeing appears more speculative
than fundamental. While robust global
economic growth is putting a strong bid
under commodity prices, the outsized
gains have little to do with shortages.
According to the ISM report of purchas-
ing managers, of aluminum, aluminum
products, brass, chemicals, copper, corru-
gated containers, crude oil, diesel fuel,
electronic components, flour, freight,
gasoline, nickel, paper, particle board,
plastics, resins, silver, steel, titanium and
zinc, only steel was in short supply. We
believe prices are going up because of
concern about potential supply disrup-
tion and speculative hoarding, not
because there are shortages. The para-
bolic nature of recent price moves
makes commodity prices vulnerable to
serious corrections, particularly if global
growth slows.

Likewise, high oil prices appear to be
more speculative than fundamental.
While supply concerns remain high due
to headline news out of Nigeria, the
Middle East and Venezuela, oil invento-
ries remain high. A shortage of refining
capacity does exist due to the long-term
failure to add capacity, which leaves lit-
tle slack in the system to accommodate
seasonal maintenance or refinery clo-
sures due to catastrophes. However,
refiners are coming back on stream and
gasoline inventories are starting to
build. Moreover, rising oil and gasoline
prices if anything are deflationary, not
inflationary. During April, U.S. consumers
spent $434 billion at gasoline retailers, a
seasonally adjusted annual rate of about
4.5% of disposable personal income
(only 0.6% higher than last year). On
balance, gasoline and energy costs are
not that big of a component of con-
sumer spending. The psychological
impact of higher gasoline prices is much
greater than the actual effect of higher
prices.
The bottom line is that the economy
appears to be slowing like the Fed
wants, global growth remains strong,
and inflation outside of the energy com-
plex is contained. As a result, we believe
the market sell-off is more due to the
fact that the strong rally left the global
stock market overdue for a correction
than any fundamental weakness. Global
stocks remain attractively valued, earn-
ings momentum is positive, and the
long-term uptrend is still intact. Buy
weakness!
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DISCLAIMER

This AAM Brief has been distributed
for informational purposes only and
is not a recommendation of, or an
offer to sell or a solicitation of an
offer to buy, any particular security,
strategy or investment product. This
brief does not take into account the
particular investment objectives,
financial situations, or needs of indi-
vidual clients. This brief contains the
current opinions of the author and
such opinions are subject to change
without notice. Information con-
tained herein has been obtained
from sources believed to be reliable,
but not guaranteed. Bailard cannot
provide investment advice in any
state or jurisdiction in which it is not
registered or exempt from registra-
tion.
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