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After a clear acceleration in job creation, the US economy is now showing signs of 

slowing down.  It is not confined to the US as world growth expectations for 2011 have 

declined to about three percent real GDP.  This slow growth has many implications, and 

none of them positive. 

 

Oil is the number one reason.  As Brent Crude crossed $120 a barrel, the impact was felt 

at the pump with the cost of gasoline rising above four dollars a gallon in six states.  In 

my home town I saw $4.29 for regular at one station.  Nothing is under four dollars.  

Unfortunately, consumer income has not increased along with other prices, which 

decreases demand for many goods at higher price levels.  Real retail spending is at risk.  

Housing demand is still sluggish. 

 

Overseas, Europe is showing signs of a slowdown, as Spain still struggles with its 

banking problems.  Spain’s housing bust was as bad as the one in the US and it continues 

to pressure their economy.  Portugal and Greece still have to be bailed out of their 

government debt problem and the economic figures on Great Britain show a rising 

inflation problem and a slowing economy.  Germany is assigned the task of holding up 

the European economy alone.  Growth in Europe will be very slow, perhaps less than two 

percent. 

 

Nancy Lazar, the ISI economist, has recently returned from Japan and her report is not 

good.  Most economists have a minus two to three percent GDP figure for the second 

quarter before a second half rebound, but Nancy thinks it may decline as much as six 

percent.  The country is in mourning and economic activity is slowing rapidly.  She feels 

it will take one to two years to get back to the level of electrical power they were at 

before the earthquake.   Rolling blackouts and brownouts will affect output for quite 

some time.  Japan’s problems affect the ability of the auto and technology supply chain to 

run smoothly.  Availability of certain components is already a problem. 

 

China and India both have nominal GDP growth rates at seventeen to eighteen percent.  

In China, inflation has been running over five percent although food prices have started 

to decline. This represents a much larger percent of consumer spending than in the US.  

However, property speculation remains and the government is determined to cool things 

off.  Monetary tightening is expected to continue for several more months.  The ultimate 

effect on economic growth is still unknown.  Compounding this problem is a massive 

inflow of capital which offsets these tighter monetary policies, making the government’s 

job tougher. 
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India has a different problem with inflation running over nine percent, year over year, and 

higher in the shorter term.  They need to tighten money and although they have raised 

interest rates, the real interest rate is still negative.  This leaves real growth still strong, 

but portends a story with a bad ending. 

 

In addition to India and China, other countries such as Brazil and Australia are raising 

interest rates to fight inflation.  This backdrop, combined with higher oil prices, will lead 

to slower world GDP. 

 

It is the US with loose monetary policy and this has caused the dollar to sink to very low 

levels.  It is interesting that the US is lagging the Emerging Nations in inflation pressure.  

Until we see strong growth in consumer income, it is likely that the inflation pressure will 

be confined to commodity type prices like food and energy.  The Fed is so desperate to 

raise housing prices, bailing out owners and banks, that it will keep this easy money 

policy for as long as necessary.  The low dollar has kept the industrial sector strong 

which has offset the consumer weakness and should prevent a slow slide back into a 

recession.   

 

The end of Quantitative Easing (QE2) will be an important event.  The Fed will match its 

policy to reports on the economy; the weaker the economy, the more drawn out the end 

of the easy money policy.  They are already reporting that they may replace paper that 

matures with purchases to maintain the size of their balance sheet.  Speculators have 

heavily shorted the dollar, but with the US inflation and interest rates lower than the 

emerging nations, any ending of QE2 may send interest rates back up and strengthen the 

dollar.  Any progress on the Federal deficit in Washington could also make the dollar 

rise.  Unless consumer income starts to pick up, a rise in interest rates and the dollar will 

maintain the slow growth rate in the US. 

 

We have been shifting out of stocks dependent on economic growth and into more 

economically defensive issues like staples and health care, as well as selected financials.   

Except for precious metals, we have sold industrial commodity names in copper and coal.  

Oil exploration companies no longer have the strong oil price rise behind them and we 

are underweighted in energy.  We have increased exposure in oil service as we feel a high 

price of oil is enough to spur demand for their services. 

 

Our expectation is that the economy will continue to slow, putting pressure on job 

growth, housing and corporate profits.  This will take its toll on the market which should 

have a mild downward bias for a few months until things stabilize and the expectations 

for increasing growth re-occur.  Money flowing out of the bond market and into stocks 

has the potential to keep the market grinding higher.  The catalyst for a stronger economy 

and stock market is clearly the price of oil declining.  It can easily back off to $85 to $90 

a barrel, which will reinvigorate growth.  We expect this to play out this summer. 


