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Slip into the way -back machine, set the dial to “1992” and
pressthe big red button. When the door opensyou find
yourself in aworld that seems strangely familiar. There'sa
looming presidential election featuring an incumbent
named Bush who' sfacing off against apopular young-ish
Demacratic challenger. Despite what appeared to be an
easy victory in Irag, the President is being roundly criti-
cized for the unfinished businessthere. Meanwhile, his
opponent is scoring points by banging on about the weak-
ness of the US economy, as he paints a picture of an out-
of-touch President with no plansto deal with theloss of
jobsthat occurred on hiswatch. President Bush claimsthe
economy is moving ahead strongly, yet the electorateis
divided on this and many other issues.

OK, maybe we're stretching

Consumer Sentiment and Retail Sales

thisrecovery in trouble? We don’t want to keep you in sus-
pense, so we' Il just say right up front, “We don't think so.”

Y et that doesn’t mean that there haven’t been, and won't con-
tinueto be, bumpsin theroad. Recoveries never progressin a
straight line.

To support thisidea (and to hopefully liven up adreary topic),
we've included even more charts than normal in this month’s
Investment Update.

First, let’ slook at the US consumer. The top chart compares
consumer sentiment and US retail salesfrom 1989 to mid-
2004. What'sreadily apparent isthe similar pattern these two
indicators took during both periods of economic weakness
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Y et the comparisons are
there, especialy when we
look at the businesscycle
herein the US. Our economy, after putting in ablazing
performancein thefirst half of 2004, appearsto have hit a
slow patch, just asin thelast cycle when talk of a phantom
recovery became a highly effective mantrafor the Clinton
campaign (“It’sthe economy, stupid”). While the terms
have changed (today we hear about the “jobless recovery”,
not the “double-dip”), the same question isbeing asked: Is
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mythical status asapolitical
advisor to candidate Bill
Clinton by exploiting con-
sumers feelings of uneasein 1992).

We seeasimilar patterntoday. Despite aslight slowdown
over the past two months, consumers are spending at arapid
pace (approximately 8% over last year) while consumer senti-
ment moves unevenly higher. Thisshouldn’t surprise any-
one—when arecession is till fresh in consumers’ minds,
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their perceived state of mind generally lagstheir more opti-
mistic behavior.

The second chart compares persona income and personal
consumption over the sametime period. Once again, we see
the drop in these indicators of consumer strength in both the
1989-*91 and 2000- 02 peri-
ods. Asalways, thereare

US Industrial Output

The middle chart showsthe growth rate of capital invest-
ment inthe US, and issignificant in that it demonstratesthe
degree to which this segment of the US economy “fell off
the cliff” in the most recent recession. By late 2001/early
2002, total capital investment in the USwasfalling at arate
of more than 10% per year. Y et today, with the possible
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rollsfrom 2001-03. There-
cent pullback of payroll gains
in the second half of 2004,

real slowdown at all overthe  -30%
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Now we turn to the other
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more than any other eco-
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investorsinto questioning the
health of the current econ-
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chart onthispageshowstwo 300
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omy. But we believethat the
spike in early 2004 made
investors overly optimistic
about the future direction of
payrolls. Our position isthat
this measure of the economy
may not show the strong re-
bound that so many other
indicators have demonstrated
for anumber of reasons. The

the recoveries. The most -400
striking feature of this chart

isthe anemic recovery in

capacity utilization inthe

current period. Thisis perhapsthe biggest disappointment
of the current recovery, and asource of great dissatisfaction
intheindustrial Midwest states with the current administra-
tion. Asthe USbecomes primarily a*service economy,”
thereisasignificant amount of slack capacity inthe US
manufacturing sector. Whether or not Mr. Kerry, if elected,
could do anything to boost the USindustrial sector and re-
verse the loss of US manufacturing jobsis, of course, an
open question.
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primary factor weighing on
payrollsistherising cost of
hiring new employees, not
necessarily from higher
wages and salaries, but benefits. Medical and retirement
benefits for full-time employees have been the biggest
source of rising costs for businesses (health benefits costs up
50% in the last four years), atrend that isn’t likely to reverse
any time soon. Likethelow level of capacity utilization,
thisisan economic indicator that, due to structural and
demographic factors, may well remain depressed for an ex-
tended pe- — riod, even in an otherwise healthy
economy. -
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