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The most signifi cant fi nancial news of the last week was the persistent rise in commodity prices in general 
and oil in specifi c.  We know that most of the decline in world GDP was due to the credit shock.  But some 
of it was due to the surge of oil prices last summer, which pushed oil to $147 a barrel and gasoline to $4.50 a 
gallon.  The impact of oil prices on the economy is a “supply-side” shock, whereas the credit collapse induced 
a demand-side contraction.  Unfortunately, we know much more about fi xing the latter than the former.  The 
government stimulus plan plus the Fed’s liquidity provisions are offsetting credit restrictions.  But we have no 
easy answer to the supply-side, and if oil continues to rise, this will undoubtedly crimp the recovery. 

Certainly some of the current rise in oil is speculative as the price has formed some very favorable technical 
patterns.  But much of the increase is due to the bounce in the Chinese and Indian economies.  We know 
that these countries harbor hundreds of millions of workers who could enter the middle class over the next 
ten years and that means purchasing at least one automobile for the family.  This prospect is propelling oil 
prices higher.  Although OPEC has indicated that $80 to $85 dollars is a “fair” price for oil, even OPEC has 
little ultimate impact on the price or they would not have let it go up to near $150 last year.  Oil supplies are 
fi nite and so far there is no good substitute for powering cars.

The increase in commodity prices has challenged the bond market, which broke down badly last Wednesday.  
I’m surprised that government bonds continued their bounce back today; it could mean that the Fed was 
in the market as a buyer.  Nevertheless, despite all the hullaballoo about the 30-year mortgage rate moving 
about 5%, that rate is still incredible cheap from any perspective and won’t stop the housing recovery.

The GDP revision today was mildly disappointing in that consumption growth was revised down to a 1.5% 
increase from 2%.  The Chicago purchasing manager’s report was also disappointing.  With the May boost 
in income due to the one-time social security payments ending this week, a rise in gasoline prices could put 
increasing pressure on June’s consumption data.  Upcoming same store sales and other retail date should be 
monitored closely.
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