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Secondly, we will review our manufacturing renaissance theme
and the poor economic data coming out of China.

Equity

And, finally, the last major thrust of today’s discussion will be the
German equity market which, based on a forward earnings yield/
interest rate model, appears to be one of the least expensive of the
developed economies. Furthermore, the disconnect or “gap” between the EU’s monetary policy and Germany’s economic strength
is creating a dynamic that will boost domestic consumption. In addition to its domestic strength, Germany is also a high beta play on
a recovery in global macro conditions.
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For the past eighteen to twenty four months we have developed
investment themes based on our view of an incipient resurgence
in housing and domestic capital expenditures. Today we will review
some of this data with a focus on the unusual disconnects that
have persisted since the end of the recession between time series data that are normally more closely correlated. The presence
of these “gaps” is evidence that there are pent up forces that will
eventually be released, providing a strong tail wind for this theme.
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Housing
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CHARTS 1-3. The US housing

market has finally begun to
rebound along with associated
sectors such as homebuilders
and home improvement retailers. In Chart #1 the blue line
represents the price/rent ratio
and the red line is the housing
starts number. As you can see
in the yellow boxes, when this
price/rent ratio was at the level
it is today back in 2001, housing
starts were ~1.6 million, a sharp
contrast to today’s 750,000/
month. This is one of the “gaps”
in the data series mentioned
above. In chart #2 it is clear that
housing prices have rebounded
as per the Case-Shiller and
FHFA data but, based on current levels of interest rates and
income we think there is further
room for appreciation. In chart
#3 we have plotted home prices
against the income/interest
ratio.
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CHARTS 4-7. The current data point, the red star, would imply that home prices could see further ap-

preciation before becoming expensive relative to incomes and interest rates. In Chart #4 we have
compared housing starts to household formations and, once again, observe that there exists an
unsustainably wide gap that first opened up in 2009. The rising interest in home buying is further
evidenced by the Index of Prospective Home Buyers compiled by the National Association of Home
Builders shown in Chart #5. This index has risen to its highest level since mid-2006 and correlates
very closely with new home sales and typically leads by around nine months. From April of this year
the index has shot up to 31 from 18. In Chart #6 we can see the correlation between the S&P index
of homebuilders and the National Association of Homebuilders indicator. Once again we see a gap
opening up and, if it repeats the pattern of the early part of the decade, it likely means that the homebuilders sector has much more upside remaining. The last gap data for the housing sector is between
housing starts and railroad shipments of lumber, Chart #7. The rapidly rising shipments, in blue, lend
more evidence to the theme of a rapidly strengthening housing market.
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Capital Expenditures
CHARTS 8-11. For the first time in over sixty years capital expenditures in the US have not kept pace

with depreciation. As you can see in Chart #8 that the blue line, which represents capital expenditures
net of depreciation, has been negative since about the middle of the recession. When compared with
rates of capacity utilization, the orange line, capital expenditures should be much higher. This is one
of the widest gaps since the mid 1970’s. Another unusual gap is between non-residential private fixed
investment and bank lending standards. In Chart #9 you can see that this gap is also at nearly historically wide levels. As a function of non financial free cash flow, capital expenditures by corporations
have had a solid bounce but remain well below historical averages, Chart #10. This historically low
and persistent level of capital investment will eventually resolve to the upside providing potentially
strong tail winds to the Multi Industry and Electrical Equipment industries. This resolution will only
come when business sentiment turns positive. In Chart #11 you can see from the survey of small
business, in red, that there has been a sharp decline this year in their outlook for investing and yet
the availability of credit has risen to pre-recession level highs. When this kind of gap occurred in 2003
(yellow box) there followed a strong, positive surge in small business sentiment and, subsequently,
capital expenditures.
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Manufacturing Renaissance
CHARTS 12-13. The negative sentiment in the business sector that is restraining capital expenditures

is driven by uncertainties over US elections, the so called fiscal cliff and the European and Chinese
economies. These will all eventually resolve and/or morph into other worries but the “catch-up” in
capital expenditures will still occur and will be helped along, in large part, by the renaissance that is
now occurring in US manufacturing. The US has several advantages in the manufacturing sector that
compare favorably against other Emerging Markets and/or Developed Markets:
1.
Restrained Unit Labor Costs
2.
Low Energy Costs: Natural Gas/Electricity
3.
Positive Demographics
4.
Good Infrastructure
5.
Rule of Law
6.
Liquid Capital Markets.

In Chart #12 you can see that
the manufacturing work week,
the blue line, has returned
to levels last seen in the late
1990’s but that orders for
machinery and equipment are
still badly lagging. This is more
evidence of restrained capital
expenditures. This strength in
manufacturing should continue
as evidenced in Chart #13. In
this chart we’ve correlated the
new orders/inventory ratio for
non-ferrous metals, the black
line, with the industrial production index, in red, and the
manufacturing index (a subset
of industrial production), in
dashed blue. Notice the steep
spike up in the ratio late last
year. By historical standards this
would imply a similar spike in
the manufacturing and IP indexes in late 2012 but, because
of the poor business sentiment
reflected in the surveys, will
likely not happen until 2013.
www.winslowevanscrocker.com
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CHARTS 14-17. Charts #14, #15 and #16 provide a graphic illustration of some of the comparative

advantages that the US has in both labor and energy. In Chart #14 you can see that unit labor costs
in the US have remained flat for the past decade while having risen, for example, by 125% to 225%
in China and Brazil, respectively. Chart #15 illustrates the explosive growth in employment in the
US Oil & Gas extraction industry and in the pipeline infrastructure build-out sector, further evidence
supporting our theme that the MLP pipeline industry is in a secular growth phase. This activity has
led to dramatically lower natural gas prices than in Europe and Asia. Chart #16 shows the growing
importance of the energy sector to US industrial production along with a list of foreign and domestic
industries planning US capital expansions to access this low cost energy. Much of this expanded
industrial activity is falling in the 15 states listed on Chart #17 and will accrue to the benefit of state
budgets, housing demand, retail sales, banking services, etc, in those regions.
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China

18

CHARTS 18-19. I want to reiter-

ate a few points about China
that we have touched upon
over the past few months. As
you can see on Chart #18 their
exports are suffering because
of Europe and weaker global
growth in general. Consensus
for China GDP growth is c.
8.3% but the data coming in
is consistent with c. 7.0%. On
Chart #19 you can clearly see
that with slowing exports the
Baltic Dry index has been in
steady decline and has correlated closely with the fall in the
Chinese equity markets.
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CHARTS 20-22. The weakness

in economic growth is further
evidenced by falling electricity
output, the recent collapse of
rail freight into negative territory and the decline in the
Purchasing Manager’s Index to
its lowest level in over a year…
Charts #20, #21 and #22.
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CHART 23. Although a 7.0%
growth rate seems like a collapse when compared to the
10%-12% rates of 2007-2008
it should be noted that the
Chinese GDP is now about 40%
larger so that the 7.0% generates about the same dollar
growth as did 12% did in 2008.
The Chinese will, however,
still continue to pursue a more
aggressive monetary and fiscal
policy. This is beginning to show
up in the lending index shown
in Chart #23, in red, and which
correlates very closely with the
growth in M1 is now consistent
with a 15%-20% rate in six
months.
CHART 24. This money supply
growth, in turn, correlates well
with industrial metal prices as
shown in Chart #24. Although
the super cycle in metals and
mining is ending as China
transitions from an investment centric to a consumer led
economy, the more aggressive
stance being taken in monetary
and fiscal policies will likely
result in a short term bounce for
that sector.
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Germany

25

CHARTS 25-26. The German

equities market is becoming an
attractive, long term story for
two fundamental reasons. First,
because the monetary policy of
the Eurozone is being managed
for the benefit of the weaker,
peripheral economies, Germany
is benefiting from extremely
negative interest rates and a
weaker currency than would
otherwise be warranted by the
current strength of their domestic
economy. Secondly, because
30% of German GDP is to nonEuro economies, their economy is
a very high beta play on a positive
shift in global economic macro
momentum.
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In Chart #25 we have plotted the
forward earnings yield for the
German equities market less the
10 year Bund interest rate. As you
can see, the equities markets are
well over one standard deviation
cheap relative to interest rates.
Also, as shown in Chart #26, the
German market capitalization
relative to the world market is
about 15% below its long term
average.
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CHARTS 27-29. The sensitivity

27

Another powerful dynamic
for the German economy
is that they have the most
negative real policy rates of
the Developed Economies as
can be seen in the grey area
in Chart #28. These negative
real rates are a consequence
of ECB monetary policy, capital
flight from the peripheral economies and a relatively strong
domestic economy that is
generating about 2.0% inflation. One of the consequences
of rates this negative will be
a stronger domestic housing
market. As you can see in this
chart, German home prices
relative to rent and/or incomes,
although improving, are at some
of the lowest levels in a decade.
When real interest rates began
collapsing in Spain in the late
1990’s as they are now doing in
Germany, as shown in the grey
area on Chart #29, Spanish
housing prices began accelerating shortly thereafter.
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of German equities to global
economic conditions is clearly
shown in Chart #27. Here we
can see the Global Economic
Surprise Index, in blue, compared to the forward P/E ratio of
the German equities market. The
correlation is very strong and
demonstrates the high sensitivity
of the German economy to global economic conditions, which,
according to the index, are now
showing positive momentum
relative to expectations.
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CHARTS 30-32. Unlike most

of the rest of the Eurozone,
Germany’s employment
conditions remain strong.
Unemployment remains very
low for this stage of the economic cycle while wages are
rising and the job vacancy rate
is near a ten year high: Charts
#30 & #31. As a consequence
of this employment scenario,
Germany has reversed a long
period of population decline
through net immigration. As
can be seen in Chart #32
Germany’s population grew
by over 100,000 in 2011, far
outpacing the other major Euro
economies.
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CHART 33.

The growth in employment and
wages coupled with very high
negative real interest rates
should provide a strong boost to
domestic consumption. For the
past decade German personal
consumption has lagged that
of the US, Chart #33, growing
only 7% vs. the US at 19%.
Additionally, Germans are
maintaining one of the highest
savings rates of the Developed
Economies at 11% of disposable income.
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An attractively valued equity
market in combination with a
reversal in the negative global
economic macro momentum
and the underpinnings for a
surge in domestic consumption
make the German equity market
an attractive overweight.
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