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Overview
At the beginning of 2012 we highlighted six macro themes that
made for a bullish case for equities:
I.

 eading indicators were pointing to US GDP growth to be in
L
the range of 2.0% for all of 2012.
II.
US corporations are under leveraged and have be under
investing while, at the same time, US banks have solid balance sheets and little European exposure.
III.	US housing looks exceptionally cheap with many indicators
pointing to a strong resurgence.
IV.
Moderate inflation due to base effects; a still wide negative output gap in the US economy; and, slack in the labor
market. This will provide monetary policy flexibility in both
developed and emerging economies.
V.
Nearly half of global GDP comes from emerging markets
which are still experiencing positive growth.
VI.	Excess global liquidity resulting from synchronous
central bank easing in developed economies in combination with loosening monetary and fiscal policies in
emerging economies, especially China.
The first five ideas have developed roughly along the lines that we
anticipated but it is the last point about synchronous global easing which has become a major factor within the past few weeks
due to, first, the ECB’s commitment to an open ended bond buying
program and, secondly, the US Fed’s initiation of QE3. We’ll review
some of the beneficiaries of this additional liquidity and then examine the potential consequences of a higher than projected rate of
structural unemployment, or NAIRU, than assumed by the Fed.
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CHARTS 1-3. In Chart #1 you

can see where, based on the
Fed’s announced intentions
to purchase $40bln/month of
agency MBS’, their balance
sheet as a % of current GDP
will be roughly in line with the
present UK position. A major
benefit to this liquidity has been
the sharp reduction in financial
stresses in the US economy
as shown in Chart #2. This has
led to a strong improvement
in the Chicago Fed’s Financial
Conditions index, in red on
Chart #3, to its best level since
the recession. This chart also
shows, in teal, the Chicago
Fed’s measurement of current
economic conditions which are
at their worst post recession
level. Much of the reason for
this poor showing can probably
be attributed to the reluctance
of businesses to make capital
expenditure commitments in
the face of uncertainty over
the elections and the so-called
“fiscal cliff”. In fact, as we have
demonstrated in earlier publications, capital investment in
the US net of depreciation has
remained negative since the
recession. The positive point to
take away from this chart is that
the financial conditions index,
which leads the economic index
by about three months and is
very highly correlated, is implying much improved conditions
next year.
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CHARTS 4-6. In Chart #4 we

can see the continued decline
in financial stresses in the
Eurozone corresponding to the
growth in the balance sheet of
the ECB. A significant consequence of global, synchronous
monetary easing has been to
push “real” interest rates in the
OECD economies into negative territory as shown in Chart
#5. In forcing “real” interest
to be negative central banks
are attempting to force higher
consumption at the expense of
savings; to lower the real cost
of capital to make investment
projects more attractive for the
private sector; and, perhaps
most importantly, to reduce the
real cost of governments to
finance their high levels of debt,
thus easing the need for more
severe fiscal restraint. This
dynamic will have a pronounced
impact on the German economy
as we mentioned last month.
In Chart #6 you can see that
“real” rates continue to become
more negative just as the
German housing market is
beginning to trend back up as
indicated by the price to rent
and income measures (the red
and blue lines).
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CHARTS 7-9. This coincides

with a cyclically low level of
unemployment and a four year
high in wage growth, Chart
#7. This improvement in the
German economy should also
spill over into the peripheral
economies. Chart #8 indicates
that Germany is now importing
far more than exporting to other
EU countries. Sentiment indicators for Germany, however,
are not painting a rosy picture
as can be seen from the ZEW
survey on Chart #9. This closely
correlates with the year/year %
change in industrial production
(green line) and leads by about
ten months. Although Germany
may be in for some more slowing, if the ZEW survey has
bottomed then the decline in the
industrial production growth rate
may also be close to bottoming.
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CHARTS 10-12. The German
equity market valuation, as
shown in Chart #10, still looks
inexpensive relative to fixed
income. The combination of
their negative real interest
rates; still robust employment
situation; and, an uptrend in
the Global Economic Surprise
indicator, Chart #11, caused
us to became very positive on
their market last month. It is
interesting to observe in Chart
#12 how the German Consumer
Durables sector performance
relative to the market bottomed
in late 2008 just around the time
that real policy rates, in blue,
peaked.
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CHARTS 13-15. The US market

has had a strong rally this year
and, as can be seen on Chart
#13, could be in for a period
of consolidation as it peaked
at about 8% over the 200dma
and is now back at the upper
5% band (dashed red line). The
grey area, which represents the
amount by which the 50dma
exceeds the 200dma, remains
positive and upward trending.
From a valuation perspective, Chart #14 shows that the
earnings yield on the S&P500
relative to interest rates remains
nearly two standard deviations
above the 25 year mean, implying that the equities remain
inexpensive relative to fixed
income. Since the Fed has verbally committed to keeping rates
low through 2015, the remaining
variable that could change valuations (ex a rapid market rise) is
a lowering in the forward earnings estimates. In Chart #15 you
can see this beginning to happen. The blue line represents
the earnings revision ratio which
is currently negative. The revenue growth projections, the red
line, have been trending down
although they remain positive.
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CHARTS 16-18. Additional evidence for potentially weaker
earnings comes from the negative/positive pre-announcement
ratio shown in blue on Chart
#16. This is at its highest
level since 2001 and correlates
closely with peaks in the earnings of the S&P500 in red. Much
of this negative guidance could
be driven, however, by the
temporary concerns over the
political and fiscal uncertainties
alluded to above. As a counterpoint to this negative view
you can see in Chart #17 that
S&P500 earnings, in red, correlate very closely with overall
national profits as measured by
the Fed’s NIPA(National Income
Profits Account). This is implying that earnings will continue
to grow. Also, as seen in Chart
#18, corporate profit margins
appear to have reached record
highs and, as many have
argued, may be due for a downward correction. Using the data
on this chart going back to the
1970’s shows that corporate
margins never peak unless the
output gap in the US economy
is positive (red area). Its current
level at near record negative
territory implies that corporate
margins will likely remain at
these levels.
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CHARTS 19-21. With the Fed

planning an aggressive balance
sheet expansion, Chart #19,
and US “real” interest rates at
negative levels, Chart #20, one
area that will very likely benefit
are cyclical stocks. Chart #21
shows the performance of the
cyclical sector relative to the
S&P500 as the red line and
compares it to the US Economic
Surprise Index. Three of the last
four troughs in the Economic
Surprise Index have led to a
trough in the relative performance of the cyclical sector.
As you can see from the latest
data we may have reached that
trough.
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CHART 22. In fact, on a relative P/E basis the capital goods sector looks inexpensive as shown in

Chart #22.

22

CHART 23. This looks especially true of the Semiconductor Industry in Chart #23 where valuations

relative to both the market and to the industry’s history are 0.5 to 1.0 standard deviations below their
respective means.
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CHARTS 24-27. Another beneficiary of increasing global liquidity is oil prices. In Chart #24 we have

plotted the central bank balance sheets as a percentage of GDP for the US and Euro Area, the red
line, against the per barrel price of oil. The planned increases in quantitative easing by central banks
should serve as a floor for oil prices. This is further supported by the fact that world oil consumption
in millions of barrels per day, the light blue line on Chart #25, continues to grow. This demand side is
further supported by the fact that world oil consumption now constitutes about 5.0% of world GDP, as
shown by the gold and blue lines on Chart #26, and closely correlates with the growth of per capita
GDP, the dashed red line. As we have highlighted in earlier publications, per capita GDP in emerging
economies is closely associated with urbanization which, in those economies, is in the early stages
of rapid growth. A major beneficiary of this trend should be the Oil & Gas services industry which, as
shown in Chart #27, remains relatively undervalued when compared to past periods of oil prices.
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CHARTS 28-31. Another consequence of the Fed’s announced QE3 policy has been a jump in infla-

tion expectations, as shown on Chart #28, to around their target of 2.0%. Their policy objectives are
now focused on reducing the slack in the labor market back to their assumed NAIRU(Non Accelerating Rate of Inflation Unemployment) rate of around 6.0%. As can be seen in Chart #29 US GDP
has exceeded its prior peak but non-farm payrolls have significantly lagged. The blue area in Chart
#30 represents the Fed’s view of the slack in the labor market compared to the survey of small businesses (NFIB) regarding how hard it is to fill jobs. The Fed uses this, among other similar data points,
to argue that this slack in the labor market is cyclical rather than secular. Using this assumption, their
models for policy rates dictate that they be negative as can be seen by the Mankiw rule on Chart #31.
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CHARTS 32-34. Since rates are

bounded by zero the Fed is
forced to pursue non-traditional
methods such as quantitative
easing to achieve their desired
level of stable employment.
If, however, the Fed is wrong
about the NAIRU level of unemployment being 6.0% and it is,
instead, at a higher level, say
8.0%, then their current policies
are much too easy and potentially very inflationary. Chart #32
is called the Beveridge Curve
and it plots the job vacancy
rates against the unemployment
rate. Until 2009 all of the data
points made up a slope defined
by the heavy dashed black line.
The data from post-2009 have a
slope defined by the thin black
line to the right. The current
level of job vacancies, as shown
by the heavy black star, would
imply a c.6.0% unemployment
rate using pre 2009 data. Using
post-2009 data it would appear
that the new normal for unemployment is much higher. In this
case it would be 8.0%. Making
the assumption that this is the
new NAIRU we’ve adjusted the
assumed labor slack and, as
shown in Chart #33, it is neutral.
Recalculating the appropriate
policy rate using the Mankiw
rule, Chart #34, would imply that
it should be ~2.5%-3.0%!!!
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CHART 35. The consequence of
pursuing too easy a monetary
policy is, of course, inflation.
The Fed, however, is also faced
with the conundrum of a high
and growing level of Federal
debt and the need to keep
the cost of financing that debt
below the nominal growth of the
economy, Chart #35. Should
the Fed continue this policy for
too long a period, as it did in
the 1970’s as shown on the left
side of the graph, it could result
in similarly high levels of inflation. On the other hand, if the
Fed allows rates to exceed the
nominal growth in the economy
then the Federal debt could well
grow exponentially as more borrowing will be needed to fund
both the primary deficit and debt
funding costs.
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Although the structural unemployment scenario presented
above is hypothetical it does
provide a paradigm for reorienting portfolios should the
unemployment/inflation/government funding relationships
prove to be less cyclical than
currently thought.
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