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Overview

In this December Commentary, we are going to cover two major
areas. First I will review some of the key investment themes that
we have highlighted in the recent past:
1.
The increasingly negative real interest rates in Germany
and its consequences.
2.	The “Green Shoots”, or increasingly positive economic data
points, coming from China and the Global Emerging Economies. The combination of low relative valuations in GEM
equity markets with an upward inflection point in economic
data should be an investment sweet spot.
3.
The US economy is currently benefiting from a strengthening housing market, a stronger banking sector and a world
class jump in energy production. This could be further
enhanced by an “uncoiling” of pent up business capital
expenditures once there is clarity on the fiscal cliff. The
offset, however, that will prevent faster growth will come
from headwinds created by increased business regulations,
higher taxes and greater fiscal constraint.
The second major topic that I will cover is the conundrum of how to
invest in a slow global growth environment. Historically, high quality
growth stocks have been the primary beneficiaries. With negative
real interest rates in much of the G4 economies, the discount rate
will favor long duration assets such as growth stocks. Also, during
prolonged periods of moderate growth companies with high operating and financial leverage tend to underperform those companies
with higher quality business profiles. We may, in fact, be entering a
period not unlike the “nifty-fifty” period of the late 1960’s and early
1970’s when a handful of stocks tended to lead the market.
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CHARTS 1-4. Germany, whose economy is under a monetary policy geared for the problems of the

peripheral economies, is experiencing severely negative interest rates as shown in Chart #1. As we
have discussed, the consequences should be for increased domestic consumption and corporate
capital expenditures. This chart also illustrates the capacity for further improvements in the German housing sector. In Chart #2 we can see what is hopefully a bottoming in the business sentiment
indicators. The view of overall business conditions, the yellow line, has turned back up as has the
indicator of future conditions, the blue bars. Domestic German demand should also help to pull along
the rest of the EU economies. Chart #3 illustrates that imports from the other EU countries has greatly
exceeded exports. Overall, however, the Euro economies remain weak and, after the Draghi speech
this summer, economic data has been below expectations as shown in the fading economic surprise
index on Chart #4, blue line. If, however, the measures being taken by the ECB in combination with
better global data help to stabilize Europe then it would be bullish for their equity markets as shown
by the forward P/E represented by the red line in the graphic.
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CHARTS 5-8. German equity markets in particular remain very inexpensive relative to both interest
rates, Chart #5, and to global markets, Chart#6. Also, earnings estimates for the German markets are
showing positive momentum, especially relative to global market estimates, Chart #7. In addition to
a very loose domestic monetary policy, German equities have always benefited from a strengthening
global economy and, as shown on Chart #8, correlate very well to the global surprise index which is
positive and has recently turned back up. Our bullish theme on Germany remains intact.
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CHARTS 9-11. In China the eco-

nomic “Green Shoots” continue
to get stronger. The dramatic
improvement in the economic
data relative to expectations
since mid October, as shown
in Chart #9, is evidence of the
bottoming in the decline of their
economic growth rate. Exports
and export new orders have
strengthened since October,
as seen in Chart #10 , with the
HSBC new order survey, blue
line, at its highest level in twelve
months. This is consistent with
the HSBC/Markit PMI new
orders survey, Chart #11, having
risen back to 50. The Chinese
National Bureau of Statistics
(NBS) survey, which is more
representative of large companies and SOE’s, is not yet out
but usually comes in higher than
the Markit survey.
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CHARTS 12-15. The US Conference Board’s Leading Economic Indicator for China has clearly bot-

tomed, Chart # 12, along with other indicators such as electricity production and rail freight volume,
Chart #13. The Chinese currency, Chart #14, which is managed, continues to appreciate…another
indication that not only is the domestic economy recovering but that, as a matter of policy, there is a
need for the consumer to be a greater part of it, Chart #15.
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CHARTS 16-18. In Chart #16 we

can see that what is happening
in China is happening in Asia,
ex Japan, as well. It is highly
likely that we are in a sweet
spot for investing in emerging
economy markets as their PMI’s
are relatively stronger than the
G4 economies; their manufacturing new orders are back to 50
and rising; and, critically, they
have greater fiscal and monetary policy flexibility because of
having much lower government
and private sector debt combined with higher real interest
rates. Additionally, their markets
will benefit from quantitative
easing and excess liquidity generated by the G4 central banks,
Charts #17 and #18.
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CHARTS 19-22. Both of the Asia, ex Japan, and Chinese market indices are inexpensive relative to the
US on forward P/E and P/B valuations, Charts #19 and #20.

The US economy has clearly been the strongest of the G4 and, with the exception of the disruptions
caused by hurricane Sandy, has had a sharp increase in the economic surprise index, Chart #21, blue
line. The red line in this chart is the relative performance of the cyclical sector to the market, which, as
we’ve discussed earlier this year, bottomed out a few months after the bottom in the surprise index.
Within the cyclical group technology has been particularly weak because of the dramatic under investing by US corporations. As can be seen in Chart #22 the gap between corporate profits and core
durable goods new orders has never been greater even though the current age of the US capital
stock has never been older.
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CHARTS 23-26. Chart #23, which correlates new orders with the willingness of banks to lend, shows

another such gap. All of this points to a potential surge in spending, a benefit to early cycle plays in
technology and software, once issues such as the fiscal cliff are clarified. In spite of all this the US
economy is benefiting from an improving housing market; a greater willingness of banks to lend;
strong corporate profits and balance sheets; and, a world class shift in energy production from shale
formations. Financial conditions, as measured by the Chicago Federal Reserve in Chart #24, red line,
are at their best post recession level and are consistent with nominal GDP growth of +5.0%.
The higher taxes and fiscal constraint that will result from the fiscal cliff resolution in combination with
the planned increases in government regulation next year will likely serve as a headwind in keeping
US real GDP from growing much greater than 3.0%. Taking this, along with the European situation,
into consideration, the International Monetary Fund has lowered its forecast for global GDP growth
to 3.3% from 4.5% for 2012, Chart #25. Industrial production in the UK and Eurozone, Chart#26, has
been negative for nearly a year while US industrial production, although positive, is losing momentum.
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CHARTS 27-30. Forward looking indicators for the Eurozone, Chart #27, point to continued sluggish-

ness. Although the US has done much better, post recession GDP growth has been the worst in 35
years, Chart #28.
When in a slow growth environment, as we are now likely to be for a while, high quality growth stocks
have typically outperformed. In Chart #29 I’ve correlated the relative performance of growth stocks, in
blue, to US 10 year TIPS, in orange. The TIPS line is inverted so that you can see that as real interest
rates become negative, growth stocks outperform. This is further validated by comparing the relative
growth/value performance to the real US 2 year Treasury rates, Chart #30. The change in relative
performance was dramatic in 2007 when real rates first fell so dramatically.
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CHARTS 31-33. Within the cycli-

cal group, the tech sector and,
in particular software, appear
to be an area to find quality
growth with some defensive
characteristics. In Chart #31 it is
clear that the relative valuation
of technology is at its lowest
level since 1995 and, relative to
interest rates, the forward earnings yield is over two standard
deviations cheap relative to BAA
bonds, Chart #32. Similarly,
software is near historically low
levels on a relative valuation
basis, Chart #33.
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CHARTS 34-36. Because about

80% of software sales are
from corporate discretionary
spending, the “uncoiling” of the
pent up demand that we’ve
discussed for the past several
months will benefit the group.
This cyclical characteristic of
software is offset by some very
defensive characteristics such
as strong balance sheets, high
barriers to entry and, for now,
low valuations. In fact, for the
past five years software sector
sales have, on average, outperformed the market as a whole,
Chart #34 and free cash flow
to sales has been consistently
higher, Chart#35. Finally, software spending as a percentage
of GDP has been below trend
since 2009 and is only now
starting to close the gap, Chart
#36. This should be helped
along by such forecasts as global IP traffic growing at a CAGR
of 29% over the next 5 years
(Cisco); big data using devices
tripling over the next four years
(Credit Suisse); and, the rapid
growth of data analysis software
driven by a shift from HDD to
NAND for legacy data storage.
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In conclusion:
•	Our German thesis remains intact as they experience greater negative real interest rates and
some of the economic data points begin turning more positive.
•	Europe will continue to be a drag on global GDP growth in spite to signs that some economic
indicators are troughing.
•	Global Emerging Markets are entering a sweet spot for investing because of an inflection point
in economic momentum and relatively attractive markets.
•	High quality growth will outperform in the kind of slow growth period that we’ve entered with
the software sector appearing attractive because of a combination of valuation and having both
cyclical and defensive characteristics.
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