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GDP ACCOUNTS  

  
Advanced third quarter GDP estimates came in a bit stronger than expected on a 

surprise increase in military spending.  Absent the likely one-quarter turnaround in 

federal spending (particularly with sequestration a real possibility), the private 

economy grew at only a 1.2% annualized rate – the lowest growth rate of the recovery 

period. 

 

 
 

More worrisome than that deceleration was the source.  Business investment has now 

begun to contract, confirming other data series about the pace and outlook for 

business expansion.   
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Q3 GDP      +2.0% 
   up from 1.3% in Q2 

 

-PCE        +2.0% 
   up from 1.5% in Q2 

 

Non-Res Fix Inv -1.3% 
   down from +3.6% in Q2 

 

Real Final Sales  +2.1% 
   up from 1.7% in Q2 
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Non-residential structures, a measure of capital expenditures, fell 4.4% in Q3 after a 

feeble 0.6% increase in Q2.  Investments in computers and business equipment also 

declined in the quarter, by 0.1%, compared to a 4.8% increase in previous quarter.  

While the degree of contraction is certainly not at worrisome levels, it is the now-

established trend that should be most concerning. 

 

Adding a great deal of uncertainty is the global deterioration in trade.  Again, the 

trend, even for the US economy, is unmistakable. 

 

 
It should also be noted that the current dollar (not adjusted for inflation) increase in 

Q3 GDP was 5.0%, meaning that the blended impact of estimated inflation was 

around a 3.0% annualized rate, compared to an estimated inflationary impact of 1.6% 

in Q2. 

   

Next GDP release (final revisions to Q2 estimate) scheduled for November 29, 2012. 

 

PAYROLLS & UNEMPLOYMENT  

  
For the second consecutive month headline employment in both the Household and 

Establishment surveys were better than expected.  Since expectations were not overly 

robust, however, these monthly results continued to show the kind of weakness that 

has plagued this recovery period. 

 

Topline employment in the Household survey increased by an additional 410k jobs in 

October after growing by 873k in September.  The purported increase of nearly 1.3 

million jobs seems particularly impressive for such a tepid economic pattern, but we 

have seen a similar two-month increase already in 2012.  Momentum in the jobs 

market does not seem to be sustainable.  Perhaps this time will be different, but given 
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JULY NFP Payroll  
+96,000 Total 

 

July NFP revised lower to 

+141k from +163k 

 

June NFP revised lower to 

+45k from +64k 
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the high degree of variability that has set into the Household survey, it may be more 

likely that the jobs market and the overall economy is still in the midst of a phase 

shift. 

 

The Establishment survey’s overall advance of 171k in the month of October stands 

out in the context of the past few months, which in itself is indicative of just how 

weak the overall employment picture really is.  In comparison to previous recovery 

cycles, the current period is following the pattern of the past two (and contrasts 

markedly from the last real, robust recovery in the early 1980’s) but at the extreme 

lower bound of that pattern.   
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That lower bound has not been enough of a sustainable expansion to generate 

sufficient wage income to circulate money and create positive momentum in the 

household/consumer sector.  While numerically the number of jobs has increased, the 

quality of the employment opportunities has been relatively poor.  That was very 

apparent even in the October report where 90k of the 171k new jobs in the 

Establishment survey were low-wage/low quality jobs (for a more complete 

assessment, see our posting here). 

 

 

Next payroll report release scheduled for December 7, 2012. 

 

INFLATION ACCOUNTS  

  
Inflation ran hotter again in September, continuing August’s rebound in energy 

prices.  Gasoline prices are estimated to have increased 7.0% in September after a 

9.0% advance in August.  Overall energy prices rose 4.5% in September, while 

energy commodities were up 6.7% in the month, and 6.4% for the preceding 12-

month period. 

 

On the downward side of this inflationary trend have been, contrary to apparent 

strength in sales, motor vehicle prices.  The prices of used vehicles have declined 

three straight months, with a rather steep 1.6% decline for September (the largest 

decline since February 2009).  This contrasts sharply with healthy price gains in the 

early part of 2012.  The decline in vehicle pricing also extends into new cars and 

trucks, with pricing changing trend for the first time in the recovery period beginning 

in April.   
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SEPTEMBER CPI 
0.6% SA 

2.0% Last 12 months 
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On the wholesale side, the September PPI presented much the same picture as 

August.  While not as dramatic, it is clear that prices are advancing far more quickly 

in the beginning stages of production.  Once again, it is energy prices that are causing 

most of the increase.  Intermediate energy goods prices  increased 4.3% in September, 

with diesel fuel prices advancing 9.2%.  In intermediate core prices, chemicals 

jumped 3.0% to reverse a four-month decline. 

 

In terms of crude goods and commodities, crude oil and coal prices were the primary 

drivers of price pressures.  There was some pressure on crude food prices due to a 

6.8% jump in hay and hayseed prices.  These lower stage production inflationary 

pressures will have to either contribute to increasing prices in the end user segments 

or continue to pressure production incomes, something that is certainly not a positive 

in this manufacturing climate. 

 

Next CPI release scheduled for November 15, 2012. 

Next PPI release scheduled for November 14, 2012. 

 

REGIONAL FED SURVEYS  
  

 Overall 

Index 

M/M 

Change 

New 

Orders 

Employment Unfilled 

Orders 

Empire -6.2 Up 4.2 -9.0 -1.1 -18.3 

Philadelphia +5.7 Up 7.6 -0.6 -10.7 -6.3 

Richmond -7.0 Down 11 -6.0 -5.0 -3.0 

SEPTEMBER PPI  
+1.1% Finished Goods 

+1.5% Intermediate Goods 

+2.8% Crude Goods 
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Dallas +7.9 
Down 

2.1 
-4.5 +5.2 -16.5 

Kansas City -4.0 
Down 

6.0 
-11.0 -6.0 -15.0 

 

Outside of improvement in the Philadelphia region (which was limited to only a few 

subindices), any September improvement evaporated in October.  For the first time  

since April 2009, the new orders component for all five regional surveys showed 

simultaneous seasonally adjusted declines.  Manufacturing weakness is confirmed to 

be widespread and still moving in the wrong direction. 

 

For the first time this year, however, lack of manufacturing activity has begun to 

significantly erode employment levels and outlook.  Despite the headline 

improvement in the Philly survey, the employment subindex was the lowest since 

September 2009. And while the Dallas survey remained the only positive outcome in 

the employment series, October’s level was the lowest since the summer of 2011. 

 

 

 

Next Empire Fed release scheduled for November 15, 2012. 

Next Philly Fed release scheduled for November 15, 2012. 

Next Dallas Fed release scheduled for November 26, 2012. 

Next Richmond Fed release scheduled for November 27, 2012. 

Next KC Fed release scheduled for November 29, 2012. 
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ISM SURVEYS  

  
ISM Manufacturing – After three consecutive months of contraction indications 

over the summer, the headline index stayed back above 50 in October after 

September’s improvement.   The production index, a measure of current output, 

advanced by nearly three points, while the employment index fell by a similar 

amount.  “Comments from the panel this month reflect continued concern over a 

fragile global economy and soft orders across several manufacturing sectors.” 

 

The backlog of new orders continued to be very low while both export and import 

activity fell further into contraction.  These indications confirm the Q3 GDP report 

results from the global trade area.  The overall PMI index level of 51.7 is still well 

below the levels of earlier this year and 2011, so it remains to be seen whether this 

improvement is the emergence of a new trend or just the typical ebb and flow of 

economic activity.  The primary factor may be global trade, so the import/export 

sector bears close observation. 

 

Next ISM Manufacturing Survey release scheduled for December 3, 2012. 

 

 

ISM Non-Manufacturing – The pattern of movement in the non-manufacturing 

index has largely followed what we have seen in manufacturing.  The degree of 

improvement in the non-manufacturing side, in contrast, has been more pronounced.  

Like the manufacturing index there was marked improvement in new orders and 

current production, but a significant decline in the employment indications.  The 

likely reason for this apparent disconnect is the rising prices paid subindex, up 

another 4 points in September to 68.1.   

 

Exports and imports have fallen again and are now registering only the slightest 

growth.  Global trade in the non-manufacturing sector appears to be as weak as in 

manufacturing.  That might be contributing to the other counter trend in the report – 

inventories that now appear to be contracting.  The combination of these elements 

provide enough concern to see whether the improvement here is durable. 

 

Next ISM Non-Manufacturing Survey release scheduled for November 5, 2012 

 

INDUSTRIAL PRODUCTION & CAPACITY UTILIZATION  
  

Industrial production in September rebounded only slightly from the large decline in 

August.  For the three-month period ended in September, industrial production fell at 

a 0.4% annual rate.  Despite the recovery in the manufacturing and industrial sectors 

after the Great Recession, industrial output remains at only 97% of activity registered 

at the previous peak in 2007. 

 

ISM Non-

Manufacturing  
September 55.1    +1.4 
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ISM Manufacturing 
   October 51.7   +0.2 
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Weakness in the period was primarily attributed to the production of finished 

consumer goods products and a trend-breaking drop in business equipment.  The level 

of production of consumer goods, contrary to other indications such as GDP, is up 

only 0.1% for the twelve-month period ended in September.  Non-industrial supplies, 

including construction materials, are now up only 1.9% over the year earlier period. 

 

In terms of capacity utilization, total utilization rates remains subdued to the historical 

trend – total industry utilization remains 2% below historical average.  More recently, 

capacity utilization was unexpectedly flat in September after declining off July’s 

cycle peak.  These results were broad-based across industries and stages of 

production.   

 

Automobile assemblies in the past few months have dropped sharply, perhaps the 

most important economic indication in this report.  After registering an assembly rate 

of just over 11 million in July, assemblies have fallen by a concerning 1.4 million rate 

across August and September to 9.6 million (-12.7%).  That very large decline was 

spread across both passenger vehicles and light trucks. 

 

Next Industrial Production and Capacity Utilization release scheduled for  

November 16, 2012. 

 

RETAIL SALES  

  
The seasonal factors continue to impact the retail sales series.  The headline, 

seasonally-adjusted rate of increase was estimated at 1.1% in September.  From the 

raw data, however, we see some incongruities in the results. 

 

We expect that retail sales levels will decline from August into September as the 

back-to-school sales trend recedes, so the Commerce Dept. models that normal 

seasonal trend and “smooths” the month-to-month data.  Retail sales for September 

2011 were only $19.6 billion less than August 2011, leading to an adjusted result of 

+$3.7 billion. The September 2012 decline in the unadjusted series was 62% larger, 

yet the adjusted growth was 25% larger than 2011? 

 

The unadjusted decline in 2012 retail sales was comparable to the 

decline registered in 2008, yet the adjusted result for 2008 was a 

huge $7 billion drop while the 2012 data was seasonally-adjusted 

to a totally dissimilar $5 billion gain.  The Census Bureau does not 

provide a direct explanation for this obvious discrepancy, but we 

can infer the cause from what we know of the statistical analysis conducted by 

government agencies and how the economics profession estimates economic 

accounts.  The likely “variable” that leads to the wide disparity is “trend cycle 

analysis”.  A more complete description of this process is posted here. 

 

September Industrial 

Production 
+0.2% 

 

September Capacity 

Utilization 
78.3% 

 

 

 

 

 

 

 

ISM Non-

Manufacturing  
???% 
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Sept. Retail Sales 

     +1.1% 

ex-Autos  +1.1% m/m 

 

 

 

 

 

 

 

 

ISM Non-

Manufacturing  
???% 
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If we take out the adjustments and simply look at year-over-year change, an entirely 

different picture emerges. As the chart below shows clearly, year-over-year growth 

has slowed to levels not seen since mid-2007 (outside of the Great Recession).  Given 

the decline in production of consumer goods and motor vehicles from the industrial 

production series, we tend to see this as evidence that the unadjusted numbers provide 

a more accurate assessment of the consumer segment. 

 

 

   

       

Next Retail Sales release scheduled for November 14, 2012. 

 

 

PERSONAL INCOME & SPENDING  
  

Disposable personal income increased 0.4% in September in nominal terms, but fell 

slightly in real terms after falling -0.3% in August.  Income levels in September, in 

real terms, fell back to May 2012 levels.  Less than half the nominal increase in 

disposable personal income was due to growth in wages and salaries.  The balance of 

income growth came from proprietor’s income (small business net income) and a 

large increase in government transfers for social security.   

 

On a per capital basis, real disposable personal income for Q3 2012 declined slightly 

from Q2 and is up only 0.8% since Q1 2011.  As we noted above in the employment 

section, the overall numerical count of job growth has not featured enough of new 

quality jobs to create the kind of income growth consistent with a “normal” cyclical 

recovery, even by the weak standards of the past two recovery periods.  The lack of 

circulation of money through employment has limited the household segment in this 

period.  The decimation of asset income through ZIRP has contributed to the 

insufficiency of monetary sources for consumer spending. 
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September Real 

Personal Income 

     -0.0%  
 

September Real 

Personal Spending 

     +0.4%  

 

 

September Personal 

Savings Rate 

       3.3%  
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The primary variable in the consumer spending segment, then, has been the savings 

rate.  Having been as high as 4.4% in June, the personal savings rate has fallen all the 

way back to 3.3% in September. The savings rate has only been lower on one 

occasion in the entire “recovery” period – November 2011.  That is another indication 

of a weak consumer environment in that these large swings in the savings rate should 

be consistent with far more robust economic growth driven by spending in the 

household sector.  Consumers appear to be struggling with the deficiency of income 

growth by plugging that shortfall with variability in overall savings.  Typical recovery 

periods, which feature far more robust income growth, see both rising spending and 

savings rates concurrently – not falling savings rates coupled to lackluster spending. 

 

Next Personal Income & Spending release scheduled for November 30, 2012. 

 

 

CONSUMER CONFIDENCE  

  
Gallup’s weekly tracking poll of consumer confidence increased to a new high in the 

week ended October 28.  The confidence poll had been tracking noticeably lower 

throughout the summer, from -16 in June to -29 in early September, before a large 

jump in confidence the week of QE 3.  The surge in confidence was mostly due to the 

expectations rating which jumped from -26 to -12.   

 

The increase in the expectations component is much larger than the improvement in 

current assessments, leading to poll divergence.  There is also a stark dichotomy of 

outlooks according to political affiliations.   
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Gallup Economic 
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-14 
 

Conference Board 

Consumer 

Confidence Index  

72.2 
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The Conference Board’s assessment of consumer confidence rose to a yearly high in 

October.  But while the overall level increased, the internals of the survey put that 

optimism in context.  “Those claiming business conditions are “good” rose to 16.5 

percent from 15.3 percent, while those saying business conditions are “bad” edged 

down to 33.1 percent from 33.8 percent. Consumers’ appraisal of the labor market 

was also more positive. Those stating jobs are “plentiful” increased to 10.3 percent 

from 8.1 percent, while those claiming jobs are “hard to get” declined to 39.4 percent 

from 40.7 percent.”  New “cycle” highs are not the same as a full rebound. 

 

The Gallup survey is conducted weekly. 

The next Conference Board survey release is scheduled for November 27, 2012. 

 

CURRENT ACCOUNT & FOREIGN TRADE  
  

The level of both import and export activity fell in August from July.  August exports 

were down $1.9 billion while imports fell $0.2 billion.  Since the dollar values are not 
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adjusted for inflation or price changes, the actual decline in activity, particularly the 

import of energy commodities, was much more significant.   

 

The decline in export activity was largely due to weakness in demand for industrial 

supplies and materials.  On the import side, declines in consumer goods and motor 

vehicles and parts more than offset an increase in industrial supplies and materials.  

The overall value of imports of goods in August has fallen back to May 2011 levels, 

and the overall value of imports of consumer goods is back at February 2011 levels. 

 

 

  

The next International Trade release is scheduled for November 8, 2012. 

The next International Transactions release is scheduled for December 11, 2012. 

 

REAL ESTATE & HOUSING 

  
Cursory housing statistics continued to look better in September.  Housing permits 

rose 11.6%, though much of that permit activity was in multi-family structures 

(+23%).  Geographically, housing activity was far better in the Midwest (+19%) than 

the Northeast (+6%), which continues to struggle.  For the most part, housing starts 

tracked permit activity, but construction and completions continue to lag 

dramatically.  Overall new construction activity was up 2.6% in September, while 

completions rose only 0.4%.  Completions in multi-family structures actually 

declined by a significant amount (-22.9%).   

 

Change in US Exports of 

Goods 
-$1.9 billion August 2012 

 

Change in US Imports of 

Goods 
-$0.2 billion August 2012 

 

US Merchandise Deficit 
-$59.3 billion August 2012 
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The divergence between permits and starts on the one hand, and construction and 

completions on the other continues to be dramatic.  If anything, the contradiction has 

grown larger in the past few months.  There may eventually be a catch up period 

where completions begin to match permit and start activity, but at some point there 

should be a definitive signal in both construction activity and, far more importantly, 

construction jobs.  Generic construction jobs in the United States numbered 5.52 

million in September 2012 vs. 5.52 million in September 2011.  In the residential 

construction segment itself, there were an estimated 562.3k jobs in September 2012 

vs. 561.6k in September 2011.  Despite the improvement in the optics of the housing 

market there has yet to be any translation into real economic activity (let alone 

anything resembling pre-2008 levels in any of these indications). 

 

There does not seem to be any straightforward explanation for this persistent 

weakness as the housing market recovers in only appearance.  Perhaps the most 

reasonable account for the lack of economic follow-through is seen in mortgage 

activity.  With the ongoing and further collapse in mortgage interest rates mortgage 

activity has rebounded in 2012 from choppiness in 2010 & 2011.  But even that 
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activity has been severely limited to mortgage refinancing (+25.9& YTD) rather than 

new purchase activity (+7.9% YTD).  

 

Whatever is keeping the economy from benefiting from the small housing rebound, it 

is clear that there is a sustainable improved trend in real estate.  It is also perfectly 

clear that the de facto moratorium on foreclosures is the primary factor allowing this 

trend to take hold.  Moody’s Analytics RealtyTrac estimates that foreclosures fell 

6.8% in September vs. August.  Further, foreclosures were down 16% over 

September 2011 to a five-year low.  It therefore remains an unresolved issue that will 

plague the future real estate market at some point (including the financial system’s 

exposure).   
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US CREDIT MARKETS  

 
The theme of the credit markets since the expectations for QE 3 became a near certainty after 

summer deterioration has been spread compression.  For the third time in the past four years, Federal 

Reserve outright balance sheet expansion in the name of economic stimulation has had the primary 

effect of lowering spreads and steepening the yield curve by manipulating bond investor 

expectations.  As is clear from the charts below, absent monetary expansion credit markets revert 

back away from the appearance of a lower risk environment.  Bond investors appear to be reacting 

directly to central bank interventions rather than economic fundamentals, thus the credit markets 

have become inverted in terms of transmitting real economy conditions. 
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The Fed certainly intends that manipulation of credit market indications by enticing financial firms 

to front-run monetary programs will eventually transmit to the wider economy favorable conditions. 

Once that occurs, economic/monetary theory posits that by raising economic expectations a similar 

trend of direct deployment of additional credit to marginal borrowers will advance economic growth 

prospects due in full part to the search for additional yield.  However, as we noted previously, the 

stop-go effect of monetary intervention has likewise become embedded in investor expectations. 

 

 
 

The net effect, apart from credit market overdependence on central bank measures for 

“normalization”, has been rather extreme volatility in the spread environment.  That in itself has 

been a major impediment to “normalization”.  It is only inside the various balance sheet expansions 

that spreads have reached toward levels of the pre-2007 crisis period.  Absent those interventions, 

spreads run contrary to that process, no doubt confounding monetary designs and intentions.  Again, 

as we noted previously, that likely played a prime role in influencing the FOMC’s decision for an 

open-ended intervention. 

 

While it remains to be seen whether spreads react differently this time, there are already indications 

that may not be the case.  The treasury curve has steepened only the slightest amount despite 

expectations for heavy Fed debasement.  The overall curve environment is more consistent with the 

end of the recovery period than the beginning of robust growth.  Recovery periods eventually run 

their course and transition into the next phase of economic operation.  In the past two recoveries, as 

evidenced by the dramatic “over-steepening”, the transition from recovery to “normal boom” cycle 

growth was overly dependent on debt accumulation.   

 

Judging solely by the US treasury curve steepness, the recovery cycle has been reaching its temporal 

limitations, perhaps further distorted by the volatility of spreads through constant intervention.  

Again, using steepness as the sole measure of the recovery, it might appear as if, despite the 

intentions for a fully manipulated curve through Twist & QE 3, the recovery has run its course and 

the next phase may be in transition.  Without the actual credit accumulation process in this recovery, 

and given the trends of macro data particularly the manufacturing and business environment 
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currently, monetary measures without a full transmission of money into the real economy might be 

incapable of completing the recovery transmission to the next sustainable growth phase.  

 

Part of that complication is no doubt due to elevated inflation expectations without the attendant 

growth in the real economy.  Inflation spreads are signaling levels consistent with the last artificial 

bubble-growth period without the bubble growth.  The lack of credit follow through into monetary 

circulation in the real economy coupled to higher inflation expectations seen in the volatility of 

spreads may actually be a prime factor in holding the recovery back.   

 

 
 

EUROPEAN CREDIT MARKETS  

  
The twin interventions of the ECB and Federal Reserve of early September have both been treated in 

similar fashion despite the clear differences in operational intentions and manner of debasement.  

Market participants have clearly purchased expected favored asset classes in advance of central bank 

announcements.  In the European credit markets, Spanish, Italian and Portuguese bonds were bid 

heavily after the dramatic moves in July.  Once Mario Draghi announced his intention to preserve 

the euro at whatever cost, market agents used that as a signal to bargain hunt the various troubled 

sovereigns. 

 

(Continue Below) 
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Tellingly, however, the degree 

and scope of buying in the 

PIIGS was not nearly matched 

by selling in the “core”.  Swiss, 

German, Danish and Finnish 

bonds that had served as “safe 

havens” from the onrushing 

credit storm only marginally 

reversed.  Swiss 2-year bond 

rates, the prime security as 

proxy for appetite for currency 

hedging, never regained a 

positive rate.  At best, on a 

couple of occasions, the 2-year 

yield peaked above -0.10%.  

German 2-year bunds, for their 

part, were bid back above zero 

interest right at the Draghi 

SMP2 show, but only regained 

about 10 basis points in yield.  

Prior to August 2011, the 

German 2-year traded in a post-

crisis range of 100 to 200 basis 

points (outside of declining 

yields in the initial Greek crisis 

of mid-2010). 

 

Despite the best efforts at 

talking the markets back into 

line, the best the ECB has 

accomplished was to provide 

cheap profits to peripheral 

speculators without fully 

alleviated the urge to hedge 

currency risks.  Even in those 

well-bid markets, yields remain 

elevated in a wider context.  

Certainly there has been 

dramatic improvement from the 

near-collapse in the summer, 

but spreads in Spain and 

elsewhere remain stubbornly 

elevated in the context of the 

wider euro-debt crisis. 
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The Spanish 10-year bond, for example, saw a nearly 250 basis point drop in nominal yield and a 

similar compression in spreads over German bunds.  But even given that dramatic  

 

tightening, which has been 

used as evidence of a better 

credit environment and 

successful moral suasion on 

the part of Mario Draghi and 

the ECB, the current Spanish 

10-year yield remains above 

all but the worst days of the 

2011 banking crisis that 

nearly toppled the European 

banking system.   

 

On the other end of the risk 

curve complex, German 10-

year bund yields, like its 2-

year counterpart, remain 

well bid despite the best 

assurances of Draghi and the 

ECB to expand their balance 

sheet in an unlimited 

purchase regime in the 

periphery.  Perhaps the 

extreme moves of bond 

yields in 2012 will simply 

take more time to unwind as 

investors only slowly accept 

Draghi’s promise, but given 

the failure of the first SMP 

to even interrupt this risk 

regime shift and the 

subsequent failure of the 

LTRO’s to offer a 

permanent solution, it just 

may be that credit investors 

(the euro banks themselves) 

are not giving the ECB the 

benefit of the doubt in this 

regard.   

 

With the scale of the crisis 

far larger than anticipated 

and measured time and 

again, coupled to the 
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continued deterioration in the European economy in both the periphery (despite all estimations it 

continues to get worse) and the core (Germany appears to be headed into contraction while France 

flirts with contraction indications that are more consistent with Spain than Germany), monetary 

measures just may not be enough eliminate financial risk in the wider European banking system.  At 

best, these massive monetary measures (both potential and real) seem only capable of “buying” time.  

That may be ultimately what the ECB intends; an orderly disassociation of banks and government 

fiscal conditions.  Given the rather dramatic continued divergence in credit conditions across 

Europe, it does appear as if credit investors grasp the scope and nature of what Europe faces outside 

of these temporary speculative profit opportunities “purchased” by historical monetary debasement.  

Given the scale of intervention, it would be understandable if credit investors, and especially the 

European public, expected far more from these extreme monetary measures and programs.   

 

Despite assurances to the contrary, more than a year since the EFSF was first offered as a permanent 

fiscal and monetary solution and more than six months since the same EFSF was revealed as nothing 

more than a pipe dream, there has yet been anything offered as a workable solution to address the 

scale and nature of the crisis.  The extraordinary credit environment and its resistance to the 

monetary positioning are nothing more than a reflection of investor expectations to the contrary.  

European liquidity may be currently sufficient, but that is only an illusory appearance purchased 

with the fleeting allure of speculative easy money.  Without a change in actual risk perceptions 

liquidity problems will continue to plague the system from time-to-time.  Credit markets simply are 

not fully buying what the ECB is selling. 

 

INTERBANK INDICATIONS  

  
In March 2010, 10-year swap spreads turned negative for the first time in US financial history.  

There was a great deal of consternation about what that might mean for a banking system that was 

still well within the throes of dysfunction and uncertainty.  The 30-year spread had turned negative 

in October 2008, a condition once thought impossible, after the financial collapse of liquidity in the 

primary dealer system.  And contrary to all expectations, that negative spread proved durable, having 

remained negative ever since.  Interest rate swaps involve credit and counterparty risks, therefore it 

was reasonable to expect that IR swap yields would eventually revert to their more normal curve 

shape where swap yields are greater than the equivalent US treasury yields.   

 

In the last weeks of October 2008, the 30-year US treasury bond had been bid slightly higher before 

being sold off as credit investors were unsure of whether the full crisis had run its course.  At the 

same moment, the 30-year swap was steadily bid as credit investors sought additional hedging as 

interest rates appeared to be headed much lower.  From around 5.00% in mid-August, the 30-year 

swap fell to about 4.20% by the end of October, intersecting the 30-year US treasury yield of 4.24%, 

creating the first negative swap spread of about 4 basis points. 

 

The negative spread in the 30-year maturity has been as low as -44 basis points at both the outset of 

QE 1 and the week of the “flash crash” in May 2010, and as “high” as -6 basis points in the summer 

of 2009 (and above -10 basis points in the beginning stages of QE 2).  As QE 1 wound down, swap 

spreads started going negative all the way down the curve as far as 7 years that last week of March 
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2010.  Trying to discern significance and meaning in such a historical first was exceedingly difficult, 

particularly at that moment when the overall credit markets were about to stand on their own without 

the Fed’s liquidity crutch. 

 

Normally, compressing swap spreads indicate a growing risk appetite, but no one was really sure if 

that was true of a spread compression into a negative comparison to treasuries.  The primary 

question centered on whether this was a commentary or expectation that credit investors had begun 

to view the US treasury as more risky than the financial system due to unending fiscal deficits and 

borrowing.  There is still no consensus on exactly what negative swap spreads mean outside of the 

idiosyncrasies of the swaps markets and derivatives dealers – is this an indication of gamma trading 

and risk gone wild, a more determined bet on interest rate directions, or a concrete indication that the 

big banks lack balance sheet capacity to arb away the negative spreads? 

 

The discussion is about to return as the 10-year swap spread has again hit the zero level, while the 7-

year spread has dropped below 10 basis points for the first time since December 2010.  The timing 

of these extremes in swap spreads suggests that these indications cannot simply be a function of the 

financial system itself.  Given the cluster of outlier results around major monetary events, there is 

likely much more than a simple, unrelated correlation between the massive Federal Reserve 

interventions into markets and these unusual movements.   

 

 
Given the negative or near-negative spread at the 10-year, and the ongoing negative spread at the 30-

year, there opens and exists an arbitrage trade to take advantage of this pricing anomaly or 

inefficiency.  Any dealer could borrow short-term LIBOR to buy the 10-year US treasury (or repo 

for an even better rate); swap the fixed treasury coupon for floating using an IR swap; use the 

floating payments to cover the LIBOR/repo loan.  These successions of derivative moves create an 

opportunity to pocket the swap spread on both the funding and receiving sides.  Any changes in 

interest rate structure at either the fixed or floating ends will always be in the trader’s favor, so the 

only risks to the trade are liquidity and counterparty. 
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We know that LIBOR has become a largely meaningless indication as unsecured lending in the 

wholesale markets is but a figment of a bygone monetary age, so the only realistic arb funding on the 

floating side would be repo.  But that might be problematic since the Federal Reserve, through 

Operation Twist and its extension, has become not only the marginal purchaser of longer-dated 

treasury debt, but in many CUSIPs the Fed has run up against the SOMA limits.  That leaves little 

longer-dated treasury collateral for use in the marketplace, meaning that there may not exist enough 

funding or repo opportunities to fully absorb the pricing anomaly through arbitrage trading. 

 

There is some precedent for this in the Japanese ZIRP environment of the early 2000’s.  Swap 

spreads were negative all the way down to 5-years as the Bank of Japan bought out large sections of 

the JGB marketplace.  Receiving fixed in a low-rate environment essentially creates a positive carry 

position boosted by derivative leverage since IR swaps require only margin posting instead of full 

upfront capital.  Japanese banks were creating synthetic JGB positions as the Bank of Japan distorted 

the risk and collateral environment of the financial system in an attempt to get money out into the 

wider credit system.  It did not work since banks intentionally remained in a low capital, high 

leverage preference for low-risk, liquid credit.  In other words, liquidity preferences remained 

undisturbed by even the most determined central bank intervention. 

 

 
If that parallel process has played out in the United States, it indicates that the growing presence of 

the Federal Reserve in the financial system has not changed that most basic banking dynamic in the 

way in which it primarily intended.  The collapse in swap spreads in the weeks since QE 3 was 

announced may be signaling the desire of banks to create synthetic bond positions in the absence of 

mortgage bond availability (in the case of QE 3).  That would mean, again, that banks remain within 

the bounds of liquidity preferences against any desire of the central bank to move money from itself 

to the wider real economy.  That was the central indication from the Japanese experience – that the 

Bank of Japan sought to push banks out of “risk-free” carry trades, but the banks instead just 

recreated them synthetically. 

 

There are additional complications to this viewpoint.  There are always supply considerations – after 

all, the supply side of the equation is the availability of primary dealers to take on swap risks.  In the 
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environment post-Lehman Brothers, itself a large swap broker, dealers may be constrained by the 

amount of IR positions that can be posted in the marketplace.  On the other side, corporate appetite 

for IR hedging in the face of record issuance cannot be denied.  There is little doubt that these two 

factors are playing a role in the compressed swap spreads and the persistence of the negative 30-year 

spread. 

 

But, again, the timing of these moves leaves us to believe that the central bank interventions are 

playing an outsized role.  Further, the near-exact precedence in the Japanese case is compelling.  

Finally, there is the overall market scale itself.  Between the end of 2009 and the end of 2011, the 

BIS estimates that the overall gross market value of interest rate swaps has increased by 50% to $20 

trillion (on a notional outstanding of $402.6 trillion, up from $349 trillion).  With the mechanics of 

the financial system and the presence of an apparently permanent ZIRP regime, the allure of the 

swap market and its pricing anomalies to create synthetic positions gives large financial agents an 

option to remain within the bunker of “risk-free” carry trading regardless of actual availability of 

real securities.  The institution of QE 3 may have convinced these synthetic carry traders that, since 

interest rates will now be further suppressed, now is a good time to institute new positions and 

extend the maturities on old ones. 

 

The flipside of that is, of course, any increase in short-term rates might be fatal to the entire system.  

That is the unintended consequence of the unintended consequence of trying to get the financial 

system to allocate resources according to central banking plans rather than market-based 

perceptions. 

 

(Continue Below) 
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MONETARY POLICY NOTES  
 

On September 13, the Fed announced a 3
rd

 round of quantitative easing, a program to buy 

predominantly mortgage backed securities “at a pace of $40 billion per month”. The interpretation is 

that the economy is weak, the housing recovery slow and job growth anemic. Perhaps Chairman 

Bernanke has a slightly more obscure concern, and merely sold the program as an elixir for our 

economic woes.  Critics of QE3 claim that Bernanke can try all he wants, but he does not control 

hiring. We agree with this sentiment, as do FOMC members by the way, and are of the opinion that 

more QE can do more harm than good. 

 

We must remember that much of Fed policy is about expectations, which is about communication 

and credibility.  The remarks accompanying the program’s announcement stated that the Fed would 

continue QE3 and “employ its other policy tools” until the jobless rate fell below a targeted level.  

This statement is as much about credibility as it policy. 

 

One of the best outcomes a Central bank can facilitate is a stable currency.  Currency fluctuations 

cause difficulties in planning and higher price volatility, essentially more uncertainty and greater 

risk.  For the year prior to the announcement of QE, the dollar had risen about 11%. A rising dollar 

in a strong economy is the best scenario for the banking system. But, a rapidly rising dollar in a 

sluggish, debt-laden economy causes concern. Demand for a country’s products can drop as the 

foreign currency price rises. Hence, the dollar price of assets and incomes can drop; this raises loan 

default risks. I think the trend in the dollar was a very important factor in the implementation of 

QE3. 

 

Other central banks have intervened and sold their currency, attempting the same type of policy as 

our Fed. One thing Bernanke does have, especially relative to his peers at other central banks like the 

BOJ, is credibility. If Bernanke wants the dollar to cease its appreciation, all it seems he must do is 

use phrases like “open ended.” 

 

Bernanke is achieving what, I think, he actually set out to achieve, a reversal in the trend in the 

dollar. And, to date, he has done so without adding one dollar in assets to his balance sheet, that’s 

credibility.  

 

(Continue Below) 
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WORLD MARKETS 
 

 
 

The US Dollar Index held support in mid September and has been generally trending higher since. 

This may be in anticipation of better economic policy in the event of a Romney victory. The value of 

the Dollar – in all the ways it can be measured – is one of our most important indicators of the state 

of economic policy and a major factor in determining our future asset allocation. 
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Gold was negatively impacted by the rise in the Dollar and on longer term charts appears to be 

putting in a broad top. We are maintaining our small exposure to gold until the election results are 

known and we have more visibility on future economic policy. 

 

 
 

General commodity prices were also negatively impacted by the higher dollar but probably also due 

to weak economic data, particularly out of China.  
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One commodity bucking the trend is natural gas. We are long a natural gas ETF in our World 

Allocation portfolio (UNL) based on increasing demand and a drop in the number of drilling rigs in 

operation.  

 

 
 

REITs, another hard asset, are also sensitive to the movements of the dollar. We have been 

underweight for some time due to overvalued fundamentals. If the US dollar continues to march 

higher, REITs will likely remain under pressure and with the degree of overvaluation could face a 

steep slide. 
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Foreign real estate, on the opposite side of the rising dollar is much more attractive and trending 

nicely higher. 

 

 
 

Timber REITs are an exception to the negative trend in US REITs. Timber is not highly correlated 

with other REITs or the general stock market and therefore makes a good diversifying investment. 

With housing apparently on the mend, we expect this trend higher to continue. 

 

 
 

Emerging market bonds are becoming a favorite of the mutual fund crowd and we are getting 

nervous. While it is true that many emerging market countries have decent fiscal outlooks, we have 

been doing this long enough to know that it is only a matter of time before they screw it up. Brazil is 

a likely candidate for a blowup sometime in the next few years as they overextend to impress the 
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world with the World Cup and Olympics. We have not sold our position – yet – but we are 

monitoring the situation closely. 

 

 
 

We sold our position in High Yield bonds earlier this year and have no regrets. With spreads as 

narrow as they’ve ever been, it is hard to see any upside. Higher rates would be negative since 

spreads likely cannot compress further. Likewise, a prolonged economic slowdown would elevate 

defaults and also be a negative. The bottom line is that the potential reward doesn’t come close to 

compensating for the risks. 
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Intermediate-term Treasuries have been making a broad top despite weak economic data. That would 

not seem to be a bullish development. 

 

 
 

Asia Ex-Japan has been trending higher despite the slowdown in China and Europe. QE3 appears to 

be having the same effect as its predecessors as it pushes capital into Asia and other emerging 

markets. The Hong Kong Monetary Authority recently had to intervene to cap the rise in the HK 

Dollar. If China’s growth stabilizes, expect these markets to continue to rise. 
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Despite all the negative sentiment regarding China, this ETF has trended higher recently. Maybe the 

negativity is overdone? 

 

 
 

The Japanese market has been building a base and if the BOJ can force down the Yen we believe 

there is significant upside for this Yen-hedged ETF. Of course, the BOJ hasn’t been able to do that 

yet but we suspect the market may take care of that soon as the country has to go outside Japan to 

finance its deficit.  
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Colombia is one of the few Latin American markets to perform well recently as the central bank has 

cut rates and tried to cap the rise in the Peso. While we are fairly negative on most of Latin America, 

Colombia and Chile are exceptions. 

 

 
 

As everyone argues about the next move of the US market, the EAFE has been quietly 

outperforming the S&P 500.  

 

 
 

Emerging market stocks have been rising as capital flows in but it hasn’t performed as well as the 

EAFE. With many of the constituents dependent on commodity prices and demand the movement of 

the dollar may have an outsized impact on future returns. 
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Europe stalled this month but we are still long. Valuations are cheaper in Europe than the US and the 

current crisis will eventually force beneficial reforms on all of Europe – if they can keep the Euro 

together. We continue to believe that the costs of a break-up – politically and economically – are so 

great that monetary union will be maintained. 

 

 
 

The NASDAQ has underperformed the S&P recently but is now at support. While the big tech 

names have recently been hit hard on earnings – AAPL and GOOG – we believe the reaction was 

overdone. These stocks remain quite cheap absolutely and relative to the market. 
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The US stock market has recently had a minor correction but sentiment is already turning more 

bearish so this short-term phase may end soon. However, with the market near its all-time highs, 

valuations at best average and profit & revenue growth near nil, we see little upside to the averages. 

We still believe we are in a secular bear market that has more to run. Regardless of who wins the 

election, the next administration will face significant challenges that will not be solved quickly. 

Solving the fiscal cliff will not be painless regardless of the path chosen. If a second Obama 

administration attempts to solve the problem with higher taxes we would expect to revisit the bottom 

of this chart at some point. An approach that emphasizes spending cuts – and hopefully tax cuts too 

– would also be painful but we think the correction could be limited to the long term trend line 

around 1150. Either way, we expect another significant down-leg at some point. 
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