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Macro Themes
1.

Tail risks are receding: the eurozone is holding together, Greece recently got an
S&P upgrade, China has executed a soft landing and the U.S., despite its
dysfunctional politics, has a number of things working in its favor.

2.

Global growth will remain weak: leading indicators are not providing any evidence
of an imminent return to trend growth rates in emerging or developed nations.

3.

Central banks will likely step up the flood of liquidity and low interest rates will
remain in place, as key central banks are set to drop inflation targets in favor of
nominal GDP and labor market outcomes.

4.

While excess capacity and labor market slack imply that the short-term inflation
outlook is benign, shifting central bank policy and stepped-up government
intervention may result in a pickup in inflationary expectations in the coming year.

Eurozone
Eight months ago, we thought that there was a good chance that Greece would
leave the eurozone. We, among many others, underestimated the willingness of core
eurozone members to enter a transfer union—albeit reluctantly and with baby steps.
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Germany has been the key player and now seems to have recognized it is in so deep that
it is cheaper to keep the eurozone intact than let it fall apart. A carefully balanced game of
brinkmanship was necessary to secure domestic political support, while simultaneously
pushing painful fiscal reforms through the fractured political systems of the laggard
peripheral nations. It has not been pretty, but success has been achieved on both fronts.
Christian Democratic Union leader, Angela Merkel, has secured the ongoing support of
her party and the PIIGS have swallowed bitter medicine. More importantly, we have seen
evidence of a willingness to make the sorts of compromises that will be needed to patch
the eurozone together. Eurozone finance ministers recently approved a €43.7bn bailout
for Greece (€16bn of which is earmarked for the four largest Greek banks) as well as a
€39.5bn bailout for Spain’s four nationalized banks. The bottom line is that bailout funds
are flowing and both Greece and Spain have secured enough funding to stave off
bankruptcy through 2013.
Economic conditions remain tough. The banking system is fragile and the full
extent of bad loans, particularly in Spain, have not yet been realized. Private sector debt
levels remain too high, and given anemic growth, deleveraging of the aggregate economy
is nearly impossible: debt is merely being

Chart 1

shoveled from the private to the public
sector. Manufacturing production
expectations are abysmal (Chart 1),
unemployment continues to creep upward in
Spain, Italy and France (among others)
(Chart 2), and consumer confidence is
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Chart 2

nearly approaching the lows of the 2009
crisis (Chart 3).
However, the odds of a catastrophic
euro breakup have been substantially
reduced. The recession may well deepen
and social unrest will certainly persist as
Chart 3

large sections of the welfare state are
dismantled. To date, centrist parties have
fended off challenges from extremist
elements, and this bodes well for an intact
eurozone solution. Consequently, we expect
the eurozone to survive a renewed economic
downturn. However, this will be contingent
Chart 4

on the ECB to, again, dramatically expand
liquidity in 2013 (Chart 4). A weaker euro
and gradual restoration of competiveness
are likely to plant the seeds of an eventual
recovery.
Despite the gloomy economic
outlook, yields have fallen sharply for all eurozone sovereign debt, signalling the bond
market’s belief that breakup is off the table. France recently shrugged off a downgrade
from Moody’s and now 10-year bond yields have fallen to a mere 60bp over Germany’s
(Chart 5). European stocks are within striking distance of the early 2011 highs, and well
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above their 200 day moving average (Chart

Chart 5

6). In a nutshell, our expectation for the
eurozone in 2013 is a weak economy, ample

Spain

liquidity and good stock market
performance.

France

Similar themes are playing out in the
U.K. as well. The government’s austerity
drive is making little headway on the deficit,

Chart 6

as weak growth is undermining revenues.
Mark Carney’s arrival at the Bank of England
in the New Year will herald a significant shift
in monetary policy as inflation targeting will
be replaced with nominal GDP targeting.
The FTSE all shares index has responded
well and is at a 12-month high (Chart 7). As

Chart 7

with the eurozone, we expect a continuation
of a weak economy, reasonable liquidity and
good stock performance.
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The U.S. and the Fiscal Cliff
The total amounts involved in the fiscal cliff are around $600bn, or 4% of GDP,
spread across tax increases, expiring programs and spending cuts. This is huge, and
would tip the U.S. into a deep recession. The consequences are so dire that it is difficult
to imagine U.S. lawmakers failing to reach some kind of compromise; our bet is on a deal
being done before year-end. Republican concessions on tax rate increases on the
wealthy are a key signal. Any deal will involve tax hikes and expenditure cuts, eliminating
an important tailwind for the U.S. economy over the past few years. Furthermore, the
fiscal cliff is just one set of many long standing budgetary issues, including unfunded
pension and Medicaid liabilities. The net result is that fiscal policy will certainly be a drag
on growth in 2013 and beyond.
Consequently, the likelihood of additional quantitative easing from the Fed is very
high in 2013. It is willing and able to maintain supportive policy, and the relatively benign
inflation backdrop continues to provide ample room to maneuver. Furthermore, like Japan
and England, the Fed will be switching effectively to nominal GDP and unemployment
targeting.
Chart 8

Despite the dysfunctional political
backdrop, the U.S. has certain key assets
working in its favor. The recapitalization of
the financial sector has been thorough and
effective. Securities plus reserves now
cover about 60% of loans outstanding,
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Charts 9a-9b

which is extremely high (Chart 8), and
lending to both the corporate and
household sector is moving up (Charts 9a9b) in stark contrast to the European
financial sector, which is still licking its
wounds.
The U.S. household sector is in
Chart 10

excellent shape compared to virtually all
other peer nations. Household debt to GDP
has fallen by about 20 percentage points
from the peak in 2008. Household net
worth (Chart 10) has made up most of the
lost ground due to falling debt levels, rising
share prices and a firmer housing market. Confidence is at its highest level since 2007
(Chart 11) despite weak real income growth. Chart 12 shows real personal disposable
income, which has basically been flat over the past year and a half, is lagging far behind
the levels seen after previous recessions.
Chart 11
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The flipside of this trend is the extraordinary performance of the U.S. corporate
sector. The non-financial corporate sector is extremely well capitalized, and has remained
cautious throughout the recovery, keeping a lid on hiring and investment. If we compare
the current cycle to the average of previous recoveries, corporate profits are way above
trend (Chart 13). As we discussed in our report, Why the Secular Bears are Wrong: An
Update (November 29, 2012), unit labor costs in the U.S. have fallen relative to most
competitors, in some cases dramatically. Combined with a weak dollar, the U.S. is seeing
a resurgence in the domestic manufacturing sector. In the pre-crisis years, the U.S.
economy was too reliant on credit-fueled domestic consumption, which led to the real
estate bubble that burst in 2007. What we are seeing now is a realignment of the price
structure in the U.S., which is having a noticeable impact on restoring U.S.
competitiveness. Domestic energy production is another huge tailwind, attracting energyintensive industries to relocate from Europe and elsewhere. While growth prospects are
weak and fiscal challenges extend well beyond the immediate fiscal cliff problem, the U.S.
has a durable competitive advantage. It seems that a pervasive sense of gloom has
obscured these assets, and that is a good reason to be invested in U.S. equities for the
long haul.
Chart 13

©THE BOECKH INVESTMENT LETTER

WWW.BOECKHINVESTMENTLETTER.COM

7

China
China has dodged the bullet, executing a soft landing from the lending binge of
2008-09. The real estate market, after a very brief correction, is hot again. Real estate
and financial stocks have outperformed the broad market in 2012 and real estate in
particular has been on a tear lately (Chart 14). In recent months, fixed investment,
manufacturing output and retail sales have all risen significantly (Charts 15a-15c). We
expect Chinese growth to surprise on the upside in 2013. Profits may lag a little in the
short run, but the cyclical recovery should boost profits in late 2013 and 2014.

Chart 14
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Japan
Shinzo Abe’s election as prime minister heralds a dramatic shift for Japanese
monetary policy as he has vowed to take on the Bank of Japan and force a 2% inflation
target (from the current trend CPI of -0.5%). To be successful, the BOJ will need to make
a massive effort to overcome entrenched deflationary expectations. As Richard Koo
suggests in his seminal work on balance sheet recessions1, it may have to do something a
little bit reckless.
With a central bank that already owns assets worth 30% of GDP and a government
debt to GDP nearing 230%, it is going to be interesting to see the consequences of
Japan’s experimentation at the far limits of monetary policy. At a minimum, Japan’s shift
is consistent with other central banks to step up their reflation efforts. The immediate
outlook for Japanese stocks is pretty good, as they are selling at a deep discount to
international valuations, and the consequences of “reckless” monetary policy are likely a
few years away. While the economy is in the doldrums, expectations are likely to improve
with the new economic policy.

Asset Classes
Four themes for 2013:
1. Inflationary expectations will likely begin to rise in 2013. The hunt for yield
“bubble” will begin to deflate in anticipation of the effects of faster monetary
reflation.

1

Richard C. Koo. The Holy Grail of Macroeconomics: Lessons from Japan's Great Recession. 2008. Wiley.
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2. Sectors that have lagged in the recovery so far will likely do well. Microcaps, cyclicals, eurozone, and China all look promising.
3. The positive forces supporting gold are intact. Other metals, energy and
industrial commodities could lag for a while.
4. The yen and euro are likely to weaken in 2013. The dollar will rise, but not by
much. Commodity currencies should continue to hold their ground, driven by
the likelihood of higher commodity prices down the road.

Bonds
Every new round of quantitative easing is met with concern over the potential
inflationary consequences, yet there has been no measurable rise in consumer price
inflation from the trillions of dollars central banks have added to their balance sheets. CPI
in most countries is within the moderate 2%-3% range (Japan being the big exception)
that has existed since the late 1990s. Deleveraging, excess capacity and slack labor
markets have limited the consequences of unconventional monetary policy thus far, but
investor psychology is another key factor to consider. Low and stable inflation
expectations and risk aversion have driven many investors into safe haven investments:
bonds, dividend stocks, and REITs. The S&P dividend aristocrats index has outperformed
the larger market by about 35 percentage points since the 2009 low (Chart 16). We think
this is way overdone. Momentum investors may keep this going for a while but smart
investors will start recycling out of this area and into the laggards.
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Chart 16

Abandoning inflation targets in favor of nominal GDP targeting is a significant
philosophical shift that signals a growing tolerance for inflation, even though it is running in
the 2%-3% range in most countries. Clearly, higher inflation will ease the burden of
deleveraging; however, it is naive to believe central banks can facilitate higher inflation
levels in a stable and controlled manner. The track record on this front is not good. In the
late 1950s and 1960s when there was a large gap between actual and potential output,
governments supported highly expansionary monetary policy. This eventually led to the
high inflation of the 1970s, as central bankers lost their grip on the situation. Bond buyers
must now have faith in key central bankers who are managing assets worth approximately
one third of GDP, as well as faith in U.S. politicians to negotiate a successful path through
the minefield of deficit reduction.
On the inflation front, the risk of a sudden surge in consumer prices is unlikely.
Commodity demand from China, although set to pick up, is still well below peak levels.
Abundant domestic energy combined with reduced demand will keep a lid on gas and oil
prices in the U.S. High unemployment will likely persist for a few more years. However, a
shift in inflation expectations can occur in the absence of an actual rise in CPI. A
combination of healthier global growth and central bank largesse would lead to a
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reassessment of inflation expectations. Poor progress on deficit reduction would be an
added spur to higher inflation expectations. Five year TIPS are now yielding minus 1.44%
(Chart 17). Implied inflation expectations, the spread between five year Treasuries and
inflation protected securities, are currently at 2.1%, up 0.6% over the past 14 months, but
still below the long-term trend (Chart 18). Inflation expectations in the U.S. are likely
heading higher in the coming year, probably near 3%.
Chart 17

Chart 18

The record spread between bond yields and earnings yields on stocks reflects
massive distortions in the bond market. A combination of investor fears over the euro and
central bank intervention has created a once-in-a-generation bubble in the bond prices of
many countries (Chart 19). The under-pricing of bond risk has trickled down the quality
spectrum, and we have seen a compression of spreads in corporate, junk and emerging
market debt (Chart 20). A bit more compression of yield spreads may occur, but the
potential upside is limited by the risks of rising inflationary expectations. Current prices do
not justify risks in the bond market.
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Chart 19

Chart 20

Chart 21 shows the relative return and correlation between U.S. Baa corporate
bonds and the S&P. The typical pattern is for bonds to outperform during a recession and
the early stages of recovery, as in 2001-02 and 2008-09. Stock returns would normally be
expected to overtake once the recovery is underway. In the current cycle from 2009 to the
present, corporate bonds have matched the return on the S&P. This is a consequence of
interest rate suppression and investor fear which has driven capital into the perceived
safety of bonds. Given extremely low bond interest rates and the likelihood they will rise in
the coming year, risks are quite high. Correlations remain low, but the benefits of
diversification from holding overpriced bonds are limited. Chart 22 shows the correlation
of returns between a range of bond indices and the S&P. Unattractive yields on bonds
with low or negative correlations (Treasuries and AAA corporate), and high correlations on
debt with more attractive yields provide a strong argument in favor of equities.
In our previous asset allocation report of Sept. 27, we recommended benchmark
bond allocations. It is time to cut allocation 5 to 10 percentage points below benchmark,
and keep duration short and focus on high quality. Skilled managers are still finding
mispriced bonds that offer good value, but we expect this will be an increasingly difficult
sector in which to produce good returns.
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Chart 21

Chart 22
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Equities
In our discussion above, we

Chart 23

described the themes of weak economies,
abundant liquidity and good stock returns.
The stellar performance of corporate
earnings has peaked, and we expect the
slowdown to continue in 2013. Earnings are
likely to revert to trend levels (Chart 23),
however, this still provides room for decent
stock market performance. Chart 24 shows

Chart 24

the 12-month percent change in income
compared to the return on the index for
global stocks. Although this is a very broad
measure, it shows strong resilience in stock
prices in the face of the earnings slowdown.
For example, net income in telecoms and
technology declined by 14% and 8%
respectively, but the stock prices were up
9% and 11%. It is also worth noting that net
income in the financial sector was strong and that this was the best performing sector in
2012. Playing the recovery of the financial sector will likely be a great opportunity in the
coming years.
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In our view, valuations for many sectors in Europe are looking attractive, given the
fading risks of a breakup and in spite of the strong rise this year from very depressed
levels. Chart 25 shows a cross comparison of U.S. and eurozone stocks by sector, based
on 12-month forward earnings. Telecoms and utilities look distinctly undervalued in the
eurozone, while U.S. REITs are selling at 30 times forward earnings. It may be time to
increase exposure to eurozone stocks as it would not take much of a turnaround in the
eurozone growth outlook to spark a significant rally. Foreign investors should hedge
exposure to the euro as we expect it to weaken modestly over the coming year.

Chart 25
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U.S. stocks should continue to do

Chart 26

well, however, we recommend investors
position more aggressively. Within the U.S.,
favor micro-cap and value stocks as well as
financials and cyclicals. Chart 26 shows the
huge outperformance of the S&P growth
stocks over value stocks. Over long
periods, value stocks tend to outperform: distressed, out-of-favor companies tend to
surprise on the upside, while the “high fliers” tend to disappoint. The post-crisis recovery
has been unusual in that the lack of credit availability was a challenge for many
companies that looked vulnerable and many investors have remained cautious, unwilling
to make a bet on turnaround situations. Healthy credit flows are being restored in the U.S.
and investors are likely to become more risk tolerant as it becomes clear the global
financial system is not going to implode. Well-publicized stumbles by tech giants such as
Facebook as well as Apple’s recent poor stock performance provide a strong reminder of
the wisdom of value investing for the long run. Unfortunately, value investors’ patience
has been tested over the past five years, a situation that will likely be rectified soon.
In terms of asset allocation, investors should add to equity exposure gradually in
the coming months, targeting 5% percentage points below benchmark. We expect to raise
allocations to benchmark and possibly above by the second quarter of 2013, if our
expectations play out. Be prepared to take more risk in small cap stocks, value stocks,
the eurozone and China.
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Gold
The failure to rein in public debt levels in virtually all developed nations, and the
shift to increasingly activist monetary policy will continue to provide a tailwind for gold
prices. Real interest rates are negative, and are likely to fall further. The price of gold has
recently lagged the fall in real rates (Chart 27), and is likely to play catch-up in the coming
months. Those below benchmark should use the current weakness to add to positions.
Gold producer equities are persistently lagging the rise in bullion (Chart 28). There are
several reasons for this: declining ore grade, increased debt levels and the likelihood of
production declines in the next few years. We think investors will continue to do better to
own the metal directly. Investors should maintain their gold allocation at around the 10%15% benchmark. Should the prospective long-run improvement in the U.S. (as discussed
in the Boeckh Investment Letter dated November 29, 2012 ”Why the Secular Bears are
Wrong: An Update” ) develop as we expect, we would start to reduce our gold benchmark
downward from the 10%-15% range we have been suggesting.

Chart 27
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Our outlook for industrial commodities is flat. Improved data from China provided a
boost to metals in past weeks but we expect China’s growth to remain below trend in
2013, limiting the potential upside for industrial commodities.

Currencies
The dollar is facing mixed pressures in the coming year. Stepped-up reflation
efforts from central banks in Japan, the U.K. and the eurozone should bring some relative
strength back to the dollar. On the other hand, if emerging market and eurozone growth
surprise on the upside, the dollar—as a “risk-off” currency, will suffer. The net result will
likely be a slightly stronger dollar over the coming year. We expect limited strength in the
commodity currencies in the short run: Canada, Australia, Norway, etc. We expect to see
a weaker yen, as Shinzo Abe attempts to slay deflation. The euro will likely be in a tug of
war between two offsetting pressures: improved growth prospects and stepped-up
reflation efforts.

Investment Conclusions
The global themes of weak growth, ample liquidity, good stock performance and
some rise in inflationary expectations define our outlook for 2013. It is time to transition
away from defensive stocks and look to add risk by favoring small cap stocks and U.S.
financials, in addition to selective picks in the eurozone and China. Risks are quite high in
the bond market and investors should trim exposure. While a surge in consumer price
inflation is unlikely, there is a good chance that inflation expectations will shift upwards in
the coming year.
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Our recommended asset allocations are shown in Charts 29 & 30. Readers should
use the recommendations as a guide only, as each investor’s individual circumstances
should be considered.

Chart 29
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Chart 30

Portfolio B: Retired/Conservative
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