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listeningin

“A Fois Gras Bubble”
Force-Fed Risk Assets, James Montier Piles Up Dry Powder, Select Stocks, Hedges
As the quote in the headline over this latest issue of
WOWS amply demonstrates, and as his
legions of followers already know quite
well, James Montier’s dyspeptic wit
and rapier tongue have been
dulled not a whit by what is
now his five year-long sojourn
within the commodious and
yet intellectually rarified buyside folds of Jeremy
Grantham’s GMO LLC.
Perhaps it’s because James spends
only about one week a month in
GMO’s Boston headquarters, working face-to-face with the other
members of GMO’s Asset Allocation
Team. Or maybe it’s because the
rest of the time, he’s likely to be
putting pen to paper within the congenial confines of his home, in the
Sussex countryside. To be sure,
James’ top sparring form could also
still reflect the lingering influence
of his long-time friend and partner
at Dresdner Kleinwort and at then
Societe Generale, the matchless
Albert Edwards.

Investing:
Tools and
Techniques for
Intelligent
Investment,” has
found his “spiritual
home.” Value-oriented. Check. Contrarian.
Check. Skeptical. Check.
Patient. Check.
Intellectually
unconstrained.
Check.
Researchfocused.
Check. You
get the
idea.

But just as likely it springs
from a fact as simple as
James says it is. Which is
that, at GMO, the author
of several ground-breaking and influential
investment books, including “Behavioral
Investing” and “Value
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Page One Illustration

By Victor Juhasz

To say that James isn’t a big fan of the current
investment environment is putting it mildly.
Negative expected returns are anathema to James,
so his research these days is relentlessly focused on
the dwindling ranks of relatively attractive equities
around the globe — and especially on constructing
robust portfolios designed to survive, no matter
which way this “bimodal” environment ultimately
turns.
I was lucky enough to reach James for a good long
chat covering it all last Friday. Listen in.
KMW

I was stunned when
I counted, but
you’ve been at GMO
for 5 years now, so
even though you
must cut quite a
shockingly exotic
figure in some
Boston institutional
circles, I’m guessing
that GMO has
turned out to be a
pretty comfortable
fit.
JAMES MONTIER: GMO
does tend to treat me as
a bit of an exotic creature! But I think I’ve
found a kind of spiritual
home in GMO. Of all
the firms that I’ve known
over my nearly 20 years
on the other side of the
fence, there just weren’t
very many that I was
ever going to feel comfortable working at,
given my kind of investment philosophy.

Edward Chancellor and so many others.
It is getting there, right? The hardest part of joining GMO was leaving Albert [Edwards] behind at
SocGen. That was tough.
You were quite the team.
I had worked with Albert for nearly 20 years. It
was — and it still is — a great partnership. I
mean, we’re still great friends. He’s my eldest
daughter’s godfather. I still see him—
Sure, just not everyday in the office.
Albert still talks about you with great
affection, and not
only in print.
I see that, occasionally ,
in his reports, but I didn’t know he was doing it
in person. Any time I
see him doing it in print,
though, it’s very sweet.

“The real shift between
2000 or 2007 and today is
that today there is nowhere
to hide. More or less every
risk asset that you can own
is giving you a negative
return. Just a handful
are giving you a slightly
positive expected return...
But it is really hard to convince yourself that you’re
getting full compensation for
the risks of owning those.
And it’s getting tougher
and tougher. ”

Whereas, at GMO — when Jeremy and Ben Inker
called and asked me if I would like to consider
joining GMO — it was one of those kind of decisions that took me all of 30 seconds. I was like,
“Let me just check with my wife tonight, but I will
come, barring her veto, which will be unlikely. I
can see absolutely nothing that would stop me
wanting to join you.”
It does seem that Ben and Jeremy have
put together something of a contrarian
dream team, with the likes of you and
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Meanwhile, all of the
“joys” of working on
the sell-side have
been lifted from
your shoulders.
Exactly. No more dealing with analysts who
think their entire job is
just to forecast next
quarter’s earnings. And,
no more working with
fund managers who want
me to try to guess what’s
going to happen over the
next year. It turns out
that is an amazingly liberating feeling.

Of course, you knew
going in that GMO’s
approach to valuation and analysis is a whole lot deeper —
Exactly and that was what drew me to GMO.
Having known them for a long, long time, I knew it
was going to be a good “spiritual fit,” with their
focus on valuation being the unifying thing. I
knew it was going to be a comfortable place to
work and it truly is. I have to say that I cannot see
myself leaving.

Lucky GMO. Then you’ve found that being
a London outpost suits you, as well?
That’s not really a terribly accurate description. I
spend at least one week a month in Boston and
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then, when in the U.K., I
often work from my
home. In fact, I’m down
here in Sussex today at
my home. Because, after
all, if I’m doing work
with Boston, it doesn’t
matter whether I’m sitting in an office in
London or in my home
office here in Sussex. So
my quality of life, on
average, has definitely
increased.
Not to mention that
you’re still collecting lots of frequent
flyer miles.
Indeed I do.
The only trouble
with that is that
they “reward” you
with more airline time
That’s the down side of doing what I do! The only
good thing about being on a plane is that it often
provides an opportunity to do some reading and
thinking in a relatively quiet environment. But it’s
really just not much fun.
Well, it doesn’t seem to have affected your
work, I must say.
I guess it helps when you’re always miserable anyway, right? Hey, look, I mean I’m just clinically
depressed about investing in general. So you won’t
notice too much of a change in my writing, even if
I’m being tortured at 30,000 feet.
Still clinically depressed? You did sound
the tocsin. But if somebody had told us,
back in, say, 2006, that a mere 5 years
after the bottom of the financial crisis,
stocks would be scaling fresh peaks, the
credit markets gobbling up junk paper and
central banks’ balance sheets ballooned
beyond recognition, who would have
believed it?
Absolutely and I was one of the bears.
Exactly. So much went horribly wrong, as
you foresaw, and yet investment returns
last year, to gauge by the major indices,
were quite decent.
That’s what’s so terrifying.

Because we haven’t learned a thing?
It appears not. On that score there is a great quote
from Jeremy Grantham, which I really love —
When he was asked what people would learn from
the whole financial crisis, Jeremy said, “In the
short term a lot, in the medium term a little, in the
long term, nothing at all. That would be historical
precedent.”
But I think what has surprised us all is how incredibly short the long term proved to be. It is just
breathtaking to me how quickly we’ve gone back
into this — what I describe as kind of a fois gras
bubble environment.
A fois gras bubble?
Yes, because we’re all being force fed risk assets.
It’s an unpleasant experience, when you’re playing
goose to the central bank’s farmer. It’s just not fair.
It’s a really odd situation to find yourself in, and to
know how to deal with it is one of the real challenges. I have even described this as the toughest
time in which to be an asset allocator — primarily
because nothing is cheap.
If you go back to 2000, even at the top of the TMT
bubble, you could still build a portfolio that was
perfectly reasonable, at least in terms of expected
return. Now, it looked really odd, I grant you; full
of REITs and TIPS and international value, and all
sorts of things that no one talked about on CNBC.
And if you had told anyone what assets
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you owned, you would have been dismissed as “just not getting it.”
Exactly. People told you that you just didn’t get it.
But if you looked at the expected returns on those
things, you couldn’t help but think, “Hey, this is a
pretty attractive portfolio.” Even in 2007, when all
risk assets were hideously expensive, you could
still take shelter in bonds and cash and TIPS. I
just looked at those numbers and our TIPS forecast
back in mid ’07 was 2.8% real .
Ah, the good old days!
Yes, exactly. Now, I’d give my eye teeth for a TIP
yielding nearly 3% real. It’s unbelievable, but I
think that the real shift between 2000 or 2007 and
today is that today there is nowhere to hide. More
or less every risk asset that you can own is giving
you a negative return. Just a handful are giving you
a slightly positive expected return. Some in the
EM and Europe and one or two other things. But it
is really hard to convince yourself that you’re getting full compensation for the risks of owning those
assets. And it’s getting tougher and tougher.
Because?
Now, we’ve got people talking about the peaking of
credit cycles in emerging markets and about the
downside possibilities if Europe sticks together.
Which is something that I was not worried about
when we were buying European equities. Then, we
were all thinking about what the break-up risk was.
That was what we wanted to be compensated for!
We hadn’t yet thought about whether the risk is
really that Europe holds together — and in so doing
imposes this enormous deflationary environment on
itself.
That masochistic hair shirt approach to economics
makes holding European assets a little bit trickier
again. Because you are just not being compensated very much for depression risk, if you will, or the
deflation risk.
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Imposing austerity in the face of deflation
makes even less sense to me today than it
did way back when I first studied the 1930s.
But seeing the passion with which it is
espoused today does put some the dramatically wrong-footed decisions made back
then in a more understandable light. It was
about psychology, not rationality, wasn’t it?
Absolutely. I think it’s still behavioral and careerrisk-dominated. It is incredibly difficult to maintain an investment discipline in this environment.
But you haven’t abandoned your discipline
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at GMO, clearly —
No. In this environment, we have a battle plan.
Which is?
To exit a large chunk of our equities slowly over
the course of the next 12 months. If markets go up
a lot in the meantime, we’ll exit a little bit faster;
and if they come down, we might exit a little bit
slower. But the chances are that we will end this
year owning less equity than we do now. Right now,
about 50% of our unconstrained portfolios are
effectively still in equities.
But what’s the alternative?
That’s the crux of the issue, isn’t it? It is really difficult to build a portfolio in this world. I was
thinking a lot the other day about the famous quote
about risk from Elroy Dimson of the London
Business School, “Risk means more things can
happen than will happen.” To me, that’s an incredibly powerful observation, because when I look at
the world today, the outcomes appear bi-modal.
You’re either going to get financial repression lasting for a prolonged period, or it could end tomorrow. And the challenge is nobody knows which of
those two outcomes is going to come to pass.
But is the world really that binary,
James? With rates destined to either
stay in jail virtually forever or else go on a
tear? What if there is third or fourth or
fifth path we stumble along?
I just don’t know. It’s possible, but to me those two
outcomes really do define the distribution we’re
looking at. Maybe there’s a sort of hump in the
middle somewhere, a muddle-through alternative
in which they gently raise rates. But even the gentle raising of rates, when assets are priced as they
are — it would potentially feel anything but gentle,
put it that way.
Because almost all risk assets are so richly priced here?
And because all assets have real interest rate risk,
with the exception of cash. So to me, I think the
future is probably well-described by those bimodal outcomes, for all practical purposes, at least.
And the trouble is that nobody knows which of
those two outcomes is the one that will come to
pass — or even which one is more likely.
Therefore, as a kind of “I don’t know” investor who
spends all his time telling you, “I don’t know the
future,” (which is absolutely true, I truly don’t
know the future, and I have no delusions of knowing it) the question becomes how do you build a
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portfolio that can survive under both of those outcomes? It is a weird kind of thing to do because
you’re building a portfolio, half of which you know
isn’t going to do the best it could, no matter which
of those two outcomes prevails.
One that essentially contradicts itself?
Yes. Exactly. The performance of this portfolio
will almost certainly be beaten by those that are
positioned for whichever outcome actually happens
to occur.
But you’re not inclined to rely on luck?
Well, whether those winning portfolios have been
positioned that way through better analysis or luck
will be for others to judge. But from my perspective, we just don’t know which outcome will come
to fruition and so we’re pretty much forced to say,
“Okay, we’ve just got to try to build a portfolio that
is robust, that can survive diametrically different
outcomes.
You just don’t like your odds, otherwise?
No. There is this obsession in finance with the
concept of optimality. But the more I’ve thought
about it over the years, the more convinced I’ve
become that optimality just truly does not exist.
That is, not ex-ante, at least. Ex-post, it is trivial. I
can always tell you what has done best and why
you should have had 100% of your portfolio in it!
News flash: Hindsight is always 20/20.
Exactly. It’s just not very helpful. But ex-ante,
telling you what will do best, and putting 100% of
your portfolio into it, is just really tough to. You’d
have to know the future and therefore you can’t
position an optimal portfolio. You can only position
one that is robust. Even that is tough in this world
because you end up saying, “Well look, I’m going
to own the best of a bad bunch.” And that is an
extremely unsatisfying criteria for investment. I’ve
described it as the Cinderella problem.
What does that poor girl have to do with it?
You turn up at Cinderella’s house and a fellow
opens the door and tells you that, regretfully,
Cinderella is out. But he offers you a date with
one of the two ugly stepsisters. Then you have to
chose one, and it’s just a horrific position to find
oneself in.
So you’re equating what you’ve memorably called “the purgatory of low expected investment returns” with getting
stuck with a bad date?
Well, the purgatory of low returns is precisely the

definition of where we are, and how one deals with
that and tries to navigate out of it — that is going
to be very telling, I think.
Isn’t the first step recognizing that you
actually are in that sort of pickle? You
wrote a piece recently with “defense
against the dark arts,” in its title, which I
loved —
Yes, I had a Harry Potter moment.
But instead of Voldemort, you were
inveighing against practitioners of “stockbroker economics,” doing everything
under the sun to convince investors that
they are not really in purgatory.
Exactly. Rule No. 1 of stockbroker economics is
that all news is good news. Therefore, what they
basically want is two variables to rely on. One of
which is always going to be helpful. What I mean
is that if you imagine a world in which you have
low interest rates, what you will hear is, “Oh, that’s
going to be great for other assets.” Then, of
course, if you happen to imagine something that is
the opposite, like high profits, well, then you will
hear, “High profits, that’s great!” There’s always
one of these two things you can jump on, if you’re a
proponent of stockbroker economics, to try to justify whatever is going on.
It is truly amazing the hoops people will jump
through to convince themselves and others that
everything is all right. It never ceases to amaze
me, despite all of the years I’ve been doing this,
just how bizarre are some of the mental gymnastics
people put themselves through to come to these
rather bizarre conclusions.
Are you referring to things like rejiggering
the Shiller cyclically adjusted price/earings ratio (CAPE) when the valuation levels it points to get too high for comfort?
Yes, exactly. “Don’t worry about things like the
earnings you’re actually going to get. No, instead
Jeremy Siegel now says we should use this [NIPA]
measure that represents the profits of 9,000 companies, of which investors own only 500. It’s
bizarre. Likewise it was bizarre to hear Janet
Yellen, when she was in front of the Congressional
confirmation panels, talk about the “forward P/E.”
I was like, “Really?” The last time I checked,
Janet is married to Nobel Prize-winning economist
George Akerlof and Akerlof is a co-author of
Shiller. So really she has absolutely no defense for
not knowing that there is this thing called the
Shiller P/E out there showing that stocks are con-
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siderably over-valued.
.
Now, what kind of pillow talk is that?
Come on!
That is true, but they are economists. It’s probably
what floats their boat — I dread to think, actually.
It’s a terrible image isn’t it?
Yes, I shouldn’t have gone there.
It’s rather akin to imaging your parents. It just
shouldn’t be done. Let’s stop this immediately! But
it is staggering that even the head of the Federal
Reserve is falling back on a stockbroker economics
concept like forward operating earnings!
.
You are suggesting it is “regulatory capture” of the highest order?
Yes, yet most economists can’t see it for love or
money. They talk about understanding incentives,
but they seem to have missed out on understanding
regulatory capture. Forward operating earnings —
that is just such a toxic series.
Essentially, as fictional as Harry Potter.
Right, operating earnings are bad enough. but forward operating earnings are like allowing athletes
to take their own stop watches to the Olympic
Games. Anything goes. And we won’t monitor you.
So let’s hit the steroids, because now we’re talking
about the future of a series that no one can define.
It’s utterly bizarre, while the tried and true valuation gauges, like Shiller’s CAPE, gets thrown out
the window.
Doesn’t stretching for new valuation measures, like price per eyeball in the internet
bubble, lend some credence to the arguments that the market is in bubble territory again?
There’s a debate raging about whether this is a
bubble, but frankly I don’t care too much. This
isn’t a bubble in the sense of a mania, or a fad,
like the TMT bubble was. Back then, we saw all of
the surging IPOs. We felt the euphoria. That was
very different in some sense. This is a an entirely
different environment. The only hallmark that I
can find in common is that willingness to dump
tried and true measures of valuation in favor of
new economy explanations.
Well, anything that keeps brokerage customers buying and selling —
Yep. That is the raison d’etre of stockbrokers, to
churn. The higher the turnover, the happier they
are. “Go forth and trade.”
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There is no higher calling.
Oh, I can think of a few. This is the same basic
problem. If you don’t like answer from a traditional valuation measure, change the denominator until
you find one that you like. It was absurd when
earnings were floating off the income statement
and disappearing off balance sheets altogether.
But the attack on CAPE is pretty peculiar, it has to
be said, if for no other reason than CAPE works.
It’s not broken, so why fix it?
The explanations have to do with a lot of nonsense
about changes in goodwill accounting increasing
the volatility of earnings. But you can look at other
valuation measures like the Hussman P/E, and
Tobin’s Q, all of which are completely indifferent to
the volatility of earnings, if that is your concern.
And they show exactly the same thing as the
Shiller P/E does. So I’m left thinking “Hmm, this
does sound increasingly like a cheerleading exercise, rather than a piece of analysis.”
Didn’t you also have a research piece
demonstrating that most of the volatility
in earnings hasn’t arisen from the infamous loosening of goodwill accounting at
the peak of the crisis?
Yes. My colleague Simon Harris did all the hard
work on that one and very kindly shared it with
me. But he found exactly that. He was looking at
earnings before goodwill, if you will, or before
impairment. He found there was a massive decline
in earnings in the global financial crisis, but it was
completely unrelated to anything to do with goodwill. So a large part of that earnings decline was
genuinely real, meaning it was economic; it wasn’t
just accounting.
No matter how fervently the banks wish
us to believe otherwise.
Right, it was just accounting, impairments, that’s
what the banks and dear old Jeremy Siegel would
have us believe.
Well, there is no doubt that suspending the
accounting rules saved the banks’ bacon.
That is true. Certainly, when you suspend markto-market requirements and the banks are allowed
to lie with impunity, you can get a fairly rapid
turnaround in reported earnings.
Leaving the veracity of those “earnings”
an open question.
Exactly. How much faith you have those earnings is
another matter altogether. Because clearly if they’re
not being marked-to-market, they are being marked
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to something akin to asking children to mark their
own homework. It’s generally not a good idea.

The Kalecki Equation Profit Sources

You’re such a spoil
sport, James.
I know, a real Debbie
Downer, aren’t I? But I
did warn you that I am
as miserable as always.
Some things are truly
immutable.
Speaking of
immutable, profit
margins have looked
poised for a fall for
years now (at least
to you and me), but
instead have
remained remarkably strong. What
gives?
Well, the framework that I’ve used to try to understand this comes from an economist that virtually
no one has heard of, a guy called Michal Kalecki, a
great man, who actually came up with almost all
the ideas that Keynes wrote about in the General
Theory, before Lord Keynes wrote about them. The
only trouble was that Kalecki published in Polish
and so virtually nobody read him back then.
Including Keynes —
Exactly, so Keynes was able to claim complete
independence. But the Kalecki equation is very
powerful because it says that, at least at the macro
level, profits are a function of net investment,
which makes sense — when a company goes out
and buys capital goods above what it needs for
depreciation, or when a household goes out and
buys a new dwelling, then that genuinely creates
profits. So profits equal net investment, plus dividends — and that always sort of freaks people out
because, surely dividends are paid out of profits.
Well, of course they are. But they are also a flow
into the household income statement, so they’re a
useful source of future spending for households.
A few lucky households, anyway —
Well, at least, they would be, if the people who had
any desire to spend actually were the ones receiving the dividends, as opposed to the 1%, who don’t
want to spend, it appears, even if they are the guys
getting the dividends. But in theory, at least, dividends are a source of profits. Then you’ve got to
figure in the subtractions. If households save, if

governments save (which is pretty hard to imagine
these days), and if the foreign sector saves, these
are all subtractions from profits. So when you look
at the source of the high profits since the global
financial crisis in this [page 7] chart, which decomposes the sources of profits back to 1929, what you
see is that net investment has collapsed in the
wake of the financial crisis. But what plugged the
gap, if you will, have been the fiscal deficits.
That is what is hugely different from our experience
in the 1930s. As you can see, profits collapsed in
the 1930s because there was absolutely nothing to
offset that net investment collapse. This time
round, the government through fiscal transfers and
stimulus plugged that gap. And that is right and
proper. That is the whole point of Keynes’ and
Kalecki’s arguments about countercyclical policy.
That is what should happen.
Despite the howls of protest from true
believers in the Austrian school of economics?
Absolutely. This is where Kalecki is very interesting. He wrote a paper, I think in 1943, called,
“The Political Aspects of Full Employment,” in
which he was basically trying to deal with this
conundrum — because fiscal deficits, at a time
when net private investment collapses, should be
treated by business as very attractive. Because
they become a source of profits. But because business is so hung up on the idea that government is
inherently bad, interferes in their markets and
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because business likes the idea of having power
over its workers, which tends to be eroded by
things like fiscal deficits, that business ends up
supporting policies that actually undermine its own
profitability. It is a very bizarre behavior, but it is
one of the paradoxes of capitalism.
That’s why it is scary, to me at least, that we see
this outbreak of austerity around the world. It
doesn’t matter whether it’s here in the U.K., where
George Osborne is presumably the poster boy for
economic stupidity, as he tightens into a downturn
and then wonders why growth is low. I mean, I’m
like, really? Maybe you weren’t qualified in economics, hey, George.
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Don’t be so coy about your views, James!
The thing is, isn’t not just a British issue. It’s in
Europe, with the austerity imposed on the periphery; it is in the U.S. even, with the sequestrations
and then the budget deal which doesn’t do much to
offset the sequestrations, particularly beyond this
year. It helps this year, but not in the next couple
of years. So you are almost certainly going to see
profits, as a percentage of GDP, come down quite
markedly — unless net investment recovers enormously, or households re-leverage themselves to
the hilt, which certainly doesn’t seem like a good
idea. Because that would presumably just be storing up more problems for the future.
In other words, government stimulus has
been supporting profits, but as that is
pulled back —
Well, I suppose this is always one of the last
defenses of forecasters, isn’t it? Philip Tetlock, in
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his wonderful book on
expert political judgment [“Expert Political
Judgment: How Good Is
It? How Can We
Know?”], talks about the
kinds of defenses that
people use to justify
their forecast errors. My
personal favorite is,
always, “It just hasn’t
happened yet.” And I
guess I’ve just been
making a “it hasn’t happened, yet” argument.
But I truly believe that
profit margins will be
squeezed at some point
in the next few years.
The markets disagree
with me. That’s why
Janet Yellen resorted to pointing at forward operating earnings to say, “Oh, we’re trading at 15 times
and the world is fine. There’s no evidence of asset
price misalignment,” or whatever her precise quote
was. But that is effectively extrapolating peak
profitability out not only into the indefinite future
but probably the hereafter, as well.
Which is business a usual in Wall Street,
although not necessarily at the Fed.
Analysts never see a downturn coming.
No, definitely not. I remember going with Albert in
2007 to talk with the head of research at SocGen. We
showed him the analysis that we were doing then that
said there was a high probability of recession and
that analysts should really be cutting their forecasts.
When he showed that to the analysts, they did just
what analysts always do. First, they went and spoke
with their companies, who all said things like, “Oh,
good Lord no, that won’t affect us. We’re running a
totally different kind of business.” So you get this
fallacy of composition where each individual analyst
believes his stocks are fine, which in aggregate leads
to this absurdity in which the entire business ecosystem is held to be immune from downturns. Clearly,
that is utter nonsense.
Research shows, I’m told, that people’s
first investment experiences are critical in
forming their cognitive biases, so maybe
I’m unduly influenced by walking out of
college and straight into the bear market
buzzsaw that was 1974. Nonetheless, I
spent a lot of time as a young journalist
talking to corporate executives about
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their earnings
prospects. And if
anything stuck with
me, it was the
impression that
they never saw
change coming.
Whether positive or
negative.
No. They’re no better at
forecasting than anybody
else. And to put them
on a pedestal as the
source of Delphic oracles is just insane. But
that is, of course, what a
lot analysts do — when
they behave like little
more than highly paid
press agents, as far as I
can see, repeating whatever a company tells
them. That is about as
far removed from securities analysis as anything I
can imagine, about as far
removed as one could
imagine, but it’s what
occupies many an “analyst” at securities firms.
Okay, enough
kvetching.
Investment opportunities aren’t obvious. Risks are.
What’s going into
your robust portfolios?
As we touched on earlier, we’re just trying to
build a portfolio that is
robust, so we’ll be able
to survive either of the
likely outcomes of this
purgatory of low returns.
And you’re quite
firm that there are
no silver bullets for investors to use?
You read that piece, did you?
I did. I loved your using a “mystery fund,”
aka the purported returns of Bernie Madoff,
and the fun you had explaining Rob Arnott’s
research demolishing “smart beta” strate-

gies with monkey portfolios, as ways to
shoot down hopes for easy solutions.
Yes, there aren’t any silver bullets. Rob and his
colleagues had written an amusing and insightful
piece, but it was couched in the language of
quants, so I thought it hadn’t quite gotten the bang
for the buck that it should have, and so I decided
to wade in and give them a helping hand.
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You put it admirably simply: “Smart Beta
= Dumb Beta + Smart Marketing.”
Yes, smart beta and risk parity — I think this purgatory of low returns drives people to look for ways
out of it. That is a normal, sensible response. The
problem is that a lot of “the ways out of it” on offer
are largely incoherent, which was the whole point
of my silver bullets essay. You’ve got the smart
beta guys who proclaim that they’ve found myriad
ways of outperforming the Luddite cap-weighted
benchmarks. But it turns out that all of them, however dressed up, are really either value or smallcap tilts. That is A) nothing new and B) while I
have absolutely no problem with either the value or
the small cap approaches to investing, given that
they are priced appropriately, price does matter.
So don’t overpay?
Exactly. [Chart, page 8.] Given the flood of money
into these so-called smart beta strategies, you got
to think that their prices are just not that attractive.
That’s certainly the message we’re getting when we
do our valuation work. If our forecasts of expected
returns are to be believed, in fact, then the current
juncture is a particularly bad point to be trying to
implement a smart beta strategy. Because both
value and small cap strategies have very unattractive expected returns in the U.S. on our data. [See
charts, page 9.] What it comes down to is that,
when considering any so-called “smart beta” it is
important to understand what exposures it is actually giving you and, most importantly, to remember
that no assets are so good that you should be willing to pay any price for them.
But people are being lulled by these stories of
financial innovation, and it doesn’t matter whether
it’s maximum diversification or minimum variance,
or “high-quality” businesses, whichever flavor of
Kool-Aid you prefer. They are all basically the
same old snake oil in new bottles. They’re all doing
exactly the same old things, but doing them in
ways that aren’t transparent and obvious.
Meanwhile, investors are doing what they’ve always
done and trying to chase returns, so they’ll say,
“Look at this back test. It’s great.” Of course, they
never see all of the failed back tests; they don’t
make it out of the research department.
I’m shocked, shocked, I tell you.
Who’d have thought we’d all be so self-serving?
But that’s what the financial industry does, it sells
the dream. Everyone wants the mystery portfolio
with its steady upward drift, no variance and no
correlation — and everything is hunky dory until
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you find, unfortunately, that you’re invested in a
ponzi scheme.
Strong is the allure of the Holy Grail.
And it is leading investors into any number of
potentially dangerous areas, including smart beta,
including the wonderful concept of risk parity.
What’s your take on where risk parity
strategies go awry?
“Risk parity” is just breathtaking and sort of the
true antithesis of everything that I believe in. To
stand up and say, “This is what you do if you know
nothing about expected returns,” is just terrifying.
And then, to heap leverage on top of that. It’s a
recipe for disaster, as far as I’m concerned.
How about stepping back for a second and
clarifying what the purveyors of risk factor strategies are really selling?
Well, the term is often used more or less interchangeably with “smart beta.” in the multi-asset
space, while “smart beta” is what we hear in equities. What the sales people are peddling are concentrations on risk factors like carry, value and
momentum. They get quite excited about the low
correlations of their risk factors with long assets
and the insights to be gained from viewing the
world through risk-factor glasses.
You sound underwhelmed.
I am. It has never struck me as particularly hard
to figure out that private equity looks very much
like public equity — plus leverage and minus a
boat-load of costs — or that hedge funds as an
“asset class” look like they do little more than sell
puts. In fact, if you can’t figure that out, I’d suggest you shouldn’t be investing, because you’re a
danger to yourself and others! The trick to risk
factors is to realize that they are nothing more than
a transformation of assets.
Not by wizardry, I assume?
Not on your life. Equity risk, for example, is
defined as long equities/short cash. The value risk
factor is defined as long cheap stocks/short expensive stocks, and so on. So, if you think of “assets”
as long-only constrained instruments, then “risk
factors” are simply combinations of assets with
constraints removed, so you can go short. But ultimately you implement your “risk factors” by owning assets. And while the blokes selling risk factor
strategies like to make much of the low correlations
of risk factors with their parent assets, don’t forget
that any long/short portfolio should have almost
zero correlation with the relevant long-only asset.
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So it’s the economic intuition behind the risk factors that matters.
I’ve also heard it claimed that risk factors
make for more efficient portfolio management —
Only if you define efficiency in some meaningless
mean variance sense — for instance by defining
risk, utterly uselessly, as volatility. The important
thing to remember is that just like the underlying
assets, no risk factor is going to do well independent of its pricing. (Refer back to chart on page 8.]
The other really important thing to remember is
that if you’re dealing with risk factors, you are
implicitly allowing leverage into your investment
process — simply by virtue of the long/short nature
of the risk factor. This is one of the dangers of
modern portfolio theory.
Why focus on just one? But go ahead.
What I meant was that in the classic unconstrained
mean variance optimization, leverage is seen as
costless, both in its implementation and in its
impact upon investors. And the risk factors
approach exploits this oversight.
I’d say “fairy tale” would be more accurate. Then again, I’m not very PC!
Well, back when I first joined GMO, I published a
piece called “Ten Lessons Not Learnt,” one of
which spoke directly to that. Let me see if I can
find the right lesson: Lesson No. 1 was that we
hadn’t learned the markets aren’t efficient. Lesson
No 2 was that performance is a dangerous game.
Lesson No. 3: This time is never different, et
cetera, et cetera, down to Lesson No. 7: “Leverage
can’t make a bad investment good, but it can make
a good investment bad.” The pity is that we have
just completely failed to learn that lesson.
I would only quibble that leverage can not
only make a good investment bad, it can
make it horrible.
Absolutely. Because it can force you to sell at just
the wrong point in time. And when the risk factors
proponents talk about leveraging something where
they know nothing about the expected returns — to
me, that sounds like they are leveraging the lottery.
Payoff profiles are going to be pretty unattractive.
At least with the lottery you know your
expected payoff is zero!
Or damn near to it. But these guys actually are
saying, risk factors are what you do if you know
nothing about expected returns! That, to me, is
pretty scary. The other sleight of hand that they

often deploy, is the idea that a 60/40 asset allocation is going to give you a very low return. Well,
yes, we agree. But then without skipping a beat
they say, “therefore you need to follow this risk
factor stuff.” But that doesn’t follow, logically. It’s
not a syllogism. In fact, you can price risk parity
strategies, which is another of the things I did in
that note, albeit using a very simple example. But
the point was that its expected returns looked
incredibly similar to the 60/40 benchmark’s.
So the upshot is that risk parity strategies aren’t silver bullets for investors,
either?
And so they’re left flailing around, looking for a
Holy Grail that very probably doesn’t exist. But
that doesn’t mean that Wall Street can’t dress up an
old investment myth in fancy quantitative terminology and sell it all over again. I forget who said that
humanity’s progress is essentially upward sloping,
but in general it is, despite occasional setbacks
like the Dark Ages, in which we lose 300-400
years of knowledge. But in finance, progress is
only an illusion. Knowledge is entirely cyclical.
Knowledge doesn’t seem to increase, it just goes
round and round in cycles.
You are depressed!
Well, this staggers me, but I think the only thing
you can do — since there is no Holy Grail — is at
least find a lodestar to guide you in these turbulent
times, and hang on to it. For us, that North Star is
clearly valuation. Just do what the valuations tell
you to do — and think carefully about why they
might be wrong, as you always do. But at least valuations are something to hang onto in this otherwise, pitch black environment.
Sure, but that requires patience — a virtue
in notably short supply in these parts.
It is another one of the great, breathtaking — oddities — in our industry that people’s horizons are so
short. I get why investment banks’ horizons are
short, that makes a kind of sense. But when you
talk to investors like pension funds — their natural
advantage is their long time horizon, yet they don’t
take advantage of it! They do the strangest things:
Instead of asking, “Which asset classes should I be
in?” they spend all their time asking, “Which
small-cap managers should I own?” Forget the fact
that small cap has an appalling return forecast,
why spend all of your time finding the best smallcap manager who’s going to add a couple of hundred basis points to whatever return you could otherwise get from small-cap indexing? Wouldn’t it
rather be better to spend that time asking if you
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dead. But on any given
day, these days, we are
something like 280,000
times more likely to be
alive tomorrow than
dead. The trouble is,
our brains haven’t
caught up with that.
Not bad odds,
though!
But then 99% of statistics are made up on the
spot.

should even own any small caps at this juncture?
But they set themselves up in the most bizarre ways
to fail, by asking themselves the wrong questions,
looking at the wrong things and then squandering
the beautiful advantage that they have of this very
long time horizon.
Not at all because they’re stupid, but
because they are human.
Exactly. It is truly amazing how few of them either
realize that they have this time horizon advantage
or realize that they are actually squandering it. To
me, the biggest edge that this group has is the ability to say, “Well actually, short term doesn’t matter.
I can afford to be patient.” But of course the reason that they often don’t take advantage of it is that
they feel the pressure like everybody else, when
the market goes against them. Things like career
risk matter to them, too. And as Keynes said so
long ago, we know that it is better for your reputation to fail conventionally than to succeed unconventionally. Because if you are wrong — by which
I mean that you are doing the right thing for the
long term, but the short term goes against you, well
in the short term, being wrong and being right in
the long term are almost indistinguishable. And
the people who run things like pension funds have
career risk, too.
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Besides, when you get down to it, isn’t the
human brain essentially wired to respond
to imminent dangers first?
Absolutely, the human brain is pretty much wired
for the short term. That even makes reasonably
good sense, from an evolutionary standpoint. For
most of human history it wasn’t such a bad idea to
eat, drink and be merry for tomorrow we could be
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Let’s go somewhere
else, then. Your latest essay was also
pretty negative on
investing in real
assets to hedge against global QE turning
morphing into an inflationary nightmare.
Well, the whole inflation threat “this must stop!”
theme is kind of puzzling for me. I think the people who are its proponents kind of have the old
monetarist equation (MV= PY) embedded in their
minds — you know, money times velocity equals
prices times output —
There’s that. And they generally are old
enough to remember the 1970s.
True, and there are good reasons to be leery of
another environment like the 1970s, that wasn’t fun
for anybody. But getting stuck on MV = PY is kind
of odd, because it’s actually an identity. Money
times velocity is actually just expenditure, and
prices times output is effectively just income. So
what the equation really says is that expenditure
equals income, which is macroeconomic national
income accounting 101.
Which I slept through, but learned for the
test!
So if you think about it, you have to make some
pretty weird assumptions to turn that equation into
a theory of inflation. You have to assume that the
velocity of money is fixed, which it clearly isn’t.
You also have to assume that output is fixed, which
is kind of odd, I’d say. And doesn’t appear to be
true, either. But assuming those two weird things is
the only way you can say that any change in money
will equal a change in price. In addition, you have
to assume that central banks control money supply.
They wish!
As has been long since pointed out, central banks
are monopolies. And monopolies can either control
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price or quantity, they
can’t set both. So what
central banks do is set
the price of money; they
set the base interest rate
and therefore the quantity of money is entirely
endogenous to the system. Yet that seems to
get lost. When you think
about what happened in
the 1970s, you get a
much better understanding of that inflation
experience by realizing
that it was genuinely a
cost/push inflation. You
had the creation of a
massive oligopoly, in the
form of OPEC, in the
wake of the Arab-Israeli
War. OPEC created a
huge inflationary shock
by jacking up oil prices,
which caused economic
stagnation. Then you
had this horrible situation in which cost/push
inflation combined with
high levels of unionization leading to a rapid
feed-through of higher
prices and to a wageprice spiral. So the
inflation of the 1970s
arose from a very specific set of conditions and
it seems to me that when
thinking about inflation hedges, you should question whether any future bout of inflation would
share a lot of those characteristics.
You’re saying that simply looking at what
did well back then isn’t doing your homework?
Looking at the broad statistics could be misleading.
People assume, “Oh well, commodities are an
inflation hedge.” But maybe not so much. In the
1970s, oil was a great inflation hedge, because oil
was the source of the inflation. And the indexes
weighted to oil look like they offered a hedge as
well. But if you had been in copper or grain back
then, your experience was incredibly different.
They were lousy inflation hedges. Even more fundamentally, though, I want to point out that an
obsession with inflation protection at any cost —
doesn’t lead to very smart investing.

Why is that?
Look, from my perspective, a real asset portfolio
equals insurance plus a bet on some blind return
statistics. And if a real asset portfolio is really just
insurance, I think an investor has to carefully ask
five questions:
1) What risk are you trying to hedge?
2) Why are you hedging?
3) How will you hedge? What instruments work,
and what do they cost?
4) From whom will you hedge?
5) How much will you hedge?
But I focused in my recent white paper on the third
question, calling TIPS the one true long-term inflation hedge, as long as you buy them when issued
and hold to maturity.
And the government doesn’t repudiate its
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debts or worse —
If someone is going to go down the conspiracy theory route, they need more help than I can give!

pricing power, so their cash flows will rise with the
inflation. And so, from a very long term perspective, the holders of those shares should do okay.

Well said. What about gold? It’s a lot of
investors’ favorite inflation hedge, it
seems.
Gold is held up there as a paragon among inflation
hedges. But the data don’t support that. [Chart,
page 12.] The reality is that you are just betting on
a repeat of the one time it worked, in the 1970s.
The rest of the time, there isn’t a good relationship
between gold and inflation. Moreover, what a surprise, it seems to make a difference what price you
pay for your gold. At least if you’re concerned with
investment return, that is. [Chart, page 13.] so put
me down as not entirely convinced about gold as an
inflation hedge. Then you’ve got people turning to
modern alternatives. Saying that things like infrastructure should be a good inflation hedge.

Assuming the patience of Job, again.
Most likely. There is nothing. No asset. Not even
TIPS, are a good short-term inflation hedge. TIPS
should work for you, but you have to hold them
until maturity. And in the meantime, God only
knows what they will do. Real estate is the obvious
other alternative that people rely on. And again,
over a very long time horizon, real estate is probably a reasonable inflation hedge, like equities. But
in the short run, the impact of the price you paid
will dwarf any inflation hedge effect. If you bought
Japanese property in 1989 as an inflation hedge, or
a house in the U.S. in 2007, you are sitting on a
huge amount of underperformance generated by the
price you overpaid. None of these investments is
independent of the price you paid for it. But if you
are really worried about inflation, then owning
some TIPS and some (selective) equities seems like
a reasonable idea. As well as a little cash for liquidity. At least, when we run our forecasts at
GMO, equities and TIPS come out with positive
(albeit tiny) expected real returns over the next
seven years. So they are paying you something for
the insurance you’re buying!

Again, you’re skeptical?
Well, there’s a lot of difference between having a
toll road with a CPI-plus revenue line and believing that it will produce a CPI-plus bottom line. A
lot of things could go wrong between the top and
bottom lines. Costs tend to be a significant proportion of any business and my guess is they will be
CPI-plus as well. So you actually may not get anything like you’re expecting. I find very few things
that are actually good inflation hedges.
Well, what?
Cash could act as a pretty reasonable inflation
hedge, if the central bank, which sets the cash rate,
follows “Taylor rule”-style policies, as the Fed has
done over much of history. However the holders of
cash will clearly be at the mercy of policy makers,
and there’s no guarantee that central banks won’t
continue to opt for negative real interest rates, as
they are doing now — and make cash a lousy inflation hedge. But oddly, stocks, equities turn out to
be pretty reasonable — and underappreciated —
inflation hedges. [Chart, page 13.] But again, this
is subject to a long time horizon and the price you
pay for your stocks.
Stocks? Really? Why?
It is simple, really. It’s because stocks are ultimately a claim on real assets. Now, in the short
term, they can be quite lousy inflation hedges,
because discount rate effects dominate: Rates rise,
and stocks get hit. But as long as the rise in real
rates isn’t permanent, that kneejerk reaction is a
form of investor myopia. Some of the companies
with publicly traded shares will turn out to have
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Coming from you, James, that’s a ringing
endorsement!
Absolutely! Positive expected value insurance is a
rarity, and so probably deserves a place in a portfolio.
So that takes care of the inflation outcome. But we started out with you talking
about balancing portfolios for bimodal outcomes. What’s on the other side of your
portfolio equation?
That’s where you want to own some assets where
you are being paid to own them. Some high-quality
global assets, a little bit of European value, some
emerging markets.
But only assets that you can buy at relatively reasonable prices?
Yes, and the key there, unfortunately, is “reasonably.” It’s a word that I have spent most of my
career hating. But it is the best that you can do
right now. You need to own some of that. But you
need to balance that by owning a substantial
amount of dry powder. And the challenge there is
that there is no one asset that gives you the perfect
dry powder characteristics.
Which are? Liquidity, liquidity and liquidity?
I’m more demanding. I want liquidity first, but also
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inflation protection and also a bit of real return.
You are a dreamer!
Once upon a time, you could find such things. But
today there is no asset that leaps out, so you are
forced to create it synthetically. So you have to
hold some cash, for liquidity, despite the drag you
know is coming from a negative real return on cash.
But it does offset real interest rate risk, too,
because cash is the one asset with no real interest
rate risk attached to it. Then, I’d own some TIPS,
which are yielding 60 or 70 basis points today, for
the inflation protection. Then you’ve got to think
about whether you want to own some asset-backed
securities or something in the long/short equities
space to try to generate a bit of extra return on your
dry powder. But ultimately, you want a lot of dry
powder, because if there’s one thing we know it is
that when assets approach being priced for perfection, as they pretty much are today, it doesn’t take
a lot to lead to a pretty major re-pricing.
The kind that can blow major holes in a
fully-invested portfolio.
Plus, being fully invested when that sort of re-pricing happens means giving up on your right to rebalance. You need to hold cash and cash-like stuff,
because that gives you a chance to think about not
only today’s opportunity set, but also to think that
maybe tomorrow’s will actually be more attractive.
But in the meantime you will lose out to those who

are fully invested in the performance stakes. And
in this short-term world, that can be a painful experience.
Especially when clients ask what they are
paying you for.
My answer is that you’re not paying me to hold
cash; you’re paying me to not do something stupid.
And, frankly, being fully invested would be pretty
much my definition of doing something stupid right
now.
Even though that is scarcely a new position for you? And you don’t know when?
Exactly. That is the toughest part because you don’t
know. It could be tomorrow, it could be two years,
it could be seven. We just don’t know. But what
you do know is that shocks happen, these events
occur, sometimes for causes beyond our control.
And sometimes it doesn’t take much. You have to
recognize the risks so that you can build robust
portfolios.
So I’ll let you get back to that, much the
wiser for having listened.
Thanks, James.
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The China consensus is wrong. Growth to
rebound
I have been aggressively promoting a procyclical China thesis for the past several
months and I finally have some supportive
data. My rationale was simple yet completely
rejected by the vast majority of investors.
Conventional wisdom about China is for significantly slower growth, a hawkish central
bank and a central authority that is determined to reform without regard for the consequences to economic activity or unemployment. The consensus is wrong, and the latest
credit data confirms this. (See chart below.)
While spikes in January lending are common
(banks want to generate as much net interest
margin as they can), the largest jump in
monthly lending in two years is hardly a sign

that the PBoC is clamping down on lending
activity.
Reading commentary and speaking to
investors over the past few days simply amplifies how bearish sentiment continues to be
towards Chinese growth. Two themes stand
out:
1) That this spike in lending should be
taken negatively because it shows the continuation of China’s addiction to credit.
Stop with the antiquated thinking! Under the
Chinese model, credit expansion today leads
to growth tomorrow. How can a huge lending
expansion like the one seen in January be
consistent with fears of economic activity
slowing? Yes, China is addicted to credit and
that will be a problem at some stage in the
future. Five plus years in the future!

China Monthly New CNY Loans over past five years
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China debt problem is the opposite to that of
Japan and Italy in some ways. Tokyo and
Rome face the issues of large public sector
debts and large private sector surpluses.
Unfortunately, these two can’t offset government debts with private sector savings
because their citizens won’t allow it. China, on
the other hand, with its relatively clean
Federal balance sheet can easily absorb loan
losses from its banking system. According to
the National Audit Office, Federal Debt to
GDP is only 56% and this inclusive of contingent debt from local governments. China could
take $1.0tn of bad loans from local governments, SOEs and shadow banking with a zero
recovery rate and Federal Debt to GDP would
still on be 72%! Nothing compared to the
U.S., UK and Japan, and the Chinese don’t
sell foreign bonds abroad.
China has effectively zero foreign debt. With
the U.S. debt ceiling now north of $16tn, do
you think it would be possible for the world’s
second biggest economy to sell $2tn worth of
bonds to their trading
partners? They could China Monthly Trust Loans
do it in a heartbeat!

markets. (See chart above.)
2) The repo operation by the PBoC that
drained CNY48bn ($8bn) out of the system
is a sign of their continued hawkishness.
Let’s look at the forest for the trees. If the
PBoC was truly hawkish, bank lending would
not be accelerating at this pace. An $8bn repo
is a rounding error when compared to the
enormity of this lending increase. Remember,
the big four banks are instruments of the State
and if Beijing wanted to slow credit expansion
at its largest financial institutions, it can.
Clearly, the PBoC has less control over shadow banking and recent reforms have slowed
the pace of this trust lending. But formal lending channels can be manipulated and it is
clear from recent data they are choosing not
to. (See chart below.)
In the meantime, spiking lending is great for
bank profitability and a sign of solid fixed
asset investment. Record iron ore imports
amplify this and should be viewed positively.

Debt accumulation
only becomes problematic if it morphs
into a liquidity crisis.
China is nowhere near
this point because it
has numerous options
including accessing
international bond
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(See chart this page.)

China Iron Ore Imports

There is simply no way that Beijing will allow
the economy to splutter and spiking the risk of
social unrest with the 25th anniversary of the
Tiananmen Square protest just around the corner. While there will be a media blackout
about this tragic event, the Communist Party
will not risk a protest over a stalling economy.
While reform is important, growth and social
stability are more so. No economy in history
has been able to successfully transition from
one style of growth to another without a medium term (two to three year) dip in growth and
an increase in unemployment. While a shrinking Chinese workforce will mean that many of
those that are displaced through reform will be
able to obtain work elsewhere, China is not
immune from technology induced labor pressures facing Western economies.
1. The propensity to replace labor with technology has never been greater.
2. The consumption side of the economy simply employs a lot less people than the fixed
asset investment side. Let’s say China can
form the next 1,000 Googles. Google currently
employs 46,000 people so 1,000 X Google
employs 46m people which is less than 5% of
the Chinese workforce. The transition to a
domestic demand driven economy must see
unemployment spike.
The jump in credit we saw in January is a sign
that the reform process is going to take longer
than most expect. Robust credit will require a
recapitalization of the banking system, a thesis
we have been promoting for many months.
Continue to accumulate banks.
The BoJ: A gold star for effort
If we have learnt anything from watching central banks over the course of the last five
years, it is that it is not the effectiveness of a
policy response that matters, it’s the response
itself. Central banks just need to be seen to be
doing something. The ECB is a tremendous
example of this. Asset markets were punished
during the latter parts of the Trichet era due to
inaction and until the point when Mr. Draghi

promised to do “whatever it takes” (remember,
he hasn’t bought a bond yet) and the implementation of the LTRO. As long as the perception is that liquidity will continue to be
expanded, asset prices will reward policy makers.
It is just like my six year old’s first grade
class. Everyone gets a star for trying.
That may sound cynical but it is very relevant
because one simply cannot discount the
importance of the wealth effect’s impact on
economic activity. Asset prices are important
to a recovery and the Bank of Japan has been
vocal about this. This is not only vital for consumption as the latest GDP figures and the
upcoming consumption tax hike suggest further help is needed, but to convince domestic
pension managers that a more aggressive asset
allocation stance is prudent.
Today’s measures to stimulate bank lending
was tinkering at best but they were initially
rewarded with Nikkei strength and Yen weakness. It is impossible to establish whether this
maturity extension and scale of the “Fund
Provisioning Measure to Stimulate Bank
Lending”, (Japan’s version of the LTRO) was a
knee jerk reaction to weak Q4 GDP or a
Nikkei down 10% on the year but the timing
was opportunistic. Weak asset markets could
potentially derail the prospect of large scale
Japanese pension asset allocation away from
expensive JGB’s and into equities at the start
of the 2014 fiscal year. For the balance of the
year, for “Abenomics” to be perceived to be
working, these flows are much for important
than “third arrow” reforms or even export
gains from yen weakness. Without buy-in from
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Nikkei vs. S&P 500 over past two years

the world’s largest pension system, this bold
experiment to permanently end Japanese stagnation will fail.
Mr. Kuroda has now elevated expectations that
future meetings will see even more aggressive
balance sheet expansion designed to offset the
drag of the increase in the consumption tax.
For those of us who remember the last hike in
the consumption tax back in 1997, we can
recall how activity was stifled through BoJ
inaction. It seems likely that the Prime
Minister’s Office will not so subtly remind the
BoJ of their past errors and requested that
such mistakes are not repeated. While it can
be argued that there is already ample liquidity
in the system and accelerating or expanding
bond purchases will do little to boost incremental demand, the modern central banking
mantra of “be seen to be doing something” will
mean that asset prices will react very negatively to complacency. The onus will be on Mr.
Kuroda to continue to be seen to be ahead of
the curve and equity markets will reward him.
I wrote last week that I think many equity
managers are of the belief that Mrs. Yellen is

planning to slow the
rate of tapering in
response to the weather tarnished data seen
in recent weeks
(another blizzard in
Chicago yesterday). I
think the hurdle for
this to happen is very
high so the prospect
that markets are disappointed by the Fed
inaction are rising. If this is the case, relative
policy dovishness is swinging back towards
Japan and should see continued Yen weakness
and Nikkei outperformance versus the SPX.
Given that relative USD performance of Nikkei
versus SPX is back to the lows of October
2012, this should provide an excellent entry
levels and is a superior volatility adjusted
return versus being long USDJPY.

Paul Krake is founder and author of “View
from the Peak,” a weekly multi-strategy
macro advisory letter, published from Hong
Kong and distributed by IND-XSecurities
(Asia) Limited (“IND-X”).
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We know the story of how vigorous household borrowing leading to excessive debt loads laid the
groundwork for the Great Recession — but which
households, exactly, and why? In a new paper [See
Deep Dive], Barry Cynamon and Steven Fazzari of
Washington University (and, in Cynamon’s case,
also of the St. Louis Fed), decompose household
borrowing by income grouping and find that growing inequality had a substantial role in laying the
groundwork for the bust. In a phrase, the bottom
95% of households borrowed to offset stagnant
income growth — and when the bust came, their
inability to borrow more made the recession deeper
and the recovery weaker.
No one publishes regular data on household balance sheets by income group. To fill that gap,
Cynamon and Fazzari use a technique developed
by Dean Maki and Michael Palumbo in a 2001
Federal Reserve paper. They combine data from
the Fed’s triennial Survey of Consumer Finances
(SCF) and the quarterly
flow of funds data to
estimate household balance sheets by income
group.

they did: while the income share of the top 5%
stayed relatively steady at just over 20% from 1960
until the early 1980s, it began a steady rise to just
over 35% in 2010. (This was the result of income
for the top 5% growing at nearly twice the rate of
the bottom 95% — 5.0% vs. 2.6%.) Despite that
disparity, the consumption share of GDP rose, and
consumption rose relative to after-tax income over
the same period that inequality was increasing dramatically.
The reason that the upward shift in income to a
group that consumes a smaller share of it didn’t
lead to a slowdown in consumption growth — and
led to quite the opposite, in fact — was that the
bottom 95% borrowed a lot. As the graph below
shows, the debt/income ratio for the bottom 95%
nearly doubled between 1989 and 2007, while it
rose only slightly for the top 5%. (They report that
finer disaggregations of the bottom 95% show similar trends.) And when the credit machinery froze,

At first glance, you
might think that increasing concentration of
incomes at the top
should lead to a slowdown in consumption
growth, since richer
households consume a
smaller share of their
income than poorer
ones. And concentrate
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the whole borrow-to-spend approach hit a wall. All the deleveraging that went
on during the recession — and much of the collapse in consumption — happened in the lower 95%.
Since the income of the top 5% has grown far more rapidly than that of the
bottom 95% since the recession ended, while credit growth remains subdued,
the weakness of the recovery is in large part the constricted purchasing power
of the lower and middle ranks. While deleveraging sounds virtuous, in the
absence of income growth for the majority of the population, it will be impossible for economic growth to accelerate without a return to aggressive borrowing — and we know where that leads. Growing inequality, then, has clear
macroeconomic effects — as Yellen noted in her Congressional testimony. Of
course the thorny question is what to do about it. But increasing inequality is
now much more than a philosophical issue.
An interesting aside: Cynamon and Fazzari cite supporting work by Atif Mian
and Amir Sufi showing that zip codes with the largest income declines relative
to the national average had the largest increase in mortgage originations
between 2002 and 2005. That was an anomaly — in no other period since
1990 has there been a negative correlation between income growth and mortgage originations. The culprit looks to be the growth in non-government-sponsored enterprise mortgage securitization, namely the packaging of subprime
loans. They found that during the bubble, existing homeowners borrowed 25 to
30 cents against every dollar of rising home equity — and the most aggressive
borrowers were those in subprime zip codes.
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Say you were house-hunting in a hot real estate
market. Would you Tweet: “I’m going to buy the
house at 1342 57th Street, and I’m headed there
right now.”
If you want a good deal, do you wave your hands
and try to summon others to compete with you?
So why do companies announce stock repurchases?
Forget disclosure for the moment, or lowering
shares outstanding to offset incentives. Sure,
there’s a bit of the blue-light special. A repurchase wants attention in the sense that it signals
“we think this is a great use of cash.” It blunts
bad news: “Our margins were down this quarter — but guess what? The board said to buy
$500 million of stock.” That’s a positive value
action to forestall a negative value message.
In both cases, it’s also a marketwide Facebook
post proclaiming that “we are about to spend
money here.”
Let’s apply common sense now. Isn’t that antithetical to the wise deployment of shareholder
resources? If you want a good deal, cut out the
middlemen — don’t hail them from all over the
globe to get between you and the thing you want
to buy.
The stock market is crammed full of intermediaries. If one in ten trades is natural liquidity, the
rest is moving stuff around, arbitraging spreads.
Gaming your buyback.

WELLINGON WALLST.

Apple says it bought $14 billion of stock in two
weeks. At least the CEO said so after and not
before. But 85% of it occurred off-market —
meaning they negotiated with sellers on $12 billion. Just $2 billion were open-market purchases.
What kind of marketplace is it where you’re better avoiding it and buying direct? Well, it does
say one thing: If you want a good deal, cut out
the middle man. And you can’t but wonder
exactly whose positions Apple bought.
Public companies repurchased $500 billion of
stock in 2013 (and borrowed $1 trillion). Unless
they, like Apple, negotiated, it’s a highly inefficient way to distribute shareholder resources.
You’re better off writing a check to holders —
which is also called a dividend. That cuts out
the middle man.
Activists figured this out. They’re the modernday highwaymen, no offense to these folks. They
learned you can rattle cages and call for reforms
and a stock-repurchase. Then they sell what
they’ve accumulated (mostly through swaps and
negotiated transactions, not on the open market)
back to the company.
Talk about a racket. But don’t blame the highwaymen smart enough to read signs. Regulators
decided it would be great if every 100-share
order could set market price, and oh yeah, let’s
decree the best price marketwide the only one
for everybody. They may as well have posted
billboards saying: Come Rip Me Off!
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Algorithms deceive. That’s their principal purpose. Institutions try to hide
their intentions. Yet public companies conducting repurchases do the
opposite. How is telegraphing your intentions wise, let alone bleating them
through a horn?
If the entire market is predicated on a structure of deception, is there
some form of strange simpatico between repurchases and activists?
Of course there is. But even drug dealers see wisdom in discretion. A purchase advertised is a purchase lost.
We should rethink everything, question assumptions. Especially the idea
that repurchases, in open markets full of middle men and highwaymen,
benefit core holders.
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Applause For Debt-Ceiling Courage
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Two good things happened in Washington, DC. One
received mass media fanfare, while the other
escaped the radar. They are linked.
Twenty-eight Republican members of the House of
Representatives, including Speaker John Boehner,
voted for a clean debt-ceiling increase. Those 28
Republicans were joined by 193 Democrats. Those
Republicans and Democrats should be applauded
for doing the right thing for the U.S. Their motivations may be partisan politics; but, that said, the
outcome puts the good of the country ahead of
political party.
A clean debt-ceiling bill postpones debt-limit
political squabbles until early 2015. It relieves a
huge uncertainty that impacted the markets and
economy. By using the debt limit as a political tool
in the fight over spending initiatives, the Tea Partyesque conservative Republican wing introduced
additional risks and costs to every business,
investor, foundation, charitable institution, and
other financial organization in the U.S. The debt
limit squabble is a political contrivance. It represents a fiction. Everyone knows it.
No one in the world expects the U.S. to default on
its debt. It has no reason to do so. U.S. debt is a
preeminent high-quality promise to pay in a timely
way. It is an obligation with the capacity of the
world’s largest economy behind it. It is also denominated in the U.S. dollar, which is the world’s
reserve currency and which dominates transactions
globally. The Tea Party Republicans and the couple of Democrats who joined them in an attempt to
use the debt limit as a blunt tool to hack at budget
priorities performed a horrible disservice to the
U.S. and all of the constituencies within it.
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Please understand that we have no issue with a
fight over spending priorities and taxation policy.
Grappling with such issues is what our political
system does, and that is why we elect a Congress.
The fault we find is that members of Congress used
the debt limit as the vehicle for the fight.
We applaud the 28 Republicans who, along with
the Democrats, courageously cast votes to get a
clean debt-limit bill passed. They face political
attacks within their own party, launched by Tea
Party primary entrants who will urge voters to show
them the door come Election Day. That is all the
more reason to support those Republicans who put
their country and conscience ahead of their party.
The resolution of the debt-ceiling debate is good
medicine for the recovering U.S. economy, and its
beneficial effect is already visible in the short-term
interest rate sector of the financial markets. These
markets are now clearing in the short end of the
yield curve. And that is the important news that
did not make the headlines.
The combination of the Treasury’s new floating-rate
notes along with the use of repo and reverse repo
and the forthcoming issuance of large amounts of
Treasury bills has impacted the markets in only a
minimal way. Think about the fact that billions in
short-term paper is now rolling in the Treasury
market with no apparent volatility or dislocation.
The U.S. Treasury will be able to send tax refunds
out on time. The Treasury will be able to easily
issue up to $100 billion tranches in Cash
Management Bills without any difficulty. One can
quickly see the huge benefit that was obtained by
all involved in short-term funding because those 28
Republicans had the courage, political will, and
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In other words, the whole process is going to work; and because it will work
smoothly, it will not get any attention. No headline in the media will say,
“Money markets functioning well.” No one will take the stage on Bloomberg
Television, Reuters, Fox Business, Yahoo Finance, Al Jazeera or CNBC and
pronounce how easily and smoothly the clearing mechanism of payments is
functioning. The dividends paid by political courage will not make any news.
That is a shame. It is very big news when the system is working. But as jaded
American observers, we tend to pay attention only when there’s a crisis. When
the system is working, we take its functioning for granted and move on to
other matters.
This writer watched interviews with the detractors who promoted Tea Party
disruption. However earnest their intentions, to accomplish their ends they
would restrain the functionality of our financial markets and impose risk premia and additional costs on each and every one of us. Some of them are politicians who cannot see the workings of the world except through the myopic
lens of their own rigid ideologies. Others are commentators who join them to
fan the flames of Tea Party sentiment. All of them promote injury to the U.S.
even as they try to advance fiscal spending restraint. We support restraint; we
condemn raising risk premia needlessly.
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Of course this is a personal view, written by one individual who follows financial markets closely. Like so many others, we are quick to criticize when we
do not like political actions. But the economist in us seeks symmetry.
Therefore, we must also be quick to praise when praise is justified. Supporters
of the clean debt limit helped all of us.
By shrinking risk premia in globally correlated markets, all of us benefitted.
Thus, praise is warranted, especially for the 28 Republicans who voted “aye.”

David R. Kotok co-founded Cumberland Advisors in 1973 and has
been its Chief Investment Officer since its inception. Cumberland
Advisors is a registered investment advisory firm headquartered in
Sarasota, Florida.
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The Strapped 95%
Inequality, The Great Recession, And Slow Recovery

deepdive

SUMMARY:
Rising inequality reduced income growth for the bottom 95 percent of the income distribution beginning
about 1980, but that group’s consumption growth did not fall proportionally. Instead, lower saving led to
increasing balance sheet fragility for the bottom 95 percent, eventually triggering the Great Recession. We
decompose consumption and saving across income groups. The consumption-income ratio of the bottom 95
percent fell sharply in the recession, consistent with tighter borrowing constraints. The top 5 percent ratio
rose, consistent with consumption smoothing. The inability of the bottom 95 percent to generate adequate
demand helps explain the slow recovery.

Full electronic copy (43 pages) is available at:
http://pages.wustl.edu/files/pages/imce/fazz/cyn-fazz_consinequ_130113.pdf

Barry Cynamon is a Visiting Scholar at the Federal Reserve Bank of St. Louis and Research Associate of the
Weidenbaum Center. Steven Fazzari is Professor of Economics at Washington University in St. Louis and
Associate Director of the Weidenbaum Center.
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By Carol L. Clark

Chicago Fed Looks At HFT
Market Structure, Incentives, And Fragility
SUMMARY:

deepdive

The factors that have contributed to the adoption of high-speed trading and affected market structure in
recent years include competition, technology, and regulation. The unexpected ways in which these dynamic forces are coming together raise a number of important policy issues.

Full electronic copy (4 pages) is available at:
https://www.chicagofed.org/webpages/publications/chicago_fed
_letter/index.cfm

Carol Clark is a senior policy advisor, financial markets in the economic research department of the Federal
Reserve Bank of Chicago.
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acuteobservations
Douglas C. Borthwick

Tanweer Akram

The “Recovering Economy” and “U.S. Growth”
story faced another nail in the coffin today, as both
Housing Starts and Building Permits disappointed
to the downside. These data join NFP, Retail Sales
and Durable Goods orders as downside misses.

The FOMC’s minutes from its late January meeting
suggest that monetary policy will stay accommodative. Policymakers are inclined to alter the
FOMC’s rate guidance soon as the unemployment
rate has approached the FOMC’s threshold of 6.5%
as they realize that there is considerable slack
remaining in the labor market and inflation is well
below the Fed’s long-term target. The FOMC is
likely to stay on its course of measured reduction
of its long-term asset purchase program provided
incoming information suggest that the economy
continues to grow at a moderate pace and financial
conditions do not deteriorate. Most participants
were determined to stay on course with the current
pace tapering.

The Fed has stated that a high hurdle exists in
order for them to change their TAPER pace, and
Fed Chair Yellen made it clear that TAPER will
continue regardless of data. I believe this is
because the FED is more concerned about its
growing balance sheet, and the only way to take
some of the economy burden off the FED’s shoulders is to reduce the balance sheet and TAPER
into declining numbers. This will then transfer a
portion of U.S. Economic responsibility onto the
U.S. Congress as they will be forced to respond to
weakness with infrastructure bills or spending initiatives.
The FED cannot paper over economic weakness for
much longer, and as they TAPER the true weakness of the U.S. economy will reveal itself. While
weather may play a part, it is not the “be all and
end all” of data. As the snow melts, weakness will
remain and the weather excuses will dissipate.
The U.S. Dollar will suffer as a result, as the
expected rise in U.S. rates will be delayed for
longer. Lower rates for an extended period of time
has been the FED’s mantra for some time. U.S.
weakness will play to Euro strength.
Housing Stats
Chapdelaine Foreign exchange
Feb. 19, 2014
www.chapdelainefx.com
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There was some debate about the scope and the
nature of forward rate guidance among the policymakers. Some favored changing the threshold,
while others wanted to incorporate additional indicators. This analyst’s view is that policymakers
will lean toward providing qualitative guidance
rather than quantitative thresholds in the coming
months.
This analyst’s view is that monetary policy will
remain accommodative for long, well into late
2015, because there are still many areas of weakness in the U.S. economy. The weakness in economic indicators cannot be explained away solely
due to recent weather-related slowdown in economic activity. Job growth has been of low quality.
The pace of job growth has slowed in the past three
months. Housing activity is also slowing, as indicated by housing starts and building permits,
decline pending home sales in most part of the
country, and decline in mortgage applications.
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Auto sales have stayed flat for several months.
Real median family income remains stagnant.
Real personal disposable income growth has been
soft and disappointing.
Economic conditions suggest that long-term rates
are likely to stay range bound this year.
FOMC Minutes
INg Investment Management
Feb. 19, 2014
Tanweer.akram@inginvestment.com

David Reilly
The Federal Reserve hit foreign banks operating in
the U.S. with new rules meant to force many to
hold more capital. It is a significant move, even if
the Fed did pull a punch or two….
…Fed governor Daniel Tarullo, the central bank’s
point person on regulation, said the final rule
involved a balancing act in terms of protecting the
interests of the U.S. financial system while also
acknowledging the global nature of finance. Given
that, some compromises were inevitable.
And the Fed, in one important regard, showed it
isn’t being swayed by tired claims that regulation
will surely impede growth and economic activity: If
the new rules cause foreign banks to shrink their
“systemic footprint,” this would be in line with its
“overall goal of financial stability,” the Fed said.
In other words, go ahead and get smaller.
That is a good message for all too-big-to-fail banks,
whether foreign or homegrown.
Fed Makes Foreign Banks Pay to Play
The Wall Street Journal
Feb. 18, 2014
http://online.wsj.com/news/articles/SB100014240527023048
99704579391433418985304?mod=djemheard_t

Jason DeSena Trennert
Still, the improvements in the country’s budget balance have happened so rapidly that, when combined with a better trade balance due to domestic
production of crude oil and natural gas, the
demands on the U.S. Treasury to issue securities
will be far lower than previously thought possible.
Long-term interest rates, as a result, should stay in
check. The late Marty Zweig was the first to warn
investors to avoid fighting the Fed. A glance at
monetary policies both here and abroad suggests
that investors on the short side are fighting just
about everybody — including the Pope. While
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central bank Liquidity has been ubiquitous, an
acceleration in the velocity of money has remained
elusive. This may change if banks, as we believe,
may be at a point at which they must lower lending
standards to boost profits. Although labor remains
a significant anchor on inflationary expectations, a
pick-up in lending activity could provide the impetus for an inflation scare in the future. After a year
in which the S&P 500 posted a total return in
excess of 30%, it would be natural to wonder about
both Sentiment and Valuation as Assets for the
broader market. We believe it’s important to note
that despite the strength in the market last year,
mutual fund flows into international equity funds
outpaced flows into domestic equity funds by a
margin of nearly eight to one. Various sentiment
indicators such as the put/call ratio, the skew, etc.
have also cooled with the recent pullback. At 15.2x
forward estimates, the S&P looks considerably
more attractive than a 10-year Treasury trading at
36x.
Strategas’ “Shareholders’ equity” At Levels
Last Seen in July 2007
Feb. 18, 2014
Strategas Market Balance Sheet
http://strategasrp.com/SecureDoc2.aspx?nm=4
295

David Rosenberg
So between the complexity shock from Obamacare
(not to mention the additional costs involved), the
squeeze on the banks from heightened regulation,
the lagged impact of last year’s tax bite and even
the lack of a coherent energy strategy (still a ban
on oil exports … really?), we are talking about a
classic case of shooting ourselves in the feet. And
for a newly converted growth bull, I can tell you
that the policy backdrop is frustrating.
Speaking of policy, there is also Fed policy to consider. The tapering is on and the hurdle is high for
any change on this front. What this does to the
wealth effect will be interesting to see, as well as to
high-end spending which had been a linchpin this
cycle — as the majority of folks who did not enjoy
Fed-inspired asset inflation never really did join
the spending party. These people are savings-challenged and not seeing much income growth, so if
the wealth effect peters out, one can imagine that
even the well-heeled folks will move to the sidelines along with their low-earnings brethren. This
is another risk to the outlook. If home and stock
prices stop rising or slow sharply and we have to
then rely on the low and mid segments of the consumer space to carry the load, we had better start
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seeing the wage cycle kick into gear. The hike in
the minimum wage in some 34 states is a start, but
in terms of counting the beans — it doesn’t affect
enough workers to really spin the dial. We’re talking about an aggregate income boost in the $3 to
$4 billion range.
So, in a nutshell, we need two things that are still
missing. Personal income growth (one would have
thought with the unemployment rate collapsing
from 10% to 6.6% that this would have happened
by now) and confidence (especially in the business
sector to ignite a capex cycle). The public policy
landscape has become far too complex and is
weighing on confidence which is why to this day
banks and nonfinancial corporations are sitting on
a record pile of cash. We ran some simulations
using public assessments of government policy and
found the this “uncertainty” factor is dampening
the pace of economic activity by at least a half percentage point. That may sound small, but after a
year of sub-2% real DGP growth, a half point extra
on that small number is actually a pretty big deal.
It represents a loss of $80 billion in output and
well over a half a million jobs.
At least Q2 is only a couple of months away — so
we’ll know soon enough whether the economy will
be poised to sustainable 3%-ish type growth or if
relapse risks are back on the rise. I have put the
markers down for a possible shift in view, just as I
did in the other direction a year ago. Stay tuned.
Breakfast With Dave
February 18, 2014
www.gluskinsheff.com

John P. Hussman
To the extent that we are concerned and defensive
about the prospect for steep equity market losses
over the completion of this market cycle, we are
also encouraged and optimistic about the prospect
for strong investment opportunities that we expect
to emerge as a result. Similar optimism for
improved investment opportunities was certainly
vindicated following periods that shared features
like the present — 1929, 1972-73, 1987, 2000
and 2007, not to mention many less extreme
instances of overvalued, overbought, overbullish
conditions.
We currently estimate prospective nominal total
returns for the S&P 500 of just 2.4% annually over
the coming decade. With the 10-year Treasury
yield at 2.8% and short-term yields expected to
remain depressed for years, we expect the 10-year

return from an equally-weighted portfolio of stocks,
bonds, and cash to average only about 2% annually
from current prices. Our optimism that better
opportunities will emerge over the completion of
the present market cycle is unbowed. That optimism demands that investors refuse to lock-in the
prospect of dismal long-term returns, or surrender
in the face of a deafening speculative refrain that
has lured others into the abyss throughout history.
Meanwhile, we remain encouraged. Those who follow a historically-informed, value-conscious, and
risk-managed investment discipline should be
among the most optimistic investors in the financial markets. It’s just that this optimism is about
future opportunities rather than present ones.
The Proper Cause for Optimism
The Hussman Funds’ Weekly Market
Commentary
Feb. 17, 2014
www.hussman.net

Michael Belkin
What are the implications of a gold asset price
rally for other markets? 1) It’s a downer for the U.S.
dollar. We retain the dollar as a long vs. EM currencies, but the DXY is a new short. The Japanese
yen and Swedish Krona could rally vs. the dollar.
2) It’s a downer for stock indexes. Gold is negatively correlated to the stock market. Gold’s two-year
bear market occurred while stocks rose. The Dec.
23, 2013 low in the GDX happened five trading
sessions before the DJIA’s Dec. 31st peak. Longonly stock market investors should take advantage
of negatively-correlated gold shares, which should
go up while the market goes down. 3) It’s a vote of
no-confidence in the Federal Reserve and the U.S.
economy. The Fed hates gold. Anyone with the
slightest knowledge of monetary history should recognize that going off the gold exchange standard
removed all constraints on Fed credit creation. If
the gold standard was still in place and the Fed did
a QE program such as QEs 1-3, the U.S. would
have lost all its gold reserves and ended up like
Argentina or Turkey — with soring interest rates, a
plunging currency and a looming balance of payments crisis. With no dollar link to gold the Fed
can print to infinity, with one big caveat: A soaring
gold price that sinks the dollar. It’s really no different than a company that issues too many shares
and dilutes all outstanding share owners into oblivion. The Fed has got away with it so far, but the
turn in the precious metals market suggests a day
of reckoning is approaching.
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Fed QE tapering has introduced a new wildcard.
The three-month annualized growth rate of Fed
credit has plunged from 42% (last April) to 22%.
All this supercharged Fed-supplied credit has
leveraged up the system in crazy Ponzi schemes
like 2007 (subprime auto loans, etc.). While the
model is negative on most U.S. economic indicators such as housing, ISM indexes and auto sales,
it has a tentative breakout signal on many commodities (not just gold). Our scenario is leaning
toward the direction of an inflationary price spike
in commodity prices. It’s not intuitive, because
bubble collapses are typically deflationary. But the
Fed has warped markets beyond recognition with
its QE and ZIRP programs. Perhaps it’s time for a
good old-fashioned price level spike to discredit
the Fed as a degenerate central bank that has
embraced kamikaze management of the monetary
system. A silver lining for investors could be a big
rally in gold, sliver and precious metals mining
stocks.
The Belkin Report
Silver Lining
Feb. 17, 2014
belkin@attglobal.net

Andrew Lapthorne
Enthusiasm for equities, in our view, continues to
be driven by the lack of returns available elsewhere and an over-riding view that central banks
will remain supportive of asset prices with very low
interest rates. But equities still risk being undermined by terrible fundamentals. Take the MSCI
Eurozone index for example. This index has gained
over 50% since Draghi’s “whatever it takes” pronouncement, yet earnings are 10% lower and continue to decline. According to MSCI figures, earnings are back to a level first surpassed in 2005.
Even IBES 12-month forward EPS expectations are
at levels first forecast in 2006 and IBES pro forma
12-month trailing numbers are 7% lower than they
were just a year ago.
Earnings momentum across other regions is also
weak. The percentage of upgrades to total estimate
changes for 2014 is in the low forties globally.
Again, this is a rate of earnings momentum you
would historically associate with flat or declining
profits growth, which globally is indeed the case.
Even the U.S. has failed to revive earnings momentum - and this is typically a given during U.S.
reporting season. So rising equities prices are all
well and good, but ultimately profits need to
improve as well.
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Equities recover from weak start but earnings
momentum remains poor.
Sg Cross Asset Research — global equity
Market Arithmetic
Feb. 17, 2014
https://publication.sgresearch.com/en/1/0/8874/136812.htm
l?sid=d66763ea17053461c5b89e6318da8793

Paul Macrae Montgomery
As long ago as November 2012 [Universal
Economics] identified January 1, 2014 as a day
which would see significant reversals in some
major Capital, Commodity and/or Currency markets. This was a rare, very high confidence reversal
date because the Bradley model, our Cycle Dates
and some seasonal events were all scheduled to
become active at the same time. As the subject
date approached, the most obvious candidate to
reverse to downside was the U.S. Stock market,
which was making all-time highs at the time. The
most obvious candidates to reverse to the upside
were Gold Bullion and Gold Stocks, which were
severely depressed and were at multi-year lows at
that same time.
Treasury Bonds were not “severely” depressed, but
they were at a multi-year low and hence were
another obvious candidate to reverse to the upside
on January 1. The Yen/Dollar cross was a lower
confidence candidate to reverse to the upside.
In retrospect, all of these markets acted as expected, reversing exactly at the appointed time. What
is not immediately obvious, however, even in retrospect, is the exact nature of those January 1st
Cycle Date reversals; viz., were they of merely
short-term significance, or are they something lasting? Even with the benefit of seeing six weeks of
market action, we still do not have an intelligent
opinion on the Yen. With respect to Treasury
Bonds, we think that the rally off the New Years
Day low has further to go, but the recent highs will
be a significant obstacle. The Gold Complex is
highly lunar-sensitive, and it got seriously overbought, going up 8 days in a row into Friday’s full
moon. But if the short-term decline we expect is
not brutal, we look for higher highs next month.
Stocks could go either way, but the odds are that
the decline in the major averages from the
December 1st high was a short-term affair, and that
new highs will be forthcoming in March and maybe
April.
Universal economics
Feb. 17, 2014
paul@universal-economics.com
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Lawrence Sumers
It is ironic that those who profess the most enthusiasm for market forces are least enthusiastic about
curbing tax benefits for the wealthy. Sooner or later
inequality will have to be addressed. Much better
that it be done by letting free markets operate and
then working to improve the result. Policies that
aim instead to thwart market forces rarely work,
and usually fall victim to the law of unintended
consequences.
America risks becoming a Downton Abbey
economy
Feb. 16, 2014
http://www.ft.com/intl/cms/s/2/875155ce-8f2511e3-be85-00144feab7de.html#axzz2tcNDqSo5

Edward Luce
It is well known — and long understood — that
petro-autocracies tighten their grip on domestic
politics when prices are high and are more willing
to compromise when prices fall. The U.S. now has
the ability to put strong downward pressure on
global energy prices and give its friends and allies
an alternative supply line. The single biggest
favour Mr. Obama could do for the citizens of
Russia and its neighbours would be to unleash the
U.S. energy revolution on the world. It is the kind
of change almost everyone could believe in.
To Russia with love: Obama’s big energy lever
The Financial Times
Feb. 16, 2014
http://www.ft.com/intl/cms/s/0/6f7eecd0-94cb-11e3-af7100144feab7de.html?siteedition=intl#axzz2tcNDqSo5

William D. Cohan
We saw how corrosive bad incentives were in the
years leading up the financial crisis, when huge
bonuses were paid to those who bundled up millions of faulty mortgages into securities and sold
them as safe investments to people all over the
world. Many of them knew better, but they did it
anyway.
Speculating without any concern about being held
accountable is exactly what the army of Wall Street
bankers and traders will continue to do. Regardless
of the fact that this very behavior was a key cause
of the recent financial mess, that is what they are
still being rewarded to do. Wall Streeters like to
extol the complexity of their work, but in reality,
it’s that simple.
The Dodd-Frank Act, the Volcker Rule, the
increased capital requirements and the rest have

done next to nothing to change the fundamental
fact that bankers and traders are still being rewarded to take imprudent risks with other people’s
money in order to get big bonuses. That’s the Wall
Street reality. The rest is just entertainment.
The Tame Truth About the Wolves of Wall
Street
The New York Times
Feb. 15, 2014
http://www.nytimes.com/2014/02/16/opinion/sun
day/the-tame-truth-about-the-wolves-of-wallstreet.html?ref=opinion&_r=0

Andy Borowitz
Q: How will the [Comcast-Time Warner] merger affect the price of my cable service?
A: There is no clear answer to that. But we will be
introducing financing options, roughly similar to
those that enabled you to attend college.
A Letter From Comcast And Time Warner
Cable
The Borowitz Report
Feb. 13, 2014
http://www.newyorker.com/online/blogs/borowitzreport/2014/02/a-letter-from-comcast-and-time-warnercable.html?utm_source=tny&utm_medium=email&utm_c
ampaign=borowitz&mbid=nl_Borowitz%20(36)

John Cassidy
Why are things so different, and so expensive, in
the United States? There are various answers, but
by far the most important ones are competition and
competition policy. In countries like the U.K., regulators forced incumbent cable and telephone operators to lease their networks to competitors at cost,
which enabled new providers to enter the market
and brought down prices dramatically. The incumbents — the local versions of Comcast, Time
Warner Cable, Verizon, and AT&T — didn’t like
this policy at all, but the regulators held firm and
forced them to accept genuine competition. “The
prices were too high,” one of the regulators
explained to the media writer Rick Karr. “There
were huge barriers to entry.”
That quote accurately describes the situation in the
United States today, where vigorous competition is
almost non-existent. In some big cities, broadband
consumers have a choice between a cable operator,
such as Comcast, and a telephone provider, such as
Verizon. But that’s practically no choice at all.
Although the cable and telephone companies spend
huge sums of money on advertising trying to lure
each others customers, they rarely compete on
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price. To use the economic jargon, they act as a
cozy “duopoly,” keeping prices well above their
costs. Many people, myself included, don’t even
have two options to choose from. On my block in
Brooklyn, Verizon’s high-speed FiOS service isn’t
available yet, so I’m stuck with Time Warner. (And,
no, they don’t rush out to repair the frequent outages.)
This sorry situation isn’t an accident. It’s the predictable outcome of Congress bowing to the monopolists, or quasi-monopolists, and allowing them to
squelch potential competitors. “Americans pay so
much because they don’t have a choice,” Susan
Crawford, a former adviser to President Obama on
science and innovation, and the author of a recent
book, “Captive Audience: The Telecom Industry
and Monopoly Power in the New Gilded Age,” told
the BBC. “We deregulated high-speed internet
access ten years ago and since then we’ve seen
enormous consolidation and monopolies… Left to
their own devices, companies that supply internet
access will charge high prices, because they face
neither competition nor oversight.”
We Need Real Competition, Not A CableInternet Monopoly
The New Yorker
Feb. 13, 2014
http://www.newyorker.com/online/blogs/comment/2014/02/comcast-time-warner-acquisitioncompetition-cable-internet-monopoly.html

Ed Hammond and Emily Steel
Michael Copps, a former Democratic member of the
Federal Communications Commission said the deal
would turn the “already oversized Comcast empire
into a colossus” that would leave consumers paying
more for declining service. “This is so over the top
that it ought to be dead on arrival at the FCC.”
…Mr. Roberts said Comcast-TWC would “not
reduce competition in any relevant market”
because the two companies did not overlap “in any
of the same zip codes.”
Consumer advocates called the deal “disastrous”
for the unprecedented market power a combined
company would have over TV, voice and internet
services. They fear that the company could
increase prices and exert undue influence over
people’s access to media.
“Americans already hate dealing with the cable guy
— and both these giant companies regularly rank
among the worst of the worst in consumer surveys,”
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said Craig Aaron, chief executive of Free Press, a
Washington-based consumer advocacy group. “But
this deal would be the cable guy on steroids –
pumped up, unstoppable and grasping for your wallet.”
Comcast and TWC throwdown $42bn challenge
The Financial Times
Feb. 13, 2014
http://www.ft.com/cms/s/0/2d2e5ad6-9463-11e3bf0c-00144feab7de.html#ixzz2tcQKsMpY

John Gapper
Antony Jenkins’ efforts to change the culture of
Barclays by cutting bankers’ pay are on hold. At its
investment bank, it is paying bonuses that are 13
per cent higher to “compete in the global market
for talent.” The bank’s chief executive wants to
reform the pay of U.S. and Asian investment
bankers but it is beyond his control.
His problem — shared with the rest of with an
industry struggling to alter behaviour — is that
there is no such thing as a banker. There are equity
brokers, foreign exchange traders, mortgage salespeople, corporate financiers and all kinds of specialists under one roof. There is no single set of
employees unified by a professional culture and a
willingness to pull together.
There is no such thing as the banking profession
The Financial Times
Feb. 12, 2014
http://www.ft.com/intl/cms/s/0/5a024474-9039-11e3-a77600144feab7de.html?ftcamp=traffic/email/content/editor//memmkt#axzz2tcNDqSo5

Martin Wolf
The rise of intelligent machines is a moment in history. It will change many things, including our
economy. But their potential is clear: they will
make it possible for human beings to live far better
lives. Whether they end up doing so depends on
how the gains are produced and distributed. It is
possible that the ultimate result will be a tiny
minority of huge winners and a vast number of
losers. But such an outcome would be a choice not
a destiny. A form of techno-feudalism is unnecessary. Above all, technology itself does not dictate
the outcomes. Economic and political institutions
do. If the ones we have do not give the results we
want, we must change them.
enslave the robots and free the poor
The Financial Times
Feb. 11, 2014
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Andrey Slivka
What has been lost amid the competing explanations for the chaos in Ukraine is the story that precedes these developments: for more than a decade,
Yanukovych has gradually become toxic to huge
numbers of his own people. For Ukrainians, the
current unrest isn’t about whether the country will
once again submit to its traditional hegemon,
Russia, nor is it about closer alignment with the
E.U., or about putting Ukraine’s underwhelming
political opposition into power.

country became independent, it has been run by a
succession of marauding criminals, Yanukovych
chief among them. For the country to have any
chance at reform, they believe, these “bandits”
have to go. This view does not allow for much
equivocation or compromise. The energy of the
protests comes from those who believe that life in
Ukraine has grown intolerable, which may make a
negotiated settlement that leaves the current regime
in place nearly impossible.
The Standoff in Kiev
The New Yorker
Feb. 11, 2014
http://www.newyorker.com/online/blogs/newsdesk/2014/02/the-standoff-in-kiev.html

The central issue, for the protestors and their supporters, as well as for many other Ukrainians, is
that, since the Soviet Union fell apart and the
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Welling on Wall St. LLC believes that its reputation for journalistic enterprise, intellectual independence and absolute integrity are essential to
its mission. Our readers must be able to assume
that we have no hidden agendas; that our facts
are thoroughly researched and fairly presented
and that when published our analyses and opinions reflect our best judgments - and not the
vested pocketbook interests of our sources, our
colleagues, our clients or ourselves.
WOWS’s mission is to provide our readers with
thoroughly independent research, trenchant
analysis and opinions that are as considered as
they are provocative. We work tirelessly to fulfill
that mission. That said, you must also consider
that no one, and no organization is perfect, and
be assured that our lawyers advise that we tell
you so. So here it is, in plain language, not the
usual lawyer-ese.
All the material in this publication is based on
data from sources that we have every reason to
believe are accurate and reliable. But we can’t
(nor can anyone else) guarantee it to be utterly
accurate. And there’s always a chance, though we
strive to avoid it, that we’ve missed something.
So we make no claim that it is complete; the endall and be-all. Opinions and projections found in
this report reflect either our opinion or that of
our interviewees or guest authors (all of whom
are clearly identified) as of the original interview/publication date and are subject to change
without notice. When an unaffiliated interviewee’s
opinions and projections are reported, WOWS is
relying on the accuracy and completeness of that
individual/firm’s own research and research disclosures and assumes no liability for that
research or those disclosures, beyond summarizing their disclosures in an adjacent box.
This report is the product of journalistic enterprise and research. It is NOT a sales tool. It is not
intended to be - and should NOT be mistaken for an offer to sell anything. It is NOT a solicitation
for any sort of Investment or speculation. It
should NOT form the basis for any decision to
enter into any contract or to purchase any security or financial product. It is entirely beyond the
scope and, bluntly, competence of this publication to determine if any particular security is
suitable for any specific subscriber. In other
words, we don’t give investment advice. Don’t
mistake anything you read in WOWS for investment advice. This publication does not provide
sufficient information upon which to base an
investment decision. WOWS does advise all readers to consult their brokers or other financial
advisors or professionals as appropriate to verify
pricing and all other information. WOWS, its affiliates, officers, owners and associates do not
assume any liability for losses that may result if
anyone, despite our warnings, relies on any information, analysis, or opinions in the publication.
And, of course, past performance of securities or
any financial instruments is not indicative of
future performance. Confidentiality and Trading
Disclosure: All information gathered by WOWS
staff or affiliates in connection with her/his job is
strictly the property of WOWS It is never to be
disclosed prior to publication to anyone outside
of WOWS and is never to be used, prior to publication-and for two week thereafter-as the basis
for any personal investment decision by staff,
affiliates and/or members of their immediate
households. All staff and affiliates of WOWS will
avoid not only speculation but the appearance of
speculation and may not engage in short-term
trading, the short selling of securities, or the purchase or sale of options, futures, or other derivatives, including ETFs reliant on derivatives. Any
equity or fixed-income investments entered into
by WOWS staff or affiliates will be held for a minimum of six months unless dispensation is
received, under extraordinary circumstances,
from WOWS’s legal counsel. Any pre-existing
direct investment interest in any stock, mutual
fund, ETF or partnership portfolio covered in an
issue of WOWS will be specifically disclosed in
that edition and that position will be frozen for at
least a month. Internet disclosure: Electronic
Communications Disclosure: The websites and
WOWS’ electronic communications can, alas, fall
prey of all manner of malicious activity. While
WOWS takes reasonable and prudent steps to try
to prevent its website, journals and communications from interception, corruption, infection,
contamination and other electronic malefactors,
there are even fewer guarantees in the realms of
software and the web than in finance—where
there are none. WOWS disclaims and cannot
accept liability for any damages to computer systems as a result of downloading or opening contaminated versions its website, journals or communications.
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received, under extraordinary circumstances,
from WOWS’s legal counsel. Any pre-existing
direct investment interest in any stock, mutual
fund, ETF or partnership portfolio covered in an
issue of WOWS will be specifically disclosed in
that edition and that position will be frozen for at
least a month. Internet disclosure: Electronic
Communications Disclosure: The websites and
WOWS’ electronic communications can, alas, fall
prey of all manner of malicious activity. While
WOWS takes reasonable and prudent steps to try
to prevent its website, journals and communications from interception, corruption, infection,
contamination and other electronic malefactors,
there are even fewer guarantees in the realms of
software and the web than in finance—where
there are none. WOWS disclaims and cannot
accept liability for any damages to computer systems as a result of downloading or opening contaminated versions its website, journals or communications.

Reform de immigracion
no
©John Darkow, Columbia
Daily Tribune, Missouri

The Persecuted Rich
©Pat Bagley, Salt Lake
Tribune

The Last Straw
©Luojie, China Daily,
China
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hotlinks

Web Links
To Challenge, Inform, Enlighten, Perchance Stun...
Forex in the Spotlight
Banks are braced for multibillion-dollar fines and years of litigation from a
global probe.

hotlinks

Financial Times
February 16, 2014
http://www.ft.com/intl/cms/s/0/a296da48-9579-11e3-8371-00144feab7de.html#axzz2tcNDqSo5

Household Debt
Who’s Borrowing Now? The Young and the Riskless!
Aggregate consumer debt increased by $241 billion in the fourth quarter, the largest quarter-to-quarter
increase since 2007. More importantly, between 2012:Q4 and 2013:Q4, total household debt rose $180
billion, marking the first four-quarter increase in outstanding debt since 2008. As net household borrowing resumes, it is interesting to see who is driving these balance changes, and to compare some of today’s
patterns with those of the boom period.
Andrew Haughwout, Donghoon Lee, Wilbert van der Klaauw, and David Yun
Federal Reserve Bank of New York
February 18, 2014
http://libertystreeteconomics.newyorkfed.org/2014/02/just-released-whos-borrowing-now-the-young-and-theriskless.html

Debt Changes
Who’s Borrowing Now? Change in Debt by Credit Score and Age Group
The New York Fed’s Household Debt and Credit Report for 2013Q4 shows that net aggregate household
borrowing has resumed, and our blog post discusses who is driving this change and how it compares with
2006.
Andrew Haughwout, Donghoon Lee, Wilbert van der Klaauw, and David Yun
Federal Reserve Bank of New York
February 18, 2014
http://www.newyorkfed.org/change-in-debt/

Continued on next page.
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New Ideas
What Alan Greenspan Has Learned Since 2008
Not long after Alan Greenspan stepped down as Federal Reserve chairman in 2006, global financial markets began to unravel. The collapse of a few financial institutions, the near-collapse of many others, a
massive bailout by multiple governments, and the worst economic downturn in three-quarters of a century
ensued.
Justin Fox
Harvard Business Review
January 7, 2014
http://www.newyorkfed.org/change-in-debt/
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Research Disclosure
Welling on Wall St. LLC believes that its reputation for journalistic enterprise, intellectual independence and absolute integrity are essential to
its mission. Our readers must be able to assume
that we have no hidden agendas; that our facts
are thoroughly researched and fairly presented
and that when published our analyses and opinions reflect our best judgments - and not the
vested pocketbook interests of our sources, our
colleagues, our clients or ourselves.
WOWS’s mission is to provide our readers with
thoroughly independent research, trenchant
analysis and opinions that are as considered as
they are provocative. We work tirelessly to fulfill
that mission. That said, you must also consider
that no one, and no organization is perfect, and
be assured that our lawyers advise that we tell
you so. So here it is, in plain language, not the
usual lawyer-ese.
All the material in this publication is based on
data from sources that we have every reason to
believe are accurate and reliable. But we can’t
(nor can anyone else) guarantee it to be utterly
accurate. And there’s always a chance, though we
strive to avoid it, that we’ve missed something.
So we make no claim that it is complete; the endall and be-all. Opinions and projections found in
this report reflect either our opinion or that of
our interviewees or guest authors (all of whom
are clearly identified) as of the original interview/publication date and are subject to change
without notice. When an unaffiliated interviewee’s
opinions and projections are reported, WOWS is
relying on the accuracy and completeness of that
individual/firm’s own research and research disclosures and assumes no liability for that
research or those disclosures, beyond summarizing their disclosures in an adjacent box.
This report is the product of journalistic enterprise and research. It is NOT a sales tool. It is not
intended to be - and should NOT be mistaken for an offer to sell anything. It is NOT a solicitation
for any sort of Investment or speculation. It
should NOT form the basis for any decision to
enter into any contract or to purchase any security or financial product. It is entirely beyond the
scope and, bluntly, competence of this publication to determine if any particular security is
suitable for any specific subscriber. In other
words, we don’t give investment advice. Don’t
mistake anything you read in WOWS for investment advice. This publication does not provide
sufficient information upon which to base an
investment decision. WOWS does advise all readers to consult their brokers or other financial
advisors or professionals as appropriate to verify
pricing and all other information. WOWS, its affiliates, officers, owners and associates do not
assume any liability for losses that may result if
anyone, despite our warnings, relies on any information, analysis, or opinions in the publication.
And, of course, past performance of securities or
any financial instruments is not indicative of
future performance. Confidentiality and Trading
Disclosure: All information gathered by WOWS
staff or affiliates in connection with her/his job is
strictly the property of WOWS It is never to be
disclosed prior to publication to anyone outside
of WOWS and is never to be used, prior to publication-and for two week thereafter-as the basis
for any personal investment decision by staff,
affiliates and/or members of their immediate
households. All staff and affiliates of WOWS will
avoid not only speculation but the appearance of
speculation and may not engage in short-term
trading, the short selling of securities, or the purchase or sale of options, futures, or other derivatives, including ETFs reliant on derivatives. Any
equity or fixed-income investments entered into
by WOWS staff or affiliates will be held for a minimum of six months unless dispensation is
received, under extraordinary circumstances,
from WOWS’s legal counsel. Any pre-existing
direct investment interest in any stock, mutual
fund, ETF or partnership portfolio covered in an
issue of WOWS will be specifically disclosed in
that edition and that position will be frozen for at
least a month. Internet disclosure: Electronic
Communications Disclosure: The websites and
WOWS’ electronic communications can, alas, fall
prey of all manner of malicious activity. While
WOWS takes reasonable and prudent steps to try
to prevent its website, journals and communications from interception, corruption, infection,
contamination and other electronic malefactors,
there are even fewer guarantees in the realms of
software and the web than in finance—where
there are none. WOWS disclaims and cannot
accept liability for any damages to computer systems as a result of downloading or opening contaminated versions its website, journals or communications.

