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Economic Outlook 
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• The economy has strengthened as expected since mid-2010, helped by pent-
up demand especially for autos.  We expect 4% real growth in the first 
quarter but with a subsequent letdown as pent up demand is met. 

• Ultra-loose fiscal and monetary policy do not provide a sound basis for 
structural improvement in the U.S. economy and are creating lasting inflation 
and debt problems. 

• Confidence will suffer as price increases weigh, the Fed stops its asset 
purchases, state and local cutbacks take hold, and 3.6 million workers hit the 
99 week cut-off of unemployment benefits. 

• While equity markets have bought the dips caused by problems in the 
Mideast, oil, eurozone debt, and China’s tightening, we think the obstacles to 
fast growth outweigh the engines given the lack of structural reform. 

• The U.S. is doing better than Japan at kicking the can down the road (i.e. 
papering over the problems) but is increasingly at risk from the level of 
federal debt, its short effective maturity, and the economic distortions from 
the emergency Fed policies still in place. 



Real GDP Growing From a Low Base

Source: Bureau of Economic Analysis; Encima Global
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Growth

(last obs. blue square Q4 2010, projected to Q4 2011)
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red line, projection of 1980-2000 growth average extended 2002 to 2011

Q4 GDP growth was revised to 
2.8% and remains too slow to 

help employment much. 



Initial Unemployment Claims

Source: Bureau of Labor Statistics; Encima Global
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Labor

(last obs. February 19, 2011)
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Jobless claims came in at 391,000 for February 19, continuing the 
improvement in employment trends.



Auto Sales Rising, Production Lagging

Source: Federal Reserve; Bureau of Economic Analysis; Encima Global

- 5 -

(last obs. January 2011)
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Auto sales are rising from a very low base, 
with production and sales likely to increase 
further in early 2011.  Sales should plateau 
as pent-up demand is met and gasoline prices 

climb.



Retail Sales 12 month % change

Source: Bureau of Census; Encima Global
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Consumer and Savings

(last obs. January 2011)
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Sales growth picked up in 2010.  Given the ’08 drop, pent-up demand 
should add some more to growth.  Still, U.S. consumers will play less 

of a role in the world economy than in the ’82-’07 period.



Withheld Income and Employment Taxes

Source: U.S. Treasury; Encima Global
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Consumer and Savings

(last obs. January 2011)
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Withheld income and employment taxes have been strong 
over the last three months, reflecting added hiring and 

profits in 2010.  
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Wages and Salaries Y/Y

Source: Bureau of Economic Analysis; Encima Global
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Consumer and Savings

(last obs. January 2011)

Wage and salary growth up only 3.8% yoy.  
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Transfers as % of Personal Income

Source: Bureau of Economic Analysis; Encima Global
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Consumer and Savings

(last obs. January 2011)

Transfers as a % of Personal Income are still 
elevated.  This number will start down as hiring 

improves and workers unemployed for 99 weeks reach 
the end of their benefits.
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Consumer and Savings

(last obs. January 2011)

Unemployment and underemployment have improved 
but from very high levels. 



Workers Unemployed More than 27 Weeks

Source: Bureau of Labor Statistics; Encima Global
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(last obs. January 2011)
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Unemployed more than 27 w eeks

Unemployed 15 to 26 w eeks

One major risk facing the economy is 
the difficulty the long-term unemployed 
have in getting back to work.  There 

are now 6.2 million unemployed for more 
than 27 weeks. 



Inflation Problem 
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• We think the Fed is botching monetary policy in a way that distorts the 
economy and will reduce future growth.  Last decade, the Fed kept the Fed 
funds rate too low (at 1% in 2003, then limited 0.25% hikes starting in 2004).  It 
mistakenly thought there was a deflation problem and then argued that 
inflation would moderate when it was actually rising. The result was a huge 
outflow of American capital to foreign countries due to the weakening dollar; 
and excess house construction due in part to artificially low mortgage rates. 

• In the 2003 expansion, the economy was able to grow despite inflation.  At first 
the weaker dollar was a plus, reversing the overly strong Clinton-Rubin king 
dollar that had pushed gold and commodities to historic lows.  The 2003 tax cut 
was a pro-growth reduction in top marginal rates, a contrast with this cycles 
repeated consumption oriented rebates.  We don’t expect the current 
expansion to last as long as the 2003 expansion. 

• The dollar index remains near its all-time lows even as the euro-zone suffers a 
debt crisis and Japan and the UK shrink. The dollar is even weaker relative to 
commodities and gold, a dependable precursor of a strong inflationary trend.  

• Bottom Line: We think ultra-loose fiscal and monetary policy do not provide a 
sound basis for structural improvement in the U.S. economy and are creating 
lasting inflation and debt problems. Pent-up demand has been sustaining the 
economy, but will not be able to maintain current growth. 



Consumer Price Index Y/Y

Source: Bureau of Labor Statistics; Encima Global
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Prices and Markets

(last obs. January 2011)
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Year-over-year inflation will accelerate 
markedly through midyear given the 

comparisons from 2010.  



Wheat Prices recently top $9 per bushel

Source: Bloomberg; Encima Global
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Prices and Markets

(last obs. February 28, 2011)
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Oil Prices highest since 2008 weak dollar crisis

Source: Wall Street Journal; Encima Global
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Prices and Markets

(last obs. February 28, 2011)

Oil prices are sharply higher, 
reflecting unrest in oil producing 

countries.
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Source: Wall Street Journal; Encima Global
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Prices and Markets

(last obs. February 28, 2011)

Gold prices are at their highs, pointing to a rise in the 
general price level.  
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Prices and Markets

(last obs. February 2011)

Prices paid are near their 25 year highs. Prices 
received are rising slower, reflecting difficulty 

pushing through price increases.
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Credit

(last obs. February 16, 2011)

The Fed buys bonds using 
excess reserves.  It’s not 
money printing, since the 
reserves aren’t lent.  The 

buyback reduces the 
effective maturity of the  

national debt.  



Average Maturity of Treasury Debt;
Effective Maturity with Fed’s QE

Source: US Treasury; Federal Reserve; Encima Global
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(in months, last obs. Sept 2010; QE2 projected through June 2011)
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w ith Fed's QE1 and QE2 The Fed’s purchase of securities has 
shortened the maturity of the public debt.



Commercial and Industrial Loans Still Low

Source: Federal Reserve; Encima Global
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Credit

(last obs. February 9, 2011)
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Source: Bureau of Economic Analysis; Encima Global
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Credit

(last obs. Q4 2010)

In 2005, the core PCE 
deflator showed 1.5%, 

subsequent revisions lifted 
it above 2.0%. It stayed 
above 2% for 18 qtrs. 



Household Assets/GDP; Total Debt / GDP

Source: Federal Reserve: BEA; Encima Global
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Consumer and Savings

(last obs. Q3 2010)
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U.S. nonfinancial debt stands at 243% 
of GDP, near its peak as federal debt 

growth offset private sector 
deleveraging. 
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Credit

(last obs. Q3 2010)

Federal debt grew sharply, big business 
grew slowly, households and small 

businesses shrank.



2010 Q3 2010 Q2 Yr/Yr % chg Yr/Yr % chg Yr/Yr % chg
($ trill) ($ trill) 2010 Q3 2009 Q3 2008 Q3

Domestic Nonfinancial Sectors $ 35.8 $ 35.3 3.7% 4.3% 6.5%

Households $ 13.4 $ 13.5 -1.8% -1.7% 2.2%

Corporate Business $ 7.3 $ 7.2 3.4% 0.3% 8.3%

Noncorporate Business $ 3.4 $ 3.4 -7.5% -4.8% 8.7%

Farm Business $ 0.2 $ 0.2 0.3% 0.6% 2.2%

State & Local Govts $ 2.4 $ 2.4 3.3% 3.7% 4.4%

Federal Government $ 9.0 $ 8.6 19.5% 30.1% 15.3%
of which Fed Holds $ 0.8 $ 0.8 5.5% 61.4% -38.9%
   as of Q4 $1.01 trillion

memo:
Federal Govt Trust Funds $ 4.6
   of which Soc Sec $ 2.6

Not counting contingent liabilities from GSEs or underfunded trust funds

$35.8 Trillion in Credit Market Debt Outstanding

Source: Federal Reserve: OMB; Encima Global
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Credit

(last obs. Q3 2010)
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Government

(square is last obs. 2010, CBO forecasts to 2021)

Assuming a continuation of 
current tax rates beyond 2012, 
the marketable national debt 

will rise to $24 trillion in 2021, 
100% of GDP. 



National Debt Limit At $14.3 Trillion

Source: Bureau of Economic Analysis; U.S. Treasury; Wikipedia; Encima Global
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Government

(last obs. Q4 2010)
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Statutory debt will exceed GDP by 
the second half of 2011, forcing a 

large increase (or series of increases) 
in the statutory debt limit (currently 

$14.3 trillion).
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Government

($ trillions, last obs. December 2010, OMB projected to 2021)
In the Administration’s budget, outlays are expected to remain above 22% of GDP for the next 
ten years. Receipts are projected to rise quickly and then stay consistently above 19% of GDP 

after 2015.  While some spending cuts are likely, the deficit will remain wide. 
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Government

(last obs. 2010, CBO projections to 2021)

Expenditures as a Percent of GDP by Major Category

Medicare/Medicaid, Social Security and interest are set to rise while 
defense and all other spending will decline sharply relative to GDP.

Interest will be 
almost as much as 
defense spending in 

2021.
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Government

(last obs. 2010, CBO projections to 2021)

The graph shows $5.7T in 
CBO’s expected spending in 
2021, leaving a $700 billion 
deficit.  Interest expense, 
even with very optimistic 

assumptions about debt levels 
and debt service costs, will be 
rising sharply while defense 
and non-entitlement spending 

barely grow.



Europe Debt Situation

• Europe’s debt problems, while serious for individual 
countries and bond holders, shouldn’t hurt overall European 
growth much.  

• New investment is being channeled into more productive 
northern Europe, especially Germany.  

• As in the U.S., European debt is consolidating, with direct aid,
IMF loans and EFSF bond auctions replacing weaker country 
debt. 

• We expect the focus of the debt crisis to shift to Italy – too 
big to fail, too big for Germany to save, especially with Weber 
leaving the ECB.  

- 30 -



Threats to Europe Have Increased
• Southern Europe is exposed to the turmoil in North Africa at a time when its economies 

are already at risk from high unemployment and debt. Europe has a big population from 
North Africa. Refugees will cause political and economic complications. Turmoil in 
North Africa raises terrorism risks for Europe.

• Recent developments in northern Europe add to the pressure. Axel Weber declined to 
be considered to head the ECB. German Chancellor Merkel’s party lost heavily in 
Hamburg elections. German voters are showing no inclination toward the 
concessionary interest rates needed for loans to Greece, Ireland and elsewhere. Ireland 
is suffering emigration, adding to the medium-term growth and debt problem. 

• Debt yields for weaker European countries remain elevated. We expect the European 
debt crisis to take years to resolve, with corresponding economic weakness in southern 
Europe.

• European inflation is already rising. We expect the European Central Bank to increase 
the refi rate in mid-2011 in accordance with its mandate to provide price stability.

• While turmoil in North Africa creates a new downside risk for Europe, we are still of the 
view that southern Europe’s problems will not cause much drag on global growth due 
to the pro-growth shift in investment toward northern Europe. Despite debt problems, 
we don’t think the euro is at risk of devaluation or breakup given ECB and German 
policies.
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Credit

(last obs. February 24, 2011)

Debt yields for weaker European 
countries remain elevated. Portugal’s 

10-year sovereign yield crossed 
above 7% in late January. This high 

a yield level signaled crisis for 
Greece and Ireland in 2010. 



Euro exchange rate (US $ / euro)

Source: Federal Reserve Board; Encima Global
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Prices and Markets

(last obs. February 24, 2011)
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The euro exchange rate has been 
relatively strong, even with the debt 

crisis in the back ground, reflecting the 
ECB’s policy advantage over the Fed.  



Eurozone Inflation Rising

Source: Bloomberg; Encima Global
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Prices and Markets

(last obs. January 2011)
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European inflation is already rising.  Turmoil in 
North Africa will add some to those pressures.



Eurozone Purchasing Managers’ Index

Source: Bloomberg; Encima Global
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Growth

(last obs. January 2011)

30

35

40

45

50

55

60

65
M

ar
-0

6

Ju
n-

06

S
ep

-0
6

D
ec

-0
6

M
ar

-0
7

Ju
n-

07

S
ep

-0
7

D
ec

-0
7

M
ar

-0
8

Ju
n-

08

S
ep

-0
8

D
ec

-0
8

M
ar

-0
9

Ju
n-

09

S
ep

-0
9

D
ec

-0
9

M
ar

-1
0

Ju
n-

10

S
ep

-1
0

D
ec

-1
0

In
de

x

Manufacturing

Composite

Eurozone purchasing indexes have 
recovered after a brief soft patch in the 

third quarter of 2010.



0.0

1.0

2.0

3.0

4.0

5.0

6.0

Jan-00 Jan-01 Jan-02 Jan-03 Jan-04 Jan-05 Jan-06 Jan-07 Jan-08 Jan-09 Jan-10 Jan-11

Eu
ro

zo
ne

 M
ai

n 
R

ef
in

an
ci

ng
 O

pe
ra

tio
n 

R
at

e
ECB Policy Rate At 1%

Source: European Central Bank; Encima Global

- 36 -

Credit

(last obs. February 24, 2011)

We expect the European Central Bank to increase the refi rate in 
mid-2011 in accordance with its mandate to provide price stability. 
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Consumer and Savings

(last obs. December 2010)

China’s growth will probably be slower 
than 2010’s 10.3% real, but still very 
fast as domestic consumption rises.



China Lending and Deposit Rates

Source: Bloomberg; Encima Global
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Credit

(last obs. February 28, 2011)
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China has been raising rates, 
increasing reserve 

requirements and lowering 
lending quotas.
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Prices and Markets

(last obs. February 28, 2011)

Market volatility has increased some with events in Libya.  We 
don’t think it signals a full market correction – higher volatility 
makes sense given the complacency of the 2010-2011 “risk-on”

uptrend.
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(last obs. February 25, 2011)

Credit

The yield on Baa corporate bonds is low.  In 
the 1970s inflation, Baa yields were slow to 

react to rising inflation risk.



Based on P/E, Equities Attractive Relative to Bonds

Source: Haver; Bureau of Economic Analysis; Federal Reserve;  Encima Global
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(last obs. Q4 2010, estimated Q1 2011)
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presented. Encima Global LLC does not accept liability for the content or for the consequences of any 
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