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Overview: Negative Policy Developments
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Current policies suggest shallow recessions in 2012 and only weak S&P earnings growth
• U.S. fiscal policy at impasse through at least Nov 2012, preventing structural reforms 

on spending, tax and regulatory policy; recent jobs approach by President Obama not 
likely to make progress or help; deficit forecasts worsening.  

• U.S. monetary policy focused on extending near zero rates; harmful to savers, banks, 
small businesses, interbank markets and GDP growth, but holds down near-term 
financing costs for government and corporate borrowers.

Policy developments have been negative in Europe.
• Expanded EFSF powers likely, but won’t be enough; Germany not leading.
• Need to stop debt contagion in Italy; ECB won’t buy enough bonds; bank capital 

adequate only if Germany makes clear that Italy and Spain are too big to fail
• Greece’s cash flow worsening; expect only one more disbursement
Policy breakthroughs possible to stop the deterioration: 
• Mortgage program in U.S. that cuts through litigation problem
• Relief on bank capitalization risk in U.S. or Europe (but G7 reiterated Basel 3)
• New programs needed in Europe: 1) MBS-style ECB debt purchases aimed at 

convergence; 2) government steps to help banks borrow; 3) switch from austerity to 
growth-oriented structural reform in Greece, Italy, elsewhere
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Growth

(last obs. blue square Q2 2011, projected to Q4 2012)

We maintain our 2% view for Q3 but expect 
more weakness in Q4 and 2012.  Q2 GDP 
growth was revised up to 1.3% after only 

0.4% in Q1. 
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(last obs. September 2011)

Growth

Chicago PMI rose to 60.4. We think the 
economy stabilized after the Japan-related soft 

patch, but may slow into 2012 due to policy 
mistakes. 
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Labor

(last obs. September 24, 2011)

Jobless claims are declining after a 
Japan-related spike in April, 

indicating slow growth. 
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Growth

(last obs. August 2011, consensus sales forecast Sept. 9.6M)

Auto sales and production provide timely 
hard data. Confidence is low, but 

production and demand are below trend, 
arguing against a deep recession.  
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(last obs. August 2011)

Growth

Personal income fell 0.1% in August.  Y/Y its up 4.5%, but 
has been declining on a Y/Y basis since February when it 

peaked at 6.0%.  
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Growth

(last obs. August 2011)

Grew a strong 4.1% in 
July and fell just 0.1% 

in August.



250

350

450

550

650

750

850

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

$ 
bi

llio
ns

, S
A

Large Banks C&I 
Loans

Small Banks 
C&I Loans

Commercial and Industrial Loans Rising Some

Source: Federal Reserve; Encima Global

- 9 -

Credit

(last obs. September 14, 2011)

C&I loans outstanding 
from large banks are up 
13.2% on a 13-week 

annualized basis.  Small 
bank loans are up 4.2% 

annualized.
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Growth

(last obs. Q2 2011 for NIPA corporate profits, IMF forecasts for $ GDP to 2013)

Strong growth in world $ GDP has supported 
U.S. corporate profit growth, but outlook is 

weaker.
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(last obs. August 2011)

Labor

Monthly labor statistics show weak job growth.
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(last obs. August 2011)

Labor

Employment, like GDP, is growing 
slowly from a lowered base. The 
civilian labor force has shrunk, 

reflecting discouragement and baby 
boom retirement. The gap is formal 

unemployment, 14.0M in 
August. 
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Prices and Markets

(last obs. August 2011)

Headline CPI, now 3.8%, will decline. Core CPI, 
preferred by the Fed, will continue rising, but 
it has a long lag that should allow the Fed to 
remain ultra-loose and repeat its 2003-2006 

bubble error. 
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Consumer

(last obs. August 2011)

The misery index is continuing 
to rise as inflation and 

unemployment remain elevated. 
It’s as bad as any period 

except the 70s and early 80s.
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Government

(last obs. Q3 2011, Q1 2012 for debt limit)

The debt ceiling will be increased in 
stages to $16.4 trillion in 2012 

from $14.3T August.  
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Government

(last obs. August 2011)

Outlays have continued to 
grow.  Receipts have 
regained some of the 

loss.
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Government

(last obs. August 2011)
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Federal tax receipts reached a 
$2.3 trillion total over the last 

12 months, mostly due to 
individual income taxes coming in 
faster than expected. Outlays 
for the same period totaled 

$3.5 trillion.
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Government

(last obs. 2010, projected to 2021)

Unless there are 
significant changes, 

Medicare/Medicaid and 
Social Security will 
overtake all other 
spending.  Interest 
payments will rise 

dramatically.



0

200

400

600

800

1000

1200

1400

1600

1800

2000

Ja
n-

64

Ja
n-

66

Ja
n-

68

Ja
n-

70

Ja
n-

72

Ja
n-

74

Ja
n-

76

Ja
n-

78

Ja
n-

80

Ja
n-

82

Ja
n-

84

Ja
n-

86

Ja
n-

88

Ja
n-

90

Ja
n-

92

Ja
n-

94

Ja
n-

96

Ja
n-

98

Ja
n-

00

Ja
n-

02

Ja
n-

04

Ja
n-

06

Ja
n-

08

Ja
n-

10

CPI

Gold Price

CPI indexed to gold on January 1980

$ 
/ o

z.
Gold Prices Very High In Real Terms; Like 1980

Source: Wall Street Journal; Bureau of Labor Statistics; Encima Global

- 19 -

Prices and Markets

(last obs. August 2011)
Neither the Fed nor ECB are causing the expansion of credit needed 
to justify high gold prices.  If banks begin lending wildly as in the 
1970s and 2000s, then inflation risks will support high gold prices.  



Operation Twist Ineffective
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• The FOMC decided to buy $400 billion more in 6 to 30 year Treasury bonds, 
but will spread the purchases through June 2012. It will pay for them by 
selling Treasuries with maturities of up to 3 years. This will shorten the 
effective maturity of the U.S. national debt (the maturity of the consolidated 
Treasury and Fed holdings). Treasury has been gradually lengthening its 
issuance. If continued, this will counteract some of the Fed’s purchases, 
especially since the Fed is buying slowly. In addition, as the Fed’s mortgage 
backed securities mature (conventional MBS guaranteed by Fannie and 
Freddie), the Fed will switch to reinvesting its maturing MBS in MBS rather 
than Treasuries. 

• The Fed’s total assets and excess reserves will stay at current levels. In 
effect, the Fed is running a leveraged SIV (structured investment vehicle), 
borrowing short-term at 25 basis points to finance long-term bonds yielding 
more. This is very profitable for the Fed as long as interest rates stay low. The 
cost is born by savers earning negative real interest rates. 

• We think QE2 and operation twist have hurt the U.S. growth outlook by hurting 
savers, weakening the dollar, distorted credit markets, creating the 
expectation of future Fed action and channeling capital toward the 
government and foreign borrowers.



Fed ‘Sterilized’ QE2 Through 25bp rate and Credit 
Rationing -- ‘Pushing on a String’

Source: Federal Reserve: Encima Global
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Credit

(last obs. September 21, 2011)
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The fed will maintain a $2.9 
trillion balance sheet funded with 
interest-bearing excess reserves. 
Fed now a giant leveraged SIV, 
buying short and lending long.



Fed Assets
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Credit

(last obs. September 21, 2011)
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It’s not money printing, 
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Effective Maturity of Public Debt Getting Shorter

Source: U.S. Treasury: Encima Global
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Credit

(last obs. June 2011)
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w ith Fed's QE1 and QE2 Fed purchases of public debt 
have shorted the maturity of 

debt at a time when the 
maturity should be lengthened.



MBS Yield less 10 Yr U.S. Treasury Yields

Source: U.S. Treasury: Encima Global
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Prices and Markets

(last obs. September 28, 2011)
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Credit

(last obs. September 14, 2011)

Banks increased cash and securities holdings. 
C&I loans are starting to pick up. Real estate 

loans still declining.
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Credit

(last obs. September 14, 2011)

Most excess reserves held at 
foreign related institutions.
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Credit

(last obs. September 16, 2011)
Interbank lending has fallen significantly since the Fed Funds rate has 

been held near zero.



U.S. and Euro Zone Private Sector Credit

Source: Federal Reserve; ECB; Encima Global
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Credit

(last obs. Q2 2011, Euro area converted to dollars)
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Credit

(last obs. September 23, 2011)
The ECB has expanded less rapidly than the Fed, buying Greek, Italian and 

other bonds for ‘monetary policy purpose’ with yields over 5%. 



ECB Sterilizing Bond Purchases

Source: ECB; Encima Global
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Credit

(last obs. September 23, 2011)
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ECB bond purchases still small compared to Fed’s QE1 or 
QE2. Fed sterilizes through excess reserves at 25bp, which 
count in M0.  ECB sterilizes using term deposits, which are 

not counted in M0 monetary base. 
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Credit

(last obs. August 2011)
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Prices and Markets

(last obs. September 30, 2011)

Investors have to buy bonds to protect against deflation, and gold 
to protect against inflation, leaving less capital for growth. We 
think both bonds and gold are in a bubble if policy improves or 

fear abates.



Contrast in Global Monetary Policy

• With near-zero interest rates, U.S. monetary policy is now primarily 
based on regulatory rationing of credit rather than price-based 
allocation.  

• China practices counter-cyclical credit rationing (restrict lending 
during booms, allow lending after a bust.)  The U.S. practices pro-
cyclical credit policy (few controls during boom, heavy controls
after busts including forced increases in bank capital, aggressive 
mark-to-market, regulatory scrutiny.)  

• U.S. and European regulators still pressing for capital injections, 
arbitrary capital premiums, capital penalties for too-big-to-fail 
institutions, and divisive Basel III capital standards. We expect 
weaker financial institutions and more dynamism in non-bank 
financial innovation.  One loser – small businesses that depend on 
relationship banking.  

- 33 -
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Credit

(last obs. August 2011)

China’s bank lending grew 
sharply after the 2001 and 
2008 crises helping avoid a 

sharp slowdown.



China’s M2 / GDP

Source: China National Bureau; People’s Bank of China; Encima Global
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Credit

(last obs. Q2 2011)
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Credit

(last obs. August 2011, estimate September 2011)

Under regulatory scrutiny, U.S. 
banks cut lending sharply after the 

2008 crisis, contributing to the 
weakness of the recovery.  
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In contrast with China, the 
U.S. slowed money supply 

growth after the ’08 crisis.

Source: Federal Reserve; BEA; Encima Global
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Credit

(last obs. Q2 2011)

US M2 / GDP



Europe 
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• We think Europe’s current policies point toward recession.  
• We’re skeptical that Europe will use leverage with its existing institutions or 

move fast enough to solve the contagion problem pushing Europe into 
recession.  

• The ECB has the power to help (e.g. buy Italian bonds in size), but shows no 
sign of using it. For other European institutions, there are large legal and 
political obstacles to investing in sovereign bonds or in banks. We don’t 
think structural reform efforts alone, even if they became energetic in Italy 
and Spain, would be enough to restore confidence.  

• We don’t think the EFSF will be able to lever up without a German 
constitutional amendment (which could not be achieved). Even if the EFSF 
could lever up, there hasn’t been agreement on what it would do – whether 
inject capital into banks (a black hole in our view unless Italian and Spanish 
bond yields fall); or buy Italian and Spanish bonds (probably couldn’t buy 
enough by itself.) 

• With Greece’s fiscal and economic outlook deteriorating rapidly, the July 21
agreement on 21% haircuts to private sector debt are too small. Many 
European banks are under-reserved regarding Greek debt.  We think Greece 
will only get one more disbursement and will run out of cash later this year.  
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Credit

(last obs. September 30, 2011)

The spread for Europe’s 
interbank market has widened to 
the most since the 2008-2009 

crisis.
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Credit

(last obs. September 30, 2011)

The spread between these 
rates has become unusually 

wide, meaning higher 
borrowing costs in Europe.
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Credit

(last obs. September 30, 2011)

Ireland has improved, but other 
countries show little progress. 
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Source: Wall Street Journal; Encima Global
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Prices and Markets

(data from 1990 to 2011)
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October has the highest 
monthly average volatility. 

We think markets will 
continue to fluctuate with 
macro-policy developments. 
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Note: This document is confidential and intended solely for the use of the individuals to whom it is 
presented. Encima Global LLC does not accept liability for the content or for the consequences of any 
actions taken on the basis of the information provided.  The information is not necessarily complete, and we 
make no warranty as to its accuracy. 


