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Investment Implications of Liquidity-Driven Recovery 

 
As recent Washington stimulus actions begin to take effect, credit spreads are narrowing and equities rising.  
We think the growth outlook will improve, creating a liquid investment climate somewhat similar to 2003.   
 

• The general environment in June 2003 was of pessimism, particularly in the bond market, media and 
consumer confidence indices.  As today, there were underestimates of the Fed’s powers -- to address 
this, Fed staff papers in 2003 delved into deflation strategies if the Fed funds rate approached zero and 
in 2008 examined options if the Fed depleted its Treasury holdings.  Other similarities: angst over the 
huge losses in household wealth from the bursting of the dot-com bubble (much bigger than today’s 
housing losses); and cautious investment plans by corporate chieftains.  Helped by Fed rate cuts and 
the Bush tax cuts, the mid-2003 result was a strong economic expansion.  

 
• Treasury-market pessimism in 2003 was as deep as it is today, with the two-year Treasury yield at 

1.1% in June 2003 (it fell to 1.5% in mid-March).  It wasn’t announced until July 2003 that the 
recession had ended in November 2001.  GDP grew 5.1% annualized in the second half of 2003 and 
equities gained 9.4% in the subsequent six months.   

 
S&P 500 Equity Price Index (last obs. April 23, 2008) 
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Source: Haver; Bear, Stearns & Co. Inc. 
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• The latest stimulus measures should again generate a recovery, though we expect a smaller rebound in 

2008 than in 2003 unless there’s a growth-oriented tax cut or a change in the Administration’s weak-
dollar policy.  We expect more problems from balance sheet losses at financial institutions and the 
untangling of complicated financial instruments, part of a necessary transition from unsustainably 
narrow credit spreads in 2007 to wider, more sustainable credit spreads.   

 
Investment Implications 
 

• As in 2003 and 2004, emerging markets, Japan, and U.S. durable goods should benefit from plentiful 
liquidity conditions.   

 
• We expect reasonably favorable conditions for consumption.  Despite the recent loss of housing 

wealth, we note the dramatic rise in housing wealth in previous years, and high levels of household net 
worth in the U.S., Japan and Europe.  The condition of the labor market (one key measure is jobless 
claims, which remain moderate) has been a better predictor of consumption than have wealth, 
consumer confidence, or house prices.   

 
• We think the weak dollar trend is still intact, damping U.S. equity gains and pushing commodity prices 

higher.  If the U.S.’s weak-dollar policy improved, either by choice, by G-7 actions, or by presidential 
election politics, we think it would have a major positive impact on the U.S. growth and equity 
outlook.   

 
Equity Market Capitalization: U.S. and Rest of World (last obs. March 2008) 
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Source: DataStream; Bear, Stearns & Co. Inc. 

 
 

• We expect rising U.S. core inflation during 2008, leading to a Fed rate hike by year-end.  The Fed 
noted in the minutes from its January 29-30 meeting: “Members were also mindful of the need for 
policy to promote price stability, and some noted that, when prospects for growth had improved, a 
reversal of a portion of the recent easing actions, possibly even a rapid reversal, might be appropriate.” 

 
• Gold, oil and other commodities have jumped since the Fed’s change to an aggressive rate-cutting 

stance with the August 17 discount rate cut.  We think the weak-dollar trend and the uptrend in 
commodities would both reverse if the Fed shifted to an inflation-fighting mode.   
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Dollar Price of Gold (last obs. April 22, 2008) 
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Source: Haver; Bear, Stearns & Co. Inc. 

 
Earnings Not So Weak 
 
Fourth-quarter GDP data showed that business profits rose 2.5% from a year earlier versus a 1.8% y/y increase 
in Q3.  On quarter-over-quarter basis, profits fell 3.3% (not annualized) in Q4 and 1.2% in Q3.   
 

• While profits of financials have slumped, the high level of non-financial profits reduces the likelihood 
of a long or deep recession.  U.S. recessions are preceded by relatively long periods of stagnant or 
falling corporate profits.  Also arguing against a deep recession, we note low inventories and very low 
real interest rates.   

 
U.S. Pre-Tax Corporate Profits (last obs. 2007 Q4) 
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• From an equity valuation standpoint, the financial write-offs, mark-to-market losses and bad debt 
expenses don’t directly impact NIPA-based earnings (part of GDP calculations).  Earnings in the 
National Income and Product Accounts were much weaker than S&P earnings in 1999 and 2000, and 
gave a more accurate signal of equity market overvaluation .  NIPA earnings will likely be stronger 
than S&P earnings for several quarters (starting with the third quarter of 2007), signaling a more 
attractive valuation than S&P earnings do.  In the graph, we’ve contrasted NIPA earnings with 
operating earnings for the S&P 500, showing the weaker NIPA performance in 1998-2000 (signaling 
recession) versus the stronger NIPA performance so far in this slowdown.   

 
NIPA Corporate Profits and S&P Operating Earnings (last obs. 2007 Q4) 
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Source: Haver; Bear, Stearns & Co. Inc. 

 
• NIPA describes the concept as follows: “Bad debt expenses are not deducted in calculating the NIPA 

profits measures, because these charges represent a rearrangement of assets and liabilities in the 
Nation’s balance sheet rather than costs of current production.”  In short, financial losses for one party 
are gains for another and therefore do not impact GDP.  Our NIPA-based P/E model shows attractive 
equity valuations relative to corporate bonds.   

 
Equity and Corporate Bond P/Es (using NIPA profits, last obs. 2007 Q4) 
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• Global dollar GDP has been a good predictor of the strength in NIPA-measured U.S. corporate profit 

growth in recent decades.  Both measures are nominal, with U.S. corporate profits aided by 
globalization and foreign growth.  U.S. profit growth slowed in 2007 without a corresponding 
slowdown in global nominal dollar GDP, reflecting in part the U.S. weakness in housing and autos and 
perhaps an underweighting by U.S. companies in the global commodity boom.  We expect reasonable 
gains in U.S. profits in 2008 as the recovery takes hold.   

 
World Nominal Dollar GDP and U.S. NIPA-based Pre-tax Corporate Profits 
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Source: Haver; Bear, Stearns & Co. Inc. 

 
• Given our view that plentiful liquidity will encourage an economic recovery, we don’t expect the U.S. 

equity correction to turn into a bear market.  We think equities will outperform bonds in coming 
quarters (though not necessarily credit spread investments).  

 
Total Return on S&P 500 Index and 10-year Treasury Notes  
(last obs. March 2008) 
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Source: Haver; Bear, Stearns & Co. Inc. 
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• We expect Treasury yields to rise as the economy recovers.  We think the rising pattern from the 2003-
2005 may reassert itself -- a sharp increase in the yield when it becomes clear that the economy has 
exited the slowdown/recession, followed by a flattening of the yield curve (the “conundrum”) as short-
term rates rise.   

 
Yields on 10-Year Treasuries (last obs. March 2008) 
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services. Investing in non-U.S. securities including ADRs involves significant risks such as fluctuation of exchange rates 
that may have adverse effects on the value or price of income derived from the security. Securities of some foreign 
companies may be less liquid and prices more volatile than securities of U.S. companies. Securities of non-U.S. issuers 
may not be registered with or subject to Securities and Exchange Commission reporting requirements; therefore, 
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