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The economy is in full swing.  Globally, China is the engine pulling Canada, Australia, 

Brazil and others as the Chinese real GDP hit 11.9% in the first quarter.  Their rapidly 

growing economy means that China has an increasing influence on the world economy, 

and its growth rate.  The recovery extends throughout Asia and the Western Hemisphere.  

The only major weak area is Europe, which seems habitually stuck in the mud.  Greece is 

a concern but ultimately Europe will not let Greece affect the other financially weak 

nations such as Spain.  Germany protests and claims they won’t bail them out, but when 

the pressure is on, Europe will bandage up the wound. 

 

The US economy has hit the sustainable recovery phase.  Exports are very strong and 

growing, the housing market shows signs that prices have turned up and inventory is off 

its highs, and job growth has finally turned positive.  Corporate profits are huge and some 

project that profits will hit a record number in 2010. 

 

Fed policy is currently very accommodative.  The Fed is desperately trying to create an 

asset price recovery.  Rising housing prices are putting negative equity mortgages above 

water and are enabling banks to fully recover their loan in a foreclosure.  With job growth 

increasing, some of these loans will start to be paid again, eliminating the bank’s need to 

foreclose.  We should see a dramatic shift in the outlook for housing and banks as a result 

of this change.  Rising security prices help the net worth of both consumers and banks.  

Besides stocks and corporate bonds, mortgage security prices directly affect the balance 

sheets and the banks’ ability to lend.     

 

In spite of low interest rates, however, banks still have not expanded their aggregate loan 

portfolios, and instead have purchased Treasury securities.  If we are at the inflection 

point of the lending cycle, banks should start to increase their lending activity, further 

fueling the housing and consumer spending recovery. 

 

Housing prices recovering will take the CPI up a notch in inflation.  Implied rent is 40% 

of the index and this has recently gone from negative to positive in the month over month 

data.  It should be several months before the year over year rent turns positive but the 

reported CPI should be over three percent as the year closes out.  The Fed will not panic 

at this rate, although Fed Funds will be increased as this occurs.  This, however, should 

not be construed as “tightening” by the Fed for in real terms (after inflation) the Fed 

Funds rate should be little changed.  Inflation is part of the asset price recovery and the 

Fed will be accommodative much longer than investors currently think.
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At some point, once asset prices have recovered, the Fed will look to calm inflation down 

and truly have a tight monetary stance.  That will be the big test.  Can the Fed cool off 

inflation without creating a recession? In a recession, all this debt would be devastating 

as declining asset prices would create a debt default spiral.  The Fed understands this, and 

therefore will ere on the side of inflation, assuming they are unable to cool down inflation 

gracefully.  The bet on Wall Street is that they will have a problem decelerating the 

inflation rate.  The large government deficit, higher taxes and potential inflation has Wall 

Street greatly worried. 

 

The consensus harps on this future “storm” of events as inevitable.  One talking-head 

after another raises these concerns.  The potential for trouble is very real and should not 

be dismissed but the consensus misses the point.  These problems are well known and are 

priced into the securities markets already.  Prices move on incremental expectations and 

short term, things are rapidly improving.  The low point for S&P 500 earnings estimates 

for 2010 occurred last August at $67 and the estimates are now almost $80.  This number 

could move up towards $90 by the end of the year.  The current earnings reports should 

be well above expectations and we are perhaps at the strongest upward revision phase of 

the cycle.  Each positive announcement on jobs, earnings, housing, et cetera, fuels the 

market higher. 

 

As long as the economy continues on a recovery path that exceeds expectations, the 

market will move up.  Although momentum should wane and corrections should be 

deeper as the year progresses, the move should remain positive for the rest of the year.  

The key concept is that the positive economic surprises and not the known long-term 

problems will drive the market near term,.  The majority has been wrong staying out of 

this market because of these well publicized problems.  The end of this move will be 

apparent when the majority decides to invest for the short term, recognizing the 

problems, but “making money until the problems manifest themselves.”  That is not the 

current over-riding theme of the consensus today.    At some point the balance will tip in 

favor of the problems and a decline will ensue, but that storm is a year or two away. 


