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Highlights . W By 1996, long-term bond yield should fall to 6% because of: 1) drop in inflation
t0 3.2% and 2) real interest rate at the historical norm of 2.8%.
B Reasons for lower inflation:
Weak domestic economic growch.
Ample domestic capacity.
Ample foreign capacity.
Stronger/stable dollar.

Restructuring of service sector, which will boost productivity.

(@ @ Reasons why res/ interest rate will, as a worst case, remain at normal levels:
Baby boomers will save more as they enter middle age.
Declining consumer confidence will boost savings rate.
Weak real estate market will prompt shift to financial assets.
Budget deficit will continue to shrink.
Srable/stronger dollar will encourage foreign invescment in U.S.
financial assets.

® This 6% bond yield suggests a 17.5x to 20.0x S&P P/E.
L

The great bull market of the 1980s was driven mainly by a We don't think so. Over the next few years, the yield on the
625 basis point plunge in long-term intesest rates, which 30-year Treasury bond should drop 220 basis points, toa
caused the S&P 500°s P/E multiple to rise from 8.0 in 1981 sustained level of 6% by 1996. This would be enough co

o 15.2 in 1990. This P/E expansion accounted for 70% of boost the S&P 500's P/E multiple to 17.5x to 20.0x (Chart

the S&P 500’s rise; a 39% increase in earnings accounted for 1). This is particularty bullish for growth stocks; stocks with
the other 30%. Clearly, a critical strategic issue for the growth rates above the market average benefit from both che
1990s is whether this wonderful decline in interest rates is rise in the market’s P/E and an increasing relacive P/E for
behind us—meaning tha further rises in the scock market growth (Chares 2, 3). Two discrete factors will produce this
must depend almost exclusively on earnings growth, with bond market rally:
minimal help from P/E expansion. 1. Adrop in the inflacion rate from the 4.9% average of the
@ past three years to 3.2%.
2. Real interest rates remaining at 2.8%, the 1971-91
average (Chart 4),
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Chart 1
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Chart 3

The power of P/E
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Chart 4
Real interest rate: 10-year government bond
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Growth in real GNP after seven consecutive quarters of economic recovery
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Chart 6
Newly-formed households
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Let’s examine these two trends in curn:

Five reasons for lower inflation

The inflation rate of an economy is akin to the body temper-
ature of a mammal: a low and stable rate is a sign of health.
Therefore, an economy'’s inflation rate should falt if it is
becoming more competitive, productive, dynamic and effi-

cient. Fortunately, that describes the world economies today:

a variety of positive trends should cut inflation by keeping
capacity ample, productivity gains strong and markets
highly competitive. Furthermore, economic growth in the
U.S. should be relatively moderace,

1. “Soft” recovery of a debt-burdened economy

As Chart 5 shows, the current economic recovery will be
about half as strong as usual for four key reasons. First,
demand growth will be anemic because househald formation
will slow, now that baby boomers have set up their families
(Chart 6). Consequently, the economy will not get ics tradi-

tional boost from pent-up demand for housing, furniture and
appliances. Underlying demand for autos will also be muted.

Growth will be further squeezed by a destimulative fiscal
policy. Last fall, che Federal government raised taxes on a
variety of consumer items, including gasoline, tobacco prod-
ucts, beer, spirits and various “luxuries.” Meanwhile abour
chircy states face budget crises chat demand eicher spending
cuts, higher taxes or both (Chart 7). The states’ fiscal prob-
lems are deep-seated. Persistent Federal deficits have cue
Federal aid from 25% of state and local budgets in the lace
1970s to 17% today. Therefore cities and states have become
more dependent on economically cyclical revenue sources,
such as sales taxes and income taxes, at a time when budgers
have been stretched by heavy spending on prisons, police,
medicaid, drug abuse, AIDS and pollution control. Infra-
structure is another huge money sponge: for example, almost
709 of New York City bridges and 509 of New York State
bridges cannot bear the loads they were designed for.
Nationwide, 40% of bridges are deficient.
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Chart 7
Prospective 1991 deficits
As g percent of spending
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Several key states find themselves confronting huge budger
deficits. Massachusetts, New York and New Jersey are all
good examples, but perhaps the best is California (one sev-
enth of the U.S. economy). Governor Pete Wilson recently
announced that the state’s deficit is nearly $13 billion, about
one- quarter of the state budger and twice as big as previ-
ously believed.

A third brake o growth is that consumers and businesses are
heavily burdened with debt, which will put them in a cau-
tious frame of mind as the economy recovers. Consumer debt
as a percent of income is at historically high levels, and
mortgage debt as a percentage of real estate values is at an
all-time high of 57% (Charts 8, 9A, 9B). Many companies
have more debt than they can handle (Charts 10, 11). And as
if all this were not enough, pivotal credit-generating institu-
tions in the U.8. economy — banks and S&Ls—have been
plagued by massive problem loans and tough regulation.
Bankers will not be eager to finance a torrid economic recov-
ery. High debr plus hobbled financial institutions mean an
absence of easy credit to lubricate the economic machine. For
example, one thing chat made autos more affordable in the
1980s was a shift from four year auto loans to five year auto
loans. Today that shift is being reversed, which will make
autos less affordable ac a time when consumers are atready
being squeezed by rising taxes, slow employment growth,
high consumer debt and higher non-discretionary expenses.

2. Ample domestic capacity

Most segments of the U.S. economy have plenty of capacity
to accommodate the moderate economic growth we antici-
pate in the 1990s. Cercainly this is true of industrial com-
modities, a key bottleneck in the 1970s. The chemical,
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Chart 8
Outstanding consumer credit
As a percent of personal income
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paper and metal industries experienced a profit boom in
1987 and 1988; the ROE of the S&P Chemical Group rose
from 10% in 1983-86 to 20% in 1988. Exploding profits
provided both the incentive for aggressive expansion and cthe
capital to finance it. As capacity increases and the economy
slows, operating rates have declined substantially. More
capacity will come on line over the next few years. Conse-
quently, industrial firms will be unable to boost prices
much: juse early this April, newsprint producers abandoned
price hikes. The pricing environment is also deteriorating for
metals companies.

Another key sector with ample capacity is autos. During the
1980s Japanese auto companies built ten assembly plants in
the North America while the Koreans built one. Conse-
quently tobbyists of the Big Three will not once again pre-
vail upon Washington (as they did in the early 1980s) to
impose highly inflationary quotas on imported autos. They
have no choice but to slash costs to defend their share of the
U.S. auto market, which has dropped from 74.2% in 1980
0 65.6% in 1991.

The popular press creates the impression that the only good
thing to come out of the financial excesses of the 1980s was
jail terms for Ivan Boesky and Michael Milken. Not crue. It
also financed a real estate building boom that will lower
Americans’ rental expense for years to come. Retail space per
capita grew 229 from 1986 te 1990 (Chart 12). In most
major markets, office building vacancy rates exceed 15%;
there is also sizeable “hidden capacity” in che form of space
rented but no longer used by shrinking service companies,
particularly financial firms. This excess capacity will be
absorbed quite slowly, because U.S. employmenc will grow
about half as fast over the nexc few years as in the mid-1980s
(Chart 13). This is bad news for bankers and regulators, but
it will reduce costs for consumers.
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Chart 9A
Owner-occupied real estate and mortgage debt
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Slowing employment growth: Bearish for commercial real estate
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Chart 14
Non-oil imports as a percent of GNP
10%

%

60 62 84 6 68 70 T2 4 V6 T8 60 B2 84 96 88 00 02 04 96

3. Ample global capacity

In an increasingly integrated global economy, overseas
capacity Is almost as important to U.S. inflation as is domes-
tic capacity. Non-oil merchandise imports have increased
from 3.0% of GNP in 1960 to 8.1% in Q4 1990 (Charc
14), So it is very bullish for inflation that foreign capacity is
growing rapidly. Economic historians will view the 1980s as
a time when many nations became much more efficient and
productive, usually because of a shift away from socialism

.and toward capitalism. Obviously the specifics vary greatly

from place to place, but this was broadly true of:
® The United Kingdom under Margaret Thatcher;

* European Economic Community, which experienced a
boom in capital spending in the late 1980s, as it shifted
toward an integtated continental market that threatened
national monopolies;

+  Spain and Portugal, whose GNP growth accelerated after
they joined the EC and became low-cost producers for
that market;

*  Mexico, which under President Salinas began a wide-
ranging rescructuring designed to eliminate corruption,
atract foreign capital and expand output.

Many East Asian nations, including Japan,South Korea,
Taiwan, Hong Kong, Singapore, Thailand, Malaysia and
to some extent China grew very rapidly in the 1980s.

»  Eastern Europe has veered away from Communism.
‘Though the region has deep structural problems, by the
mid-1990s its cheap labor supply should be putting a lid
on labor costs in Western Europe,

Almost by definition, as each of these areas has become more
competitive and efficient, it has become better able to supply
U.S. markets.: In many cases, capacity has grown dramati-



[image: image8.png]cally. For example, at the same time that many U.S. firms
are expanding ethylene capacity, ethylene crackers are being
built in South Korea, Taiwan, China, Singapore, Malaysia
and Indonesia.

Changing trade policies are giving these foreign producers
greater access to the U.S. market. The best examples are
Canada and Mexico, the first and third leading sources of
imports into the U.S. The U.8.-Canada free trade pact is
increasing the access of U.S. consumers to commodities that
are particularly abundant in Canada such as lumber, hydro-
electric power and grain. The pact is also forcing many Cana-
dian manufacturers to become more efficient or to move to
the U.S., where costs are lower. About 85 Canadian compa-
nies have relocated to the Buffalo, New York area. Needless
to say, this trend is boosting capacity in the U.S. and
encouraging all manufacturers— American and Canadian—
to capture economies of scale.

As for Mexico, the U.S.-Mexican trade pact will make it
much easier for U.S. firms to build factories in Mexico,
where wages are far lower. A Mexican auto worker earns

Chart 15
U.S. current account deficit as a percent of GNP
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about $13.00 per day, which is 3.5 times the minimum
wage in Mexico. The Mexican option gives U.S. manufac-
curers powerful leverage in negotiating with American
unions. The threat of moving factories south of the the bor-
det is highly credible because about 1500 plants already par-
ticipate in the “Maquildora” plan, wherein factories in Mex-
ico import parts from America duty free, assemble them into
products and ship the finished produce northward. Of the
top ten U.S. imports from Mexico, only one is a raw com-
modity (crude oil, the biggest import) while the other nine
are manufacrured goods such as electrical equipment, auto
parts and TV receivers.

4. A stronger dollay

The relatively low 3.9% inflation rate of 1985-90 was
achieved despite a major negative for inflation: the dollar
declined neatly 50%. Over the next five years, this bearish
factor will probably be reversed as the dollar rises moderately
for chese reasons:

o The dollar is generally recognized to be about 10% under
valued, in terms of Purchasing Power Parity.
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Chart 16
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[image: image9.png]o The U.S. current account deficit is shrinking (Chart 15).
It has already fallen from 0.93% of GNP in Q3 1987 to
0.5% recently; in 1991 it should decline further because
of weak domestic demand for imports, the falling price of
imported oil and continued export growth.

«  Foreign exchange traders are discovering the one thing
that is scarier than a cold war between the U.S. and
USSR is a Civil war in the USSR —or at least the threat
of one. It conjures unsetcling images of thousands of
“boat people” in the Balcic Sea, making their way to
Hamburg. Germany already has its hands full crying to
absorb 13 million East Germans; the last ching it needs is
hundreds of thousands of Soviet refugees. As traders con-
template these risks, the U.S. dollar’s “safe haven” status
will be enhanced —particularly in the wake of America’s
victory in the Persian Gulf.

Chart 17
Service and manufacturing employment in two recessions
Year-to-year decline in employment for year ending Q4 1982
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A stronger dollar will significantly reduce inflationary pres-
sure. Imported goods will become cheaper, and domestic
producers of products that compete with imports—which
embraces everything from steel to T-shires to
semiconductors— will have a tough time raising prices.
There is a fairly strong inverse correlation between the CRB
index and the dollar.

5. Productivity improvement will spread to services

One of the best measures of inflationary pressure is “unit
labor costs,” i.e., wage increases minus gains in labor pro-
ductivity. As U.S. manufacturers became lean and mean,
their unit labor costs suddenly stopped going up in 1983
(Chart 16). We see no reason why this stability should not
continue. Prodded by intense foreign competition, U.S.
manufacturers continue to boost productivity aggressively,
while keeping wage gains moderate.

Services *
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Charr 18
Consumer confidence and the savings rate
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Of course, the weak spot on the productivity front has been
services. But here trends should improve in the 19905 as the
service sector is forced to restruceure, just as manufacturing
did in the 1980s. Even chough the current recession is much
less severe than that of 1982, service employment has
declined slightly more than in 1982, while manufaceuring
employment has dropped far less than in 1982 (Chare 17),
The one service area that is still expanding very rapidly is
health care. But eventually health care providers must
become leaner and meaner as cheir hard-pressed customers
corporations, taxpayers, and consumers —simply refuse to
pay the skyrocketing cost of care.

Lower real rates in the 19905, the decade of saving

At the same time that these five factors are lowering inflation
anocher notch to the 3,2% level, the real interest rate—the
premium above inflation that bond holders demand —will
remain ar 2.8%. Real rates just recently fell to this level,
which is the 1971-1991 average (Chart 4). The 1990s is
shaping up as the decade of saving—a salutary antidote to
the borrow and spend psychosis of the 1980s, when the U.S.
savings rate dipped to abnormally low levels. There are five
reasons for this shift to saving.

1. The demographic imperative

The youngest “baby boomers” are 26 years old; most baby
boomers are in cheir 30s or 40s and have bought and fur-
nished their homes. They ate raising a family and wondering
how they will pay college tuitions— let alone finance their
retirement. So less money is going into vacations and restau-
rant meals and more into stocks and bonds.

2. Declining confidence

Because consumers tend to spend more when they are confi-
dent aboue the future, savings and confidence tend to be
inversely related. The savings rate was low in the confident
1960s and ebullient 1980s, but much higher in the tutbu-

7% 7 80 82 84 8 68 9

lent, inflationary 1970s (Chart 18). So the collapse in confi-
dence since mid-1990—which has been only partly reversed
by the outbreak of peace—is bullish for savings.

When incomes pick up as we move out of the recession, con-
sumers will remain cautious and inclined to save more than
they did in the 1980s. Confidence should remain below
1980s levels because taxes will be increasing, not falling;
energy costs will not be falling dramatically, as in the 1980s;
housing prices will be stagnant; and interest rates will be
declining less dramatically than in the 1980s. Perhaps most
important, employment growth will be weaker (Chart 19).

3. The real estate bangover

A focal poine of the decline in confidence is the real estate
hangover. During the 1980s, consumers on the East and
West Coasts indulged in a housing binge. Real estate bro-
kerage offices mushroomed in the suburban towns outside
Boston, New York, Washington and Aclanta. Even in the
middle of a raging bull market for scocks and bonds, few
“investments” performed better than a Cape Cod beach
house or a Santa Monica condo. The payoff was high because
it was a highly leveraged investment: 50% appreciation of a
house bought with a 20% downpayment produced a 150%
gain in the value of the equity, which could be used as the
downpayment on a still bigger propetty. Not sutprisingly,
consumers borrowed heavily to acquite real eseate.

The real estate binge severely squeezed savings. For one
thing, after a house is bought it has to be furnished and
spruced up. It is exceedingly easy co run theough $10,000 in
the course of replacing the kitchen floor, buying a new
refrigerator, getting drapes for the living room, buying a
dresser for the bedroom, replacing the torn screens in the
porch, etc. Also, when housing prices are rising, homeown-
ers can justify—as a good investment—majot improvements
in their house. Finally, real estate fever squeezed savings
because it was most virulent in parts of the country—the
East and West Coasts—where incomes are relatively high
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Slow employment growth, higher taxes and weak wage gains will lead to much
slower growth in real disposable income
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and a disproportionate share of personal savings is generated.
In mid-1989 housing prices in the Northeast and West were
about 100% higher than in the Midwest and 70% higher
than in the South:

Median price for existing single-family home, July 1989

Northeast $146,500
Midwest 73,400
South 85,800
West 145,700

Needless to say, che real estate binge has been followed bya
huge hangover. Even in the mid-1980s, homes were a poor
investment in most parts of the nation. Census Bureau sur-
veys show that the real value of home equity fell 6.6%
between 1984 and 1988. Of course, housing prices have
fallen further since then: from July 1989 to December 1990,
home prices in the Northeast fell 8.7%. Many properties are
down 20-30% from their 1986-87 peaks. Maay buyers have
seen their equity cut in half, and now chey are saddled with a
property that is very difficult to sell and whose property
taxes are rising remorselessly. Furthermore, the after-tax cost
of mortgage incerest and property taxes has risen substan-

0% o

cially since the mid-1980s because these tax deductions save
less money now that Federal marginal tax rates have dropped
(from 50% to 33% for the top bracket). If these deductions
are $10,000, their after-tax cost are now 34% higher—
$6,700 rather than $5,000.

The impact of the real estate hangover on investors’ senti-
ment is clearly evident in a Money Magazine poll, Back in
1987, when respondents were asked whether their house
would go up or down in value over the next year, the results
were 419 up vs. 7% down; now it is just 28% upvs. 18%
down. Among those earning over $50,000 it was 59% up
¥s. 2% down; now it is 269 up vs. 13% down. Given these
fast-changing attitudes—and the fact that weaker demand
and ample supply will keep a lid on real estate prices for sev-
eral years—it is highly likely that in the 1990s consumers
will put less capital into bricks and mortar, and more into
stocks and bonds.

4. A shrinking budget deficit

A dark spot in the interest rate picture is the budget deficit,
which has doubled over the past two years. However, this
partly reflects a normal cyclical upturn in the deficit, which
will reverse when the economy rebounds. The deficit has also
been boosted substantially (by $103 billion in fiscal year
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1991) to finance the S&L bailout. Significantly, the S&L
bailout is not particularly bearish for the bond market,
because it represents refinancing of existing private debr, as
opposed to net new overall credit demands,

The deficit will gradually decline during the 1990s. The
Congressional Budget Office predicts in ies “baseline fore-
cast™ that the deficit will disappear by 1995. This is proba-
bly much too sanguine, if only because the CBO is too bull-
ish on GNP growth in the 1990s. However, even if we use
the CBO’s “low growth” scenario and strip out the costs of
the Resolution Trust Company, the budget deficit shrinks to
just 1.5% of GNP by 1995.

5. The end of the currency risk preminm

For the past six years, foreigners have been financing the
U.S. current account deficit— by purchasing U.S. bonds,
stocks, buildings and companies— while the dollar was
declining by 509 (Chart 20). Needless to say, they
demanded a “curtency risk premium"” —that is, an interest
rate on U.S. bonds that compensated them for the all-too-
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real-tisk that the dollar would fall further. As discussed
above, the dollar is now very cheap and is likely to be stable
or stronger over the next few years. Consequently, over time
foreign investors will accept a smaller currency risk premium
for their U.S. investments.

6 in "96: bullish for stocks

In sum, there are compelling reasons to believe that bonds
will be yielding 6% by 1996. The inflation rate will decline
t0 3.2% because of weak economic growth, ample domestic
and foreign capacity, a stronger dollar and rising productiv-
ity in the service sector. As for real interest rates, they wil
stay at today’s 2.8% level —or even go a little lower—for
several reasons. "The personal savings rate will climb as baby
boomers enter middle age, consumer confidence is restrained
by weaker employment growth, and the “real estate hang-
over” impels households to invest less in bricks and mortar
and more in stocks and bonds. Also, the Federal budget defi-
cit will gradually shrink, and a stable U.S, dollar will reduce
the “currency risk premium” demanded by foreign buyers of
U.S. financial assets. The prospect of a 6% bond yield in the
mid-1990s is clearly bultish for stocks, because it suggests
an S&P P/E of 17.5x—20.0x.
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