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Eye on the Market, April 26, 2011 
There are a lot of charts this week that are much easier to read in the attached PDF 
Topics: How dependent are corporate profits on support from Treasuries and Central Banks? And what is Bretton Woods 
II? 

Crutches fat The title for this week's piece refers to a question we have grappled with for the last couple of years: how 
dependent are corporate profits on stimulus? We're about to find out: the Fed's QE2 program is ending in June; China is 
signaling that "administrative controls" may not be sufficient to control inflation and that more tightening is needed; and 
fiscal stimulus across the developed world is in withdrawal mode. Our portfolio allocations have been based on the notion 
that profits growth would drive equity markets higher. While we still believe this, stimulus consequences (higher 
commodity prices) and withdrawal are likely to slow the rate of equity market appreciation. Our equity allocations are 
positioned for roughly 10% gains on developed market equities this year. Currently, US equity markets are running ahead 
of that pace (despite a kitchen sink of problems which appeared in March), but only when measured in local currency 
terms given the ongoing decline in the US dollar. 

This has been a remarkable profits boom considering the mild recovery in GDP. From 1950 to 1985, after recessions, 
profits recovered at 2x the rate of nominal GDP. During the late 1980s, 1990s and after the 2001-2002 tech collapse, 
profits recovered at 4x. The current profits-to-GDP recovery of 12.7x has been much sharper, and is influenced by the 
following: 

** The continued rise in the contribution of non-US profits, driven by global GDP rather than US GDP (see second chart) 
** A multi-decade low in labor costs (measured 3 different ways in Appendix II, in attached PDF only) 
** Non-operating costs (interest, taxes and depreciation) which have stagnated since 2006; at one eighth the size of labor 
costs, non-operating costs play a much smaller role in the profits equation (also in Appendix II, in attached PDF only) 
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Rising non-US profits and riding labor costs contributed to an earnings recovery which caught analysts by surprise. 
How do we know this? The chart (right) shows the evolution of analyst estimates for each calendar year's profits, starting 2 
years beforehand. During the 1990s, analysts tended to overestimate profits, and had to bring estimates down as time 
passed. Analysts also missed the 2 recent recessions (2001 and 2008) by a country mile. But during the last 2 profits 
recoveries, analysts have been behind the curve, having to raise estimates as time passed (i.e., lines rising over time). 
Some believe that this is a reflection of Regulation FD (2000), after which analysts are perhaps more beholden to company 
forecasts, which in turn may be low-balled for the purpose of beating them. While Reg FD may play a role, globalization 
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(higher revenues, lower costs) has progressed faster than many analysts anticipated. In Q1 2011, with 41% of companies 
reporting, 79% have beaten estimates while 14% have missed. 
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[Please see Appendix I for comments on S&P 500 sector valuations and small cap vs large cap preferences] 

What about US stimulus withdrawal? It is not easy to reconcile the recovery in US consumer spending and retail sales 
with the weakest labor compensation relative to revenues in 60 years. The answer: a 50-year high in government 
transfers to US households to help sustain them. These fiscal transfers are coming to an end, with one example being the 
pending expiration of payroll tax cuts. Labor markets will have to recover more strongly than they have so far in order to 
offset this. As for the end of QE2, it looks to us to be less of a factor for financial markets. Why? In our view, it has been 
priced in for a while. The bigger risk to the stability of the Treasury markets lie with their marginal buyers: Emerging 
Economy Central Banks. This brings us to the section below: will the emerging world continue to buy Treasury bonds at 
the same pace? 

What about stimulus withdrawal in the emerging world? The grid below shows the IMF's growth calculus for 2011. 
While parts of Europe and Japan are struggling, other developed countries are not (Canada, Germany, Australia), and Asia 
is booming. The recovering countries represent 80% of global GDP, and are expected to grow 4.25% this year. Emerging 
economy growth has two benefits, one obvious and the other less so. The obvious benefit is increased demand for goods 
and services. The less obvious benefit: the impact EM growth has on global interest rates through deployment of FX 
reserves. The emerging world relies heavily on intervention to prevent their currencies from appreciating. As shown 
below, that results in the accumulation of lots and lots of US dollars. These dollars (and Euros) are then invested in 
government bonds, corporate bonds, real estate and other financial assets. This is the "Bretton Woods II" system in 
action. Seems like a win-win for everyone, doesn't it? 
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What are the risks to Bretton Woods II? The chart below is one we have shown before. As China accumulates FX 
reserves, it expands its monetary base to acquire them. To prevent inflation, China then raises reserve requirements on its 
banks, and also compels banks to purchase bills issued by its Central Bank. The chart suggests that this is working, as 
China "immobilizes" money at the same pace they create it, thereby eliminating inflation risks. However, the inflation 
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genie seems to be let out of the bottle anyway, as indicated by rising consumer prices (see chart), rapid appreciation of 
real estate prices, and 10%-20% wage growth for urban and rural households. 
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FX RESERVES: China accumulates reserves 
to prevent its exchange rate from rising 

STERILIZATION: China issues 
Central Bank bills and raises bank 

reserve requirements 
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China relies on administrative measures to combat price increases, including the release of government food reserves, 
crackdowns on hoarding, price controls on power and rail, and the construction of low-end housing units. In doing so, 
they are channeling the best traditions of Joseph of Canaan, Lenin, Richard Nixon and Robert Moses, respectively. But 
for the first time, there appear to be concessions from Chinese officials that faster currency appreciation may have to stem 
inflation (see box). Why might government controls over banks not work perfectly? The rise of a shadow banking 
system in China. As shown in the chart, while new bank loans are on the decline, total system-wide liquidity in China is 
still quite high. As the US learned over the prior decade, it is difficult to control a shadow banking system unless you raise 
the cost of money for everyone. 
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New bank RMB 
loans 

Is a faster rate of RMB appreciation in the cards? 
Zhou Xiaochuan. governor of the People's Bank of China. 
April 19, 2011: "Foreign exchange reserves have exceeded 
our country's rational demand and too much accumulation has 
caused excessive liquidity in our markets, adding to the 
pressure of the central bank's sterilization" 

Premier Wen Jiabao, at a meeting last week of the State 
Council. listed "strengthening the flexibility" of China's 
exchange rate as one of several tools the govenunent should 
better use to control prices 

Xia Bin, a member of the monetary policy committee of the 
central bank, said that S1 trillion U.S. dollars would be 
sufficient (compared to current holdings of almost $2 trillion) 

Conclusion: corporate profits are not immune from the macroeconomic cycle
US and European profits benefited from the re-ignition of corporate and consumer demand, and from a collapse in labor 
costs, without suffering what would usually be a linkage between them. The lack of linkage is the consequence of policy 
stimulus. We expect profits to continue to rise (at a slower pace than in 2009/2010). However, fiscal and monetary 
crutches deployed in the developed and developing world are likely to prevent markets from assigning much permanence 
to them. That's why we expect P-E ratios to remain range-bound for the foreseeable future, with equity market gains 
linked to profits growth only. 

Our greatest concern: an abandonment of the Bretton Woods II system in place for the last decade. This is the most 
challenging aspect of the global economy; most of us have never seen anything like it before. Brad Setser and his 
colleague Nouriel Roubini predicted the collapse of Bretton Woods II in 2004 [b], when Setser described its collapse as 
"almost certain" by 2010. Yet here we are, with Chinese reserves accumulation still on the rise in 2010. What might 
happen to their government bonds? Let's assume an eventual RMB appreciation of 30% against the dollar [c], applied to 
China's current holdings of —$2.3 trillion in Treasuries, Agencies and European government bonds. China's FX losses 
would be —12% of GDP. That's a risk China appears willing to take in exchange for export supremacy, industrialization, 
non-chaotic urbanization and job growth. As shown in the chart, China has a history of accepting heavy costs in the 
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pursuit of goals seen as being in its long term interest, whether these goals turn out well (e.g., using banks to jump start 
industrialization in the 1990s and paying the cost later), or not (e.g., Great Leap Forward, Cultural Revolution). But now 
it's not just about FX losses: with rising Chinese inflation and concerns about US long-term solvency, the total risks of 
Bretton Woods II are growing for China. We are all trying to figure out what comes next. 

Potential FX losses on China's accumulation of Treasuries 
and Agencies. in historical context, Percent of GDP 
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[a] The title is also a reference to an unfortunate hairline fracture endured by Mary Erdoes, our fearless leader and the head 
of JP Morgan's Asset Management business. Please join me in wishing Mary a speedy recovery. Does Chanel make 
crutches? 

[b] Bretton Woods I ended in the early 1970s when US deficit financing prompted European governments to redeem their 
dollars for gold en masse. Nixon closed the gold window for good in 1971, ending convertibility between dollars and gold. 

[c] A 2010 paper from the Petersen Institute for International Economics estimates that the RMB is undervalued by 30%. 

Sources and Notes on the chart showing potential losses on China's FX reserves 
Sources for the chart, in addition to our own calculations: US Treasury (Chinese holdings of Treasury bonds), Barclays 
(Chinese Treasury purchases executed through the UK), Council on Foreign Relations (Chinese holdings of US Agencies), 
Wesleyan University (1999 cost of banking crisis), China Bureau of Statistics (China growth rates during the 1960's), 
Petersen Institute for International Economics (estimate of RMB under-valuation using Balassa-Samuelson measures) and 
China Daily (Chinese holdings of European government bonds). Note that our estimate of potential FX losses are no 
longer rising, as the pace of reserve accumulation has tracked increases in nominal GDP since 2007. 

Appendix I: US capitalization and sector valuations 
We currently have a preference for large cap over small cap, and for growth over value. The first chart shows the premium 
paid for small cap over large cap. The second chart takes a look at a cross section of institutional ownership4 of different 
sectors, and their relative valuations. Sectors related to technology are attractively priced and under-owned (brown dots), 
which is part of the reason for our large cap growth focus at the current time. 
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Relative value favors large cap after the rally 
Russell 1000 and 2000 141E ratios 
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The material contained herein is intended as a general market commentary. Opinions expressed herein are thaw of Michael Cembalest and may differ from those of 
other. Morgan employees and affiliates. This information in no way constitutes. Morgan research and. hould not be treated as such. Further: the views expressed 
herein may differ from that contained in. Morgan research reports. The above summary/prices/quotesistatistics have been obtained from sources deemed to be 
reliable, but we do not guarantee their accuracy or completeness, any yield referenced is indicative and subject to change. Past performance is not a guarantee of future 
results. References to the performance or character of bur portfolios generally refer to our Balanced Mode! Portfolios constructed by. Morgan. It is a proxy for 
client performance and may not represent actual transactions or investments in client accounts. The model portfolio can be implemented across brokerage or managed 
accounts depending on the unique objectives of each client and is serviced through distinct legal entities licensed fors cific activities. Bank trust and investment 
management services are provided by. Morgan Chase Bank  and its affiliates. Securities are offered through. Morgan Securities LLC (JPAIS), Member 
NYSE, FINRA and SIPC. Securities products purchased or sold through JPAIS are not insured by the Federal Deposit Insurance Corporation ("FDIC,: are not deposits 
or other obligations of its bank or thrift affiliates and are not guaranteed by its bank or thrift affiliates and are. ubject to investment risky, including possible loss of the 
principal invested. Not all investment ideas referenced are. uitable for all investors. Speak with yourM Morgan Representative concerning your personal situation. 
This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Private Investments may engage in leveraging and other 
speculative practices that may increase the risk of investment loss. can be highly illiquid, are not required to provide periodic pricing or valuations to investors and may 
involve complex tax structures and delays in distributing important tax information. Thpically such investment ideas can only be offered to suitable investors through a 
confidential offering memorandum which fully describes all terms. conditions, and risks. 

IRS Circular 230 Disclosure: JPMorgan Chase & Co. and its affiliates do not provide tax advice. Accordingl)% any discussion of U.S. tax matters contained herein 
(including any attachments) is not intended or written to be used, and cannot be used, in connection with the promotion, marketing or recommendation by anyone 
unaffiliated with JPMorgan Chase & Co. of any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties. Note that. Morgan is not a 
licensed insurance provider ti ?011 JPMorgan Chase & Co 

This email is confidential and subject to important disclaimers and conditions including on offers for the 
purchase or sale of securities, accuracy and completeness of information, viruses, confidentiality, legal privilege, 
and legal entity disclaimers, available at 
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