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Semiconductors is one of the sectors 
that appears to be faring worse in the 
current global macro economic slow-
down. Equity prices in this sector 
have been in a funk since the sum-
mer of 2011. I would point to three 
key drivers of the weakness in the 
semi sector: a correction of excess 
component inventory, weak end-
demand and year-over-year decline 
in semiconductor unit prices.  
 
Inventory Correction: Semiconduc-
tor inventories held by the electronics 
supply chain were very lean. As pro-
duction forecasts ramped up from 
March 2009 through March 2011, 
delivery times of semiconductor com-
ponents became extended. Conse-
quently, the companies in the elec-
tronics industries became concerned 
about component availability and 
their ability to manufacture. However, 
once the pace of the recovery slowed 
in early 2011, electronics manufactur-
ers cut forecasts to the semi industry 
as they began to work down excess 
inventory levels. Our internal analysis 
suggests this inventory correction 
was about a 5% headwind to semi 
conductor sector growth from 1Q11 
through 1Q12. 
 
Weak End-Demand: The computing, 
handset and consumer electronics 
end-markets drive around 75% of 
semi sector sales. These end-
markets have been weak in 2012, 
with sales of PC’s and consumer 
electronics down and sales of the 
overall handset end-market just flat-

tish. Within handsets, smart-phones 
have continued to provide a positive 
tailwind for some semiconductor 
companies. Sales of the communica-
tions equipment market (roughly 5%-
10% of total sector sales) have 
stalled due to tight capital expendi-
ture spending by carriers, corpora-
tions and public institutions world-
wide. Lastly, the global Purchasing 
Manager’s Index (PMI) data corre-
lates relatively well with semi sales to 
the broad-based industrial and auto-
motive end-markets. Unfortunately, 
the global PMI below 50 for the last 
four months signals that global manu-
facturing is in contraction. The PMI’s 
of the eurozone and China have 
been below 50 for about one year.  
 
Pricing: With the slowdown in semi 
unit shipments in the second half of 
2011, it appears that semiconductor 
companies became more price ag-
gressive. While this may have helped 
some companies to gain share and 
drive sales, for the sector overall, it 
resulted in around a -5% year over 
year (YoY) decline in sector pricing in 
3Q12. 
 
Looking forward, I expect that a 
weak macro backdrop will contin-
ue to be a headwind for the semi 
conductor sector. However, inven-
tories are not excessive and the 
semi sector may see several quar-
ters of accelerated growth once 
the macro environment in the key 
geographic regions stabilizes and 
begins to improve. 

By: Dave Egan 
Senior Technology Analyst 



After leading the U.S. out of the Great Reces-
sion, the manufacturing sector has recently be-
gun to show signs of sputtering. Uncertainty 
surrounding the election and fiscal cliff in the 
U.S., decelerating growth in China and a per-
petually weak Europe have led to a soft patch in 
the third quarter. This global hiccup has caused 
some U.S. companies to catch a cold, most 
notably those in heavy machinery, transporta-
tion, metals and mining, and general industrials. 
One area that has been able to buck this recent 
trend however, has been the U.S. housing sec-
tor which capped off a string of better than ex-
pected data points with a four year high 872,000 
new home starts in September. Consequently, 
many are wondering: Can housing save the 
U.S. economy? 
 
As of 2011, manufacturing accounted for 12.2% 

of U.S. gross domestic product (GDP), indicat-
ing that the recent 2% deceleration in industrial 
production would deduct 0.25% from GDP 
growth should this trend continue. At its project-
ed growth rate of 20% next year, residential 
fixed investment alone would add as much as 
0.5% growth, even though it is only 2.5% of 
GDP. Of course, strength in the housing sector 
not only impacts fixed residential investment, 
but can also spur commerce in building prod-
ucts, financial services, consumer electronics, 
etc. This “housing multiplier” is difficult to esti-
mate, but it certainly would be additive. 
 

Even with a recovery underway, construction 
industry employment of just over 9 million work-
ers is down 2% YoY and remains well below 
peak and “normal” levels as non residential con-
struction spending has yet to match the recov-
ery in residential. In past cycles, non residential 
has lagged residential by 10-15 months, sug-
gesting that a turn-around is likely in 2013. Re-
cent readings above the 50 level in the Architec-
ture Billings Index (ABI), a leading indicator, 
support this. A return to more normal levels of 
construction spending and employment (10.5 
million workers) over the next few years could 
mean as much as a 1% improvement in the 
unemployment rate. Manufacturing employment 
would have to drop to its lows of the recession 
to offset such a recovery, something that seems 
unlikely given the natural gas driven cost ad-
vantage now available in the U.S.  

Home prices, a driver of consumer confidence 
and demand in housing related industries like 
home improvement, are tracking up over 3% 
year to date and continuing to rise. Combined 
with direct investment and employment in the 
housing industry, increasing prices support con-
sumer confidence and more general personal 
expenditures. Accelerating residential fixed in-
vestment and personal consumption have thus 
far been able to offset weakness in manufactur-
ing. Given the abnormally low base that the 
housing sector is recovering from, these posi-
tive effects should continue into 2013. 

Can Housing Save the U.S. Economy? 

By: Stephen Sheehan  

Associate Analyst  
Equity Research  

NOTE: In the last 50 years, GDP 
growth has never dipped below 
2% when residential investment 
contributes at least 0.25%.  

Source: Columbia Management Investment Advisers, LLC 



When Federal Reserve (Fed) officials say 
they are working to support the recovery, 
they are not focused on economic growth 
per se. Rather, the goal of monetary policy 
should be thought of as closing “gaps”: re-
ducing the gap between the unemployment 
rate and its structural rate (the “unemploy-
ment gap”), or reducing the gap between 
GDP and the economy’s productive poten-
tial (the “output gap”). Growth and gaps are 
of course closely related: gaps close when 
growth is above its normal or potential rate, 
and gaps widen when growth falls below its 
potential rate. Growth matters, but only rela-
tive to potential growth. 
 
This relationship more or less explains Fed 
officials’ frustration with the recovery to 
date. Since the economy bottomed, GDP 
growth has averaged only 2.2%. However, 
according to surveys taken at every other 
Federal Open Market Committee (FOMC) 
meeting, Fed officials think the economy’s 
potential growth rate is between 2.2% and 
3%. Therefore, if the recovery were to con-
tinue at its subdued pace, policymakers 
believe that growth would not exceed its 
potential and they would not make progress 
reducing the unemployment and output 
gaps. 
 
The problem with a gaps-based approach to 
policy is that potential growth and the output 
gap are just theoretical variables—they are 
not directly observable in the economy. As 
a result, policymakers do not know in real 
time whether growth is above or below po-
tential, and/or whether the output gap is 
shrinking or expanding. We agree that con-
cepts like the output gap are important for 
understanding the state of the economy. 
But we prefer a simple and pragmatic ap-
proach to get around the measurement 
problem: we search for indicators that 
should be correlated with the theoretical 

output gap and track how they are changing 
over time. Interestingly, despite historically 
low GDP growth, virtually all of our observa-
ble proxies suggest the output gap is steadi-
ly shrinking. 
 
We track seven economic indicators which 
should be correlated with the true output 
gap: the unemployment rate; a measure of 
the employment-to-population ratio; the ca-
pacity utilization rate; the net percent of 
households that see better than normal 
business conditions; the net percent of 
households that see jobs as plentiful rather 
than hard to get; the share of firms that say 
finding high-quality labor is their most im-
portant problem; and the share of firms that 
say poor sales is their most important prob-
lem.  
 
For each indicator except the employment-
to-population ratio we simply calculate a 
normalized score (we subtract the series’ 
historical mean and divide by its standard 
deviation). Our measure of the employment-
to-population ratio is the residual from a 
regression of the employment-to-population 
ratio for persons ages 25 to 54 on a con-
stant and the female share of the workforce. 
This measure helps account for structural 
changes in the labor market over time. Nor-
malized scores for these seven indicators 
are shown in the chart on the following 
page. 
 
 
 
 
 
 
 
 
 
 

(Continued on page 4) 

The Incredible Shrinking Output Gap 

By: Zach Pandl 
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We would make a few observations about 
these data: 
 
First, by and large the output gap proxies 
are significantly less negative than they 
were in 2009. The capacity utilization meas-
ure has narrowed rapidly, and the others at 
a gradual pace.  
 
Second, the shrinking unemployment gap 
does not look like an outlier. Many analysts 
and some Fed officials have argued that the 
decline in the unemployment rate does not 
signal reduced economic slack because it 
reflects falling labor force participation ra-
ther than strong job growth. But it is difficult 
to apply this argument to our other 
measures, four of which are based on sur-
veys that should be less sensitive to data 
peculiarities.  
 
Third, the employment-to-population ratio 
shows much less improvement than the six 
other indicators. This probably contains an 
important message about underemployment 
and cyclical weakness in labor force partici-
pation. However, we think it would be incor-

rect to focus on the employment-to-
population ratio alone, not least because we 
know it can be affected by secular trends. 
The truth is likely somewhere in the middle: 
a smaller narrowing of the output gap than 
implied by capacity utilization, but a larger 
narrowing than implied by the employment-
to-population ratio. 
 
We can go one step further and use these 
indicators to estimate an implied output gap 
and implied potential GDP growth. Based 
on the common component of our proxy 
variables, we estimate that the output gap 
today is around -4.5%1. This compares to 
an output gap of -7.5% at the worst point of 
the recession, and a current output gap esti-
mated by the Congressional Budget Office 
(CBO) of -5.8%. For potential GDP growth, 
we compare changes in all of the proxy indi-
cators to actual GDP growth. We estimate 
that potential GDP growth has fallen, at 
least temporarily, to about 1.75%2. This is 
down from about 2.5% prior to the reces-
sion. 
 
 

(Continued from page 3) 

1For Fed policy, low potential GDP 
growth, if sustained, would mean that 
“gaps” could close faster than ex-
pected. The output gap and unem-
ployment gap shrink when GDP 
growth is above its potential. Lower 
potential growth implies a lower hur-
dle rate, and a quicker decline in 
spare capacity for any given rate of 
overall economic growth. 
 
2First principal component regressed 
on CBO estimate of output gap. State 
space model of changes in gap varia-
bles on GDP growth. Equations esti-
mated with time-varying intercept; 
potential GDP growth equals intercept 
divided by slope coefficient times 
negative one. 



The Establishment Survey of businesses 
showed that Nonfarm Payrolls rose a sur-
prising 171,000 in October, with private pay-
rolls up 184,000 and total government pay-
rolls falling 13,000. Even better, upward 
revisions of 84,000 to prior months added to 
the overall good tone. Stronger areas in-
cluded manufacturing, professional/
business services, retail and—at long last—
construction. The long-awaited uptick in 
construction jobs from the budding recovery 
in housing is apparent. With residential con-
struction spending up 20% in the last year, 

gains in hiring have lagged so far. But 
steadier gains appear in the offing particu-
larly as post-hurricane reconstruction efforts 
take hold in future months. Seasonal holi-
day hiring started early with retail gains well 
ahead of consensus. Healthcare and leisure 
sectors remain steady contributors. Since 
the recovery began periodic bursts of job 
growth have been seen in fall and winter 
months, only to be followed by much weak-
er gains in spring and summer. Based on 
the calendar, gains near the high end of 
recent ranges (100,000 – 150,000) appear 
sustainable, at least for the next few 
months. There was little impact from Hurri-
cane Sandy on today’s labor market data—

but there will be significant impacts in No-
vember particularly on hours and workweek. 
The Household Survey showed the October 
unemployment rate ticked up to 7.9% from 
7.8%. The increase was driven by a rise of 
578,000 in the labor force from an uptick in 
the participation rate to 63.8% (from 
63.6%). Of those, about 400,000 found em-
ployment while 170,000 people entered the 
labor force without a job in hand 
(unemployed). While the monthly swings 
can be large, the unemployment rate has 
dropped only 0.2% in the last six months 

and only 0.4% year to-date. While the news 
on job gains was solid, the news on hours 
worked and wages was not. Average hourly 
earnings for all private employees was flat 
in October and up only 1.6% YoY—the 
slowest rate so far in the recovery and lag-
ging inflation. The private sector workweek 
was flat at 34.4 hours. As a result, Aggre-
gate Weekly Payrolls (which incorporates 
job gains, hours, and earnings) rose a slight 
0.1% and is up only 2.3%. This is consid-
ered a quality measure for the overall em-
ployment report and recent gains are the 
weakest since the recovery began. Payroll 
gains in lower wage industries are outpac-
ing those in higher wage industries—one 

(Continued on page 6) 

Job Gains Improve — Wages, Not So Much 

By: Marie Schofield 
Chief Economist 

Source: The Establishment Survey of businesses  
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reason why personal income measures are 
weak. Overall, increases in participation and 
the breadth of gains are encouraging, but 
flat workweek and weak average hourly 
earnings detract. The takeaway is that while 
the labor market is not as weak as believed 
last summer, it is also not strong. This won’t 
change the calculus for the Fed or alter their 
stance despite the gradual improvement—
they are hoping for much more substantial 
gains. 
 
In a separate report, The Institute for Supply 
Management’s Purchasing Managers’ Index 
for Manufacturing came in at 51.7 for Octo-
ber, a touch higher than September. Recall 
readings seen in summer indicated the 
manufacturing sector appeared to be 
stalling just below the 50 mark. The im-
portant three-month moving average edged 
up to 50.9 from 50.3. New orders increased 
to its strongest level since May and produc-
tion expanded after two months of contrac-
tion. Exports, imports and backlogs remain 
weak. Of the 18 industries, eight reported 
growth (led by petroleum/coal, furniture, 
apparel and paper) and eight reported con-

traction (in order, primary metals, wood 
products, machinery and fabricated metals). 
Comments indicated conditions remained 
soft with continuing concerns about the fra-
gility of the global recovery. 

(Continued from page 5) 
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Bonds Yield Yield Chg Yield Chg Yield Chg Yield Chg

U.S.  2-year 0.28 0.30 -0.02 0.23 0.05 0.24 0.04 0.23 0.06

U.S. 10-year 1.71 1.75 -0.03 1.62 0.09 1.88 -0.16 1.99 -0.27

Barclays U.S. Aggregate 1.73 1.73 0.00 1.57 0.16 2.24 -0.51 2.31 -0.58

Barclays U.S. Agg Corporate 2.69 2.70 -0.01 2.76 -0.07 3.74 -1.05 3.57 -0.88

BofA Merrill Lynch High Yield Master ll Index 7.03 6.91 0.11 7.12 -0.09 8.54 -1.52 8.65 -1.62

AAA Muni 10-year 2.05 2.05 0.00 2.04 0.01 2.28 -0.23 2.58 -0.53

Equity Indices Price Price TR Chg Price TR Chg Price TR Chg Price TR Chg

S&P 500 Index 1,414.2 1,411.9 0.2% 1,445.8 -2.1% 1,257.6 14.5% 1,237.9 16.8%

Russell 1000 Grow th Index 652.0 650.2 0.3% 671.9 -2.9% 580.9 13.7% 578.7 14.5%

Russell 1000 Value Index 707.5 704.9 0.4% 714.1 -0.8% 626.1 15.4% 611.2 18.8%

Russell 2000 Grow th Index 463.7 463.8 0.0% 483.1 -3.9% 425.0 9.8% 424.5 10.1%

Russell 2000 Value Index 1,083.8 1,080.8 0.3% 1,108.5 -2.1% 979.3 12.6% 959.8 15.4%

MSCI EAFE Index 1,531.0 1,521.0 0.7% 1,524.9 0.5% 1,412.6 11.8% 1,451.3 9.3%

MSCI EM Index 1,004.7 990.7 1.4% 1,006.2 0.0% 916.4 12.4% 977.1 5.7%

Commodities Price Price % Chg Price % Chg Price % Chg Price % Chg

Gold 1,678.1 1,711.3 -1.9% 1,774.7 -5.4% 1,563.7 7.3% 1,738.6 -3.5%

Crude Oil 84.9 86.3 -1.6% 91.9 -7.7% 98.8 -14.1% 92.5 -8.3%

U.S. Dollar Price Price % Chg Price % Chg Price % Chg Price % Chg

U.S. Dollar Index 80.6 80.1 0.7% 79.7 1.1% 80.2 0.5% 77.0 4.6%

Week Ago Month Ago Year AgoYTD

Weekly Market Summary as of 11/02/12


