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Benjamin T Solomon

From: Constant Contact <support@constantcontact.com>

Sent: Tuesday, December 21, 2010 7:02 AM

To: benjamin.t.solomon@quantumrisk.com

Subject: Your email New Normal? Whats That? has been sent

Having trouble viewing this email? Click here 

  

 

Dear Benjamin Solomon, 

  

Your email, named December 20 2010 New Normal? Whats That?, was sent on 12/21/2010 around 9:02 

AM EST. 

  

Below is a copy of the HTML version your contacts received. Don't forget, you can easily monitor the 

effectiveness of your email with real-time metrics and stats. Log in to your Constant Contact account 

and visit the Reports area under the Emails tab. 

  
 

  

Subject: New Normal? Whats That?  

 
Having trouble viewing this email? Click here 
You're receiving this email via a prior contact with Benjamin Solomon, a friend/colleague's referral to QuantumRisk LLC or a 
common interest in loss mitigation and/or RMBS/CMBS deals. With an easy single click, please confirm your continued interest in 
receiving email from us. If you are not interested please accept my sincere apologies, and unsubscribe below.  
  
You may unsubscribe if you no longer wish to receive our emails. 
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Institute for Advanced 
Studies in the Space, 
Propulsion and Energy 
Sciences (IASSPES)  

  
Our Goal: 

To accelerate human 
achievement in the 

space, propulsion and energy 

  

Dear Benjamin Solomon,  

 

We wish all our readers a very Merry Christmas, Happy Holidays & a 
very Happy New Year. 
  
Many economist (PIMCO, JPMorgan Chase) are now reporting that 
the economy will grow by at least 3% in 4Q 2011. 
 
In this month's newsletter we take a look at historical quarterly GDP 
growth to determine whether this is realistic and what we could learn 
from all this.  
  
We will use politically neutral time series analysis and transitions 
matrices to infer what the economy is capable of achieving all by 

 

PIMCO Chief Executive 
Officer Mohammed El-

Erian  

   



2

sciences in the civilian sector. 

  

IASSPES is a 501c(3) non-
profit. All donations 

welcomed. 
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Bad FICO, Good FICO 

itself, and that would form the base line of further inferences. 
  
This analysis would suggest that there is no 'new normal'.  

 

Reporting GDP Growth      

   
  
Craig Brown in Seeking Alpha cautioned how 
one calculates & interprets GDP growth. For 
example, in the US annualized quarterly GDP is 
multiplied by 4 (4xQ GDP). This makes the 
annualized GDP much more volatile. While in 
UK it is the last 12-months. 
 
The US Annualized GDP (4xQ) is more volatile 
than the 12-month Annual GDP. For example, 
starting with a 2Q 2009 GDP at 12,860.8, and 4 
quarters of GDP growth of 1.23%, 0.92%, 

0.43% & 0.63%, the Annualized GDP growth is 2.5% (=4x0.63%) while the Annual GDP growth 
across 4 quarters is 1.98%. Similarly, starting with a 4Q 2007 GDP of 13339.2, and quarterly 
growths of 0.15%, -1.01%, -1.74% & -1.24%, the Annualized GDP growth is -4.96% while the 
Annual GDP growth is -3.80%. 
 
I prefer to use actual measurements, therefore my statistics will be Quarterly real GDP growth as 
reported by the Fed's GDPC96, and Annual real GDP based on the last 4 quarters of GDPC96. 
  
Borrowing some ideas from manufacturing process control, it is usually unadvisable to use a 
volatile metric to manage a process as it leads to the problem of over control. That is, more 
intervention than necessary leads to an unstable process that becomes even more difficult to 
control. The contemporary equivalent in economics is, are we in control i.e. expanding the 
economy or are over controlling, i.e. we printing money. This is not a question we can answer 
anytime soon. Only time will tell. 
  

 

Real Gross Domestic Product, 3 Decimal 
(GDPC96)  

 

Random Walk GDP Growth 

Lets look first at GDP as a time series whose 
change in Quarterly GDP is a random normal 
process. See Figure.  

Analyzing GDPC96 shows that the GDP 
growth can be modeled by the Normal 
distribution N(0.88%, 0.80%). 
 
Using this information to generate a Monte 
Carlo random walk to forecast GDP over the 
next 6 Quarters starting from 2Q 2010, provides 
a range of 4Q 2011 Annual GDP of between -
1.24% and 9.41%, with a mean Annual GDP 
of  3.48% and standard deviation of 1.62%. 

 

This is a surprise as a forecast Annual GDP of 3.48% suggest the possibility that both the PIMCO 
and the JPMorgan Chase model outcomes are not different from the random walk model.  
 
Further, the range of outcomes, -1.24% to 9.41%, shows that there is no such thing as 'new 
normal'. The concept of 'new normal' is derived from the concept of 'regime change', that the 
economy has substantially changed to a new level i.e. economic regime has changed, and therefore, 
the econometric models either need to be reworked or replaced. It is less about what the economy 

 

Probability Distribution of Quarterly GDP 
change (QuantumRisk LLC)  
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is doing and more about how existing models are able or not, to track the economy.  

 

Transition Matrix GDP Growth 

  
  
  
  
  
  
  
  
  

  
  
 
  
The GDP Transition Matrix (above) was constructed from the GDPC96 time series. Starting at a 
0.45% GDP growth (closest to 2Q 2010 of 0.43%), the transition matrix shows that the Quarterly 
GDP growth after 6 Quarters is most likely to be between 1.35% to 1.80% (5.4% to 7.20% 
Annualized). See Table below (not the complete table of results).  
  
GDP Growth 0.00% 0.45% 0.90% 1.35% 1.80% 2.25% 2.70% 3.15% 3.60%

Probability of Growth 3.90% 6.07% 12.15% 21.68% 16.76% 12.05% 6.25% 5.51% 3.33%

  
This is another surprise. The transition matrix shows that expected Quarterly GDP growth in 4Q 
2011 is 1.43%. This is 60% greater than PIMCO's forecast. The possibility of a Quarterly GDP 
growth of at least 0.9% (3.6% Annualized) is greater than 78%. That this method of estimating 
GDP growth is even more optimistic that PIMCO's or JPMorgan Chase's forecasts. Note, however 
that there is the 22% probability that this will not be realized. 
  

 

Quarterly GDP Transition Matrix (QuantumRisk LLC)  

 

 

Summary  

What does all this mean? The forecasting techniques used 
in this analyses are politically neutral as they are based 
strictly on historical data. This would imply: 

 

1. Per Bullard's comments, that it is now much more likely 
that QE2 will be substantially reduced in 2011. 

 

2. What is cause for concern is the possibility that modern 
econometric models are little different from random walk. 

 

3. Most importantly, if my 4Q 2011 forecast turns out to be correct (we will know in 1Q 2012) it 
would suggest that the economy recovers at its own rate irrespective of what our elected officials 
attempt to do or don't do.  

 

4. Similarly, if the so called 'massive' intervention was of a sufficient amount, it should have 
produce a GDP growth that should be significantly greater than that of a random walk. This does 
not appear to be the case suggesting that the 'massive' intervention was not massive enough.  

 

5. Arguably one could ask, should the government have intervened to save GM, AIG and the 
banking industry? Should not this intervention be the domain of the shareholders? And let market 
forces takeover. Yes, one could point to the potential phenomenal human costs had the 

 

Recovery accelerating  
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A Rational Approach to 
Unsystematic Risk, Re-
Thinking Modern 
Finance(2002)  

  
 

government not intervened; but even with intervention we have an extended unemployment of 
about 10%. Therefore, weakening the case for human costs of unemployment. 

 

Merry Christmas. 
 

 

About QuantumRisk LLC 

We are ex-employees of GMAC / Capmark / Goff Capital Partners (meet our team) and welcome 
all business queries (970-306-7656), comments & feedback. 

 
If you appreciate what you have read, please contact us and do forward this newsletter to friends & 
colleagues. 

QuantumRisk is a Registered Investment Advisor in the state of Colorado and a boutique financial advisory 
& management consulting firm that provides services to investment companies, dealers & 
underwriters, fund managers, major municipal issuer(s) and corporate clients (no retail clients). 

Sincerely, 
Benjamin Solomon, BSc, Dip OR, MAOR, MBS(Banking & Finance)  
Managing Principal  
QuantumRisk LLC 
Google Voice (970-306-7656) 

  

 

 

Disclaimer: QuantumRisk LLC is a Registered Investment Advisor (Colorado) and provides financial advisory & management consulting services. 
The opinions expressed in these articles are for informational/educational purposes, and are not to be taken as financial advise. These 
opinions are (1) based on data that is assumed to be correct, (2) therefore are subject to change without notice, (3) not intended to either negate 
or advocate any persons, entities, products, services or political positions and (4) not to be taken as investment advice. These opinions do not 
necessarily reflect the opinions of QuantumRisk LLC or its sponsors. QuantumRisk LLC does not provide legal opinions. 
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