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Overview

Our comments this month will focus on the question of whether or
not the Fed’s Quantitative Easing is creating an asset bubble or
helping the real economy get through a period of collapsing monetary velocity. Secondly, we’ll look at the growing body of evidence
which supports our positive stance on the cyclical sectors and, in
particular, capital goods producers.

CHARTS 1-2. Looking at some of the evidence that QE has benefited
the economy starts with October’s payroll numbers which surprised
to the upside, were at their 12 month average, above the postrecession average and had the prior two months upwardly adjusted
by 60,000, Chart #1. Our proxy for national income, hours worked
times real wages paid, Chart #2, reached a new all-time high.
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CHART 3. Weekly initial
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CHART 4-5. Real retail sales,
Chart #4, are running above
their long term average. All of
these very positive economic
trends are occurring in spite of
the re-imposition of the payroll
tax, an increase in the top marginal tax rate, a government
shutdown and the most severe
cut back in government spending since 1950, Chart #5.
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unemployment claims, a high
frequency leading indicator,
continue to trend down and
are near cycle lows, Chart #3.
Furthermore, the Fed’s Senior
Loan Officer Survey, the orange
line in the chart, remains in
negative territory indicating that
banks continue to ease credit
standards. This correlates very
well with future strong employment growth.
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CHART 6-9. There are other indicators which support the notion of a future stronger economy. For

example, the Chicago National Financial Conditions Index, red line Chart #6, is near its easiest level
on record. This correlates very well with year over year RGDP growth and is consistent with 2.9% as
shown in the scatter graph in Chart #7. The Kansas Fed Financial Stress Index, shown in Chart #8, a
measure of non-economic systemic risk, is at one of the lowest levels since the history of the series.
At its current level it correlates to RGDP growth of ~3.6% as shown on Chart #9.
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CHART 10. It is clear that the Fed’s actions with Quantitative Easing have helped steer clear of the double
dip recession experienced by the Eurozone when rates were raised and monetary policy was tightened.
Many TV pundits have claimed that the recent rise in the US 10 year Treasury yield is bad for the economy and yet the economic data continues to be strong. The most likely explanation is that the bond market
is anticipating a stronger economy. In fact, over the past 16 months the Treasury yield rose from 1.4% to
2.75% and the S&P500 rose over 30%, Chart #10! Certainly this hasn’t been an indicator that rising long
rates have been harmful. The next question is whether the Fed’s actions have created an asset bubble in
equities. We don’t believe it has.
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CHART 11-13. The first thing

we look at is the earnings
yield of the market relative to
the 10 year Treasury bond, as
represented by the blue line in
Chart #11. There are a couple
of important observations to
make here. First, the market’s
earnings yield premium over the
Treasury remains one standard
deviation above its 30 year
mean. Secondly, this premium
is also far above what it historically has been when financial
stresses have been this low (red
dashed line). One would expect
that during periods of high financial stress the premium would
spike up as it did in 2002 and
2009 but then return to average or below average levels
when stresses abate as they
now have. To determine what
the premium should be given
the current level of economic
spare capacity (output gap)
and narrow credit spreads(easy
credit conditions) we modeled
for it using those variables
and, as shown on Chart #12,
it would imply a forward P/E of
17.25x versus today’s 14.8x
and imply a market upside of
~14%. Another way of viewing
the market’s value is by looking
at the market’s forward earnings and the market index after
inflation. You can see in Chart
#13 that earnings, the blue
dashed line, has hit a record
high after inflation but that the
inflation adjusted S&P500, red
line, remains below the peaks of
2002 and 2008.
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CHART 14-15. Given the above, along with other indicators that we follow, we don’t see an asset

bubble in equities. A bubble could certainly form if earnings were to deteriorate and/or interest rates
were to spike unexpectedly and without cause. In the meantime, however, any rise in rates will be a
reflection of a stronger economy which, if it continues, should allow the Fed to remove the QE training
wheels without causing any harm to the markets.
One last word about the strong economic numbers and one of our core themes of being exposed to
the corporate spend cycle and the cyclical sector. The US has had a series of five months of strong
ISM numbers, the best in over 31 months, and which bode very well for capital expenditures and capital goods stocks. You can see on Chart #14 that the recent strength in the ISM New Orders Survey,
blue line, correlates very well with the annual growth in capital expenditures and is currently implying
a 9.5% year over year growth rate. More importantly, this strongly implies a consistent, long term rerating of capital goods stocks. In Chart #15 the yellow line represents the forward P/E ratio relative to
the S&P500 of the capital goods sector and the blue line is the ISM New Orders Index 3 month moving average. We are probably entering a period like the 2002-2008 time frame when the capital goods
industry outperformed the market for most of that time frame. Accordingly, we remain bullish on the
cyclical sector and in particular those industries exposed to the pick-up in corporate spending.
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