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Overview
Over the past month much of the macro economic data coming out
of the US has been unexpectedly bad. Additionally, the advent of
slower monthly asset purchases by the US Federal Reserves, i.e.,
tapering, has led to fears that Emerging Market (EM) economies
would be adversely impacted by a subsequent exodus of direct foreign investment. These fears were manifested by a sharp increase
in EM currency volatility. Finally, macro economic data coming
from China was disappointing and led to a resurgence of fears that
China is heading for a credit bubble crisis. All of these factors combined to push US and World Equity markets to a 6% year to date
loss by early February while EM equities fell by 8% (Chart #1).
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CHARTS 2-3. This month’s
commentary will focus on:
1.Evidence that the recent, poor
US macro data was anomalous
and not indicative of the future
growth potential of the US economy; 2. US market valuations
using our own methodology as
well as examining the Schiller
Cyclically Adjusted P/E ratio
(CAPE); and, 3. A review of
some our technical market
indicators.
Last week’s initial unemployment claims four week moving
average measured on a year
over year % change basis fell
back to its normal, three year
range of -5.0% to -10.0% as
shown in Chart #2. This is
important as initial claims are a
high frequency (weekly) leading
indicator of the labor markets,
financial conditions and risky
assets. This lower unemployment trend was corroborated
by the continued decline in
Challenger & Grey and BLS
discharge measures which both
reside on their exponentially
weighted trend line, Chart #3.
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CHARTS 4-5. The impact on
financial conditions can be
illustrated by credit spreads.
As shown on Chart #4 the High
Yield spread over Treasuries is
near a 25 year low and is clearly
correlated with the decline in
initial unemployment claims.
Were the spread to widen in any
significant way it would likely be
followed by a surge in claims
and would be a clear indicator
that this business cycle is nearing an end. The relationship
of initial claims to risky assets
is best illustrated using the
S&P500. As can be seen in
Chart #5 in which the inverse of
initial claims is compared to the
S&P500 on a log scale the correlation is very tight. The initial
claims data along with narrow
credit spreads and a rising
equity market clearly indicate
that the recent poor economic
numbers are not indicative of
the economy’s true potential.
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CHARTS 6-7. As a way of corroborating this optimistic
interpretation of the initial
claims we have reviewed the
relationship between the
weekly National Financial
Conditions Index as constructed
by the Chicago Fed and Real
GDP, Chart #6. This index
is designed to average zero.
Whenever it falls below zero it
is indicative of easier financial
conditions. As can be seen
on the chart the index, in red
and inverted, is at one of its
lowest levels on record and
correlates very well with Real
GDP. It is also clear that the
index had been relatively unaffected by the poor macro data
that sent the market down in
early February. The current
level of the National Financial
Conditions Index is consistent
with Real GDP growth on a
year/year basis of ~3.15% as
shown in the scatter graph on
Chart #7.
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CHARTS 8-10 Further evidence

8

In contrast to the National
Financial Conditions Index, the
Kansas Fed weekly Financial
Stress index, the orange line
in Chart #10, did show a short
term increase in systemic stress
as did the daily 2 year swap
spread (green dashed line).
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that the recent poor macro data
was a weather related anomaly
is shown by how little the Index
was influenced by GEM currency volatility, Chart #8 and the
collapse in the ISM New Orders
survey, Chart #9.
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CHARTS 11-13. Both indicators

quickly retreated and remain
near historically low levels.
Chart #11 shows the 10 year
US Treasury yield in orange. If
the poor macro data was really
indicating a downturn in the
economy then it would have
declined. Instead it remains
closer to 3% than 2% indicating that the markets are more
inclined to view the economy
growing over the next year.
Our basic model of the equity
market’s valuation is the forward
earnings yield premium over the
10 year treasury as represented
by the blue line in Chart #12.
As can be seen it remains one
standard deviation above its 29
year mean despite the recent
rise in the market and in rates.
Additionally, this yield premium
over treasuries is unusually
high for such a low level of the
Financial Stress Index, the red
dashed line. The reason for
the higher premium could be
partially explained by the poor
earnings revision momentum of
-13.0% shown on Chart #13.
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CHARTS 14-15. The longer term

outlook for earnings, however,
remains robust as shown on
Chart #14. In this chart we can
see that the National Income
Profits Account (NIPA) correlates very closely with the
S&P500 forward earnings estimates and has historically led
those estimates by about three
quarters. Although the most recent data for NIPA is only for the
3Q2013 it did reached another
record high. With a correlation
of 92% and a three quarter lead
it is giving a very positive signal
for future earnings.
Another indicator that the market remains relatively inexpensive is given by our model
of the market’s earnings yield
premium over treasuries using the Output Gap, ISM New
Orders and the Financial Stress
Index. This model is represented by the yellow line in Chart
#15 and is indicating that the
market is about 27.0% cheap to
the model.
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CHARTS 16-17. Another measure

often quoted as a more realistic
view of the market’s valuation
is the Cyclically Adjusted Price
Earnings(CAPE) ratio developed
by Robert Shiller. Many market
observers use this measure to
argue that equities are expensive
on an historical basis. Clearly,
as shown in Chart #16, the current CAPE is well above its long
term average. This, however,
is only part of the story. As can
be seen on Chart#17, when this
Shiller P/E is used to determine
the market’s earnings yield relative to the 10 year Treasury (blue
line) as we did in Chart #12, equities are still about ½ a standard
deviation cheap relative to its long
term historical mean relationship.
Furthermore, when compared to
the financial stress index, the red
dashed line, the premium is much
higher than its historical relationship would warrant. It is clear that
US equities remain inexpensive
on a relative basis and for that
to change would require a sharp
rise in equity prices; a rapid rise in
interest rates; a fall in earnings; or,
some combination of these variables. As we see it, if rates were
to rise gradually it will be because
of stronger economic growth which
should be a boost to earnings.
With excess slack remaining in the
economy and labor markets (U6
remains high despite the lower
unemployment rate), corporate
margins will remain robust and the
Fed is unlikely to begin a tightening
cycle until after 2015.
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CHARTS 18-19. A final word about the anomalous nature of the recent poor economic data. If the data
were truly signaling an economic slowdown than the cyclically sensitive sectors would have reacted
negatively but, as can be seen in Chart #18, the relative forward P/E of the US capital goods equity
index barely budged. Furthermore, the relative performance of the technology sector, Chart #19,
actually rose.
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CHARTS 20-23. Finally, the various sentiment and technical indicators that we follow, Charts #20-23,
are all currently sitting in neutral territory with two of them, Individual Sentiment and Investment
Advisor Bullishness, edging towards bearish territory.
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22
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In conclusion, we feel that the recent spate (initial claims notwithstanding) of poor economic news is
not a reflection of the US economy’s real strength and that our lead indicators and models still score
the US equity markets as inexpensive. We remain committed to the various themes outlined in prior
publications but believe that cyclicals, and technology in particular, remain very attractive at this stage
of the economic cycle.
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