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Overview
We will begin a review of this past month’s discussion about the
three “Black Swans” that have recently impacted the US and World
equity markets: 1) Yellen’s comments about Fed tightening; 2) fears
of a hard Chinese economic landing; and, 3) Putin’s annexation of
the Crimera and potential incursion into Eastern Ukraine. We will
conclude by examining valuation, risk metrics and technical indicators for the US equity markets.
Yellen’s comments that the Fed may begin a tightening process
six months after the end of tapering would imply an increase in the
Fed Funds target rate in April of 2015, much earlier than markets
had been anticipating prior to her speech. Looking back at the
past two Fed tightening cycles in Chart#1 it is interesting to see
that there are two major differences at this time which may well
temper the Fed’s desire to tighten so early.
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The first is that the broader
measure of unemployment
and underemployment, U6, as
represented by the blue line,
is much higher today than at
any time during the past two
Fed tightening cycles (red
dashed boxes). The second
is that today the Fed is faced
with the zero lower bound on
interest rates which wasn’t
the scenario in the prior two
cases. Additionally the rate of
inflation during the past two
tightening cycles was at or
above the Fed’s target, Chart
#2, whereas today it is 100
basis points below the target.
Finally, as shown in Chart #3,
the stock market had a short,
mild correction at the beginning
of the past two tightening cycles
and then continued on its prior
trend until the beginning of the
next recession (vertical blue
areas). Because of the above
mentioned factors it is unlikely
that the Fed will be as quick or
as aggressive as in the past two
cycles and we therefore doubt
that, when it does occur, it will
signal an early end to the current economic cycle.
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CHARTS 4-5. The fact that the Fed is cutting back on its purchase of bonds and even talking about
future tightening is because of the positive data pointing to a better US economic outlook. The four
week moving average of the weekly initial unemployment claims, a very good high frequency leading indicator, has recovered from bad weather related issues and returned to its -5% to -10% year/
year decline for this cycle, Chart #4. In Chart #5 you can see that February’s monthly payrolls, the
orange bar, was the highest in
three months but more inter4
esting was that the weather
related unemployment, the blue
bar, was one of the highest on
record. This implies that we
should see a strong bounce
back in payrolls over the next
several months as weather
improves.
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CHARTS 6-7. When the Fed has
pursued Quantitative Easing it
has done so by borrowing the
excess reserves from the commercial banking system, thus
reducing the ability of banks
to create loans. As the Fed
tapers its QE, as shown by the
orange line in Chart #6, it frees
up reserves for the banking
system to lend. You can see in
this chart the strong growth in
bank lending, as represented by
the blue bars, since the onset of
tapering.
Perhaps the least expensive
stimulus measures for the Fed
is an improvement in consumer
confidence. The Conference
Board’s Present Situation Index
last reading surpassed expectations and reached its highest
level for this cycle, Chart #7.
With initial jobless claims near
cycle lows; loan demand, bank
lending and consumer confidence near or at cycle highs it
is clear that the Fed believes
that the economy is sufficiently
strong to withstand a reduction
in Quantitative Easing.
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CHARTS 8-9. We have double checked the Fed’s optimism by examining US real GDP against the
Chicago Fed’s Economic Conditions Indicator where the coefficient of determination is about 57%,
Charts #8 and #9. The current level of Economic Conditions, the red dashed line, implies real GDP
growth of c. 3.1% for this year. Strengthening growth in the US economy and, as we’ll observe later,
globally, plays into our theme for the cyclical sector.
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CHARTS 10-11. Chart #10 shows

the relative forward P/E for the
capital goods sector compared
to industrial production (blue
line). Historically these two
series have moved together
more closely but, since the
recession, there has been
a disconnect caused, most
likely, by uncertainty over future
economic growth. Chart #11
demonstrates that the earnings
yield premium for the capital
goods sector remains nearly
one standard deviation cheap
on an historical basis and even
cheaper relative to risk measures (red dashed line) which
are currently near historic lows.
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CHARTS 12-14. The second

“Black Swan” that has spooked
the markets is the fear of a
hard economic landing in
China. It is well known that
China needs and wants to pivot
their economy away from a
capital intensive, infrastructure
focus towards a consumer
focus. The Chinese consumer
is only about 35% of Chinese
GDP where the average for
Emerging Economies is 45%
and the US is ~70%. Making
this transition is rarely easy and
usually leads to several years of
below trend growth. This was
highlighted when the HSBC
PMI Manufacturing surveys for
China came in below 50, an
area usually associated with
economic contraction, Chart
#12 yellow bars. It is interesting to note, however, that both
the Euro area and the US are
well above 50 which is considered expansionary. These
fears were exacerbated when
exports collapsed, Chart #13
and rail freight volumes hit a
twelve month low, Chart #14.
Although China could very well
be seeing GDP growth slipping
into the low 7% range, much
of this unsettling data could be
attributed to the Chinese New
Year…not unlike the US data
being adversely impacted by the
unusually cold winter.
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CHARTS 15-18. China does have the monetary and fiscal tools to prevent a hard economic adjustment.
The currency has been allowed to weaken to a 12 month low, Chart #15, as the Chinese economic
surprise index hits a multi-year low. The yield curve is steepening as the spread between the 2 year
and 10 year government bonds has widened, Chart #16. This wouldn’t be happening if the economy
were collapsing. If the banking system needs capital, China has foreign reserves equal to 50% of
GDP, Chart #17. Finally, the
leading economic indicators
15
for China put out by the US
the US Conference Board
have weakened but aren’t
indicating a collapse, Chart
#18 orange line.
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CHARTS 19-20. In the Crimea,

the third “Black Swan”, the Putin
invasion, has clearly spooked
the Russian equity markets,
Chart #19. They have clearly
underperformed the other BRIC
equity markets and are trading in the range of 5X forward
P/E! One of the major reasons
for this is that since 2009 there
has been a large flight of capital
out of Russia to the extent that
it now represents over 13% of
Russian GDP, Chart #20.
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CHARTS 21-24. In 2102 and 2013 over $60 billion was extracted and in just the first quarter of 2014

there has already been $70 billion pulled out! Both the Current Account Balance and GDP growth
in Russia are hovering around zero, Charts # 21 & #22. Historically the Russian Rouble has closely
tracked the price of Brent oil primarily because 15% of Russia’s GDP is energy related. Since 2010,
however, there has been a significant disconnect that would indicate that there are other structural
problems in their economy
Chart #23. Normally manufac21
turing should be around 20% of
GDP yet in recent years it has
fallen to just 15% while, at the
same time, it appears that their
infrastructure is in great need
of new investment. The collapse in their currency will lead
to accelerating inflation while
their crony capitalism and the
absence of the rule of law will
result in a shrinking economy.
To make matters worse, especially for the long run, they are
facing a strong demographic
headwind with a shrinking working age population, Chart #24.
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Putin and Russia remain, in our view, the true wild card of the three scenarios discussed above.
Putin appears immune to any negative economic consequences that may be caused by his behavior
and which may lead him to take further actions which could eventually cause some economic pain in
the Euro area.
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CHARTS 25-26. In turning to US market valuations using our usual metric of the forward earnings yield
spread over the BAA yield, Chart #25, we can see that the markets remain one standard deviation
cheap relative to the historic mean. Relative to financial risk metrics such as the Kansas City Fed
Index (red dashed line) the market’s yield spread is near historical widths. Although US equities
still appear slightly undervalued there is no doubt that there has been a strong rally since the end of
the recession. Yet, as shown
on Chart #26, the market has
25
merely followed the growth
in earnings and, by so doing,
demonstrates that it has NOT
formed a bubble as claimed
by some commentators but
is simply reflecting strong
fundamentals.
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CHARTS 27-28. Of the five technical indicators of the market’s
short term movement that we
follow, four are in neutral territory. Of the two sentiment
indicators, the Investment
Advisor Bullishness Survey has
just crept into bearish territory,
Chart #27, while the Individual
Investor Survey, not shown,
is neutral. The Put/Call ratio,
Chart #28 is in neutral territory
as is the Overbought/Oversold
indicator, not shown.
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CHART 29. Finally, we look at some financial stress measures to try to get a sense of how these indicators are sensing any impending systemic risk caused by the three black swans discussed above. In
Chart #29 we see that the 2 year swap spread (green dashed line), a daily indicator of risk, spiked up
for a brief period of time following the Crimea invasion but has since returned to near historical lows.
The same observation can be made of the weekly St. Louis Fed Risk Index (orange line) which is a
broader risk measure containing eleven different variables.
29

In conclusion, the Fed’s tapering is a sign that the economy is gaining strength. This is corroborated
by much of the post bad winter economic data and by our evaluation of the Financial Conditions
Index. This growth implies that corporate earnings should continue to grow but also that interest rates
are likely to rise, particularly if stronger economic growth causes an increase in inflation expectations,
adversely impacting fixed income portfolios, high dividend payers and defensive stocks. Valuations
and technicals for the US market still remain attractive while various risk measures that we follow are
not giving any indication that China or Putin are going to become a major systemic problem. This
latter point, however, does not mean that the market won’t have a short term correction should Putin
continue with his adventures into neighboring countries and, if the overall global economy is strengthening, could provide a buying opportunity, all else being equal.
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