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Overview
In this month’s commentary we will focus on the recent comments
by Fed Chairwoman Janet Yellen regarding inflation, employment,
asset bubbles and her philosophy of employing a flexible, balanced
approach to setting future Fed Funds rates rather than strictly adhering to a mechanical, formulistic approach. Her observations and
philosophy have a critical bearing on some of the time series data
that we monitor for lead indicators of the economy and markets

CHART 1. As shown on Chart #1 in orange, the recent jump in core

CPI provided fuel to the Fed hawks who want a faster end to QE3
and a quicker start to raising the Fed Funds rate. You will note,
however, that hourly earnings increased only about 2.3% y/y which
is well below the 3% to 4% that would be expect this late in the
cycle .
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CHARTS 2-3. Yellen also pointed
out that inflation expectations
remain well anchored at the
Fed’s target of around 2.0%, the
blue line in Chart #2. Note how
inflation expectations jumped
in the early spring as various
forward looking economic data
points began recovering from
the harsh winter. It is interesting
to see that the Cleveland Fed’s
5 year inflation expectations
survey actually turned down
last month. But, since this is a
monthly indicator, it tends to lag
the daily Tips breakeven expectations. Finally, as shown on
Chart #3, Brent Oil prices (blue)
had spiked up recently and
disconnected from their normal
relationship with the CRB industrial metals index (red) which
has been relatively tame the
past few years. The oil spike
was likely due to a supply shock
initiated by the turmoil in Iraq
but will eventually revert to the
mean.
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CHARTS 4-7. On the subject of asset bubbles, Yellen observed that she saw no supporting evidence.
Commercial loan growth and M1 growth are above average but not excessive, Chart #4; corporate
free cash flow yields relative to BAA yields are still very wide, Chart #5; and, corporate balance sheets
are in excellent shape, Chart #6. US Households are in similarly excellent shape with the liability
to asset ratio at the best level since the 1980’s and the financial obligation ratio the lowest since the
early 1980’s, Chart #7.
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CHARTS 8-10 Yellen’s observa-

tions that there are no asset
bubbles is corroborated by one
of the key measures that we
use to shape our outlook on
the economy and markets, the
Saint Louis Fed Financial Stress
Index which currently resides
at its lowest level on record. If
there are asset bubbles forming in the economy it is very
likely that this index would by
now have risen sharply. As
you can see in Chart #8 this
index is highly correlated with
the Chicago Federal Reserve’s
National Activity Index, a coincident indicator of domestic
economic activity. The Financial
Stress Index provides a one
month lead and, because it is at
a record low level, bodes well
for stronger domestic economic
activity. On Chart #9 we can
see how important this National
Activity Indicator is for helping to
forecast GDP growth on a year/
year basis. Chart #10 contains
the scatter graph relationship
between GDP growth and the
National Activity Indicator and,
based on the most recent data
point, implies a GDP growth
rate of 3.21% year/year!
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CHARTS 11-13 The unemploy-

ment rate is of course the next
major concern of the Fed. Here
again the Fed Hawks point to
the fact that unemployment
(U3) slack is nearly gone, Chart
#11, the blue area, and that
more inflationary forces must
certainly follow. This is where
Yellen’s flexibility comes into
play as she gives considerable
weight to the U6 rate of unemployed and partially employed
individuals, Chart #12 (orange
line). The U6 rate during this
cycle has had a sharp decline
from its peak of 17.2% to its
current level of 12.2% over the
past 49 months. The problem,
as you can see, is that it still
remains higher than the peaks
achieved in the last two cycles.
Furthermore, for it to fall to the
average inter-recession level
of 9.3% it would take another
29 months, bringing us into late
2016. This clearly presents a
dilemma for the Fed because,
as shown in Chart #13, the
Fed Funds rate is bounded by
zero thus making asymmetrical
the risk of an early increase.
Thus, with an elevated U6 rate
and inflation expectations well
anchored around 2.0% it is
likely that the Fed will allow the
economy to grow well beyond
trend before raising rates.
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CHARTS 14-15 One last point on

this economic cycle to consider.
We have never had a recession
without first having an inversion
in the yield curve as shown in
the yellow circles in Chart #14.
The upper right red square is
where we are today which, given the above comments about
the Fed Funds rate, would imply
that this cycle could last another
three to five years. An instructive counterfactual is what the
European Central Bank did in
2011 when they began to experience an increase in inflation.
As you can see in Chart#15
they began raising rates and,
not shown, shrinking the growth
of M1. These actions led directly to a second, or double-dip,
recession (grey vertical area on
chart). The Federal Reserve is
fully aware of their errors and
has to date avoided them.
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CHARTS 16-19 On Chart #16 we have our model of the S&P500’s earnings premium over BAA bonds.

As you can see it is back over 1 standard deviation above its 30 year mean and, more interestingly,
well above the record low Kansas Fed Financial Stress Index. As highlighted by the yellow squares
you can also see that during past periods of low financial stress this premium was much lower. This
helps to provide us confidence that the markets are not overvalued relative to fixed income and current measures of financial risk levels. To further examine the market’s behavior we have looked at its
return since the beginning of 2009 in Chart #17 where the markets are up by about 120% while the
market P/E has risen 66.6% and earnings by 52.2%. It is likely to us that further market advances will
rely more heavily on the growth of earnings rather than the growth of the P/E multiple. Given that we
assume that this economic cycle has 3-5 years left to run we have made a market forecast by assuming a forward 15x multiple and an earnings growth rate, derived from Chart #18, of 7.18% year/year.
The results are summarized on the table in Chart #19. You can see that the market should appreciate under these assumptions by 17.5% which isn’t a bad return but certainly a pale comparison to
the 120% since 2009. There are two very conservative assumptions, however, to keep in mind. The
first is that the forward P/E will remain at 15x earnings which, given the excess return of the market
over Baa yields shown in Chart 16, may be a conservative assumption. The second is that the 30
year average earnings growth rate shown in Chart #18 includes both recessions and up cycles. If the
recessionary periods were to be excluded this growth rate would be 100 to 200 basis points higher.
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In conclusion, Yellen’s comments implying that the Fed will be reticent to act quickly to raise rates is
consistent with our view that the U6 rate will take on as much importance as the U3 rate; that inflation will likely remain modest for the foreseeable future; that, Q1’s GDP collapse notwithstanding, the
economy will grow at a moderately strong rate as per our indicators; and, that this cycle should last
another 3-5 years. The market’s equity risk premium remains higher than warranted by the Financial
Stress Index, a condition which may reflect moderate growth expectations and an output gap higher
than official numbers, but conservative earnings projections indicate that there remains further upside
over the next three years and that valuations are not stretched.
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