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Overview
In this month’s publication we will review the apparent disconnect between the growing strength of global economic indicators against the
surprisingly poor relative performance of cyclical stocks. We will also
examine those elements of the US labor market which should not only
keep the Fed in a dovish posture for a prolonged period but also allow corporations to maintain their currently elevated levels of operating
margins.

CHART 1. In Chart #1 we have highlighted the Purchasing Manager’s

Index (PMI) for some of the world’s largest economies. Note that all
of these PMI’s have been above 50 for the past three months which
implies that these regions are experiencing economic expansion. Take
particular note that the PMI reading for China(yellow bar) has also
been above 50 for this time period, a fact which should help alleviate
fears of a hard economic landing there. Also note that the US economy, represented by the red bar, is showing the strongest indicators of
the group.
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CHARTS 2-3. In Chart #2 the
yellow line represents the
12 month forward P/E of the
Capital Goods Equity Index, a
good representation of the cyclical group, relative to the forward
P/E of the S&P500. The blue
line represents the new orders
component of the monthly
US ISM survey. Historically
there has been an excellent
correlation, or coefficient of
determination, of 64% between
the two time series but, as you
can see from the chart, a sharp
disconnect began taking place
in early 2014. This disconnect
is even more puzzling when
viewed in light of the strength in
the Global PMI surveys. In our
view, the cyclical group remains
a very attractive sector and will
likely rebound as economic data
continues to improve.
As evidenced by the
rapidly declining weekly initial
unemployment claims and the
consistent though unspectacular growth in monthly non-farm
payrolls, the labor market has
clearly been on the path to
steady improvement. As you
can see in Chart #3 the weekly
claims four week moving average is at one of its lowest levels
in 20 years.
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CHARTS 4-6. This has been
accompanied by a sharp acceleration in job openings that are
now at the peak level of the
last cycle, Chart #4, and a quit
rate at its peak for this cycle.
Although all of this data is a
positive leading indicator for the
economy, some analysts and
investors fear that it may lead
to the Fed raising interest rates
sooner rather than later and that
corporate margins may suffer. The blue area in Chart #5
represents the Fed’s definition
of labor slack and, as you can
see, it is almost at zero. The
orange line represents operating margins for non-financial
companies and, as highlighted
by the chart, those margins
have never collapsed unless
labor slack has gone negative.
The fear, of course, is that we
are rapidly getting closer to that
happening. If, however, you
look on Chart #6 you will once
again see the unemployment
rate represented this time by
the orange line and the percentage of the population employed
by the blue line. Although the
unemployment rate is reaching
the Fed’s goal, there remains a
wide gap with the % of population employed that was never
present in any of the cycles as
far back as the early 1980’s.
The Fed is not unaware of this
gap and has made it, along with
the U6 unemployed and partially
employed figure, an input to
their analysis.
www.winslowevanscrocker.com
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CHARTS 7-8. Hourly wage growth, Chart #7, tends to be adversely impacted by decreases in the percentage of population employed (blue line, left hand scale inverted). Currently, the percent change in
hourly wages (green line, right hand scale) is around 0%. You can clearly see in the yellowed boxes
that wage growth spikes up in harmony with increases in the percentage of the population employed.
In Chart #8 we have done a calculation of the rate of decline during this cycle in the U6 rate as represented by the orange line. If
it were to continue to decline
7
at this pace it would reach its
average of past cycles in May
of 2016. This is another reason
that the Fed is unlikely to raise
rates anytime soon.
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CHART 9-10. With inflation and inflation expectations sitting at around the Fed’s target of 2.0%, Chart

#9, the futures markets are projecting a much lower Fed Funds rate than that forecasted by the Fed
for 2016 as shown in Chart #10. The markets have assessed the real slack in the labor markets and
the absence of strong inflationary pressures and have concluded that the Fed will need to remain
dovish for a prolonged period of time.
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CHARTS 11-12. We would like to

make a few observations and
comments on the poor showing
to date of the US housing market. As you can see in Chart
#11 housing as a % of GDP and
housing starts are very closely
correlated. The housing sector
has been held out as an important contributor to GDP growth
for 2014 and 2015 but has so
far disappointed. In Chart #12
you can see that existing home
sales actually increased last
month but new home sales
actually declined, falling below
expectations.
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CHARTS 13-14. If you look on

Charts #13 and #14 you will see
housing starts correlated to the
National Association of Home
Builders and to the Prospective
Buyers Survey Index and in
both cases there is a sharp
disconnect from prior behavior.
A disconnect, by the way, not
too dissimilar from the one we
observed above between the
capital goods index relative
valuation and ISM new orders!
This real estate disconnect
has been attributed, in part,
to higher barriers to borrowing resulting from new banking
regulations as well as a recent
decline in new household formations. In either case, the
surveys are indicating a strong
demand that will eventually
overcome those hurdles and
lift the real estate market to a
larger share of GDP.
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CHART 15. A final comment on market valuation. Chart #15 illustrates our model for the market’s equity risk premium by comparing the market’s 12 month forward yield to the yield of the
Baa bond and, as represented by the blue line, you can easily see that the S&P500 is currently
providing an earnings yield of about one standard deviation above its historic mean relationship to the Baa yield. Furthermore, one would expect this gap to widen during times of high
financial stress and narrow during periods of low financial stress as highlighted in yellow for
prior periods. Once again, you can easily see that the markets are providing an unusually wide
premium to the Baa yield for such a low level of financial stress (red dashed line).
It is clear to most observers that the market’s forward P/E ratio is near historical
highs. This, however, is happening as forward earnings estimates are increasing! As we
argued above, it doesn’t appear that corporate margins will be adversely impacted in the near
term by the labor markets. Additionally, leading indicators for the growth of forward earnings
estimates are very bullish.
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CHARTS 16-17. Chart#16 shows

the very strong correlation that
the New Orders component of
the monthly ISM survey has as
a leading indicator of earnings
growth. Using the 3 month
moving average you can clearly
see it getting stronger. In Chart
#17 we plot these two time
series and, using the formula
for the slope of the best fit line,
find that the current ISM new
orders 3 month moving average implies an annual growth
of 14.8% up from 7.80% today
and 6.5% three weeks ago.
Although this formula has a
wide standard deviation, it
nonetheless serves to provide a
sense of direction for earnings.
The S&P500 has had a
spectacular few years and some
level of correction or sideways
movement should be expected.
Considering, however, that
interest rates have remained
subdued; that labor slack will
keep the Fed on the sidelines;
and, that leading indicators are
pointing to strength in earnings
estimates we remain bullish for
US equities.
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