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GLOBAL ECONOMICS & CAPITAL MARKET COMMENTARY

GLOBAL ECONOMICS

Overview

INSTITUTIONAL TRADING

In this month’s commentary we review two key subjects that will be
critical for investors over the next few years: corporate earnings and
when and how much the Fed will raise rates. We will first examine
our valuation model for the S&P500 and the leading indicators that
we use as a guide for the direction of future earnings growth and
operating margins, both of which are critical inputs to the model.
In examining the topic of the Fed’s potential for normalizing interest rates we will examine those data points that will be the guiding
principles for their decision.
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CHART 1. As you can see in Chart#1 our model of the Equity Risk

Premium, defined as the 12 month forward earnings yield of the
S&P500 less the Baa yield (blue line), is a little over one standard
deviation above its long term mean. It has widened this year
despite the fact that the market is up year to date. Also, unlike
past periods, the spread of the equity risk premium above the
Financial Stress Index, the red dashed line, is near a record high.
One would normally expect that, as in past periods, when the index
is indicating that financial stresses in the system are low the equity
risk premium should also be low. You can clearly see in the yellow boxes that in past periods of low financial stress the equity risk
premium was much lower than it is today.
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CHARTS 2-4. Another way of
viewing the relative earnings
yield of the equities market is
to compare it to the yield of
other assets as we do in Chart
#2 where you can observe the
market yield to be the highest of
the group.
One of the most important
indicators of future S&P500
earnings growth rate estimates
is the correlation with the ISM
survey new orders component
(3 month moving average)
shown in Chart #3. This has a
very strong coefficient of determination of 68% and leads the
earnings figure by five months.
The strong current level of new
orders is a very bullish indicator for the future growth in
earnings. In Chart #4 we have
created a scatter graph of Chart
#3 with the formula for the best
fit line. Plugging in the current
three month new orders moving
average gives us a 15.2% year/
year earnings growth rate, significantly above the current level
of 7.75%. Although there is a
large standard deviation around
this projection it does provide
comfort that the direction of
earnings growth is bullish.
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CHARTS 5-6 It is interesting to
note in Chart #5 that since the
bottom of the market in March
of 2009 S&P500 earnings have
grown by 341% while the trailing market P/E has risen only
92.7% from 10.4x to 20.1x
trailing earnings. This demonstrates that the market has
followed the fundamentals. It
is now highly likely that, going
forward, most of the market’s
P/E expansion is behind us and
that future market appreciation
will be dependent on earnings
growth. This is also illustrated
in Chart #6.
Since most of the increase in
the market’s P/E ratio is likely
behind us the performance of
the S&P500, in an environment
of low inflation and moderate economic growth, will be
dependent upon earnings
growth which will be a function
of maintaining margins and
pricing power. The major inputs
to corporate margin costs are
labor, the most important, raw
materials, interest expense and
energy.
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5One 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
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CHARTS 7-9 As shown on Chart
#7 non-financial corporate
margins, represented by the
blue line, have never peaked
and rolled over until the slack
in the labor market, as represented by the orange area,
have gone negative. Some of
the more obvious examples of
this happening are highlighted
in the yellow squares. The
red dashed line represents the
annual growth of wages and
can be clearly seen going up
as labor slack goes negative.
Since the U3 unemployment
rate is around 6.2% and rapidly
approaching the 5.5% level considered to be “full employment”
the question now becomes
one of how quickly wages will
begin to accelerate. During the
current recovery, however, the
growth of wages appears to be
anomalous as they are nearly
unchanged as illustrated in the
blue box in the lower right side
of the graph. One potential
explanation for this anomaly is
shown in Chart #8 which tracks
the unemployment rate, U3,
with the percentage of population employed.
There has been a clear disconnect since the last recession
where a gap has clearly opened
up between the two time series.
This is evidence that the slack
in the labor market is greater
than that indicated by the U3.
This notion is further supported
by reviewing the U6 rate of
unemployed and underemployed persons in Chart #9.
www.winslowevanscrocker.com
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CHARTS 10-13. Although the U6 rate has fallen sharply from its post-recession peak it remains above

the peaks of the past two recoveries and, at its current rate of decline, won’t reach average levels
until mid-2016. It is clear from these last two data points that there remains more labor slack in the
economy than indicated by the U3 numbers with implications for a longer period of low wage growth.
This is positive for corporate margins and will likely keep the Fed on hold even as the U3 unemployment rate approaches 5.5%.
Raw material input costs have also been well behaved for about three years as illustrated by the
CRB index in Chart #10. This is likely to remain moderate for some time as the mining and materials
companies began to see their enormous capital expenditures of the 2002-2012 time frame come on
stream just as China was making a pivot away from infrastructure to focus on their consumer, Chart
#11. It is no coincidence, then, that the relative performance of mining and metals companies have
collapsed since the beginning of 2012 while the CRB index has stabilized, Chart #12. During this
same time period the costs of Oil, Gas and Foodstuffs, Chart #13, have hardly budged.
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CHARTS 14-17 The slack in labor and modest raw material and energy costs will help keep corporate

margins from collapsing. Additionally, the labor indicators pointing to excess slack in combination with
tame inflation expectations, Chart #14, should keep the Fed on hold at least until late 2015.
When the Fed does begin to raise rates the markets have, historically, corrected by around 3%
from their peak in anticipation of the hike and recovered 4% within six months after the first rate hike:
Charts #15 & #16.
A final verification that the slack in the labor markets in combination with the structural forces
(over investing & shale energy) that are keeping a lid on industrial commodity and energy prices
is manifested in the futures market for the Fed Funds rate as shown in Chart #17. The futures are
anticipating a Fed Funds rate of .8% (blue line) by 2016 while the Fed is projecting 1.125% (red dot).

14

15

16

17

www.winslowevanscrocker.com

:::

clientservices@e-winslow.com

:::

(800) 556-8600

6

GLOBAL ECONOMIC COMMENTARY Sept. 2014

Conclusion Unless there is an upward spike in interest rates then our equity risk premium model,

Chart #1, indicates that US equities are fairly to modestly under-valued. This thesis is supported by
our leading indicators showing that US earnings growth will remain strong and operating margins will
maintain their current levels. Furthermore, when the Fed does raise rates it will likely be during a
period of economic strengthening which should also be bullish for equities.
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