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Overview
In this month’s commentary we will examine the recent volatility in
the equity and credit spread markets to determine if this is an indication that we are close to the end of this economic cycle. Also, we
will look at the strengthening of the US Dollar and the impact that it
may have on the US economy and the US equity markets.

CHART 1. After spending nearly two years below its historical aver-

age, the US equity market’s volatility indicator, the VIX, spiked up
sharply a few weeks ago to a two year high but has since retreated
back below the long term average, Chart #1.
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CHARTS 2-4. In Chart #2 you can
see a similar jump in the credit
spreads between high yield
bonds and government and AAA
rated corporate bonds. From
June 23rd to October 14th they
jumped 189 basis points. A
move this steep has, in the past,
presaged a market correction of
over 10% and was considered
an indication that the beginning of a credit tightening cycle
was upon us. We did have a
market correction of around
7.4% but that has since been
nearly entirely reversed. Also,
because most corporate credit
is arranged privately through
banks, this jump in spreads in
public securities is not a good
indicator for determining if
the credit markets are getting
tighter. In Chart #3 we can see
that Commercial & Industrial
Loans (C&I, blue line) are up a
healthy 12% year/year and that
banks are reporting the strongest loan demand since the end
of the recession, as represented
by the orange line. Credit and
credit demand are therefore
both healthy. A second major
area of worry would be if corporate inventories were growing
faster than demand which could
precipitate an inventory liquidation downturn. As can be seen
in Chart #4 the New Orders to
Inventories Ratio is nearly 1.2x
and has been consistently over
one since the end of the recession. The inventory picture
is therefore not pointing to an
economic slowdown.
www.winslowevanscrocker.com
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CHARTS 5-7. Finally, there is the
price of commodities and here
there is some cause for concern. On Chart #5 you can see
that the CRB commodity index
has been essentially flat since
mid-2012. This would normally point to slowing industrial
demand and thus an economic
slowdown. We would argue
that muted commodity prices
are caused by a positive supply
side shock derived mainly from
two sources: 1. Overinvestment
by mining companies as represented by the Australian
Capital Expenditures to GDP
ratio on Chart #6; and, 2. The
dramatic amounts of oil and gas
developed from shale formation
within just the past eight years
helping to cause the recent,
sharp decline in the price of oil
as shown on Chart #7. This
last chart also demonstrates
the decline in copper prices
resulting from excess mining
investment shown on Chart #6.
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CHARTS 8-11. The recent steep drop in oil prices may present an interesting opportunity in the Oil &

Gas Services group. On Chart #8 you can see that whenever the forward price/earnings ratio of the
group relative to the S&P500 falls one standard deviation below it 25 year mean (blue line) it has led
to an eventual rally for the group (red dashed line).
The slowdown in the Eurozone economy that is being signaled by several economic indicators
is causing concerns that it will have a detrimental impact on both the US economy and equity markets. Chart #9 shows the flash PMI readings for various regions of the world, including the Eurozone
in blue. As you can see the Eurozone has been above 50, i.e., in expansion mode, for the past three
months. At least these indicators are looking positive for most regions of the world. If, however, you
examine other surveys such as the Eurozone Business Climate Index and Inflation Futures shown in
Chart #10, the economic picture appears to be darkening. In Chart #11 you can clearly see that the
year over year growth in industrial production, orange line, has gone negative much as it did prior to
the last Eurozone recession.
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CHARTS 12-13. This is in sharp

contrast to US Industrial
Production, blue line, which is
actually ascending. A similar
picture is beginning to take
shape with German new orders
and industrial production as
shown on Chart #12. Germany,
however, has a major advantage in that its bond rates, after
inflation, are either negative or
just above zero. In Chart #13
you can see that real mortgage
rates in Germany are around
1.5% and, with the European
Central Bank just beginning
their own version of Quantitative
Easing, will likely go lower.
This should boost German real
estate and capital expenditures.

12One 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 14-16.Shifting to US

economic data, the weekly
Initial Unemployment Claims
as a percentage of the civilian
workforce, Chart #14, touched
a 50 year low which, when
combined with lower energy
costs, bodes well for consumer
discretionary stocks. In Chart
#15 we use the product of the
amount of hours worked times
the average hourly rate (blue
line) and find that it correlates
very well with retail sales. This
demonstrates that the growth
in employment has a strong
impact on the growth in retail
sales even when actual wages
paid are still only growing at
a tepid 2.4% year/year. In
Chart #16 we have reconstructed Personal Consumption
Expenditures by calculating
energy as a percentage of the
index (blue line, inverted) and
correlating it with the relative
performance of the Consumer
Discretionary Index against
the S&P500. Until recently,
the correlation has been very
tight (90%) as energy became
a smaller and smaller percentage of Personal Consumption
Expenditures (blue line moving
up) the discretionary stocks
would outperform the market as
a whole. We would expect that
with lower energy, falling unemployment and a stronger dollar
the recent underperformance
will reverse itself to the upside.
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CHARTS 17-19. The topic of the

impact of the US Dollar on the
US economy and US equities has been heavily biased
lately to the negative. When we
review the historical relationship
between the Trade Weighted
Index (TWI) of the US Dollar
versus the S&P500 we can find
no strong positive or negative
correlation, Chart #17. Although
30% of S&P500 revenues are
foreign sourced it is the lowest
level of all Developed Market
Equity Indices. One of the
reasons for the stronger $ is the
sharp shrinkage of the Current
Account deficit from -6.5%
to -2.0%, Chart #18. This, in
turn, has been driven by the
enormous amount of oil and
gas found in shale formations.
This has led to the point when,
beginning in 2012, more petroleum products were exported
than imported, Chart #19.
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CHARTS 20-22. Additionally, the

inexpensive source of natural
gas and other chemical feedstock relative to other countries
has put US chemical industries
at a major competitive advantage, Chart #20. This has led
to a record amount of Foreign
Direct Investment into the US
as a percentage of GDP, Chart
#21, which helps to strengthen
the US$ and improve the performance of non-commodity
cyclical stocks relative to defensive stocks, Chart #22.
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CHART 23-24. Finally, circling back to consumer spending, the stronger dollar coupled with lower food
and energy costs has reduced consumer spending on Non-Discretionary items as a percentage of
disposable income to a 30 year low, Chart #23. This will boost spending on Discretionary items and,
since the US consumer constitutes 16% of Global GDP, will give a boost to global economic growth.
The market volatility, economic
uncertainty and geo-political
events of the past month have
shaken investor confidence in
the equity markets. Yet, despite
all of this turmoil, our measure
of the Equity Risk Premium
over BAA yields remains at one
standard deviation above the
15 year mean, Chart #24, and
the gap of this premium over the
St. Louis Fed Financial Stress
Index remains near record
highs. Thus, we continue to
view the market as inexpensive
and see pullbacks as buying
opportunities.
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