DEC. 2014

GLOBAL ECONOMICS & CAPITAL MARKET COMMENTARY

GLOBAL ECONOMICS

Douglas E. White, CFA
Chief Investment Officer
Executive Vice President
(617) 896-3518
dwhite@e-winslow.com
Rand Folta, CFA
Executive Vice President
(617) 896-3590
rfolta@e-winslow.com

INSTITUTIONAL TRADING
Fixed Income

Nomi Caperton
Managing Director
(617) 896-3526
ncaperton@e-winslow.com
David Strimaitis
Managing Director
(617) 896-3577
dstrimaitis@e-winslow.com

Equity

John Bridges
Managing Director
(617) 896-3524
jbridges@e-winslow.com
William Kleinfeld
Managing Director
(617) 297-2155
billy@e-winslow.com

Overview
Last month we examined the sudden rise in the stock market’s
volatility in combination with the strengthening US dollar for signs
that the US economy may be nearing the end of its current expansion. At that time we found no evidence to suggest a weakening
economic scenario. This month we will look at six economic and
financial signals which, historically, have been good leading indicators for anticipating the onset of an economic slowdown. We will
also provide some additional data supporting our positive outlook
for the Consumer Discretionary Sector. Finally, we will take a brief
look at how the dovish monetary policies of the European, Japanese and Chinese Central Banks are helping to maintain excess
global liquidity and thus supporting higher valuations, or P/E’s, for
equities.
Of the six leading signals, which we examine more closely below,
none are currently indicating any reason to believe that this economic cycle doesn’t have at least a few more years in it before
slowing down.
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CHARTS 1-2. The first indicator is wage growth shown on
Chart #1. Historically when
wage growth consistently
exceeds 3.0% year/year it
will precipitate an erosion in
corporate earnings, thus lowering market valuations; it will
adversely impact inflation; and,
by extension, precipitate a more
aggressive move by the Fed
to raise interest rates. Chart
#1 is set up so that when wage
growth is below 3.0% the blue
area is below zero. The red
line represents the Fed Funds
rate. You can clearly see that
although labor markets have
had a marked improvement this
year there is still sufficient slack
to keep wage growth well below
the 3.0% level.
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The second indicator is the
shape of the yield curve. A
normally shaped curve has
interest rates increasing as
maturities increase so that
the curve is upward sloping.
However, whenever short term
rates exceed long term rates
the curve becomes inverted
and a recession almost always
follows. As you can see on
Chart #2 there has never been
a post war recession without the
yield curve first turning negative
(circled areas). We are presently a considerable distance
away from this happening.
Also, as we have argued in past
commentaries, because the Fed
Funds rate is effectively at zero
and the U6 rate still remains too
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high for this stage of the cycle,
it is more likely that the Fed will
be very cautious about raising
rates unless inflation suddenly
gets out of hand…a scenario
for which we assign a low
probability.
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CHARTS 3-4. The third indicator

is fairly straightforward. We
take the quarterly National
Income Profits Account (NIPA)
and capitalize it using the BAA
bond yield. As shown on Chart
#3 whenever this ratio peaks
and rolls over it has historically
occurred about two years prior
to the end of the economic
cycle. As you can see in the
chart, after a brief downward
movement caused by the winter
weather and an end to some
one time depreciation benefits,
this ratio is once again climbing
back up and as of yet showing
no sign of rolling over.
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A fourth indicator is the
Conference Board’s Consumer
Sentiment Survey Present
Situations Index, Chart #4.
Much like the capitalized
NIPA indicator, this will peak
and begin to roll over about 4
months prior to the beginning
of a recession. As you can
see, this too is also still rising
and not giving any worrisome
indications.
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CHARTS 5-7.The fifth indicator
is the annual change in the
unemployment rate. As shown
on Chart #5 whenever it grows
by 5% or more on a year/year
basis it acts as a coincident indicator and generally occurs just
as the economy is entering a
recession. Once again you see
from the data on the chart (red
circle) that the labor market is
healthy and, at this time, continuing to improve.
The last indicator is the rate at
which High Yield credit spreads
are widening over Treasury
yields. Although we won’t
show this chart, the widening
of these spreads have historically widened at an accelerating
pace leading up to a recession.
Today they remain relatively
calm at historically average
levels, giving no indication of
concern.
On Charts #6 and #7 are two
more indicators of the strength
of the labor market which buttresses the positive outlook of
our fifth indicator above. Chart
#6 shows the Conference
Board’s Employment Trend
Index which has a very high
correlation and leads the annual
growth rate of payrolls. As you
can see it has recently turned
up to one of its highest levels in
three years (blue line).
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CHART 7 cont. Also, on Chart #7,
is the monthly data on the rate
at which employees quit their
jobs. It has just reached a cycle
high. This is a very good indicator of a strong jobs market and
high worker confidence of finding better positions.
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CHARTS 8-9. A major beneficiary

of the strengthening labor market and, as we’ll discuss later
the decline of energy costs, is
the Consumer Discretionary
Sector. The third Quarter GDP
revisions to retail sales, Chart
#8, were revised upward from
1.2% y/y to 2.2% y/y. In Chart
#9 where we use the hours
worked times wages paid as a
proxy for national income (blue
line) you can see that it has a
very high coefficient of determination of 76% with core retail
sales (red line). It is currently
indicating a very bullish outlook.
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CHARTS 10-12. Another great

indicator of the growth rate of
retail sales is the rate of decline
of energy as a component of
the Personal Consumption
Expenditures (PCE) deflator.
As shown on Chart #10, the
blue line (inverted), it has been
declining rapidly which, once
again, is bullish for the year/
year growth of retail sales. What
is important to us, however, is
the relative performance of the
Consumer Discretionary sector to the market, as shown by
the red line on Chart #11. Here
there is also a strong correlation
to the percentage that energy
comprises the PCE as represented by the blue line which
is inverted. Until recently there
had been a strong relationship
between lower overall energy
costs and a strong relative
performance by the Consumer
Discretionary sector. It appears
that the recent underperformance of this sector has finally
begun to reverse as it has outperformed the S&P500 month to
date, Chart #12. A trend which
we believe will continue.
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CHARTS 13-14. On a global basis, all of the major central banks, Chart #13, with the exception of

the U.S. are becoming more dovish with their monetary policy with the intent of avoiding deflation,
Europe and Japan, or avoiding further economic slowing, China. The US, however, is maintaining
its Quantitative Easing stance but is no longer expanding its balance sheet and is now projecting an
increase in policy rates sometime in mid-2015. This means that excess global liquidity is still on the
rise, blue line in Chart #14, and
will be very positive for equity
13
valuations.
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CHARTS 15-16. Chart #15 shows the twelve month forward Price/Earnings ratio in red and the twelve

month forward earnings estimates in green for the S&P500. There are two things worth noting: first,
the growth of the market’s P/E has paralleled the growth in earnings so it can be argued that the
market has responded correctly to the fundamentals; and, secondly, that the P/E is at a nine year
high and is beginning to appear extended. Going forward the market will likely rely more on earnings
growth for appreciation and, as
shown on Chart #16, there is a
15
very tight correlation between
NIPA profits and corporate
earnings. As for now the NIPA
earnings still bode well for
corporate earnings but should
need to be watched closely
for signs of topping and rolling
over.
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CHARTS 17. Finally, we must consider the relationship of the market’s earnings yield spread over bond
spreads, the Equity Risk Premium, relative to their historical metrics and relative to measures of
systemic financial risks. As you can see in Chart #17 the Equity Risk Premium remains around one
standard deviation cheap on an historical basis relative to its mean and at a significantly wide gap
over a very low financial stress index put out by the St. Louis Federal Reserve. Although no longer
extremely cheap, the market appears to still be undervalued when viewed through these lenses.

In conclusion, it appears that this economic cycle has at least two more years to run; that the consum-

er is benefiting from a rapidly improving labor market, low energy costs and low inflation; that global
liquidity, a boon to risky assets, is still growing despite the US Fed’s halt to further expansion of its
balance sheet; and, that the US equity markets future appreciation will be more earnings dependent
but still appears undervalued relative to fixed income.
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