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INSTITUTIONAL TRADING

Overview
During the month of October, the volatility of the S&P500
increased dramatically. As you can see in Chart #1, the
market in 2014 was up around 11% but was never down
more than 5%. In 2015, however, during the two months
of September and October, the market fell by 13%, only
to bounce back up by 10% a few weeks later. The cause
of all of this drama was a fear that the US Fed would
raise interest rates at just the wrong time.
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CHARTS 2-4
The reason that this is the
wrong time is illustrated in
Charts #2 and #3. As shown in
Chart#2 the interest rate
spread over 10 year US
Treasury bonds for both high
yield and BAA rated corporate
bonds had risen rapidly. This,
in combination with a US dollar
that had increased in value by
10%, was causing two things to
happen. First, for the US
economy, this combination of
events was having a
restraining impact on the
economy that would be
equivalent to a 100 basis point
rise in the Fed Funds rate.
Second, the rising US dollar
was causing capital flight from
Emerging Market economies,
forcing interest rates in their
markets to move higher, see
Chart #3. These higher rates
also acted as a passive
restraint for their economies.
This concern is illustrated by
the falling economic
momentum of the largest of the
Emerging Market economies,
that of China. As can be seen
in Chart #4, the economic
momentum indicator, in blue,
has historically been a fairly
good leading indicator for
Chinese economic growth,
shown in gold.
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CHARTS 5-7
Recently, however, there has
been a sharp divergence
between reported GDP growth
and the economic momentum
indicator. This divergence
suggests that the Chinese
economy is growing more
slowly than indicated by official
data. In an implicit admission
that this is the case, the
Chinese central bank has
recently been very aggressive
in providing easier monetary
conditions by reducing bank
reserve requirement ratios and
by lowering interest rates, see
Chart #5.
Concerned that the US and
Emerging Market economies
were already facing passive
economic constraints, the US
Federal Reserve chose not
to raise rates in September.
This decision caused the US
equity markets to rebound
sharply and allowed domestic
and Emerging Market interest
rates to fall as shown above in
Charts #2 and #3. Additionally,
global and Emerging Market
economic leading indicators
now appear to have bottomed.
Chart #6 shows that the Global
Purchasing Managers Index
has just jumped to 51.4, its
highest level since March of this
year and that the October PMI
indicators for China and the
Emerging Markets are above
their September levels, see
Chart #7.
www.winslowevanscrocker.com
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CHARTS 8-10

The combined impact of easing
monetary policy by the European
Central Bank, the Bank of Japan
and the central banks in the
Emerging Market economies has
had the effect of increasing
global excess liquidity which
effect has, in turn, pushed up the
value of global equity markets.
As shown in Chart #8, the
current level of excess global
liquidity implies a further upward
re-rating of global equities by
20%!
The US equity markets have
rebounded sharply since the
August and September lows
and now face three concerns.
The first issue is the timing and
magnitude of the Fed’s first rate
hike. The Fed currently forecasts
inflation as measured by
Personal Consumption
Expenditures to hit their target of
2.0% sometime between
mid-2017 and 2018 as shown by
the blue and gold lines in Chart
#9. The five year forward
inflation futures, however,
indicate a market expectation of
inflation of only about 1.48%
(yellow line). As a consequence,
the market’s expectation for
future interest rate hikes is lower
than the Fed’s forecast, Chart
#10.
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CHARTS 11-13

The second issue is one of
valuation. Our primary
measure is the market’s
earnings yield spread over BAA
corporate bond yields, as
illustrated in Chart #11. This
measure indicates that the
markets are slightly
undervalued. Some investment
advisors looking for an absolute
measure of valuation will turn to
the Cyclically Adjusted Price
Earnings ratio (CAPE) which
uses inflation adjusted earnings
per share over the past ten
years. As you can see on top
half of Chart #12 this measure
implies that the US equity
markets are about one
standard deviation expensive.
The bottom half of the chart
shows the historical forward
price earnings ratio of the
markets and implies that
valuations are at an average
level. Since the CAPE
measure of the markets is an
absolute rather than a relative
valuation, it is interesting to see
that, when using the CAPE
price earnings yield versus BAA
yields, it implies that markets
today are one standard
deviation cheap, see Chart
#13.
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CHARTS 14-15
The final issue for the market
is one of earnings growth. As
you can see in Chart #14, the
forward twelve months earnings estimate for the S&P500
has risen from its March low
of $121.71 to $125.18 but still
remains negative on a yearover-year basis. At the same,
time the market’s forward P/E
ratio has risen during the recent
rally to a healthy 16.13x but
remains below the March peak
of 17.37x (red line). When we
look for some clues about the
future growth rate of earnings
estimates we have found that
the New Orders components of
the ISM Manufacturing and
Non-Manufacturing surveys
provide a good leading indicator of about three to six months.
As you can see in Chart #15,
this indicator at its current level
implies that forward earnings
should soon be growing at
around and 9.0% year/year rate
instead of the current -1.563%
rate.
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In conclusion, we believe that the US Federal Reserve will be cautious about raising rates in the

face of low inflation expectations, still elevated U6 unemployment, a stronger US$, and tepid global
and domestic GDP growth. We also feel that US equity market valuations, on a relative basis,
remain moderately attractive. The downside risk to this viewpoint would come from a weakening of
US economic indicators, an unexpected spike in inflation, or an early and sharp increase in the
Federal Funds rate.
Please contact your advisor if you would like to discuss this commentary and its applicability to your
portfolio.
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