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Overview
Bear Market Barometer Update; Leading Inflation
Indicators; Geopolitical Risks
In last month’s issue we outlined five factors that we watch for
indications of an impending market reversal and recession: 1)
Economic Data; 2) Monetary Conditions; 3) S&P500 Earnings; 4)
Valuation Measures; and, 5) Market Technicals. Our conclusion
last month, which remains the same today, is that none of these
indicators are giving any signs of an impending bear market. In
fact, there are several of these leading indicators which have shown
improvement over the past month and are worth another review.
Although the S&P500 was essentially flat during the month of
August there was new data released on the economy that points
to continued strength both domestically and internationally.
As you can see from Chart #1 the market has closely followed the
forward earnings estimates.
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CHARTS 2-3
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This is important because the
good economic data released in
August supports further strength
in corporate earnings. One very
important economic indicator, the
August ISM Manufacturing
Survey, reached its highest level
in over five years. Chart #2
shows how this survey, along with
its sub-components on
employment and new orders, has
had some of their best readings
this year since late 2014. The
new orders component provides
an excellent leading indicator for
future earnings growth and, as
shown in Chart #3, is pointing to
continued strength.
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CHARTS 4-5
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Another economic data point,
Industrial Production, also rose
in August and provides a good
leading indicator for corporate
sales, Chart #4. To further
bolster this optimistic outlook
we can look back at the ISM
Survey Index as a good leading
indicator for industrial production and, as shown in Chart #5,
the implication is for stronger
growth. The strong trend in
economic data is being aided by
a weaker US$, low interest rates
and increasing household net
worth. During the next several
months, however, there will likely
be disruptions in some of these
economic figures as we work
through the damages from hurricanes Harvey and Irma.
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CHARTS 6-8
One of the most puzzling issues
confronting economist is the low
level of inflation and inflation
expectations, and thus low interest rates, during a time when
the economy is showing strong
growth, Chart #6. One reason
for this is that wage growth has
lagged the strength in job openings and is well below the peaks
achieved during past cycles,
Chart #6. This implies that the
non-accelerating inflation rate
of unemployment (NAIRU) is in
the low 4% to high 3% range.
This is likely due to several factors such as there being more
labor slack in the economy than
reflected in the official statistics
(see the U6 line in Chart #6);
an increase in flexible employment; the deflationary impact of
technology.
During long economic cycles of
moderate economic growth the
growth in wages will often be a
lagging indicator for inflation. As
a substitute we look for alternative leading indicators of which
two are pointing to the potential
for pricing pressure in the near
future: 1) the finished goods
Producer Price Index (PPI);
and, 2) the increasing acceleration of the velocity of money,
Charts #8 and #9.
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CHARTS 9-10
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You can clearly see that the
changes in PPI and the velocity
of money have, historically, had
a reasonable level of correlation
with inflation. On the other
hand there are some indicators
such as the St. Louis Fed’s
Price Pressure Index, that don’t
support the view that inflation
will be accelerating in the immediate future Chart #10.
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CHARTS 11
In conclusion, it is very likely that we will be in a prolonged period of moderate inflation growth. The
rapidly growing use of technology such as artificial intelligence and machine learning; the
disintermediation and cost discovery effects of the internet; globalization; and, the increasing flexibility
of the labor market are forces that are holding back wages in an historically tight jobs market.
Finally, we see that singular events such as hurricanes Harvey and Irma will have a temporary impact
on economic and financial conditions but our worry is more elevated with the longer duration geopolitical risks such as North Korea. It is these geopolitical risks that can take much more time to resolve
and can contribute to increased market volatility. Chart #11 illustrates the implied correlation between
equities within the S&P500. A rising correlation indicates that individual equities are responding more
to macro factors such as the North Korean crisis instead of the fundamental factors of their business
conditions. We still view equities more favorably than fixed income but with the expectation now for
greater volatility over the next several quarters.
Please contact your investment advisor if you would like to discuss how these issues relate to your
investment objectives and risk profile.
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