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CHART 1. As of this writing the S&P500 twelve month forward earn-
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Because of the near relentless upward trend of the US equity
markets since the beginning of the year, over +5.0%, I thought it
would be useful in today’s presentation to re-examine some of the
core themes that have been the foundation for our bullish stance
towards equities. This will include a look at the impact of Quantitative Easing in the G4 economies; technical and sentiment indicators; and, finally, some of the macro tailwinds currently benefiting
the US and global economies.
ings estimates have exceeded their prior peak by nearly 10% while
the equity index remains about 3.5% below its prior peak, Chart #1.
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CHARTS 2-4. In Chart #2 you can see that the forward P/E ratio, at 13.3x, has risen about 4.5% since

the beginning of the year while the forward EPS estimates, at $112.35, are barely unchanged. In spite
of this recent rise in the forward P/E it remains well below prior post and pre-recession peaks.
From a valuation perspective, using the Fed model in Chart #3, you can see that the earnings yield of
the market relative to the 10 Yr US Treasury remains nearly two standard deviations above its 25 year
mean. One major reason for this is the extremely low level of interest rates being pursued by the Fed.
This policy, labeled by some as “Financial Repression”, is being done in an attempt to offset the negative economic effects of fiscal tightening. More on that later. The other dynamic driving this model is
the outlook for earnings which, based on recent data, is encouraging.
In Chart #4 you can see the very tight correlation between the 12 month forward EPS estimates
for the S&P500, the blue dashed line, and the National Income Profits Account (NIPA). The NIPA
accounts give a top down view of corporate earnings while the SP500 EPS is a bottom-up view. The
NIPA numbers for 3Q2012 reached a record high and, because they typically lead the SP500 by three
quarters, it is providing a bullish outlook for corporate earnings. The next question is whether there
are any indicators that point to a continuation in strength in the NIPA earnings.
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CHARTS 5-8. As we’ve been discussing over the past year, the G4 economies have an estimated $8

trillion in excess debt, Chart #5, and the most commonly used method for closing this gap is through
fiscal constraint. In order to offset the near term harmful economic impact of higher taxes and reduced
government spending, the G4 central banks have been and will be expanding their balance sheets
through various QE programs, Chart #6. The US Fed, which has just initiated a monthly $85 billion
treasury and MBS security purchase program, estimates that for each 10% of GDP added to their
balance sheet it will add c. 2.0 percentage points of growth to GDP, Chart #7. The effort by the Fed to
maintain interest rates below the rate of inflation, i.e., negative real rates, means that they are effectively reducing the amount of fiscal tightening required by the Federal Government. You can see on
Chart #8 that there is a slight positive correlation between negative real rates and GDP growth. There
are some calculations that show that rates need to be c. -1.5% in order to simultaneously stabilize
debt/GDP and the labor markets.
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CHARTS 9-11. Returning to NIPA
and, by extension S&P500
EPS, you can see on Chart #9
that the trend towards negative
real interest rates has a positive correlation to the growth
in the National Income Profits
Accounts. The yellow circles
illustrate the current real rate
and that which is required for
debt stabilization. Another
indicator that can give us a
view on the direction of the
economy and NIPA profits is the
National Financial Conditions
Index calculated weekly by the
Chicago Fed. In Chart #10 you
can see the close correlation
that this index, the dashed red
line, has with nominal GDP with
a lead of approximately two
Quarters. This index is now at
its highest post recession level
and is consistent with Nominal
GDP growth of around 5.5% per
year. Correlating this index with
the NIPA accounts, Chart #11,
provides further evidence that
overall conditions remain good
for continued strength in corporate earnings.
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CHARTS 12-14. The question

now remains as to how long the
US Fed will maintain its current
monetary policy and, later, when
they’ll begin leaning against the
economy with fiscal tightening. For
now, the answer to the first part
resides in the level of excess slack
in the labor market, Chart #12,
and the rate at which it is declining. As you can see in this chart
the labor slack, in blue, has come
down significantly from its 2009
peak but, importantly, remains at
or above prior peaks (’92 and ’03).
Fortunately, core PPI, the red line,
remains tame which allows the
Fed more flexibility. The critical
characteristic of this post recession labor recovery is the unusual
“stickiness” of unemployment
which is clearly illustrated in Chart
#13. Here you can see that this
has been the worst jobs recovery
since 1957. Furthermore, since
2009 there has been a breakdown
in the relationship between job
openings and unemployment as
represented by the Beveridge
curve in Chart #14. What this
chart is telling us is that during this
recovery it is much more difficult to
match up job openings and available labor than in past recoveries.
In prior recoveries, for instance,
the current level of job openings
represented by the y axis would
have resulted in an unemployment rate of 6.0% rather than the
current level of nearly 8.0%. This
implies that the slack in the labor
market, and therefore the Fed’s
accommodative policies, will likely
persist well into 2014.
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CHARTS 15-18. A few other indicators we follow that correlate well with the S&P500 are the 2 Yr
Swap Spreads, a measure of financial stress, and the M1/Initial Unemployment Claims, a measure of
economic momentum. The former, in Chart #15, is represented in blue and resides near record low
levels. Whenever this has been the case in the past, as represented by the highlighted yellow areas,
there has been a prolonged run up in the markets. In a similar vein, as shown in Chart #16, our short
term economic momentum indicator has spiked to 15 year highs.
Although the fundamentals that have anchored our bullish stance remain in place, the recent rapid
rise could set the stage for a correction or a period of sideways movement. In Chart #17 we can see
that the S&P500 is ~7.5% above its 200dma and ~11% above its prior trough. In 2012, however, it
didn’t peak until it was 12% over the 200dma and had risen 29% from its prior trough. Looking at the
Value Line Arithmetic Average, however, it has risen 18% in just 76 days and over 50% since late
2011, Chart #18.
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CHARTS 19-21. Individual
investor sentiment is reaching
levels typically associated with
market corrections, Chart #19,
although the duration at these
levels isn’t yet too excessive.
Another indicator that can be
used to view sentiment is the
US economic surprise index
which has recently turned negative, Chart#20. This, however,
may be due to anomalous factors such as Sandy and fiscal
cliff concerns. By contrast, the
International and Euro Area
Economic Surprise Indexes are
positive and rising, Chart # 21.
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CHARTS 22-24. Additionally,
neither the Put/Call ratio nor the
NYSE strength index is at extreme levels, Charts #22 & #23.
Only the VIX remains at an extended level but, as can be seen
in Chart #24, it has done this in
the past for prolonged periods
before the market has corrected.
Although the markets may
pause, none of these indicators
point to a sharp correction.
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CHARTS 25-27. Finally, it is
important to reiterate a few of
the macro factors that we’ve
been highlighting as tailwinds
for the economy and markets. First, there is the rapidly
improving residential housing
market which could add 1.0 to
2.0 percentage points to GDP
growth in 2013. Many leading
indicators, such as the Index
of Prospective Buyers in blue
on Chart #25, have reached
six year highs. While the
residential construction market
has clearly bottomed, the nonresidential construction sector
also appears to be at an inflection point, Chart #26. Secondly,
industrial commodity prices
have remained tame. Fears
that G4 monetary policy would
inflate prices seem unfounded
when examined over the past
ten years in Chart #27.
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CHARTS 28-31. Here we’ve compared the CRB industrial commodities index to the balance sheet of
the US Fed (blue line). You can clearly see CRB prices rising rapidly for years before the Fed began
expanding their balance sheet. In fact, industrial commodity prices are more closely correlated with
industrial expansion as illustrated with Chinese industrial production in Chart #28. Now that China is
shifting its economic emphasis towards its consumers, Chart #29, the super cycle in industrial commodity prices is likely at an end.
Domestically, the energy discoveries in shale formations are continuing to surprise to the upside as
shown in Charts #30 & #31. As summarized on Chart #31, this will have a profoundly positive impact on
US industrial competitiveness, state finances, external trade balances, foreign direct investment, etc.
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CHART 32. Finally, the US
consumer has been very
aggressive in repairing their
personal financial condition, as
shown in Chart #32. The red
line is the Fed’s measure of
individual financial obligations
to disposable income ratio and
it has fallen to a level last seen
in the mid 1980’s. Personal debt
to GDP hasn’t fallen as dramatically but is back below trend
and still declining.
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CHART 33. In conclusion, there
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has been a sharp and quick
run up in the market which
will likely result in a near term
pause, but the macro conditions
which have made us bullish not
only still exist but will remain in
place, as we’ve argued above,
most likely through 2014. As a
final and different way of looking
at the current market valuation
relative to interest rates, we’ve
converted the yield on BAA and
high yield bonds to an equivalent P/E ratio in Chart #33 and
compared them to the SP500
(red dashed line). You can
clearly see that this is the widest
the gap has been in 25 years!
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