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Overview

In this September Commentary, we will review some of the mixed
US economic data that has recently been reported and try to glean
from it a reading of the economy’s direction. We will also review
some of our US market valuation and technical metrics. First,
though, I want to present a counter argument to the commonly
held notion that the Fed’s QE is creating asset bubbles and to suggest that, if there is a bubble, it is probably in the price of gold.

CHART 1. As you can clearly see in Chart #1 the Fed’s balance

sheet as a % of GDP is continuing to head into record territory.
This is causing a great deal of concern that another asset bubble
similar to that of the Dot-Com era and the Housing Market of 20012009 is now being re-created. The problem with this point of view
is as follows. First, there is no argument that the Fed’s dual mandates are NOT being met.
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CHARTS 2-5. Clearly, as shown in Chart #2, there remains excess slack in the labor market. This prob-

lem is further compounded by the fact that the percentage of population employed remains stubbornly
low and, unlike prior recoveries, is not tracking with the improvements in the unemployment rate,
Chart #3. On the inflation front, the Fed’s is well below its target of 2.0% when measured by Personal
Consumption Expenditures (PCE) as shown on Chart #4. Inflation is very likely to remain restrained
for several years because of a secular bear market in commodities; restrained energy prices due to
domestic shale discoveries; and, an economy that is operating well below its potential and at one of
the lowest levels in 25 years, Chart #5.
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CHARTS 6-9. Although there is no disagreement about the Fed’s failure to meet its mandates, whereas
the idea that asset bubbles are being created is very much open to debate. The US equities market,
for example, appears to be undervalued when the forward earnings yield over the 10 Year Treasury
is compared to its historic mean and to past systemic risk measures such as the 2 year swap spread,
Chart #6. The spreads of BAA bonds over Treasuries actually is a little higher than average, Chart
#7, and High Yield spreads, although near long term lows, are actually quite consistent with trends
in initial claims and are a good indicator of the strength of corporate balance sheets and the underlying economy, Chart #8. Finally, the most feared of all bubbles is in the Treasury market. Here I would
argue that the Treasury yield is really responding to a collapse in the Velocity of Money, as shown
in Chart #9. The appropriate response to a velocity or demand shock is for the Fed to increase the
money supply so that Nominal GDP doesn’t also collapse. Until velocity stabilizes the Fed is unlikely
to duplicate the errors of the European Central Bank by withdrawing funds from the system. A stabilizing velocity implies a growing economy which should be reflected in higher long term rates and a
steepening yield curve. Should the Fed withdraw QE and long rates decline it would imply a weakening economy.
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CHARTS 10-12. So the Fed has
missed both of its mandated
goals and there doesn’t appear
to be any monetary driven
bubbles in the equity or bond
markets. There does, however,
appear to be a bubble in the
gold market. In Chart #10 I
have adjusted the price of gold
for inflation going back to 1970
and, although it is well off its
recent peak, it remains well
above its average. The bottom half of the chart displays
the actual price of gold along
with the inflation index. It is our
view that the action of central
banks has long been built into
the price of gold and that, aside
from panics caused by global
political upheavals and military
flare-ups, it will likely continue to
decline.
Turning to the economic indicators coming from the US you
can see in Chart #11 that in
spite of the absence of a common direction coming from the
many recent economic data
releases, as enumerated on the
chart, the economic surprise
index remains positive. Weekly
initial unemployment claims, a
good high frequency forward
looking indicator, leads the jobs
opening index and is implying
continued strength in that market, Chart #12.

www.winslowevanscrocker.com

10

11

12

:::

clientservices@e-winslow.com

:::

(800) 556-8600

4

GLOBAL ECONOMIC COMMENTARY SEPT. 2013

CHART 13. The Fed’s Senior Loan Officer Survey, another good leading indicator, is showing a record
level of bank loosening and correlates well with lower levels of initial jobless claims, Chart #13.
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CHART 14. In Chart #14 you can see that Industrial Production, which last month disappointed

expectations, correlates well and is led by the ISM Manufacturers Survey which handily exceeded
expectations this past month and implies future strength in the Industrial Production numbers.
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CHARTS 15-17. Durable goods

orders also disappointed last
month, Chart #15, but when
viewed on a % year/year basis
and compared to the New
Orders component of the ISM
Survey, Chart #16, it appears
that they too will be strengthening. This is supportive of
our theme that emphasizes
non-mining cyclicals. In fact,
should we enter an extended
period when the International
Economic Surprise Index
remains positive we may then
experience a prolonged period
of outperformance by the
cyclical sector, as shown in
Chart #17.
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CHARTS 18-21. One last area of recent data concern comes from the US housing market where new

home sales; private housing starts; and, purchase mortgage applications disappointed. While much
of this data is volatile and may not indicate the start of a negative trend it is clear that the recent rapid
rise in rates has had something of a negative impact, particularly in the market for mortgage refinancings. The longer term fundamentals, however, remain positive for the industry. Housing affordability,
although down from historic peaks of a few years ago, remains above long term averages as seen in
Chart #18. Leading indicators such as the Prospective Home Buyers survey and the National Association of Home Builders (NAHB) survey are both at cycle highs and point to stronger private housing
starts in the next 6-9 months, Charts #19 &#20. The recent rise in mortgage rates has caused the
home builders sector to underperform but, as can be seen on Chart #21, this relative performance
should improve with the growth in private housing starts.
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CHART 22. In Chart #22 we have plotted the S&P500(blue) along with its 200dma(red), the +/-5%
200dma bands(dashed red) and the 12 month forward EPS estimates(dashed black) for the past four
years. It appears that a correction is likely to occur back to the upper 5% band because, as noted on
the chart, forward earnings estimates continue to improve.
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CHART 23. A more granular view on Chart #23 shows that the market is indeed bouncing around this
upper band.
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CHARTS 24-26. Other indicators such as the Overbought/
Oversold, Individual Investor
Sentiment and the Put/Call
Ratio are all in neutral territory,
Charts #24-#26.
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CHARTS 27-29. Forward EPS
estimates continue to reach new
highs while the market’s forward
P/E remains below prior peaks,
Chart #27. When adjusted for
inflation over the past 25 years
the story is similar as forward
earnings hit new highs while the
S&P500 index remains below
prior peaks, Chart #28. As a
final note on valuations, you can
see in Chart #29 that current
inflation is in a range in which
prior markets have experienced
much higher forward P/E ratios.
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In conclusion, we don’t see the formation of asset bubbles in equities or fixed income, although a
rise in rates and a steepening of the yield curve should be expected as the sequester fades and the
economy strengthens. Tapering of QE3 will likely begin in Q4 and continue as the economy shows
signs of strength but a rise in policy rates is unlikely until the Fed has successfully achieved both of
it mandates. With valuations still attractive, technicals neutral, US GDP improving and global GDP
growing for the first time in three years we remain overweight equities.
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