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Overview

This week I will continue to examine the argument that the US
markets and risky assets in general have not de-coupled from their
relationship to fundamentals. I will also explore the reasons why the
Fed’s decision to not initiate tapering last week should have come
as no surprise. Finally, we will look at some indicators that suggest
that oil prices may be at risk of going lower in the medium term.

CHART 1. Because of last week’s market action I would first like

to begin by reviewing several of the market valuation and technical indicators that we have been using as our asset allocation
guideposts. As can be seen in Chart #1 the market’s forward earnings yield in excess of the 10 US Treasury yield remains over one
standard deviation above its 25 year mean having come down
significantly from its 2.5 standard deviation peak of 2011.
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CHARTS 2-3. The most interest-

ing observation to make about
this relationship is relative to the
financial stress index put out by
the Kansas Fed. It is clear that
the gap today is near historically
high levels. Both of these measures suggest that the market
remains inexpensive. From a
technical perspective, the market appears to be consistently
bouncing off the +5% band over
the 200dma so long as forward
EPS estimates continue to trend
upwards, Charts #2 & #3.
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CHARTS 4-6. An indication that

corporate profits will continue
an upward path is given by
the relationship between the
National Income Profits Account
(NIPA) and forward EPS estimates in Chart #4. NIPA for
2Q13 rose to a record high
level and correlates very well
with EPS. It is interesting to see
that, as shown in chart #5, NIPA
profits have increased by 31%
over the prior cycle peak while
the S&P500 has only risen by
11.4%. Clearly the markets are
following the fundamentals but
have yet to catch up with them
as in past cycles. This message
is reinforced by examining the
forward P/E from the last cycle
peak and, as shown in Chart #6,
forward earnings have grown by
14% while the forward P/E has
declined by 6%.
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CHARTS 7-9. Further evidence

that risky assets are tracking fundamentals is in credit spreads.
As shown in Chart #7 high yield
spreads have closely tracked the
decline in initial unemployment
claims, a high frequency leading
indicator. Using initial claims in
combination with liquidity measures such as the growth of M1
we have created a short term
economic momentum indicator,
shown in Chart #8, which has
correlated fairly well with the
S&P500 and which has just hit a
new cycle high.
With inflation remaining low,
more on that below, the markets
are entering a “sweet spot” for
forward P/E’s where, as shown
in Chart #9, they have risen in
the past to the low 20’s.
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CHARTS 10-12. Our short term
technical indicators are in either
neutral or slightly bearish territory. In Chart #10 the overbought/
oversold indicator is barely into
overbought territory; in Chart #11
our Put/Call indicator had been
in bearish territory but has since
moved back up into what we
consider to be a neutral zone;
and, in Chart #12, you can see
that the individual investor sentiment indicator is just creeping
into bearish territory.
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CHARTS 13-15. Moving on to
the Fed’s decision to delay the
tapering of their QE3 program,
the decision was a surprise
to the consensus opinion. It
shouldn’t have been. Chart #13
illustrates the current path of the
Fed’s balance sheet without any
interim tapering. Chart #14 highlights that the twin mandates
of the Fed, full employment
and 2% inflation, are not being
met. The top half of the chart
shows that the slack in the
labor market, as defined by the
Fed, has declined substantially
since the end of the recession
but remains well above the
Fed’s target and at or above the
peaks of the prior two cycles.
Inflation, as measured by core
PCE, is well below the Fed’s
target as seen on the bottom
half of the chart.
In June of 2012 Yellen gave
a speech at the Boston Fed
where she pointed out that the
slack in the labor market is
cyclical as illustrated on Chart
#15. The red line in this chart
indicates that individuals are
finding it easier to find jobs.
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CHARTS 16-19. The counter argument to this is that there are structural problems in the labor market
as evidenced by the data in Charts #16, #17 and #18. In Chart #16 it is clear that although US GDP
has surpassed past cycle peaks, the jobs market has clearly lagged behind. Chart #17 plots the level
of job openings with the unemployment rate, called the Beveridge Curve, and as illustrated by the
sloping black dashed lines, this curve has shifted to the right since the end of the 2009/2008 recession. Finally, in Chart #18, the length of time of being unemployed has fallen sharply since its peak
but remains dramatically higher than the peak of prior cycles. The Fed’s projections for full employment, taken from the June 2012 Boston Federal Reserve speech, Chart #19, show that the end of
2014 being the most optimistic, i.e. earliest, time for achieving full employment.
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CHARTS 20-22. Structural labor market problems imply that either the Fed’s full employment target is too
low, and therefore their monetary policy is too loose, or that the time to achieve their current target will
take several years longer and therefore an easy policy will remain in place longer than currently expected. Interestingly, the inflation goals of the Fed may also be suffering from similar secular, structural
restraints. As we have argued in prior publications, lower energy costs from fracking; lower commodity
costs due to over investing in mining; and, an incipient surge in corporate capital expenditures for technology and efficiency upgrades will likely keep inflation in check for several more years. A great example
of the benefits of fracking is that lower gas prices have lowered household energy costs. The EIA estimates that in 2012 households saved ~$30 billion due to lower post fracking natural gas prices.
As a last comment on the employment situation it is interesting to note that the ISM Manufacturing
and Non-Manufacturing surveys have recently given bullish signals for continued improvement in hiring. The survey of small businesses (NFIB) hiring intentions is, however, at best a mixed signal. As
you can see on Chart #20, the orange line shows the percentage of small business planning to increase hiring. It is at a cycle high. However, when netted against the percentage of business planning
layoffs, the light grey line, the trend is clearly negative.
On a more optimistic note is the observation that
the index for financial stress, as constructed and
published by the Kansas City Federal Reserve
and shown on Chart #21, is at one of its lowest
levels since the beginning of the series. This is
contradictory to the Fed’s statement last week
that tapering was delayed in part because of
increased financial stresses which was likely an
allusion to the spike in the 10 year Treasury rate.
The Kansas Fed’s index clearly shows that not
only are financial stress low, they currently are
consistent with NGDP growth of ~6.0% as
shown in Chart #22.
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Oil
CHARTS 23-26.

In Chart #23 I’ve plotted the price of oil against the index of cyclical equities. Until the end of 2012
there had been a very tight correlation but, as can be seen on this chart, there has been a clear disconnect since the beginning of 2013 with the cyclical sector rising while the price of oil has remained
flat even with the 2.5million barrels/day that have come off the market as a result of Mid-East political
turmoil. Furthermore, the DOE has forecasted that in 2014 the supply of oil will outstrip the demand.
On Chart #24 the supply/demand represented by the blue line is plotted against the price of oil, the
black line inverted. It is clear that oil prices will fall if the DOE’s forecast comes to pass. This disconnect with oil prices and fundamentals is also seen on Chart #24 with the US ISM Manufacturing New
Orders Survey. Although the consumption of oil should continue to grow with the growth in Emerging
Market middle classes, the downward pressure on prices has been a function of both supply and efficiency, as shown on Chart #26.
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CHARTS 27-28.

Beneficiaries of lower oil prices
are, of course, the consumers
of energy such as the chemical
and transportation industries. In
Chart #27 you can see the clear
correlation between the relative performance of the Airlines
group, where 30%-40% of total
costs are energy, and the 3
month moving average of the
price of oil. The airline industry
will also benefit from the incipient surge in global GDP growth
as shown in Chart #28.
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Conclusion
•	The Market Earnings
Yield Relative To The 10
Year Treasury Sill Looks
Attractive Relative To Its 25
Year Average and Relative
To Systemic Risk Measures.
•	The Fed’s “No-Taper”
Decision Should Have Not
Been A Surprise. This Is
Because The Fed Has Yet To
Meet Their Twin Employment
and Inflation Targets.
•	The Current Level of Financial
Risk Measures Are Consistent
With RGDP of ~6%
•	Oil Prices Have
Disconnected From Macro
Indicators. This Indicates A
High Risk To The Downside.
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