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Watching the U.S. consumer ..

Global equity markets experienced some anxiety last week in the wake of escalated rhetoric between the
U.S. and North Korea. U.S. equities experienced one of their worst weeks of the year with the Dow Jones
Industrial Average, S&P 500 and the Nasdaq Composite all declining more than -1%, with the Russell 2000
Small Cap Index and the S&P 400 Mid Cap Index registering the biggest losses, down -2.7% and -2.3%
respectively. Outside of understanding that should this situation advance beyond jawboning to actual
military action that it would likely have adverse implications for asset prices — I don’t have too much of
value to say on the subject as | lack the necessary intelligence to proffer an informed opinion on the matter.
It’s easy to have an opinion on any subject matter and sometimes even easier to pass judgement on someone
else’s actions, but when it comes to national security and military action I’ve long maintained the view that
those closest to the situation and armed with the best intelligence deserve the trust and faith afforded to them
that they are using that information to make the most informed decision possible. My hope is that this belief
IS not naive nor abused.

Back to the markets and the economy and attempting to keep these missives somewhat more pointed and
short as we approach summer’s end, there are a couple areas of focus that I think warrant investor’s attention
going forward.

Are the Dow and S&P 500 masking broader equity market weakne8s

The Dow Jones Industrial Average has been garnering all the attention of late as it recently crossed the
22,000 level, but little mention has been made of the fact that one stock, Boeing, has accounted for one-
quarter of the +10% advance in the blue-chip index this year. Take this a step further and when you lump in
the gains in Apple and McDonald’s you have three stocks that have been responsible for half of the year-to-
date gain. As for the S&P 500, while up +9% for the year it closed last week at 2,441 and this is less than
+2% above the 2,400 level it first reached on March 1%. So five-and-a-half months of chop with an upward
bias, but this stagnation is coming in the heart of what has been two consecutive quarterly earnings results
that registered some of the strongest EPS growth rates since this recovery began back in 2010.

So, while the major averages continue to hover near their all-time highs, the internals within the equity
market have become much more bifurcated with just 53% of the constituents within the S&P 500 trading
below their 200-day moving averages (see chart below from John Hussman).
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What fails to ever be mentioned on ‘bubble vision’ TV is how poorly the Small-Cap Index has performed
this year with the S&P 600 Small-Cap Index down -0.8%. This, after all, is the domestically oriented part of
the market and the market cap segment most closely aligned with the “Make America Great Again” narrative
coming out of the election last Fall. So much for any follow up on this file, as is typically the case with Wall
St. as it’s more convenient to move onto the next theme that conforms with what price momentum is telling
them. One of the biggest drivers in the nearly 1,000 basis points in outperformance by the large-caps versus
the small-caps is the -10% slide in the U.S. dollar and a relative improvement in growth from abroad — two
material variables that disproportionately benefit global enterprises relative to those domestically focused.
Then there is the fact that while small-cap earnings growth has lagged large-caps in each of the past four
years, the divide was quite wide in Q2 with profit growth in the small-cap space declining -8% versus +9%
for large-caps.

One final thought on this topic before moving on and that is on the anatomy of market tops. First and
foremost, my personal view is that calling precise market tops and bottoms is a fool’s errand and any success
in doing so is as much attributed to luck as it is to skill. However, this isn’t to suggest that investors should
ignore the signals that have been prevalent during previous bull market topping processes. Furthermore, just
because an investor may not be able to precisely time the top it does not mean it won’t happen, just as there
has never been a bull market that has never ended and an educated guess would suggest that this one is no
different. When you look at the make-up of the market at this juncture, a broadening area of both macro and
micro data suggest that this topping process is underway with roots going as far back as 2015. How long it
will last is where the guessing comes in, but the most important thing for investors to understand is their
vulnerability to the fallout when it does ultimately occur.

A couple of observations that have been garnering my attention of late (strictly on the price action in the
markets) is the symmetry with which various market segments are performing relative to previous market
tops: Transports and Small-Caps both lagging given their pro-cyclical characteristics as investor capital
rotates out of these areas into the higher quality, more broadly diversified S&P 500 and Dow Jones Industrial
Average. Ina world where interest rates remain nailed to the floor the TINA (There Is No Alternative)
theme is alive and well, so many investors that are measured on a daily, monthly, and/or quarterly basis are
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forced to stay in the game, irrespective of the risk/reward and hence capital flees (hides out) into the global
behemoths with the strongest economic moats.

The lack of volatility and heightened complacency are additional late cycle sentiment signals that illustrate
investor’s amnesia from the pain that can be inflicted from prior bear market declines. Investor cash
allocations at 17.5 year lows, Charles Schwab having the highest level of new account openings since 2000,
and E-Trade’s newest commercial of “the dumbest guy in high school” driving a yacht because of his
investing profits are just a couple illustrations that investor enthusiasm is approaching lofty levels. As for
volatility, before last week’s spike it was sitting at multi-decade lows and this weekend’s WSJ highlighted
just how rare the calm in U.S. equity markets this year truly is where they point out that on average the S&P
500 dips -5% every ten weeks, and corrects -10% every thirty-three weeks. Compare this to an S&P 500 that
hasn’t experienced a -5% pullback in more than a year and it’s been seventy-seven weeks since the last -10%
correction.

Valuations across capital markets are rich:

This is a statement that I don’t think can be rationally argued to the contrary any longer with both equity and
bond market valuations north of historical averages on almost every quantifiable metric. What 1 think is
open to objective debate is the extent of the overvaluation, can it persist, and/or are we in a new regime?

The following table from BofA Merrill Lynch’s Equity Research Group provides one of the broadest
collections of various valuation metrics which delineates in the “% Above (below) avg.” column the extent
of the heightened valuation levels relative to history.

Table 2: S&P 500 Valuations -- borders denote metrics trading above their historical average (as of 6/30/17)

Metric Current Average Avg. ex. Tech Bubble  Min Max % Above (below) avg Z-Score History
Traiiing PE 204 16.1 154 67 305 21% 09 1960-present
Traiiing GAAP PE 242 19.1 182 67 1224 26% 04 1960-present
Forward Consensus PE 174 152 142 98 251 14% 06 1986-present
Traiiing Nommaized PE 199 190 175 92 39 5% 02 /1987 present
Median Forward P/E 179 150 147 100 205 19% 13 1986-present
Shiller PE 304 168 16.1 48 42 9% 20 1881-present
PBV 318 247 225 09 53 29% 07 1978-present
EV/EBITDA 18 100 95 60 151 18% 08 1986-present
Trailing PEG 158 145 143 093 22 9% 05 2001-present
Forward PEG 135 12 120 082 167 10% 07 2001-present
PIOCF 138 106 98 56 195 3% 11 1986-present
PIFCF u7 283 249 129 657 13% 03 1986-present
EViSales 230 18 173 086 291 11 1986-present
ERP (Market Based) 132 467 482 1% 880 5T%" 15 1111980-present
Normalized ERP 437 21 3% % ur 50%" 07 1987-present
S&P 500 Div. YId. vs. 10yr Tsy. Yid 09 06 06 02 23 %" 06 1953-present
S&P 500 in WTI terms 536 235 207 27 1090 120% 19 1960-present
S&P 500 in Gold terms 195 158 132 017 548 2% 03 1968-present
S&P 500 vs. R2000 Fwd. PIE 0.94 100 0.94 076 A7 6% 03 1986-present
S&P 500 Market Cap/GDP 109 058 054 022 129 19 1964-present

*Above average implied equities are attractive relative to bonds. Mote: Trailing P/E based on GAAP EPS from 1960-77, Operating EPS from 1978-87, Pro forma EPS 1988-now. Trailing GAAP P/E based on GAAP PJE for
entire series. Market-basad ERP based on DDM-implied 5&P 500 return less AAA corp bond yield. Normalized ERP based on normalized EPS yield less normalized real risk-fres rate.
Source: S&P, Compustat, Bloomberg, FactSet/First Cal, Bof Merrill Lynch US Equity & US Quant Strategy

John Hussman put out the following chart last week which | found interesting as it breaks down the
constituents of the S&P 500 by their price to revenue ratios and compares current valuations to where they
were relative to their own respective history.
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Median Price Revenue Ratios of S&P 500 Components by Decile
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This is what he concluded based upon his analysis:

“Notice that the distinction between today and the 2000 peak is in the breadth of overvaluation across
individual stocks. Back in 2000, the most extreme speculation was centered on a fraction of all stocks, largely
representing technology, and accounting for a large proportion of the total market capitalization of the S&P
500 Index.

Look at the valuation of each decile relative to its own history. As of last week, with the exception of the
richest decile of stocks, where median valuations were higher only during the January 2000-March 2001
period (followed by median losses exceeding -80% for those stocks), every decile of S&P 500 components is
currently at or within 2% of its most extreme valuation in history.

At the March 2000 bubble peak, an understanding of market history (including the outcomes of prior
speculative episodes) enabled my seemingly preposterous but accurate estimate that large-cap technology
stocks faced potential losses of approximately -83% over the completion of the market cycle. At the same time,
however, the prospective loss for the least expensive half of S&P 500 component stocks was only about -25%.
That difference allowed investors to avoid much of the damage from the 2000-2002 market collapse, provided
they were not heavily invested in technology stocks, and were willing to deviate considerably from a
capitalization-weighted portfolio.

At the 2007 market peak, by contrast, stocks were generally overvalued enough to indicate prospective losses
of about -55% for all but the very lowest price/revenue decile. That risk was realized in the form of widespread
and indiscriminate losses across all sectors during the market collapse that followed, even though financial
stocks were hardest hit. By the 2009 market low, all ten price/revenue deciles ended the cycle at multiples
below their respective historical norms.

In my view (supported by a century of market cycles across history), investors are vastly underestimating the
prospects for market losses over the completion of this cycle, are overestimating the availability of “safe”
stocks or sectors that might avoid the damage, and are overestimating both the likelihood and the need for
some recognizable “catalyst” to emerge before severe market losses unfold. We presently estimate median
losses of about -63% in S&P 500 component stocks over the completion of the current market cycle. There is
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not a single decile of stocks for which we expect market losses of less than about -54% over the completion of
the current market cycle, and we estimate that the richest deciles could lose about -67% to -69% of their
market capitalization. As in 2000 and 2007, investors are mistaking a wildly reckless world for a permanently
changed one, and their reeducation in the concept that valuations matter is likely to be predictably brutal.”

I wanted to include Mr. Hussman’s analysis because I think he does some of the most thorough analysis on
equity valuations in the industry. It’s important to not misinterpret his conclusion about a potential -60%
decline in the equity market as a forecast, prediction, or definite outcome but rather an objective evaluation
of the extent to which valuation levels today diverge from historical relationships and how far prices would
have to fall in order to restore current valuations to their historical relationship. There are a plethora of other
outcomes other than a precipitous drop in equity prices that could cause this gap to be restored, so please
don’t misconstrue this possible scenario in a vacuum or as being alarmist, but rather an assessment of the risk
/ reward trade-off in the equity market today.

One thing that caught my eye last week was seeing some of the high-profile mainstream money managers
come out publicly in acknowledgement of the overvalued excesses they are seeing in markets. I’m talking
about Bloomberg penning a piece that PIMCO is recommending investors reduce their exposure to U.S.
equities and High-Yield bonds while emphasizing real assets like gold, commodities, and inflation linked
bonds. T. Rowe Price also took the opportunity to notify the masses that it has trimmed its equity allocation
to its lowest level since the 2000 Tech Bubble. Take both of these announcements in stride as neither are
suggesting investors abandon prudence and sell all of their equity allocations, but when asset gathering firms
like T. Rowe and PIMCO who have every incentive to cheerlead higher asset values are advocating some
risk aversion, it’s worth pondering what is compelling them to do so.

It’s not just the equity market that is experiencing some extremes and, as | consider them, central bank
inflicted distortions. To my mind that is what is playing out in the bond market as global interest rates
broadly speaking are (depending on the metric one is looking at) plumbing the lowest levels in history which
through both appreciation as well as new credit growth has raised the value of the global bond market (as
measured by the Barclays Global Agg) to over $49 trillion. Today’s $49 trillion value compares to a value
of $3.1 trillion in 1987, $7.9 trillion in 1997, and $23.2 trillion in 2007, so a more than doubling over the last
decade.
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So, by extension with sovereign interest rates near historical lows, other bond market instruments have seen
their yields sink to near historic lows with their respective prices nearing all-time highs. For instance, the
OAS spread on junk debt is near its post-Global Financial Crisis low at a spread of 380 basis points to
comparable Treasuries.

Risk Premiums on Junk Bonds Stay Low

WHigh-Yield Corporate Bond Average Option-Adjusted Spread
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A cogent and constructive argument is that this is occurring because the underlying fundamentals supporting
this corporate debt is at its healthiest state in the post-GFC era, but this argument lacks context in that while
companies continue to generate cash to service the outstanding debt, the level of corporate indebtedness is
beyond bloated.

S&P 500 Leverage Has Surged Post-Crisis
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However, perhaps the most head scratching of market distortions is taking place in the European credit
markets with ECB Chair Mario Draghi remaining steadfast in his view that negative interest rates and
quantitative easing are the panacea to what ails the Eurozone (never mind their poor demographics, fiscal
challenges, and an already over indebted system to begin with...) which has pushed yields on European junk
bonds to an almost equivalent level to which Uncle Sam can issue debt.

Euro Junk Bonds Yielding Similar To US Treasuries
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No, the rabid investor search for yield in a yield starved world knows no bounds as it’s extended into U.S.
dollar denominated Emerging Market debt, with interest rates on these instruments falling to the lowest level
in history.

@ 12-month yield on Bloomberg Barclays EM USD Aggregate Index Average
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Look, if these prices, valuations, and interest rates seem extreme it’s because they are, but that doesn’t mean
that it is all at risk of changing tomorrow. As has been the case in the latter stages of the global economic
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expansion — how, when, and why this unravels is highly dependent on central bank actions. Market prices
and fundamentals have been diverging since the beginning of 2015, and other than the occasional short-term
spasm, this divergence hasn’t restrained prices from moving higher. This is the reality of the times and as a
result few asset classes offer favorable long-term risk / reward payoffs for investors today, be it in the equity,
fixed income, or real estate market, but history has shown time and again that extremes can extend for quite
some time. However, history also reflects that these states of entropy have never been permanent and at
some point, order will be restored. What is important for investors is that they realize and are aware of the
environment we are in and invest accordingly.

U.S. economy- watch the consuner:

Of late the economic data in the U.S. has been “so0-s0” in that it lacks the verve that many of the sentiment
surveys are signaling (and were hoping for coming out of last year’s election), but it remains resilient in the
steady +/- 2% growth trajectory it’s tracked for the last several years. This has kept most investors in the
‘goldilocks’ mindset where the data is not so good whereby it forces the Fed to move more swiftly to
normalizing interest rates, and it’s not so bad that the risks of a recession are elevating quickly.

Based on the price action in capital markets this has been the right course of action, but the one segment of
the economic data that I think will be important to closely track as we move through the second half of the
year is the consumer. And based upon what we’ve been seeing over the last several months it will be
worrisome if recent trends continue. What stood out to me most in the second quarter earnings season
wasn’t the second consecutive quarter of double digit earnings growth for S&P 500 constituents, but the
details coming out of the banking sector’s numbers. Namely the rise in delinquency rates, charge off rates,
and defaults that are causing banks to increase provisioning for future underwriting losses — and this coming
with the unemployment rate at a cycle low. To be seeing credit strains with an economy that is supposedly
still strengthening tells me two things: 1) the economy isn’t nearly as healthy as many people want to believe
and/or 2) credit and loans have been extended to some very marginal borrowers who had no right getting
them, but with money flowing so freely these marginal borrowers took what they could get and many banks
couldn’t avoid the temptation to lend.

Consider the irony that we learned last week that U.S. credit card debt in June hit $1.02 trillion, finally
eclipsing the all-time high reached nine years ago. Which brings me to another data point that I think
received way less attention than it deserved and that was the recent revisions to the personal savings rate
being taken down to 3.8% in the latest BEA income and spending data. A 3.8% personal savings rate
compares to 5.1% a year ago and 6.3% two years ago, so what the U.S. economy has been a beneficiary of
over the last two years of lethargic GDP growth was a consumer who has been tapping into their savings to
feed consumption.

So what this means is that we have a consumer that is nearing its max in terms of any additional credit
growth and a savings rate that has been pared back to its lowest levels since before the GFC, and all we have
to show for it is real personal consumption growth decelerating to +2.4% YoY today from +3.0% a year ago.
There is no easy policy fix for this challenge and it will likely present headwinds for an economy where
consumption drives almost 70% of GDP.

Which brings me back to the labor market, and | hate to be the dark cloud in the room, but the more I look
into the recent string of labor market reports the less optimistic I become. Let’s go back to the July payroll
report that was released a couple weeks ago where everyone was all excited about the headline beat of 209k
jobs being created. What got lost in the shuffle and was pointed out by the Chief Economist and Strategist
for Gluskin Sheff, David Rosenberg, was that the birth-death model made up 158k of the 209k jobs created
in July. For those that don’t know, the birth-death model is an estimate made by the BLS to take into
account the net number of jobs provided from newly started businesses (births) and business closings
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(deaths). In an expansion, it is normal to see new business formation, so there is no issue with seeing this
outcome, but the average number of jobs created over the last 14 years from the birth/death model in July
was 108k, making the recent 159k figure seem out of whack.

Alright, no big deal given that even if you were to assume the average July level over the last 14 years of
+108k for this most recent report, then you still get to a relatively healthy +159k in new jobs. However,
when you start to dig a bit deeper into the labor data, the consistent strength we’re seeing in the monthly
headline prints just doesn’t comport with the lack of verve we’re experiencing in the economy as a whole.
For instance, you didn’t hear much of a mention that full-time employment actually fell by -54k in July and
over the last three months full-time employment is down -66k compared to part-time employment increasing
by +302k. At least this helps provide some logic for the meagre wage growth figures of +2.4% YoY in the
nonsupervisory work force. Back to the birth / death model for a moment, because I don’t think many
investors are aware that of the 1.3 million jobs created so far this year, 654k of them have come at the hand
of the birth/death model. Yup, these aren’t job additions verified by the BLS calling the 147,000 businesses
it samples that say they actually added a job, but rather guess work from a model that doesn’t distinguish
from a retiree setting up an LLC to perhaps perform freelance consulting work if the opportunity presents
itself, or a blogger setting up a business in the interest of being able to derive some form of advertising
revenue. Nope, it doesn’t matter if these jobs create an income, it’s just an estimate that they exist and these
jobs account for 50% of the jobs created so far this year.

One other labor market data point that got everyone all excited last week was the +461k jump to 6.163
million in the June Job Openings and Labor Turnover Survey (JOLTS). The 6.163 million was a record and
that’s all the algos and momentum traders needed to see to confirm the bullish bias, however anyone
choosing to take a minute to perform a little analysis would see that new hires actually fell -103k in June to
5.365 million. This was the second decline in the last three months and the fourth in the last five as new
hires in this report haven’t made a new high since December 2015. But why get caught up in any of these
pesky details? In addition to new hires declining, the number of quits fell -72k and the reason why
thoughtful investors like to look at the quits number is because it is an indication of confidence on the part of
the worker — higher quits insinuates a higher degree of confidence of being able to find another job. And the
other piece of this JOLTS report that wasn’t flattering was that the number of layoffs rose +28k on top of a
+28k increase in May which pushed the annual level of firings to above 1.7 million for the first time since
March 2016.

What I'm getting at with all this is that the beating heart of the U.S. economy is the consumer, and the data
we’re seeing on the consumer of late is far from flattering. All it is suggesting at this point is a consumer
that is stretched with precious little wiggle room left to tap into unless we see a more robust and broadening
out of economic growth here in the U.S. So nothing to panic about, but just another thing to consider and
monitor as we move into a second half of 2017 that | suspect is losing some of the tailwinds that have been
taken for granted in the first half.
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