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Economic Gravity
2016 certainly has been an interesting year. After the stock market dropping approximately 10%
and the constant fed speakers making various declarations, here we are again back at the
same level that we began 2015.

As you can see from the chart above (source signal: 4/29/2016) the S&P 500 has certainly had its
ups and downs, but relatively has gone sideways. Albeit S&P 500 companies revenues and
earnings have been on the decline for the first part of the year which means that the recent
mover off of February’s bottom has been all Price to Earnings expansion. See chart below
source northmantrader.com)

So the valuation of the overall market now has to be evaluated as: undervalued, fair valued or
overvalued. Post world war 2 historic average valuation of the S&P 500 has averaged
approximately 13 to15 times trailing earnings. Therefore based on a historic perspective the
market would seem overvalued. Some would make reference to the current interest rate
environment and based on low rates the market can withstand a higher multiple. Considering
we are in the late part of an economic cycle and look to be contracting, this would also
indicate the market is overvalued.
This economic expansion began in March of 2009 we are roughly 80 months into this cycle and
normal cycles last about six years or 72 months, therefore we are long in the tooth to this
expansion. As I have illustrated in other investor letters, macro-economic data points are indeed
pointing to a slowdown in economic activity.
Let’s examine some of the data points:

The chart above illustrates flattening Pro-forma earnings and declining GAAP earnings

The charts below illustrate weakening GDP Growth

The chart below illustrates retail sales have been weakening

The chart below illustrates declining household income:

Debt is creating a larger problem for worldwide economic growth, I will be discussing this in
detail at the end of this investor letter.

Debt Continued:

Historically low interest rates are allowing companies to buy-back stock which is creating
financially engineered earnings.

Below are two more charts showing the struggles of corporate earnings:

The chart below should give you concern about the current valuation of the markets.

The payroll chart below is another indication of the economy being in its late cycle (source
hedgeye)

The data from the above charts leads me to the conclusion that “Growth is Slowing Worldwide”.
Even the Federal Reserve Chair Janet Yellen concedes that economic indicators are slowing.

Global economies are not doing much better, below you will find charts on Japanese Industrial
Production and China’s PMI. I have not included Europe, but they are in the same condition. I
will provide charts for Europe upon request.

Let us now begin our examination of the impact of debt on the economy. Let’s first take a look
at high yield “Junk” bonds.
% of junk bonds trading at distressed levels
2015: 20.1%*
2013: 11.2%
2011: 16.8%
2009: 23.2%
*Highest Since 2009 S&P Data
High quality corporate debt continues to deteriorate:
Number of US Companies rated AAA
2015: 3
2014: 4
2013: 7
2012: 7
2011: 9
2010: 27
2009: 41
2008: 43
2007: 55
2006: 54
2005: 53
Source: Bloomberg
Business Debt increased in the last year by approximately $800 billion. The majority of the debt
increase was used for stock buybacks and dividends. Such usage of debt does not support
economic growth.
In the chart below you can see that the world’s debt has increased to roughly 370% of world
GDP. Numerous academic studies suggest that debt over 250 to 300% of GDP begins to slow
economic activity.

The chart below seems to validate the academic studies as you can see that US GDP has had a
slowing trend since 1982.

So the question that we need to be asking is after roughly 8 years of Zero percent interest rates,
Quantitative Easing (bond buying) from the Federal Reserve, the Bank of Japan and the
European Central Bank as well as numerous economic stimulus efforts by the Peoples Bank of
China that has lead to less than a 3% average US GDP growth rate over the last 7.5 years and
posting a mere 0.5% growth rate in the first quarter of 2016 are these policies working?
Obviously I am skeptical at best.
All of the information that I have provided confirms my belief that US economic growth is slowing
and that we are moving to the end of an economic expansion. Growth slowing means that
interest rates on the long-dated treasuries should continue to decline with some spikes along the
way. In addition it appears that the US stock market is grossly overvalued in relation to the
corporate earnings that are continuing to slow and where we are in the economic cycle.
Conclusion:
Stocks:
Equity valuations are at elevated levels in relation to historic averages as well corporate profit
cycle has peaked and corporate profits are weakening. This means that the equity markets
should decline.
Cash:
The Zero Interest Rate Policy that the Federal Reserve has cash investments yielding next to
nothing and again not a real value for investment.
Real Estate:
The yield on Real Estate Investment Trusts have been driven down due to the Zero Interest Rate
Policy of the Federal Reserve. Therefore currently it appears that the price is elevated and the
yield is not attractive enough to offset the risk of the underlying investment.

Commodities (Precious Metals):
Due to the Central Bank policies of the US, Japan, China and the European Central bank, it
appears that gold is becoming an alternative currency.
Bonds:
Based on the fact that inflation continues to wane and economic growth is slowing, this
indicates to me that long-dated treasury yields should continue to decline, thus making this asset
class attractive for both rate of return and overall risk. Until Rate of Change illustrates that we
should expect a rising rate environment, long-dated treasuries should continue to be profitable.
As always I appreciate your trust and confidence, please contact me if you have questions or
concerns.
Regards,
John D. Unger, CFP®, ChFC®, CLU®
Investment Consultant
Investing involves risks, including the loss of principal.
No strategy assures success or protects against loss.
The opinions voiced in this material are for general information only and are not intended to provide specific advice
or recommendations for any individual. The economic forecasts set forth in the presentation may not develop as
predicted and there can be no guarantee that strategies promoted will be successful.
High yield/junk bonds (grade BB or below) are not investment grade securities, and are subject to higher interest
rate, credit, and liquidity risks than those graded BBB and above. They generally should be part of a diversified
portfolio for sophisticated investors.
The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure performance
of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major
industries.
Indices are unmanaged and cannot be invested into directly. Unmanaged index returns do not reflect fees,
expenses, or sales charges. Index performance is not indicative of the performance of any investment. Past
performance is no guarantee of future results.
Earnings per share (EPS) is the portion of a company's profit allocated to each outstanding share of common stock.
EPS serves as an indicator of a company's profitability. Earnings per share is generally considered to be the single
most important variable in determining a share's price. It is also a major component used to calculate the price-toearnings valuation ratio.
SAAR - Seasonally Adjusted Annual Rate
Purchasing Managers Index (PMI) is an indicator of the economic health of the manufacturing sector. The PMI
index is based on five major indicators: new orders, inventory levels, production, supplier deliveries and the
employment environment.
An obligation rated 'AAA' has the highest rating assigned by Standard & Poor's. The obligor's capacity to meet its
financial commitment on the obligation is extremely strong.

