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Market Insights for Week Ending July 7, 2017 
 

 Rethinking Risks and Returns 
 
The world economy is making steady progress, deflation fears and near-term political 
risks are looking less ominous; and financial market volatility remains subdued. We 
believe this provides a foundation for modest gains in stocks. 
 
HCM believes that “lower for longer” bond yields mean there is a need to take a fresh 
look at valuations. For example, the earnings yield of U.S. equities (earnings per share 
divided by the share price, the inverse of the price-to-earnings ratio) gauges the 

valuation of stocks versus bond yields. This measure puts U.S. equity valuations in the richest quartile 
of their history. Yet the equity earnings yield still looks attractive versus bond yields. Also we see less 
reason to expect equity valuation metrics to fall back to historical averages in a world of lower rates. 
See the chart below. 
 
Eye of the beholder 
U.S. equity valuation, 1988-2017 
 

 
Notes: U.S. equities are represented by the MSCI U.S. Equity Index. Absolute valuation is 
based on earnings yield (the inverse of 12-month forward price/earnings ratio. Valuation 
relative to bonds is based on earnings yield minus U.S. real bond yield (10-year U.S. Treasury 
yield minus U.S. core CPI inflation). Valuations are shown in percentiles. For example, the 
current U.S. absolute earnings yield is in the 18th percentile. This means the earnings yield has 
been equal to or lower than that level 18% of the time since 1988. 

 
HCM’s base case scenario rests on our position that the world is in a synchronized and sustained 
economic expansion that is slower than previous cycles. We believe structurally lower growth 
and interest rates mean that comparing valuation metrics to past levels may not be a reliable guide for 
the future. We see low market volatility as a normal feature of the benign economic backdrop — and 
not as a warning sign in itself. Taken together, this could mean equities are cheaper than they look — 
and investors who shy away may run the risk of being too conservative. 
 
Make no mistake about it, HCM believes that markets are expensive and a correction to take a little of 
the pressure off elevated valuations would be welcomed as it would provide an opportunity for us to 
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increase equity exposure.  However, with central banks moving slower than Uncle Joe on Petticoat 
Junction, modest economic growth around the globe and no recession in sight, we assign a small 
probability (less than 20%) to a serious bear market in the next six to twelve months.  Therefore we 
continue to hold risk levels modestly above neutral targets. We will be conducting regular rebalancing 
over the next two weeks.  
 
In conclusion, we prefer stocks over fixed income and credit risk over government bonds. In equities 
we generally prefer foreign stocks over their more expensive U.S. counterparts. We will be making 
room for the momentum style factor in our upcoming rebalance. We also like value shares over 
growth. In fixed income, we like higher-quality credit and generally prefer inflation-linked bonds over 
nominal ones. We also see opportunities in selected local currency emerging market debt. 
 
Weekly Focus – Think About It  
 
“If investing is entertaining, if you’re having fun, you’re probably not making any money. Good 
investing is boring.” George Soros 
 
Market Activity 
 
Performance last week for the four major asset classes were: 
 U.S. Stocks – Russell 3000 (IWV) – Gain of 0.07% 
 Developed Foreign Markets (EFA) – Loss of 0.46% 
 Emerging Markets (EEM) – Loss of .60% 
 Fixed Income (AGG) – Loss of 0.36% 

 
Last Week’s Headlines 
 
 The job situation rebounded in a big way in June as 222,000 new jobs were added during the 

month, well above the 152,000 (revised) new jobs added in May. The unemployment rate inched 
up 0.1 percentage point to 4.4%. Noteworthy job gains occurred in health care, social assistance, 
financial activities, and mining. Since January, the unemployment rate and the number of 
unemployed are down by 0.4 percentage point and 658,000, respectively. The average workweek 
for all employees on private nonfarm payrolls rose by 0.1 hour to 34.5 hours in June. For the 
month, average hourly earnings for all employees on private nonfarm payrolls rose by $0.04 to 
$26.25. Over the year, average hourly earnings have risen by $0.63, or 2.5%. 

 
 The IHS Markit final US Manufacturing Purchasing Managers' Index™ (PMI™) indicated that 

manufacturing slowed in June. According to the report, manufacturing output, new orders, and 
employment weakened compared to May. Price inflation was the slowest since late 2016. 

 
 On the other hand, the Manufacturing ISM® Report On Business® suggested that the 

manufacturing sector expanded in June. The overall purchasing managers' index registered 
57.8%, an increase of 2.9 percentage points over the May reading. New orders, production, and 
employment climbed in June. However, inventories and prices decreased for the month. While the 
Markit and ISM® reports offer conflicting information, historically, the Markit PMI™ tends to align 
more closely with government data. 
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 The non-manufacturing, or services, sector expanded in June, according to the latest Non-
Manufacturing ISM® Report On Business®. Non-manufacturing industries include agriculture; 
accommodation and food services; transportation; mining; utilities; real estate; finance and 
insurance. The June non-manufacturing index registered 57.4%, 0.5 percentage point higher than 
the May reading. Expansion in the non-manufacturing sector occurred in business activity, new 
orders, and prices. Employment grew in the non-manufacturing sector, but at a slower pace 
compared to May. 

 
 The international trade deficit shrunk in May, according to the Census Bureau. The goods and 

services deficit was $46.5 billion in May, down $1.1 billion from $47.6 billion in April, revised. May 
exports were $192.0 billion, $0.9 billion more than April exports. May imports were $238.5 billion, 
$0.2 billion less than April imports. Year-to-date, the trade deficit increased $27.0 billion, or 13.1%, 
from the same period in 2016. Exports increased $54.3 billion, or 6.0%. Imports increased $81.4 
billion, or 7.3%. 

 
 In the week ended July 1, the advance figure for seasonally adjusted initial claims for 

unemployment insurance was 248,000, an increase of 4,000 from the previous week's unrevised 
level. The advance seasonally adjusted insured unemployment rate remained 1.4% for the week 
ended June 24, unchanged from the previous week's unrevised rate. During the week ended June 
24, there were 1,956,000 receiving unemployment insurance benefits, an increase of 11,000 from 
the previous week's revised level. The previous week's level was revised down by 3,000 from 
1,948,000 to 1,945,000. 

 
Eye on the Week Ahead 
 
Trading is expected to pick up following the holiday-shortened week. Last week's favorable 
employment report should quell investors' concerns about a slowdown in job growth. This week, 
reports focusing on consumer spending and inflationary trends are out with the Producer Price Index, 
retail sales report, and The Consumer Price Index. 
 
 
Disclaimer 
Any tax or other advice contained in this document, including any attachments, is not intended and 
cannot be used for the purpose of avoiding penalties under Internal Revenue Code. No action should 
be taken on any information contained in this message without first consulting with your tax/legal 
advisors regarding the tax/legal consequences for your particular circumstances. 
 
Additional Notes: 

 The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be 
representative of the stock market in general. 

 Opinions expressed are subject to change without notice and are not intended as investment 
advice or to predict future performance. 

 Past performance does not guarantee future results. 
 You cannot invest directly in an index. 
 Consult your financial professional before making any investment decisions. 
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