
The spring home-
buying season is 
likewise off to a 
strong start. This 
bodes well not 
only for new 
construction that 
feeds directly into 
measures of GDP, 
but also for all of 
the ancillary 
businesses that 
benefit from a 
healthy real estate 
market.
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On the radar screen
1. 2. Various measures of 

realized and expected 
inflation are moving 
higher. With the labor 
market increasingly 
tight, commodity 
prices having shown 
signs of bottoming, 
and the dollar having 
reversed course, it is 
likely that this will 
continue. We believe 
at some point, this is 
likely to adversely 
impact bond pricing. 

3. 4.

An early spring. Continued forecasts for perpetual 
winter notwithstanding (literally, Albert Edwards, a 
Societe Generale economist, has earned notoriety for 
his claim that financial markets have entered an “ice 
age”), the economy appears to us to be enjoying 
milder weather. In the U.S., that is, as conditions 
overseas remain less hospitable. 

“The right to be heard does not include the right 
to be taken seriously.” — Hubert Humphrey

While some concerns linger, we find a host of 
data that suggests economic growth here at 
home may finally be on the cusp of accelerating 
beyond the tepid trend of the past few years, 
dragging corporate profitability along with it. The 
foundation of this argument remains firmly 
centered on personal consumption.

While the European 
Central Bank has 
mounted an aggressive 
effort to stimulate 
economic growth, a 
variety of fiscal and 
political strains remain.

With payrolls continuing to expand, wages inching 
their way higher, low cost credit available, and energy 
costs historically low, households are discovering they 
have a lot of discretionary money to spend. And 
spend it they do. While not rocketing higher, retail 
sales are nevertheless climbing steadily in real terms. 
Consumer firepower is also evident in real estate 
markets with the all-important spring home-buying 
season off to a very propitious start. The volume of 
new home sales is up, as are average prices, meaning 
that residential investment is contributing directly to 
Gross Domestic Product (GDP) growth, but all of the 
ancillary businesses related to home-buying that 
contribute indirectly to economic activity (furniture, 
appliances, landscaping, moving services) must also 
be considered. So too should be the “wealth effect.” 
Homeowners that see their net worth rising along with 
property values have an elevated propensity to spend. 

Earnings have been soft 
for over a year, 
squeezed primarily by 
losses from energy and 
materials firms. We may 
be reaching a turning 
point. Several large firms 
with fiscal quarters 
ending in February have 
reported strong results 
comfortably better than 
analyst expectations. We 
look for that to continue 
as we move into to the 
thick of the reporting 
season in April.   

But for the most part, this is old news — we’ve been 
writing about the strength of the consumer for quite 
some time now. 
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"When you deal with large quantities of money, you try not 
to say things like 'This absolutely, positively cannot 
happen.' because anything can happen." — Jared Dillian

What may be changing are the prospects for industry, 
which bode increasingly well as time goes by: commercial 
and industrial loans have grown at a double digit pace over 
the past year, as have commercial mortgage originations; 
rail freight ex-coal has been strong, truck tonnage is 
achieving record volumes, and incoming port traffic has 
seen solid gains; a set of regional Fed surveys reveals a 
spike in production and new orders; and the inexorable 
ascent of the trade weighted dollar has finally reversed 
over the past ten weeks. Not all news has been good, to 
be sure, but on balance the data points toward improving 
business activity, with benefits accruing to both labor and 
capital. With the first quarter earnings reporting season 
now at hand, we’ll be watching to see if that indeed proves 
to be the case. The handful of companies that have 
already released results (those with a fiscal quarter end in 
February — just eleven constituents of the S&P 500 Index 
as of this writing) have given us encouragement as all have 
handily beaten analyst expectations. We look for more of 
the same in the weeks ahead. 

Prospects overseas are somewhat dourer, at least from the 
perspective of economic growth (the linkage to financial 
markets is not always a strong one, and we see some 
areas where growth is weak but investment opportunities 
are nevertheless compelling). China has fallen out of the 
headlines to a degree as the policy missteps of last 
summer have faded from memory and a firmer hand is 
now on the tiller, but growth is undoubtedly slowing. A 
long anticipated reacceleration in Japan has failed to 
materialize as wages remain stuck in or near no growth 
territory. Europe, too, is struggling to make forward 
progress. Strong fourth quarter surveys have given way to 
weaker hard data thus far in 2016. Fiscal stress endures as 
governments grapple with deficit constraints and non-
performing loans plague banks in the periphery. The news 
is worse still on the political front as the migrant crisis 
strains relations among member states, terrorism is an 
ever-present threat, and Britons prepare to vote on 
European Union membership in June. So there is plenty 
about which for investors to fret, and no small number of 
pundits are happy to do so in the press. 

Nothing in this business is certain, but some things are surely 
more probable than others. As we scan the landscape looking for 
investment opportunities most likely to be rewarding not over 
the next month, quarter, or even year, but over a longer period 
(call it a decade), our eyes settle upon the emerging market 
complex. These fast developing nations with large populations of 
young people account for an ever-growing slice of global 
production. Their economic gains have been retarded in recent 
years by the commodity bust, but with significant supply 
destruction having already transpired, materials prices have or 
will soon hit an inflection point, restoring more rapid economic 
growth amongst exporters as they do. Driven lower by slow 
growth and capital outflows, valuations on many emerging 
markets assets now stand at historically attractive levels. Our 
assessment is that the stage has been set for the pendulum to 
swing in the other direction: for capital investment to pick up, for 
currencies to strengthen, and for valuations to rebound to more 
“normal” levels. Unfortunately, the timing of any such rebound is 
highly uncertain while the risk is not — investing in the emerging 
world will always be a volatile, hazardous proposition. But for 
those with the necessary time horizon and the proper 
temperament, this could become an excellent opportunity over 
the next decade as any other of which we can conceive — which 
is why we invest there.  

A valuation is the process of determining the current worth of an asset or 
company. There are many techniques that can be used to determine value, 
some are subjective and others are objective. The S&P 500 Index is widely 
regarded as the best single gauge of the U.S. equities market, this world-
renowned index includes 500 leading companies in leading industries of the 
U.S. economy. 

So here we are. The picture at home is mostly positive 
and helping to drive prices higher, but gains are fragile 
and could disappear should anxiety over global 
developments turn to fright. Putting data ahead of 
psychology, we maintain a constructive outlook 
ourselves, and we continue to like both equities and 
credit, as has been the case for quite a long time now. 

That said, we have significantly trimmed our overweight 
allocation to stocks as prices have climbed over the past 
month and a half such that we are now not far from a 
neutral allocation. Any pullback at this point, however, will 
be viewed as an opportunity to aggressively reload. 
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