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Sunday, March 5, 2017 
 

Why I Am Cautious On The Market 
  

An Over-Valued and Frothy Market 
 
As the major market indices hit new all-time highs, I have become increasingly 

cautious on the short-term outlook. I view the stock market through the following 
lenses, and all of them are showing either a neutral to bearish outlook: 

 Valuation 
 Interest rates outlook 
 Growth 

 Psychology 
 

The one wildcard continues to be political developments from Washington. A recent 
AAII survey indicated that roughly 75% of respondents cited politics as affecting 
their investment decisions: 

 
This week’s Sentiment Survey special question asked AAII members what 
factors are most influencing their six-month outlook for stocks. Nearly three-
quarters of respondents (73%) cited national politics, particularly President 
Donald Trump’s polices and what actions Congress may take. Tax reform was 
mentioned by many (20% of respondents), followed by regulatory reform and 
uncertainty over what legislation will actually be passed. Just under 23% of 
all respondents listed the ongoing rally and the prevailing stock valuations, 
with several of these respondents expressing concerns about the level of 
valuations or that a drop could be forthcoming. Monetary policy was cited by 
8% of all respondents, followed by corporate earnings growth (7%) and 
investor sentiment (7%). Some respondents listed more than one factor. 

 

Any changes in the path of fiscal or trade policy have the potential to create further 
market volatility. 
  

An Expensive Market 
 

There are many ways of measuring market valuation. A number of different 
approaches are all pointing to an expensive market. I would warn, however, 

valuation is a poor short-term market timing indicator.  
 
As the following chart from JPM Asset Management shows, while forward P/E has an 

inverse relationship with subsequent returns, the R-squared of the relationship with 
a one-year return is a low 10%, indicating that P/E explains 10% of actual returns. 

By contrast, the R-squared of forward P/E against five-year return is a much higher 
42%. 
  

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=7a0ae4cb05&e=c1eeadb163
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 Nevertheless, plenty of valuation metrics are flashing warning signs. The SPX EV to 
EBITDA ratio, is at nosebleed levels that are comparable to Tech Bubble era. 

  

 

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=dea8041ecd&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=b565fb7aa3&e=c1eeadb163
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A more sophisticated valuation model is the Morningstar Fair Value Estimate, which 
shows the market to be about 4% overvalued. In the past, the stock market has 

experienced difficulty advancing when readings get this high. 
  

 
  

Another indirect way of discerning whether the market is over or under valued is 
through the behavior of corporate insiders. This group of "smart investors" are not 
day or swing traders. They invest with longer time horizons because they prefer to 

take advantage of the lower tax treatment of long-term capital gains on sales. As 
the following chart from Barron's shows, readings are volatile but the pattern of 

prolonged selling is evident. When insider selling coincides with overvaluation as 
measured by the Morningstar Fair Value Estimate, the warning signs are clear. 

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=5a5806bcb0&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=8e9565803e&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=20e7481e5e&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=15580a62c3&e=c1eeadb163
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<continued> 
 

  

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=d3de21474a&e=c1eeadb163
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In addition, the cautious forecast made by the analyst Mark Hulbert, characterized 
as one of the respected market forecasters, made me sit up and take notice.  
 

Former Value Line research director Sam Eisenstadt set a six month target of 2230 
last December. The chart below depicts Eisenstadt's multi-track record that show 

his six month forecasts and actual subsequent SPX level. 
  

 
  

 
 
 

 

<continued> 
 
  

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=de57b2fafc&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=8c167b046f&e=c1eeadb163
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Back in December, Eisenstadt had a six-month SPX target of 2230, which is well 
below the current level of the index. The chart below depicts his recent track record 
going back to 2013. During that period, his model has tended to be overly bullish 

and, in only one case, did the actual index level overshoot his forecast. 
  

 
  
  
Hulbert wrote that rising interest rates was the principal reason for Eisenstadt's 

cautious outlook: 
 

What are the factors driving Eisenstadt’s current forecast? In an interview, he said 

that the largest factor by far is the recent increase in interest rates. He added that he 

finds it surprising that most investors do not seem to be paying attention or to care 

about this increase, given how obsessed they were not that long ago with the interest 

rate outlook. 

  

The Fed Has Spoken 
 
Speaking of interest rates, I wrote in my last post (see A frothy, over-extended 

market): "When a dove like Brainard sounds this hawkish, there is little doubt 
about whether the Fed will raise rates at its March meeting." 
  

In a speech last Friday, Fed chair Janet Yellen signaled a rate hike at the upcoming 
March meeting is more or less baked-in: 

 

In short, we currently judge that it will be appropriate to gradually increase the 
federal funds rate if the economic data continue to come in about as we expect. 
Indeed, at our meeting later this month, the Committee will evaluate whether 
employment and inflation are continuing to evolve in line with our expectations, in 

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=c3f172b90f&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=c3f172b90f&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=21d1e93f5a&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=188901bbdb&e=c1eeadb163
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which case a further adjustment of the federal funds rate would likely be 
appropriate. 

 
Stock prices are driven by two main fundamental factors, the E in the P/E ratio, and 

the level of the P/E ratio. If we invert the P/E ratio to an E/P, we get an earnings 
yield, which can then be compared to the risk-free rate. If the Fed raises the risk-
free rate, then it puts downward pressure on P/E multiples. 

  

An Uncertain Growth Outlook 
 
During the initial stages of a Fed rate hike cycle, bearish P/E compression from 

rising rates are often offset by rising growth forecasts (see Scott Grannis: Rising 

rates are still bullish for equities). (BW: We posted this Grannis article last week.) 
  

However, the market is now hearing different forecasts of growth from the stock 
and bond markets. As the chart below shows, both stocks rose and the yield curve 
steepened since the election, which reflect better growth expectations. But these 

two indicators began to diverge in early February. Stock prices continued to rise, 
while the yield curve began to flatten, indicating that bond market expectations of 

slowing economic growth. To further add to the confusion, the 2/10s steepened a 
bit last week in response to the Fed's rate hike message, while the 5/30s flattened. 
What is going on? 

  

 
  

 
One explanation for the bifurcation is that the stock market is focused on earnings, 
while the bond market is focused on economic growth and inflation. While the two 

growth outlooks are correlated, they are very different animals.  
 

http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=d5e2732c75&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=d5e2732c75&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=d9e393f632&e=c1eeadb163
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As the chart below shows, the recent advance in equities has been global in scope, 
and it has been correlated with positive macro surprises, which suggests a cyclical 
element to the stock market rally (chart via Jeroen Blokland). 

  

 
  

  
This analysis begs an important question. As Luke Kawa pointed out, the Global 
Economic Surprise Index (ESI) has hit the highest level since the world emerged 

from the Lehman Crisis. How much upside is left? By implication, what happens to 
equities should ESI start to roll over? 

  
  

 

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=54ba63f620&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=e503972168&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=8c0ad1349b&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=c9352872c2&e=c1eeadb163
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Another clue about the difference between the bond and equity growth outlook 
comes from Sam Eisenstadt's SPX forecast of 2230 (see above). Remember, equity 

investors focus on earnings. When Eisenstadt developed that forecast in December, 
his model likely did not incorporate the effects of Trump's proposal of corporate tax 

cuts and offshore cash repatriation incentives. Past top-down Street estimates of 
these fiscal effects add about 10% to SPX earnings (see How Trumponomics could 
push the SP 500 to 2500+). We can surmise that current market levels are 

discounting the positive effects of the Trump tax cuts. How long the market will 
remain patient with lack of detail from Trump fiscal policy therefore becomes an 

open question. 
  

One positive development came from FactSet. After several weeks of wobble, 
forward 12-month EPS have started to rise again, which is bullish for the earnings 
growth outlook. Should forward EPS continue to rise, continued growth should put a 

floor on any equity price correction. 
  

 
  
 

http://humblestudentofthemarkets.us11.list-manage2.com/track/click?u=575327ba48cfb91361f713fa1&id=d7fb8a09ea&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage2.com/track/click?u=575327ba48cfb91361f713fa1&id=d7fb8a09ea&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=f344ef3bc3&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=31661d764c&e=c1eeadb163
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Despite this positive development, growth bulls may not be totally out of the woods 
yet. New Deal democrat pens a regular weekly column where he analyzes high 
frequency economic data by splitting them into coincident, short leading, and long 

leading indicators. His latest analysis shows that short leading indicators are robust 
and pointing up, which reflects the strong performance by ESI and the revival in 

forward EPS estimates. However, his set of long leading indicators are starting to 
wobble as they weaken into neutral territory. While he is not ready to call a 
recession yet, Fed action may push more leading indicators into the danger zone. 

  
Another interpretation of the bifurcation between bond and equity markets is a 

difference in time horizons. The bond market is focused more on the weakness in 
NDD's leading indicators, while the equity market is focused on the upbeat short 

leading indices. 
  

The Trump Effect On Growth 
 
To be sure, the effects of Trump's fiscal and trade policies are the wildcards for this 

market. Ed Yardeni nailed it when he outlined two main scenarios for the economy: 
 

There are two alternative economic scenarios that follow from the above discussion. 

The economy continues to grow in both, though running hotter in one than the other. 

Of course, there is a third scenario in which the economy falls into a recession. That 

is possible if Trump’s protectionist leanings trump his pro-growth agenda. However, 

I believe that Trump is intent on maintaining free trade, but on a more bilateral basis 

than a multilateral basis. So here are the two growth scenarios in brief: 

  

Very hot. If Trump delivers a guns-and-butter fiscal program—including most of the 

tax cuts he has promised along with more defense spending and public/private-

financed infrastructure spending—economic growth could accelerate. But so might 

inflation, given that the economy is at full employment. Government deficits would 

probably remain large or widen, causing public debt to increase. In this scenario, the 

Fed would be emboldened to increase interest rates in a more normal fashion rather 

than gradually. Bond yields would rise. This should be a bullish scenario, on balance, 

if the boost to earnings from lower corporate tax rates and regulatory costs is as big 

as promised. 

  

Not so hot. Alternatively, if Buffett is right, and interest rates stay at current low 

levels, that would imply that Trump’s grand plans for the economy will not be so 

grand after all in their implementation. Animal spirits would evaporate. Interest rates 

would stay low, but valuations would be hard to justify if earnings do not get the 

boost that was widely discounted after Election Day. 

 

<continued> 
 

  

http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=f4a34105be&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=257a4f9a30&e=c1eeadb163
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My base case is Yardeni's "not so hot" outcome, which is mainly driven by 
legislative paralysis. While the equity market starts to discount the effects of lower 
tax rates, it may be disappointed. History shows that parties that have taken the 

White House and both chambers of Congress have struggled with their legislative 
agenda. 

  

 
  
The Trump administration is unlikely to be different in that respect. Consider the 

accounts of the House Republican approach to the repeal and replacement of ACA, 
otherwise known as Obamacare. The GOP House leadership has unveiled a secret 

bill which only selected legislators and staff are allowed to read, and only in a 
secure room. Democrats and Republican senators need not apply (via Bloomberg). 

  
Similarly, the tax reform proposals are getting bogged down in the White House 
and Congress. The Washington Post reported that the Trump administration is split 

on the issue of a Border Adjustment Tax, with Bannon, Miller, and Navarro in favor, 
and Mnuchin and Cohn against. CNBC reported that there is widespread opposition 

to a BAT within the Republican Senate. Any attempt to pass a tax reform bill with a 
BAT component will die on the Senate floor. Even if it were to pass, Nouriel Roubini 
pointed out that the imposition of BAT is likely to push up inflation by 1% or more, 

which invites a Fed response to raise interest rates at an even faster pace. 
  

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=108c4b1099&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=c8fe609dbe&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=f9f47e6b85&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=87df43bba2&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=bbdb2fdc5d&e=c1eeadb163
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Conceivably, the Trump White House could try to pass a tax cut bill without BAT, 
which would explode the fiscal deficit. It is unclear whether such legislation could 
get passed over the objections of GOP deficit hawks. This "guns and butter" 

approach is highly inflationary and it would initially create a market blow-off. But 
the Federal Reserve would be forced to respond with surging interest rates to offset 

the inflationary effects of the fiscal expansion. 
  

A Frothy Market 
 

Another emerging sign of caution for equity investors are signs of froth, or excess 
enthusiasm. Some of the anecdotal evidence is reminiscent of the dot-com bubble 
era. As an example, when you have KKK leader David Duke tweeting about 

Technology IPOs, the market is much closer to a top than the bottom. 
  

 
  

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=6174b69013&e=c1eeadb163
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And why is Mike Tyson promoting trading platforms? Is he the modern version of 
the Pets.com sock puppet? 

  
  

 
  
  
Moreover, Rydex investors have gone all-in on the bull side. The past two episodes 

have seen stock prices pull back. So far, the Rydex crowd has been correct in its 
positioning, but for how long? 

  

 
  

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=4704d241c2&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=2d66f03503&e=c1eeadb163
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Bloomberg also reported that Goldman Sachs found that investors are abandoning 
downside hedges in the most recent run-up: 
 

Data from Goldman Sachs Group Inc. show investors have discarded hedges bought 
in the first leg of the global rally -- between the November election and the end of 
last year -- as they rush headlong into risk. 
  
"Our indicator is now in-line with its most complacent level in the past six years, 
suggesting investors are generally unhedged across both equities and credit," 
derivatives strategists at Goldman, led by John Marshall, wrote in a note on Friday. 
  
Marshall and his colleagues calculate that investors are paying a low premium for 
the most liquid options across equity and credit, which offer a haven for investors 
during times of stress. So pronounced is the apathy over prospects for a broad 
market selloff that protective options have become too cheap to pass up, the 
analysts say. 

 
Jesse Felder highlighted an equally disturbing development (via Marketwatch). 

 Normally, the VIX Index and stock prices move in inverse directions. However, 
they have become correlated lately, which spells trouble for stock prices. 
  

 

http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=27505fb139&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage2.com/track/click?u=575327ba48cfb91361f713fa1&id=86ce1fb099&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=b1b69c7b75&e=c1eeadb163
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My own historical study of these episodes is shown in the table below. If history is 
any guide, the market is poised for a correction. 

  

 
  
When I put it all together, the likelihood of a market correction is high. However, 

downside risk is mitigated by the upbeat growth outlook. Rising economic and 
forward earnings growth should act to put a floor on stock prices. 
  

The week ahead 
 

My base case scenario calls for risk appetite to weaken, based on the combination 
of legislative disappointment and rising interest rates. The downside risk on any 

correction is unlikely to be worse than 5-10%. 
  
In all likelihood, a correction is likely to start at any time. Technical conditions are 

deteriorating.  
 

 
 
 

<continued> 
 

  

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=0bb76df44c&e=c1eeadb163


 

 

eResearch Corporation www.eresearch.ca Page 17 

For example, Twitter breadth as measured by Trade Followers is exhibiting a 
negative divergence, as bullish breadth failed to confirm the new high. 
  

  

 
  

  
 
 

 

<continued> 
 
  

http://humblestudentofthemarkets.us11.list-manage1.com/track/click?u=575327ba48cfb91361f713fa1&id=a12a1ad3be&e=c1eeadb163
http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=32338e8502&e=c1eeadb163
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My inner investor remains bullishly positioned as he is not overly concerned about 
minor pullbacks. My inner trader has entered into a small SPX short position, and 
he is waiting for a confirmed technical break before adding to his position. 

  

 
  

  
Disclosure: Long SPXU 
 

 
Regards, 

 
Cam Hui 

 
Humble Student of the Markets, Inc. 
 

 

 

http://humblestudentofthemarkets.us11.list-manage.com/track/click?u=575327ba48cfb91361f713fa1&id=9f0d55d555&e=c1eeadb163
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