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HITTING THE RESET BUTTON

To some extent this market reminds me of the old joke about the hypochondriac that had the epitaph “See, I told
you | was sick” inscribed on his tombstone.

Some predictions are eventually right. Similarly, valuations will warn us of a market top. The trouble is, it is
notoriously bad at timing and can’t be quantified as to how high is too high. Markets can get more expensive
than one could imagine (think “tech bubble” in 2000) and stay there for much longer than one might expect.
Unfortunately, this is also true at bottoms when the market can get cheaper than predicted and stay there longer
than warranted (now think the 1970's).

What usually changes the direction of the market is the underlying fundamentals. Bull markets don't die of old age
and high valuation; they die when the over valuation is due to declining fundamentals. In other words, you get too
high a price earnings ratio because the earnings are dropping and that's usually associated with a recession. That
is why | have said this bull market won't end until an economic downturn is within sight or restrictive monetary
policy constrains growth. In my opinion, neither are on the horizon.

However, markets do occasionally succumb to anxiety attacks over the possibility of an economically-driven
earnings contraction. If it proves to be a false concern, the market goes through a correction and then recovers. If
the anxiety attack proves to be accurate, you get a bear market.

Right now, the market's anxiety level is a little elevated. Expectations at the beginning of the year aren’t working out
as forecast, so earnings projections have been reduced and valuations are rising.

Bottom line, the market is hitting the reset button on expectations and trying to determine if they justify today’s
market level.

So it's worth examining how the market landscape has changed in the last three months and using our old
hypochondriac analogy, if we are suffering the symptoms from a cold or something much worse.

As we started the year, most forecasters expected 10 year interest rates to exceed 3% as the economy expanded
close to 3%. Earnings expectations for this year had already declined to $126 for the S&P 500, mostly due to lower
oil prices. And, the U.S. dollar was expected to continue its advance due to the strength of the U.S. economy and
higher interest rates in North America.

So, let's examine what has changed in the last three months and how it has affected forecasts. I'll start with the
economy.

Economy

The year hasn't started off very well on the economic front. Cold weather in the North East, similar to last year,
the West Coast Dock Workers strike which curtailed the movement of goods, the “oil dividend” having been saved
rather than spent and a higher U.S. dollar have all conspired to disappoint early year predictions.
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Specifically:
- Housing starts tumbled 17.0% in February, the most in four years, although building permits improved.

- The ISM Manufacturing index fell 1.4 points in March for its fifth consecutive decline.
- Durable goods orders decreased $3.2 billion in February.

- The March unemployment report showed only an increase of 126,000 jobs, well below consensus.
This was one of the last strong holdouts of economic strength. However, it is worth noting that the
unemploymentreportis notoriously inaccurateinits first release and highly revision prone. Nonetheless,
it's a question whether this report is just a blip or whether it signals something more serious.

The price of oil and the appreciating U.S. dollar are central to these disappointments.

As | said in my last quarterly, it is likely that the negative effect of oil is transmitted to the economic data before the
benefits show up.

Oil companies have been busily responding to the depressed oil price by cutting capital spending programs and
laying off workers.
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As this chart indicates, the growth of GDP (red line) usually follows the price of oil but historically bottoms well after

the low point in oil prices.
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The best explanation for this is the traditional pattern of consumer spending (red line) which also lags the rebound
in oil and accounts for about 70% of the economy.

This typical consumer spending pattern was confirmed by Visa in a recent study. They found that the savings from
lower oil prices amounted to about $60/mo for the average consumer. Approximately 50% of the savings are
being saved, which is showing up in a much higher savings rate. Roughly 25% is being used to pay down debt and
25% is being spent on discretionary items including groceries, clothing and restaurants. Going forward they expect
the savings to accumulate, but ultimately some will be spent on discretionary items.

The dollar has been the other main culprit of the disappointing economic numbers. It is now at its highest level
since June, 2004.

It hurts exports which shrank for the third straight month and encourages imports resulting in a worsening trade
deficit that detracts from economic growth.

According to one study, a 1% increase in the value of the dollar increases the trade deficit in goods and services
by 3%. With the dollar up roughly 9% during the quarter one could expect the trade deficit to increase materially,
which will have a negative impact on GDP.
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This dollar strength is also showing up in prices.
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Export prices are down by about 6%, which is not good for profits while import prices have declined 9.4%. This will
put downward pressure on inflation and hinder the Federal Reserve in reaching their 2% inflation target.

The simplest summation of all this can be seen in Citigroup Economic Surprise Index shown in the bottom clip of
this chart.
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It measures the difference between economic reality and consensus estimates. Actual results that are below
expectations are generally not good for the market.

Right now most economists believe these issues are transitory and that growth will resume in the second quarter.

However, the latest employment report was not encouraging as it had been one of the last hold-outs of strength. |
would tend to agree with the consensus conclusion that the economy will perform better in the second half of the
year but it should be watched closely as a reversal here is the difference between a correction and the start of a
bear market.

Interest Rates

Similar to last year, interest rates were expected to increase this year as the Federal Reserve moved from
accommodation to a normalization policy. But, once again, interest rates immediately dropped to below 2% on the
ten year treasuries as the European Central Bank policies further depressed yields on the continent and domestic
economic statistics didn't support a tighter Fed policy.

Further, the strength of the U.S. dollar has tied the Fed's hands as higher interest rates have buoyed the dollar and
further compromise economic growth and inflation.

Certainly the Fed gets the message as the dollar was mentioned nine times in Fed Chair Yellen's recent press
conference compared to only once in the previous meeting. It also resulted in a significant change in projections by
the Federal Reserve governors who now see yearend Fed Fund rates of 0.625% compared to 1.125% in December
while the mean projection for 2016 has dropped to 1.875% from 2.50%.

Besides the dollar, other Central Banks are also co-opting the Fed's independence. Certainly the Fed can control
the short term Fed Fund rates but anything beyond that is subject to the flow of international funds.
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As seen in this chart, interest rates in Germany, and most of Europe plus Japan are significantly lower than in the
U.S., encouraging investors and banks to buy U.S. bonds.

The fact is, that global liquidity is enormous. International reserves held by all central banks, including the Fed, rose
toarecord $16.3 trillion at the end of last year. That's up $8.5 trillion or 109% since 2009. The last monetary policy
adjustment by 27 of 33 central banks has been to ease with 11 of them cutting rates.

With that much money sloshing around in a yield starved world, it's hard to see interest rates increasing very much.

So, right now I don't think monetary policy is likely to be much of a headwind for this market even if the Fed decides
to nominally raise rates for political reasons.

Earnings

With the continued strength of the dollar, a further reassessment of the impact from oil and the pervasiveness of a
weak economy, analysts now expect earnings to actually decline for the next three quarters by 5.8%, 4.2% and 1%.

However, energy earnings are the main culprit and are expected to drop 63% in the first quarter. Excluding energy
downgrades, earnings would remain positive in all three quarters.

This year’s estimates for the S&P 500 have now declined 8.1% to $120.58 while 2016 is expected to show a 12.9%
improvement.

Optimistically, earnings estimates have seen their lows as recent forecasts have risen. But, corporate guidance
during the first quarter reports will have a major bearing on expectations for the balance of the year.

The big question here is whether we've seen the worst from oil and the strong dollar. If so, are investors comfortable
with a market trading at over 17 times forward operating earnings, which is pretty high for no growth.

Dollar
This is the biggest variable going forward for the economy and earnings. Further strength will negatively impact

both. Right now, that strength may in fact be the solution: with a slower U.S. economy having created uncertainty
as to how quickly the Fed will tighten while simultaneously supporting better Eurozone economic trends.
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Using purchasing power parity, the trade-weighted dollars is overvalued by about 16%, and against the Euro alone
it would be 19.2% overvalued.
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Similarly, our Canadian dollar is valued fairly against the Euro (top clip) but is almost 17% undervalued against the
U.S. dollar (bottom clip).
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As the dollar has now gotten the attention of the Federal Reserve, any further economic weakness will work against
it. Interest rate differentials will still favour a strong dollar but other factors suggest that we may have seen the
majority of its appreciation.

So, in the first three months of the year, expectations for the economy, interest rates, earnings and the dollar have
been downsized pretty considerably. However, the market as measured by the S&P 500 has hung in there in spite
of the disappointments resulting in higher valuations.

Market

Most investors are looking beyond the first quarter disappointments even if it has left the market at arather inflated
valuation as seen in this chart.

Wonthly Data 33177964 - 33172013 {Log Seale)
Standard & Poor's 500 Stock Index
1910 F 4 1910
15711 | B 5 / 4 1571
122 b i M‘\ T A 4 13
1062 - 1.2% to Overvalued (+1SD) = S&P 500 Level of 2093, 14 Y \"\ ¥l | A 1062
874 r W V 874
718} 22 6% 1o Median Fair Value = S&P 500 Level of 1600 42 f“ ¥ 718
4
381 46.4% 1o Undervated (-150) = S&P 500 Level of 1107.71 7 391
486 - y“‘”‘“"/ 4 486
400 P 400
- i ; ™
= A =
m | b m
183 M 183
150 i o 4 150
124 4 \\g 124
, of
102 A il P 102
Talhd "L - Fal
84 _x"‘f"\,a"'” k¥4 3 If\"r ‘\\ 84
ol 33112015 = 2067 89 o
57T [ Source S&P Dow Jones indices 1 37
T S T L A DR L T T T T —T
19 19N 1975 1780 1983 1990 1995 2000 2005 nn s
2 b o 12
I Very Ovarvalued [ I| 4 30
|
2 Ly { 4 28
2 ¥ Tr'.— I 26
24 Overvelued |'l'].l Tl s 4
s | I’ |
B L i S e o S e e e A G i N N {1 22
20 : . oW i :'“‘- t_ !f.;ﬁl If ‘I;[V At S 2
2 51 1-Year il P ATEY i y v N ¥ -
18 s | Hedah =164 | ! ol Wlbn,/ 1 18
16 i o TR & T gl i i " 16
Voo L ™ / Iy ) |
T v i / " o "'U'.w‘rq“r | / |[ { 14
I | o |
2opao_ v | Ll 412
- L 1 N
10 L T [: ¥ 10
T e Wy
8 F s I".l 7 Al'w"-f-“_." iy Bargains T 8
& " W 6
Source: S&P Cagital 10 Compustat WIS =217
DAVISIN S&P 500 Median Price/Earnings Ratio (NDR Calculation) with Historical Median
e Cm}’nm 2015 Med Dawis , Inc. Further without pnor permission. Al Rights Resenved.

Se NDR Disclaimer at  www.ndr.com/copynghthimi . For data vendor disclaimers referto www.ndr.comivendonnfol

But as | said at the outset, valuation is a rather poor timing tool and is at best only a good cautionary indicator. The
warning flags are up but will probably be swamped by the waves of money still available from the central bankers.

And while investors might be a little reluctant to chase this market, corporate treasuries are not. With the positive
spread between borrowing costs and earnings yields, the members of the S&P 500 have repurchased a staggering
$2.1 trillion of their own shares since March, 2009 through the end of September, 2014. They have also paid $1.6
trillion in dividends, much of which has also been reinvested.

According to the well-known economist Laszlo Birinyi, buy-back authorization in February of this year totaled $550
billion which compares to $85 billion in mutual fund and ETF purchases. In the last few years, corporations have
easily been the biggest purchasers of shares and the main driver of this market.
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With accommodative monetary policies, this is likely to continue with interest rates spreads rather than valuations
being their main justification for continued purchases.

Summary

The market has gone almost three and a half years without a 10% correction, the fourth longest run on record. It's
also trading at valuations usually frequented closer to market peaks. Yet, monetary policy remains accommodative
and relative to other investment options, equities remain cheap.

The first quarter’s disappointments are currently considered transitory, the Federal Reserve is uncertain as to when
to tighten policy, we're seeing better than expected Eurozone economics and we're also witnessing accelerating
global monetary easing. All of which are good for the market.

Furthermore, earnings estimates have probably been cut enough to now allow for some positive surprises. But,
first quarter corporate guidance will be interesting.

However, | still feel a recession would be the determining factor as to whether this earnings soft patch results in
simply a correction or a bear market.

Right now I'll side with those that believe the “oil dividend” and delayed spending, further employment gains and
wage increases will put the economy back on track.

If so, we could see synchronized global economic growth in the second half.

Giventhe stretched valuations, this market is probably going to need clear visibility that earnings are re-accelerating
before it will grant any further valuation premium.

Central to this will be the direction of the U.S. dollar as any further strength will negatively impact both the U.S.
economy and earnings.

An investor anxiety attack would be welcomed as it would reestablish a margin of safety for investors. But with
huge corporate buy-backs and few other investment alternatives that may prove to be wishful thinking.

GRC/amh
April 7,2015

Credits: Ned Davis
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TD Securities
Grant Interest Rate Observer
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