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Flat
The stock market’s reaction to the jobs report on Friday was clearly exaggerated relative to the news in 
the report itself.   

I assume this was attributable in part to technical positioning following a prolonged run higher, although 
that is not my game.  But the disproportionate market reaction probably also reflects investors sniffing out 
that supply-side constraints are becoming increasingly binding and that financial conditions accordingly 
have to tighten.  Certainly, the price action has helped concentrate my own mind. 

Friday’s report does not appear to mark an abrupt turn of the Fed’s objectives for the economy, which I 
have argued will ultimately cause serious trouble in the equity market but are evolving only slowly.  For 
now, the Fed is probably still content with a forecast of moderately-above-trend demand growth this year, 
on the grounds that it welcomes a further tightening of the labor market to force inflation back up to target 
— and indeed slightly beyond target in the late cycle.  Moreover, inflation pressures appear to be 
gradually firming, not blowing out.  

From a strategy perspective, though, there are two worries.  First, financial conditions would seem to 
have to tighten further, simply to prevent sharper employment overshoot than the Fed would be willing to 
tolerate, even on my somewhat dovish sense of their objectives.  And there is a good chance that equities 
play a role in that adjustment.   

Second, we can fairly easily project that the Fed’s objectives for growth — however stringent or lax they 
may be now — will steadily become tougher, as the labor market continues to tighten and inflation 
pressures presumably intensify.  The monetary policy environment is not yet particularly negative but it is 
likely to get worse as time passes. So the window here may be closing a bit more quickly than I had 
calculated. 

Meanwhile, valuation is not egregious, but nor does it provide much insulation, particularly in an 
environment where underlying economic volatility will probably be edging higher. Accordingly, it is seems 
prudent to move formally to flat here.  

This strategy shift is not meant to be jarring.  Nor does it reflect a conviction that equities are dangerously 
overvalued or that investors should be short, outright or relative to benchmark.  It is more just a case of 
allowing the dime to drop on some themes I had been pushing. 

The chart below provides an update of market valuation, as I see it.  Some of the technical bits are 
discussed in an endnote*, but a key point is that valuation looks now to be only slightly more extended 
than it was during 2007.  That year may seem to be a rather odd benchmark, given that it was followed by 
a financial crisis and great recession.  But events in 2008-09 had very little to do with excesses in the 
equity market.  Rather, the housing and credit bubbles collapsed and the world almost ended. 

On the other hand, a key premise of my conviction that equities are full, as opposed to dangerously 
extended, is that valuation is best measured here as the equity yield, rather than as the multiple. Of 
course, the multiple fully determines the yield. But the transformation involved there is non-linear, and 
forces the valuation signal — appropriately in my view  — to be much less extreme (or even variable) 
when absolute valuation itself is on the expensive side of average.  That’s the constructive bit. 

�1

https://frontharbor.files.wordpress.com/2018/01/fh-180126.pdf
https://frontharbor.files.wordpress.com/2018/01/fh-180114.pdf


Source: Robert Shiller, S&P Global, BEA, Bloomberg, FH calculations 

An important implication of this perspective, though, is that it dials up the relative importance of Treasury 
yields, particularly when Treasury yields are in motion and for reasons that are not related to changes of 
the economy’s medium-term growth prospects.   In such an environment, the low sensitivity of the 1

absolute valuation metric to price ends up being a double edged sword. It protects the bulls when 
Treasury yields are low, but makes the market more vulnerable to rising yields. 

We can see in the lower right panel in the chart above that my estimate of the market-implied equity 
premium (over Treasuries) has fallen steeply in the past several months, despite the run-up in underlying 
earnings.  Perhaps that is no major surprise, given the strength in the equity market itself. What is more 
striking, though, is that valuation continued to deteriorate last week, even as the equity market got hit.   

We might say that equity market “duration” is high, when the earnings yield is low.  If the bond market 
continues to sell off, merely stabilizing equity market valuation would require further declines of equities. 
This is an issue because,  while valuation does not appear dangerously stretched, it does not provide 
much apparent cushion here either.  Meanwhile, the economy’s speed limit does appear to be ratcheting 
lower. 

One risk in getting flat here is that of substituting one form of mindless extrapolation for another.  It 
wouldn’t provide much value added for an analyst to get flat equities simply because they have stopped 
going up.  But by the same token, do we really know that the bond market will continue to sell off?   

 In such an environment, measuring the medium term growth prospect as a slowly-moving variable uncorrelated with the bond 1

yields will be particularly appropriate.  In contrast, for example, the bond backup in 2010 was not threatening because it was a direct 
reflection of moving away from depression in response to demand-side improvement.  The valuation framework presented here is 
not itself able to make that distinction directly, because it always measures the medium-term growth prospect from the supply side.  
But we can easily do a subjective overlay as conditions warrant.  One helpful coincidence here is that valuation tends to look 
compelling during periods of demand-side weakness and is less so during periods of supply-side constraint. There were equity 
bears in 2010, but they were not mainly reacting to the bond market.  
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No. And that is a key reason to be flat as opposed to negative. Another is that it is always tough to pay the 
risk premium. 

But it does seem still to be early days in the adjustment to less buoyant overall financial conditions.  The 
Chicago Fed index, for example, was at a max stimulative level as recently as last Friday. And while the 
Chicago Fed has not yet produced an update for this week yet, movements in the dollar, equities, and 
rates suggest that conditions are probably no tighter than they were at the end of last year.  In the chart 
below, I pencil in the end-2017 as the latest value, for the purposes of illustration. As you can see, not 
much has yet been achieved on this front.   

If financial conditions need to tighten further, it will probably have to involve either fixed income or risk 
assets, including equities. To assume otherwise would probably lean too hard on a rise of short rates or 
the dollar.  And as documented above, fixed income seems unlikely to move alone.  

Even with the repricing, financial conditions have barely tightened 

  

Source: Federal Reserve Bank of Chicago. Official data to January 26 and FH estimate for February 2 

There are a few possible ways this situation might resolve, one of which is that fixed income quickly 
stabilizes and equities resume a march higher.  That resolution would be frustrating, because it would 
suggest I jumped the gun on my framework.  

A more interesting possibility involves the so-called “second derivative” argument, in which the US data 
come off the boil, without getting particularly weak, and equities decline further in response to adverse 
short-term earnings estimate revisions.   

In that scenario, fixed income would presumably stabilize or at least slow its rate of deterioration.  That 
might provide a new entry point, although again one without particularly high conviction, as we would 
probably just reset the clock on a dynamic that seems likely to end poorly within quarters. 

For now, though, the greater threat to the market would seem to relate more to fire than ice. 

Gerard MacDonell 
gerard@frontharbor.com 

Endnote and disclosures below 
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* The earnings yield is calculated using operating earnings, rather than reported earnings for the period over which the former are 
available.  However, those earnings are discounted by 10% so that they are comparable with reported earnings for the period before 
1988, which is required in order to calculate a Shillerized earnings series for the late 1980s through mid 1990s. The Shillerization 
process follows the same algorithm as Shiller himself uses, but with one minor tweak.  The initial result is scaled by a factor that 
assumes a value of 1 for all periods prior to January 2017 and then rises linearly to 1.08 by January 2018. This is meant (crudely) to 
reflect anticipation and realization of the corporate tax cut, which is very likely permanent but cannot be captured in any measure of 
trailing earnings.  Even with this adjustment, there is probably a conservative bias in my measure of the earnings yield, because it is 
still fully picking up the effects of the Global Financial Crisis, which has not yet quite dropped out of the averaging window but will do 
so with easily-predictable effects within the next couple years.  I will have more on that later, including a discussion of why it is not a 
major concern in the current environment. The much larger issue is how we model medium-term growth and how Treasury yields 
evolve.


The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
mutual funds, futures contracts, and exchange traded funds, or any similar instrument.
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