
MARKET FRAGILITY AND OPPORTUNITY 

Investing is a funny business. It is usually wise to invest the opposite of how the 
market feels to you.  Six years ago stocks had fallen by 50%, the financial 
institutions that underlie our global economy were buckling, and the economy was 
in shambles. Investors were running from the stock market in droves.  But because 
prices and expectations were low and because all the major central banks flooded 
the world with liquidity it was actually a great time to invest.  As we linger today 
near all-time highs on virtually every global stock market it certainly feels like a 
good time to invest.  Perhaps that feeling is a danger sign.   

Nearly half of the rise in the S&P 500 since 2012 has been explained by an 
expansion in the Price to Earnings multiple which has resulted in high valuations 
for US stocks.  In the second half of 2014 we became more conservative in our 
portfolios as valuations rose, commodity markets and sovereign bond yield 
collapsed, and market volatility picked up.  These conditions are all signs that after 
six strong years of returns the stock market has become more fragile.  Since our 
move earnings expectations for the S&P 500 have declined dramatically 
reinforcing our conviction. According to Zacks, excluding the energy sector, first 
quarter 2015 earnings growth for the S&P 500 is expected to be 4.3%, down from 
12.3% in early October.  If you include the energy sector, profits are expected to 
decline by -3.6%.  These are huge downward revisions but yet here we are at all-
time highs.  Obviously the market is looking over the valley to a recovery later this 
year.  However, the bond market is screaming a serious slowdown is underway 
globally, so obviously something has to give in the not too distance future. 

Although the risk profile is elevated for stocks, investors should not abandon the 
asset class completely.  While more volatile, long-term returns from equities 
should still be positive and will likely be greater than most alternatives.  Many of 
our holding have rock solid balance sheets and have a dividend yield much higher 
than the 10-year Treasury.  These characteristics should support prices even in the 
face of a global slowdown. 

International markets are looking 
more attractive.  Valuations are 
more favorable, financial 
conditions are easing and growth 
expectations have room to 
surprise on the upside.  We 
particularly like Eurozone and 
Japanese stocks, both of which 
have significantly outperformed 
the S&P 500 so far this year, a 
surprise to most investors and a 
big change from 2014.  Weak 
currencies, lower oil prices, 
accommodating central banks, 
attractive valuations (see chart), 
and low expectations suggest the 
turnaround in performance has far 
to go. 

Please contact us if you have any questions. 

James G Tillar, CFA             

Steve Wenstrup   

 

 

OUTSIDE COMMENTARY 

James Paulsen 

Economic and Market Perspective 2-24-15 

KL Ratio is Rising.. 

     But Will Productivity Follow?  

After languishing in a sideways range for almost 
15 years in the aftermath of the late 1990s tech 
bubble, a proxy for the U.S. capital to labor ratio 
(KL) recently rose to a new all-time record high. 
Throughout postwar history, changes in the KL 
ratio have been closely associated with the 
relative total return performance of stocks 
compared to bonds. Indeed, since the U.S. KL 
ratio flatlined after the internet bubble, the 
stock market has experienced its largest and 
longest postwar era of underperformance 
relative to U.S. bonds.  

The U.S. KL ratio appears to be in the early 
stages of another significant advance. U.S. 
corporations have considerable cash reserves 
and pent-up demands to drive a capital spending 
cycle while the supply of labor is increasingly 
being restrained by aging demographics. If the 
KL ratio does continue to rise, stock returns 
should persistently outpace bond returns. The 
question is whether this will be mainly due to 
good returns from the stock market or bad 
returns from bonds? The answer will likely 
depend on the performance of U.S. productivity 
during the balance of this recovery.  

The KL ratio is estimated by a ratio of U.S. 
industrial capacity and the U.S. labor force. 
Whenever the U.S. labor supply enjoys 
additional industrial capacity (i.e., more capital), 
equity owners tend to benefit relative to debt 
owners. Most likely, this is because when labor is 
given more capital, it boosts productivity and 
augments corporate earnings potential.  

The stock market has enjoyed two golden eras 
since 1950 (between 1950 and 1970 and again 
during the late 1990s) when returns solidly 
outpaced bonds and both were associated with a 
persistently rising KL ratio. Conversely, both 
periods when stocks either underperformed or 
only managed to match debt returns (i.e., 1970 
to 1995 and again since 2000) were when the KL 
ratio faltered. The current bull market began in 
March 2009 and the KL ratio has been rising 
since the beginning of 2010. The KL ratio just 
reached an all-time record high. Does this 
suggest the relative performance of stocks will 
likely surpass its previous record high before the 
current recovery ends? (Excerpt) 
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TW Advisors does not necessarily agree with the opinions of 

the outside commentary. 

The information provided in this report should not be considered a recommendation to purchase or sell any particular security.  There is no assurance that any securities listed herein will remain in 
an account's portfolio at the time you receive this report.  It should not be assumed that any of the securities holdings listed were or will prove to be profitable, or that the investment 
recommendations or decisions we make in the future will be profitable. In addition we do necessarily agree with or endorse any outside commentary within this newsletter. If you have received this 
electronic transmission in error, please notify us by telephone (937) 428-9700 or by electronic mail info@twadvisors.com. Chart in the article is from the Bank Credit Analyst.  Tillar-Wenstrup 
Advisors LLC does not necessarily agree with outside commentary. http://ig.cdn.responsys.net/i4/responsysimages/str2/__RS_CP__/20150224_EMP.pdf 
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