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China 

Recent events from China have been about maintaining growth and Chinese monetary policy.  President Xi 

Jinping has openly articulated the desire to minimize economic disruptions.  Monetary conditions have eased 

by 40% and government spending has increased at the rate of 15%.  Debt, however, has increased to 200% 

of GDP and the corporate sector debt service ratios have increased to 20%.  The issue is that the increased 

spending and debt are having a minimal impact on GDP growth.  That means lower output for increased 

fiscal and monetary policy easing.  This puts Chinese growth and economy on a very tenuous platform, and 

reflation efforts are beginning to weaken.  Output per unit of investment has declined by 50% in the last 20 

years.  The RMB (Chinese currency) has weakened, which is good for exports but encourages capital flight as 

well.  The Chinese save 40% of their disposable income; it is either invested or exported.  This is a struggle 

for Xi, who has backpedaled on economic reforms.  We are not forecasting a major economic collapse.  

Rather, we are suggesting the reflation efforts will fade and an economic slowdown will come sooner than 

later. 

The RMB continues to depreciate and goes largely unnoticed.  This continues to raise our trade deficit, which 

has to be financed.  Not a big issue in the short run. 

United States 

The U.S. economy continues to be the bright spot for the world—if we can call 1% real growth a bright spot.  

Monetary policy continues to be accommodative, so we should expect slow growth to continue.  Broadly 

positive economic reports for June, including strong retail sales and industrial production, show the economy 

closed Q2 on solid footing before Brexit. However, consumer sentiment fell and Empire manufacturing 

activity stalled, highlighting potential risks for growth in Q3.  Earnings per share may have bottomed in the 

U.S., but the quality of earnings remains poor given that 40% of S & P 500 earnings are from foreign sources. 

Wage pressures will continue to mount as the impact of full employment is felt.  The way wage growth is 

reported distorts the measure as many low wage earners reenter the work force.  This pushes down average 

earnings.  The Atlantic Fed adjusts for distortion and shows wage growth close to 3% and rising.  
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The above chart shows the impact of low rates as companies continue to lever up.  This is supportive 

evidence of share buybacks, fueling stock market advances.  Fewer shares outstanding also reinforces that this 

form of financial engineering is taking place. 

Global 

Global leading economic indicators (LEI) have improved as central banks have had their foot firmly on the 

gas pedal.  While positive, LEI is barely off its 2010 lows as purchasing managers’ indexes around the globe 

are struggling to stay above 50.  Below 50 indicates a period of contraction. 

Demographics are working against growth.  The percentage of global population age 65-plus is about 8% and 

is set to rise above 15% over the next 30 years.  Accommodative monetary policies from central banks are 

not enough to alleviate this structural headwind.  This will not be an impediment for investment 

opportunities, but it necessitates being more tactical as time advances.     

 

 

 

We discussed that we would cover valuation issues in detail in our third quarter outlook.  We ecently read in a 

popular financial press paper that there was potentially a new paradigm in valuation methodology.  Old 

metrics didn’t apply any longer with the advent of quantitative easing and negative interest rate polices.  In a 

word: wrong.  There is no doubt that lower rates can cause multiple expansion from higher present values of 

cash flows.  Liquidity can certainly fuel asset price increases as more money chases a finite set of investments.  

It is difficult not to take a myopic view of equity returns when you see an approximately 8.5% return in two 

weeks or a 19% return in five months.  It’s tough not to wonder, “Was my manager asleep at the wheel?” We 

get that!   

Valuation is the single best predictor of long-term returns.  A low PE ratio tends to be associated with higher 

returns.  Risk-adjusted returns tend to decline with higher PE ratios as well.  This means that your expected 

returns are lower and when adjusting for risk you are taking on a lot of volatility for not much compensation. 

As valuations expand, expected returns decline.  This dynamic hasn’t changed, so there is no new paradigm.  

If we have learned one thing over the last 36 years, it is this! 

At the beginning of 1999, expected returns for the next 10 years were approaching zero.  That means your 

nominal value was going to be the same after 10 years, all the while taking on 20% annual volatility!  Stock 

almost doubled in 1999.  By 2008, your actual 10-year compounded annual return was actually negative—the 

worst 10 years in stock market history including the Great Depression.  

The most important point is that markets can stay overpriced or underpriced for very long periods of time.  

You must understand when this is the case and be willing to act accordingly.  

There are other factors that contribute to long-run expected returns.  Unemployment has tested well in our 

models.  Low unemployment means low expected returns and vice versa.  Generally, low unemployment is 

associated with higher multiples as well.  There is some collinearity between these two, but this can be 

adjusted in your models.  We in fact do this.   

When the Shiller PE 10 is between 24 and 31, expected 5-year annual returns are around 5%, and above 31 

close to -1%.  Unemployment rates of below 5% test out at expected returns compounded annually of 

approximately 2%.  Considering that stocks have long-run volatility of around 16% to 20%, it is tough to 

consider overweight positons from that framework.  

Stocks 
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Currently, the PE 10 is above 26 and unemployment is 4.9%.  The method of calculating the unemployment 

rate has changed, and it is probably higher than is posted considering labor participation.   

 

*Chart courtesy of Robert Shiller 

The equity risk premium is often measured as to the expected returns over some benchmark.  Many times it 

is over the current sovereign short-term debt instrument.  In the case of the U.S., it is either the premium 

over the T-bill or 5-year bond rate and can be measured in many different ways.  The equity risk premium 

puzzle has both academic and practical applications in forecasting long-run equity returns.  Without getting 

into the weeds on the calculation, it is safe to say the equities appear to be overpriced. 

 

*Chart is courtesy of BCA Research. 

Below are three charts that include a few technical indicators.  While we don’t use technical analyses as part of 

our process, we do use them as supportive information for our more fundamental and quantitative decisions.  

If we make a tactical shift based on our process, how do the technical data look in support of that decision?  
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There are three charts, the daily, weekly and monthly charts, covering different time frames.  In your review, 

ask yourself: Do these look more supportive of peaks in the market or troughs?  They may be inclusive as 

well. 

 

*Daily 
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*Weekly 



 
 

www.chasefield.co 

 

*Monthly 
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The 35-year bull market in bonds is over.  Negative rates across the globe and the 10-year Treasury 

approaching 1.35% leaves little left in expected returns.  Corporates and high-yield spreads have also 

narrowed since February.  This does not mean that rates are going up quickly.  It does mean over the coming 

year or two that there should be some tactical shifts to quality short-term bonds.  This leaves little return 

attribution from your bond portfolio and encourages risk-taking by investors to increase portfolio yields.  

This is a terrible combination.  The need to be tactical across portfolio asset classes will be paramount,  

though tactical asset allocation is equally as difficult as market timing.  It is necessary for any good asset 

manager to spend the bulk of their time working on these problems. 
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Our tactical underweight to U.S. stocks might look to be a bad call at first glance.  Is it?  Our June portfolio 

performance has been completed and will be forwarded to clients this week.  Of course, each portfolio is 

different as we customize around each client’s investment policy statement.  Additionally, the regulators really 

dislike us to post our performance, a lot!  This is because each client is different and would be subject to 

cherry-picking—selecting only the best portfolios to post.  That’s a bad thing. 

Here is what we can say.  Last June we went tactically underweight U.S. stocks.  It has been a year or so and 

since that time as of June the S & P 500 has returned about 3.5% with about 20% volatility, and the aggregate 

bond index has returned about 6.5% with about 1/3 of the volatility of stocks.  

To be objective, clients’ portfolios are a little different, but overall we are pretty pleased through our first full 

year of reporting.  

Catching the post-Brexit rally was a tough call to make.  The rise from February offered an opportunity to 

raise portfolio rates back to neutral, but again valuations were still 22 to 24 times earnings.  

Clients who were light on foreign stocks did receive a 2% to 3% allocation on June 27th.  If you follow our 

reports, you know foreign developed markets is our favored stock asset class.  Here is our stance: 

 Continue to underweight stocks collectively by about 20% of your equity allocation.  If you have 

60% as your neutral positon, we’d be about 48% total stock.  This has some variation around it but is 

generally the case.   

 With bonds, we will look to reduce our holdings before year end or early 2017.  We made this 

statement in order to reduce our fixed income position.   

 Commodities we will look to move to neutral as well.  Our gold position has proved productive, and 

we would like to move our aggregate position to neutral.  Our net speculative position in 

commodities has increased dramatically in 2016 and is reaching structural peaks.  Most of these 

positions are in gold as reported by CFTC. 

If equity valuations don’t improve and bond markets continue to rally on monetary policy and related growth 

issues, this portfolio decision is at odds.  We’d have to take the stance to move longer-duration assets to 

short-duration Treasuries to an even larger degree.  We are prepared to do this. 

 

Please feel free to contact me with questions or comments you may have. 

harold@chasefield.co July 18, 2016 
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Disclosure 

The views expressed represent the opinion of Chasefield Capital LLC. The views are subject to change and are not intended as a forecast or guarantee 

of future results. This material is for informational purposes only. It does not constitute investment advice and is not intended as an endorsement of any 

specific investment. Stated information is derived from proprietary and nonproprietary sources that have not been independently verified for accuracy 

or completeness. While Chasefield Capital LLC believes the information to be accurate and reliable, we do not claim or have responsibility for its 

completeness, accuracy, or reliability. Statements of future expectations, estimates, projections, and other forward-looking statements are based on 

available information and the Chasefield Capital LLC’s view as of the time of these statements. Accordingly, such statements are inherently speculative 

as they are based on assumptions that may involve known and unknown risks and uncertainties. Actual results, performance, or events may differ 

materially from those expressed or implied in such statements. Investing in equity securities involves risks, including the potential loss of principal. While 

equities may offer the potential for greater long-term growth than most debt securities, they generally have higher volatility. International investments 

may involve risk of capital loss from unfavorable fluctuation in currency values, from differences in generally accepted accounting principles, or from 

economic or political instability in other nations.  

The information published herein is provided for informational purposes only, and does not constitute an offer, solicitation or recommendation to sell 

or an offer to buy securities, investment products, or investment advisory services. All information, views, opinions, and estimates are subject to change 

or correction without notice. Nothing contained herein constitutes financial, legal, tax, or other advice. The appropriateness of an investment or strategy 

will depend on an investor’s circumstances and objectives. These opinions may not fit to your financial status or risk and return preferences. Investment 

recommendations may change and readers are urged to check with their investment advisors before making any investment decisions. Information 

provided is based on public information, by sources believed to be reliable but we cannot attest to its accuracy. Estimates of future performance are 

based on assumptions that may not be realized. Past performance is not necessarily indicative of future returns. 
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