
 

 

 

 

 

 

Highlights 
 

 The long bull market in U.S. stocks is still intact, but momentum is sputtering 

 Volatility is increasing, participation is shrinking, and earnings growth has not yet taken hold 

 Recession risk is low for the next 6 months 

 Geopolitical risks are elevated, with wars and the U.S. election dominating the news 

 The long struggling commodities markets are rebounding, but still lag other asset classes 

 Emerging markets have been rallying, but the rally has leveled off recently 
 

Tactical asset allocation 

We remain cautiously positive on risk assets like equities. Volatility has risen in the short term as the political debate 
over policy has taken a back seat to the carnival-like atmosphere of the U.S. elections. A Donald Trump victory is not 
priced in to markets and would likely cause a spike in short-term volatility. A Trump win is not yet our assumption, and 
we will have to revisit our outlook for global economic growth if he is elected in November. 
 
On the economic side, headline growth in China has been decent, but major concerns remain – debt is rising, house 
price growth is extreme in some cities, and financial sector pressure is rising again as Hong Kong interbank rates have 
spiked. And while we believe the Fed is likely to remain cautious over the long term, varying market interpretations of 
the path of Fed rates could lead to higher short-term volatility. 
 
 
Bottom line 
 
The length and durability of the current business cycle expansion, and the potential for a rebound in corporate earnings, 
suggest that US equity markets have further room to run. As long as central bankers continue to provide support 
through an accommodative policy mix, equities are the place to be. 
 

 

Details 
 
The Economy 
 
The global economy remains supported by decent private consumption. The latest GDP report in the U.S. was better 
than many expected. The US unemployment rate of 4.9%, as well as house price gains of more than 5% over the past 12 
months are supporting our positive outlook We are sticking to a moderate risk-on positioning, expressed in an 
overweight in US equities over government bonds. US earnings are likely to return to positive growth in the 4th quarter. 
 
Equities 
 
Besides our overweight in US equities, we hold an overweight in emerging markets (EM) against developed markets 
(DM) stocks. As the economic backdrop has stabilized in many EM countries, earnings are improving. Price momentum 
of EM equities is close to its highest level since 2014 – usually a supportive signal for future returns. Negative interest 
rates will likely remain a headwind to financial sector earnings. 
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Fixed income 
 
The US 10-year Treasury yield has risen to 1.85%. While we expect a further gradual rise in global yields, concerns about 
aggressive monetary policy tightening are premature. We believe global central bankers, particularly Fed Chair Janet 
Yellen and ECB President Mario Draghi, will continue to lean toward a supportive policy stance.  
 
In this environment, corporate credit continues to offer better return prospects than government bonds, and we 
maintain an overweight in US investment grade bonds, offering a yield of 2.4%. Fixed income investors, who can tolerate 
some illiquidity, should find the best value in a well-diversified portfolio of credit assets, including senior loans. 

 

 

Key Market Indicators 

 

 
 
Our key indicators of the overall health of the market remain in a cautiously bullish state. As long as the Macro 
component remains green, corrections are likely to be short and shallow. Fundamentals and Technicals are both flashing 
yellow, which means valuations are stretched and upward momentum is weakening. The red flag is Risk. Elevated 
valuations and geopolitical risks mean that there will be considerable downside risk once the Macro picture starts to 
degrade. 
 

 

 

 

Stock market outlook 

 
 
 
 
 
 
 
 
 

INDICATOR

1.  Fundamental

2.  Technical

3.  Macro

4.  Risk

Data Table NOV DEC JAN FEB MAR APR MAY JUN JUL Aug SEP OCT

Fundamental 5 7 6 6 9 5 6 6 8 7 6 6

Technical 6 7 9 6 10 5 6 7 8 7 6 7
Macro 4 4 5 5 5 5 5 5 6 5 5 5

Risk 4 5 6 7 8 8 7 9 9 9 9 9

Combined Score 19 23 26 24 32 23 24 27 31 28 26 27
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Chart 1. S&P 500 with Zone of Death Parameters 
 
 

 
 

 
 
Chart 1 shows the track of the year-over-year percent change in the S&P for the last 12 months. The green line 
represents the price level that is 10% above where the market was trading one year ago. The red line represents a 10% 
decline from year-ago prices. The Zone of Death is the area between these two lines.  
 
The significance of the ZOD chart is that historically, once the market enters the ZOD, it tends to move quickly towards 
these 10% boundaries. Think of these green and red lines as magnets, pulling the black line (S&P 500) back towards 
them.  
 
We don’t know which way the black line will go, but the closer it gets to either line, the more likely it is to cross that line. 
Additionally, once the market dips below the red line, the probability of continued weakness and a bear market 
increases sharply. Similarly, once the black line rises above the green line, it tends to stay there for an extended period. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



Chart 2. Market Momentum 
 
 

 
 
 
 
 
Chart 2 shows market momentum as represented by the relationship between the short term (red line) and long term 
(black line) moving averages. The black line is the 200 day moving average. The red line is the 50 day moving average.  
 
When the red line (short term trend) is above the black line (long term trend), the overall health of the market is good. 
An old adage among equity traders is “don’t fight the tape.” Looking at this chart is a good way to visualize the tape, and 
it’s clear that the bulls are still in charge.  
 
But the bulls are facing increasingly hostile headwinds. The market is high right now, which few can deny. High markets 
tend to be followed by low ones. The market can go from high to very high, but it usually doesn’t stay that way for long. 
Gravity exists in the realm of the stock market.  
 
The next two charts show how calm the market has been over the past year. The Bollinger Bands represent the 
magnitude of daily price swings in the market, averaged over the last 20 days. It has been trending lower all year. This 
means that the tug-of-war between buyers and sellers has reached a near stalemate.  
 
The Treasury-Junk Bond spread represents the strength of resolve among risky bond buyers, which implies that they’re 
optimistic about the near-term economic future. As this number trends lower, bond buyers and other yield-seekers are 
becoming increasingly bold. 
 
 
 
 
 
 
 
 
 
 
 
 



Charts 3 and 4. The Coiled Spring 
 
 

 
 

 
 
The reason I call these two charts the coiled spring is because markets don’t remain calm for very long. Not ever. So a 
calm market, especially one that has gone on as long as this one, is fertile ground for a bout of volatility. I don’t know 
which way the market will go from here when it breaks out of its’ slumber, but odds are heavily in favor of down. Why? 
Because stretched valuations mean there is a limit to how high a rally can go. I figure it’s about 5% to 7% from here. But 
the room on the downside is much larger. The market could easily see a 15% to 20% correction when it breaks. 
Accordingly, I would rather bet on down than up. 
 

 

 

 

Asset Class and Sector Outlook 
 
 
 
 



Select Asset Class ETF Charts 
 
The following charts represent a series of asset classes we are currently tracking. They cover a cross-section of the stock, 
bond, and commodity markets. Each chart shows a blue background representing last year’s prices, along with a black 
line showing this year’s prices. I won’t comment on each chart, but the ones I do comment on are of particular interest 
to me. You’re welcome to browse through them at your own pace, stopping at anything that catches your attention. 
 
 

 
 

 
 
VTI, the broadly diversified collection of US companies, is solidly above where it was trading last year. This is consistent 
with my belief that the market is still in an uptrend… until it isn’t. 
 
 

 
 

Commodities have been rising in price all year, although few have taken notice. This is another indicator of a growing 
(slowly, I know) economy. Another indicator consistent with a continuation of the bull market. 
 
 
 

 
 



 
 

 
TNX is the current yield on the 10 year Treasury bond. It’s scraping along the bottom, which indicates high demand for 
the safety of the full faith and credit of the United States Treasury. Where is this demand coming from? Foreigners, 
mostly. Although China has been reducing its’ horde of Treasury Bonds, other nations have been aggressive buyers. And 
as long as the Fed remains friendly to the bond market, rates can continue at these historically low levels. 
 
 

 
 

 
Now we come to one of my favorite asset classes – European banks. It’s surprising to me that, given all the well-
publicized problems besetting Deutsche Bank (DB), this ETF is still well above its’ low for the year.  
 
 



 
 

 
Lastly, we have silver miners. Until August of this year, they were on a bona fide tear. But since then, these highly 
speculative companies have been faltering. This is an example of an asset class that might be a good candidate for best 
canary-in-the-coal-mine of 2016. If it continues to stumble, there could be trouble in paradise for precious metals buffs. 
And it could also be an indication of slowing global economic output, since silver has industrial uses. 

 
 
 
 
 
 
 
 

Picks & Pans 

 

 
ZI 10 Best ETFs: The 10 most undervalued asset class ETFs 
 

 

 
 
 
 
 
 

Symbol Name 1 Year

GRN iPath Global Carbon ETN -42.59%

NGE Global X MSCI Nigeria ETF -39.48%

KBA KraneShares Bosera MSCI China A ETF -35.64%

KWT VanEck Vectors Solar Energy ETF -35.52%

TAN Guggenheim Solar ETF -35.24%

RODI Barclays Return on Disability ETN -34.06%

BBC BioShares Biotechnology Clinical Trials Fund -33.43%

CHNA PowerShares China A-Share Portfolio ETF -32.36%

OIL iPath S&P GSCI Crude Oil Total Return Index ETN -30.59%

GREK The Global X MSCI Greece ETF -30.02%



 
 
 
ZI 10 Worst ETFs: The 10 most overvalued asset class ETFs 
 
 

 
 
 
ZI 10 Best Performing Industries 
 

 
 
 
ZI 10 Worst Performing Industries 
 

 
 

Symbol Name 1 Year

GLDX Global X Gold Explorers ETF 131.07%

SILJ PureFunds ISE Junior Silver ETF 128.19%

KOL VanEck Vectors Coal ETF 67.77%

EWZ iShares MSCI Brazil Capped ETF 67.17%

RSXJ VanEck Vectors Russia Small-Cap ETF 62.22%

SGAR iPath Pure Beta Sugar ETN 53.96%

XME SPDR S&P Metals & Mining ETF 48.27%

SLX VanEck Vectors Steel ETF 47.39%

EPU iShares MSCI All Peru Capped ETF 42.50%

FLN First Trust Latin America AlphaDEX® Fund 41.34%

Industry Outperformers 1 yr rtn

      Coal 138.2%

      Gold Mining 72.1%

      Platinum & Precious Metals 34.6%

      Gambling 22.8%

      Iron & Steel 19.1%

      Brewers 18.8%

      Water 18.6%

      Broadline Retailers 18.0%

      Semiconductors 17.3%

      Internet 14.3%

Industry Underperformers 1 yr rtn

      Recreational Services -14.37%

      Business Training & Employment Agencies -14.64%

      Tires -16.09%

      Biotechnology -16.98%

      Drug Retailers -18.00%

      Paper -19.18%

      Footwear -19.77%

      Renewable Energy Equipment -29.91%

      Consumer Electronics -32.39%

      Real Estate Services -36.80%

As of 10/28/16



 
 
ZI 10 Best Stocks: The 10 most undervalued stocks 
 

 

 
 
 
 

 
 
 
 
ZI 10 Best Shorts: The 10 most overvalued stocks 
 

 

 
 
 

 

 
 

 

 

Company Ticker

Current 

Price

Avg Daily  

$Volume

P/E using 

12 mo Est

Price/ 

Book

Earnings 

Est 

Revisions

Debt/ 

Equity

Technical 

Grade

Funda- 

mental 

Grade

   Celestica Inc CLS $11.91 2,809,185 10.54      1.20 31.40           0.17 A B

   Hanover Insuran THG $76.02 17,158,260 11.80      1.08 6.45             0.27 B B

   Insight Entrprs NSIT $29.58 4,175,245 11.95      1.49 2.06             0.35 B A

   L-3 Comm Hldgs LLL $140.10 82,005,280 17.69      2.33 1.15             0.60 A B

   Manpower Inc Wi MAN $76.80 60,139,876 12.52      2.13 3.71             0.34 A A

   Mcdermott Intl MDR $5.37 14,241,280 17.70      0.81 129.80        0.44 B A

   Pcmi Inc PCMI $21.93 5,942,255 11.92      2.21 17.57           0.17 A A

   Posco-Adr PKX $51.11 16,075,672 12.00      0.44 31.48           0.28 B A

   Sabesp -Adr SBS $10.25 13,183,924 10.79      1.62 -               0.67 A B

   Standard Motor SMP $47.63 3,895,608 16.15      2.47 3.51             0.00 B A

Company Ticker

Current 

Price

Avg Daily 

$Volume

Debt/ 
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Grade

   Abiomed Inc ABMD $105.13 686,359 0.04         71.97      (0.58)           (0.10)       C C

   Angies List Inc ANGI $7.83 184,924 11.14      166.87    (87.04)         (66.81)     D D

   Capital Sr Livg CSU $15.80 316,704 6.66         351.43    (154.55)       (78.18)     D F

   Carmike Cinema CKEC $32.60 219,249 1.55         50.87      (34.50)         (14.74)     D C

   Cheetah Mbl-Adr CMCM $10.89 439,835 0.02         192.67    (200.00)       (70.27)     C C

   Covanta Holding CVA $14.45 920,743 5.33         413.81    (2.63)           (47.67)     D C

   Ellie Mae Inc ELLI $107.15 369,105 -           79.16      (2.10)           (6.31)       C D

   Infinera Corp INFN $7.93 2,222,804 0.16         177.11    (30.65)         (85.71)     D D

   Melco Crown Ent MPEL $16.90 3,530,893 1.03         60.37      (48.10)         (47.63)     D C

   Salesforce.Com CRM $75.13 11,063,993 0.29         171.40    (11.88)         (7.72)       F C



 

 

Our Forecast for the U.S. Economy 

 
Moderate expansion - Probability: 60% 
Earnings in the 4rd quarter should compare favorably to the 3rd quarter. This improving trend should continue with S&P 
500 earnings growth turning positive in the final quarter of the year. The huge drag on profits from the strong US dollar 
and poor energy sector results have largely run their course. 

 
Strong expansion - Probability: 10% 
Higher interest rates and rising commodity prices, driven by improving global growth prospects, could produce stronger-
than-anticipated S&P 500 EPS growth as energy and financials – roughly 25% of S&P 500 profits – could see a meaningful 
profit improvement. 

 
Growth recession - Probability: 15% 
A downturn in US and global growth could lead to weaker-than-projected revenues for S&P 500 companies. Wage 
pressures, unaccompanied by improving consumer and business demand, could pressure profit margins and earnings 
growth rates. 
 
Outright recession - Probability: 15% 
Our indicators, both leading and coincident, point to continued growth in the U.S. Last month we increased the 

probability of recession from 10% to 15%, due in large part to the turmoil in Europe. We view this as a source of 

uncertainty for the global economic recovery. The other negatives would be a major terrorist attack, a policy mistake by 

the Fed, or the onset of deflation in the U.S. and elsewhere. 

 

 

 

Commodities 

 
This asset class has managed to deliver a decent return so far this year. Considering the diverse nature of commodities 
and what drives the prices, it’s understandable that things have remained calm. Oil is showing signs of support, and so is 
gold. Agriculture is perking up, too. We are maintaining our previous allocation to the class. 
 
Crude oil  
The supply of crude oil has improved with the return of disrupted Canadian oil supply and the highest OPEC crude 
production since 2008. This makes oil vulnerable to lower prices, as inventories build up. We remain confident that a 
combination of contracting supply and rising oil demand in emerging markets will result in a balanced oil market next 
year, which should bring with it Brent oil prices of USD $55 or higher in 12 months. 
 
Precious metals  
Gold prices have benefitted from three factors this year: higher financial market volatility, political uncertainties, and 
lower US real rates, which stem partly from the Fed’s slower hiking path. We continue to like its insurance qualities and 
see longer-term prices as better supported with US real rates dipping further into negative territory. As a result, we 
expect gold to trade at USD $1,350 in 12 months. 
 
Agriculture 
Recent crop estimates show that global grains markets remain in surplus; stockpiles of wheat, for example, remain near 
recent record-highs. We remain positive on Kansas wheat versus European wheat. The influence of La Niña on growing 
conditions in Asia and South America remains benign. 
 



 

 

 

Key Recession Indicators 

 
As expected, our indicators still show that the risk of the US economy sliding into recession this year is low – 15%. We 
base this estimate on a combination of factors that have proven highly accurate in calling turns in the business cycle. 
 
The latest readings (for October) show a slight improvement over last month’s numbers. The two leading indicators, R-
Score and Market Trend, are forecasting continued economic growth and positive market momentum for the rest of this 
year. The coincident indicators are confirming this outlook, with the exception of industrial production. But even IP is 
improving as the year progresses. 
 
The takeaway from all of this is that the best course of action is to hold steady and wait for the numbers to tell us when 
it’s time to start playing defense with our asset allocations. While it’s true that market valuations are high, and by some 
measures very high, I keep going back to something my mentor told me when I was just starting out in the investment 
business: If you’re going to base your decisions on a carefully designed model, don’t get ahead of your indicators. 
 
All models, including mine, are only as good as the inputs. When the relationships between the inputs begin to break 
down, and start to lose their predictive value, I make adjustments. But I don’t take this step unless conditions in the 
economy or the stock market have clearly and significantly changed. Over the 20+ years I’ve been using this model, I’ve 
only had to tweak the indicators a handful of times. Most recently was after the 2008 financial crisis, when it became 
clear that The Fed and other central banks were going to flood the global markets with liquidity and keep rates low for 
an extended period. 
 
When rates and central bank policies return to normal, I’ll consider tweaking the model again. But for now, we are living 
in a low-rate, highly-accommodative world. The model takes this reality into account. 
 
 

 
 

 

 
 

Recession Watch
Indicator Nov Dec Jan '16 Feb Mar Apr May Jun Jul Aug Sep Oct

R-Score 544 500 395 390 423 404 384 366 360 378 366 355

Employment 2.3 2.3 2.2 2.2 2.2 2.1 1.9 1.9 2.0 1.9 2.0 1.9

Ind Production -1.1 -2.3 -1.3 -1.4 -2.0 -1.4 -1.2 -0.6 -0.6 -1.1 -0.9 -1.2

Market Trend 0.6 -0.7 -4.0 -8.2 -0.4 -1.0 -0.7 1.0 3.1 9.6 12.4 1.7

Market Stress 14.4 10 11.3 2.7 8.7 6.4 14.1 9.3 10.9 14.0 14.2 13.8

Junk Spread 6.1 6.9 7.6 8.2 7.0 6.6 6.1 6.2 5.7 5.1 5.1 4.7

Red numbers indicate warning, based on these parameters:

R-Score < 200 This indicator combines the treasury yield curve, inflation, and unemployment.

Employment < 1% Year-on-year changes in private non-farm employment.

Ind Production < 1% Year-on-year changes in industrial production.

Market Trend < -5% Year-on-year changes in the S&P 500 index.

Market Stress < 0 rrCombination of stock market price change and the unemployment rate change.

Junk Spread > 7.5% Difference between Junk bond yield and Treasury bond yield

Jobless Claims > 380 New unemployment claims from DOL, FRED

ISM New Orders < 50 Institute for Supply Management

Auto Sales < 15 FRED

Consumer Sentiment < 70 University of Michigan



 

Our Forecast of Asset Prices 

 

 
 

 

Our Current Asset Allocation 

 

 
 
(The above allocation is for tax-deferred accounts with an investment horizon of 20 or more years.)  

12 Month Forecast of Asset Prices
Current % chg 12 Month

Asset Class Benchmark Value  October Forecast

Stocks
U.S. S&P 500 2126 -2.0% 2230

Non-U.S. Developed VEA 36.51 -1.5% 38.5

Emerging Markets EEM 37.15 -1.0% 38.5

Bonds
U.S. Govt 10yr T-Bond 1.8% 13.0% 2.4%

U.S. Corporate Spread 146 bp 2.0% 150 bp

U.S. High Yield Spread 475 bp -1.5% 570 bp

EM Sovereign Spread 317 bp -5.0% 370 bp

Other

Gold Spot 1270 -2.1% 1350

Oil WTI 49.15 -4.0% 53

as  of 10/28/16 Source: Bloomberg; Atlanta Fed; UBS

Asset Allocation
Stocks 50%

Bonds 25%

Alternatives 15%

Cash 10% 100%

Stocks

US 28%

Foreign Developed 9%

Foreign Emerging 13% 50%

Bonds

US 15%

Foreign Developed 5%

Foreign Emerging 5% 25%

Alternatives

Commodities 5%

Hedge Funds 5%

Managed Futures 5% 15%

Cash 10% 10%

as  of 10/28/16


