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It is popular in financial circles today to have a subdued outlook for the U.S. markets.

Last week, we saw a number of posts from the financial blogging community and

Twittersphere discussing elevated valuations of U.S. markets, particularly when it comes

to the cyclically adjusted price-to-earnings ratio (CAPE). These CAPE prognosticators

all possess very poor conjectures for forward-looking returns.

 

Of course, I am biased by Professor Siegel’s work on the CAPE ratio. Professor Siegel

suggests that the traditional profit levels utilized in the standard CAPE are based on

overly depressed and deflated reported earnings levels that yield overly bearish

outlooks. For background reading on the topic and alternatives to the traditional CAPE, 

see Professor Siegel’s FAJ paper.

 

It was a great contrast to have First Trust economist Brian Wesbury on my podcast last

week to discuss his economic and market outlook.

 

In the first 10 minutes of the show, we discussed both the recent employment report with

Professor Siegel and some of these arguments on the valuations of the market and biases

in the CAPE ratio. 

 

30%–40% Returns Coming?

 

Wesbury has a capitalized-profits approach for valuating equity markets—and the inputs

into his model rely on the national income and products accounts (NIPA) and an after-tax

profit series. The NIPA profit series is also utilized by Professor Siegel as a

substitute for the traditional reported earnings figures of the CAPE analysis. By this

model, he estimates the U.S. equity markets to be undervalued by around 20%.

 

Based on those undervaluation levels from today’s earnings figures and an improving

upcoming profits picture, Wesbury believes we have a potential for 30%–40% upside from

today’s market levels over the coming two to three years.

 

In addition to using a NIPA profit series, Wesbury assumes a 3.5% 10-Year treasury—a

level that is more than 1.2 percentage points higher than current levels—or an increase

in bond yields that is 50% higher than today’s depressed levels.

 

Wesbury—like Siegel—believes the CAPE’s dour outlook is reliant on earnings figures that

are too downtrodden and biased—something NIPA cleans out. Using a tax series used by

firms to figure out how much taxes they are paying—as opposed to just what the

accounting treatment suggests is earnings—is one way to judge the health of U.S.
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markets. 

 

Where does Wesbury come up with 3.5% to discount equities? This is very close to the

nominal gross domestic product (GDP) levels we have been experiencing recently. He sees 

monetary policy as compressing rates artificially—which is why he sees rates below that

more neutral rate. 

 

If Trump’s fiscal packages—whether reduction in regulation or cuts in corporate tax

rates—can cause real GDP growth to move closer to 3%—and we get inflation pressures up

to 2%—that would be a level the treasury market just is not prepared for today. Wesbury

emphasizes that this is not his current base rate but that it is a possible scenario.

 

Our discussion on the podcast touched on a number of topics, including the great

technological age that we live in today, how regulatory changes could improve the

economy, various tax policies, international markets and the dollar. 

 

Wesbury brings an interesting perspective to the markets that counters some of those who

offer very pessimistic views of U.S. markets, and I am very grateful for his appearance

on our show. To hear more, listen to the full podcast.

 

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Cyclically Adjusted Price to Earnings (CAPE) Ratio : a valuation measure of the S&P

500 Index that is adjusted for inflation and takes into account cyclical fluctuations in

market earnings relative to longer term averages.

Bear market : A sustained downturn in market prices, increasing the chances of negative

portfolio returns.

National income and products accounts (NIPA) : are one of the main sources of data

on general economic activity in the U.S..

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.

Monetary policy   : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

Inflation : Characterized by rising price levels.
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