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Last week’s “Behind the Markets” podcast featured a discussion with John Apruzzese, CIO of Evercore Wealth
Management, and Julian Brigden of MI2 Partners. 

 

Apruzzese wrote an interesting paper on a global valuation model he uses that takes the earnings yield on equities and
subtracts inflation to get a real earnings yield. He sees this real earnings yield over the last 60 years as being around 3%
—and believes this is an important gauge for market averages. The paper was called “A Reality Check for Stock

Valuations,” and it added to the discussion for many market valuation models.1

 

Many look at price-to-earnings (P/E) ratios  as being supported by low interest rates. But Apruzzese thinks relative
inflation rates are the more important factor. A few other statistics Apruzzese cited: the P/E ratio over the last 60 years
had an over .8 correlation with the Consumer Price Index and a .64 correlation with 10-Year Treasury yields. 

 

Apruzzese looks at current real earnings yields and foresees a 5% earnings yield and 2.4% inflation—so, a 2.6% real
earnings yield on trailing earnings. But with a pickup in earnings in 2018 resulting from the tax cuts, that leaves the
market at a relatively fair multiple on his measure. 

 

Apruzzese also told us the story about how Evercore Wealth Management was founded; it was a start-up with 12 partners
from U.S. Trust that started investing in February 2009, right ahead of the bottom of the bear market. Evercore Wealth
Management is now a $7.8 billion registered investment advisor, with 300 to 400 high-net-worth clients. 

 

Robust Economy with a Higher Risk of Inflation Jumping

 

After hearing Apruzzese describe his model, which uses inflation as one of the large countervailing forces to earnings
yields, it was then interesting to hear Brigden share the world view that our robust economy is showing risks of an
inflation spike in his models. Brigden’s models for inflation look six months out, and he sees core personal consumption
expenditure heating up in September or October data. 

 

Brigden sees growth plateauing in Europe around 2%—but this growth rate is still above the trend and represents a
closing of Europe’s output gap. Similarly, in China, he sees growth momentum slowing down but does not predict it
completely rolling over. 

 

Brigden said that in his 30 years of trading markets, he has never seen risk assets with prices nailed to the ceiling like they
are today and bond yields as low as they are and nailed to the floor. 

 

There were times Brigden has suggested to clients that they have short positions in bonds. Currently, he is neutral in
bonds but expresses views with a strong dollar bias, particularly versus emerging market currencies that have funding
pressures. 
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Brigden believes that one of the reasons we get a stronger dollar environment is a structural shortage in the dollar that
started with the pickup in U.S. shale production and fewer imports of oil. The gap in dollar supply has been made up for
with the capital outflows, which Brigden sees as “hot money.” Brigden believes anything that starts a run on these capital
flows for investors to repatriate money back to the U.S. is a catalyst for creating a very sharp move in the dollar higher for
countries that funded themselves in dollars. Europe and Japan fund in their own currency so they have fewer funding
pressures, but if there was a move higher in the dollar, Brigden believes this would likely spill over to the euro as well.

 

This was a very interesting conversation on global valuations, inflation pressures, and the dollar. Listen to the full podcast
below.

 

 

Unless otherwise stated, all data is as of July 20, 2018.

 

 

1A Reality Check for Stock Valuations

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

Earnings yield  : The earnings per share for the most recent 12-month period divided by the current market price per
share. The earnings yield (which is the inverse of the P/E ratio) shows the percentage of each dollar invested in the stock
that was earned by the company.

Inflation  : Characterized by rising price levels.

Price-to-earnings (P/E) ratio  : Share price divided by earnings per share. Lower numbers indicate an ability to access
greater amounts of earnings per dollar invested.

Consumer Price Index (CPI)  : A measure that examines the weighted average of prices of a basket of consumer goods
and services, such as transportation, food and medical care. The CPI is calculated by taking price changes for each item
in the predetermined basket of goods and averaging them; the goods are weighted according to their importance.
Changes in CPI are used to assess price changes associated with the cost of living.

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

Short (or Short Position)  : The sale of a borrowed security, commodity or currency with the expectation that the asset
will fall in value, the opposite of Long (or Long Position).
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