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Overview

November’s discussion will center on one of our core investment
themes of being overweight cyclical equities. Some recent weakening economic data, particularly core durable goods orders, have
given rise to concerns about the wisdom and duration of this approach. We will also cover, more briefly, the US housing market and
the question of whether or not it is currently at “bubble” levels; and,
finally, review market valuations and technical indicators.
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CHARTS 1-3. Core Durable

Goods orders fell last month
by -1.10%, a -1.70% surprise
disappointment against expectations and the second falling
month in a row, Chart #1 blue
line. Although much of this may
have been a consequence of
this summer’s spike in interest
rates in combination with the
government shutdown, it nonetheless raises doubts about
cyclical stocks. Perhaps the
most compelling reason to stay
long the sector is the prospect
for accelerating global economic
growth which, based on current
global PMI readings, is forecasted to be in the 3.7% range
in 2014, Chart #2. The IMF has
forecast global GDP growth to
accelerate to 4.2% by 2018,
Chart #3.
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CHARTS 4-6. In the US, private

fixed investment as a percentage of GDP has had a strong
recovery from the 2009 bottom
but remains well below past
economic recoveries, Chart
#4. Based on past cycles there
remains considerable room for
continued expenditures. Many
leading indicators support this
view. The ISM New Orders
survey component, which is
near a one year high, correlates
very well with the year over
year growth in capital expenditures as shown on Chart #5.
Additionally, the Philadelphia
Fed survey of capital expenditure intentions shows similar
potential for growth, Chart #6.
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CHARTS 7-9. Historically, when

the economy’s capacity utilization rate and overall corporate
profits (National Income Profits
Account) are at the levels we
are currently seeing, capital
expenditures and core durable
goods orders are always much
higher, Charts #7 & #8. The
“gaps” currently shown on these
two charts are almost always
closed with catch-up spending
later in the cycle. As additional confirmation, the Fed’s
Senior Loan Officer Survey of
Commercial and Industrial Loan
Demand, a coincident indicator,
is at a cycle high, Chart #9.
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CHARTS 10-13. Perhaps the inevitable fly in the ointment is the fact that the International Economic
Surprise Index, although positive, appears to have peaked and rolled over, Chart #10. Also, the relative forward P/E of the capital goods sector, the yellow line, has followed suit. If this is a temporary
phenomenon due to the government shutdown then there is a high likelihood that the surprise index
and the sector relative P/E would both outperform as they did during the 2009-2011 time frame in the
red boxed area. Finally, on an historical and relative basis, the capital goods sector remains around
fair value, Chart #11.
Over the last several months there has been considerable talk about the US housing market entering another bubble. It is fairly clear that home prices have rebounded sharply over the past few years
as measured by both the Case-Schiller and FHFA price indices, Chart #12. Housing affordability, as
measured by the National Association of Realtors, remains over one standard deviation cheap, Chart
#13. Since the most recent data for this chart is August, the index may have been adversely impacted
by this summer’s sharp rise in interest rates. With rates having since declined, subsequent data may
show that housing affordability has reversed back up.
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CHARTS 14-17. Perhaps one of the most compelling reasons to believe in the continued strength in
the housing market is illustrated on Chart #14. Here the blue area represents the “real” cost of financing a home. This is calculated by subtracting the rate of home appreciation from the financing cost
and clearly indicates that whenever this is negative, the home builders index clearly outperforms the
S&P500. A very strong indicator of home sales and housing starts comes from the Index of Prospective Home Buyers. Chart #15 shows the near perfect correlation of the index, with a nine month lead,
to the sale of new homes and, on the Scatter Chart #16, the very high correlation with private housing
starts. In the latter chart the red dot represents the most recent data point. Historically this level of the
Prospective Buyers Index has been associated with much higher housing starts and implies that we
may be at an important inflection point for housing stocks. This point is illustrated in Chart #17 which
plots the relative performance of the US Homebuilders Index against Private Housing Starts. The red
dot is the current data point but you can see that if housing starts accelerate above the 1,750,000
monthly annualized rate the Homebuilders have, historically, dramatically outperformed the S&P500.
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CHARTS 18-19. In Chart #18 we

show the amount by which the
forward earnings yield of the
S&P500 exceeds the 10 Year
Treasury yield (blue line) along
with the Kansas Fed’s measure of financial stress(orange
dashed line). Although the
S&P500 has had a substantial
rally this year its forward earnings yield still remains over
one standard deviation cheap
relative to its historical relationship to the 10 Year US Treasury
yields. The spread in this
relationship is even more pronounced when view against the
historically low levels of financial
stress indicators.
Since the valuation implications
in Chart #18 rely on the three
variables of financial stress,
forward earnings and interest
rates, it is instructive to look
at any indicators that will give
us an idea of their future level.
In Chart #19 we show a more
granular view of the various
financial stress indicators. It is
clear where the higher frequency indicators (orange & green)
moved up in response to this
summer’s jump in interest rates
and concerns over early Fed
tapering. Today they are once
again moving back towards
historically low levels.
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CHARTS 20-22. In Chart #20 we

can see the close relationship
between the ISM New Orders
Survey and the S&P500 12
month forward EPS estimates
growth rate. The ISM numbers are pointing to a pick-up
in growth. This pick up in the
growth rate is confirmed by a
model that uses both the ISM
data and High Yield Spreads
as illustrated by the orange line
in Chart #21. Finally, as shown
in Chart #22, the Fed’s dual
mandates have not been met as
slack in the labor market remains high and inflation remains
below target thus allowing them
the flexibility to maintain their
easy monetary policy stance. In
conclusion, it appears that the
equity market remains undervalued, although much less so
than last year, and that the variables that define this valuation
remain, at worst, benign.
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CHARTS 23-26. In the short term, however, there are indications that the market could go through a

period of consolidation. The Overbought/Oversold and Put/Call indicators shown on Charts #23 & #24
are neutral but trending towards bearish territory. The AAII Individual Investor and Economic Momentum indicators in Charts #25 & #26 are both pointing to a potential near term correction although the
latter reading may have been temporarily impacted by the government shutdown.
In conclusion, we feel that an overweight of cyclicals is still warranted; that the housing market is not
in a “bubble” and may be nearing an upward inflection point; and, that the S&P500 remains undervalued relative to interest rates and systemic risk measurements.
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