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Overview

INSTITUTIONAL TRADING

In particular, I will focus on any significant changes that have
occurred in the supporting data since the themes were first introduced and then examine any shift in trends which would impact
our outlook. I will conclude with a brief comment on one of our
major investment themes, the accelerating pick up in corporate
capital spending.
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In this April Commentary, because of the strong year to date rally
in the S&P500 (+8.8%) I thought it would be appropriate to summarize and update several of the core themes that we have presented over the past year which support our continued bullishness
towards US equities.
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CHARTS 1-2. Last year we examined the prospect and consequences of synchronous quantitative

easing by the central banks of the Developed Markets in conjunction the end of monetary tightening in the Emerging Markets, notably China. But, as you can see in Chart #1 which reflects the DM
central bank balance sheets as a percentage of GDP, balance sheets have actually shrunk by 5%
over the past three months with the ECB leading all others with a14% shrinkage. Yet in spite of this
shrinkage world equity markets have actually done well, Chart #2. The outlook, though, for continued
balance sheet expansion is strong. The Bank of England has recently stretched their inflation time
horizon from two to three years and has been the most aggressive bank with unconventional policies such as direct infrastructure lending. The Bank of Japan has changed leadership and is aggressively pursuing an inflation target of 2.0%. The US Fed, in spite of recently aired concerns over exit
strategies, has remained committed to achieving its 6.5% unemployment target which may take well
into 2014 to achieve. Finally, the shrinkage of the ECB’s balance sheet has been due primarily to
commercial bank repayments of last year’s LTRO program. Faced with a weak economic outlook for
2013, an strong Euro, slow structural changes in the periphery and declining commercial bank lending, it is unlikely that Draghi will repeat the mistakes of his predecessors by allowing the growth of
money supply to slow.
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CHARTS 3-6. As shown in Charts #3 and #4, the current and expected central bank balance sheet

expansions has led to levels of excess liquidity in both the US and globally that suggests an upward
rerating of equities of around 19%-20%.
The single most important and durable theme that we have focused on for the past three years is
market relative valuation. As you can see on Chart #5 the S&P500 earnings yield relative to the US
10 Year Treasury yield remains two standard deviations above its 28 year mean. This gap will narrow
when bond yields rise and/or market valuations increase. As we have argued in the past, the level
of labor slack and the wide output gap in the US economy point to rates staying low into and probably through 2014. That leaves us with increasing market valuations (higher p/e ratios) to close that
gap and there are several indicators, in addition to the excess liquidity argument made above, which
strongly suggest that market valuations should increase. In Chart #6 the blue line represents the
market’s earning yield gap from Chart #5 which I’ve labeled the market’s equity risk premium. The red
line in this chart is the volatility of the forward earnings estimates of the S&P500. During past periods
of such low volatility, as highlighted in the yellow boxes, the market’s equity risk premium was much
lower and tended to reside around its mean.
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CHARTS 7-10. This same observation can be made in Chart #7 using the 2 year swap spreads as a
measure of perceived risk in the financial system. Both of these measures of risk suggest that equities should be trading closer to their historic mean relationship to bonds. On Chart #8 you can see
that the forward market eps is at a record high, easily surpassing the 2007 peak, while the forward p/e
remains well below prior peaks of this past decade. As I’ve pointed out in the commentary box in the
chart, the market would trade at a forward p/e of 30x should it return to its historical mean relationship
to bonds. Although this is unlikely, it does argue that market risks are heavily weighted to the upside.
One of the bear arguments for market earnings and by extension the market is the recent decline in
operating margins, as illustrated by the orange line in Chart #9. I would argue, however, that margins
never collapse until labor slack, the blue solid area, goes negative. It is more likely that margins will
flatten out at the current level and remain that way until labor regains pricing power and the economy’s output gap goes positive.
Another interesting bullish data point for earnings is the record highs in the National Income Profits
Account (NIPA) shown on Chart #10. As you can see this correlates very closely with the 12 month
forward earnings estimates for the S&P500 and leads those estimates by 3 quarters. The NIPA profits
have set new highs for the past two consecutive quarters.
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CHART 11. In Chart #11 I’ve
adjusted the forward earnings
estimates and market index for
inflation for the past 25 years.
Once again you can see that
inflation adjusted earnings are
near record highs while the
S&P500 remains well below the
2001 and 2007 levels.
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CHART 12. A third major theme
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that is bullish for equities is the
potential for a major asset allocation shift. It is amazing that
since March of 2009 the market
has more than doubled while
over the same period a net
$120 Billion has been taken out
of equities, Chart #12.
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CHARTS 13-15. Additionally,

as shown on Chart #13, private pension funds are far
below their historical weighting in equities and, as shown
on Chart #14, even though
this year has seen a strong
flow back into mutual funds it
has been accompanied by an
equally strong flow into bond
and income funds. Finally, in
Chart #15, you can see that
the amount of M&A deals as a
percentage of market cap is at
extremely low levels and has
failed to keep up with the rally
in the market as in past periods.
The record low levels of interest
rates and the highly accretive
nature of potential deals (the
market’s earnings yield is now
above that of high yield bonds)
should cause this to rapidly
catch up.
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CHARTS 16-19. The fourth major theme that drives our bullish outlook is that the US economy is

residing in the “Goldilocks” zone of 1.5% to 2.5% where it’s not too fast to change monetary policy
and not too slow to adversely impact earnings. In fact, most of the crisis overhang that has burdened
the economy over the past several years has been removed. The household deleveraging process is
over, Chart #16, and the family financial obligation ratio to disposable income is at the lowest level on
record. All of the leading indicators for housing are implying that the economy is nearing an upward
inflection point for new housing starts. Chart #17 shows the strong relationship between the prospective buyer’s index and private housing starts implying a 60% increase in 7 months. More dramatically,
as shown on the scatter graph in Chart #18, is that just a small increase in the prospective buyer
index, the most recent represented by the red star, would imply a dramatic jump in housing starts to
nearly 2 million! As a consequence, the housing market could contribute to over 1.0% in GDP growth
for 2013, Chart #19.
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CHARTS 20-22. Now that banks

are lending again and the average age of the US capital stock
and auto fleet are near record
levels, US corporations should
begin to accelerate capital
spending plans. This is supported by the mid cycle rebound
in the ISM Manufacturing
Survey, Chart #20, and by the
strong correlation and lead
time of the ISM New Orders
survey with core durable goods
orders, Chart #21. Consistent
with our theme that technology
should benefit from the increase
in corporate spending is the
strength of the Tech Pulse Index
implied by the strong pick up in
the employment survey of the
ISM Non-Manufacturing Survey,
Chart #22.
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CHARTS 23-24. Another major

trend that supports both the
economic outlook and is a rich
source of investment themes
is the apparent reversal of
the outsourcing boom of the
past decade. As can be seen
in Chart #23 manufacturing
payrolls, blue line, have begun
trending up for the first time
since the early 1990’s and, for
the first time in 15 years, the
2y/2y percent change has gone
positive (gold line).
Finally, we use a very simple
measure of economic momentum with the ratio of M1/Initial
Unemployment Claims that
provides a lead indicator with a
good correlation to the S&P500.
As you can see in Chart #24
this ratio, as represented by
the blue line, spiked up to new
record highs at the end of last
year and, indeed, the market,
in red, followed. Although it has
recently turned down slightly it
remains near record levels.
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CHARTS 25-28. The last major theme supporting our bullish view on equities is the diminished tail

risks emanating from Europe. The growth of money supply, the rebound in several economic indicators and the ability of Spanish and Italian banks and governments to access the capital markets at
reasonable rates all point to stabilization. As shown on Chart #25 the YoY % change in Eurozone
industrial production (orange line), though still negative, appears to be trending back up. This is consistent with the continued growth in M1 money supply. In Chart #26 we have also compared industrial
production to the ZEW economic outlook survey and, as you can clearly see, the implication is for
positive growth by the end of 2013. In Chart #27 it is interesting to see that the current account balances of Italy, Spain and Portugal have all gone into surplus. Finally, on Chart #28, you can see
that Spanish and Italian 3 year borrowing costs remain low despite concerns surrounding the Italian
election and the Cyprus banking collapse. Although the crisis issues of excess leverage, structurally
uncompetitive economies and fiscal profligacy have not been fully addressed there appears to be a
consensus in these economies that cost of leaving the Euro is much greater than the pain of making the required adjustments. The risk remains, however, that some of the problems afflicting the
peripheral economies could migrate to core economies such as France and that, as a consequence,
Germany would be less tolerant of further bail-outs.
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CHARTS 29-32. Finally, our theme of accelerating capital expenditures should directly benefit the

software sector. As shown on Chart #29 technology remains the cheapest sector relative to it 10 year
forward p/e ratio and relative the S&P500 forward p/e, Chart #30, software is one standard deviation below its 10 year mean. Relative to BAA rates, the forward earnings yield of the software sector
remains over one standard deviation inexpensive, Chart #31. All of these valuation metrics remain
surprisingly low when viewed against the fact that software has delivered the best sales growth of all
sectors over the past five years, Chart #32.
In conclusion, the various market moving themes that we have been highlighting for the past several
years…valuation, liquidity, asset allocation shifts, economic conditions and tail risks…continue to
remains supportive of equities with risks skewed to the upside.
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