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CHART 1. As you can see on Chart#1, where the blue line repre-
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Today I will cover three areas that I view as timely and critical to
some of the themes that we have been developing over the past
year. Firstly, because of the continued strong performance of the
S&P500, I will update some of our technical and fundamental
indicators. Then I will review some of the issues with global growth
macro indicators and the impact on the US market and in particular
the cyclical sectors. I’ll wrap it up with an update and observations
on our US corporate spend theme.
sents the S&P500, the markets are clearly extended well beyond
the 200dma (solid red line) and well above the 5% 200dma bands
(dashed red lines). Although clearly vulnerable to a correction
due to unexpectedly bad economic data or unanticipated central
bank action, it is interesting that the amount by which the market’s
50dma (gray solid area) is above the 200dma has yet to reach the
peak achieved in early 2012.
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CHART 2. It is also interest-

ing to note that, as shown on
Chart #2, the put call ratio
as of the 30th of May was
rapidly approaching territory
normally associated with market
BOTTOMS as illustrated by the
yellow boxes for prior periods!
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CHARTS 3-6. This certainly seems anomalous for such an extended market and is contradicted by the

AAII bull/bear sentiment indicator in Chart #3 which points to a market top. The case for a correction
is further supported by the condition of the Investment Advisor Bullishness survey, Chart #4 and by
our Overbought/Oversold indicator in Chart #5. Clearly, the weight of the evidence points a high probability of a near term market correction. Longer term, however, the market still appears technically
bullish as it has broken out of a 13 year trading cycle with good momentum, as evidenced by the 20
week moving average having crossed above the 50 week moving average, Chart #6.
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CHARTS 7-10. From a valuation perspective, the market’s forward earnings yield relative to the 10
Year Treasury still remains nearly 2 standard deviations above the long term mean and, more significantly, is at an historically wide gap when compared with the Chicago Fed’s financial conditions index,
Chart #7. Even if we were to shorten the time horizon to just ten years, as shown in Chart #8, this gap
between the earnings yield spread and the financial conditions index remains extremely wide even
though the market’s yield spread is trading within one standard deviation of the mean. In Chart #9 we
use the 2 year swap spreads, a measure of perceived systemic risk, and come to the same conclusion as in Chart #8 that the gap is as historically wide levels. Fundamentally, forward EPS estimates
continue to reach new highs while the forward market multiple remains below past peaks, Chart #10.
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CHARTS 11-13. Net earnings

revisions have gone positive
while forward sales growth, a
major concern for the bears,
appears to have bottomed at
just above 3.0%, Chart #11.
In Chart #12 I’ve adjusted the
forward earnings estimate
and market index for inflation
and, as has been the case for
a while, the inflation adjusted
market remains below prior
peaks while the earnings have
reached record highs. Finally,
our short term economic
momentum indicator, M1/Initial
Claims(4wma), continues to
remain well above its trend line,
Chart #13, in spite of the recent
move up in claims.
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CHARTS 14-16. In the Global
arena, falling commodity prices,
lower Emerging Market inflation and ample global liquidity
are strong tail winds for global
growth this and next year. The
IMF is at 3.3% for 2013 while
the OECD is at 3.1% for 2013
and 4.0% for 2014, Chart #14. It
is interesting to observe in Chart
#15 that the traditional linkage
to the World Equity Markets and
the CRB industrial commodities index has recently broken
down. This disconnect is even
more striking when the relative
performance of mining companies to financial companies is
compared to world markets as
shown in Chart #16.
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CHARTS 17-20. Historically, commodities have correlated well with markets because of its association with growing GDP but, as shown in Chart #17, the mining industry has overinvested causing the
supply to outpace demand. This at a time when China is attempting to transition to a consumer let
economy. As you can see in Chart #18, China’s investment as a % of GDP is well over 45% and has
far exceeded that of South Korea and Japan during similar stages of their economic development.
Other factors acting as a tail wind to Global GDP growth are falling oil prices which have declined
by ~20% since their 2011 peak and could contribute to +0.4% GDP growth in the OECD economies,
Chart #19. Food prices have followed suit by declining by ~ 25% from the 2011 peak, Chart #20.
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CHARTS 21-23. Because food
constitutes 35% of CPI in
emerging markets this helps
keep a lid on inflation and
allows more central bank flexibility. Excess liquidity remains
strong, Chart #21, while world
PMI’s remain above 50, Chart
#22. Finally, we seem to
have reached a trough in the
International Economic Surprise
Index, Chart #23, which should
bode well for cyclical stocks.
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CHARTS 24-27. In the US market, cyclicals relative to defensives have until recently dramatically
underperformed. Earlier this year there was an unusually severe negative reaction to the decline in
the ISM new orders survey component, Chart #24. As shown in Chart #25 whenever cyclicals underperform during a market rally they usually catch up and outperform defensives as they now appear
to be beginning to do. Chart #26 highlights some of the key elements that should support a return to
increased corporate spending: historically strong balance sheets and free cash flow; strengthening
CEO confidence surveys for capex, upper right graph; and, a US capital stock that, at 17 years, is the
oldest since 1970 (bottom chart). Finally, the survey of small businesses shown on Chart #27 highlight that concerns about future sales (blue dashed line) are nearly back to pre-recession levels which
bodes well for capital expenditures and hiring. The one fly in the ointment, however, is the growing
concern over red tape and taxes.
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CHARTS 28-29. In spite of
the recent outperformance of
cyclicals relative to defensives,
the Industrial and Technology
sectors still appear slightly inexpensive relative to the SP500
forward P/E while Telecoms
and Utilities appear expensive,
Chart #28. Finally, the Capital
Goods Industry, which should
benefit from an upturn in the
global economy, appears inexpensive on an historical and
relative basis, Chart #29.
In conclusion, while the S&P500
is showing signs of a potential
near term correction, longer
term technical indicators, valuations and fundamentals still
appear sound. With Global
Economic indicators appearing to trough, cyclical stocks,
with the exception of materials,
should benefit. Better economic
data will likely cause rates to
begin to rise which, although
bullish for equities in general,
will likely be negative for defensive, income oriented sectors.
Finally, there remain downside
risks from slower than anticipated Chinese growth and from
monetary and political policy
mistakes in the Euro Area.
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