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SETTLEMENT AND TRADING

Overview

Our thematically driven approach to investment decisions for 2014
are consistent with those that we developed for 2013. A summary
of these themes follows below:
1.	Stronger US and Global growth will drive interest rates higher and the yield curve will steepen. Buy those companies
with high operating leverage and low financial leverage.
2.	The US Private Housing market and Non-Residential
Construction sector are reaching an upward inflection point.
3.	Focus on our US Capital Expenditure/Corporate Spend
Theme: Look for early cycle, productivity enhancing
companies; technology & software; capital equipment; etc.
4.	Shale Energy: This benefits several industries such as Oil &
Gas Service companies; the Pipeline Industry; the Chemical
Industry; regional businesses such as banks and suppliers.
5.	US Manufacturing Resurgence: The re-location of manufacturing back to the US should be a boon to the capital goods/
industrial industries.
6.	Germany as a beneficiary of an asymmetrical Eurozone
monetary policy.
7.	The Global Emerging Market growing Middle Class
consumption patterns: US and European companies
that appeal to aspirational spending and other changing
consumption patterns in this market.
Because of the volatility in the markets over the past few weeks
I would first like to review those market technical indicators that
we have been following and which, for the past few months, have
been pointing to a correction.
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CHART 1. As you can see in Chart #1 the S&P500, the Emerging Market Index and the World ex US
Index all fell between 2.0% and 2.75% during the week of January 20th. The stated reasoning was
that China could be experiencing a credit bubble and concurrent economic slowdown; that reported
US earnings had been disappointing; and, that the Fed’s tapering could cause financial panic in some
Emerging Market currencies. None of these issues are new and, in fact, the market technical indicators had been showing signs of a correction for over a month.
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CHARTS 2-5. Charts #2 through #5 illustrate this point. In Chart #2 you can clearly see that the indi-

vidual investor survey had become too bullish; the Put/Call ratio in Chart #3 and the professional
Investment Advisor Bullishness indicator in Chart #4 had both reached ten year extremes; and, the
Overbought/Oversold indicator, although not at extreme levels, was also elevated. You’ll notice that all
of these indicators are entering neutral territory now that the market has begun its correction.
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CHART 6. The market’s turmoil was shadowed by a spike up in the 2 Year Swap Spreads, an indi-

cation of fear of a non-economic, adverse financial event. Chart #6 puts this into an historical
perspective. Events such as the peripheral European banking crisis, Cyprus, the BP oil spill, etc., all
created a spike up in the spreads as indicated by the dashed green line. Markets initially corrected
but, when the spreads returned to prior levels, the markets resumed their prior trends. The key areas
of focus are highlighted by the yellow rectangles. Note, also, that the swap spreads, although recently
elevated (yellow circle), still remain near historical lows. This has usually been bullish for equities.
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CHARTS 7-8. Chart #7 illustrates

that the market’s earnings yield
spread over 10 Year Treasury
bonds, although down from
extreme levels of two years ago,
remains one standard deviation above the 30 year mean.
More significantly, however, is
the fact that this yield spread,
or equity risk premium, remains
even more elevated over the
Kansas City Fed Financial
Stress index. The Kansas City
Fed Financial Stress index
is comprised of 11 different
measures of systemic financial
stress and, as can be seen on
the chart, is near historic lows.
This observation gives us confidence that equities remain
undervalued relative to fixed
income as well as measures
of systemic risk. Of course the
question arises as to what the
equity risk premium should be
under current economic conditions. Although we can go back
to prior periods on Chart #7
when the financial stress levels
were similar to today, we can
also build a multi- factor model
as shown on Chart #8 using
the Financial Stress Index, the
ISM New Orders Survey and
the Output Gap as independent
variables. The model also indicates, as in Chart #8, that this
equity risk premium should be
lower. Between the readings
of our technical indicators and
our valuation models we remain
bullish for equities for 2014.
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CHARTS 9-12. In addition to the above mentioned factors we also have a positive outlook for US economic growth for 2014. One of the primary reasons for this is illustrated in Chart #9 which shows the
ISM Manufacturing Survey with the Blue Bars representing new orders and the Red Bars representing employment. The new orders component is a very good leading indicator for corporate earnings
and capital expenditures. As you can see in the chart, the new orders component has been above
60 for five consecutive months… a first in ten years. Correlating the Manufacturing and Non-Manufacturing New Orders surveys to Real GDP indicates that current levels are consistent with growth of
~3.2%. This is the red dot on Chart #10.
The ISM New Orders Surveys is also very highly correlated with the S&P500 12 month forward EPS
Y/Y growth rate, as can be seen on Chart #11. The scatter graph in Chart #12 implies that the current level for the 3 month moving average of ISM New Orders, 62.8, equates to a 20% Y/Y 12 month
forward EPS growth rate for the SP500. Although this provides strong evidence that earnings should
continue to do well and, as can be seen in both Charts #11 & #12 the correlation is very strong, it is
very likely that ISM New Orders have reached a near term peak and will likely roll over in subsequent
readings.
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CHARTS 13-16. Finally, a word about housing. Although the housing data for December such as new

and existing home sales, building permits, etc., were mixed the leading indicators that we follow are
still pointing to an upward inflection in new housing starts over the near term. The National Association of Home Builders Index and the Index of Prospective Buyers both correlate very closely with new
housing starts with a seven to eight month lead time. You can clearly see this in Charts #13 & #14.
On Chart #15 the red dot represents the current data point for new housing starts and the Prospective
Buyers index. You can clearly see that it is on the edge of an upward inflection point where, in past
cycles, housing starts have accelerated to a rate of between 1.5mm to 2.0mm per month, annualized.
Finally, Chart #16 plots the relative performance of the Homebuilders Index to the SP500 to monthly
new housing starts. Although the correlation is low it is clear that when housing starts begin to exceed
1.5 million per month, annualized, there is a strong potential for the housing index to outperform. The
current data point, as represented by the red dot, indicates that the relative performance has not yet
anticipated the upward inflection in housing starts mentioned above.
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In summary, we still view equities as the most attractively priced asset but with the caveat that there
will be continued volatility while many of our overbought technical indicators work back into neutral to
oversold levels. The Equity Risk Premium remains high according to our multi-factor model and relative to various financial stress measures. We remain bullish on earnings and the economy for several
reasons of which two, the ISM New Orders Survey and New Housing Start Indicators, we mention
above. Finally, our portfolio construction is guided by the sectors and industries that fit the seven
investment themes outlined in the opening paragraph.
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