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Overview
As we wrote in our last piece our outlook for the S&P500
for 2015 is for a mid to high single digit return. At that
time the market was down approximately (1.5%) YTD
but has since rallied to a plus 2.84% on the back of lower
oil prices; a strengthening jobs market; and an improving outlook for the global economy. It is this latter point
upon which we will focus this month’s publication. A synchronous global economic recovery supports our theme
of targeting cyclical industries such as the Consumer
Discretionary sector; Technology; and Industrials.
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CHARTS 1-2.
As can be seen on Chart #1 the
Global Purchasing Manager’s
Index has turned up for the second straight month after having
been in a year-long downward
slide. In Chart #2 we can see
that nearly all major regions
have their PMI’s at or above
50, i.e., in expansionary territory. All of these indicators point
to the fact that the weakness
in the Global Economy being
observed last year may now be
at an end as we begin entering
an expansion phase. Note that
much of the impetus behind this
improvement is a combination
of monetary easing (with the
US an exception) and lower
commodity prices, especially
energy.
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CHARTS 3-6.
An excellent example of this economic turn-around is the Euro Area. Chart #3 shows the upside
surprise in their 4th Quarter GDP growth at 1.37%. Some of this can certainly be attributed to the
lower cost of oil but more than likely the major driver has been the dramatic growth in money supply.
As shown in Chart #4 M1 and M3 have both been accelerating since early 2014 and doing so at their
fastest pace in five years. The fact that M3 has been rising in parallel with M1 is an encouraging sign
that the European Zone banking system is healing. This should be accelerated when the European
Central Bank’s asset purchase program begins in March. The growth in M1 has a positive impact on
several economic variables in Europe. Chart #5 for example shows the close correlation between
M1 growth and the Euro Area Business Climate Index while Chart #6 shows the tight correlation that
M1 growth has with the growth in European Industrial Production. This strengthening in Europe will
very likely slow the appreciation of the US$ as well as have a positive effect on the US Cycle sector.
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CHARTS 7-8.

7

In the US there are several
signs that are positive for seeing
the Cyclical Sector outperform
the market. First, as shown in
Chart #7, the Cyclical Sector
tends to outperform when inflation expectations are on the rise
as they have been since about
the beginning of 2015. Also,
Cyclicals will outperform whenever the 10 year Treasury yield
is on the rise as shown in Chart
#8. These are just a few of the
economic indicators that are
reflecting the fact that a Global
Economic Synchronization is
back on track.
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CHARTS 9-12.
One sector in the Cyclical group that we favor is Technology which, as shown on Chart #9, is the
second least expensive on an historical P/E basis after the Telecom sector. The Tech sector currently
trades just above its 10 year average P/E and, as shown in Chart #10, trades one standard deviation below its historical ratio to the S&P500 12 month forward P/E. As shown in Chart #11 the sales
growth for the Tech sector is forecasted to be, and has been, greater than that of the total market and
yet the forward P/E of technology is lower than that of the S&P500.
Finally, from a valuation perspective, the Tech Sector earnings yield premium over BAA yields is well
above one standard deviation over its twenty year mean and even further above the St. Louis Fed Financial Stress Index (red dashed line) as shown in Chart #12. Although technology has had a strong
run this year and is likely due for a correction we feel that it remains one of the Cyclical sectors that
deserves overweighting.
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CHARTS 13.
Over the past several months we have been forecasting that the Consumer Discretionary Sector
would also be one of the Cyclical groups that would benefit from the strengthening trends in jobs,
incomes, lower energy costs and strengthened balance sheets. As can be seen in Chart #13 this
sector has finally begun to substantially outperform the S&P500.
If you have any questions about how any of the subject matter mentioned in this publication might
impact your portfolio please contact your investment advisor.
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