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SUMMER of '02 REMAINS BEARISH
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5--_~-------—--~9-6Q2002: Our projections for further steep

stock selloffs into mid October....
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10-18-02: Calling the Oct. 02 stock
= market bottom to within a week..

r N @ - CREDIBLE BREAKOUT IN THE OTC .
' lﬁh N B 2 MAY CONFIRM OUR 9-06 FORECAST

v u},.\ 4
[A'f v "lv ﬂ\ '}# FORECAST 9-06:

1090 to 1140 by
'\ early/mid Oct.
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"Test 775 in the
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Oct. 2002: All major stock indices bottom
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A key driver of the 2002 bottom: Wall Street analysts slash

EPS estimates. Positive earnings suprises are more likely.
- Jan. '03 ANALYSTS SLASH ESTIMATES & GET THEM RIGHT! -

Keeping an Eyve on Two Stormy Situations
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When the market looked grim in early ’04, we
saw |t as a puIIback in an on-going uptrend_‘
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Apr. ’04: We recommend accumulation of energy
sector stocks based largely on relative strength
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Early ’06 Forecasting blip S&P rally to 1310
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analysts are RAISING EPS est
te of the “slashing” at the 2002 market bottom

Another hurdle
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...eSpemaIIy when a profit slowdown is likely..

CHART 14 _
Financial Stress Is On The Rise
— S&P 600/ S&P 500 (LS)

=== BCA FINANCIAL STRESS INDEX*
(Inverted, RS)
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© BCA Research 2005
N N N T I T T N I O O I O O |
1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006
*Shown smoothed

Importantly, financial system strains are on the
rise, according to our proprietary Financial Stress
Index (shown inverted, Chart 14). Rising stress is
typically associated with the underperformance
of the risky small cap asset class.

Watch Out For Profits

Our profit margin proxy is highly correlated with
the capitalization cycle (Chart 15). The marked
divergence this cycle highlights that small caps
are in overshoot territory. Rising wage bills,
higher interest expenses, and high commodity
costs combined with an expected slowdown in
demand should ensure that profit margins get
squeezed and profit growth decelerates steadily
(Chart 15, panel 2). The implication is bearish for
small caps to the extent that they are a play on
profit growth.

It appears that some of the slowdown forecast by
our profit model has affected small cap manager’s

r "\)6‘
&A%Ef%w

CHART 15
Expect A Profit Growth Slowdown

Ch
S SECTOR 17
PROFIT MARGIN PROXY* (RS)
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*implicit price deflator divided by unit labor costs
**Based on the yield curve, the dollar, oll prices, real
corporate bond yields and a profit margin proxy.
CHART 16
Small Business Managers Are Already Nervous
— S§&P 600/ S&P 500 g-NE n ’:0
=== QUTLOOK FOR BUSINESS CONDITIONS IN
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5-12-06 BREAKDOWN CONFIRMATION SIGNALS:
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2) Volatility explodes

5-17-06: MORE SELLOFF CONFIRMATION

1) Japan LEADS the downside
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5-18-06: S&P Volatility breaks out & “confirms the move”

Volatility
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1225 short term...

ecting S&P selloff to 1175
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5-19-06: “... OTC Top quite clear... further downside ahead...”
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look for lower lows into

eason. Targeting 1180-1210 by mid July...
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6-14-06: S&P Hits 1219 intraday...



targeting further
1980-2020 by mid July

14-06: OTC hits 2065 intra-day...

6

downside into July earnings...

al a | oa e i : a : a -l

00'980Z 1D LL'S90Z 1 ¥6'L60Z ‘H S9'S20Z 0 - B - 20/¥L190




So far the stock selloff is sharp but orderly... difficult to say
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whether it’'s merely a correction or a major top at this point...
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Rally signals resume 8-16,
Japan strength a big positive
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30, <l

. earnings

Focus on relatively strong Groups

that will ride the index into Jan

Oct. 15, ’06
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/ 12-13-06: Big reason to be bullish:

--------------------- - Strength of the Broad Market Vs. S&P ]
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06: S&P may have one raIIy left @I
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correct before going higher |
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OTC just touches our 2510 target. Now looks toppier
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High momentum stocks between Jan. and Apr.
earnings may come from today’s strongest groups.

[NOTE: Assuming the market doesn’t tank]
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Broad Market Is Now Neutral...
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Print SharpCharts 2 from StockCharts.com Page 1 of 1

$NYAS0R (NYSE % Above 50MA) INDX @StockChaits.com
25-Jan-2007 Op6174 Hi61.74 Lo 6174 Ci81.74 Chg 8.15(-11.66%) v
MRSI(14) 44.68 o0

= $NYASOR (Daily) 61.74 85
=—MA(50) 72.09

—MA(200) 60,43

dhvolume undef

Aug Sep Oct Nov Dec 2007
= MACD(12,26,9) -2.191, -2,879, 0.688

Aug Sep Dect Nov Dec 2007

Jan’07: Breadth Deteriorates: Stocks Over/Under
50 Day Moving Average turned negative in Dec.

http://stockcharts.com/h-sc/ui?s=$NY ASOR&p=D&b=3& g=0&id=t89096897821&r=4049... 1/26/2007
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Jan’07: Contrary Sentiment Indicators
are at cautious levels
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CHART 7
Global Equity Valuations Are

Reasonable
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Jan. 07: Global Market PE’s are not Overvalued

many investors seem to have fought thi
equity bull market all the way. Worries
about geopolitics, oil prices, financial
excesses and imbalances, and most re-
cently the U.S. housing downturn, have
all been reasons put forward for caution. -
Partly reflecring this caution, equities in
rr_}ggg_countries have lagged the imgc_)ire-
ment in earnings, and multiples have
steadily compressed to the point that
viluations are currently reasonably at-
tractive (Chart 7). o

Multiples have also been compressed
partly because interest rates in many
countries have been rising. There is a
clear correlation between the trend in
interest rates and the price-earnings ratio
(Chart 8 on page 16). With the Fed
now on hold and expected to cut rates
in the coming year, that obstacle to
higher multiples will no longer be in
place in the U.S. The monetary cycle in
Europe is behind that of the U.S., so
that condition for higher multiples will
take longer to appear there.

Reasonable valuations in the major eg-
uity markets compare to stretched valua-
tions in most other assets. For example,
credit spreads are very tight in the fixed
income markets, yields in commercial
real estate have been pushed to histori-
cally low levels, and many commodities
appear very overbought. U.S. Treasurys
are still reasonably valued, but the op-
portunities for capital gains are limited
from current yield levels. On this basis,
equities look well placed to benefit from
increased investor interest.
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