NEAR-TERM STOCKS / ECONOMY LINKAGE

In the next 12 months, the major wildcard is a
compounding economic slump triggered by a larger
than expected housing blowup resulting in broad-
based layoffs, and reduced earnings estimates...

Otherwise, if the global and U.S. economy muddles
along in fairly good shape, then further upside is
certainly possible from the “economic” point of view.



Hopeful factoids: Earnings remain strong with
no immediate sign of recession & reasonable valuations.
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Vdluations not yet at levels typical of stock underperformance
: ' Wh Do :
_We Go ?ﬁm Here?

Looking ahead, equity
returns will continue to de-
pend on prospects for earn-
ings, dividends and valuations.
Despite strong earnings
growth recently (four con-
secutive quarters of 20% yeat-
over-year gains through the
second quarter of 2004), some
observers expect fairly mod-
est growth in coming years—
pethaps less than the long- i
term average of about 6%.

In addition, profit mar- '
gins are at the highest level in
several decades and the effec-
tive corporate tax rate is the
lowest since World War II, so
there could be more pressure
on margins and therefore
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[Current P/E Range] [Stocks Are Expensive |
P/E Ratios at Start of Period:  F/Es Below 10.08 P/ts 110 t0 234 P/Es Over 234 ,

*Valuations are based on normalized eamnings, an average of reported eamings over the prior five years, As of September 30, L .
2004, the price-eamings ratio of the S&P 500 was 215 based on this measure. profits if economic growth

F e " slows or tax rates rise.

N 5// L g /j CEO of Fisher Investments, Inc., a
C }4( / g f $24 billion money management

W / firm. He is also Portfolio Strategy
l./[ P5 / 0 E columnist for Forbes.
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usually good for stocks.
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“frenzy” levels
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often associated with speculative market tops....
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...and IPO Issuance has not yet reached
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lowing EPS growth, but
ibility in the quarters ahead...
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What industries might have the greatest pricing power ?....

BCA RESEARCH

CHART 6
PPI Is Outpacing
CPl...
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highest rates of inflation to lowest. The fifteen
highest inflation rates are concentrated in the en-
ergy and industrial sectors, what we call producer
price industries. The lowest inflation rates are

mainly in consumer goods prices, underscoring
that these industri

r a lack of pricing power.
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CHART 7
... And Crude PPl Is Outpacing
Finished Goods PPl
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Inflation at early production stages will continue
to outpace consumer price inflation. Even if do-
mestic economic activity slows in 2006 as we ex-
pect, the bull run in energy and commodity prices
is not over. There will likely be a correction when
the U.S. economy cools, but global growth is im-
proving and the insatiable appetite for raw com-
modities from China and emerging Asia will keep
world commodity prices well-bid.

editor@BCAresearch.com M TEL 514.499.9550 m FAX 514.843.1763 M www.BCAresearch.com Copyright © 2006 BCA Publications Ltd. All Rights Reserved. Refer to last page.

)




A common denominator: basic materials low on the

Industrial food chain...

BCA RESEARCH
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TABLE 1
Industry Group Pricing Power
Inflation Inflation
S&P Industry Group (A::ttxz’ll % |E:Z:t'::, S&P Industry Group (A::::: % .Z'Zﬂﬁt':,',
' Change) Change)
Diversified Metals & Mining 37.0 P Data Processing & Outsourced Services 2.8 P
Integrated Oil & Gas 30.1 P Retail Food Chains 2.8 C
Oil & Gas Refining & Marketing 26.7 P Movies & Entertainment 2.8 C
Gold 26.7 P Paper Products 2.7 P
Energy Equip. & Services 25.9 P Publishing & Printing 2.4 P
Gas Utilities 25.6 P Banks 2.2 C
Aluminum 21.6 P Industrial Machinery 1.9 P
Industrial Gas 16.2 P Integrated Telecom 1.8 C
Railroads 10.6 P Auto Parts 1.8 P
Electric Utilities 10.4 P Brewers 1.7 P
Chemicals 9.8 P Tobacco 1.7 P
Air Freight & Logistics 8.6 P Capital Markets 1.2 P
Airlines 8.3 P Personal Products 1.1 C
Homebuilders 6.7 P Appliances 1.1 P
Oil & Gas Exploration 6.7 P Footwear 1.0 P
Managed Health Care 6.4 C Software 0.3 Cc
Pharmaceuticals 6.1 P Leisure Products 0.2 C
Health Care Facilities 5.9 C Insurance 0.2 C
Building Products. 5.6 P Auto Manufacturers -0.4 C
Electrical Components & Equip. 5.4 P Packaged Food -0.6 P
Metal & Glass Containers 4.7 P Communication Equipment -1.0 P
Construction & Farm Machinery 43 P Wireless Telecom -1.2 C
Retail Drug Stores 4.0 C Apparel -1.8 C
Health Care Equipment 3.8 C Computers & Electronic Retail -3.6 C
Soft Drinks 3.6 P Electronic Equipment and instruments -3.9 P
Advertising 3.6 P Steel -4.3 P
Hotels 3.3 C Semiconductors -5.1 P
Restaurants 3.0 C Computer Storage & Peripherals -5.7 P
Household Products 2.9 C Forest Products -17.4 P
Broadcasting & Cable TV 2.9 C Computer Hardware -22.6 P

"Defined as annual percent change in the CPI, PPI or underlying commodity price for the corresponding industry group.

Note: P denotes PPl industries, C denotes CPI industry.
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__MARKET BREADTH HAS LIKELY PEAKED

$NYAS0R (NYSE % Above S0MA) INDX @ StockCharts.com

18-Jun-2000 0P 2482 W 2492 L0 2492 C124.02 Chg -0.04(:3.04%) v
‘RSI(“) 41 I 24,02 g -0.04 (3.84%)

The “stocks above
their 50 day MA
indicator topped
out before the
index peak in May

Deo 2008 Feb  Mar e MO M2y Jon :
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. but even under the best conditions, it is highly likely
that the “broad” market has topped out. Look for tops
in the “breadth” indicators:

A) Advance-Decline Lines

B) Bullish Percent readings

C) Stocks over/under their moving average

D) “Arithmetic” indices (not capitalization weighted)

If true, capitalization indices may still make higher highs
As money chases fewer and fewer stocks.
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Bullish Percent (2.00x3.00) chart.

NYSE Bullish Percent Index
Status Bear Confirmed
© StockCharts.com

16-Jun-2006

The Bullish Percent breadth indicator actually [_)eaked in_
2004 as upside momentum waned on a point & figure basis
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