
 

 
 

 

 
  

 

 

 
Equity Risk Heightened – Asset Allocation Remains Defensive 
In our last update, we said there was an equal probability of easy money Fed policies re-accelerating 
the economy out of a “mid-cycle slowdown” and a less bullish outlook where rate cuts failed to contain 
a spreading credit crunch and consumer-led slowdown.  To date, we have yet to see improvement in 
any of our previously identified areas of concern that would lead us to conclude that there is a turn for 
the better in the economy.  By way of reminder, the most important areas to watch as leading 
indicators of the economy at this time are:  
 

• The level of housing units for sale; 
• Demand for credit; 
• Trends in corporate profit growth; 
• Year-over-year growth in private sector employment; and 
• The relative performance of stocks and bonds. 

 
Housing Units for Sale 
 
Central to the economy’s troubles today is the 
inventory of unsold homes at a national level.  
With an estimated market value of over $23 
trillion, according to the Federal Reserve, this 
asset is the largest U.S. balance sheet item owned 
by households and represents over 40% of net 
worth.  Seven years ago, this ratio reached a low 
point of 28% when real estate values declined in 
value relative to stock portfolios.  The chart to 
the right shows the level of inventory after 
adjusting for seasonality.  Through September, 
the level of unsold inventory was just under 5 
million units, or 80% above average levels.  The 
rate of growth in inventory, however, slowed 
somewhat to a 13% year-over-year pace 
compared with near 40% growth seen in 2006.  
Needless to say, we would like to see this rate of 
growth turn negative.  However, the continuing 
inventory overhang suggests further corrections 
in asset valuation lie ahead — a troubling signal 
for investors in mortgages.   
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Demand for Credit  
 
As this process unfolds, we expect household demand for credit to remain lackluster and savings rates 
to rise.  This combination of falling demand for credit and rising savings has now been joined by a 
tightening of credit standards by banks that are now refusing a greater number of loans, requiring 
greater capital commitments on the part of borrowers and charging more for credit than before.  We 
do not believe that this process is complete, either.  Together, the combination of falling demand for, 
and supply of, credit is not consistent with the notion that prices for the nation’s largest asset will 
level off soon.  Hence, we continue to look for growth in net borrowings to be minimal and below the 
cost of interest as households seek to reduce the level of debt (debt is now 130% of household net 
worth vs. 80% in 1990). This process could take some time, and the emphasis on savings (and, 
unfortunately, defaults) will eventually help to unwind some of the U.S. household excesses seen in 
recent years. 
 
We recognize that credit is not merely a household-related phenomenon.  Businesses also borrow and 
spend — often through direct investments which can have a multiplier effect on growth in the 
economy.  Therefore, we will be watching business habits in the private sector to see how they react to 
a slowdown in demand or a falloff in profit growth.  A rise in risk aversion in the business community 
risk would intensify a downturn in final demand by domestic purchasers within the economy and 
result in rising layoffs and unemployment, budget cuts, and falling capital expenditures.   
 
The charts below show how recessions (highlighted in red) tend to coincide with levels where net-
borrowings fall below the approximate cost of money.  The reason for this is because when net 
borrowing levels do not expand by the cost of credit, it implies that consumers and/or businesses are 
choosing to forego purchases to rebuild savings to a level that provide them sufficient levels of 
liquidity.  Specifically, consumer-led recessions tend to emerge when growth by households falls 
below 6% and business recessions tend to emerge when levels of corporate debt growth fall below 5%, 
which makes sense since businesses borrow at a somewhat lower cost than individuals. 
 

 



 

 
 

 

 
Profit Growth and Sector Focus 
 
Profit growth for the overall economy and the S&P 500 has been getting harder to come by.  Last 
quarter, the profits from non-financial companies included in the national income and product tables 
(NIPA tables) declined modestly.  It is now expected that S&P 500 profits will also decline for the 
third quarter by more than -4%, according to Thomson Financial.  These facts stand in sharp contrast 
to analysts’ existing S&P 500 profit forecast for next year.  This forecast is currently looking for 
greater than 14% growth in S&P 500 profits in ’08.  Not surprisingly, the growth rate assumptions are 
very heavily dependent on robust earnings growth in the back half of the year (a worrisome sign).  The 
S&P 500 bottom-up profit forecasts by quarter are for 7.9% in Q1; 7.2% in Q2; 27% in Q3, and 22% in 
Q4.   
 
With demand slack in the economy, margins near peak levels, tax rates near historic low levels, and 
credit markets less supportive of buybacks and leveraged buyouts, we believe that there is reason to 
be cautious when looking at forward-looking expectations at this late stage in the profit cycle.  We 
estimate that normalized profits — profits adjusted for cyclicality — could be meaningfully lower than 
current estimates and closer to $70-80 than current levels near $90 (see July 12, 2007 comment).  
Therefore, we have focused our attention away from the more economically sensitive and cyclical 
segments of the market and are focusing instead on segments that are more tied to sustainable and 
secular growth trends, are more defensive and consistent in nature, possess a global customer base, or 
have underperformed and now present a compelling value with an attendant margin of safety.  Such 
sectors include technology, healthcare, consumer staples, and telecommunication services. 
 



 

 
 

 

 
Growth in Private Sector Employment 
 
In the past, when growth in private sector employment has slowed to a growth rate below 1%, 
recessions typically followed.  The reason that we do not include government payrolls is because we 
are trying to identify the trends in business decision-making that drive investment and the economy.  
The first of the two charts below shows this graphically.  Notice that when the year-over-year growth 
rate (the thin line) moves below 1% (the thick line), recessions were declared (the red shaded areas).  
Today, we are again at that 1% “stall speed.”  Thus far, there has been little improvement in this 
measure, and the unemployment rate continues to move higher relative to the 4.5% low watermark 
booked in October 2006.  The rest is yet to be seen, but this is very important to watch. 
 

 



 

 
The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or statement of all available data, 
nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without notice and do not take into account the particular investment 
objectives, financial situation, or needs of individual investors. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times, release written or oral commentary, 
technical analysis, or trading strategies that differ from the opinions expressed within.  Past performance is no guarantee of future results.  There are special considerations associated 
with international investing, including the risk of currency fluctuations and political and economic events.  Investing in emerging markets may involve greater risk and volatility than 
investing in more developed countries.  Due to their narrow focus, sector-based investments typically exhibit greater volatility.  Small company stocks are typically more volatile and carry 
additional risks, since smaller companies generally are not as well established as larger companies.  When investing in bonds, it is important to note that as interest rates rise, bond 
prices will fall.  High yield bonds have greater credit risk than higher quality bonds.  The risk of loss in trading commodities and futures can be substantial.  You should therefore carefully 
consider whether such trading is suitable for you in light of your financial condition.  The high degree of leverage that is often obtainable in commodity trading can work against you as 
well as for you.  The use of leverage can lead to large losses as well as gains. 

 
Relative Performance of Stocks vs. Bonds 
 
Investors should care about the implications of this type of data, because it says a lot about where we 
are in the economy’s cycle and there is ample historic evidence that there is a connection between 
financial markets and economic growth.  In the example presented below, we see that investors tend 
to seek safety in assets less directly tied to the economy (like bonds) when there is a business 
downturn and tend to seek riskier assets (like stocks) when the economy is on a growth path.  We can 
measure this in terms of both the percentage of times that equities outperform longer-dated 
government bonds and by measuring the average annual excess return generated by stocks at 
different stages of past cycles. 
 

 
 
CONCLUSION: 
 
We have had a defensive allocation for quite some time and see no reasons to change that point of 
view currently.  We are also reaffirming our year-end index target of 1,430, which we put forth March 19 
when credit conditions in the economy first began to materialize.  The issues that we have discussed 
all year are, unfortunately, still with us.  Until we see some signs of improvement on the issues 
outlined above, we will be inclined to remain in a more defensive mode with portfolios.  
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TACTICAL ASSET ALLOCATION RECOMMENDATIONS: 11/28/2007

Aggressive Growth Balanced   
(Tax Free)

Balanced Conservative 
 Growth & 

Income

Aggressive Growth Balanced   
(Tax Free)

Balanced 

1% 25% 50% 50% 75% 1% 25% 50% 50%
Bonds & Cash Equivalents 1% 23% 45% 45% 68% 1% 23% 45% 45%
     Money Market Fund 1.0% 1.0% 2.0% 2.0% 3.0% 1.0% 1.0% 2.0% 2.0%
     Short-Term Treasuries 5.0% 10.0% 15.0% 5.0% 10.0%
     Intermediate Term Treasuries 2.5% 5.0% 7.5% 2.5% 5.0%
     Long-Term Treasuries 2.0% 4.0% 6.0% 2.0% 4.0%
     Inflation Protected Treasuries 2.5% 5.0% 7.5% 2.5% 5.0%
     Investment Grade Corp Bonds 8.0% 16.0% 24.0% 8.0% 16.0%
     High Yield Corporate Bonds 1.5% 3.0% 4.5% 1.5% 3.0%
     Short-Term Municipals 33.9% 33.9%
     Long-Term Municipals 9.1% 9.1%
REITs 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
GOLD 0.0% 2.5% 5.0% 5.0% 7.5% 0.0% 2.5% 5.0% 5.0%

99% 75% 50% 50% 25% 99% 75% 50% 50%
U.S. Equities 71% 54% 36% 36% 18% 71% 54% 36% 36%
     Large Cap Growth 35.6% 27.0% 18.0% 18.0% 9.0%
     Large Cap Value 15.8% 12.0% 8.0% 8.0% 4.0%
     Mid Cap Growth 11.9% 9.0% 6.0% 6.0% 3.0% 11.9% 9.0% 6.0% 6.0%
     Mid Cap Value 7.9% 6.0% 4.0% 4.0% 2.0% 7.9% 6.0% 4.0% 4.0%
     Small Cap Growth 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
     Small Cap Value 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
     Micro Cap 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
U.S. Equity Sectors 51% 39% 26% 26%
     Energy 2.5% 1.9% 1.3% 1.3%
     Technology 8.8% 6.6% 4.4% 4.4%
     Materials 1.5% 1.1% 0.8% 0.8%
     Industrials 4.0% 3.1% 2.0% 2.0%
     Consumer Discretionary 3.0% 2.3% 1.5% 1.5%
     Health Care 12.1% 9.2% 6.1% 6.1%
     Utilities 1.5% 1.1% 0.8% 0.8%
     Consumer Staples 6.6% 5.0% 3.3% 3.3%
     Telecommunications 4.1% 3.1% 2.1% 2.1%
     Financials 7.6% 5.7% 3.8% 3.8%
Foreign Equities 28% 21% 14% 14% 7% 28% 21% 14% 14%
    Brazil 5.9% 4.5% 3.0% 3.0% 1.5% 5.8% 4.4% 3.0% 3.0%
    Germany 4.0% 3.0% 2.0% 2.0% 1.0% 3.9% 2.9% 2.0% 2.0%
    South Korea 4.0% 3.0% 2.0% 2.0% 1.0% 3.9% 2.9% 2.0% 2.0%
    Taiwan 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
    Mexico 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
    EAFE Growth 13.9% 10.5% 7.0% 7.0% 3.5% 13.6% 10.3% 7.0% 7.0%
    EAFE Value 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
    Emerging Markets 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
    Deleloped Markets 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
TOTAL PORTFOLIO 100% 100% 100% 100% 100% 100% 100% 100% 100%

SECTOR ENHANCED PORTFOLIOSCORE PORTFOLIOS

EQUITIES & GROWTH

INCOME & DEFENSIVE
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