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...Followed by Pains and Gains

Themes to Consider

A SMALL CAP RALLY
To FoOLLOW SEASONAL SWOON

KEY TAKEAWAYS

= Stocks should continue to rise
this week followed by seasonal
declines

= Small cap stocks poised to re-
turn to prominence on favorable
valuations and rotations away
from big caps

= Heavy bullish sentiment and
quarter-end institutional portfo-
lio restructuring mean end of
month performance could be
poor

= These two semi stocks benefit
from the new Apple iPhone6
and could enjoy a big week

KEY STATISTICS

Index Close 2014
DJIA 17098 3.1%
S&P 500 2003 8.4%

NASDAQ 4580 9 6%
. (o]

Russell
2000

1174 0.9%

(figures are rounded)

Happy Labor Day weekend! Interestingly, in 2014, this holi-
day is typically associated with the end of summer and the
beginning of the school year. According to the Department of
Labor, the national holiday traces its roots to 1882, when the
first Labor Day holiday was celebrated on Tuesday, Septem-
ber 5, 1882, in New York City, in accordance with the plans
of the Central Labor Union. As of 1894, it became a federal
holiday to honor the contributions and achievements of
Americans like the lovable one below.

On a serious note, | don'’t think that it is a coincidence that
the cover story for this week’s Barron’s is titled “The Decline
of Work.” It highlights many of the same sentiments we have
written in these pages, such as the troublesome declining
worker participation rate that does not bode well for the fu-
ture health of the economy. Before we look that far head, it
is time to focus on what we expect will occur in the next few
weeks. After all, we are now two-thirds of the way through
calendar year 2014 and big caps have dominated small caps
despite the strong August performance of the Russell 2000
Index which nearly rose by 5% from July.

So, where do we go from here? Our crystal ball tells us that
stocks will continue to rock for a spell only to be followed by
a weak market and then a small cap rally. Here are seven
contributing factors to these moves.
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Early Rises for Small Stocks...

Key #1: Big vs. Small

Our market timing track record has been pretty good the past few weeks. We called the
market drop and later forecasted the upward trend during the big market move in Au-
gust, even though we were initially negative on it. Still, despite the fact that August
bucked the historical negative trends, this September may not be so lucky for big caps
as it has essentially been the group’s worst per-
forming month of the year, going back to 1950.

In contrast, small cap stocks have done much P/ERATIO
better than their Iarge_:r_ cap brethrer_1 in Sep_tem- 8/29/2014" Year ago’ Estimate’
ber and they are positioned to continue their re- —
cent ascent. _ussen 81.17 85.28 19.35
2000
. Nasdaag
Key #2: Valuation Favors Small Stocks 100 23.52 2026 19.81
. 17. 16.7
At current levels, the forward 12-month P/E on S&P 500 1919 63 6.75
t Traling 12 A Forward

the NASDAQ 100 and the Russell 2000 Index months 12 monthe
are roughly the same, at 19.4x—19.8x, despite  Source: Birinyi Assaciates

higher growth expected for small stocks. Moreo-

ver, small stocks are overdue for a big move.

Key #3: Early Economic Reports Should Drive Stocks

This week we have no fewer than 12 economic reports over the four day week, which is
a big number. They include August vehicle sales, chain store sales (back to school high-
lights), semiconductor billings, factory orders, future inflation index, employment, etc.
Barring a really poor series of reports, stocks should have a good week in response to
the reports, and move higher on the biggest volume rise we have seen in months.

Key #4: Europe Issues and Higher GDP Are Positives for Small Caps

The Russia/Ukraine crisis and the start of another broad-based economic quagmire in
Europe mean that multinational U.S. big cap stocks could be negatively affected in the
coming months, thus dropping their valuations. In contrast, a strong GDP growth rate at
home could result in a Q4 rotation into small stocks, which would be largely unaffected
by Europe’s malaise.
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...Followed by Pains, Then Gains

Key #5: Beware Seasonality

Despite our early month optimism, September is still scary. The middle of the month
usually sees the start of profit-taking as institutional investors begin to restructure and
right-size their portfolios. Negative Q3 pre-announcements can also weigh on stocks.
With saber-rattling by ISIS and an impotent U.S. foreign policy, it is likely that Septem-
ber 11th will be met with some trepidation. Adjust your portfolio accordingly by having
some exposure to defense and security stocks and/or ETFs.

Key #6: Heavily Bullish Sentiment Could Mean Big Fall Later

We noted last week that we were getting close to overly optimistic territory with respect
to the weekly AAIlI Sentiment Survey. At 51.9%, and up 5.8 points from just a week earli-
er, optimism has now exceeded 50% for the first time since last December, and for just
the fourth time since February 2011. By the way, the Neutral stance last week was gen-
erally unchanged while the Bearish stance dropped 4.4 points to 19.2%. Typical bullish/
bearish figures are 39% and 30%, respectively. Clearly, the solid Q2 company earnings
and overall market resiliency has led to this optimism. Nonetheless, these big swings
and bullish/bearish disparities in sentiment are usually followed by weaker than normal
stock performance.

Key #7: The Bad Outweighs the Good

According to Lipper, equity fund outflows were $16.4B for the week ending August 6th,
in response to the big drop in stocks at that time. Since then, net inflows have risen by
$17.3B, and will likely show more increases when new figures are announced at the end
of this week. As we noted in our last issue, investors are now more willing to take on
risk, which is a danger sign. Given that the tangible good news is already in the market
in the form of higher inflows, greater risk appetite, higher bullish sentiment, and a likely
return to more volume after weeks of gains on low volume, it seems as if the stars are
aligned for upside ahead. Still, all good things must come to an end and with the foreign
policy issues coming home to roost, higher big cap valuations, and all the good news
reflected above, where are the other drivers? Clearly, the bottom could fall out later this
month for the reasons and timing we cited above. This is shaping up to be a classic
case of when good news is really bad, until a small cap rally in Q4.
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Portfolio-Growing Themes

Despite our big cap stocks concerns, here are 2 themes to consider this week.
Theme #1: Sum of the Parts

eBay (NASDAQ—EBAY—$55.50) is purportedly considering a split into two companies:
the legacy eBay business and PayPal. If this were to occur, it would unlock the value
that has yet to be realized due to the integration of the two businesses. The stock is
probably approaching fair value with upside of 12-15% from here. However, if a spin-off
were to occur, we would sell the eBay stock and keep PayPal which can carry a higher
valuation in line with its stand-alone business, resulting in a greater overall return.

Theme #2: Apple is a Beast in an Up or Down Market

Betting against Apple (NASDAQ—AAPL-$102.50) is usually a losing proposition.
Still, in addition to playing it directly, there are two stocks in the semiconductor space
that serve as suppliers to Apple that have been on the rise of late and could see more
gains this week. Avago Technologies (NASDAQ—AVGO0—$82.09) was a big winner on
Friday after beating estimates and word has come out that the company could be a big
beneficiary of its Apple vendor relationship for the iPhone 6. Plus, the Street expects
AVGO to enjoy big earnings gains from its recent acquisitions.

NXP Semiconductors (NASDAQ—NXPI—$68.52) is another Apple vendor primed to
enjoy gains from the company. The chipmaker will reportedly supply secure near-field
communications-designed (NFC) chips to Apple’s iPhone 6.

We should note that both companies are fabless semiconductor firms, in that they only
design products, they do not produce them. As a result these companies can earn much
greater profit through licensing and royalty revenue then their peers. With the semicon-
ductor billings figures due out on Friday, the leverage of the Apple relationships, and
reasonable valuations relative to their high EPS projected growth, these stocks could
prove to be solid short term trades.

Have a great week!
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Launched in May 2010, The Goldman Guide is a free weekly publication of Goldman Small Cap Research and is written by Founder Rob Goldman
with contributions from the GSCR contributor team. This non-sponsored investment newsletter seeks to provide investors with market, economic, politi-
cal and equity-specific insights via an action-oriented, straight to the point approach. No companies mentioned in this newsletter are current spon-
sored research clients of the Company or its parent, unless noted, With rare exceptions, all companies or investment ideas mentioned in this publica-
tion are publicly traded stocks listed either on the NYSE or the NASDAQ. Goldman Small Cap Research members and contributors’ bios, certifica-
tions, and experience can be found on our website: www.goldmanresearch.com .

Disclaimer

This newsletter was prepared for informational purposes only. Goldman Small Cap Research, (a division of Two Triangle Consulting Group, LLC) pro-
duces non-sponsored and sponsored (paid) investment research. Goldman Small Cap Research is not affiliated in any way with Goldman Sachs &
Co.

The Firm’s non-sponsored research publications category, Select Research, reflects the Firm's internally generated stock ideas, along with economic,
industry and market outlooks. In virtually all cases, stocks mentioned in Select Research offerings are listed on the NYSE or the NASDAQ. Publica-
tions in this category include the weekly newsletter The Goldman Guide, daily Market Monitor blogs, Special Reports, and premium products such as
The 30-30 Report. Goldman Small Cap Research analysts are neither long nor short stocks mentioned in this newsletter.

Opportunity Research reports, updates and Microcap Hot Topics articles reflect sponsored (paid) research but can also include non-
sponsored micro cap research ideas that typically carry greater risks than those stocks covered in Select Research category. It is important to note that
while we may track performance separately, we utilize many of the same coverage criteria in determining coverage of all stocks in both research for-
mats. Please view the company’s individual disclosures for each engagement, which can be found in company-specific Opportunity Research reports,
updates and articles.

Goldman Small Cap Research has not been compensated for any content in this issue.

All information contained in this newsletter and in our reports were provided by the companies mentioned via news releases, filings, and their websites
or generated from our own due diligence. Economic, market data and charts are provided by a variety of sources and are cited upon publication. Stock
performance data is derived from Yahoo! Finance. Our analysts are responsible only to the public, and are paid in advance to eliminate pecuniary
interests, retain editorial control, and ensure independence.

The information used and statements of fact made have been obtained from sources considered reliable but we neither guarantee nor represent the
completeness or accuracy. Goldman Small Cap Research did not make an independent investigation or inquiry as to the accuracy of any information
provided by the Company, other firms, or other financial news outlets. Goldman Small Cap Research relied solely upon information provided by com-
panies through filings, press releases, presentations, and through its own internal due diligence for accuracy and completeness. Such information and
the opinions expressed are subject to change without notice. A Goldman Small Cap Research report, update, article, blog, note, or newsletter is not
intended as an offering, recommendation, or a solicitation of an offer to buy or sell the securities mentioned or discussed. This newsletter does not take
into account the investment objectives, financial situation, or particular needs of any particular person. This newsletter does not provide all information
material to an investor’s decision about whether or not to make any investment. Any discussion of risks in this presentation is not a disclosure of all
risks or a complete discussion of the risks mentioned. Neither Goldman Small Cap Research, nor its parent, is registered as a securities broker-dealer
or an investment adviser with the FINRA or with any state securities regulatory authority.

ALL INFORMATION IN THIS REPORT OR NEWSLETTER IS PROVIDED “AS I1S” WITHOUT WARRANTIES, EXPRESSED OR IMPLIED, OR REP-
RESENTATIONS OF ANY KIND. TO THE FULLEST EXTENT PERMISSIBLE UNDER APPLICABLE LAW, TWO TRIANGLE CONSULTING
GROUP, LLC WILL NOT BE LIABLE FOR THE QUALITY, ACCURACY, COMPLETENESS, RELIABILITY OR TIMELINESS OF THIS INFOR-
MATION, OR FOR ANY DIRECT, INDIRECT, CONSEQUENTIAL, INCIDENTAL, SPECIAL OR PUNITIVE DAMAGES THAT MAY ARISE OUT OF
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