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The US stock market has staged a remarkable recovery from a year ago with the
S&P 500 Index up 70% from its lows.  Fourth quarter 2009 Real GDP expanded a
very strong 5.6%. These signs of economic strength and confidence come at a time of un-
precedented federal fiscal and monetary stimulus. The question is whether this nascent
economic expansion can continue as these stimuli are reduced or withdrawn.

Financial Markets
The stock market rebound of the last twelve months was driven in part by a recov-
ery in corporate profits. Earnings in 2009 for the S&P 500 companies were off 5%
from the year before, less than feared, and the fourth quarter results increased 47% versus a weak prior year com-
parison. Cost cutting, not revenue growth, was the main reason for the recovery in profits. The 2010 consensus
forecast of a 20% increase may prove too optimistic considering the current headwinds:

e A mountain of unsold homes and new home starts off 75% from the highs of recent years,

e The likely gradual withdrawal of fiscal and monetary stimulus, at home and abroad, especially China, and

e An overleveraged consumer focused on reducing debt.

Short term interest rates are still extremely low, with money funds close to zero and one year Treasuries yielding less
than 0.5%. Rates on five year bonds are less than 3%, below the average inflation rate of the last 80 years. The
spread between low quality debt and US Treasuries has narrowed significantly over the last twelve months, as inves-
tors have stretched to obtain higher current yields.

While unprecedented monetary stimulus and federal government deficit spending may raise fears of higher rates of
inflation, disinflationary forces are at work as well. A rise in labor costs would be surprising considering the current
level of unemployment. Consumer demand is not likely to drive up prices as spending moderates. Also, given the
current inventory of unsold homes and, we suspect, a backlog of current homeowners who would be willing sellers
at slightly higher prices, a meaningful rise in home prices does not appear in the offing. With a modest economic
expansion we expect interest rates to return to more normal levels, but we do not see them driven by significantly
higher rates of inflation.
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to more normal levels. The resilient US economy has an up-
wards bias, and another downturn, so soon after the last con-

traction, while possible, does not seem likely. O%O 5 06 07 08 09 10

Source: Baseline

6%

4%

2%

% of Disposable Income,
SAAR

The United States AAA Rating

The Congtressional Budget Office projects a federal budget deficit of $1.3 trillion for the 2010 fiscal year, slightly
less than last year but roughly 9.2% of GDP. These deficits are the largest, as a % of GDP, since the end of
World War 11, and have prompted the International Monetary Fund and Moody’s Investors Service to speak out
about the need to reduce spending to keep revenues and expenditures in better balance. Moody’s ten year outlook
cites pressure on the AAA rating as debt service levels grow. The IMF said that maintaining public debt at current
levels will significantly reduce potential growth, and noted that unwinding stimulus programs will not be enough
to reverse the trend. Entitlement reforms are needed as well.

While we do not think the US Federal Government is on a course to lose its AAA rating any time soon, the chal-
lenges are great and bear watching. A return to fiscal responsibility will not be easy, as we are reminded by news
clips from Greece showing labor unions protesting wage and benefit cuts. Increased focus on the Federal deficit
is beneficial, but it is only a harbinger of the difficult discussions about reducing spending and increasing govern-
ment revenues. As the baby boomers enter their retirement years, the strain on the entitlement system will only
become greater.

Conclusion

The economy is now on an improving trend. While the sustainability of the recovery is not a certainty, a continu-
ing slow growth recovery seems most likely. We continue to focus on high quality, large cap companies able to
withstand difficult competitive times and use their financial strength to increase market share and acquire weaker
competitors. We maintain our cautious posture on bonds, keeping duration short and maintaining quality.
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