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Indications of slowing US' economic growth and a potential Greek debt default pushed the stock
market and US Government interest rates lower in the second quarter. Correcting the credit
excesses of the last three decades will take time. The impact of the 2009 Government stimulus
package has peaked and future economic growth will increasingly rely on the private sector.

US Financial Markets

: After a strong first quarter of 2010, the US stock market retreated in the second
quarter. Catalysts of the decline included the financial disruption in Europe and indications of slowing US eco-
nomic growth. The stocks of large companies declined more than the stocks of mid-sized and small companies
during the quarter. This continued a multi-year period of under-performance for large company stocks which
now appear to be significantly under-valued compared to smaller companies. Given the growth challenges po-
tentially faced by all companies, large globally diversified firms that dominate their industries are generally more
attractively positioned than small narrowly focused companies. Large companies have reduced costs during the
downturn and many have substantial cash positions. Interest rates fell during the quarter as the markets con-
cluded that the situation in Europe plus potentially slowing economic growth will cause the Federal Reserve to
delay increasing short-term interest rates.

Buying Time to Address Credit Problems

After percolating for months, concerns about Greece’s ability to meet large pending debt payments boiled over
in April. Greek debt denominated in euro is held widely in other “euro zone” countries and a default would have
troubling ripple effects on many European financial institutions. Various plans were developed that would pro-
vide short-term support or that would restructure maturing Greek debt. The initial proposals would have cost
euro zone countries on the order of €30 billion (about $37 billion). As market pressures intensified, the scope of
the rescue package grew to anticipate problems at other weak euro zone countries. The final plan commits a

breathtaking €750 billion ($920 billion) to purchase troubled debt.
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Will we transition from government stimulus to real growth?

. . The economic recovery in the US and

Real GDP and ECOnomIC Stlmulus other developed nations remains fragile.
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current CBO estimates, it appears that
the same will be true for the balance of 2010 (see the near-by chart). Not counted in the estimates is the stimu-
lative effect of Federal Reserve purchases of mortgage securities in order to lower interest rates, another form
of stimulus. CBO economists estimate that the positive economic impact of Federal stimulus spending peaked
in the second quarter of 2010.

Conclusion

In response to financial disruptions in Europe and questions about the durability of the US economic expan-
sion, the stock market cooled in the second quarter while interest rates on US government bonds fell. Over-
indebted institutions and governments continue to require the support of financially stronger governments.
The US economy has derived much of its recent growth from government stimulus. The stocks of large com-
panies are attractively priced compared to those of smaller companies. Very low interest rates present a di-
lemma for fixed income investors. We prefer to avoid lower quality issuers and longer maturities.
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