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Signs of recovery fuel enthusiasm

The S&P 500 Index (S&P 500) posted far more positive than negative days in July, as investors continued
to divine signs of an impending recovery from the economic tea leaves. In particular, encouraging news
on housing, corporate earnings, and second-quarter gross domestic product (GDP) were notable drivers
behind surging stock prices in the month's final three weeks. But while several trends helped to fan the
flames of investor excitement, other indicators—namely recent readings on employment, income, and
personal consumption—may inhibit a wildfire-like spread of enthusiasm.

Remarkable resurgence

Broad stock market indices last month continued a remarkable resurgence from their dark days of March;
the S&P 500 gained 7.4 percent for the month and ended July at 987.48—a level it had not exceeded
since President Barack Obama's election day on November 4, 2008. The index has now gained a hearty 46
percent from the March 9 low. The Dow Jones Industrial Average also rallied in July, climbing 8.6 percent,
while the Nasdaq Composite delivered a 7.8-percent gain.

Though U.S. stocks posted appreciable gains last month, their international counterparts fared even
better. The MSCI EAFE Index of developed economies rose 9 percent, while the MSCI Emerging Markets
Index surged ahead 10.9 percent, as investors rallied around the belief that these less-mature countries
would exhibit stronger growth characteristics and emerge more robustly from the current economic
slowdown.

Fundamental improvement

Spirits were lifted domestically by conditions in the housing market, which, following three straight years
of unrelenting deterioration, finally showed some signs of stabilizing. Home prices, which had fallen for 35
consecutive months according to the S&P/Case-Shiller Composite of 20 Home Price Index, actually rose
0.5 percent for the three-month period ending in May—a small but highly symbolic improvement.

Likewise, the GDP, fresh on the heels of its worst consecutive two-quarter decline since 1958, fell by 1
percent in the second quarter, per the initial government estimate. While a contraction of any magnitude
is still worrisome, the decline was less than the figure predicted by consensus forecasts and a drastic
improvement from the revised 6.4-percent falloff in the first quarter.
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Corporate earnings surprises also provided support to rising stock prices in July. At month-end, roughly 75
percent of S&P 500 companies had exceeded analysts' second-quarter expectations, as companies' cost-
cutting measures more than compensated for a general decline in revenues. In fact, revenues for
nonfinancial companies declined 15 percent compared with the previous year. And while better-than-
expected earnings in the current quarter were viewed positively by the market, cost-cutting measures can
only go so far; topline revenue growth will need to pick up in order to increase earnings on a sustainable
basis going forward.

Employment and consumption lag

In conjunction with an improvement in corporate revenues, it is probable that a sustainable economic
recovery will require improvements in both private sector employment and personal consumption—as
governmental stimulus and spending, now playing such important roles, can also go only so far.
Employment statistics, similar to GDP, remained in negative territory in recent months, but the rate of
decline has improved. In June, for example, the domestic economy lost 467,000 jobs, compared with peak
job losses of 741,000 in January.

And though the better-than-expected 1-percent decline in GDP was heralded as a positive, the details of
the report revealed that personal consumption had fallen 1.2 percent—a figure roughly twice as bad as
had been expected, indicating that household balance sheets remain under pressure and that consumers
may be embracing a newfound sense of thrift.

Signs of healing

As should be expected in the aftermath of a quite severe global economic shock, the road to recovery will
likely be bumpy and uneven. Likewise, investors expecting portfolios to reclaim their peak values should
be prepared to exercise patience—those previous high-water marks may rep

Disclosure: Certain sections of this commentary contain forward-looking statements that are based on our reasonable
expectations, estimates, projections, and assumptions. Forward-looking statements are not guarantees of future
performance and involve certain risks and uncertainties, which are difficult to predict. Past performance is not indicative
of future results. All indices are unmanaged and investors cannot invest directly into an index. The Dow Jones Industrial
Average is a price-weighted average of 30 actively traded blue-chip stocks. The S&P 500 Index is a broad-based
measurement of changes in stock market conditions based on the average performance of 500 widely held common
stocks. The MSCI EAFE Index is a float-adjusted market capitalization index designed to measure developed market
equity performance, excluding the U.S. and Canada. The MSCI Emerging Markets Index is a market capitalization-
weighted index composed of companies representative of the market structure of 26 emerging market countries in
Europe, Latin America, and the Pacific Basin. The Barclays Capital High Yield Index covers the universe of fixed-rate, non-
investment-grade debt. Pay-in-kind bonds, Eurobonds, and debt issues from countries designated as emerging markets
(e.g. Argentina, Brazil, Venezuela, etc.) are excluded, but Canadian and global bonds (SEC registered) of issuers in
nonemerging market countries are included. The Barclays Capital U.S. Investment Grade Corporate Bond Index covers all
publicly issued, fixed -rate, nonconvertible, investment-grade corporate debt. Issues are rated at least Baa by Moody's
Investors Service or BBB by Standard & Poor's, if unrated by Moody’s. The Barclays Capital Municipal Bond Index includes
investment-grade, tax-exempt, and fixed-rate bonds with long-term maturities (greater than two years) selected from
issues larger than $50 million.



