
S&P 500 PRICE NOTES/COMMENTARY

SUMMARY OF CURRENT EQUITY MARKET LEANINGS CONVERGENT TACTICAL POSITIONING

On the heels of a better-than-expected start to earnings season, the S&P 500 posted a fifth 
consecutive month of gains with a particulary strong performance (the best monthly return since 
2002).  Since hitting a closing low of 676 on March 9th, the S&P 500 has rallied 46% through the 
end of July.  Nevertheless, the index remains some 37% off of its October 2007 high of 1565 (on a 
price basis).
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Corporate earnings are down but not as much as expected, and that has sent stocks
soaring as a glut of cash that has been on the sidelines is being put back to work. So
far, however, earnings outperformance has been driven mainly by lowered expectations
and cost cutting. And while investors have been invigorated by nearly any sign that the
recession has eased, there are still several headwinds that seem to have been
temporarily forgotten, including rising unemployment, a retrenchment of the consumer,
a shaky housing market, and what many call a ticking bomb in the way of commercial
real estate loan refinancings. Longer-term, concerns about the federal balance sheet, a
falling dollar and potential inflation (assuming we make it out of the current
deflationary patch) remain. The recession may be receeding, but the recovery could be
anemic and the transition to a new sustainable bull market might be more treacherous
than investors seem to anticipate. We are encouraged by the progress the economy and
markets have made from their lowest points, but remain a bit cautious.

The Bullish Case
- the end of the recession appears to many to be within sight
- cash on the sidelines is being deployed, but there is still plenty in reserve

The Bearish Case
- employment is expected to deteriorate further, hindering consumer spending
- corporate earnings not out of the woods, yet valuations have gotten richer
- credit spreads remain at wide levels; commercial real estate loan problems looming

Equity
US Large Cap Equity underweight

US Small/Mid Cap Eq. neutral

Developed Non-U.S. Eq. underweight

Emerging Markets Eq. neutral

Private Equity neutral

Directional Hedge Funds underweight

Real Assets
Real Estate neutral to slight underweight

Commodities slight overweight

Arbitrage/Credit
Multi-Strategy Hedge neutral

Opportunistic Credit overweight

Fixed Income
Core Fixed Income overweight

Cash Equivalents neutral

We have started to reduce our tactical overweight to opportunistic credit, particularly in the high 
yield and bank debt sectors which have enjoyed a tremendous run-up (non-agency mortgages and 
emerging market debt still appear attractive, however).  While we evaluate where to re-deploy those 
dollars, we have for the time-being shifted into an overweight position in core fixed income.   We 
continue to maintain a slight overweight to commodities for weak dollar and inflation positioning.

SUMMARY OF CURRENT EQUITY MARKET LEANINGS CONVERGENT TACTICAL POSITIONING

Summary:  plenty of risks and headwinds facing stocks in the near-term
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Corporate earnings are down but not as much as expected, and that has sent stocks
soaring as a glut of cash that has been on the sidelines is being put back to work. So
far, however, earnings outperformance has been driven mainly by lowered expectations
and cost cutting. And while investors have been invigorated by nearly any sign that the
recession has eased, there are still several headwinds that seem to have been
temporarily forgotten, including rising unemployment, a retrenchment of the consumer,
a shaky housing market, and what many call a ticking bomb in the way of commercial
real estate loan refinancings. Longer-term, concerns about the federal balance sheet, a
falling dollar and potential inflation (assuming we make it out of the current
deflationary patch) remain. The recession may be receeding, but the recovery could be
anemic and the transition to a new sustainable bull market might be more treacherous
than investors seem to anticipate. We are encouraged by the progress the economy and
markets have made from their lowest points, but remain a bit cautious.

The Bullish Case
- the end of the recession appears to many to be within sight
- cash on the sidelines is being deployed, but there is still plenty in reserve

The Bearish Case
- employment is expected to deteriorate further, hindering consumer spending
- corporate earnings not out of the woods, yet valuations have gotten richer
- credit spreads remain at wide levels; commercial real estate loan problems looming

Bulls Bears
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CREDIT YIELD SPREADS U.S. TREASURY YIELD CURVE

Spreads on high yield debt continue to narrow, and are the lowest they have been since right after 
the Lehman bankruptcy.  They remain wide on a historical basis, however, now pricing in an ordinary 
recession rather than a depression as default rates continue to increase but risk of total collapse 
has lessened.  Much of the near-term beta may have been captured in the high yield and bank loan 
segments and we are shifting allocations accordingly (to mortgage-backed securities and emerging 
market local debt) while placing an increased emphasis on security selection.  Advantage: Bears

The steepness of the yield curve (the gap between two-and ten-year notes) remains at wide levels, as 
short-term maturities remain in high demand for safety purposes while longer maturities fight off 
concerns about heavy new issuance and future inflation.  While higher yields may be a potential 
threat to the recovery if they drive up the cost of borrowing too high, any further increases may be 
muted by concerns about the economy.  Advantage: Neutral

MARKET PULSE REPORT

JULY 2009

0%

2%

4%

6%

8%

10%

12%

14%

16%

Jul-02 Jul-03 Jul-04 Jul-05 Jul-06 Jul-07 Jul-08 Jul-09 Jul-10

--------- U.S. Composite B
--------- U.S. Composite AA
--------- U.S. Ten-Year Treasury

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

3.5%

4.0%

4.5%

5.0%

Projection - One Year Forward

Current - 07/31/2009

One Month Ago

3 Mo 2 Yr 5 Yr 10 Yr 30 Yr

Sources:  Bloomberg, Standard & Poor's, Ibbotson, Investment Company Institute

T-BILLS, FEDERAL FUNDS AND INFLATION LIBOR/T-BILL RATES AND TED SPREAD

Inflation, which has remained subdued, is expected to pick up around the end of the year thanks to 
the huge monetary stimulus (after having been held in check for a while due to high unemployment 
and weak consumer spending).  Pricing levels seem to still be a two-pronged issue:  deflation is  a 
concern in the short-term, though the Fed keeping the economy out of a deflationary spiral remains a 
positive for asset prices; longer-term, inflation could cause problems.  Advantage: Bulls

The TED spread is a measure of how tight the credit markets are as illustrated by the difference 
between T-Bill yields (a risk-free loan) and LIBOR yields (the rate at which banks lend to one 
another).  During last Fall's credit crisis, extremely wide TED spreads indicated a high degree of 
anxiety and riskiness in the bank lending market as liquidity was being withdrawn.  The recent 
decline (to lower levels than before the crisis began) illustrates that the risk of bank defaults is 
considered to be dramatically decreased.  Advantage: Bulls
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CONSUMER CONFIDENCE & UNEMPLOYMENT MONEY MARKET FUNDS ASSETS ($ BILLIONS)

Consumer confidence retreated again in July as worries about job security overcame enthusiasm for 
the stock market rally.  The confidence reading remains well below levels that generally signal a 
solid economy, as employment figures are not expected to show reprieve until perhaps early 2010.  
Job losses will remain a headwind that may crimp consumer spending (which makes up more than 
2/3 of U.S. economic activity) and impede recovery in the housing market.   Advantage: Bears

As the equity market rally has progressed, many investors and managers have rushed to put some of 
the huge amount of cash on the sidelines to work in fear of otherwise missing out, creating a 
significant boost for the market.  On an anectdotal basis, many of our equity managers have been 
selectively increasing their exposure (both gross and net) and reducing their cash balances, focusing 
on high quality companies trading at low valuations.  Advantage: Bulls
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According to estimates for July, dollars continue to flow into funds, in particular commodity, fixed 
income and emerging market equity funds.  A continued positive trend, though equity inflows have 
lagged those into bond funds throughout the year and have not been as strong as might be expected 
given the extent of the rally.  Advantage: Neutral

MUTUAL FUND CASH FLOWS ($ MILLIONS) U.S. SHORT INTEREST

Short interest (the number of shares sold short but not yet covered) can be a telling indicator of 
investor sentiment, though it is often viewed as a contrary indicator since high levels of short 
positions are eventually covered, providing upward pressure on stock prices.  Short interest dropped 
significantly in recent months, indicating the latter part of the rally benefited to some degree from 
short covering.  It has since stabilized, however.  Advantage: Neutral
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CORPORATE EARNINGS STOCK MARKET VALUATIONS

Despite greater than 70% of companies beating their estimates this earnings season, overall 
earnings for the S&P 500 are still down about 35% from Q2 2008.  As such, valuations do not 
appear cheap.  Getting less worse is not the same as getting better, and unless earnings continue to 
improve, the only way for valuations to become more attractive in the short term is for stocks to fall.  
Advantage: Bears

Earnings are down but not as much as expected, and that has buoyed investors.  Much of that 
outperformance, however, is due to cost cutting instead of top-line revenue growth.  In the long run, 
sales, which have shown little improvement, remain key as you can only cut so much for so long.  
Standard and Poor's projects that, after bottoming out this summer (on a year-over-year basis), 
operating earnings could stabilize at $40-50.  The market seems to be pricing in much better than 
that, and additional improvements will be needed for sustained stock growth.  Advantage: Bears
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Technicals continue to improve and several have become very supportive of the equity markets.  The 
50-day moving average of the S&P 500 is higher than the 200-day moving average, interpreted by 
many as a bullish signal.  Advantage: Bulls

STOCK MARKET VOLATILITY STOCK MARKET TECHNICALS

Stock market volatility continues to drop and is well below peak observations, indicating that 
investors are percieving less downside risk.  While the cost of hedging by using options becomes 
cheaper as the VIX declines, allowing investors to potentially be more comfortable maintaining long 
positions, bears may argue that it could also be a sign that complacency is back in the market.  
Advantage: Neutral
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