
S&P 500 PRICE NOTES/COMMENTARY

SUMMARY OF CURRENT EQUITY MARKET LEANINGS CONVERGENT TACTICAL POSITIONING

The S&P 500 posted its fourth consecutive month of gains, albeit barely.  Since hitting a closing low 
of 676 on March 9th, the S&P 500 has rallied 37% through the end of June.  The market has stalled 
a bit in recent weeks, however, with the large cap index off about 3% since hitting 946 on June 12th. 
The index remains some 41% off of its October 2007 high of 1565 (on a price basis).
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The stock market's rally has stalled a bit as investors take a breather and wait for signs
that the economy is actually growing rather than simply not getting any worse. Any
indications that the economy's rebound is not as robust as hoped for might be
negatively received (perhaps significantly so), and as a result we remain cautious while
continuing to weigh the attractiveness of equities versus that of credit and other
opportunities. And while much of the dire economic uncertainty has been alleviated,
there are still concerns lurking that may trip up the markets, including increasing
defaults, rising unemployment, still falling home prices, federal balance sheet issues
and longer-term, inflation worries.

The Bullish Case
- expectations that we are closer to the end rather than the start of the recession
- there still remains a large amount of cash on the sidelines

The Bearish Case
- corporate earnings uncertainty remains, yet valuations have gotten richer. Investors
seem to have become complacent regarding risk.
- employment is expected to deteriorate further, hindering the residential housing
market recovery
- credit spreads remain at historically wide levels (bond investors foresee continued
problems), and refinancing issues are on the forefront
- longer-term, the U.S. faces balance sheet, dollar and potential inflation issues

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 significant overweight

Fixed Income
Core Fixed Income neutral

Cash Equivalents neutral

As of June 2009, our tactical positioning remains unchanged.  We continue to recommend a 
somewhat defensive stance to protect portfolios against disruptions.  Credit opportunities still offer 
attractive risk-adjusted prospects, and we continue to recommended reduced equity allocations in 
favor of such positioning (though we have shifted away from the high yield and bank loan sectors).  
Commodities (particularly gold) are recommended for weak dollar and inflation positioning.

SUMMARY OF CURRENT EQUITY MARKET LEANINGS CONVERGENT TACTICAL POSITIONING

Summary:  near-term equity upside could be limited given recent run-up and still present risks
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The stock market's rally has stalled a bit as investors take a breather and wait for signs
that the economy is actually growing rather than simply not getting any worse. Any
indications that the economy's rebound is not as robust as hoped for might be
negatively received (perhaps significantly so), and as a result we remain cautious while
continuing to weigh the attractiveness of equities versus that of credit and other
opportunities. And while much of the dire economic uncertainty has been alleviated,
there are still concerns lurking that may trip up the markets, including increasing
defaults, rising unemployment, still falling home prices, federal balance sheet issues
and longer-term, inflation worries.

The Bullish Case
- expectations that we are closer to the end rather than the start of the recession
- there still remains a large amount of cash on the sidelines

The Bearish Case
- corporate earnings uncertainty remains, yet valuations have gotten richer. Investors
seem to have become complacent regarding risk.
- employment is expected to deteriorate further, hindering the residential housing
market recovery
- credit spreads remain at historically wide levels (bond investors foresee continued
problems), and refinancing issues are on the forefront
- longer-term, the U.S. faces balance sheet, dollar and potential inflation issues

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

Yield spreads continue to narrow but remain wide on a historical basis as default rates continue to 
increase.  The corporate credit opportunity has not yet been fully played out, and being higher in the 
capital stack still looks relatively more attractive  on a risk-adjusted basis than equities.  
Nevertheless, 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
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T-BILLS, FEDERAL FUNDS AND INFLATION LIBOR/T-BILL RATES AND TED SPREAD

Inflation is expected to start accelerating around the end of the year thanks to the huge monetary 
stimulus (after being held in check for a while due to high unemployment and weak consumer 
spending).  The Fed keeping the economy out of a deflationary spiral remains a positive for asset 
prices in the short term, but could cause longer-term issues.  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).  Last Fall's 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 the high end of typically 
observed levels) illustrates 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)

After surging for two straight months off record lows, consumer confidence faltered in June but is 
still near the highest level since before the credit crisis began.  Employment figures, however, are 
not expected to show reprieve until perhaps early 2010, remaining 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

Despite the equity market rally, there remains a large amount of cash on the sidelines, especially as 
a percentage of stock market capitalization.  It will be a positive for stocks when it re-enters the 
market in full force.  On an anectdotal basis, as the rally has progressed, many of our equity 
managers have started to selectively increase their exposure (both gross and net) and reduce their 
cash balances, focusing on high quality companies trading at low valuations.  Advantage: Bulls
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Estimates for June indicate continued positive flows into equity mutual funds.  A continued positive 
development, though equity inflows have lagged those into bond funds throughout the year and were 
not 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.  Advantage: Bears
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CORPORATE EARNINGS STOCK MARKET VALUATIONS

Valuations do not appear cheap, though one could argue that slightly higher P/Es are acceptable in a 
low interest rate environment.  Evaluating valuations is no easy task, however, as earnings volatility 
has led to a lack in confidence about the accuracy of P/E readings.  Nevertheless, until an earnings 
rebound occurs, the only way for valuations to become more attractive in the short term is for stocks 
to fall.  Advantage: Bears

Earnings continue to drop, with operating earnings down some 48% from last year.  Standard and 
Poor's projects that, after bottoming out this summer (on a year-over-year basis), a stabilization at 
$40-50 is likely.  Investor uncertainty about these projections may hold the market back, however, 
until more data is seen in coming weeks as second-quarter earnings reports are released.  Longer-
term, additional improvements will be needed for sustained stock growth.  Advantage: Neutral
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Some technicals continue to improve.  The 50-day moving average of the S&P 500 has turned 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 nor significant upside potential.  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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The U.S. dollar remains under pressure as its recent safe-haven attraction has been undermined by 
the ongoing stock market recovery and concerns over the size of the U.S. budget deficit.  Dollar 
weakness and rising inflation expectations have also contributed to surging interest in commodities.  
There are fundamental reasons for continued secular dollar weakness (though the Euro may also be 
weak on a global basis), and exposure to commodities as well as international equities and bonds 
could provide a hedge for U.S. investors.  Advantage: Neutral

U.S. DOLLAR FOREIGN PURCHASES OF U.S. SECURITIES ($ BILLIONS)

Foreign purchases of U.S. securities has declined dramatically since the crisis began as investors 
have pulled their capital back home.  Though modest improvements are being seen recently, dollar 
concerns may keep some foreign investors away.  A lack of demand for American investments is bad 
news for U.S. markets.  Advantage: Bears
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The Baltic Dry Index (BDI), a measure of world trade, provides a barometer of the price of moving 
major raw materials by sea, taking into consideration the demand for shipping capacity versus the 
inelastic supply of dry bulk carriers.  The BDI, in a sign of improving health in the global economy, 
continues to recover ground lost since plummeting last fall, rising to a eight-month high thanks to 
Chinese demand for iron ore and other goods.  Advantage: Bulls

Despite a significant pullback in CMBS spreads, commercial real estate loss expectations remain 
high in a historical context, thanks in part to a large amount of loans that need to be refinanced in 
the next two years.  Furthermore, as vacancies rise (U.S. office vacancies are expected to exceed 
18% next year, the highest level since 1992), some commercial real-estate owners are struggling to 
pay their mortgages.  Advantage: Bears

BALTIC DRY INDEX CMBS SPREADS
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