


CREDIT YIELD SPREADS U.S. TREASURY YIELD CURVE

As default rate expectations for next year have declined sharply, high yield corporate credit yields 
and spreads have contracted significantly to near average historical levels.  Returns going forward 
are expected to be more moderate, and we have largely shifted out of the dedicated high yield and 
bank loan segments, which have run up tremendously this year, and into mortgage-backed securities 
and emerging market local debt.  Due to concerns of a weakening U.S. dollar, we are also exploring 
increasing exposure to investment grade global bonds.   Advantage: Neutral

Treasury and equity markets are in dichotomy as to the near-term direction of the economy; yields on 
Treasuries remain relatively low (signaling deflationary and economic growth risks) at the same time 
that equity markets have been rising (reflecting investor hope of some reflation).  Many pundits feel 
that bonds, via a flattening yield curve, have generally proved to be more prescient than stocks in 
reflecting uncertain economic growth when there is such a divergence (1987, 1994, 2000, 2007).  
Advantage: Neutral
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CONSUMER CONFIDENCE & UNEMPLOYMENT MONEY MARKET FUNDS ASSETS ($ BILLIONS)

The unemployment rate stands at 9.3%, the highest since 1983.  Fears that consumers, worried 
about job losses, will restrain spending remains one of the bigger threats to the recovery as 
consumer spending accounts for about 2/3 of economic activity.   Consumer confidence is still very 
weak, remaining well below levels associated with a solid economy (a reading above 100 signals an 
expansion).  Holiday sales are forecast to decline this year, though not as badly as last year.  
Anticipating weak demand, retailers are cutting inventory and offering early deals. Advantage: Bears

There remains a large amount of cash on the sidelines as retail investors have been slow to jump 
back into stocks.  We have, however, seen many equity managers reduce their cash balances in an 
attempt to keep pace with the market.  There is concern that now many fund managers may choose 
to play it safe and lock in gains for the remainder of 2009, removing a leg of support for equities.  
Still, unless investors have decided to dramatically increase their savings rate, there remains plenty 
of powder available for stocks.  Advantage: Bulls
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According to estimates for October, record dollars continue to flow into bond funds while equity 
funds record outflows.  So where is support for stocks coming from?  It appears equity mutual fund 
portfolio managers have been significantly reducing their cash balances.  According to ICI, the 
liquidity ratio of equity mutual funds has dropped to below 4%, abnormally low, from above 6% at 
the market lows.  That prop of buying power may now be waning.  Advantage: Bears

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 covering appears 
to have been heavy since mid-March, and perhaps a significant contributer to recent stock gains.  As 
short interest has declined, the benefits from any short squeeze are now largely behind us.  
Advantage: Bears
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CORPORATE EARNINGS STOCK MARKET VALUATIONS

Valuations are not cheap by almost any measure, whether based on forward, trailing, operating, as 
reported or smoothed earnings.  The S&P 500 currently trades at about 27x operating earnings, a 
level that simply is not conducive to attractive longer-term returns.  In order for valuations to 
become more attractive, revenue growth needs to continue to show improvement and catch up with 
hgh expectations or prices need to fall (or a combination thereof).  Advantage: Bears

Earnings season is off to another strong start, though investors seem less enthused than in the prior 
quarter as many companies are beating lowered estimates and sales are not all that rosy.  While 
annual earnings are poised to fall for a record ninth straight quarter, the numbers should soon start 
to trend upward due to low 2008 comparisons.  Of  some concern, however, is the lack of clarity in 
the projections as represented by the unprecedented wide spread between bottom-up and top-down 
forecasts.  And, of course, what the market has already priced in.  Advantage: Bears
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Several technical indicators continue to be supportive of the equity market.  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

After falling to below 22 during the month, the VIX jumped towards the end of the October to back 
over 30, its highest level in nearly four months and indicating heightened concern among investors.  
Advantage: Neutral
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Faced with concerns over the size of the U.S. budget deficit, lost appeal as a safe haven and 
mounting questions over its reserve currency status, the U.S. dollar has continued its decline.  The 
dollar has been further hurt by expectations of continued low domestic interest rate policies while 
other countries might be soon be raising rates, making the U.S. the new carry trade.  Dollar 
weakness themes have led to commodities, international equities and foreign bonds to be in favor.  A 
short-term bounce is possible, but most think the dollar is in secular decline.  Advantage: Neutral

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

Foreign purchases of U.S. securities declined dramatically during the recent market crisis as 
investors pulled their capital back home.  Going forward, a concern is that dollar worries may keep 
some foreign investors away.  In the long-run, 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.  In October the BDI reversed a three-month slide as stabilizing 
Chinese steel prices boosted demand for raw materials, particularly iron-ore, to make the alloy.  
Advantage: Neutral

Despite a significant pullback in CMBS spreads since last fall, levels are still high in a historical 
context and concerns are rising about commercial real estate loans.  Loss expectations remain high 
thanks in part to a large amount of loans that need to be refinanced in the next couple of years at 
the same time that vacancies are rising, rental rates are falling, and many commercial real estate 
owners are struggling to pay their mortgages.  Commercial real estate loan delinquencies and 
defaults will likely continue to accelerate until job losses revert.  Advantage: Bears

BALTIC DRY INDEX CMBS SPREADS
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MORTGAGE APPLICATIONS & PENDING HOME SALES RESIDENTIAL DELINQUENCIES & DEFAULTS

Home owners remain under pressure as mortgage delinquencies and foreclosures are rising.  Further 
leading to supply issues is the backlog of already bank-owned properties that will eventually make 
its way onto the market.  With rising unemployment, the wave of foreclosures is not expected to crest 
until sometime next year, and will be a headwind to the housing market and economy for some time.  
Advantage: Bears

Thanks to the first-time homebuyer tax credit program, low mortgage rates and speculators snapping 
up houses in distressed sales, pending home sales have now risen for eight consecutive months.  
The effects of the tax credit program are waning, however, as reflected in lower mortgage 
applications.  More troubling is the tremendous amount of supply as indicated by record high rental 
vacancy rates.  Given that foreclosures are increasing and the median number of months to sell a 
home is at a record 13 months, the supply is going to take a long time to clear.  Advantage: Bears
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STOCK PERFORMANCE AFTER MARKET TROUGHS

After market troughs, stocks tend to mover higher in rapid fashion (i.e. during the first three months) 
before slowing their pace of ascent or taking a breather altogether.  That has been the case this time 
around as well.  Advantage: Neutral

Disclosure: Not FDIC insured - No Bank Guarantee - May Lose Value.  The information contained in this summary is for informational purposes only and contains confidential and proprietary information 
that is subject to change without notice.  Any opinions expressed are current only as of the time made and are subject to change without notice.  This report may include estimates, projections or other forward 
looking statements, however, due to numerous factors, actual events may differ substantially from those presented. The graphs and tables making up this report have been based on unaudited, third-party data 
and performance information provided to us by one or more commercial databases.  While we believe this information to be reliable, Convergent bears no responsibility whatsoever for any errors or 
omissions.  Additionally, please be aware that past performance is not a guide to the future performance of any manager or strategy, and that the performance results displayed herein may have been 
adversely or favorably impacted by events and economic conditions that will not prevail in the future.  Therefore, caution must be used in inferring that these results are indicative of the future performance of 
any strategy. Index results assume the re-investment of all dividends and interest.  Moreover, the information provided is not intended to be, and should not be construed as, investment, legal or tax advice. 
Nothing contained herein should be construed as a recommendation or advice to purchase or sell any security, investment, or portfolio allocation.  Any investment advice provided by Convergent is client 

specific based on each clients' risk tolerance and investment objectives.  Please consult your Convergent Advisor directly for investment advice related to your specific investment portfolio.
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