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Rally lifts spirits

Investors yearning for some good news finally saw their patience rewarded toward the end of the
first quarter. After glum economic data had battered stock prices to start the year, a bright spot or
two finally emerged in mid-March, providing some hope that the worst of our economic
maelstrom might possibly be behind us. Previously ill-defined government initiatives—including
the Treasury’s plan to corral so-called toxic mortgage assets and the White House’s entrée into
the automotive industry—became noticeably more tangible and contributed to a sharp stock
market rally toward quarter-end.

Dramatic late-quarter rebound

Extending 2008’s dismal returns, stocks continued their descent through early March—with the
S&P 500 Index and the Dow Jones Industrial Average (DJIA) falling 24.6 percent and 24.8
percent, respectively, while the small-cap Russell 2000 Index lost more than 31 percent through
March 9. In the subsequent weeks, however, optimism returned and markets regained a good
portion of the year’s losses. The S&P 500 ended the quarter down 11 percent, the DJIA gave up
12.5 percent, and the Russell 2000 was off by 15 percent.

Most European economies, which have also been hard hit by the global recession, have
experienced market declines of a similar magnitude this year, while some countries—such as
Italy, Germany, Finland, and Japan—have suffered market losses even greater than those here at
home. The bright spots for equity investors have been in typically volatile emerging markets,
such as China, Russia, and Brazil. These markets are each in positive territory for the year-to-
date 2009, but, in most cases, they have still fallen further than developed economies over the
past 12 months.

Optimistic signs?

On several fronts, economic reports released in March showed that—while it may still be
premature to predict a drastic improvement in the near term—conditions in the economy are at
least deteriorating less rapidly. Following the adage that before things can get better, they have to
stop getting worse, investors were more than eager to embrace any hopeful signs.

One such sign was a 0.3-percent rise in consumer prices in January, according to Labor
Department statistics, the first monthly increase in six months. And while inflation is typically
not welcomed by consumers, in this case some have construed it as a signal that the likelihood of
a worst-case, deflationary spiral has at least been lessened.
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Retail sales data has also showed positive signs, a hopeful indicator that perhaps the U.S.
consumer will prove more resilient than expected. In February, retail sales fell by 0.1 percent, as
compared with the prior month, but that slight decline was better than many forecasts. Even
more promising, after excluding automotive industry sales (which remain under considerable
stress), the retail sales number
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Even the beaten-up housing market revealed glimmers of hope, as historically low mortgage
rates and distressed prices in many areas fueled an increase in sales of both new and existing
homes. Existing home sales rose 5.1 percent in February, as compared with the prior month, but
prices were also 15.5-percent lower than they were in the same period one year ago. Distressed
sales, including short sales and foreclosures, continue to play an important role in setting the
market, as roughly 45 percent of recent sales nationwide fell into that category.

More robust sales activity, however, will be a key ingredient in clearing the excess inventory of
unsold homes—not to mention in giving consumers the confidence that the slide in prices may
finally be stabilizing. On a national basis, single-family prices have now declined by nearly 30
percent from the July 2006 peak, according to the Case-Schiller Composite 20 Index, though
regional variations in price declines are predictably wide.
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Other initiatives taking shape

With both the $787 billion stimulus package and the mortgage relief program finalized in mid-
February, other government initiatives aimed at stabilizing the economy also advanced during
the quarter—most notably, programs related to restoring a market for mortgage-related assets
and ensuring that interest rates remain in an accommodative range.

On March 24, the Treasury released details of its Public-Private Investment Program (PPIP) to
use up to $100 billion in Troubled Asset Relief Program (TARP) funds to purchase illiquid
mortgage pools and mortgage-backed securities. Under the plan, the Treasury will select four to
five private investment managers to participate in an auction to purchase assets that banks have
elected to sell. The Treasury will match whatever capital is invested by the private firms with the
remaining leveraged capital in the form of FDIC- or Treasury-backed financing (depending on
the specific assets being purchased). On the surface, the plan appears to be a reasonable
compromise between enticing private capital to the market for mortgage-related assets and
exhibiting care in the use of public funds.

Finally, the Federal Reserve announced plans to purchase up to $1 trillion combined of Treasury
bonds and Fannie Mae and Freddie Mac mortgage-backed bonds as a means to inject more
money into the system and to keep a lid on interest rates. The move should help to keep interest
rates, particularly mortgage rates, in a range that encourages home purchasing and refinancing
activity. Given sufficient time, the move should also help to restore equilibrium to the housing
market.

Looking ahead

With some potentially buoyant signals beginning to appear, bullish sentiment has reemerged
among investors as well. And yet, the sharp rebound in stock prices we have experienced
recently may have raced ahead of underlying economic fundamentals. Consumer spending still
faces an uphill battle, and mounting job losses in the real economy may yet constrain economic
growth going forward. We are optimistic that incremental improvement exists on many fronts,
but keep a watchful eye on many others.

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
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 Dow Jones Industrial Average is a price-weighted average of
30 actively traded blue-chip stocks. The Russell 2000° Index measures the performance of the 2,000 smallest
companies in the Russell 3000 Index.
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