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Bottom Line Washington lore has it that blunt-talking Harry S. Truman, when staffing his Cabinet as the new president of
the United States, instructed his people to find him a one-armed economist. Faced with quizzical looks, Truman reportedly
explained that he simply didn’t want a wishy-washy economic advisor who would tell him “Well, on the one hand…. But, on the
other hand….”  With apologies in advance to similarly appendage-challenged dismal scientists, given the multitude of conflicting
cross currents and economic data points today, investors are grappling with how much of this confusing lack of certainty is
already priced into markets. Over the past two months, benchmark 10-year Treasury yields have plunged from almost 2.40% to
nearly 1.80% in a massive flight-to-safety rally, while the S&P 500 and the small-cap Russell 2000 indices have fallen by about
6% and 8%, respectively. We continue to believe that the economic weakness we’re currently experiencing is both temporary
and consistent with our long-standing soft-patch forecast, and we fully expect that a healthy 5-10% correction from slightly frothy
spring peaks will reverse back to the upside later this year.

Employment hits a wall After gaining a solid monthly average of 252,000 nonfarm jobs from December through February, the
months of March and April produced tepid gains of only 154,000 and 115,000 jobs, respectively. The important household survey
actually lost 31,000 and 169,000 jobs in those last two months, compared with a gain of 428,000 jobs in February. On the one
hand, this sudden weakness is likely due to payback from the warmer winter, the spike in energy prices, and the seasonal
distortions from the rotating Easter and Passover holidays.  Initial weekly jobless claims, which are an important leading
economic and employment indicator, had bottomed at a four-year low of 351,000 in mid February, but surged to 392,000 by late
April, due, in part, to the seasonal Easter distortion. But on the other hand, over the past two weeks, claims fell back down to
368,000 and 367,000, respectively, as the Easter distortion has finally been wrung from the data.  That suggests to us that job
creation may start to re-accelerate with the upcoming May and June reports. 

Energy price spike starting to reverse On the one hand, crude oil prices (West Texas Intermediate) surged by 46% from
$76 per 42-gallon barrel in October 2011 to $111 in early March, driving the national average price for a gallon of unleaded
gasoline to $3.95, with California and New York at $4.50. In our view, this spike in energy prices contributed to weaker economic
growth and sluggish job creation. But on the other hand, crude oil prices have since dropped by almost 15% to $95 per barrel,
and gas has eased to $3.73 per gallon, because Iran-related geopolitical tensions in the Middle East have softened, the U.S.
dollar has strengthened versus the euro, and slower economic growth has resulted in marginal demand destruction for energy
relative to abundant supplies. With a lag, this should help to spark stronger economic growth and renewed job creation in the
second half of 2012. In addition, near-term inflationary pressures are starting to subside. 

Solid first-quarter earnings season On the one hand, consensus expectations going in were very low for the S&P 500, with
year-over-year revenue gains of only 3%, flat earnings and shrinking profit margins, and with “whisper” estimates forecasting
declines for both sales and profits. The earnings season is now 90% complete, and the S&P 500 companies (including financials
but excluding Apple) have reported year-over-year revenue gains of 5.1% thus far, with more than half of companies beating
their revenue estimates by an average of 1.3%. Profits, meanwhile, rose by 4.0% year over year, with about 70% of the
companies beating their published earnings estimates by an average of 3.9%. But on the other hand, from a guidance
standpoint, the market was rocked late this week by very downbeat comments from Cisco’s John Chambers and J.P. Morgan’s
Jamie Dimon. Both companies are industry bellwethers with iconic CEOs, so the market is trying to sort out the
“company-specific” from the “industry-contagion” in their respective messages.

European worries On the one hand, the euro zone is a mess. The PIIGS are in recession, and last weekend’s elections in
Greece and France raise legitimate questions about the future of both the European Union and the common euro currency. Even
Spain, which has the lowest sovereign debt-to-Gross Domestic Product (GDP) ratio among the PIIGS at about 65%, is
experiencing severe economic problems in its banking and real estate industries, resulting in a national unemployment rate of
25%, with a youth unemployment rate closer to 50%.  But on the other hand, Europe’s economic problems are sparking an
important reevaluation of a policy flash point. While government austerity is absolutely necessary among the profligate PIIGS to
rein in rampant spending and deficits, there has been no discussion up until now about concurrently introducing fiscal stimulus to
boost private economic growth, whose revenues would help to offset the fiscal drag associated with the reduction in government
spending.   

Consumer at a crossroads Consumer confidencesoared from troughs last August and October into February of this year,



although we are starting to see some recent divergence and softening. The Conference Board’s consumer confidence index
soared to 71.6 in February from 40.9 in October, but it has slipped to 69.5 in March and 69.2 in April. Meanwhile, the Michigan
consumer confidence index leapt to 75.3 in February from its near-cycle low of 55.7 in August, but it has continued to grind
higher to 77.8 in May. On the one hand, retail sales have been very strong in February and March. But on the other hand, we
expect that April’s results will likely be much softer, due to the Easter/Passover calendar shift, the slower pace of economic
growth and job creation, and the lagged impact from higher energy prices. 

Where is manufacturing headed? On the one hand, most of the regional Fed indices we monitor—Empire, Philly Fed,
Chicago, Dallas and Kansas City—have all taken a sharp downward hit recently, after steady increases from last summer and
fall into February 2012.  Similarly, the nonmanufacturing business activity index of the national ISM survey hit an air pocket over
the past two months. In addition, total vehicle sales slipped 4% in April to 14.38 million annualized units from February.
Meanwhile, the pace of business and wholesale inventories has slowed in March, along with industrial production and capacity
utilization, factory orders and durable and capital goods orders. On the other hand, the national manufacturing ISM index
continued to rise in April to 54.8, while the Richmond and Milwaukee regional indices are still strengthening. The March trade
deficit rose by 14% to a larger-than-expected $51.8 billion, due to an energy- and auto-driven 5.2% jump in imports, which
outstripped a healthy 2.9% increase in record export levels. As a result, the first-quarter GDP flash of 2.2% is likely to be revised
slightly lower.

So, should we sell in May and go away? On the one hand, this would’ve been a terrific seasonal strategy to employ in
2010 and 2011. But on the other hand, we believe that markets have already discounted most of the negative economic
fundamental developments we discussed above. In fact, our research friends at Bianco Research report that from 1926 to the
present, the months of August, July and June (in descending order) are the S&P 500’s three best-performing months of the year
in a presidential election year. So we’re inclined to stick to our beginning-of-the-year barbell forecast: we thought the S&P 500
would rally to 1,350 by May (we actually hit 1,422 in early April); we thought we would suffer through a series of 5-10%
corrections during a choppy middle-of-the-year (which is what we’re doing right now); and we thought we would end the year on
a strong note, with an election-driven rally to 1,450.
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Bond prices are sensitive to changes in interest rates, and a rise in interest rates can cause a decline in their prices.

Gross Domestic Product (GDP) is a broad measure of the economy that measures the retail value of goods and services
produced in a country.

PIIGS is the acronym for European Union members Portugal, Ireland, Italy, Greece and Spain.

Russell 2000® Index: Measures the performance of the 2,000 smallest companies in the Russell 3000 Index, which represents
approximately 8% of the total market capitalization of the Russell 3000 Index. Investments cannot be made directly in an index.

S&P 500 Index: An unmanaged capitalization-weighted index of 500 stocks designed to measure performance of the broad
domestic economy through changes in the aggregate market value of 500 stocks representing all major industries. Indexes are
unmanaged and investments cannot be made in an index.

The Chicago Fed Midwest Manufacturing Index is a monthly estimate of manufacturing output in the Seventh Federal Reserve
District states of lllinois, Indiana, Iowa, Michigan, and Wisconsin

The Consumer Confidence Index is based on a survey by the Conference Board that measures how optimistic or pessimistic
consumers are with respect to the economy in the near future.

The Empire State Manufacturing Index gauges the level of activity and expectations for the future among manufacturers in New
York.

The Federal Reserve Bank of Dallas' monthly Texas Manufacturing Outlook Survey is a measure of the current level of activity
and expectations for the future.

The Federal Reserve Bank of Richmond Monthly Manufacturing Survey survey is a gauge of activity and expectations for the
future among manufacturers in its district.

The Federal Reserve Bank of Kansas City surveys manufacturers in its district monthly to gauge the level of their activity.

The Institute of Supply Management (ISM) manufacturing index is a composite, forward-looking derived from a monthly survey of
U.S. businesses.

The Institute of Supply Management (ISM) nonmanufacturing index is a composite, forward-looking index derived from a monthly
survey of U.S. businesses.

The Milwaukee Purchasing Managers Index, produced by the The National Association of Purchasing Management–Milwaukee,
gauges factory health in the upper Midwest based on surveys of companies in that region.

The Philadelphia Manufacturing Index is gauges the level of activity and expectations for the future among manufacturers in
Greater Philadelphia region.

The University of Michigan Consumer Sentiment Index is a measure of consumer confidence based on a monthly telephone
survey by the University of Michigan that gathers information on consumer expectations regarding the overall economy.
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