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The economic data over the past month confirms that the US economy continues to grind lower; however, there
is evidence that most of the bad news and the likelihood of a recession are priced into the market and that the
market may now be looking across the valley and anticipating a recovery later this year. The stock market
typically rallies before recession troughs, and we may be seeing an anticipatory rally beginning.
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Economic News

As expected the Fed lowered the fed funds and discount
rate by 25 basis points, to 2% and 2.25%, respectively.
We believe the Fed is now on pause and will not make
further rate cuts unless economic conditions deteriorate
more than expected, believing that the 3.25% in rate
cuts since September 2007, along with other measures
taken to stimulate the economy, will eventually have
their intended effects. The end to interest rate cuts
could have some positive effects as it could help bring
an end to the dollar's decline and help stabilize, and
even reduce, the cost of oil. The falling dollar has
contributed to the run up in oil prices since oil is priced
in dollars, and more dollars are required to purchase a
barrel of oil when the dollar declines.

The 1st quarter GDP numbers, which were released on
April 30th, confirm that the economy continues to
struggle. Real GDP growth was 0.6% for the quarter
and while this is actually better than the consensus
expectation of 0.2%, the upside surprise was due to an
increase in business inventories. This marks the second
quarter in a row in which real GDP growth has been
only 0.6%. Growth should pick up in the second
quarter due to the effects of the governments tax rebate
stimulus program. The distribution of tax rebate
payments as part of the stimulus program started on
April 28th and by the end of May the distribution of
over $100 billion in funds will largely be completed,
providing spending stimulus that should help stabilize
the economy.

For the economy to fully stabilize and start to rebound,
housing prices need to bottom. There is no evidence
that is happening yet as home prices declined another

2.7% in February, as reported in the S&P/Case-Shiller
report released on April 29th. Housing prices are not
expected to stabilize until sometime in 2009, potentially
causing a drag on the economy through 2008.

One reason to believe the current slowdown may be
relatively mild, despite the havoc wreaked by the
housing bubble and subprime meltdown, is the health
of the non-Financial corporate sectors. Chart 1
illustrates this point, showing that non-financials are
relatively underleveraged and their healthy profit
margins are resulting in very low interest expense as a
percentage of cash flow.

% %

20

16

12

8

80 85 90 95 2000 05

20

16

12

8

75

70

65

60

55

75

70

65

60

55

Interest Expense Relative To Cash Flows*

CHART 1: HEALTHY CORPORATE SECTOR
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UNDERLEVERAGED

U.S. Non-Financial Corporate Sector
Debt (As A Percentage Of Assets)
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In addition to healthy balance sheets, earnings of the 
S&P non-Financial sectors are also growing, albeit at a 
slower pace, with growth of 10.7% for the 1st quarter 
after excluding Financials (see Chart 2). 

Businesses have also kept hiring in check and 
inventories low, which should allow corporations to 
weather the downturn without making the drastic cuts 
in headcount and production typical of most recessions.

Market Performance and Outlook

Equity market lows were reached in March with the 
S&P 500 closing at 1273 on March 10th, one week 
before the Fed bailed out Bear Stearns.  It is interesting 
to note that the S&P index has increased nearly 9% 
through April 30th since its lows in March.  It is 
possible that the bailout of Bear Stearns could have 
been a turning point in the market.  The Fed's actions 
signaled that it will do just about anything to keep the 
subprime mess under control.  The market may see 
light at the end of the tunnel, even though there will be 
more bad news in the weeks and months ahead as the 
economy works through the housing-created 
slowdown.

Evidence that investors are starting to take more risk 
can also be seen in the recent narrowing of credit 
spreads, which reached their peaks about the same time 
the stock market bottomed in March (see Chart 3).  

Since that time, spreads have narrowed considerably, 
indicating that investors are becoming more 
comfortable returning to risky assets.

It is certainly possible that the recent market rally may 
not be sustained as several risks remain that could 
create a deeper slowdown than expected.  These 
include:

• The continuing downward spiral in housing prices.  	
   As prices continue to decline, foreclosures increase 	
   and add additional risk to the subprime mess.  

• Consumer spending.  The loss of wealth due to 	   	
   declines in home values and investment portfolios 	
   could cause consumers to slow their spending to a 	
   point that we experience a more severe recession than 	
   many are predicting.  Consumer spending makes up 	
   70% of GDP, so a significant slowdown here could 	
   have a more pronounced impact on the economy.  	
   Government stimulus checks and plans to aid 	    	
   struggling homeowners should mitigate this risk.

• Conditions in the credit markets which are keeping 	
   banks from lending to each other and to consumers.  	
   The Fed's aggressive actions to provide liquidity 	
   should eventually work to get the credit markets 	
   functioning normally.

• The increasing costs of oil, food and other 	    	
   commodities are putting pressure on the consumer 	
   and could lead to uncomfortably high inflation.

We will continue to monitor these developments and 
communicate our thoughts in ongoing commentary.
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CHART 2: NON-FINANCIAL EARNINGS GROWING

Sector Contribution to Aggregate S&P
Earnings Growth - Q1 2008
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In this month's commentary, we would like to provide a preview of an upcoming white paper written by our 
fixed income analyst, Paul Meeks. In the paper, Paul looks at the effects of a weak economy on fixed income 
investments, and what may be in store for bonds in the current environment. Paul's conclusion is that bonds 
typically perform better than equities during a recession.

GDP data released on April 30th showed that the US economy expanded marginally in the first quarter, so 
barring a subsequent revision, we are technically not in a recession yet. However, some economists will point out 
that the economy is growing by only the slightest of margins, and would have contracted in the first quarter 
were it not for a sizable increase in inventories.

A natural question for advisors and their clients to ask is whether allocation changes may be warranted when 
the economy slows. Recent studies, including our own published on January 23rd, indicate that stocks fair poorly 
as the economy begins to slow, but begin to firm approximately 6-9 months ahead of the recession's end. But 
when the economy is still contracting it is difficult to anticipate in advance whether such a stock price rise is 
authentic or simply a “head fake.”

In his piece, Paul looks at past recessions dating back to 1980 to identify similarities and differences from today's 
economy. Without divulging too much from his piece, it can be said that Paul shows how each recession has its 
own unique characteristics, but in some respects also displays similarities with one another. The “double-dip” 
recessions of 1980-82 were characterized by a period of high inflation and high commodity prices. Fed chairman 
Paul Volcker combated these problems by raising the fed funds rate. Stocks outperformed bonds in this 
recession, in part because of Volcker's success at reining in inflation and thereby protecting the dollar.

The relative performance of stocks during the 1980-82 recession was atypical, however, at least when compared 
to the subsequent recessions. The next recession occurred in 1990-91, and lasted about nine months. As Paul 
Meeks points out, it was similar to the current environment in that it was characterized by high oil prices and a 
credit crisis brought about by problems in the S&L industry. During that recessionary period, bonds did 
outperform stocks.

The recession that occurred from March to November 2001 originated as the stock market bubble of the late 90s 
deflated, and business spending on technology infrastructure contracted significantly. However, the recession 
was fairly mild as a result of consumer spending that remained relatively robust. Bond yields declined - and 
prices rose - during this period, while stock prices suffered from the hangover of inflated prices.

It's too early to tell whether the US economy is in a recession, but bonds have outperformed stocks over the past 
few months, suggesting that investors believe the slowdown at the very least feels like a recession. The current 
period is very similar to the recession of 1990-91, with bonds behaving in a like manner. Given that many 
economists believe the Fed's rate reduction program is near an end, it remains to be seen how bonds in general 
will perform over the intermediate-term, nevertheless there will be opportunities in some segments of the fixed 
income market.

This market commentary is provided for informational and educational purposes only. It is not intended as and should not be used to provide investment advice 
and does not address or account for individual investor circumstances. Investment decisions should always be made based on the client's specific financial needs 
and objectives, goals, time horizon and risk tolerance. The statements contained herein are based upon the opinions of PMC and third party sources. Information 
obtained from third party sources are believed to be reliable but not guaranteed. All opinions and views constitute our judgments as of the date of writing and 
are subject to change at any time without notice. Past performance is no guarantee of future results.
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