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On the Road to Recovery? Or Relapse?

“This is not the time for general expansion in public
expenditure.”

Herbert Hoover — From a February 1930 message to Congress, where he tells
Congress to economize or face a 40% tax hike.

In early 1930, the Dow Jones Industrial Average was on a tear.
The index had appreciated 50% in six months, and President
Hoover was widely quoted as saying that prosperity was “just
around the corner.” However, just two months earlier, the
President had embarked on his own “austerity” measures, similar
to those talked about today in Europe and, increasingly, in the
United States. As it would turn out, the Dow would soon resume
its downward descent, thousands of banks would begin to fail,
and the most wrenching stage of the Great Depression was
underway. Many who watch markets today draw comparisons to
the early 1930s and conclude that the end of robust, global,
Keynesian-style stimulus might drive today’s economy right back
into the ditch. For those of us who have been concerned about
the potential for a rapidly growing government to dampen the
“animal spirits” of private enterprise, we are not entirely
convinced that some restraint doesn’t come without its benefits
as well.

So we wait to see how the shifting attitudes of governments in
regard to spending play out in the real economy. Excluding
housing, we have seen little significant falloff in the majority of
the data we monitor for changes in the U.S. economy.

This could be because there is a lag between the May drop in
stock values and the reaction by businesses and households to
the news. It will be very interesting to see what this month’s
data looks like, but for now, the composite picture on Main Street
remains the same — business conditions are very poor, but
improving at a snail’s pace. It is now apparent, however, that
the rate of improvement in credit conditions peaked in the fall of
last year and May’s stock market slide, chronic concerns over
foreign sovereign debts, imminent job cuts expected by the
states, and rising pressure on Washington to reign in spending
have gotten the Keynesian camp very concerned about the future
trajectory of the “V” shaped recovery.
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Even though recent slippage in credit markets
could threaten continued economic recovery if
the slippage were to continue unabated, we
have not yet “pulled the plug” on equities,
since most of our indicators on the global
economy, excluding housing, are still
improving at this time.

The Role of Credit

There is a well-established history and body
of literature that supports the fact that our
economy tends to perform poorly (and, by
extension, the stock market) when credit is
not expanding. Since 1976, in years where
the growth of net borrowing was less than the
previous year, the average return of the
equity market was 4% — about half the
return of a “normal year” over that period.
What makes this cycle so unusual is the fact
that economy wide, total net new borrowing
isn't just rising more slowly, but actually
falling as the result of little new borrowing
offset by debt write-offs and pay-downs.
According to new data from the Federal
Reserve, total net new borrowing
(households, businesses, government, and
financial firms) is currently creating about $0
new borrowing at an annualized rate. This is
not unprecedented. It happened here before
in the 1930s. Ultimately, this produces the
deflationary pressures that policymakers have
sought to counteract through spending.

Another example that shows that recent
slippage in credit markets might threaten
continued economic recovery and therefore
warrant vigilance is seen in the tendency for
upswings in the economy from recessions to
be led by big ticket expenditures like
automobiles and housing as businesses and
consumers take advantage of lower interest
rates to step up purchases of such durable
items. These purchases, in turn, raise
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production and increase employment, which

reinforces the economic recovery.
Unfortunately, this isn’t happening with much
gusto on the auto side, and after a tax-credit
induced spurt, housing now appears very
shaky. If improvement doesn’t materialize, it
is difficult to see how a robust cyclical
recovery proceeds without the important
cyclical driver of housing along for the ride.
But it is yet to be seen what happens to
housing as we move further away from the
expiration of the housing tax credit. As for
automobiles, we have already seen auto sales
rise to 11.5 million annualized unit sales from
just over 9 million units in February 2009. On
the other hand, new home sales are flagging
just as the recovery could use a cyclical
“booster shot.” Annualized new home sales
plummeted to just 300,000 units last month
from a peak level of 1.39 million homes in
July 2007. This dismally low level has never
before been seen as far back as 1963 when
the Census Bureau started keeping records on
this data. Ultimately, without an eventual
pickup and sustained expansion of borrowing
to fund purchases of homes and automobiles,
it is likely that deflationary forces will remain
a challenge and the trajectory of this recovery
will be lower than prior recoveries.

Even though the economy remains challenged
and improvement in credit markets appears
stalled, we continue to own stocks. Why?
Because equities arguably are attractively
valued, and because the array of data we
monitor is moving in the right direction. If we
look at the benefit of owning equities today,
we see that we can buy the S&P 500 at 12.4
times $86.55 of expected 12-month forward
earnings. Is $12.40 per dollar of earnings
very cheap? No. It is not very cheap, but it
is relatively low compared to most of the last
30 years. There were times in the late 1980s
and early 1990s when the equity market
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traded at a multiple of earnings in the 12-13
range, but in the late 1970s and early 1980s,
it was more common to see that multiple in
the single-digit range.

Valuations Aren’t Enough

Valuations are not catalysts for stocks to go
higher. Just ask the Japanese. But low
valuations can set the stage for future
returns, assuming that the economy
cooperates. That's why the most important
reason we should continue to own stocks is
because most of our indicators on the global
economy are still improving as of the time of
this writing.

We regularly compile and analyze several
dozen indicators that we have seen to be
relevant and useful to determining whether to
own risk assets like stocks, or safer assets
like bonds, cash, or commodities to hedge
risk. At present, all three categories of data
are showing general expansion. This means
that more than 50% of the credit indicators,
U.S. economic indicators, and foreign
indicators are moving in the right direction as
we measure it.

For example, we see that a slightly larger
percentage of the U.S. population has a job
today compared to the start of the year.
Retail sales are up roughly 7% year-over-
year. New orders for non-defense capital
equipment are again rising. Vehicle sales are
rising. Aggregate personal income is up 2.5%
compared to last year.

We also see that most of the indicators of
market risk, while up from a month or two
ago, are still far below the levels of severe
stress seen in 2007-2008. Mortgage spreads
that compare the national average rate on

STIFEL
NICOLAUS

30-year conforming mortgages to 30-year
Treasury yields have risen from a low of 0.2%
(20 basis points) over Treasuries to 0.9%

over Treasuries since early April. At 0.9%
over Treasury yields, the spread is still far
better than the 3.0%-+ vyield spread during
2008. Yields on Baa-rated Corporate bonds
have widened to 3% over 10-year Treasury
yields from 2.4% over Treasuries in April.
While 3% is higher than earlier in the year, it
is materially less than the 7% premium over
Treasuries that such corporate borrowers
were confronted with in the depth of the
credit crisis. On balance, we see some
directional misbehavior in credit, but not yet
sufficient to cause us alarm. Since we believe
that credit conditions and investor risk
appetite is critical for sustaining recovery, we
are watching these trends closely.

Conclusion

So you can see that although recent slippage
in credit markets might threaten continued
economic recovery and therefore warrant
vigilance, we should continue to own stocks
for two main reasons. First, equities appear
attractively priced relative to alternative
assets. But most importantly, most of our
indicators on the global economy are still
improving at this time. Yet, we are aware of
some of the many significant challenges that
could derail the recovery. We have not lost
site in the fact that China is growing at 10%o,
but its stock market is down over 20% year
to date. We see that record low mortgage
rates are in place, that new home prices have
declined another 10% in a year, and an
extraordinary tax credit giveaway, but we
remain at record low levels for new home
sales. Lastly, the Euro Zone rescue plan
seems to have disappointed markets as
Greece’s credit default swaps move to record
levels, suggesting potential for some sort of
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default, and the Ilatest obsession across
Europe being that of fiscal constraint and
austerity.

So it is with all of this in mind that we watch
how restraint in government spending affects
expectations for growth and performance of
financial markets.

If exploding debt and rampant government
spending was the problem, how, too, can it
be the answer?

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a
complete summary or statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein.
Opinions expressed are subject to change without notice and do not take into account the particular investment objectives, financial
situation, or needs of individual investors. There is no guarantee that the figures or opinions forecasted in this report will be realized
or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times, release written or oral
commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no
guarantee of future results. Indices are unmanaged, and you cannot invest directly in an index.

There are special considerations associated with international investing, including the risk of currency fluctuations and political and
economic events. Investing in emerging markets may involve greater risk and volatility than investing in more developed
countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small company stocks are
typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies.
Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the
performance of real estate companies. When investing in bonds, it is important to note that as interest rates rise, bond prices will
fall. High-yield bonds have greater credit risk than higher quality bonds. The risk of loss in trading commodities and futures can
be substantial. You should therefore carefully consider whether such trading is suitable for you in light of your financial condition.
The high degree of leverage that is often obtainable in commodity trading can work against you as well as for you. The use of
leverage can lead to large losses as well as gains.
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