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Summary
While extremely fragile, and still providing mixed data, 
we believe the economy appears to have bottomed.  
While some believe there is another economic down-
turn ahead, we believe that is a less likely scenario 
(given the vast sums of money that have been spent 
and increased liquidity).  We expect very mild economic 
growth to start during the third quarter and that the 
subsequent recovery will be weak by historical stan-
dards.  

Investors became more risk-tolerant during the second 
quarter.  All major asset classes had positive returns, 
and the riskier segments performed the best.  Emerg-
ing market stocks and bonds returned 33.6% and 13.0%, 
respectively.  Real estate returned 27.3% and high yield 
bonds returned 20.2%.  U.S. stocks returned 16.8% while 
commodities returned 11.7%.  U.S. bonds returned 1.8%.  
On a year-to-date basis all major asset classes with the 
exception of real estate have positive returns. Com-
modities returned 4.6%, U.S. stocks 4.2%, and U.S. bonds 
1.9%.  The year-to-date real estate return is -10.8%

Current Economic Conditions
Current economic conditions are mixed but are trend-
ing in a positive manner.  Some indicators are worsening.  
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Some are stable and are consistent with a continuing 
deep recession, while others suggest the economy 
will improve during the second half of the year.  This is 
normal.  The economy cannot go from backward to for-
ward in one step.  At any economic turning point, there 
will be data that provides mixed signals.   

With that said, we believe the recessions force is 
slowing.  Improving confi dence among purchasing 
managers, and a rise in expectations for future capital 
expenditures are signs of manufacturing improvement.  
Consumer and business confi dence surveys all show 
improvement.  Housing is no longer a major drag on 
the economy as it has been for the past couple of years.  
While it is too early to talk of a housing recovery, exist-
ing home sales and affordability have improved even 
though prices are still going down and foreclosures will 
be increasing. 

Labor market conditions remain extremely weak.  Nom-
inal wages continue to fall and the average workweek 
has declined to 33 hours (the lowest on record).  Many 
workers are being asked to take pay cuts or reduce 
their hours.  Several employment surveys expect layoffs 
to slow, which are confi rmed by lower initial claims for 
unemployment.  Unfortunately, these surveys expect 
hiring to remain dormant.  Clearly, for any recovery to 
take signifi cant hold, a stronger labor market is needed 
to boost wages, as well as, improve consumer spending 
and confi dence.  

Global gross domestic product will probably decline by 
over 2% this year, the fi rst decline since WW II.  With 
that said, coincident indicators point to a bottom and 
stabilization for the global economy.   Sentiment is 
improving as consumers and businesses expect better 
times ahead.  China, India, and the U.S. will likely be the 
fi rst countries that recover.  The recovery in Europe, 
due to its inconsistent policy response, will lag other 
developed countries.

Future Economic Conditions
A consensus is building that the recession will likely end 
during the second half of 2009.  In fact, many expect 
positive economic growth (just barely positive) dur-
ing the third quarter.  Historically, deep recessions are 
followed by steep recoveries – the V shaped pattern.  In 
these cases, autos and housing were extremely strong 
contributors to growth coming out of recession.  We 
think it is unlikely, given the remaining housing issues as 
well as consumer’s fi nancial situation, these industries 
will lead to a vigorous economic recovery.  

Our sense is that any future recovery may be subdued – 
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at least for a few years.  This recession has caused signifi -
cant damage to the collective psyche.  At least for now, 
Americans will be focusing on repairing their fi nancial 
situation.  That means more saving and less consumption.  
We have already seen the savings rate increase to 7% 
from 0% a year ago.  Credit card debt must go down and 
retirement balances must be repaired.  Homes will no 
longer be used as piggy banks.  Yet, there is an old adage 
that says “don’t ever bet against the American consum-
er”.  While, over multiple years or decades that may be 
true, we do not expect the consumer to come roaring 
back during the next few years. 

We expect consumers to increase their holdings to 
lower yielding instruments (after experiencing a stock 
market collapse for the second time within ten years).  
This will likely raise the cost of equity capital for busi-
ness.  In addition, banks will likely face higher capital 
requirements, which will lead to higher lending rates 
for both business and consumers.  Since business and 
consumers’ cost of money will be increasing, we expect 
lower demand, capital investment, and productivity.  This 
will lead to lower future economic growth.  

Many are concerned about the prospects of future infl a-
tion.  We do not believe, over the next year or so, that 
infl ation will be a signifi cant issue.  There is simply too 
much excess capacity – and not enough demand.  No 
one has any pricing power.  The massive increases in 
money supply will hopefully be reduced to more normal 
levels, and that should reduce infl ationary pressures.  
The trick, of course, is timing.  The Fed does not want to 
signifi cantly reduce the money supply while the econo-
my is still fragile, nor should it be done all at once and 
shock the economic system.  It is a very fi ne line that 
the Fed will have to walk.  Expectations for long-term 
infl ation are around 3% -- well within a “normal” range.  
But, one cannot rule out the possibility of signifi cantly 
higher infl ation.  At least for the next 12-18 months, we 
believe hyperinfl ation has a much lower probability. 

In addition, there are widespread concerns about the 
fi nancial condition of the United States --  given our 
bulging budget defi cits and expanding social agenda.  This 
year, the expected defi cit is $2 trillion – four to fi ve 
times what it was last year.  While a good portion of 
this amount represents the various stimulus and bailout 
packages, other countries are questioning the U.S. com-
mitment to responsible budgets.  In fact, China has called 
for a discussion of a new reserve currency (currently 
the dollar is the world’s reserve currency).  These fac-
tors suggest that, over time, the dollar will likely decline.

In summary, the economy appears to have bottomed and 



 Capital Market Review 4 

7.5%

-3.4%

-3.2%

-4.8%

-1.0%

-7.7%

24.1%

12.3%

-6.7%

-4.1%

17.7%

8.9%

10.1%

35.1%

8.3%

18.0%

19.4%

15.5%

1.9%

8.8%

Cons Cyclical

Cons Staples

Energy

Finance

Healthcare

Industrials

Technology

Materials

Telecomm

Utilities

-15.0% 0.0% 15.0% 30.0% 45.0%

2nd Quarter YTD

U.S. Stock Returns By Sector
Periods Ending June 30, 2009

 

4.2%

8.0%

34.3%

4.3%

10.0%

2.7%

-3.1%

11.5%

16.8%

25.4%

33.6%

16.5%

20.8%

20.7%

16.8%

16.8%

U.S. Market

Developed International

Emerging International

U.S. Large

U.S. Mid

U.S. Small

U.S. Value

U.S. Growth

-10.0% 0.0% 10.0% 20.0% 30.0% 40.0%

2nd Quarter YTD

Stock Market Returns:  By Nationality, Size, and Approach
Periods Ending June 30, 2009

 

4.2%

1.9%

-10.8%

4.6%

16.8%

1.8%

27.3%

11.7%

US Stocks

US Bonds

Real Estate

Commodities

-20.0% -10.0% 0.0% 10.0% 20.0% 30.0% 40.0%

2nd Quarter YTD

Capital Market Returns
Periods Ending June 30, 2009

 

will slowly start improving over the next few months 
and quarters -- but it is still very fragile.  It is therefore 
good that the highest payouts from the stimulus package 
will be “hitting” the economy now and for the next sev-
eral quarters.  Ideally, this additional spending will solidify 
a budding recovery.  However, we expect the recovery 
to be subdued. 

Second Quarter Asset Class Returns
Based on data suggesting economic stabilization, stocks 
continued the rally that started in mid-March.  Although, 
the rally stagnated in June. 

During the quarter, U.S. real estate investment trusts 
(reits) were the best performing asset class returning 
27.3%.   U.S. stocks returned 16.8% followed by the 
commodity return of 11.7% and bond return of 1.8%.  
Year-to-date with the exception of real estate, all major 
asset classes have positive returns.  

Stock Market Returns
Emerging market stocks have been the best performing 
segment through June 30, returning 33.6% during the 
second quarter and 34.3% on a year-to-date basis.  De-
veloped international stocks outperformed U.S. stocks 
and returned 25.4% and 8.0% during the second quarter 
and year-to-date, respectively.  U.S. stocks returned 
16.8% and 4.2% during the second quarter and on a 
year-to-date basis.  

During the second quarter, mid-cap stocks were the 
best performing company size segment closely followed 
by small and then large-company stocks.  Mid, small, 
and large-cap stocks returned 20.8%, 20.7%, and 16.5%, 
respectively.  On a year-to-date basis, mid-cap stocks 
returned 10.0%, leading the large-cap stock return of 
4.3% and the small company stock return of 2.7%.  

There was no meaningful difference between value 
and growth stocks during the second quarter -- both 
investment approaches returned 16.8%.  However, on 
a year-to-date basis, growth stocks signifi cantly outper-
formed value stocks (11.5% vs. -3.1%) refl ecting strong 
fi rst quarter growth-style performance.  

Finance stocks had, by far and away, the best sector 
performance during the second quarter returning 35.1%.  
Other outperforming sectors included:  Technology 
(19.4%), Industrials (18.0%), and Consumer Cyclical 
(17.7%).  The worst performing sectors during the 
second quarter included:  Telecommunications (1.9%),  
Healthcare (8.3%), Utilities (8.8%),  and Consumer 
Staples (8.9%). 
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On a year-to-date basis, seven of the ten economic sec-
tors have below zero performance.  Industrials (-7.7%), 
Telecommunications (-6.7%), Finance (-4.8%), and 
Utilities (-4.1%) are the worst year-to-date performers.  
Technology (24.1%), Materials (12.3%), and Consumer 
Cyclical (7.5%) are the only sectors to have positive 
year-to-date performance.  

Bond Market Returns
Emerging market bonds were the best performing bond 
sector during the second quarter, returning 13.0%.  
Developed international bonds returned 5.4% while U.S. 
bonds returned 1.8%.  Year-to-date, emerging market 
bonds returned 17.4%, followed by U.S. bonds at 1.9% 
and developed international bond returns of -0.6%.  

Within the U.S. market, high yield bonds returned 
20.2% and 27.2% during the second quarter and year-
to-date, respectively.  U.S. corporate bonds have had 
decent results returning 8.8% during the second quarter 
and 6.9% year-to-date.   U.S. Government bonds have 
trailed other sectors with a second quarter return of 
-2.2%, and a year-to-date return of -3.2%.  

Current Portfolio Strategy
While there is still the possibility of an additional eco-
nomic downturn, we believe the more likely scenario 
is for economic stabilization followed by a period of 
subdued economic growth.  

In terms of bonds, we believe high yield, medium quality, 
and investment grade corporate bonds offer the best 
return and risk characteristics.  Unless the U.S. signals a 
vigilance toward bringing its budget under control, inter-
national bonds may also be a reasonable investment op-
portunity (the expectation that the dollar will decline).  

With respect to stocks, historically, coming out of a 
recession, small-company and value stocks have outper-
formed large and growth stocks. We therefore recom-
mend an overweighted position to small, value, and 
mid-cap stocks.  In addition, we believe allocations to 
both developed and emerging market international are 
appropriate at the present time.  



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


