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Last week featured a rash of economic and earnings news as well as Federal Reserve
Chairman Ben Bernanke’s historic press conference. All told, investors interpreted last
week’s events positively, which helped stocks climb higher yet again. For the week, the
Dow Jones Industrial Average climbed 2.4% to 12,811, the S&P 500 Index advanced 2.0%
to 1,364 and the Nasdaq Composite climbed 1.9% to 2,874. With last week’s gains, several
stock indices (including the small cap Russell 2000 and the Dow Jones Transportation
Average) reached new all-time highs, while the S&P 500 Index reached its highest level
since before the credit crisis erupted in the summer of 2008.

At the Federal Reserve’s policy meeting and subsequent press conference last week,
central bankers announced no significant changes in their policy approach. The Fed
remains on track to complete its QE2 program of Treasury purchases at the end of June,
and Chairman Bernanke made it clear in his comments that the Fed will keep rates low
for an extended period. In our view, the Fed’s ultra-easy monetary policy has been a major
contributor to rising corporate profits, to the broader economic recovery and to declining
deflationary pressures. It has also helped bring about a significant decline in the value of
the US dollar, which has been beneficial to exports, but has also contributed to the relative
rise in the price of oil and other commodities. The question of what will happen when
QE2 ends is causing some nervousness among investors, with some forecasting an
interruption in the economic recovery and the start of a corrective period in stocks. We
doubt that we will see any sort of significant jolt since markets have already priced in the
end of QE2, but the ending of the Treasury purchase program does bear close watching.

In addition to the Fed’s comments, last week also saw the release of the preliminary
first-quarter US gross domestic product report. The data showed that US GDP rose at
only an annualized 1.8% rate. This number was lower than expectations, but we would
argue that the fundamentals within the report were stronger than the headlines suggest.
The overall low rate can be attributed in part to poor weather across much of the United
States as well as to a significant drop in federal government outlays, conditions that
should be temporary. Some bright spots in the report included decent consumption
growth as well as significant strength from the corporate sector, which saw capital
expenditures rise by 11.6%, well ahead of expectations. Outside of the GDP report, the
monthly Case Shiller Home Price Index for February was released last week, showing a
disappointing drop of 0.2%. The Index is now 3% below where it was one year ago, but is
still hovering above the low it reached in May 2009. The weak housing market remains
an area of concern, but overall, our view is that underlying US GDP growth should be
somewhere around 3% for all of 2011.

Corporate earnings season is now well under way, with around two-thirds of companies
having reported results. As has been the case since the end of 2009, the majority of
companies have beaten expectations, with 80% reporting better-than-expected earnings
results and 70% beating on revenue expectations. While the magnitude of positive
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surprises has not surprisingly diminished as year-over-year comparisons have grown
more difficult, the fact that so many companies have continued to report positive
surprises shows that corporate earnings remain an important source of strength for
the economy and for the stock market.

Outside of the significant one-day drop we saw in stock prices a couple of weeks ago
in the aftermath of the S&P negative credit watch announcement, equity markets have
been performing quite strongly in recent weeks. In retrospect, the fact that the credit
announcement was little more than a blip in terms of stock gains can probably be
attributed to the fact that while the timing was surprising, the actual announcement was
not. The US fiscal situation has been deteriorating for some time and as we have been
saying for the past couple of weeks, perhaps the S&P decision will act as a catalyst to
prompt some necessary action by lawmakers.

In any case, our view towards the markets continues to be cautiously optimistic. The
combination of strong corporate earnings, moderate economic growth, easy monetary
policy and attractive valuations (especially compared to other asset classes) should
mean that stocks continue to exhibit strength in the years ahead. The list of potential
risks does continue to grow (including high energy prices, changing inflationary
expectations and US fiscal problems) and stocks have come quite far quite fast,
suggesting that some sort of near-term consolidation may be coming.
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