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Economic Update
The jobs market ended the year with a strong push, according to a report
from the Labor Department. 200,000 jobs were added in December,
bringing the total for 2011 up to 1.6 million. The private sector surpassed
the total yet again with 212,000 jobs added while the long-term trend of
declining government payrolls continued with a loss of 12,000. The
payroll gains helped push the unemployment rate down from a revised
8.7% in November to 8.5%, the lowest level since February 2009. Initial
jobless claims for the week ended December 31 fell 15,000 to 372,000.
The four-week moving average moved down for a fifth straight week to a
recovery low of 373,250. The employment data is showing us businesses
are starting to lay off fewer workers and hire more. Hopefully this yearend momentum will carry into 2012.
According to Challenger, Gray & Christmas, employers announced plans
to shed 41,785 workers from their payrolls in December – the lowest level
since June. The financial sector had the largest number of layoffs.
Although government cuts were not a big factor this month, this has not
been the case throughout the year. CEO John A. Challenger said “Job
cuts in 2011 were dominated by the government and financial sectors.
These two alone accounted for 41 percent of all the job cuts announced
last year.” He believes it is likely this trend will continue in 2012 as the
Federal Government is under intense pressure to cut spending and the
European debt crisis hangs over Wall Street.
There was more good economic news as manufacturing expanded for the
29th consecutive month, according to the Institute for Supply
Management. The PMI registered 53.9 in December, up 1.2 points from
November's reading of 52.7, the highest reading since June. New orders
followed up a very strong 4.3 point jump last month with a nearly one
point gain in December to 57.6 signaling further acceleration. The nonmanufacturing sector also expanded, but at a slower rate. The composite
was up 0.6 points to 52.6, but below expectations. The report indicates
while economic growth is accelerating, the recovery is not robust in all
areas.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
Treasuries finished the week lower as several reports signaled the
economy may be gathering momentum, sapping demand for the safehaven securities. However, the outlook for Europe has deteriorated, with
yields on Italian 10-year bonds, which has more than $2 trillion of debt,
closing above the 7.0% level that preceded bailouts for Greece, Ireland
and Portugal. Data on Friday added to concerns, showing confidence for
the European economic outlook slumped to the lowest level in more than
two years and unemployment remained at a 13-year high.
Meanwhile, investment grade corporate bonds gained for the week,
adding to last year’s strong performance. The spread, or extra interest
investors demand to own corporate debt rather than Treasuries of similar
maturities, fell to 2.67% down from the two-year high of 2.89% reached in
October 2011. Looking ahead, many analysts feel credit spreads can
tighten further given that fundamentals continue to improve and defaults
remain low. At the same time, until the market starts pricing in the
possibility of Fed tightening, investors are likely to continue to reach for
yield in spread products. Despite regulatory uncertainties, financials,
particularly banks, should be favored as they are likely to benefit from still
wide spreads along with a likely improvement in the credit cycle.
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Stocks were mostly positive through the first week of 2012, leaving
investors hopeful for the year ahead. Following better than expected
manufacturing data from Germany, China and the U.S., stocks rallied on
Tuesday. Strength was seen in Financials and Materials stocks while
Utilities were weak, a reversal of last years’ performance. Concerns over
liquidity at European banks once again spooked the markets on
Wednesday, but stocks rebounded towards the end of the week in the
wake of more positive economic data. The Dow Jones Industrial Average
increased 1.2% to end the week at 12359.92. The broader S&P 500 Index
closed at 1277.81, up 1.6%. The NASDAQ Composite Index rose 2.7% to
2674.22 as investors found bargains in Technology stock; Microsoft
increased 8% and Apple was higher by 4.3%.

Weekly Change
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International markets were mixed this past week. Asian stocks were
basically flat while most European markets were higher. The DAX Index
increased 2.7%, and Germany announced its unemployment rate had
fallen to 6.8%, a two-decade low. The FTSE 100 index in the UK closed
1.4% higher than last Friday. France’s CAC 40 Index fell 0.7%, while
Spain’s IBEX Index was lower by 3.2%.
Retailers reported comparable sales for the holiday season this week with
many coming in below expectations. Poor weather and heightened
discounting forced several retailers to lower their fourth quarter profit
forecasts, including Target, Kohl’s and JC Penney. Luxury retailers fared
better with same store sales at Saks up 6% and Nordstrom up 9%. In
other corporate news, Kodak announced it is preparing to seek
bankruptcy protection, and Yahoo named the president of Ebay’s Pay Pal
division as its new CEO. Ford reported 2011 vehicle sales up 11%, while
GM’s sales increased 13% over 2010; both companies expect even
higher sales gains in 2012.
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Gold ended the week up 3.29%, settling at $1,617.70 an ounce; the
precious metal’s biggest weekly gain in five weeks. However, the metal
could have posted higher returns had it not been for better than
forecasted U.S. job growth coupled with the unemployment rate hitting a
three-year low, both of which were reported on Friday. After ending 2011
up nearly 10%, many analysts expect the metal to continue to climb for
its 12th year in a row and to reach record highs in 2012. Oil prices started
2012 on the rise as well, continuing a trend from last year. Crude oil
gained 19% in 2011, averaging around $95 a barrel. For the week, crude
gained 2.84%, closing at $101.80 a barrel, on growing tension in the
Persian Gulf as Iran threatens to block the Strait of Hormuz, which
provides the only way out of the Gulf for oil tankers carrying one-sixth of
the world’s exports.
Coming out of a year where the equity real estate investment trusts
(REITs) returns were four times higher than those of the broader stock
market, REITs are now perceived as fully valued under current market
conditions, being an attractive investment based on their yields.
According to the National Association of Real Estate Investment Trusts
(NAREIT) the total return of the FTSE NAREIT All Equity REITs Index
was up 8.28% for the year and the FTSE NAREIT All REITs Index, which
includes both equity and mortgage REITs, was up 7.28%, compared with
a 2.11% gain for the S&P 500. The more than 8% gain for equity REITs
in 2011 comes on top of the 27.95% gain in 2010 and the 27.99%
increase in 2009 while the S&P 500 gained 15.06% and 26.46%,
respectively, during those periods. NAREIT went on to note that equity
REITs have outperformed the S&P 500 for the past 1-, 3-, 10-, 15-, 20-,
25-, 30-, and 35-year periods. REITs also raised $51.3 billion in public
equity and debt last year, more than the $49 billion raised in the previous
record year of 2006. Additionally, in spite of 2011’s volatile stock market,
$37.5 billion of the capital raised came from public equity, compared with
$22 billion in 2006 and $32.7 billion in 1997, the prior record years for
REIT equity offerings.
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Economic Update
The U.S. trade deficit widened a sharp $4.5 billion in November to $47.8
billion, according to the Commerce Department. Imports were up 1.3%
while exports declined 0.9%. The first widening of the trade gap in five
months was led by a $3.4 billion expansion of the petroleum gap. There
were several factors behind the widening of the nonpetroleum gap,
including a drop in exports of nonmonetary gold and an increase in
automotive imports. The numbers come on the heels of a report released
on Tuesday showing China’s export growth slowed in December to its
lowest level in two years on weakness in demand from Europe.
The European Central Bank (ECB) decided to hold interest rates steady
at 1% during its first policy meeting of the year, following consecutive cuts
at its last two meetings. ECB president Mario Draghi said, “There are
tentative signs of stabilization of economic activity at low levels.” He also
indicated monetary policy will remain accommodative, and the ECB
stands ready to act if additional monetary easing is necessary.
Retail sales in December were lower than expected, but this was partially
offset by upward revisions to the previous two months of data. Retail
sales edged up 0.1% in December, according to the Commerce
Department, while the November figure was revised up to 0.4% from
0.2% and October was revised to 0.7% from 0.6%. The December
number was boosted by a 1.5% increase in motor vehicle and parts sales,
but was dragged down by a 1.6% drop in gasoline sales. On a year-overyear basis retail sales were up 6.5%, down from 7.0% in November.
The steady trend of improving initial jobless claims hit a bit of a snag for
the week ended January 7. According to the Labor Department, the
number of Americans filing for first-time unemployment benefits jumped
24,000 to 399,000. The reading pushed the four-week average up 7,750
to 381,750. It is a disappointing start to the 2012 employment picture, but
one week of data is not nearly enough to suggest the job market is
reversing course.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.

Economic Indicators, Quarterly Change

12.0%
10.0%
8.0%
6.0%
4.0%
2.0%
0.0%
-2.0%
Q4 10
Real GDP

Q1 11
CPI (Year over Year)

Q2 11

Q3 11
Unemployment Rate

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

Jan. 9th
Jan. 10th
Jan. 10th
Jan. 11th
Jan. 11th
Jan. 12th
Jan. 12th
Jan. 12th
Jan. 12th
Jan. 13th
Jan. 13th
Jan. 13th
Jan. 13th

Consumer Credit, November Monthly Change
ICSC-Goldman Same Store Sales, Wkly. Chg.
Wholesale Inventories, Nov. Monthly Chg.
MBA Purchase Applications Index, Wkly. Chg.
EIA Petroleum Status Report, Wkly. Chg.
Initial Jobless Claims (week ending 1/7)
Retail Sales, Dec. Monthly Chg.
Business Inventories, Nov. Monthly Chg.
EIA Natural Gas Report, Wkly. Chg.
International Trade Balance Level, November
Import Prices, Dec. Monthly Chg.
Export Prices, Dec. Monthly Chg.
Consumer Sentiment Index, January

20.4B
-5.4%
0.1%
4.5%
5.0M Barrels
399,000
0.1%
0.3%
-95 bcf
-47.8B
-0.1%
-0.5%
74.0

MainStreet Advisors
Financial Market Update

January 13, 2012
[page 2]

Bond Market Update
After a sell-off on Thursday due to a weak 30-year auction, U.S.
Treasuries rallied sharply on Friday to finish the week higher. According
to the Wall Street Journal, a senior French government official said Friday
that Standard & Poor’s had notified them of its decision to downgrade the
country’s rating from AAA to AA+, sparking the flight-to-quality trade.
Spain, Italy and Austria were also downgraded by S&P, leaving Germany
as the only stable AAA rated country in the region. While Finland, the
Netherlands and Luxembourg kept their AAA ratings, they were put on
negative watch. Separately, an Italian government bond auction drew soft
demand, triggering additional uncertainty as market participants continue
to view these auctions as market risk events.
France has become a focus in the fixed income arena because a
downgrade will increase borrowing costs for the European Financial
Stability Facility (EFSF), whose own rating depends largely on the credit
quality of the countries that back it. Reflecting this change, the EFSF,
which has been placed on negative watch by S&P, would then have to
pass on these higher borrowing costs to countries such as Ireland and
Greece, making it more difficult to reduce budget deficits. Despite these
concerns, many market participants are not convinced the downgrades
will have a significant impact on the markets. “It’s not a catastrophe,”
French Finance Minister Francois Baroin told France 2 television, noting
his country now has the same rating as the U.S.
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Stocks finished the week higher, but were down Friday as worries
continued over the European debt situation. The Dow Jones Industrial
Average closed at 12,422.06, down 62 points for the week, or down
0.50%. The broader S&P 500 Index ended the week down 0.88% to
close at 1,289.09, while the NASDAQ Composite finished lower by 36
points, or down 1.36% to close the week out at 2,710.67.
JPMorgan Chase (JPM) was the first major bank to report this earnings
season. CEO, Jamie Dimon, called the results “disappointing” but said
JPMorgan “sees signs of an improving economy.” The earnings fell 23%
from the prior year with the lone bright spot coming from the retail
banking sector, which has a profit growth of 16% to $533 Million. The
company earned $0.90 per share in the fourth quarter, down from $1.12 a
year earlier. The company traded down 3% intraday and finished the
Friday session down 2.5% to close at $35.92. The focus next week will
be the earnings of Wells Fargo (WFC), Citigroup (C), Goldman Sachs
(GS), Morgan Stanley (MS) and Bank of America (BAC).
European shares were hit hardest on Friday as ratings agency Standard
& Poor’s cut France’s triple-A credit rating by one notch. France is the
eurozone’s second largest economy making this particularly costly to the
European Financial Stability Facility (EFSF), the eurozone’s temporary
rescue fund. With the downgrade to France, the rescue fund may lose its
triple-A rating as well. Additionally, the EFSF has fallen flat recently in its
efforts to raise overseas capital. Standard & Poor’s is also on record
warning of further downgrades to a possible 15 countries, including
Germany, Austria and the Netherlands. Shares of European companies
were down over 1% on Friday, but did finish the week in positive territory.
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The Dow Jones UBS Commodity Index fell almost 2% this week as corn,
wheat, and natural gas prices all fell significantly. The notable
contributors were the metals; gold, silver, zinc, platinum, and tin all
gained over 5% so far this month. Crude oil fell back to under $100 per
barrel after macroeconomic factors suppressed prices, and the Middle
East and Europe are once again in the spotlight. Fresh concerns about
the European debt crisis brought prices down but potential supply issues
limited the drop to a minimal level. Separately, Saudi Arabia announced it
would offset any loss of supply from the Iran sanction situation while the
U.S. proclaimed any blockade by Iran of the Strait of Hormuz would “not
be tolerated.” These announcements diffuse the potential for a resulting
run-up in oil prices, at least in the short-term, but also spark further
curiosity about how this international issue will play out. Gold hit a onemonth high on Thursday before slipping significantly on Friday to end the
week at around $1,630 per ounce. This can be attributed mostly to the
appreciation of the U.S. dollar and the increased downgrade concerns in
Europe.
Last year was great for real estate investment trusts (REITs), as many
were able to acquire assets in desirable market conditions. In a recent
report from the National Association of Real Estate Investment Trusts
(NAREIT), REITs were able to take advantage of their “cost and access
to capital to really be able to pursue and acquire well located assets at,
more often than not, very reasonable prices,” since banks were putting
more assets on the market as over-leveraged borrowers were faced with
increased pressure. The report went on to note how cap rates today are
in the high fours and low fives for a high quality asset in one of the core
coastal markets and there is a good chance REITs will be able create
value with those acquisitions, especially with decent growth over the next
couple of years. Despite limited job growth in 2011, the apartment sector
showed strong fundamentals as landlords were able to increase rent.
Along with the continuing decline in home ownership rates, the sector
benefited from a reduced supply, thanks to the construction freeze from
the downturn.
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Economic Update
Economic growth in China slowed in the fourth quarter to an annual pace
of 8.9%, according to the National Bureau of Statistics. While this would
be considered blistering growth by U.S. standards, it is rather slow for the
world’s second largest economy where 10% has been the norm for the
past three decades. The number was better than expected, though, and
gives credence to the belief that China can manage a soft economic
landing. Taming inflation was one of the government’s top priorities last
year, and tighter credit appears to have brought the housing boom under
control. China’s top leaders are shifting away from inflation concerns in
2012 and instead focusing on stabilizing growth.
Inflation pressures for the consumer were kept in check for the third
month in a row thanks to falling energy prices. A report from the Labor
Department showed headline inflation was flat for December. Year-overyear CPI inflation decelerated to 3.0% from 3.4% in November. Inflation
at the producer level edged down 0.1% during the month after climbing
0.3% the previous month. The decrease was largely attributable to a
0.8% drop in energy prices. Inflation has now moderated to a level that
allows the Fed to comfortably keep its accommodative monetary policies
in place for the time being.
Existing home sales were up for the third straight month, according to the
National Association of Realtors (NAR). Sales rose 5.0% to a 4.610
million unit rate, enough to bring down supply on the market to 6.2
months – the lowest level since 2006. Lawrence Yun, NAR chief
economist, said “Record low mortgage interest rates, job growth and
bargain home prices are giving more consumers the confidence they
need to enter the market.”
Initial jobless claims fell a dramatic 50,000 to 352,000 for the week ended
January 14, according to the Labor Department. It was the biggest drop
since September 2005 and the lowest reading since April 2008. This is a
level that can be considered typical for run-of-the-mill economic
conditions and would result in sustained improvements in the
unemployment rate if it is maintained.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
Positive economic news in the U.S. and some encouraging signs out of
Europe prompted investors to nibble on riskier fixed income assets this
week, although trepidation remains evident. U.S. economic data this
week included housing starts and initial weekly jobless claims that
showed continued strength in the U.S. economy and prompted a sell-off
in U.S. Treasuries. Losses on U.S. government securities extended to
0.34% for the year and marked the worst start of a year for nearly a
decade. Instead, investors moved to riskier debt with corporate bonds
outperforming Treasuries by 100 basis points so far in 2012. Despite the
increase in investor risk appetite, 10-year U.S. Treasury Inflation
Protected Securities (TIPS) were auctioned at a -0.46% yield. This
marked the first time a 10-year TIP auction went negative and highlighted
the continued fear in the markets..
European bond markets shrugged off an S&P downgrade of the European
Financial Stability Facility (EFSF) and followed the U.S. with riskier assets
outperforming the German bund. The downgrade was largely expected
and had no effect on the markets. Investors did, however, note progress
being made in Greece’s renegotiation of its debt with creditors. A deal
appears imminent between the parties and would greatly reduce the
possibility of a disorderly Greek default. These positive signs gave
investors confidence to buy into sovereign auctions, witnessed by France
and Spain seeing yields on medium and long term debt reduced.
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Stocks finished higher for the third week in a row of this New Year.
Investors returned from the holiday weekend to news of favorable
economic data and better than expected fourth quarter loan growth data
from Citigroup and Wells Fargo. The lack of any negative news out of
Europe also helped push stocks higher this week. The Dow Jones
Industrial Average increased 2.4% to end the week at 12720.48. The
broader S&P 500 Index closed at 1315.38, up 2.0%. The NASDAQ
Composite Index rose 2.8% to 2786.70. The S&P and the NASDAQ both
reached highs not seen since July, 2011.
International markets were also higher this past week. Asian stocks
rallied on Tuesday, with commodity-linked companies strong after China
reported GDP growth ahead of estimates for the fourth quarter. Japan’s
Nikkei Index and the Shanghai Composite Index closed just over 3% for
the week. Tuesday’s report that German investor confidence rose
sharply in January also helped overseas markets. The DAX Index
increased 4.3%, France’s CAC 40 Index rose 3.9%, and the FTSE 100
index in the UK closed 1.6% higher than last Friday.
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It was a busy week for earnings reports from the major banks and
technology companies. Thomson Reuters reported of the 72 companies
in the S&P 500 Index that have reported so far this month 60% have
beaten expectations. This is slightly lower than the past four quarters,
although it is still early in earnings season. General Electric reported
improved margins over third quarter, but with revenue weakness in the
industrial and healthcare businesses. GE CEO Chairman & CEO Jeff
Immelt said in a statement, “We are restructuring our business in Europe
to reflect market conditions.” Microsoft reached a new 52-week high after
reporting solid results on Friday. Google shares fell 8.5% when it
reported a rare earnings miss.
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Facing ongoing pressure due to economic uncertainty, along with
concerns regarding China’s sluggish manufacturing sector and a weak
U.S. petroleum demand, crude fell 0.71% this week, settling at $98.41 a
barrel. Manufacturing in China fell for the third straight month after
preliminary results from HSBC’s survey of the country showed little
improvement in January, with weakness in output and new orders
suggesting an even deeper slowdown in the near future. According to the
BP Statistical Review of World Energy, China is the world’s secondlargest oil user, trailing only the U.S., and used 9.06 million barrels a day
last year. Gold closed the week at $1,667.00 an ounce, up 1.72%,
benefitting from the recent “risk on” theme. The belief that the metal
serves as a hedge against inflation, a refuge in times of economic
uncertainty, while still generating impressive returns has re-sparked
interest from speculators for the time being.
For the first time since Q2 2009, when the markets were still crawling out
of an historic financial crisis, investors pulled out more money from
hedge funds than they put in during Q4. According to data by Hedge
Fund Research, the $2 trillion hedge fund industry saw net investor
withdrawals of about $127 million in Q4, with the majority of these
withdrawals coming from equity strategies. Nearly 60% of all hedge funds
experienced outflows for the quarter, while just over 40% attracted
inflows. While these withdrawals amounted to a minimal portion, 0.007%
of the industry's total assets, the pullback signals that investors may be
starting to “lose patience”. In each of the past three years, hedge funds'
average returns have trailed the benchmark stock indices, including the
S&P 500. The HFRI Fund Weighted Composite Index produced an
annualized return of 7.9% over the past three years, whereas the S&P
500 had a total return of 14.1% for the same period. It was not all bad
news for the industry though, as investors allocated $70 billion of new
capital to hedge funds, despite the HFRI Fund Weighted Composite
Index’s decline of 5.0% for the year.
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Economic Update
The FOMC met this week and announced it retained the current policy
rate of 0.0 to 0.25%, but did make one key change to the language in the
statement. Instead of stating that low rates will likely remain through mid2013, the statement now reads “economic conditions--including low rates
of resource utilization and a subdued outlook for inflation over the
medium run--are likely to warrant exceptionally low levels for the federal
funds rate at least through late 2014.” In addition to this the Fed released
for the first time its projection for the fed funds rate and expected timing of
the next move, as well as a longer run goal for inflation. FOMC members
see the appropriate long-term fed funds rate as somewhere between 3.75
and 4.5%, and their inflation goal as measured by the PCE price index as
2.0%. The members’ anticipated timing of the next move was far less
useful information, as expectations were fairly evenly distributed between
2012 and 2016. The Fed also lowered its forecast for GDP growth,
inflation, and the unemployment rate.
The International Monetary Fund (IMF) downgraded its outlook for world
economic growth on Tuesday, and warned the European crisis could
plunge the globe into another recession. "The outlook for growth is
mediocre, and it could be worse," said Olivier Blanchard, director of
research at the IMF. They expect global growth to be only 3.3% as
opposed to the 4.0% figure they released in September, and like us
expect the euro area to fall into recession. The IMF lowered growth
expectations for every country with the exception of the U.S., which they
still believe will expand 1.8% this year. Later in the week the Department
of Commerce reported fourth quarter GDP growth in the U.S. was 2.8%,
accelerating from the previous quarter’s 1.8%.
Contrary to the recent trend of positive news on the housing market, the
Census Bureau reported new home sales fell 2.2% in December. The
2011 total came in at 302,000, 6.2% less than 2010 and the lowest
number since the government began tracking the data in 1963. Median
new home prices were also disappointing, down 2.5% for the month and
12.8% for the year to $210,300.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
Optimism that Eurozone debt tensions are easing and continued belief in
the sustainability of the U.S. economic recovery pushed investors to sell
U.S. Treasuries early in the week. The U.S. 10-year bond traded well
above a 2.05% yield before Federal Reserve Chairman Ben Bernanke’s
Wednesday news conference eventually sent 10-year yields below
1.95%. Bernanke announced intentions to keep short-term rates targeted
near zero through the end of 2014 and added comments that implied
possible future quantitative easing. The remarks suggesting weaker than
expected U.S. economic growth and an additional large potential buyer in
the fixed income markets brought a rush of bids to U.S. Treasuries that
continued through week’s end. Investors demand was heaviest in the 5year bond sending the spread between the 5- and 10-year notes to its
widest in 3 months at 1.21%.
European fixed income markets continued to offer mixed news. A deal
between Greece and its creditors which appeared imminent last Friday
continued to remain unresolved through the week and heightened the
chances of disorderly Greek default. The difficulty in obtaining a Greek
debt resolution also prompted investors to sell Portuguese debt, which is
widely viewed as the second weakest EU member after Greece.
Investors were not completely risk averse, however, as Italian 10-year
debt traded below 6% for the first time in 6 weeks and Spain’s 10-year
paper dipped below 5%.
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The stock market received a boost on Wednesday as the Federal
Reserve announced their intent to keep rates low though 2014. The Fed
announcement along with positive corporate earnings brought stocks to
levels not seen since the financial collapse in 2008. Upon reaching new
highs, the equity market reversed course after fourth quarter GDP was
announced Friday before the open. The Dow Jones Industrial Average
closed at 12,660.46, down 60 points for the week, or down 0.47%. The
broader S&P 500 Index ended the week up 0.07% to close at 1,316.32,
while the NASDAQ Composite finished higher by 30 points, or down
1.07% to close the week out at 2,816.55.
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Caterpillar (CAT) announced earnings prior to the open on Thursday and
had the largest gains for the day in the DJIA, rising 4% at the open and
finishing the day up 2.09% to close at $111.31 per share. The company
came in with earnings of $2.32 per share, well above the $1.75 per share
that analysts had been forecasting. These positive earnings are partially
attributable to a dramatic increase in heavy machinery due to a strong
global demand for its earth moving equipment. More importantly, the
company had forecasted profit for 2012 of $9.25 per share with revenue
growth of 11% to 13%. For the week, CAT was up over 5% and finished
Friday at $111.40.
Apple (AAPL) was another large cap company that announced earnings
this week at the close on Tuesday. The company posted record quarterly
revenue of $46.33 billion and record quarterly net profit of $13.06 billion,
or $13.87 per share. International sales account for over 50% of the
quarter’s earnings. Apple sold 37.04 million iPhones and 15.43 million
iPads during the quarter, a growth rate of 128% and 111%, respectively,
from the fourth quarter of 2010. Sales of Mac computers were also up
over 26% from the prior quarter. Apple has surpassed Exxon Mobil as
the largest company in the S&P 500 and closed Friday at 447.45, an
increase of over 6% for the week.
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Crude oil ended the week at $99.61 a barrel, up 1.22%, thanks in large
part to Iran’s upcoming parliament vote Sunday on halting exports to the
European Union as early as next week in advance of the EU’s embargo
of Iranian oil set for July, keeping supply uncertainty in focus. Gold
settled at $1,740.80 an ounce, up 4.43%, after disappointing U.S.
economic growth primarily from the softer-than-expected GDP reading
boosted the precious metal’s safe-haven appeal.

Weekly Change
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Despite less than stellar economic growth, the commercial real estate
market continues its ongoing recovery. With interest rates remaining low
and real estate investment trusts (REITs) valuations unchanged from a
year ago, many believe REITs will continue to flourish under the current
market conditions. Coming off a strong 2011, the only notable difference
this year will be the resolution of the European debt crisis, which many
believe will take place without any systematic default. In a report from the
National Association of Real Estate Investment Trusts (NAREIT), absent
an external macro shock “ U.S. commercial real estate fundamentals are
expected to strengthen in 2012, which combined with stable
multiples/cap rate and an average 3.5% dividend yield for the group,
should drive an 8-12% total return for REIT shares.” For the week, the
FTSE/NAREIT All REIT index was up 3.27%, closing at 146.52.
Hedge funds that loaded up on Greek bonds in December, betting on
quick gains, are now frantically trying to sell these same holdings in fears
of European policy makers forcing them to take a deep haircut on the
debt. This will not be easy though, as hedge funds that had little-to-no
problems purchasing these bonds are faced with a limited number of
buyers. According to an article from the New York Times, under the
proposed debt restructuring plan, hedge funds and other private sector
creditors would have to incur losses of 50% or more, regardless of
whether the bondholders agree. Therefore, the potential for legal
challenges depends on whether the Greek government passes such
legislation introducing so-called “collective action clauses” into its debt,
where bond holders would be forced to accept restructurings by a
majority vote.
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The job market turned in its best performance since April, according to
the Labor Department. 243,000 U.S. workers were added to the payrolls
in January, following a 203,000 increase in December. The private sector
once again outstripped the total adding 257,000 jobs while government
continued to get leaner shedding 14,000 from its payrolls. The report also
included annual revisions that showed 180,000 more jobs than originally
thought were added in 2011, bringing the total for the calendar year up to
1.82 million. The household survey showed the unemployment rate
dropped for the fifth straight month falling to 8.3% from 8.5%, although
that cannot be taken at full face value as the improvement was in part due
to a revised population count. Overall the employment report was a huge
positive surprise and it would appear the jobs recovery is in full swing.
There was more good economic news as manufacturing expanded for the
30th consecutive month, according to the Institute for Supply
Management. The PMI registered 54.1 in January, up one point from
December's revised reading of 53.1. New orders accelerated further and
the order backlog also started to grow – both positive signs. Comments
from respondents to the survey were more upbeat and indicated a
positive outlook for 2012. The non-manufacturing sector also expanded
up a strong 3.6 points to 56.8. The employment index surged 8 points
mirroring the strength seen in the employment numbers. Both reports
indicate economic growth is accelerating in a more broad fashion than we
have seen in recent months.
Personal income grew at an accelerated pace in December but did not
translate into more spending, according to the Commerce Department.
Personal income jumped 0.5% following a 0.1% increase in November.
The key wages & salaries component also showed strength growing
0.4%. Despite having more income consumers did not loosen their purse
strings and spending came in flat for the month. The increase in income
should translate to gains in consumer spending in the coming months,
however.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
Continued delay in a Greek debt resolution and lackluster U.S. company
earnings reports had investors bidding up U.S. Treasuries during the
week before a strong U.S. jobs report for January sent investors rushing
into riskier assets on Friday. The 10-year U.S. Treasury yield had
steadily declined through the week to eventually drop 10 basis points
below the previous week’s close of 1.93% before the jobs report was
released Friday morning. With the strong growth in jobs supporting the
potency of the U.S. economic recovery, investors favored yield over
safety and sent the 10-year U.S. Treasuries back up to a yield of 1.93%
while high yield securities received strong bids.
International bond markets continued to send mixed messages to
investors. Dropping yields for European sovereign debt continued to give
hope that the worst of the European debt crisis is over, although some
question the longer-term sustainability of bids for periphery paper due to
the reliance on European banks’ carry trades using cheap ECB loan
money. Additionally, Asian debt markets have surged with new
investment grade issuance in 2012 as strong demand suggests investors
are increasingly more comfortable in accepting risk for higher yields;
however, the large issuance can be traced to a withdrawal of bank
lending in the region and heightens concerns of corporate funding if
investor demand were to weaken.
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Stocks continued their positive run in 2012 this week with most major
markets finishing higher for the five-day trading period, helped on Friday
by the positive jobs report. On Tuesday, both the Dow Jones Industrial
Average and the broader S&P 500 Index closed at levels that allowed the
indices to record their best percentage jump for the month of January
since 1997. The NASDAQ Composite Index logged its best January since
2001. For the week, the Dow increased 1.6% to 12862.23, a four-year
high. The S&P 500 Index closed at 1344.90, up 2.2% while the NASDAQ
rose 3.2% to 2905.66 to end the week at an 11-year high.
International markets were mostly higher this past week. The eurozone
Purchasing Managers Index increased to 48.8 in January, slightly above
consensus. The German PMI rose to 51.0 in January from 48.4 in
December, also beating consensus expectations. In the U.K., PMI rose
to an eight-month high of 52.1 in January. The FTSE 100 finished up
2.9% for the week while the CAC 40 Index increased 3.3% and the DAX
rose 3.9%. Chinese PMI increased to 50.5 in January, up from 50.3 in
December and beating expectations for a decline to 49.5. China’s
Shanghai composite increased 0.49%, while Japan’s Nikkei index was flat
for the week.
In corporate news, Facebook filed its long awaited initial public offering on
Wednesday that could value the company in the range of $75-$100
billion. As earnings season winds down, UPS, MasterCard and Exxon
Mobil all reported profits slightly ahead of expectations. Merck, Amazon
and Dow Chemical all missed analysts’ estimates. For the first time in
nine quarters it appears as though S&P earnings growth rate will not
reach double-digits. Automakers reported January sales data showing an
annual pace of 14.18 million, the highest rate since August 2008.
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In what started off as another fairly good week for gold, the metal was hit
hard on Friday, falling $19 an ounce, thanks to a better-than-expected
increase in the employment situation, dampening investor demand for the
precious metal. Analysts believe the lower the unemployment numbers,
which fell to 8.3% for January, the less likely the Federal Reserve is to
enact of any sort of quantitative easing or additional stimulus, hurting
gold’s appeal as a safe-haven investment. Despite this significant drop,
the metal only lost 0.74% for the week, settling at $1,727.90 an ounce,
but is up nearly 12% for the year.
Oil gained for the first time in six days on Friday, paring a weekly loss,
after the U.S. jobless rate fell to its lowest level in three years. With this
announcement from the Labor Department, analysts believe Americans
will be commuting more to work, thereby sparking the economy as well
as demand for energy, which is expected to rise. The positive U.S. jobs
data added to evidence that the world’s largest economy and the biggest
user of gasoline, is bouncing back. Oil prices dropped nearly 3% at the
beginning of the week, but thanks to trading on Friday, ended the week
down 1.88%, closing at $97.74 a barrel.
Real estate investment groups in the U.S. are set to raise more funds to
buy subprime and other private mortgage-backed securities, aided by
attractive returns and rising share prices. Real estate investment trusts
(REITs) have already been big buyers in the market for packages of
mortgages backed by Fannie Mae, Freddie Mac and other government
agencies, creating what some have termed a “shadow” financing system
for U.S. mortgages. According to a report from the Financial Times,
REITs are beginning to turn their attention to subprime and other riskier
‘non-agency’ mortgage securities, drawn by high yields relative to the low
cost of borrowing, which is a result of the Federal Reserve’s move to
keep rates at close to zero until 2014.” For the week, the FTSE/NAREIT
All REIT index was up 0.83%, closing at 147.74.
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Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
It has been a couple of happy months since we last mentioned Greece,
but all good things come to an end. Greece needs to implement further
austerity measures to receive another installment of their bailout funds
required to avoid defaulting on a €14.5 billion bond redemption next
month. "Despite the important progress achieved over recent days, we
did not yet have all necessary elements on the table to take decisions
today," said Eurogroup president Jean-Claude Juncker this week. The
nation’s government needs to agree on three issues before more
emergency loans can be paid. First, the parliament needs to approve the
most recent program – which predictably has already incited riots – when
they meet on Sunday. They also need to find an additional €325 million
in structural expenditure reductions to meet their fiscal targets. Finally,
they need to provide assurances the reforms will be implemented after
the elections are held later this year. Greece has struggled so far to
meet the conditions of last year’s bailout as the country falls deeper into
recession.
It was a light week for new economic data. The U.S. trade deficit
expanded for the second month in a row in December as imports grew
faster than exports, according to a report from the Commerce
Department. The trade gap widened $1.7 billion to $48.8 billion following
a revised $3.8 billion increase the previous month. Exports rebounded
0.7% after a 1.0% decline in November, but imports grew at a faster
1.3%. The worsening in the trade gap was led by a $2.4 billion increase
in the nonpetroleum goods deficit. The report was slightly below
consensus expectations.
Things continue to improve in the job market with the initial
unemployment claims figure slowing at an increasing rate, according to
the Labor Department. The number of American filing for first-time
unemployment benefits fell 15,000 in the week ended February 4 to
358,000. The four-week average fell a sizable 11,000 to 366,250. Both
figures are a positive sign for the labor market. We are not at levels that
can be considered average for a normal labor market, signaling we
should expect to see another good employment report for the month.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
Although the bond market rallied Friday, U.S. Treasuries finished the
week lower amid continued uncertainty surrounding a rescue package for
Greece, which also sparked the highest volatility levels seen in eight
months. Weaker than anticipated bidding at this week’s $72 billion in
government debt auctions also contributed to an anemic market. Looking
forward the outlook remains clouded as Bill Gross of PIMCO increased
his Treasury exposure from 30% to 38%, while Warren Buffet of Berkshire
Hathaway suggested bonds are “dangerous” at these levels.
Meanwhile, the Fed’s “Operation Twist”, an effort to stoke the economy in
which the central bank sells short-term maturities in order to purchase
longer-term securities, may be having an unintended consequence on the
markets, according to some market participants. One of the goals of the
program was to push investors out of Treasuries and into stocks.
However, this, along with the Fed’s pledge to keep short-term rates near
zero until late 2014, has encouraged some investors to focus on longerdated Treasuries in an effort to increase yield in their portfolios.
Strategists suggest this combination has caused 30-year bond yields to
fall below rational levels, distorting the ability of long-term bonds to act as
an important gauge of inflation expectations.
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The stock market took a breather on Friday and gave back most of the
gains earned throughout the week. The uncertainly over Greece’s ability
to secure a second bailout and avoid default sent global markets into
negative territory. The Dow Jones Industrial Average closed at
12,801.23, down 61 points for the week, or down 0.47%. The broader
S&P 500 Index ended the week down 0.17% to close at 1,342.64, while
the NASDAQ Composite finished lower by 1.78 points, or down 0.06% to
close the week out at 2,903.88.
Greece must approve an austerity plan that will include €325 million in
spending cuts before eurozone nations will back another full round of
financing. Greek officials agreed on Thursday to cut Greek debt to 120%
of gross domestic product, which includes a 22% cut in private sector
minimum wage. Upon this announcement, Greece’s major unions called
for a 48 hour nationwide strike. This news sent shares around the globe
lower with Asian markets closing down over 1%, the Europe 600 Index fell
0.60%, and the local exchange in Athens fell by 3%. It would appear that
Greece has continued the trend of taking two steps forward then two
steps back.
The social media stocks were the talk of the week as Groupon (GRPN)
posted their first ever quarterly earnings. The company posted a loss of
$0.02/share versus the analyst estimate of a $0.03/share gain. The loss
was attributed to an unexpected tax hit and various one-time charges.
The news sent shares down over 15% erasing $2.5 billion in market cap
for a $42 million dollar miss. Investors always look closely to the first
earnings announcement of a new publicly traded stock, and missing the
estimate has been a sign that management does not have good control
over the company and its finances. Prior to earnings Groupon was up
20% in February and finished the week down 13%.
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Gold closed down for the week as uncertainty over the future of Greece
saw investors run to cash, getting away from the alleged “safe-haven”.
The precious metal settled at $1,722.70 an ounce, down 0.3% for the
week, or $5.20, as European leaders withheld approval for a second
bailout on Friday, demanding proof of Greece’s commitment to austerity.
The metal was set back even further by a stronger dollar, as investors
flocked to the perceived safety of dollar-denominated cash. Gold is
priced in dollars, so when the greenback rallies, it appears more
expensive to investors who use other currencies, decreasing their
interest in the metal. Though the Greece crisis and strengthening of the
dollar are the primary factors in the decline of gold, Warren Buffett did not
help the metal when he dismissed it this week as a “valueless asset that
has no inherent value.” He went on to claim that investors of the metal
have been “pinning their hopes on future demand, failing to grasp the
realization that it was in fact a self-inflating bubble, created by those
desperate for a viable alternative to property and shares - bubbles blown
large enough inevitably pop.”
The latest hitch in the negotiations surrounding the Greek bailout also hit
oil on Friday, but not hard enough to bring it into the red for the week.
Crude oil settled at $99.04 a barrel, up $1.30 or 1.33%, its third straight
weekly rise. On top of the ongoing crisis in Greece, the International
Energy Agency (IEA) announced a decrease in the oil demand growth
forecast, the sixth consecutive monthly report with diminished
expectations. The IEA has cut half a million barrels a day from its 2012
oil demand growth forecast since the start of this year, a change that the
IEA says leaves the oil market with enough flexibility to “adjust to any
loss of Iranian crude exports because of sanctions that will take effect in
July.” The IEA continued in its report with the expectation that oil demand
will increase 800,000 barrels a day, to 89.9 million barrels, in 2012, even
though this figure is 300,000 barrels a day lower than its January
forecast.
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Economic Update
The likelihood of the eurozone economy falling into a recession increased
as the 17 nation economy shrank for the first time since the second
quarter of 2009. GDP for the eurozone contracted 0.3% for the fourth
quarter after anemic growth of 0.1% the previous quarter, according to
Eurostat. The Italian and Dutch economies both fell into recession after
shrinking 0.7%. Portugal contracted another 1.3% and GDP in Greece
fell a staggering 7.0%. The overall number was supported by better than
expected numbers out of France and Germany. High unemployment and
austere fiscal policies will continue to weigh on the eurozone economy in
the near-term.
Things on this side of the pond look much better. The Conference
Board’s Leading Economic Index showed a 0.4% increase in January
following an upwardly revised 0.5% gain the previous month. The fourth
consecutive gain in the index reflected broad based strength among its
components and point to a stronger U.S. economy in the coming months.
Retail sales grew in January, but at a rate less than markets were
expecting. Retail sales were up 0.4% after being flat the previous month,
according to the Commerce Department. There was surprising weakness
in the auto component which fell 1.1% in conflict with a motor vehicle
sales report released earlier in the month that showed unit sales jumped
to a 14.2 million annual rate in January. Excluding this oddity, the
numbers looked healthy across most other components.
After three months without rising prices, inflation started to pick up again
at the consumer level. A report from the Labor Department showed
headline inflation was up 0.2% in January. Year-over-year CPI inflation
decelerated, though, to 2.9% from 3.0% in December. Inflation at the
producer level rebounded 0.1% during January after slipping 0.1% the
previous month. The increase was all at the core level as both the energy
and food components declined. Overall the numbers look to be within a
margin of safety between fears of deflation and worries of excessive
inflation.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
For the third straight week, U.S. Treasuries finished lower amid
speculation European leaders will soon reach an agreement to provide an
additional rescue package for Greece, reducing demand for safe-haven
securities. The bond market also faces $99 billion in new government
debt sales next week, mostly focused on the intermediate-term portion of
the yield curve. All else equal, market makers tend to push down prices
before an auction as a way to underwrite bonds at more attractive levels.
Meanwhile, analysts at Goldman Sachs, long known as bond market
bears, acknowledged that yields have remained lower than they
anticipated due to the combined effect of continued uncertainty in the
eurozone area and the Federal Reserve’s easy monetary policy of
keeping short-term interest rates near zero. Although they expect bond
yields to tick higher in coming months, they feel “some of the euro-area
risk needs to be removed before we can recommend taking short
positions” on Treasuries.
Separately, yields on investment-grade and high yield corporate debt
have fallen considerably and spreads have tightened since the beginning
of the year, according to Barclays, as investors react to solid corporate
earnings, drifting away from the flight-to-safety trade. Reflecting this
change in demand, mutual funds and ETFs focused on this sector of the
bond market have experienced robust inflows over the past several
months.
Issue

2.10.12

2.17.12

Change

3 month T-Bill

0.09%

0.09%

0.00%

2-Year Treasury

0.27%

0.29%

0.02%

5-Year Treasury

0.81%

0.88%

0.07%

10-Year Treasury

1.96%

2.01%

0.05%

30-Year Treasury

3.11%

3.16%

0.05%

Yield Curves
4.0%

3.0%

2.0%

1.0%

0.0%
2 yr

3 yr

5 yr

U.S. Treasury

10 yr

Muni (Tax Equiv.)*

Source: U.S. Department of Treasury, Standard & Poor's, FTN Financial
*Taxable Equivalent rate is calculated by using a 35% tax margin

Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.

4.0%

50

3.0%

Source: Merrill Lynch

Source: Merrill Lynch

12/27/2011

150

8/25/2011

5.0%

4/28/2011

250

12/27/2010

6.0%

12/29/2009

350

12/27/2011

7.0%

8/25/2011

450

4/28/2011

8.0%

12/27/2010

550

8/27/2010

9.0%

4/29/2010

650

12/29/2009

10.0%

8/27/2010

U.S. Investment Grade Corporate Bond Yields (BBB-A)

750

4/29/2010

U.S. Investment Grade Corporate Bond Spreads (BBB-A), in bps

February 17, 2012
[page 3]

MainStreet Advisors
Financial Market Update
Stock Market Update

Stocks continued their positive run in 2012 this week with most major
markets finishing higher for the five-day trading period. Domestic markets
were especially strong Thursday on positive economic data, before
settling back on Friday in anticipation of a key vote on a second Greek
bailout over the weekend. Of note, the Dow Jones Industrial Average has
not had a triple digit decline in the last 35 trading days, the longest streak
in over a year. For the week, the Dow increased 1.0% to 12924.87, its
highest level since May 19, 2008. The S&P 500 Index closed at 1361.23,
up 1.4%, while the NASDAQ rose 1.6% to 2951.78.
International markets were mostly higher this past week. The Japanese
stock market hit its highest level since August of 2011, up 4.9% for the
week as the yen reached a four month low. The bank of Japan
announced an expansion in its asset purchase program by increasing
purchase of Japanese government bonds. The BoJ also announced firm
inflation targets. People’s Bank of China Governor Zhou Xiaochuan
announced plans to expand the country’s investment in Europe, saying
“we have always been confident in the euro and its future.” In Europe,
data released on Wednesday showed the eurozone economy contracted
slightly less than expected in the fourth quarter of 2011. GDP growth was
actually positive in France (+0.2%). The FTSE 100 Index finished up
0.9% for the week while the CAC 40 Index increased 2.0%.
In corporate news, Apple closed over $500 for the first time. Apple stock
now represents 17% of the NASDAQ-100 Index. General Motors reported
a record profit for 2011. While earnings in the fourth quarter were slightly
below expectations, the stock rose 9% on the news. Applied Materials
reported strong profits and raised guidance for this fiscal quarter as sales
of chip making equipment increased 26%. Kellogg Company agreed to
buy Procter & Gamble’s Pringles unit.
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Due to fears of supply disruptions in Iran and rising confidence that
Greece will finally secure a debt bailout deal by Monday, crude oil ended
the week up 4.57%, settling at $103.57 a barrel, its second consecutive
weekly gain. Iran's top oil customers in Europe have already been
making substantial cuts in their imports ahead of the European Union
sanctions, which take effect in July, reducing flows to the continent in
March by more than a third. In contrast, gold closed lower Friday as the
precious metal lost some of its allure amid the speculation that European
leaders would agree to oil sanctions. Gold ended the week pretty much
flat, settling at $1,723.80 an ounce, up 0.06%. Despite a less than stellar
week for the metal, data from the World Gold Council revealed record
investment demand lifted global gold demand to an all-time high last
year, with China and India generating nearly 49% of demand. Those two
countries also accounted for 55% of global jewelry demand for gold last
year. Many analysts predict that China will emerge as the largest gold
market in the world for the first time this year.
Unable to keep up with markets shaken by the eurozone debt crisis, a
series of bad bets by hedge funds pushed the industry as a whole down
5.2% last year. According to Hedge Fund Research, 2011 marked the
second year of losses in four for an industry that is used to chasing rapid
gains from takeovers, and restructurings looked especially bad as the
S&P 500 finished flat. Many experts attribute this to funds being too
focused on the “medium term and not enough on price action.” For
example, some commodity funds that did not perform well last year were
focused on the fundamentals, even when the short-term macro
environment was not especially positive. Among those that fared the
worst were long-short equity funds, which buy shares they expect to rise
and sell short those expected to do worse, losing 8.3% last year. Hedge
funds kicked off 2012 on the right foot, posting gains of 1.78% in January,
but still significantly trailed the S&P 500, which was up 4.36% last month.
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Economic Update
European finance ministers backed a second bailout package for Greece
on Tuesday valued at €130 billion that will allow the country to make good
on a €14.5 billion bond payment next month. For its part the Greek
government agreed to more oversight by the EU, IMF and ECB and was
required to pass an enormously unpopular package of austerity reforms.
Greece was also required to amend its constitution to give priority to debt
service payments over other obligations, a move viewed by some as
compromising national sovereignty. The program still requires the
approval of private sector investors who are being asked to take 75%
losses on their Greek debt holdings. The goal is to get Greece’s debt-toGDP down to 120%, but that may be difficult to sustain as the focus on
austerity creates further downward pressure on an economy already in its
fifth year of recession.

Economic Indicators, Quarterly Change
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Record low mortgage rates and sharp price declines spurred sales
activity of existing homes in January. The median existing home price fell
4.6% and sales were up 4.3% during the month, according to the National
Association of Realtors (NAR). The increased sales activity reduced
supply to an economic recovery low of 6.1 months. In addition to low
prices and mortgage rates NAR chief economist Lawrence Yun identified
pent-up household formation and rising rents as contributors to the
uptrend. Meanwhile new home sales failed to muster much strength in
January, according to a report from the Commerce Department. Sales of
new homes came in at a 321,000 annual rate, down 0.9% from the
upwardly revised December number.
Initial jobless claims continue to point to sustained improvement in the
labor market. The number of Americans filing for first-time unemployment
benefits held steady at 351,000 for the week ended February 18,
according to the Labor Department. The four-week average, a better
indicator of trend, improved for the eleventh time in 12 weeks, falling
7,000 to 359,000. This is almost 20,000 below the month-ago reading
and continues to reinforce the notion that the jobs recovery has legs.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
U.S. Treasury yields rose to their highest levels in February on Tuesday
after European finance ministers agreed to a second bail-out package for
Greece. The 10-year U.S. Treasury jumped to a 2.05% yield before
drifting lower through the week as concerns over the details of the bail-out
grew. Increased scrutiny centered on the numerous pre-conditions
Greece must meet that are embedded in the agreement and are feared to
be detrimental to future Greek economic growth rates. Failure of Greece
to meet their growth targets would make this latest bail-out merely a
prelude to a default. The continued uncertainty of the situation prompted
investors to continue to seek the relative safety of the U.S. bond market
with Treasuries, investment grade corporate and high yield paper all
gaining.
While U.S. investors remained concerned over Greece, international bond
investors celebrated the avoidance of a disorderly default. Bids on high
yielding sovereign debt were strong as Italian, Irish and Spanish debt all
rose. The gains added to a remarkable run for European sovereign debt
this year. Irish bonds have returned 10%, while Italian debt has gained
9% and posted gains for seven consecutive weeks. The surging demand
for European debt allowed the ECB to refrain from making sovereign debt
purchases last week and marked the first time since August that the ECB
was able to avoid debt market intervention.
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Stocks finished higher again this week, if only slightly, despite rising oil
prices, on continued positive economic data. The Dow Jones Industrial
Average broke the 13000 level mid-day on Tuesday for the first time since
the financial crisis began, but failed to cross that mark again as the week
progressed. The Dow increased 0.3% for the week to close at 12982.95.
The S&P 500 Index finished at 1365.74, up 0.3%, while the NASDAQ
rose 0.4% to 2963.75. Year-to-date, the Dow (+6.74%), NASDAQ
(+13.51%) and S&P 500 (+8.76%) continue to defy expectations.
International markets were also higher this past week with Asian markets
outperforming their major European counterparts. The Japanese stock
market increased 2.7%. The yen continued to sink further due to recent
monetary easing by the Bank of Japan, the country's shrinking current
account surplus, and rising crude oil prices. The Shanghai composite
closed the week up 3.5%. In Europe, while German business sentiment
rose for a fourth straight month, the European commission also published
its Interim Forecast which predicts stagnation in the European economy
and a mild recession in the eurozone. The FTSE 100 Index closed up
0.5% for the week while the CAC 40 Index increased 0.8%, and the DAX
Index in Germany rose 0.2%.
In corporate news, WalMart reported fourth quarter and full-year earnings
this week. Sales increased 5.8%, 1.9% on a comparable store basis, but
profits declined as the company was forced to lower prices to compete
during the holiday season. The stock closed down 6% for the week. Dell
and Hewlett Packard’s earnings reports were also disappointing. Dell
lowered first quarter revenue and earnings guidance reported weak
revenue and earnings. Management commented that strength in
corporate business was offset by weakness in the government sector.
Hewlett Packard’s gross margins fell 220 basis points in the fourth
quarter. Both companies blamed weakness partially on the flooding in
Thailand which led to a hard drive shortage.
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Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch.
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Oil prices are beginning to approach last year’s high as tension continues
to increase over Iran’s potential nuclear program. Crude oil gained 5.96%
this week, or $6.17, to settle at $109.74 a barrel. Many are becoming
fearful of Iran building a nuclear weapon after the United Nations stated
this week that the nation is speeding up production of higher-grade
enriched uranium, feeding concerns that it is in fact developing a bomb.
As the standoff continues, investors are snapping up oil contracts in case
fighting breaks out in the heart of one of the world’s biggest oil-producing
regions. The price of gasoline, which is made from crude, has soared
with oil, as the national average jumped by nearly $0.12 per gallon in a
week, with no signs of coming down anytime soon. Analysts predict
pump prices will add at least another $0.10 to $0.15 cents per gallon in
the coming days to reflect the recent jump in the wholesale markets.
Increased bets by hedge funds that equities would gain early on in 2012
were not enough to keep their short sales from limited returns of half the
S&P 500 performance so far this year. According to a report from
Bloomberg, the average equity hedge fund has returned 3% through the
second week of February, compared with 7% for the S&P 500 during the
same period. In the report, a Goldman Sachs index of the 50 mostcommon stock investments at hedge funds gained 10%. These funds
lagged even after boosting their net long exposure, a measure of how
much they are investing in bets that stocks will rise, to 46% in Q4 from
36% at the end of Q3. The outperformance of the Goldman Sachs Hedge
Fund VIP Basket suggests “that hedges and modest net exposure have
created a drag on performance rather than poor stock selection. Despite
finding success with their top picks, lack of net exposure to the cyclical
rally has caused hedge funds to lag both the S&P 500 and the average
large-cap core mutual fund so far in 2012.” The VIP basket, which
includes names such as Apple (AAPL) and Bank of America (BAC),
declined 3.1% in 2011, while the S&P 500 was unchanged.
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Economic Update
U.S. economic growth in the last quarter was stronger than originally
thought. The Commerce Department revised fourth quarter GDP growth
up to 3.0% from the initial 2.8% estimate released in January. The
improvement was largely attributed to an upward revision in
nonresidential fixed investment, a downward revision to imports, and an
upward revision to personal consumption expenditures.

Economic Indicators, Quarterly Change
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10.0%
8.0%

The momentum we have seen recently in manufacturing hit a slight speed
bump in January. Durable goods orders slipped 4.0% during the month
following a revised 3.2% jump in December, according to data from the
Commerce Department. Weakness was led by the volatile aircraft
subcomponents, but most other components were down as well. A
separate report from the Institute for Supply Management (ISM) showed
manufacturing in the U.S. expanded at a decelerated rate. The PMI
registered 52.4 in February, down 1.7 from January’s reading of 54.1.
New orders, backlogs, production and employment components all
slowed but are still growing at a respectable pace. One surprising
positive in the report, given the economic contraction in Europe, was a
jump in new export orders from 55.0 to 59.5. Despite the reports the
overall picture for manufacturing still looks strong and comments from
respondents to the ISM survey indicated a pick-up in demand.
Meanwhile, manufacturing in China showed a small sign of improvement
as the government’s purchasing manager’s index rose by a half point to
51 and a separate report from bank company HSBC showed modest
contraction but at a slower rate.
The weakness in existing home prices reported earlier this month by the
National Association of Realtors (NAR) was confirmed this week by S&P
Case Shiller data that showed the 20-city index fell a steep 0.5% in
December. This closed out the 2011 year with a 4.0% annual drop in
prices, the worst reading since the infancy of the housing crisis in mid2006. The low prices have been spurring activity, though, as contract
signings for existing home purchases rose 2.0% in January according to
the NAR.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
After four straight losing sessions, Treasuries recovered Friday to end the
week mostly unchanged. With few U.S. economic reports to guide
traders, many market participants used the lull in headlines as an
opportunity to reverse short positions before the weekend. Earlier in the
week, reduced expectations for more monetary stimulus from the Federal
Reserve drove Treasuries lower amid an unmistakable lack of mention of
the possibility of another round of quantitative easing by Chairman
Bernanke in his testimony before Congress. Without the impetus of QE3,
worried investors sold government debt concerned prices could fall
without the Fed as a major buyer. However, many strategists continue to
anticipate the Fed will adopt additional easing measures later this year if
economic growth disappoints, as Bernanke characterized the recovery as
“uneven and modest.” Bernanke repeated his broadly dovish assessment
of the economy citing the soft backdrop of “restrained growth, persistent
downside risks and moderating inflation. “ Finally, some market
participants earlier had interpreted post-FOMC comments about the
distribution of the first rate hikes in 2014 as implying “exceptionally low”
meant anything below 1%. Barring unforeseen developments, the Fed
Chairman clarified that forward guidance refers to the commitment to the
0% to 0.25% range on the federal funds rate.
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The stock market remained volatile this week and struggled to finish three
weeks in a row in positive territory. The Dow Jones had its three week
run snapped while the S&P 500 Index and the NASDAQ Composite were
both higher for the fourth week in a row. The Dow Jones Industrial
Average closed at 12,977.57, down 5 points for the week, or down 0.04%.
The broader S&P 500 Index ended the week down 0.28% to close at
1,369.63, while the NASDAQ Composite finished higher by 12 points, or
up 0.42% to close the week out at 2,976.19.
News out of Europe has been a principal cause for the volatility in the
markets over the past six months. Recently, the news has been positive
as Greece appears to have secured a second bailout and the European
Central Bank has completed a second round of loans to European banks
worth 529.5 billion euros. Also this week, leaders of the European Union
met in Brussels for a two day meeting to discuss a fiscal pact by all the
members designed to prevent a future crisis by strengthening the budget
discipline. Concerns do remain about Europe’s capacity to support larger
economies than Greece, mainly Spain and Italy.
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The technology sector got a boost on Friday from the newest company
within the social media space to go public. Yelp (YELP) debuted on
Friday with an initial public offering of $15 a share. The stock surged over
60% at the open to garner a market cap of $1.6 billion. Similar to other
social media companies that have gone public over the past year, Yelp
has yet to turn in a profitable quarter. Next up in the social media space
will be the IPO of Facebook later this year, but for now it will be another
pleasant valley Sunday this weekend for all the shares holders of Yelp
who reside in the Silicon Valley.
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After several weeks of consecutive gains, gold fell this week as a
strengthening dollar left investors less interested in the precious metal as
an alternative asset. Gold ended the week down 3.44%, or $61.10,
settling at $1,713.20 an ounce, its largest weekly drop this year. The
dollar surged on Friday after Federal chairman Ben Bernanke offered no
clues earlier in the week regarding another monetary stimulus. This
sparked a selloff in gold as investors saw less need for the metal as a
currency hedge, representing the biggest one-day drop in more than
three years for the metal. Going forward, analysts will closely watch the
readings on physical demand for precious metals. Demand for gold
bullion, especially from China and India, the world's top two gold
consumers, has helped cushion price declines after similar drops in
prices last year. According to the Wall Street Journal, some analysts say
gold may recover and head toward record highs, as investors may buy
the metal in order to shield their wealth from easy-money policies being
deployed by central banks in Europe and the U.S. However, there are
still those experts that believe the metal may drop to $1,600 an ounce in
the near-term thanks to the dollar continuing to show strength.
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Oil also dropped this week on reports of an oil pipeline explosion in Saudi
Arabia, although the country continues to deny such claims. Oil
experienced a 4.8% price swing on Thursday because of the alleged
burst in Saudi Arabia, the world’s biggest crude exporter, showing the
market’s vulnerability to supply disruptions as sanctions continue to
hamper sales from Iran. Crude prices have risen 16% this year as the EU
imposes an oil embargo on Iran, which the International Energy Agency
(IEA) said may affect daily supply of 600,000 to 1 million barrels. The
Organization of the Petroleum Exporting Countries (OPEC) has an
“effective” spare oil production capacity of 2.82 million barrels a day, of
which 72% is in Saudi Arabia, reports the IEA. For the week, crude
dropped 2.89%, closing at $106.57 a barrel.
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Economic Update
In a speech Monday, Chinese Premier Wen Jiabao set a lower target for
China's economic growth. The government is now targeting economic
growth of 7.5% in 2012, compared to the 8.0% goal for 2011. Growth in
China often exceeds the official objective, however, which was the case
last year when the economy expanded 9.2%. Wen said "There is
downward pressure on economic growth. Prices remain high." He also
mentioned other challenges the country is facing in real estate,
agriculture, land rights and food and drug safety.

Economic Indicators, Quarterly Change
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Higher oil prices led to a widening of the U.S. trade gap in January. The
trade deficit expanded by $2.2 billion to $52.6 billion during the month,
according to the Commerce Department. A 1.4% increase in exports was
not enough to offset the 2.1 % jump in imports driven by the petroleum
goods deficit. Unfortunately oil prices continued to rise in February which
will likely put more pressure on the trade gap, but the good news from this
report is that non-petroleum exports look healthy which is a good sign for
manufacturing.
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Employment gains maintained a healthy pace in February as 227,000
jobs were added in the U.S., according to the Labor Department. The
report also showed sizeable upward revisions to the past two months of
data, with 284,000 now being the number in January (originally 243,000)
and 223,000 in December (originally 204,000). The private sector once
again outstripped the total with 233,000 jobs added during the month with
significant gains seen again in the manufacturing space, while 6,000 jobs
were shed from the government payrolls. The household survey showed
gains in both employment and the labor force, keeping the unemployment
rate at 8.3% as expected. Initial jobless claims rose a moderate 8,000 to
362,000 for the week ended March 3. The increase caused the four-week
average to edge up slightly to 355,000 snapping a seven week streak of
improvements. Overall the data still indicates improvement in the labor
market, but perhaps at a slightly slower pace than we’ve seen in recent
months.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continuing the recent downtrend, U.S. Treasuries finished the week lower
as demand waned amid a better than expected jobs report and a large
Greek government debt restructuring deal. Recently, improving
economic data has weakened the allure of Treasuries as a safe harbor.
Stuck in a range, the 10-year yield has traded between 1.79% and 2.17%
since the start of November, even as most non-Treasury bond markets
have rallied. The Federal Reserve’s Operation Twist program, which
began in October and has focused on purchasing longer-dated
government bonds, has also been a key factor holding yields near historic
lows. However, signs of continued economic improvement, albeit at a
moderate pace, suggest the central bank may not need to continue this
program for much longer or embark on a third round of quantitative
easing. The bond market also faces $66 billion in new government debt
sales next week, mostly focused on the intermediate-term portion of the
yield curve. All else equal, market makers tend to push down prices
before an auction as a way to underwrite bonds at more attractive levels.
Finally, Greece managed to convince almost 96% of private-sector
investors to take steep losses in a bond-exchange program, allowing the
country to, in essence, receive a fresh external bailout to avoid a
disorderly default.
Issue

3.2.12

3.9.12

Change

3 month T-Bill

0.07%

0.09%

0.02%

2-Year Treasury

0.28%

0.33%

0.05%

5-Year Treasury

0.84%

0.90%

0.06%

10-Year Treasury

1.99%

2.04%

0.05%

30-Year Treasury

3.11%

3.19%

0.08%

Yield Curves
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Source: U.S. Department of Treasury, Standard & Poor's, FTN Financial
*Taxable Equivalent rate is calculated by using a 35% tax margin

Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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Stocks were volatile this week worldwide with most markets able to
recover from Tuesday’s huge sell-off on Greek debt crisis fears. On
Tuesday, the Dow declined 204 points for its worst percentage drop
(1.6%) since December, and the first time it lost more than 200 points
since November. Concerns not enough private bondholders will
participate in Greece’s debt swap deal and the news that China’s
government lowered its economic-growth target to 7.5% from last year’s
8% sent stocks sharply lower. Markets recovered later in the week on
positive economic data and news that 80% of Greek creditors had agreed
to the bond swap offer. For the week the Dow was flat to close at
12922.02. The S&P 500 Index finished at 1370.87, up 0.09%, while the
NASDAQ rose 0.41% to 2988.34.
The Japanese stock market closed the week at a seven-month high. Year
to date, the Nikkei Index is up 17.4%, leading all developed market stock
indices. Japan’s Cabinet Office released its Economy Watchers' Survey
index which showed the forward-looking index hit a near five-year high on
eased fears about the yen's rise. Stocks of cement engineering, clothing
and tobacco companies have been particularly strong. The Shanghai
composite was basically flat for the week, as were most European stock
markets. In addition to lowering its growth target, China officials also said
they would focus on targeting inflation at 4%, similar to last year.
In another sign that recent internet IPOs may struggle as publicly held
companies, Pandora Media’s stock dropped 24% on Wednesday when
reported fourth quarter revenue and earnings fell short of expectations.
Increased costs for content acquisition, advertising and marketing offset
the 99% increase in listener hours and 62% in active users. The company
also lowered its forecast for first quarter and full year results.

Weekly Change
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Issue

3.2.12

3.9.12

Change

12,977.57

12,922.02

-0.43%

S&P 500

1,369.63

1,370.87

0.09%

NASDAQ

2,976.19

2,988.34

0.41%

645.27

645.67

0.06%

S&P MidCap 400

977.05

984.81

0.79%

Russell 2000

802.42
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1.82%

MSCI EAFE

1,561.54

1,544.13

-1.11%

MSCI Small Cap

1,076.42

1,052.69

-1.01%

Dow Jones

Russell 1000 Growth

Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch.
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Crude oil rose 0.81% this week, settling at $107.43 a barrel, after the
Labor Department boosted payrolls higher than originally forecasted.
With payrolls increasing by 227,000 last month, optimism was bolstered
that the world’s largest economy and fuel consumer would grow. With oil
hovering around $110 a barrel, analysts are increasingly concerned that
GDP will be trimmed, however a report in Bloomberg Businessweek
states the cost of a barrel of crude in the U.S., adjusted for total
disposable income, was $107.92 in January of this year, compared with a
peak of $213.44 in the same month in 1981. Oil consumption was 4.8%
of income in 2010, compared with 9.7% in 1981. For all the concern over
the fallout from sanctions against Iran and the prospect of gasoline
topping $5 a gallon in a U.S. election year, the distress caused by rising
oil prices is being “mitigated by improved household purchasing power, a
strengthening economy and America’s growing energy independence.”

Weekly Change
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With a declining demand and rising production continuing to fuel an
oversupply, natural gas future prices hit a 10-year low this week. On
Thursday, natural gas futures hit $2.27 per million British thermal units,
the lowest price since early 2002. According to a report from CNNMoney,
about half the homes in the U.S. use natural gas as a heating fuel. Thus,
unusually warm winters, like the previous one, can be attributed as the
main reason behind the slowdown in demand. However, the Energy
Information Administration (EIA) noted that the average consumer who
heats with natural gas would only save about $50 this year. The EIA
states that natural gas is mostly used for industrial purposes. It is used by
industries like paper and steel, as an “energy source or as an outright
feedstock in products like chemicals and fertilizers.” As these industries
have shifted production abroad over the last decades, industrial demand
for natural gas declined. The recent recession and still-sluggish economy
have also more recently acted to weaken demand, although there are
signs the low prices are encouraging natural gas producers to relocate
plants back to the U.S.
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Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research
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Gold

Previous Week

Current1

Change

1,713.20

1,713.50

0.02%

Crude Oil Futures

106.57

107.43

0.81%

Copper

390.85

385.00

-1.50%

Sugar

24.96

23.66

-5.21%

HFRX Equal Wtd. Strat. Index

1,129.93

1,126.70

-0.29%

HFRX Equity Hedge Index

1,035.68

1,030.14

-0.53%

HFRX Equity Market Neutral

977.24

974.88

-0.24%

HFRX Event Driven

1,375.48

1,369.39

-0.44%

HFRX Merger Arbitrage

1,515.92

1,508.97

-0.46%

Dow Jones UBS Commodity Index

147.69

145.40

-1.55%

FTSE/NAREIT All REIT

145.72

144.90

-0.56%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The FOMC left rates unchanged when they met this week but they did
give the economy an upgrade over recent statements. The statement
noted "Labor market conditions have improved further; the unemployment
rate has declined notably in recent months but remains elevated.” The
committee expects moderate economic growth and a gradual
improvement in the unemployment rate, and also believes inflation will
remain at levels consistent with its dual mandate.
Inflation accelerated at the consumer level in February on higher energy
costs. A report from the Labor Department showed the consumer price
index was up 0.4% in January, following a 0.2% rise the previous month.
Gasoline prices surged 6.0% but the Fed’s statement this week indicated
they believe energy’s recent upward pressure on overall prices is
temporary. Year-over-year CPI inflation held steady at 2.9%. Inflation at
the producer level was also up 0.4% during the month after rebounding
0.1% in January. With inflation picking up again and the more upbeat
outlook from the Fed, additional monetary easing seems unlikely at this
point.
The consumer spent more money than analysts had been anticipating as
retail sales posted a healthy gain in February. The data from the Census
Bureau showed that retail sales were up a strong 1.1% during the month,
following an upwardly revised 0.6% rise in January. Strength was seen in
the automobile and gasoline components which explained nearly half of
the rise, but robust sales were also seen in many other components. So
while higher gasoline prices are costing consumers it has not curtailed
their willingness to spend more in other areas.
China’s General Administration of Customs reported a trade deficit – yes,
deficit – for February that was the largest in 22 years. The world’s
second largest economy imported $31.5 billion more in goods than it
exported. The consumer slowdown in Europe, China’s largest trading
partner, resulted in a $9 billion drop in exports to the region. The data is
heavily clouded by the 15-day Chinese New year holiday which dampens
production, so it is difficult to determine if this should be taken as a
worrisome sign.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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After trading in a tight range for the first 10 weeks of 2012, U.S.
Treasuries finally succumbed to consistently improving economic data out
of the U.S. and easing tensions in Europe and sold off in dramatic fashion
this week. The 10-year yield rose from last Friday’s close of 2.04% to as
high as 2.31% this week and the 30-year Treasury rose 24 basis points to
3.42% on rising inflation expectations due to a strengthening U.S.
economy. Positive results from U.S. financial sector stress tests
contributed to the investor exodus from Treasuries, but reduced demand
for Treasuries as a safe haven asset due to continued positive indicators
out of Europe was likely a larger influence. Not all investors left the fixed
income markets as high-yield debt continued to receive strong bids as
they have throughout 2012. High-yield spreads have now tightened to
below 600 basis points after trading at 900 basis points as recently as last
October. International fixed income investors followed investment trends
of the U.S. Safe haven German Bunds were sold off while riskier
peripheral debt maintained recent low yields. Unlike the U.S., which
continues to post improving economic data, the move into riskier assets
by European investors comes while economic conditions in both Spain
and Italy continue to deteriorate. The divergence between U.S. and
European economic trajectories has caused speculation that the
European bond action this week is transitory.
Issue

3.9.12

3.16.12

Change

3 month T-Bill

0.09%

0.08%

-0.01%
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0.33%

0.37%

0.04%
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0.90%

1.11%

0.21%

10-Year Treasury

2.04%

2.29%

0.25%

30-Year Treasury

3.19%

3.41%

0.22%
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Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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Major stock markets were mostly positive again this week as continued
strong economic data fueled investors’ interest in equities. The Dow
Jones Industrial Average crossed the 13,000 mark and remained there
the rest of the week to close at 13232.62, up 2.4% for the five-day trading
period. The S&P 500 Index surpassed the 1400 level for the first time in
nearly four years, finishing the week at 1404.17, up 2.4%. The NASDAQ
Composite Index broke 3000 for the first time since 2000, closing the
week out at 3055.26, up 2.3%.
International markets were mixed this week with increases in Europe and
Japan but a slight decline in China. The Shanghai composite index fell
2.6% on Wednesday after comments from Premier Wen Jiabao about the
housing market in China spooked investors. Jiabao implied that the
government will not relax its regulation of the Chinese property market
which some fear will continue to impede economic growth. The Japanese
stock market recorded its sixth straight week of gains, up 2% for the
week. Germany’s DAX Index finished the week 4% higher, helped by a
surge in a key investor sentiment reading to 22.3 from 5.4 last month,
exceeding analyst expectations of 10.0.
Several large cap banks announced dividend increases after they passed
a key stress test by the Fed known as the Comprehensive Capital
Analysis and Review (CCAR). JP Morgan raised its dividend by 20%
while BB&T hiked its quarterly payout by 25%. Cisco Systems announced
its intent to acquire video software maker NDS Group Ltd. for $5 billion.
NDS also provides content security solutions that enable service
providers and media companies to securely deliver and monetize new
video entertainment experiences. In a press release, CEO John
Chambers said "Our acquisition of NDS fits squarely into this strategy;
enabling content and service providers to deliver new video solutions that
leverage the cloud and drive new monetization opportunities and service
differentiation."
Issue

3.9.12

3.16.12

Change

12,922.02

13,232.62

2.40%

S&P 500

1,370.87

1,404.17

2.43%

NASDAQ

2,988.34

3,055.26

2.24%

Russell 1000 Growth

645.67

659.86

2.20%

S&P MidCap 400

984.81

1000.73

1.62%

817

830.17

1.61%

MSCI EAFE

1,544.13

1,581.00

2.39%

MSCI Small Cap

1,052.69

1,065.45

1.65%

Dow Jones

Russell 2000

Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch.
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Crude oil ended flat after it pared its losses from earlier in the week with
the ongoing tension over Iran’s disputed nuclear program and the
potential for supply disruptions in the region. This activity, on top of the
dollar weakening, saw crude close the week around $107 a barrel. Oil
slipped on Thursday over news that the U.S. and Britain were preparing a
release of their oil reserves later this year. In February, U.S. consumer
prices showed the largest increase in 10 months, as the cost of gasoline
spiked, but analysts claim there is little sign that underlying inflation
pressures are building up. The average price of gasoline nationwide
reached $3.83 a gallon, up 17% on the year and 8% higher than a year
ago. Gold ended the week down over 3% after India, the world’s biggest
bullion buyer, increased their tax on imports for the second time this year.
Although the precious metal suffered its largest weekly decline in three
months, at $1,659.10 an ounce, gold is still up 5.9% on the year.

Weekly Change
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A volatile 2011 saw the most hedge fund startups in five years as
investors sought alternatives to the traditional stock investments.
According to a report from Hedge Fund Research (HFR), the number of
new funds climbed to 1,113 last year from 935 in 2010, the most since
1,197 were recorded in 2007. Most startups last year were equity funds
or those which followed a macro strategy, focusing their bets on global
economic trends. Kenneth Heinz, president of HFR stated that investors
continue to “maintain a strong commitment to hedge funds, and fund
managers expanded the scope and breadth of strategies offered, making
2011 the strongest year for new launches since the global financial
crisis.” The report went on to note that after posting a record loss of 19%
in 2008 during the financial crisis, hedge funds rebounded with two
straight years of aggregate gains. Funds declined 5.3% in 2011 as the
European debt crisis brought about declines in global stocks. The
number of funds that closed last year rose to 775 from 743 in 2010.
Investors allocated $70.6 billion to hedge funds in 2011, contributing to
total industry assets of $2.01 trillion. The HFRX Equal Weighted
Strategies Index is now up 2.83% on the year.
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Previous Week

Current1

Change

1,713.50

1,659.10

-3.17%

Crude Oil Futures

107.43

107.30

-0.12%

Copper

385.00

388.10

0.81%

Sugar

23.66

25.41

7.40%

HFRX Equal Wtd. Strat. Index

1,126.70

1,131.10

0.39%

HFRX Equity Hedge Index

1,030.14

1,039.16

0.88%

HFRX Equity Market Neutral

974.88

974.57

-0.03%

HFRX Event Driven

1,369.39

1,379.49

0.74%

HFRX Merger Arbitrage

1,508.97

1,519.28

0.68%

Dow Jones UBS Commodity Index

145.40

146.23

0.57%

FTSE/NAREIT All REIT

144.90

146.11

0.84%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
There were more concerns over China’s slowing economy this week as
manufacturing in the country weakened in March. The purchasing
manager’s index fell to 48.1 from the prior month’s reading of 49.6,
according to HSBC. Any reading below 50 indicates contraction. "With
new export orders sluggish and domestic demand still softening, China's
slowdown has yet to finish," wrote HSBC China economist Xiaoping Ma in
the report.
The job market continued to show strength as the number of Americans
filing for first-time unemployment benefits fell to a four year low. Initial
jobless claims were down 5,000 to 348,000 for the week ended March 17,
according to the Labor Department. The four-week average is now down
to 355,000. This is a level considered normal for a healthy job market
and is a significant improvement from the peak levels of over 600,000
during the recession.
There was a bevy of mixed data released this week on the condition of
the U.S. housing market. The NAHB housing market index edged down a
point to 28. Any reading below 50 indicates poor conditions but this is still
a significant improvement from the January 2009 all-time low of 8.
Housing starts slipped 1.1% in February but the prior month was revised
up to a 3.7% gain, according to the Census Bureau. Strength for the
month was in the multifamily component which jumped 21.1% as singlefamily starts fell 9.9%. Permits were moderately stronger up 5.1%.
Sales of existing homes were down 0.9% in February, but that was
compared to a January figure that was revised sharply higher to a 5.7%
gain. The report from the National Association of Realtors also showed
prices firmed during the month, up 1.3% after a steep 4.7% drop in
January. The median price for an existing home now stands at $156,600.
Meanwhile the Census Bureau reported new home sales fell 1.6% in
February. There was some good news in the report though as median
prices for new homes surged 8.3% to $233,700 – the highest level since
June.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
Reversing a recent downtrend, U.S. Treasuries finished the week higher
as investors once again sought the relative safety of government bonds.
Yields on the thirty-year bond fell below their technically important 200day moving average, with some analysts suggesting this month’s sell-off
may be drawing to a close. Barclays reiterated their forecast for a 2%
yield on the 10-year note, noting the market has been “too aggressive” in
expecting the Fed to increase rates in 2013 instead of its 2014 guidance.
Renewed anxieties concerning Europe‘s credit crisis and the toll it has
taken on the region’s economy was the primary driver of the flight-tosafety trade after a weaker than expected purchasing manager’s index
report showed business activity slowed considerably for the month.
Although market participants refocused on the slowdown in Europe, many
analysts feel the U.S’s own economic health will be a significant driver of
demand going forward. Investors are particularly interested in how the
Fed will interpret upcoming economic data and how it will affect future
monetary stimulus. However, views among the central bank’s policy
makers are varied, with St. Louis regional president James Bullard
commenting that recent loose monetary policy will lead to a spike in
inflation, while Chicago president Charles Evans called for an even
stronger commitment to keep short-term interest rates low.
Issue

3.16.12

3.23.12

Change

3 month T-Bill

0.08%
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0.00%
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Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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The stock market oscillated between positive and negative territory on
Friday, and although it finished in the black, this was the worst week for
equities since mid-December. The Dow Jones Industrial Average closed
at 13,080.73, down 152 points for the week, or down 1.15%. The broader
S&P 500 Index ended the week down 0.50% to close at 1,397.11, while
the NASDAQ Composite finished higher by 13 points, or up 0.41% to
close the week out at 3,067.92.
The European and Asian markets followed the U.S. markets lower for the
week with the European index losing over 2% since last Friday, the Hong
Kong Index down 3% and Japan trading lower for the week by 2%. Much
of the news that drove the market this week was the eurozone purchasing
managers index (PMI) falling unexpectedly as new factory orders fell to a
four month low. The European banking sector took the largest hit on
concerns about the eurozone recovery. The news was similar coming out
of China as their manufacturing numbers suggested the world economy is
slowing.
The housing data along with the manufacturing data out of both Europe
and China pushed the U.S. markets into the red for the week. Housing is
a key component of the U.S. economy, and the Commerce Department
stated Friday new homes sales fell 1.6% for the month of February. Also,
KB homes, the fifth largest home builder in the U.S., announced earnings
before the open on Friday reporting a bigger than expected loss. The
shares opened down over 15% and recovered throughout the day to
close at $10.45 or down 8.45% from the prior day.
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Change
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3,067.92

0.41%

659.86

657.63

-0.34%
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-1.18%

Russell 2000

Prices reflect most recent data available at the time of publication
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Crude oil surged almost $3 a barrel on Friday after it was reported that
Iranian oil exports dropped by nearly 300,000 barrels a day this month
because of tighter sanctions. This 14% drop in exports is the first
sizeable decrease in oil shipments from the Organization of the
Petroleum Exporting Countries (OPEC) producer since the European
Union announced plans to embargo Iran’s crude come July. Some oil
industry officials say Saudi Arabia is increasing shipments to
compensate for lower Iranian supplies and to lower prices, which may
lead to Saudi output climbing above 10 million barrels per day.
Saudi Arabia stated this week that its March output was around 9.9
million barrels per day, its highest in decades. This news was not enough
to bring crude out of the red for the week though, as it dropped 0.4% to
close at $106.87 a barrel. The oil industry also laid out a set of proposals
it believes will instantly lower gasoline prices. The proposals call for more
domestic oil production, fewer environmental regulations and for not
raising taxes on the industry. However, many analysts claim these ideas
will do little in terms of lowering prices at the pump in the near future.
Like crude, gold settled higher on Friday amid worries regarding Iran
exports. Many analysts claim that the tighter oil gets the more likely a
conflict is to erupt, which is when safe haven investments become most
appealing. A report from the Wall Street Journal noted that gold prices
tend to swell during periods of rising geopolitical tensions as investors
seek out “low-risk investment options that will keep their value in the face
of uncertainty.” Along with the turmoil in the Middle East, a weaker dollar
also added to gold’s performance this week, up 0.2%, settling at
$1,662.50 an ounce. After January's gain of more than 11%, bullion has
fallen steadily in the past seven weeks, although still shows a gain of
nearly 5% on the year.
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Current1

Change

1,659.10

1,662.50

0.20%

Crude Oil Futures

107.30

106.87

-0.40%

Copper

388.10

380.95

-1.84%

Sugar

25.41

25.63

0.87%

HFRX Equal Wtd. Strat. Index

1,131.10

1,130.37

-0.06%

HFRX Equity Hedge Index

1,039.16

1,039.30

0.01%

Issue
Gold

HFRX Equity Market Neutral

974.57

965.63

-0.92%

HFRX Event Driven

1,379.49

1,383.36

0.28%

HFRX Merger Arbitrage

1,519.28

1,522.49

0.21%

Dow Jones UBS Commodity Index

146.23

144.06

-1.48%

FTSE/NAREIT All REIT

146.11

147.55

0.99%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
New durable goods orders rebounded in February after a significant drop
in January to 2.2%. If transportation is excluded, a more volatile sector,
the number falls to 1.6%. However, the instability of transportation should
not be a concern in the short-term as large orders for airplanes and other
vehicles can significantly skew the data. This published figure was not as
high as analysts had hoped, but it does show positive upside for the
manufacturing industry and large capital spending for the coming months.
For February, the year-over-year change, a more promising and relevant
measure to gauge the health of the manufacturing sector, was 12.2%.
The prior estimates for Q4 2011 GDP growth were confirmed this week at
3.0% after economists had expected a slight upward revision; year-overyear data showed a 1.6% increase from Q4 2010. These figures
corroborate the notion of a slow growth environment and a modest
general economic improvement for the near-term.
Initial unemployment claims declined by 5,000 last week, further
improving the employment situation, but the numbers were a bit less
aggressive than expected. We have seen a fairly steady downtrend in
jobless claims since 2009 when considering 4-week moving averages, a
more reliable factor than the raw weekly numbers. This past week brings
the level of jobless claims to 359,000 – down from over 600,000 in 2009 –
marking the lowest reading since August 2008.
Consistent with the theme of slow, steady improvement, personal income
growth was up 0.2% in February after a comparable gain in January.
Wage growth was slightly stronger at 0.3%, and consumer spending
jumped 0.8% last month after a 0.2% gain in January. Economists may
suggest these numbers are a better indicator of how the consumer is
reacting to current economic conditions, compared to Consumer
Confidence numbers, as the economy tends to be driven by what
consumers do as opposed to what they say.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Investors showed caution this week as economic data improved but fell
short of optimistic expectations. Fixed income benefited from the ensuing
modest risk aversion with yields continuing to drop from the year’s highs
two weeks ago. Investors focused purchases on the short end of the
yield curve as they remain convinced the tepid data will help the Federal
Reserve maintain 0% short-term rates for an extended period but will
eventually lead to robust growth. Prices did soften across the yield curve
on Friday after eurozone finance ministers announced a 40% increase in
the size of its bailout fund and strengthened hopes the EU sovereign debt
crisis will be contained to southern Europe.
International fixed income followed the U.S. trend of risk aversion.
Spanish and Italian notes suffered one of their worst trading days of 2012
on Thursday as Italy heads into recession and Spain’s recession
continues to deepen. Spreads between Italian and Spanish 10-year
notes and the benchmark yield jumped 13 and 14 basis points,
respectively. The growing economic concerns proved a poor time for
Italian banks to announce large losses and cast doubts on the sector’s
ability to continue to prop up the sovereign debt market with large
purchases.
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Stock markets rallied to begin the week after Ben Bernanke signaled the
Fed’s accommodative policy will continue for the foreseeable future, but
closed Friday with mixed results for the five-day trading period due to
negative economic data both here and abroad. The Dow Jones closed at
13212.04, up 1.0% for the five-day trading period. The S&P 500 Index
finished the week at 1408.47, up 0.8% for the week, recording its largest
first quarter advance in 14 years. The NASDAQ Composite Index closed
the week out at 3091.57, up 0.8%.
International markets were mixed with Japan positive, Europe down
slightly and China very weak. The European Commission reported its
economic sentiment indicator was slightly lower in March for both the EU
and the eurozone nations. The decline was mainly driven by decreasing
confidence in the industrial and construction sectors. The Shanghai
Composite index fell 3.7% for the week and was down 8% from its high
earlier this month on concerns of slowing growth. The Japanese Nikkei
stock market increased 0.7% since last Friday. Germany’s DAX Index
finished the week 0.7% lower, while the FTSE 100 Index and the French
CAC Index both fell 1.5%.
It was a busy week for initial public offerings from a wide variety of
companies in the advertising, organic food, biopharmaceutical and
industrial process industries. Mobile advertising service provider
Millennial Media advanced 92% to $25 in its trading debut. Natural foods
company Annie’s Inc. rose 89% on its first day of trading. In a surprise
move, Best Buy announced it will close 50 big box stores and open 100
smaller outlets after reporting weak quarterly results. Paychex reported
earnings ahead of expectations as the company saw revenue
improvement in both payroll services and human resource services; the
company also reaffirmed its full year guidance.
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Crude oil ended the week down 3.65%, closing at $102.97 a gallon, even
after President Obama announced there is enough oil in the world
markets to allow countries the ability to rely less on imports from Iran.
The president is required to decide by March 30, and every six months
thereafter, whether the price and supply of non-Iranian oil is sufficient
enough to allow for countries to cut their oil purchases from Iran. Gas
prices in the U.S. have climbed nearly 20% this year on worries over a
confrontation with Iran. A gallon of gas currently costs an average of
$3.93, up from $3.30 a gallon in December. Despite the weekly drop,
crude ended Q1 up 4.2%. Gold snapped a three-day losing streak to
settle higher on Friday, ending the week up 0.48%, or $7.90, at
$1,670.40 an ounce as the dollar continues to weaken along with positive
data on U.S. consumer spending. Bullion ended Q1 up 6.6%, but was
well below the gains of other precious metals as platinum rose 17% and
silver gained 16%.
As the European Central Bank’s 1 trillion euro cash injection boosted
assets across the board, hedge funds returned 5% in the first two months
of the year, the best start to a calendar year since 2000 according to
Hedge Fund Research (HFR). Many managers remain positive on the
markets but, in a number of cases, have opted to trim their bets,
influenced by sharp volatility last year during the eurozone debt crisis that
saw the average fund lose 5.3% and some more bullish funds take much
bigger losses. In a report from HFR, one manager claimed that while they
all want the rally to continue, their “relatively cautious about the broader
macroeconomic environment and the political environment, and
uncertainty certainly prevails." Many managers came into 2012 with low
levels of risk, missing out on the start of the rally after underestimating
the impact on the markets from the European Central Bank's “long term
refinancing operations”, aimed at avoiding another credit crunch. As
markets continued to rebound during Q1, however, a number of funds
raised their bets, primarily favoring commodities and financials.
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Economic Update
The FOMC minutes from last month’s meeting indicate that while the idea
of QE3 is still being discussed, fewer members seem to be in favor of it.
"A couple of members indicated that the initiation of additional stimulus
could become necessary if the economy lost momentum or if inflation
seemed likely to remain below its mandate consistent rate of 2% over the
medium run," the statement read. The previous minutes indicated “a few”
as opposed to “a couple” were in favor of additional stimulus. The
minutes also indicated the committee was more upbeat about the overall
economy and the staff’s economists have raised their GDP forecast.
Factory orders resumed their upward trend in February, rising 1.3%
according to the Census Bureau. More positive news came from the
Institute for Supply Management (ISM) which showed manufacturing in
the U.S. expanded at an accelerated pace in March. The PMI registered
53.4 for the month, up one point from February’s reading of 52.4. The
employment component showed encouraging strength, up 2.9 points to
56.1, while export growth decelerated 5.5 points to 54.0 as demand from
overseas softened. Comments from respondents to the ISM survey have
been increasingly optimistic over the past few months with business being
described as “robust” and “brisk”. Growth in the non-manufacturing sector
decelerated slightly to 56.0, but still indicated considerable health across
a broad section of the economy.
Due to the Good Friday holiday we will not be able to comment on the
monthly employment report to be published tomorrow until next week, but
if initial jobless claims are any indication we should expect the report to
show for the fourth month in a row more than 200,000 jobs were added in
the U.S. The number of Americans filing for first-time unemployment
benefits fell 6,000 from an upwardly revised previous week to 357,000 for
the week ended March 31. The four-week average also fell to 361,750
indicating layoffs are declining and hiring is picking up.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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The release of minutes from the latest Federal Open Market Committee
(FOMC) meeting sent yields on bonds sharply higher early this week
before heightened concerns over Spain gave support to the Treasury
market. The FOMC minutes showed a decreased appetite for further
quantitative easing by board members due to the steady improvement in
the U.S. economic data. The market had priced in a high probability of
further easing which would see the Federal Reserve purchase Treasuries
to keep interest rates low across the yield curve. The potential loss of a
large buyer in the market and the implied economic strength in the U.S.
economy sent bond investors to the exits.
The sell-off in Treasuries, however, was short-lived after European
sovereign debt stability concerns were rekindled and investors moved into
safe haven assets. Peripheral sovereign bond prices began the week
slightly soft and then came under heavier pressure after reports became
public that several European banks planned to repay their Long-Term
Refinancing Operation (LTRO) loans within a year. The LTRO loans
have a three year term and have been used by banks to prop up
peripheral debt prices. The prospect of that price support leaving the
market led to a poor Spanish debt auction that saw 10-year yields rise to
their highest point since the LTRO program began.
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In a shortened trading week to start the second quarter, the equity
markets gave back some of the positive performance seen over the first
three months of trading in 2012. Both domestically and abroad, equity
markets finished negative in the first week of trading for the second
quarter. The Dow Jones Industrial Average closed at 13,060.14, down
152 points for the week, or down 1.15%. The broader S&P 500 Index
ended the week down 0.74% to close at 1,398.08, while the NASDAQ
Composite finished lower by 11 points, or down 0.36% to close the week
out at 3,080.50.
News out of Europe has been relatively tame the past couple months
after European leaders made aggressive moves to fight off fear of a
default by European countries earlier in the year. This week the Spanish
debt auction was met with lackluster results causing the 10-year Spanish
bonds to jump to 5.6%, the highest levels seen this year. Investors fear
Spain will struggle to meet its future obligations and will require additional
assistance. The reigniting of the eurozone debt crisis brought the
European markets down 2.86% for the week.
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This week San Francisco Fed President John Williams commented on
the stronger job market noting the “downside risks to the U.S. economy
have lessened.” This trend of improving employment caused equity
markets to fall on Wednesday as the odds of an additional round of
easing are less likely to happen. So far the government has bought $2.3
trillion in long-term securities and expects to keep interest rates low
through late 2014. The plan for QE3 is becoming less likely as the
economy has shown more stability in the fourth quarter of 2011 and
through the first quarter of 2012.
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Crude oil gained for the first time in three days as claims for U.S.
unemployment benefits dropped to a four-year low, raising hopes that
demand will grow with the world’s leading user. Crude rose as much as
1.8% after the Labor Department announced jobless claims fell 6,000 to
357,000 in the week ended March 31 and extended its advance as
equities erased their loses. For the week, oil gained 0.31%, settling at
$103.29 a barrel. In a report from CNN Money, with all the attention on
Iran, production outages in areas worldwide are causing about one
million barrels of oil a day to “sit on the sidelines”, helping push oil and
gas prices to near record highs. In places like South Sudan, Yemen and
Syria, the oil is offline due to violence, while in Canada and the North
Sea, technical problems are the cause. While no single outage is
detrimental, taken together, they rival the amount of oil that could be lost
from Iran over the next few months as sanctions become enforced.
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Gold dropped this week, settling at $1,632.40 an ounce, after hitting three
month lows earlier in the week when the Federal Reserve suggested a
fresh round of U.S. quantitative easing was unlikely. The precious metal
has fallen nearly 9% since late February and many believe it may have
peeked as the Fed continues to show optimism thanks to improved
economic performance. Ultra-loose monetary policy, which keeps real
interest rates and, consequently, the opportunity cost of holding gold low,
helped push the metal to record highs in 2011.
Hedge funds dropped last month, capping off a positive but disappointing
first quarter. Hedge Fund Research's (HFR) HFRX Global Hedge Fund
Index lost 0.02% in March and even though the benchmark is up 3.14%
on the year, it is significantly lagging the S&P 500, which gained in
excess of 10% in Q1. In terms of strategy specific funds, fundamental
value equity funds were the month's best performer, rising 0.79% (2.31%
year-to-date); trailed by distressed restructuring funds at 0.59% (5.8%
year-to-date) and event-driven funds at 0.56% (5.81% year-to-date)
reported HFR. Managed futures were the hardest hit for the month,
dropping 1.41% to wipe out its 2012 gains. The strategy is now down
0.79% on the year.
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Economic Update
The employment report released last Friday by the Labor Department
was disappointing as the increase in payrolls was well below
expectations. Only 120,000 jobs were added in March when analysts
were expecting 201,000 after increases of 240,000 in February and
275,000 in January. A 34,000 decline in retail jobs surprised as retail
sales numbers have been favorable in recent months. The report also
showed the unemployment rate edged down to 8.2% from 8.3% reflecting
a 164,000 decline in labor participation. Interpreting this data as a return
to slower growth would be premature, however, given its history of
massive revisions. Unseasonably warm weather may have boosted data
in the previous months taking away from March, and the number
contradicts with what the weekly initial claims reports have been telling
us.
A 2.7% drop in imports and a slight 0.1% in exports combined for a
significantly lower U.S. trade gap in February. The trade deficit narrowed
by $6.5 billion to $46.0 billion during the month, according to the
Commerce Department. This is likely only a one-month anomaly,
however, as the entire improvement can be explained by a drop in the
deficit with China which had significantly lower output due to the 15-day
Chinese New Year holiday.
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Inflation eased somewhat at the consumer level in March but was still
slightly elevated due to higher energy costs. A report from the Labor
Department showed the consumer price index (CPI) was up 0.3% in
March, following a 0.4% rise the previous month. Year-over-year CPI
inflation eased to 2.6% from 2.9%. Inflation at the producer level was flat
during the month after popping 0.4% in February. In contrast to CPI the
energy component of PPI was down while core prices were up 0.3%. In
both gauges we are seeing a significant increase in the price of
automobiles driven by improved demand that had been pent-up for years
and the aging fleet that resulted. Meanwhile prices in China continue to
rise, especially for food. The national consumer price level rose 3.6%
year-over-year in March with the food component soaring 7.5%. Higher
prices are a product of the nation’s economic growth as well as their
policy of currency manipulation that undervalues the Yuan.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continuing a recent trend, U.S. Treasuries finished the week higher as
investors once again sought the relative safety of government bonds
amid speculation Europe’s sovereign debt crisis is worsening. Signaling
an increase in investor concerns, credit default swaps and yields on
Spanish government bonds rose to near-record levels, as the country’s
banks borrowed more from the ECB than expected. Benchmark U.S. 10year notes gained for the fourth straight week, the longest stretch since
August of last year. Thirty-year bonds, which are more sensitive to
inflation concerns than shorter-term securities, have returned
approximately 2.7% this month, compared to 0.9% for the broad bond
market, according to Merrill Lynch.
Meanwhile, yields on investment grade and high yield corporate debt
have fallen considerably, and spreads have tightened since the beginning
of the year, according to Barclays, as investors have reacted receptively
to solid corporate earnings. Reflecting this robust demand, mutual funds
and ETFs focused on this sector of the bond market have experienced
robust inflows over the past several months. All else equal, solid buyer
interest indicates continued strength looking forward despite tightening
spreads. However, corporate bond spreads tend to fluctuate with the
U.S. economic cycle, suggesting lower yields should the recovery
become more firmly established.
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Most major stock markets were down for the second week in a row.
Stocks fell sharply Monday and Tuesday after last Friday’s weaker than
expected jobs report. Concerns about the upcoming earnings season and
spiking bond yields in Spain and Italy also weighed on investor sentiment.
Tuesday’s Dow Jones Industrial Average decline of 213 points was the
largest one-day point and percentage decline for the index since late
November. Stocks bounced back mid-week only to fall sharply again on
Friday on news of slowing growth in China and a decline in the consumer
sentiment. China’s National Bureau of Statistics reported the nation’s
annual rate of economic growth slowed in the first quarter from 8.9% to
8.1% during the prior quarter due to slowing exports and weakening
construction activity. The Dow Jones closed below 13000 for the first
time since early March, finishing the week at 12849.59, down 1.6%. The
S&P 500 Index closed the week at 1370.27, down 2.0% for the five-day
trading period. The NASDAQ Composite Index ended the week at
3011.33, down -2.6%. The CBOE Volatility Index (VIX) rose 16% this
week, a testament to the uncertainty investors are feeling after a record
setting first quarter.
International markets were mostly negative this week as well. European
markets were closed Monday, only to sell off sharply on Tuesday after a
four-day break. For the week Germany’s DAX Index finished the week
2.8% lower, while the FTSE 100 Index and the French CAC Index
declined 1.3% and 3.9%, respectively. The Japanese Nikkei Index fell
0.5%, while the Shanghai Composite index bucked the trend by
increasing 2.3%.
Alcoa kicked off earnings season this week as the company reported
profits ahead of analysts’ estimates, higher than fourth quarter 2011. The
company reaffirmed its expectations for global aluminum demand to
increase 7% in 2012. JP Morgan Chase reported strength in capital
markets and improvement in mortgage banking as revenue increased 6%
over last year. The company raised its quarterly dividend by 25% while
also announcing a $15 billion share buyback program. Google’s first
quarter revenues grew 24% and operating income increased 47% over
last year’s first quarter.
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In commodities, Natural Gas fell below the $2 per MCF level for the first
time in over ten years even as more rigs shut down to ease supply.
Actual inventories are up nearly 60% since this time last year and
demand is down 15% over the same period, which is likely a result of
abnormally high temperatures. Preliminary data was released this week
for Q1 oil statistics, indicating increased supply and slightly lower
demand, which point to an inventory build-up. This could mean slightly
lower prices in the near-term, but oil prices have continued to rise this
week after a 4% drop in March. WTI Crude currently sits at $103.64 per
barrel.
Gold and Silver saw a recent comeback from last week’s drop after a
bounce in the Euro and pull-down in the dollar resulting from the release
of U.S. employment data that did not meet expectations. This trend may
reverse with the disappointing GDP numbers from China, one of the
largest importers of precious metals. Gold is currently hovering around
$1,680 per ounce and Silver at $32.53 per ounce.
For the past year-and-a-half, investing in or against eurozone bonds has
been strongly discouraged by many in hedge fund land. To support this
belief, a recent article from the Financial Times stated in a regime of
“political indecision and punishing volatility, few fund managers who
sought to play the crisis-stricken market were left with anything to show
for their efforts.” The average hedge fund lost 5.26% in 2011, according
to Hedge Fund Research (HFR), the second worst year in industry
history. For some, however, European bond markets, both sovereign and
corporate, have recently generated big returns and all signs point to them
continuing to do so. Across the eurozone, hedge fund managers are now
pointing to “significant” pricing irregularities on a scale not seen since
2008. A huge rally in credit has seen spreads tighten to “pre-Lehman
lows.” Some industry participants believe this trend is a result of
European Central Bank (ECB) activities, claiming that, for all of its
affirmations to the contrary, the ECB’s longer-term refinancing operation
(LTRO) is “having as profound an effect on markets as quantitative
easing (QE).” According to one hedge fund manager, “the Fed and the
Bank of England were early and significant proponents of QE; the ECB
has only recently begun. The thinly disguised QE move by the ECB,
LTRO, still has further scope for expansion.”
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Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The latest forecast from the International Monetary Fund (IMF) shows
global economic prospects are improving again, but unemployment will
remain high. IMF Chief Economist Olivier Blanchard said “Our baseline is
that growth is going to be slow in advanced economies; sustained, but not
great, in emerging market and developing economies. But the risk of
things turning bad again in Europe is high.”
It continues to be difficult to get a read on the direction of the real estate
market. The NAHB housing market index fell again, dropping three points
to 25 indicating poor demand conditions for housing. Housing starts were
down 5.8% in March but housing permits were up 4.5%, according to the
Census Bureau. Starts were likely negatively impacted by warmer
weather in previous months, while getting a permit is an indoor activity
and therefore less susceptible to changes in weather. Most of the
momentum building in permits is in the multifamily component.
Meanwhile existing home sales slipped 2.6% but the change in the mix of
sales bumped the median price up 4.6% to $163,800. With the approval
of a $26 billion settlement between the five largest mortgage lenders and
attorney generals clearing the way for foreclosures to continue at full
speed, the housing market recovery may still be a couple years away.
The surprise strength in automobile sales continues to help boost
economic data, with retail sales being the beneficiary this week. The
Census Bureau reported retail sales were up 0.8% in March, ahead of
market expectations for a 0.3% rise. Core components showed broad
strength as well, which is a good sign for the overall economy.
Manufacturing seems to be taking a breather after several strong months
of gains. Industrial production was flat for the second month in a row,
according to the Federal Reserve. Motor vehicles and parts was again
the bright spot advancing 0.6% following a 0.8% climb in February.
Overall manufacturing is soft but this should not be too much of a concern
given recent strength.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continuing a recent trend, U.S. Treasuries finished the week higher as
investors once again sought the relative safety of government bonds.
The yield on 10-year Treasury notes fell below 2.0%, well off this year’s
peak of 2.4% set in March, as the eurozone’s debt crisis returned to cast
a shadow over the fixed income markets. Yields on 10-year Spanish
paper are closing in on the psychologically important 6% level, which is
seen as a tipping point at which borrowing costs would accelerate into
unsustainable territory. Hopes that Greece’s debt restructuring and the
European Central Bank’s (ECB) recent liquidity injections had solved the
crisis in the eurozone have faded. The economic outlook for the
peripheral countries has continued to deteriorate, particularly with respect
to Spain and Italy. Although it appears the ECB will support these
countries going forward, trading in them has become far more of a
political judgment than a sound fundamental investment decision.
Meanwhile, a sale of a record $16 billion in five-year U.S. Treasury
Inflation-Protected Securities (TIPS) on Thursday was offered at -1.08%,
an all-time low since the Treasury Department started selling TIPS in
1997. This was also the fifth straight auction offered at negative yields for
this maturity level.
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Equities got out of their two-week slump and finished a choppy trading
week by posting positive returns. The main driver of performance
centered on positive earnings announcements by major corporations.
The Dow Jones Industrial Average closed at 13,029.26, up 180 points for
the week, or up 1.40%. The broader S&P 500 Index ended the week up
0.60% to close at 1,378.53, while the NASDAQ Composite finished lower
by 11 points, or down 0.36% to close the week out at 3,000.45.
Microsoft rose over 4% on Friday and was the top gainer in the S&P 500
Index after the company announced earnings after the close on Thursday.
The company announced earnings of $5.11 billion, or $0.60 per share,
topping analyst expectations of $0.57 per share. The company’s sales
from its highly profitable office suite products rose over 9% from a year
ago to $5.81 billion. The server and services business unit saw a rise in
sales of 14%, and the online services reported an increase of 6%.
Microsoft finished the week up over 5% to close at $32.42.
Chesapeake Energy came under fire on Wednesday when it was
announced that shareholders have filed a lawsuit against Chairman and
CEO, Aubrey McClendon. The lawsuit denotes a potential conflict of
interest and breach of fiduciary responsibility as the CEO borrowed $1.1
billion from the company to personally finance thousands of wells the
company has also financed. The loans took place over the past three
years, and the report notes McClendon was the highest paid CEO of
companies in the S&P 500 in 2008, receiving an annual compensation of
$112 million. Shares of Chesapeake finished down 12.58% for the week
to close at $17.44 a share.
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Crude oil edged up slightly this week, gaining 1.15% to settle at $104.03
a barrel due to an upbeat German business sentiment easing concerns
regarding the eurozone’s debt crisis along with the drop in the dollar and
stronger equity markets. Also this week, the Obama administration
tightened regulations on the oil and gas industry, requiring drillers to
capture emissions of certain air pollutants from new wells. The
administration stated this was a part of the President’s promise to
develop the nation’s oil and gas resources in a manner that protects the
environment and the public health. Gold was unable to par its losses with
a strong Friday as the metal fell this week on worries about demand amid
signs of weaker-than-expected buying from top consumer India. As of
earlier this week, India’s demand for the precious metal was down
around 50% due to traders staying away from new deals ahead of a key
gold buying festival early next week. The metal closed at $1,642.70 an
ounce, down 0.85% from last week.
Assets under management (AUM) hit a record high for hedge funds in Q1
following the market rally. According to Hedge Fund Research (HFR),
total hedge fund assets surged to $2.13 trillion at the end of Q1, beating
the previous high of $2.04 trillion set last year. Higher returns, rather than
the flow of new money, accounted for a large portion of the industry's
growth. Many funds labored through disappointing returns last year, on
average underperforming the S&P 500, making it unlikely the industry
would see an influx of cash. However, the industry's first quarter
performance, its strongest since 2006, has helped restore some
investors' confidence in hedge funds, reports HFR, with the average fund
gaining 4.94% over the first three months of the year. Still, those returns
continued the industry's streak of trailing the broader market; it has been
nearly four years since the industry last beat the S&P 500. Investors say
hedge funds benefited in Q1 from a “decrease in volatility, as investors
overcame some concerns about a potential financial crisis in Europe and
gained confidence in the U.S. economic recovery.” As sweeping
economic concerns subsided, stocks and other securities no longer
moved together in a correlated manner as they had for much of last year.
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The U.S. economic growth rate decelerated in the first quarter according
to the advance estimate from the Commerce Department. GDP growth
came in at a 2.2% annualized rate, down from 3.0% in the fourth quarter
and below analyst expectations of 2.5%. Weaker government spending
at all levels was a drag on the economy, which one could argue is not a
bad thing given our nation’s fiscal situation. Meanwhile the consumer
continued to carry the load with real personal consumption expenditures
increasing 2.9%, and the motor vehicle sales component alone
accounting for half of the change in growth. Things were not so good
across the pond as the initial estimate showed Britain’s economy declined
for the second straight quarter, technically indicating the country is now in
a recession.
The FOMC met this week and the forecasts they released turned slightly
more hawkish. Regarding the timing of their next firming in interest rate
policy, the range of participant forecasts tightened to no longer include
2016, and by our math the average expected date moved up about 3
months to near the end of the first quarter of 2014. Expectations for this
year’s economic growth and unemployment rate both improved, while
inflation expectations rose. The bottom line is further quantitative easing
seems less and less likely while the timing of a move towards tightening
is getting nearer.
Durable goods orders for March were weaker than expected, down 4.2%
according to the Commerce Department. New orders for the notoriously
volatile nondefense aircraft component fell off a cliff plunging 47.6%.
Even excluding transportation durables fell 1.1% and declines were broad
based. Despite this, strong retail sales figures from last week still point to
an improving economy.
Other economic data issued this week gave little insight into the direction
of things. Initial jobless claims remain elevated near a four-month high;
consumer confidence for April was essentially flat; and the housing sector
continued to limp along in March as new home sales and median prices
were down slightly, while the S&P Case-Shiller home price index showed
mild improvement in February.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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After vacillating between gains and losses throughout the week, U.S.
Treasuries finished modestly higher. Buyers who are wary of the crisis in
Europe and the potential slowdown of the U.S. economy drove prices
higher toward the end of the week, while sellers who took the Federal
Reserve’s recent policy update as a sign that additional quantitative
easing is unlikely led the decline earlier. From a demand perspective, the
Treasury department managed to sell $29 billion of seven-year notes at
an all-time low yield of 1.347%, drawing solid interest with a bid-to-cover
ratio of 2.83. Separately, Standard & Poor’s said Thursday it downgraded
Spain’s sovereign debt rating by two notches citing “a challenging fiscal
outlook” amid concerns of an unsuccessful austerity program.

Yield Curves
4.0%

3.0%

2.0%

1.0%

Meanwhile, global corporate bond issuance is poised for the slowest April
in six years as companies reduce their reliance on debt markets due to
cash reserves that near record-high levels. Company bond sales
worldwide have declined 53% to $190 billion through yesterday,
according to Bloomberg. The slowdown follows a record $1.17 trillion of
deals in the first quarter, when anxieties about Europe’s debt crisis eased
and companies borrowed at interest rates that approached the lowest
ever.
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*Taxable Equivalent rate is calculated by using a 35% tax margin
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Most major stock markets were positive for the second week in a row,
rebounding from heavy selling on Monday. Friday’s gains were aided by
Amazon’s strong earnings results despite the Commerce Department’s
report of less than expected GDP growth in the first quarter. The DJIA
finished the week at 13228.31, up 1.5%. The S&P 500 Index closed at
1403.36, up 1.8% for the five-day trading period. The NASDAQ
Composite Index ended the week up 2.3% to 3069.20. According to
Thompson Reuters, of the 57% of S&P 500 companies that have reported
earnings so far, 73% have been above analysts’ expectations.
International markets were mixed this week with decreases of less than
1% for the Nikkei Index and the Shanghai Composite index. The CAC 40
Index in France climbed 2.4% while Germany’s DAX Index and England’s
FTSE 100 Index both increased less than 1%. Political and economic
news in Europe led to volatile markets this week. The Dutch coalition
government collapsed making the Prime Minister one of nearly six
European leaders to lose their job in the wake of the financial crisis. In
England the Office for National Statistics reported that the country slipped
back into recession last quarter as GDP slipped 0.2% due mainly to
weakness in industrial production and slowing construction spending.
After declining over 13% in the two weeks prior to Thursday, Apple stock
rebounded nicely on better than expected earnings results. The company
reported quarterly revenue of $39.2 billion, up 59% year-over-year, and
EPS of $12.30, compared to consensus estimates of $36.8 billion and
$10.06 in EPS on strong sales of iPads and iPhones. Revenue in China
grew 300% to $8 billion. Gross margin improved 600 basis points over
last year to 47.4%. 3M also reported earnings ahead of expectations;
acquisitions and selling price increases aided the 2% constant currency
revenue improvement. Strength in the U.S. and emerging markets offset
weakness in Europe.
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Global oil inventories grew over the last two months despite the loss of
further supplies from Iran, according to a U.S. report, giving the Obama
administration the green-light to press ahead with sanctions on the OPEC
nation. The Energy Information Administration report, required every 60
days by the Iran sanctions law President Barack Obama signed in
December, gave a mostly positive assessment of global oil supplies,
which typically build at this time of year. Crude ended the week relatively
flat though, settling at $104.73 a barrel. Gold ended the week up 1.26%,
closing at $1,663.40 an ounce, setting a two-week high, as investors
sought the precious metal as an alternative to the dollar after a weakerthan-expected reading on the health of the U.S. economy.
Banks seeking high-quality commercial loans and a volatile bond market
have driven a surge in lending to U.S. real estate investment trusts
(REITs). According to Bloomberg, the volume of new REIT unsecured
term loans originated through mid-April has already surpassed all of last
year’s record. The pace of borrowing among REITs has picked up since
last summer as investors are becoming more comfortable lending to a
portfolio of assets rather than against individual properties. Analysts
believe unsecured loans may become a more prevalent source of
financing for smaller trusts and weaker credits because the debt is
cheaper than bonds and has more flexible terms.
While most would avoid the chaos that has been overwhelming Spain,
hedge funds are taking it head on spotting money-making opportunities
within the European country, betting market fears over its debt crisis have
made assets cheap and attractive relative to other securities. In a report
from Reuters, hedge fund managers have been exploiting what they
believe is the “mispricing of credit default swaps (CDS), government and
corporate bonds and stocks”, after months of growing market concern
that Spain might need an international bailout, using relative value
trades, betting on one security versus another. This philosophy echoes
the earlier stages of the eurozone crisis, when hedge funds bought CDS,
which were designed to pay out in the event of a default, on Greece and
other weaker eurozone countries.
Previous Week

Current1

Change
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1.26%

Crude Oil Futures
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Dow Jones UBS Commodity Index

138.20

140.63

1.76%

FTSE/NAREIT All REIT

149.39

153.61

2.82%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
Despite a convincing drop in initial unemployment claims in the final full
week of the month, the April jobs report came in under expectations for
the second month in a row as seasonality issues continued to depress the
numbers. The Labor Department reported only 115,000 jobs were added
during the month when the market had been expecting 165,000. On a
positive note, the two previous months of data were revised up with the
March number now at 154,000 (previously 120,000) and the February
reading now at 259,000 (previously (240,000). The private sector
continues to be the sole driver of the jobs recovery adding 130,000 to the
payrolls while the government shed 15,000. The household survey
showed the unemployment number fell again to 8.1% from 8.2%, but for
the second month in a row it was the result of the labor pool shrinking
faster than people are losing their jobs. This is not how we want to see
the unemployment rate go down, and we could easily see an increase in
the coming months if people decide to rejoin the job market.
A report from the Institute for Supply Managers (ISM) showed growth in
the manufacturing sector is accelerating. The PMI registered 54.8 for the
month of April, a 1.4 point improvement over the previous month. This
was in contrast to a number of other recent indicators that had been
pointing to a slowdown. The majority of the underlying data was positive
with the most encouraging number being a 3.7 point jump in the new
orders component to 58.2. The report also showed a reduction in
inventories which should point to the need for more orders in the future.
Things continue to get worse in Europe as Spain became the twelfth
European nation to fall into recession as their GDP slipped 0.3% for the
second quarter in a row. Spain has been struggling with a bursting
housing bubble and record-high unemployment of 24.4%. Egan-Jones
downgraded the nation’s debt to junk status following the release.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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A weaker than expected jobs report sparked a safe-haven trade on
Friday, with U.S. Treasuries posting their seventh consecutive weekly
gain, the longest stretch of advances since 2008. Uncertainties over
elections in France and Greece over the upcoming weekend also drove
investors into the safety of government securities. Yields on the 10-year
note fell as low as 1.87% in intra-day trading on Friday, less than 0.25%
away from historical trough set in September. Traders note the sharp
decline from this year’s high of 2.40% in March underscores a growing
anxiety that the strength of the U.S. economic recovery may be stalling.
As evidence, they cite the rally in Treasuries since this point, up 2.4%
according to Merrill Lynch indices relative to a decline in the S&P 500 of
roughly 1%. However, some market strategists feel the bond market is
overbought, suggesting yields may need to rise to lure investors into next
week’s $72 billion in auctions, which includes $24 billion in 10-year notes.
Looking forward, many market participants feel we are at the tight end of
the range for credit, and it will be difficult to see yields drop materially.
However, very accommodative fiscal and monetary policy from global
central banks may make it possible for the markets to remain at these
levels for an extended period. If a catalyst for a sell-off does not originate
from Europe in the near-term, markets may remain strong at least through
the end of Operation Twist this summer.
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Most major stock markets were negative this week, starting the month of
May on a sour note. A series of disappointing economic data in the U.S.
culminated in the release of Friday’s payroll report which showed slowing
job growth in April. The Dow Jones Industrial Average finished the week
at 13038.27 down 1.4%. The S&P 500 Index closed at 1369.10, off 2.4%
from last Friday. The NASDAQ Composite Index ended the week 3.7%
lower at 2956.34.
International markets were mixed this week as stocks struggled in Europe
and Japan but China’s Shanghai Composite index rose 2.3% for the May
Day holiday-shortened trading period. ECB President Mario Draghi said
the Governing Council left the bank’s key lending rate unchanged at 1%
and had not even discussed the possibility of a rate cut at its policy
meeting in Barcelona. Upcoming elections in France and Greece also
kept European stock investors on the sidelines. The FTSE 100 Index in
London fell 2.1% for the week. The CAC 40 Index in France and
Germany’s DAX Index both declined over 3%. China’s official purchasing
managers’ index for manufacturing rose to 53.3 in April to its highest level
in more than a year. Optimism that the country will avoid a hard landing
after GDP growth slowed last quarter sent Chinese stocks higher.
The once high flying Green Mountain Coffee Roasters stock fell sharply
on Thursday after the company reported earnings results below estimates
and lowered full year profit expectations. The maker of the popular
Keurig single-serve coffee brewing system announced that K-Cup coffee
refills sales rose 59% in the second quarter, significantly less than the
115% growth seen in the prior quarter. The stock fell 48% that day and is
down 75% since last fall. Also this week, retailers reported 2.1% same
store sales results for April, the weakest monthly increase since late
2010. The earlier Easter holiday and the warmer weather in March that
pulled forward spring sales from April were cited by most retailers as the
reasons for the shortfall.
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Crude oil plunged this week, erasing gains from recent months and
removing fears of $5-per-gallon gas, at least for now. The price of crude
slipped beneath $100 a barrel on Friday, settling at $98.50 a barrel, down
5.95% for the week. Oil prices are usually a predictor of gasoline prices,
which typically follow the fluctuations in oil, although sometimes not until
days or weeks later. In reaction to dropping oil prices, gas prices have
dropped about 6.5% over the last week, reaching a national average of
$3.802 a gallon on Friday, according to the motorist group AAA. This
knocks the price of oil back down to where it was in early February, the
last time oil traded below $100 per barrel before it began its dramatic
rise. The price of oil peaked in late February, when it exceeded $109 a
barrel. According to some analysts, the pre-summer run-up in oil and gas
prices happened earlier than usual this year, as demand fizzled out
thanks primarily to a slowdown in Asian demand for crude. Analysts also
noted the conflict with Iran, which fueled anxiety into the markets and
drove up prices in recent months, has been notably absent this week as
Iran has backed off its threat to shut down the Strait of Hormuz, a major
shipping lane for oil.
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After a government report showed U.S. employers added fewer workers
than forecasted in April, gold gained for the first time this week upon
speculation the Federal Reserve will add stimulus measures to boost
growth. According to the Labor Department, nonfarm payrolls increased
by 115,000 last month, compared to estimates close to 170,000. Many
believe this modest increase in payrolls will raise fears that the recovery
is fading fast, as it did at this time last year. After the report was released
on Friday, gold hit a high of $1,648 per ounce. Although the metal traded
off its intra-day highs, it still outperformed the broader market, which is an
encouraging sign for precious metal investors who have been waiting for
gold to return to its safe-haven status. For the week though, gold ended
down 1.26%, closing at $1,642.40 an ounce.
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Economic Update
The election results in France and Greece this week are a clear sign from
voters that they are strongly opposed to accepting necessary cuts in
entitlements to stabilize their nations’ fiscal problems. The parliamentary
election in Greece saw the leading New Democracy party receiving only
18.8% of the vote and unable to form a coalition. The election results call
into question the country’s willingness to implement austerity measures
that were agreed to as part of their bailout. Meanwhile the French elected
Socialist Francois Hollande as their next president who ran on a platform
of opposition to austerity measures. Hollande’s disdain for the wealthy is
well documented, and his plan to impose a 75% income tax rate on those
earning more than one million euros reinforces this notion. As France’s
sentiment towards wealth grows more negative, any innovators and
wealth creators still left in the country may soon be searching for a more
welcoming place to call home. Without strong leadership willing to make
sacrifices, an eventual break-up of the eurozone monetary union appears
inevitable.
The trade balance worsened in March as the deficit widened to $51.8
billion from $45.4 billion in February, according to the Census Bureau.
Analysts were expecting an increase, but not quite as large as this. The
widening trade gap was led by the non-petroleum goods deficit which
ballooned by $6 billion. The deficit with China expanded as anticipated,
but only by $2.3 billion. While the overall number is negative, a 2.9%
increase in exports indicates the slowdown in Europe is not causing much
trouble for American manufacturing.
On a positive note jobless claims held at lower levels for the week ended
May 5. The Labor Department reported initial claims edged lower by
1,000 to 367,000. This is a positive sign and may end up meaning those
three weeks of elevated numbers in April were nothing but a short-term
blip for an otherwise steady downward trend. Continuing claims extended
their ongoing contraction falling 61,000 to 3.229 million for the week
ended April 28. These numbers should bode well for an improved May
employment report.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continued concerns about Spain and Greece along with J.P. Morgan’s
considerable trading losses kept demand strong for the relative safety of
U.S. government debt, even with the lowest yields seen in three months.
Treasuries have now rallied for eight straight weeks, the longest streak
since 1998 when Russia said it would allow its currency to depreciate and
delay some debt payments. However, valuation measures show most
bonds on the yield curve are now near their most expensive levels ever.
The “term premium”, a measure created by economists at the Federal
Reserve, touched -0.77%, just shy of the all-time low of -0.79%, according
to Bloomberg. A negative reading indicates investors are willing to accept
yields below what is considered fair value.

Yield Curves
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Looking forward, the outlook for the domestic bond market continues to
hinge on the actions of the Federal Reserve. Many strategists feel the
underlying fundamentals of the U.S. economy can support a higher yield
on intermediate to long-term U.S. Treasury securities. They feel the
combination of Fed intervention and the flight-to-safety trade that remains
mostly intact from the third quarter of 2011 has been the primary driver of
unusually low interest rates. Although yields can remain low and in a
trading range for an extended period, the current risk to interest rates is to
the upside.
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The stock market reacted negatively Friday at the open to the news out of
JP Morgan Chase and a $2 billion trading loss, quickly reversed as the
consumer sentiment number came in stronger than expected only to
finish the day mixed. The consumer confidence report showed
confidence hitting a four-year high, and investors also welcomed a
subdued report on inflation. The Dow Jones Industrial Average closed at
12,820.60, down 218 points for the week, or down 1.67%. The broader
S&P 500 Index ended the week down 1.15% to close at 1,353.39, while
the NASDAQ Composite finished lower by 23 points, or down 0.76% to
close the week out at 2,933.82.
The financial sector was hit hard Friday after JP Morgan Chase
announced earnings and a $2 billion trading loss after the close on
Thursday. Although the bank can absorb a loss of this size, it calls into
question the use of proprietary trading desks and risk management within
the banking system. On the news, JP Morgan fell over 9% at the open
and finished the week day down 9.28% to close at $36.96.
European stocks remained volatile this week with Spain dominating the
headlines. Earlier in the week lender Bankia SA was nationalized, and
the Bank of Spain had to step in, acquiring a 45% stake in the company.
This triggered the latest plan by Spain’s government to clean up the
country’s troubled banking system. The Spanish government said it
would require banks to set aside 30 billion euros in provisions against
loans and ordered an audit of the banks’ debt burdens.
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Gold set a 2012 low this week with investor demand for the dollar and
mild U.S. inflation leaving little interest in the precious metal as an
alternative asset. Gold fell 3.8% on the week, closing at $1,580 an once,
and has retreated in eight of the last ten trading sessions as worries
about Europe's debt crisis send investors to seek safety into the U.S.
dollar. Some investors buy gold as a hedge against a weakening dollar
and the currency's recent rally has bashed precious metals. The ICE US
Dollar Index, which measures the U.S. unit against a basket of six other
currencies, reached 80.336, its highest point since mid-March, on Friday.
Although many attribute gold’s drop to the dollar more than anything else,
a reading on U.S. inflation coming in at its lowest level in more than two
years in April did not help the metal, limiting demand as a hedge against
rising prices. A similar reading in China on consumer prices also fell
during the month.
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Amid the continued nervousness over the eurozone debt crisis, crude oil
futures extended their losses this week with the news of increased OPEC
supply in an already oversupplied market. According to a report from the
Wall Street Journal, prices have come under pressure in recent weeks as
escalating political uncertainty in Europe coupled with concerns over a
slowdown in China raised global demand doubts. Chinese
macroeconomic data released on Friday, which provides important cues
on whether the world economy is in recovery which affects global oil
demand, were mixed. The Organization of the Petroleum Exporting
Countries (OPEC) said late Thursday its members raised output by
320,000 barrels a day in April to levels not seen since the 2008
recession.
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For many hedge funds this week, J.P. Morgan Chase & Co.’s sudden
$2.3 billion trading loss meant big profits. Dozens of hedge funds and
traders bet against J.P. Morgan’s positions, assuming they would be
unable to hold on to them. Analysts believe given the sheer size of the
trading loss, the average fund that bet against J.P. Morgan will make
about $30 million.
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Economic Update
New elections will be held in Greece on June 17 after voters punished the
major parties on May 6, leaving them unable to form a coalition
government. Amidst the political crisis Greeks have been pulling
hundreds of millions or euros out of the banking system, leaving the
county’s banks weakened and vulnerable to a panic. It seems now that
Greece’s exit from the euro may become a reality and its although it
should not come as a surprise to equity markets that continue to price in
the current troubles. This may prompt other troubled countries such as
Portugal to review their options as well, as they may be better served by
the added flexibility that currency independence will provide. At this point
though, country leaders continue to be committed to the Euro.

Economic Indicators, Quarterly Change
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Beyond Greece the broader economy in Europe was not as bad as most
predicted in the first quarter as the initial estimate for GDP was flat.
Better than expected growth of 0.5% in Germany was enough to keep
both the European Union and the 17 nation eurozone from falling into
recession. This is welcome news as investor sentiment over Europe has
plummeted recently, but the risk of recession still remains high.
Unemployment in the eurozone hit a record high of 10.9% and austerity
programs are likely to put continued downward pressure on their
economy.

2.0%
0.0%
-2.0%
Q1 11
Real GDP

Q2 11
CPI (Year over Year)

Q3 11

Q4 11

Unemployment Rate

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

As a result of the weakness in Europe and the potential of a eurozone
break-up the U.S. dollar has gained strength and helped ease inflation.
Headline inflation slowed in April and the Consumer Price Index was
unchanged, according to the Labor Department. Year-over-year CPI
inflation softened to 2.3% from 2.6% in March.
Retail sales continued their upward trend rising 0.1% in April, according
to the Census Bureau. While growth did slow the number can still be
viewed positively when you consider it followed a strong 0.7% increase in
March. Weakness came from gasoline sales which fell 0.3% as prices
eased and was welcome relief for most consumers. The bottom line is
that despite Europe’s troubles, underlying economic data suggests the
U.S. recovery is still on track.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continued concerns about the eurozone fiscal crisis drove demand and
prices higher for safe-haven U.S. Treasuries. Yields on the 10-year note
have fallen well below expected levels of inflation, suggesting investors
are willing to accept a negative real yield on the bonds. The flight to
bonds in other high-rated foreign treasuries pushed interest rates lower
on Japan’s 10-year note to levels not seen since 2003 and yields on
Australian and German similar maturity bonds to all-time lows. The
primary drivers of increased demand for government debt included
Moody’s downgrading 16 Spanish banks along with the increased
likelihood Greece will exit the euro bloc, intensifying contagion fears.
However, market participants expect a rise in rates next week as the U.S.
Treasury auctions $99 billion of coupon-bearing debt. All else equal,
market makers tend to push up long-term bond yields as a way to
underwrite bond auctions at more attractive levels.
Meanwhile, investment grade and high yield corporate bond sales
declined at the fastest pace since February as investors focused on less
risky sectors of the bond market. Given the current macro and
geopolitical concerns, issuers will likely wait for the “risk-on” window to
open again before bringing new deals to the market.
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Most major stock markets were down for the third week in a row.
Concerns about Greece’s inability to form a new government sparked a
significant rise in bank withdrawals and renewed fears that the country
will be forced to exit the eurozone. Facebook’s IPO on Friday was not
enough to rally the markets as the S&P recorded its sixth straight decline.
The S&P decline on Friday was the twelfth in the last thirteen sessions.
The S&P 500 Index closed at 1295.22, off 4.3% from last Friday. The
NASDAQ Composite Index ended the week 5.3% lower at 2778.79. The
S&P is still positive for the year despite the recent sell off and has yet to
cross the 10% correction mark from this year’s high. Volatility should
continue to be expected in the near term as events in Europe continue to
evolve and draw headline attention.
In Europe, Spanish and Italian 10-year bond yields shot up to their
highest levels this year, while German bond yields fell to a record low.
Late Thursday Moody’s Investor Services downgraded sixteen Spanish
banking institutions, including Banco Santander, the eurozone’s largest
bank, citing mounting loan losses, recessionary trends and worries about
the government’s ability to support lenders. The STOXX Europe 600
Index, which represents large, mid and small capitalization companies
across 18 countries of the European region, declined 5.25% for the week.
With the contrast that exists between the Northern and Southern
economies in Europe, correlations of equity markets among core
countries and those in the periphery have been decoupling with the
potential of contagion declining.
This week’s earnings reports came mostly from retailers. Home Depot
first quarter EPS was ahead of expectations, but revenue fell short. WalMart reported the best quarterly same store revenue growth increase
(+2.6%) in three years. Both total revenues and earnings were ahead of
analysts’ estimates. "In a highly competitive retail environment, Wal-Mart
US is increasing price separation across categories and driving increased
traffic to both the grocery and general merchandise areas of our stores,"
said president and chief executive Mike Duke. Target also reported
results ahead of expectations and raised full year guidance by $0.05.
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Gold recorded its strongest single-day gain since the beginning of the
year of Thursday after a poor Philly Fed Manufacturing Index report and
a Moody’s downgrade of Spanish Banks. Price levels had been tumbling
for much of May, including a 3.7% drop last week, but yesterday’s spike
brought the price back up to around $1,575 per ounce.
Oil stockpiles in Cushing, Oklahoma, the largest oil storage facility, have
reached a record high of 45.1 million barrels, and the total U.S. oil stock
increased by 2.8 million barrels last week. This continued hike in
inventories is naturally pushing prices down further, as has been the
trend since late February. Additionally, European news seems to be
encouraging the fall in oil prices as a less optimistic outlook continues to
offer a bleak view of future European oil demand. This can be seen
especially in countries like Italy, where oil demand is down over 14%
from this time last year. WTI Crude now sits at about $92.50 per barrel
and Brent Crude at $107 per barrel.
Hedge Funds have lost around 1% so far in May, bringing the year-todate return to right around 2% according to the HFRX Global Hedge
Fund Indexes. Despite the entire index losing slightly in April, MergerArbitrage and Event Driven funds outperformed the rest of the field. Asia
Emerging focused funds gained over 7% in Q1, clearly showing stronger
numbers than the western counterparts. The success of today’s
Facebook IPO will weigh significantly on some funds, including Goldman
Sachs’ largest hedge fund which owns more than 3.6 million shares of
the company. Reports say Goldman could pocket at least $60 million just
from the IPO, and many times that on its plan to sell slightly less than
half of the 3.6 million shares it owns from the purchase in January of
2011.
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Economic Update
Home buyers appear to be slowly returning to the market as existing
home sales rose 3.4% in April, according to the National Association of
Realtors. The gain was expected coming off a weak March number, but
perhaps what has been most encouraging is the mix of sales. Distressed
properties made up only 28% of sales, down from 37% in the same month
last year. This has helped median prices surge to $177,400 – 7.6%
higher than last month and 10.1% over last year. At the same time allcash deals are making up less of the mix and first-time buyers are making
up more, suggesting real home buyers and not just investors are coming
back to the market. Meanwhile new home sales showed moderate
improvement climbing 11,000 from last month to a 343,000 annual pace,
according to the Census Bureau. Upward revisions to past data indicate
the weakness in new home sales was slightly less severe than previously
thought.
Headline durable goods orders were lackluster climbing 0.2% in April
following a 3.7% decline the previous month. The report indicates despite
robust growth in the motor vehicles segment there is some softness in the
manufacturing sector. The core number excluding transportation was
disappointing falling 0.6% with weakness across many components.
Initial jobless claims continue to trend lower, suggesting the elevated
numbers seen in April were a short-term blip and are moving comfortably
into our rear-view mirror. The number of Americans filing for first-time
unemployment benefits fell 2,000 to 370,000 for the week ended May 19,
according to the Labor Department. The four-week average also stands
at 370,000 and is down for the third week in a row. Continuing claims are
showing improvement as well with the four-week average down to a
recovery low of 3.272 million. These are both positive signs and should
fuel optimism for an improved monthly employment report due out next
week.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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After a near two-month rally, U.S. Treasuries fell for the week, but remain
close to record high levels. Looking forward, many strategists feel
investors in safe-haven government debt stand a good chance of losing
money over time, given that rates along most of the yield curve have
fallen below long-term inflation expectations. The last time yields were
near these levels was in the early 1950s, when World War II era interestrate caps were in place. Yet investors cannot seem to get enough of U.S.
Treasury securities, citing safety of principle and constant yields as
reasons to purchase these bonds. The current rally started in 1981 after
the Fed increased interest rates to quell inflation, with the 10-year note
yield climbing to almost 16%. Since then, rates have been in a general
downward trend with few interruptions. However, with CPI near 2.3%,
Treasuries with maturities out to 14 years yield less than inflation,
meaning investors in these securities will lose money from an inflationadjusted perspective. Still, with worries over Europe’s debt crisis flaring
once again, skittish market participants are more concerned about
preservation of capital. Nevertheless, over the longer-term, an
improvement in the eurozone coupled with a strengthening U.S. economy
could trigger sharp losses in Treasuries because with yields this low,
prices tend become volatile, even with relatively small changes in yields.
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The domestic and the international equity markets continued to remain
volatile as the European banking crisis and Greece’s potential exit from
the European Union dominated headlines. The Dow Jones Industrial
Average closed at 12,451.95, up 82 points for the week, or up 0.67%.
The broader S&P 500 Index ended the week up 1.73% to close at
1,317.64, while the NASDAQ Composite finished higher by 59 points, or
up 2.11% to close the week out at 2,837.53.
The European stock markets finished slightly higher on the week,
however the MSCI EAFE Index is down over 12% for the past three
months and continues to be in negative territory year-to-date. Not only is
Europe continuing to show signs of a recessionary trend, but talks of a
potential Greece exit from the European Union have begun causing
additional pressure on the markets. The European markets received
some positive news out of Germany Friday morning lending stability to
the markets. The overall consumer confidence in Germany held steady in
May and is expected to remain at these levels through June. The MSCI
EAFE Index finished the week down slighty by 0.48% and remains
negative on the year.
After one week of trading, the much anticipated IPO of Facebook (FB) is
trading well below the IPO price of $38. The company is now fraught with
a public relations problem with accusations that some investors were
privy to financial information prior to the IPO. Mark Zuckerberg has taken
the approach to ignore the media and has not made a comment on these
issues or the decline over the first week in the stock price. After its debut
at $38 last Friday it is now trading 16.54% lower and closed Friday at
$31.91.
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The price of oil slipped below $90 a barrel this week for the first time in
nearly seven months with domestic supplies on the rise. It was
announced that U.S. oil supplies grew last week by 900,000 barrels and
hit their highest level since 1990 after analysts expected supplies to grow
by 750,000 barrels. For the week, crude oil dropped 0.25%, settling at
$90.86 a barrel and is down nearly 11% in the past three weeks. Pump
prices in the U.S. have followed oil as the average price for a gallon of
regular gas has fallen each day since May 16 and stood at $3.66 on
Friday, according to AAA data. At the beginning of the year, prospects for
record prices above $4 or even $5 were a top concern, but talks of
reaching those levels has all but disappeared. Many analysts say prices
already reached their peak for the year back in April at around $3.94 a
gallon. Gasoline is $0.165 per gallon cheaper than it was this time last
year, a drop travelers typically do not see before a holiday weekend.
Summer gasoline prices tend to be higher due to more expensive blends
of gasoline and the summer driving season, but since crude, which has
been volatile of late, accounts for roughly 66% of the price, analysts
believe pump prices this summer will largely depend on what happens to
the price of crude.
Gold prices rose back above $1,565 an ounce on Friday, snapping four
sessions of losses and temporarily decoupling from the euro, as
investors saw the precious metal's current price as a buying opportunity
after its recent fall. Alongside worries Greece could be set to exit the
eurozone, hurting the euro and boosting interest in the dollar, gold ended
the week down 1.07%, finishing at $1,574.80 an ounce. Such fears were
instrumental in sending gold to a record high last year, but since January
prices have tended to react negatively to bad news from the eurozone as
investors turned to the dollar or Treasuries as alternative safe-havens
from risk.
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Economic Update
Manufacturing numbers came in this week fairly positive; the ISM new
orders Index was up a full 2 points in May – the largest monthly gain in
over a year. New orders are crucial to the manufacturing industry, so this
is certainly good news. Backlog orders and inventories have been falling,
as can be seen in the lower inventory purchasing portion of GDP, which
may signal a slowdown in inventory building.

Economic Indicators, Quarterly Change

12.0%
10.0%

First quarter GDP growth was revised down to 1.9% on Thursday, slightly
lower than the original estimate of 2.2%. This is disappointing after a
2011 fourth quarter number of 3.0%. The revision is being attributed to
lower figures for personal consumption expenditures, inventory
purchasing and government spending. Rising import estimates also
contributed to the change. On the positive side, business investment was
revised to show a slightly higher figure. Analysts are expecting GDP to
maintain a 2% to 3% growth rate for the year.
Unemployment ticked back up to 8.2% as the May non-farm payroll
numbers came in at a disappointing 69,000 gain; this is the lowest figure
we have seen in a year, and it is drastically lower than the 150,000 gain
analysts predicted indicating hiring in the U.S. is near a standstill.
Construction jobs dropped alongside public sector hiring, both
contributing to the disappointing numbers, but manufacturing and service
industry hiring was healthy. Initial unemployment also missed
expectations significantly, climbing up 10,000 to 383,000, indicating
increased layoffs. This news is surprising as many other economic
indicators have been showing signs of improvement, such as
consumption, auto sales and manufacturing.
On a lighter note, personal income growth improved slightly in April, rising
0.2% after a 0.4% rise in March. Consumer spending was positive as well
with a 0.3% gain in April after a 0.2% March figure, even with oil prices
falling. It seems that even with negative job numbers, the U.S. consumer
is still spending more – one of the key factors to keep this recovery going.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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The yield on the 10-year U.S. Treasury note fell below 1.5% on Friday for
the first time ever. The driving force behind the recent rally in government
bonds has been a flood of money seeking safe-haven securities in
response to the crisis in the eurozone. In addition to this, Friday’s
unexpectedly weak U.S. employment growth report pushed demand
higher and yields lower across the entire yield curve. Given this weak
report, market participants will now focus on Fed Chairman Bernanke’s
congressional testimony on the economic outlook on Thursday of next
week for any hint of another round of quantitative easing. Although the
odds of QE3 remain remote at this time, it appears the global slowdown
and events in Europe are beginning to have an impact on the U.S.
economy. Should conditions continue to deteriorate, we would expect the
likelihood of another round of fiscal stimulus to increase.
Meanwhile, a considerable tightening of spreads for high yield bonds
along with the rally in Treasuries indicates market participants have
shunned riskier asset classes. Because credit spreads tend to fluctuate
with the economic cycle and most strategists do not expect the U.S.
economic recovery to be especially strong, spreads are not likely to
tighten much from current levels.
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Markets turned negative this week after a combination of deteriorating
global economic data and heightened European banking concerns.
Thursday marked the end of May with domestic markets recording 6% to
7% losses for the month, the worst since 2007. International developed
markets, as measured by the MSCI EAFE index, declined nearly 10% in
May. The unexpectedly weak U.S. jobs report on Friday sent markets
tumbling again. The Dow Jones Industrial Average finished the week at
12118.57 down 2.7%. The S&P 500 Index closed at 1278.04, off 3.0%
from last Friday. The NASDAQ Composite Index ended the week 3.2%
lower at 2747.48. The U.S. markets have now lost all of their gains yearto-date.
Investors in Europe feared the Spanish government may not be able to
recapitalize its troubled banks. The euro fell to $1.24, the lowest level
since 2010. The European Commission reported its economic sentiment
indicator fell to 90.6 in May from 92.9 in April, the lowest level in 31
months. Asian markets did not fare as poorly with the Nikkei Index down
only 1.6% and the Shanghai Composite Index up 1.7% over the five-day
trading period. Asian stocks rallied early in the week on hopes of
imminent economic stimulus, only to decline the next day as state media
announced the stimulus package would be relatively mild compared to
previous plans.
Facebook shares continued their downward slide this week as options
trading began and most traders bet the stock would continue to fall.
Shares rose on Thursday after an analyst upgrade, but the stock is still
off 27% from its $38 IPO price. On a positive note, U.S. automakers
reported strong sales in May. Chrysler sold 30% more cars than last year,
the best May in five years. Ford (+13%) and GM (+11%) also saw double
digit growth. Chrysler announced it will add production capacity to meet
strong demand. Importers also reported positive sales results for the
month.
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Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch, Wolfe Trahan.
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Gold rallied more than 3% on Friday, its biggest one-day gain in more
than two years, as bleak U.S. employment data and a deepening
eurozone crisis triggered safe-haven buying by investors who see more
reasons to expect further monetary easing by central banks. For the
week, gold settled at $1,624.60 an ounce, up 3.16%. The precious metal
broke its trend of trading in sync with riskier assets, rising on a day when
Brent crude oil slumped below $100 a barrel and the Dow Jones
Industrial Average fell 2% to turn negative for the year. Analysts believe
gold's safe-haven appeal has been reasserting itself, noting bullion and
U.S. Treasury bonds were among the few financial assets that rose on
Friday. Crude oil declined 8.32% this week, closing at $83.30 a barrel on
heightened worries over a slowing global economy after weak reports on
U.S. job growth and manufacturing. Despite this, OPEC power Saudi
Arabia is not likely to trigger a supply cut with the country pumping at its
highest rate in decades as analysts believe their budget can comfortably
withstand a much lower price.
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Hedge funds are beginning to bet against the bonds of core eurozone
countries like Germany and France, signaling a growing fear that nations
once considered safe-havens could be dragged down by the crisis in
states like Greece and Spain. After a buoyant Q1 for markets, with
receded fears over the eurozone debt crisis thanks to a 1-trillion-euro
cash boost from the European Central Bank (ECB), hedge funds have
been quick to make sure they do not miss out as concerns over the
future of the single currency resurface. According to Reuters, rather than
bet on the likes of Greece and Spain, whose problems are now well
documented, funds are shorting the bonds of core countries as a socalled 'tail hedge' - the purchase of protection against extreme events
such as the launch of eurobonds which could drive up the cost of
borrowing for Germany. While such bets have so far failed to pay off,
rising French bond prices drove yields to their lowest since September
2010 this month, hedge funds are targeting core countries as liquidity is
better than in peripheral markets, and the funds feel the safe-haven
status of these core countries has been exaggerated as the crisis
elsewhere deepens.
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Change

1,574.80

1,624.60

3.16%

-8.0%

90.86

83.30

-8.32%

-10.0%

Copper

345.20

332.30

-3.74%

-12.0%

Sugar

19.62

19.09

-2.70%

HFRX Equal Wtd. Strat. Index

1,113.28

1,114.12

0.08%

HFRX Equity Hedge Index

1,005.93

1,007.47

0.15%

HFRX Equity Market Neutral

940.68

947.37

0.71%

HFRX Event Driven

1,357.41

1,355.57

-0.14%

HFRX Merger Arbitrage

1,510.80

1,507.04

-0.25%

Dow Jones UBS Commodity Index

132.61

126.81

-4.37%

FTSE/NAREIT All REIT

148.72

147.80

-0.62%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
Fed Chairman Ben Bernanke testified before the Joint Economic
Committee this week and made his usual call for fiscal policymakers to
get the federal budget on a sustainable long-term path. The Chairman
expects the economy to continue to grow at a moderate pace; he pointed
to seasonal adjustments and weather related issues as the cause for
exaggerating the apparent slowdown in the labor market. He offered little
in his testimony to imply a third round of quantitative easing was ahead,
only saying "at this point I really can't say that anything is completely off
the table."
Meanwhile the Chinese central bank announced its first rate cut since
2008, dropping the deposit and lending rates by a quarter point. The
move is an effort to spur their economy which has seen growth rates cool
recently. HSBC’s purchasing manager’s index in May showed
manufacturing in China declined for the seventh consecutive month.
Europe is China’s largest trading partner and exports have been hit much
harder by the slowdown in that region than they have in the U.S. Given
how high rates in China remain, we may yet see further easing.
The trade balance improved in April with the deficit narrowing to $50.1
billion from an upwardly revised $52.6 billion in March, according to the
Census Bureau. The improvement came as imports declined faster than
exports, led by a narrowing of the non-petroleum trade gap which
improved $1.5 billion. Lower oil prices helped narrow the petroleum gap
as well, from $28.6 billion to $28.0 billion. The declines in imports and
exports this month should not be of too much concern when taken in the
context of the gains seen in March.
The number of Americans filing for first time unemployment benefits fell,
but the total number of those on unemployment rose according to the
Labor Department. Initial claims fell a better-than-expected 12,000 to
377,000 for the holiday shortened week ended June 2, while continuing
claims rose 34,000 to 3.293 million for the May 26 week.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries fell for the week as investors found little guidance about
future monetary policy from Federal Reserve Chairman Ben Bernanke's
latest remarks along with reports Germany might eventually support
broader risk sharing in the region through common eurozone bonds.
Meanwhile, although Spain’s economic minister Luis de Guindos
maintains the country does not need a bailout, most strategists expect an
intervention from the European Union sometime during June.
Uncertainties remain over how damaged the Spanish economy and its
bank sector truly are after Moody’s cut the credit ratings of 16 of the
country’s banks. The ratings agency notes Spanish banks are not only
undercapitalized but may also experience major losses from questionable
real estate exposure. Because of this, Spanish government bonds now
trade at an unsustainably high-risk premium, prompting one of the
country’s leaders to suggest, “the door to the markets is not open for
Spain.” However, in an effort to ease some of the anxieties associated
with sovereign debt contagion, senior finance ministry officials from the
eurozone and other EU countries are scheduled to discuss options in
financial aid for the country, likely focused on its banking sector, over the
weekend. The European Commission and the European Central Bank
(ECB) are also expected to present measures for creating a “banking
union” that would supervise banks and possibly offer bailouts directly.
Issue
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Change
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0.09%
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0.71%
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Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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Domestic and international equity markets continued to remain volatile as
Spain and China took their turn at dominating the headlines. The Dow
Jones Industrial Average closed at 12,554.20, up 436 points for the week,
or up 3.59%. The broader S&P 500 Index ended the week up 3.73% to
close at 1,325.66, while the NASDAQ Composite finished higher by 111
points, or up 4.04% to close the week out at 2,858.42.

Weekly Change
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Asian markets finished the week higher snapping a nine week losing
streak. The rise came even with a 2% drop on Thursday after China’s
unexpected interest rate cut based on its slowing economic growth. The
interest rate cut coupled with the statements by Federal Reserve
Chairman Ben Bernanke that made no mention of further easing sent all
markets lower. All this news comes right before the weekend when China
is set to release data including inflation, industrial production, retail sales
and monthly trade figures.
The European markets followed the Asian markets lower on Friday after
posting positive returns the past three days. The markets sold off based
on Bernanke’s comments along with the rate cut in China. More
importantly, Fitch downgraded Spain’s debt and made mention it could be
downgraded to junk status. Also, the treasury minister in Spain
mentioned they will need outside help for their banking system to
recapitalize their banks.
Domestically, the equity markets followed the Asian and European
markets lower at the open only to reverse and finish with one of the best
weeks of 2012. President Obama spoke Friday morning and encouraged
Europe to act quickly in combating its economic crisis. He also urged
Greece to not leave the European Union, stating the country would face
additional hardships if it were to separate. Greece will hold a new
election next week that may decide the fate of the country.
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Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch, Wolfe Trahan.
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Gold fell this week after the U.S. Federal Reserve gave no hint of plans
for an imminent stimulus to the economy, which disappointed investors
and dampened the precious metal's appeal as a hedge against monetary
easing. A weaker euro against the dollar also weighed on dollar-priced
precious metals, making them costlier for holders of other currencies.
Gold holders had hoped Federal Reserve Chairman Ben Bernanke would
signal further monetary easing, especially after last Friday's U.S.
employment data showed a weak job market. But Bernanke refrained
from indicating any short-term aid, such as a fresh round of quantitative
easing (QE), though he said the central bank was ready to shield the
economy if financial troubles mounted. Analysts claim the outlook for
precious metals in the medium-term, however, remains positive “because
the central banks will have to undertake an expansive monetary policy
sooner or later. They are just waiting for the right time; they don't want to
use the last cartridge too soon." For the week, gold dropped 1.85%, or
$30.10, to settle at $1,594.50 an ounce.
Oil, however, gained this week on the prospect of weak economic growth
with no immediate assistance from the U.S Federal Reserve. Crude rose
1.20%, or $1.00, to close at $84.30 per barrel. Oil prices rose earlier in
the week on hopes Bernanke would unveil a plan to stimulate the U.S.
economy, but that was not the case. Supply has risen faster than
demand in recent months with growing production in Libya, Iraq and the
U.S. Saudi Arabia has been pumping more oil to offset supply loses from
Iran, which is struggling to export crude under tightening Western
sanctions. Meanwhile, global demand for oil is falling with slower
economic activity. Because of such trends, the price of oil has fallen 25%
from its high of $109.77 back in February. The fall in oil has brought
some relief to U.S. drivers as retail gasoline prices have declined steadily
since their peak of $3.94 per gallon in April. The national average fell to
$3.55 this week, according to AAA.
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HFRX Equity Market Neutral
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-1.35%
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-0.53%

HFRX Merger Arbitrage
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1.57%

FTSE/NAREIT All REIT

147.80

148.29
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The week started with Spain requesting a €100 billion bailout from the
European Union to provide capital to their struggling banks. The assets
of Spain’s largest two banks exceed the GDP of the entire country, and
as such further aid will likely be needed. The move prompted rating
agency Egan-Jones to downgrade Spain’s debt even further to “CCC+”
with an 18% probability of default within the next year. Europe will
continue to be the focus over the weekend as Greeks return to the polls
for a second election that will hopefully result in a functioning coalition
government.
The housing market can not seem to catch a break as foreclosures
jumped 9% in May, according to RealtyTrac. This is coming on the heels
of the $26 billion dollar “robo-signing” settlement in April that cleared the
way for banks to resume the foreclosure process with less uncertainty.
Increases in foreclosures are likely to put downward pressure on home
prices.
Retail sales declined 0.2% in May, but it was not all bad news as lower
gas prices were one of the culprits. Without the 2.2% drop in sales at the
pump the retail number would have been up 0.1%. Motor vehicle sales
continued to show strength up 0.8%, and gains were also seen in
clothing, electronics and furniture. Building materials & garden equipment
sales dropped 1.7%, but it is possible warmer weather earlier in the year
pulled some sales forward, taking away from May.
The retail sales numbers look better when you factor in inflation which
turned negative during the month. The Consumer Price Index (CPI) fell
0.3% in May after being flat the previous month, according to the Labor
Department. Year-over-year CPI inflation continued to trend downward
falling to 1.7% from 2.3% in April and a recent high of 3.9% in September.
A sharp 6.8% drop in gas prices was again at work here, which frees up
cash for U.S. consumers allowing them to spend more on other things.
The energy impact was seen even more at the producer level with PPI
falling 1.0%. The year-over-year rate fell to 0.8% from 1.9% in April.
Lower inflation opens the door again for speculation on further stimulus
from the Fed.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries rose modestly for the week amid concerns of slower
economic growth in the U.S. and China, as well as, for something a little
different, escalating anxieties regarding the eurozone sovereign debt
crisis. Investors are hoping central banks will be more proactive going
forward as yields on Spanish debt reached record high levels. With so
much uncertainty remaining in the global fixed income markets, some
strategists are now suggesting investors may be better off remaining on
the sidelines rather than committing capital to Treasury securities of any
country. Meanwhile, Bank of England Governor Mervyn King announced
measures designed to protect the British financial system and economy
from an escalation of the eurozone crisis. In addition to looser fiscal
policy and central bank aid, Mr. King said the central bank would begin a
credit-easing operation designed to spark lending in the economy.
“Banks are at risk of future losses from a further downturn in the economy
and exposures to the euro area,” he said. Although British banks are not
encountering liquidity problems at this time, these emergency measures
are designed to help prevent a destabilization of the country’s banking
system. However, not all market strategists feel as bearish about the
global markets citing, amidst other things, an expectation the U.S.
Federal Reserve may hint at some type of additional fiscal stimulus after
their two-day policy meeting next week.
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Stock markets were volatile but ended mostly positive for the week with
renewed worries about Spain and Greece and weak domestic economic
data. Markets initially cheered Spain’s plans to borrow 100 billion euros to
recapitalize its banks, but quickly retreated as buyers of the country’s
government bonds questioned the plan’s effectiveness. Bond yields in
Spain and Italy spiked mid-week. Markets rallied Friday on hopes that
central banks would step in to provide support if Greek elections this
weekend lead to more instability. The Dow Jones Industrial Average
closed at 12767.17 up 1.7%, its second week in a row of gains. The S&P
500 Index closed at 1342.84, 1.3% higher than last Friday. The NASDAQ
Composite Index ended the week 0.5% higher at 2872.80.

Weekly Change
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China reported several positive economic data points this week.
Industrial production grew 9.6%, better than April’s increase of 9.3%, the
slowest growth in three years. Auto sales and property investment also
improved. Chinese inflation of 3% was the lowest increase in 24 months.
The Shanghai Composite Index rose 1.1% for the week. In Japan,
leaders of the major political parties agreed to double the national sales
tax in hopes of bringing the countries’ finances under control. The Nikkei
index was flat for the week.
In corporate news, Dell announced its goal to cut $2 billion in costs by the
end of fiscal year 2015 mainly through expense reduction in supply chain
and services delivery. The company also revealed that its Board of
Directors has adopted a dividend policy under which the company will pay
quarterly cash dividends beginning in the third quarter of the current fiscal
year. Moody’s reported that dividends from technology companies are
expected to increase 14% in 2012. In a sign that warmer weather earlier
this spring affected more than just last month’s employment figures,
Scotts Miracle-Gro stock fell 6.6% when the company reported that sales
in May were below year-to-date trends.
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Prices reflect most recent data available at the time of publication
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As the prospect of a fresh economic stimulus from the world’s central
banks reinforced demand, gold ended the week up 1.95%, settling at
$1,625.60 an ounce. Gold's investment appeal as a hedge against
economic weakness increased as central banks stood ready for any
turmoil from Greece's elections, which could be the country's first step
toward a chaotic break from the eurozone. Many analysts believe the
more the debt crisis accelerates in Europe, the more likely fear will cause
investors to trade back into gold, thus increasing the likelihood of the
Federal Reserve initiating another economic stimulus.

Weekly Change
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Despite lingering economic uncertainty, REIT industry analysts are
maintaining a strong outlook for commercial real estate in the second half
of 2012. A survey conducted jointly by professional services firm PwC
and the Urban Land Institute indicated there is growing optimism about
the remainder of the year throughout the commercial real estate industry.
Survey participants forecasting “good-to-excellent” profits for 2012
increased from 42% at the beginning of the year to 48% in the latest
report. Many believe we are in an obviously a challenging environment
for both REITs and the broader markets, yet REITs should outperform
due to their relatively good earnings ability and the ongoing fundamental
recovery. According to REIT.com, the uncertainty surrounding Europe
and the fiscal situation in the U.S. are dominant themes in the broader
market and present challenges for REITs. That said, the search for yields
has been one of the biggest drivers of REITs’ performance so far this
year as the average REIT dividend yield has ranged between 3% and
4%.
Hedge fund closures hit a two-year high in Q1 as 232 funds liquidated in
the first three months of the year, according to Hedge Fund Research.
Q1 marked the highest quarterly liquidation of hedge funds since 240
shuttered in Q1 of 2010. However, the closures this year have been
offset by an increase in new hedge funds, as total hedge fund industry
assets hit a record $2.13 trillion. There were 304 new funds launched in
the Q1, the highest quarterly total since the final three months of 2007.
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Change
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Dow Jones UBS Commodity Index

128.80
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-0.01%

FTSE/NAREIT All REIT

148.29

150.06

1.19%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
Antonis Samaras was sworn in as the new Prime Minister of Greece this
week after his New Democracy Party was able to form a coalition with the
Pasok and Democratic Left parties. After the inconclusive May 6 election,
the results of this second election signal the country’s desire to remain
part of the 17-nation eurozone. At the same time the coalition plans to
fight to loosen the austerity requirements put upon them as part of the
bailout agreement. Time will tell if other European leaders are willing to
grant the struggling nation any leeway.

Economic Indicators, Quarterly Change
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Existing home sales declined 1.5% in May to a 4.55 million annual rate,
according to the National Association of Realtors. The report cited
constrained supply and not softening demand as the likely cause for the
drop. Meanwhile housing starts dropped 4.8% in April, according to a
report from the Census Bureau. On a positive note, though, building
permits increased to an annual rate of 780,000 – the highest level in four
years – indicating builders are getting more bullish on the housing market.
The Philly Fed survey set off alarm bells as manufacturing in the region
fell at its fastest pace in almost a year. The general economic index
contracted for the second consecutive month to a severe -16.6 level. The
survey does not always reflect the strength of the broader economy, but it
gives us a clue as to whether or not we will have a good ISM number on
July 2.
The number of Americans filing for first-time unemployment remains
stubbornly elevated. Initial claims were up 4,000 to 387,000 for the week
ended June 16, according to the Labor Department. The four-week
average now stands at 386,250. These levels will keep expectations low
for the June employment report, but there are still a lot of positives for the
job market; job openings are at a four-year high, consumer sentiment
regarding the job market is improving and the number of small
businesses reporting poor sales as their biggest problem is declining.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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For the most part, U.S. Treasury rates moved higher across the yield
curve this week. The benchmark 10-year note finished the week at
1.67%, up 10 basis points from the prior week. Nevertheless, this is still
significantly below the 2.38% level in March, reflecting somewhat weaker
U.S. economic data in recent months alongside a deteriorating European
debt crisis, resulting in increased demand for safe-haven Treasuries.
Following a two-day meeting, the Fed announced on Wednesday the
extension of its Operation Twist stimulus program through the end of the
year. The Fed is aiming to purchase an additional $267 billion of longerterm debt that will be funded from the sale of shorter-term securities
currently held on its balance sheet. Clearly, the Fed’s intention is to keep
borrowing costs low, which in turn should provide additional stimulus to
the economy. Meanwhile, Spain’s debt woes continue to dominate global
press headlines. On Thursday, financial media reported that Spain was
ready to ask for EU support for its ailing banking system as early as next
week. Spain’s objective is to reduce its funding costs by isolating the risk
of sovereign debt from the banking sector which is still dealing with bad
loans from a real estate bubble. So far, the market seems to be in
agreement as the benchmark 10-year rate has traded down to 6.3% from
above 7.1% earlier this week; levels above 7% are considered
unsustainable in the long-term.
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Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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The stock market was able to gain back on Friday despite suffering one of
the worst days of the year on Thursday after ratings agency Moody’s
downgraded 15 financial institutions. The Dow Jones Industrial Average
closed at 12,640.78, down 126 points for the week, or down 0.99%. The
broader S&P 500 Index ended the week down 0.58% to close at
1,335.02, while the NASDAQ Composite finished higher by 20 points, or
up 0.68% to close the week out at 2,892.42.
As markets remain concerned over the European debt crisis, Moody’s
announcement on Thursday, which downgraded the rating of 15 financial
institutions, calls into question the stability of the global financial system.
Moody’s cited “more fragile funding conditions, wider credit spreads,
increased regulatory burdens and more difficult operating conditions.”
The downgrade could make it more expensive for banks to borrow
money, raising costs to an already fragile situation.
The downgrades were broken into three categories with the strongest of
the banks being JP Morgan, HSBC and Royal Bank of Canada. Moody’s
noted these banks have solid capital buffers and a contained exposure to
the European crisis. The weakest of the banks included Bank of America,
Citigroup, Morgan Stanley and Royal Bank of Scotland, commenting this
group has faced problems with volatility and risk management.
Although the financial sector took a hit this week, Discover Financial
Services (DFS), who announced earnings earlier in the week, reported
revenue rose 6% to $1.85 billion from $1.74 billion. Net interest income,
or money earned from loans, rose 10% to $1.32 billion helped by lower
interest expense. Overall, the customers credit quality improved and
delinquency rates fell. For the week, DFS finished up 2% to close at
$33.61.
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U.S. crude oil settled below $80 this week for the first time since October
as the oil markets were hit by a host of factors, including fresh signs of
lackluster industrial activity. The retreat comes as U.S. and global oil
inventories remain well-supplied with sluggish demand. It also follows
policy moves by the Federal Reserve this week that fell short of
expectations as market participants anticipated further quantitative
easing to stimulate the economy, thus boosting demand for crude. For
the week, crude fell $3.88, or 4.62%, closing at $80.14 a barrel. It was
the same story with gold, as the precious metal lost 3.27% this week
settling at $1,572.50 an ounce on mounting worries about the global
economy. On Thursday the metal slid 2.5%, a day after U.S. Federal
Reserve policy makers took only modest steps to stimulate the world's
largest economy. Inflation fears have helped fuel several years of strong
gains for gold, but analysts believe investors are starting to worry about
deflation after reports this week showed signs of slowing economic
activity around the globe.
Hedge funds extended their May losses in the first half of this month as
the HFRX Global Hedge Fund Index dipped 0.54% through June 15,
leaving the index up just 0.97% on the year. According to FinAlternatives,
only one of the 15 strategy, sub-strategy and regional indices compiled
by Hedge Fund Research for the HFRX suite was in the black for the first
two weeks of June and only barely; fundamental value equity funds rose
0.03% so far this month. Also, hedge fund assets fell $18.8 billion in May
despite a net inflow of $9.5 billion from investors. Industry assets fell to
$2.53 trillion in May, according to data from eVestment|HFN, thanks to
performance losses of $28.3 billion. The net inflows in May came after
two consecutive months of net outflows, indicating year-to-date investors
have poured a net $35 billion into hedge funds. Performance gains have
contributed an additional $37.6 billion, and as a result, hedge fund assets
under management are up $72.6 billion year-to-date, or 2.95%.
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Economic Update
The third estimate for first quarter GDP was unchanged at 1.9%. There
were modest upward component revisions to fixed investment and net
exports as well as offsetting downward revisions to personal consumption
and inventory investment. Overall economic activity was modest, and
expectations for the second quarter should not be much different.
Sales of new homes were up a solid 7.6% to an annual pace of 369,000
in May. The surge in buying activity brought current supply down to 4.7
months – the lowest since 2005. The increased activity may have been
brought on by concessions as both the median and average prices
softened a bit. Tighter supply in both the new home and existing home
spaces, coupled with the recent spike in building permits could indicate
more residential construction on the horizon which would certainly be
good for the overall economy.
Things are looking up in the manufacturing arena as well. New factory
orders for durable goods rebounded 1.1% in May after slipping 0.2% the
previous month. The gains were driven largely by the transportation
component which jumped 2.7% on strong aircraft orders. Excluding
transportation orders were still positive, up 0.4%.
The week ended with news that European leaders reached a deal to
stabilize the eurozone and move closer to a so-called banking union.
Under the deal, a single supervisory body will be created to oversee the
eurozone’s banks. That body would have the authority to use the
eurozone’s rescue funds – the European Stability Mechanism (ESM) and
the European Financial Stability Facility (EFSF) – to give banks direct aid
without adding to government debt. The move was greeted warmly by
global equity markets, but it is by no means a cure for all Europe’s
problems. The ESM and EFSF have about €500 billion between them,
but Spain and Italy have about €2 trillion in debt needs.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Durable Goods New Orders, May Monthly Chg.
Pending Home Sales, May Monthly Chg.
Real GDP, Q1f Quarterly Change SAAR
GDP Price Index, Q1f Quarterly Change SAAR
Initial Jobless Claims (week ending 6/23)
Personal Income, May Monthly Chg.
Consumer Spending, May Monthly Chg.
Core PCE Price Index, May Monthly Chg.
Chicago PMI Business Barometer Index, June
Consumer Sentiment Index, June

369,000
2.0%
0.7%
62.0
93.5
-7.1%
1.1%
5.9%
1.9%
2.0%
386,000
0.2%
0.0%
0.1%
52.9
73.2
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Despite a dramatic selloff on Friday, U.S. Treasuries finished the week
mostly unchanged. Late Thursday, eurozone leaders announced they
would use bailout funds to directly recapitalize Spanish banks. This along
with a proposed plan to make the European Central Bank the sole
supervisor of the region’s banking system, seen as a key step toward a
banking union, encouraged market participants to focus on riskier asset
classes rather than safe-haven government debt. At the same time,
government bonds in the European peripheral nations including Spain
and Italy rallied sharply. Yields on Spanish ten-year bonds fell by almost
0.40% to 6.54%, down from a peak of 7.30% earlier this month. Despite
this selloff, U.S. Treasury yields remain near historic lows, with traders
suggesting interest rates are likely to remain range- bound in the near
term as continued uncertainties in the global markets remain in the fore.
However, from a long-term perspective conventional wisdom says bond
rates will rise given very expensive current valuations for Treasuries.
The Federal Reserve’s “term premium” model indicates yields on
government debt are roughly 0.85% lower than what is considered fair
value. The average over the past decade was a 0.50% premium. Since
yields on Treasuries with maturities out to approximately 2018 remain
below the rate of inflation, we continue to feel U.S. government debt
offers investors an extreme low expected return/high risk proposition.
Issue

6.22.12

6.29.12

Change

3 month T-Bill

0.09%

0.09%

0.00%

2-Year Treasury

0.32%

0.33%

0.01%

5-Year Treasury

0.73%

0.72%

-0.01%

10-Year Treasury

1.63%

1.67%

0.04%

30-Year Treasury

2.68%

2.76%

0.08%

Yield Curves
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5 yr
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10 yr

Muni (Tax Equiv.)*

Source: U.S. Department of Treasury, Standard & Poor's, FTN Financial
*Taxable Equivalent rate is calculated by using a 35% tax margin

Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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Stock markets were very strong across the board on Friday to end the
week and the month in positive territory. News that EU leaders agreed to
a measure to relax the repayment conditions for Spanish banks sent
stocks soaring. The deal allows two of the European bailout funds to
pump money directly into the most troubled European banks, as opposed
to government loans to bail out the banks. The plan is intended to rescue
banks without putting the countries further into debt. Strong housing data
also helped domestic stock markets this week. The Dow Jones Industrial
Average closed at 12880.09 up 1.9% for the week. The S&P 500 Index
closed at 1362.16, an increase of 2% over last week. The NASDAQ
Composite Index had its best day of the year, up 3% on Friday, to end the
week 2935.05, 1.5% higher than last Friday.
European stocks participated in the Friday rally as well, as stocks in
Germany, France and Spain ended the week up 2.4%, 3.4% and 3.2%,
respectively. Spanish bank stocks increased between 6%-9% on Friday
as the yields on Spanish government bonds dropped 42 basis points to
6.42%. Stocks in China were volatile despite the central banks injection
of $31 billion into the markets this week as investors were cautious ahead
of manufacturing data to be released this weekend.
In corporate news, News Corp announced its plan to split the company
into two separate businesses, entertainment and publishing. Google
unveiled its first tablet to compete with the iPad. Hospital stocks reacted
positively to the Supreme Court ruling on the Affordable Healthcare Act.
Paychex reported fourth quarter and fiscal 2012 earnings; total revenue in
2012 grew 7% while earnings per share increased 6%. Additionally,
increases in checks per client and pricing were slightly offset by lower
float income due to low interest rates. Nike stock fell nearly 10% after the
company reported a rare earnings miss.
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Change

4.0%
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634.43

1.55%
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775.15
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3.15%
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906.71

2.24%

MSCI EAFE
MSCI Small Cap

Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch, Wolfe Trahan.
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Oil rose the most in more than three years on optimism that Europe’s
debt crisis may be contained after leaders agreed to ease repayment
rules for emergency loans to Spanish banks and relax conditions on help
for Italy. Outperforming other commodities and overlooking the latest
bearish news of weak consumer sentiment, crude futures gained 9.4% on
Friday, trimming its biggest quarterly decline since Q4 of 2008, as
leaders of the 17 euro countries dropped requirements that taxpayers get
preferred creditor status on aid to Spain’s banks. Many analysts believe
prices may advance after the European Union’s ban on the purchase,
transport, financing and insurance of Iranian crude starts on July 1. Oil
prices have lost value in recent weeks against a backdrop of euro anxiety
and weak industry fundamentals due to plentiful oil inventories and weak
demand. But Friday's news spurred a rally, as investors overlooked a
negative consumer sentiment survey to send futures higher. However,
crude is down roughly 18% this year and has dropped 21% this quarter.
Also falling were the prices at the pump, as regular gasoline averaged
nationwide, dropped 0.4 cents to $3.369 a gallon this week, according to
AAA. Gasoline prices have dropped 14% this so far this quarter.

Weekly Change
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Gold surged above $1,600 an ounce on Friday, ending June with its first
monthly gain in five months, as a European deal to shore up banks and
cut borrowing costs lifted bullion's investment appeal. Despite this, the
metal was on track to drop 4.5% for Q2, its biggest quarterly decline
since Q3 of 2008. The metal, which has for the most part of the year
moved in tandem with riskier assets, received a boost from heavy shortcovering after losses earlier this week sent the metal close to being
oversold. Physical gold buying in major consumer India picked up a little
this week, a positive sign as weakness in Indian demand has
undermined spot prices this year with Indian gold prices near record
highs due to rupee weakness. Also, gold coin consumption, viewed by
some as a market-fear gauge, tumbled in the Q2 to levels not seen since
before the 2008 economic crisis, reflecting the metal's failure to attract
safe-haven appeal despite economic uncertainty. For the week, gold
settled at $1,597.90 an ounce, up $25.40 or 1.62%.
Issue
Gold
Crude Oil Futures
Copper
Sugar

12.0%
10.0%
8.0%
6.0%
4.0%
2.0%

Previous Week

Current1

Change

0.0%

1,572.50

1,597.90

1.62%

-2.0%

80.14

84.81

5.83%

331.80

349.70

5.39%

19.75

21.01

6.38%

HFRX Equal Wtd. Strat. Index

1,111.06

1,109.71

-0.12%

HFRX Equity Hedge Index

1,009.03

1,005.81

-0.32%

HFRX Equity Market Neutral

Year to Date Change

935.17

932.12

-0.33%

HFRX Event Driven

1,351.81

1,344.72

-0.52%

HFRX Merger Arbitrage

1,521.14

1,513.83

-0.48%

Dow Jones UBS Commodity Index

128.27

135.42

5.58%

FTSE/NAREIT All REIT

150.06

151.85

1.19%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The unemployment rate in the 17-nation eurozone rose to a record high
of 11.1% in May. The broader European Union’s unemployment rate
remained at 10.4%, according to Eurostat. The weak unemployment
figures coupled with 11 straight months of contraction in the
manufacturing sector appeared to be enough fodder for central banks to
take action. The European Central Bank (ECB) lowered its key interest
rate by a quarter point to 0.75%, and at the same time the Bank of
England implemented £50 billion of quantitative easing. Meanwhile the
People’s Bank of China also cut several key interest rates for the second
time in less than one month, bringing its lending rate down to 6%.
The weak numbers out of the Philly Fed survey from two weeks ago
proved to be a harbinger for the Institute for Supply Management’s (ISM)
broader manufacturing index. The PMI showed contraction in June for
the first time since July 2009, falling 3.8 percentage points to 49.7. The
new orders component plummeted into contraction as well, but the prices
index for raw materials also fell considerably which should help margins
for manufacturers. Comments from respondents were still positive, but
there are some concerns that weakness in Europe and China will be a
headwind for demand. The ISM non-manufacturing report, on the other
hand, showed the service sector grew for the 30th consecutive month.
Given that automobile sales are still strong and construction spending is
picking up, the weaker manufacturing report is not nearly enough to
signal an impending recession.
Initial jobless claims fell a respectable 14,000 to 374,000 in the final week
of June, according to the Labor Department. There was also good news
from the ADP report which showed a higher-than-expected 176,000
increase in payrolls for June, and planned job cuts fell to a 13-month low
of 37,511 according to Challenger, Gray and Christmas. Despite all this,
the monthly employment situation report showed only modest growth with
80,000 jobs added. Seasonal factors appear to still be working against
the number. The economy needs to add about 125,000 jobs per month
to keep up with population growth. The unemployment rate remained at
8.2%.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries finished the week sharply higher after the Federal
Reserve began buying Treasuries as part of its program to replace $667
billion of short-term debt in its portfolio with longer-term Treasuries in an
effort to further reduce borrowing costs. A disappointing U.S. jobs report
on Friday also sent investors into the safety of government debt. The
Fed’s purchases have been one of the primary drivers of keeping yields
range-bound near all-time low levels. This along with the prospect of
additional stimulus measures has scared away market participants willing
to bet against the rally in Treasuries.
Meanwhile, the muni market continues to wade through a long list of
issues including new GASB pension accounting rules, the Supreme
Court's healthcare decision, the Stockton CA bankruptcy, and the
aftermath of the Moody's downgrade to junk of all California
redevelopment agency debt. There has been no evidence that the market
views the pension concerns as anything new, or that it anticipates any
contagion from specific municipality defaults. The new GASB changes
are generally positive for state and local governments as they will
improve the transparency of pension reporting. Most strategists feel
these GASB changes will not lead to any downgrades by the rating
agencies because they are already well aware of the magnitude of
underfunding faced by municipalities.
Issue

6.29.12

7.6.12

Change

3 month T-Bill

0.09%

0.08%

-0.01%

2-Year Treasury

0.33%

0.27%

-0.06%
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0.72%
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-0.08%
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-0.10%
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-0.10%
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Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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Domestic and international stock markets continued to remain volatile as
central bank easing from three major economies on Thursday failed to
give global investors much confidence. Another disappointing jobs report
in the U.S. on Friday led to a sell-off in domestic stocks. The Dow Jones
Industrial Average closed at 12772.47 down 0.8% for the week. The S&P
500 Index closed at 1354.68, a decrease of 0.6% since last week. The
NASDAQ Composite Index fared slightly better and managed to end the
week at 2937.33, 0.1% higher than last Friday.
The People’s Bank of China cut interest rates again to combat an
expected slowdown in the rate of economic growth. Despite a 1% rally on
Friday, the Shanghai Composite Index finished the week with a 0.1%
decline, its third consecutive weekly loss. Other Asian markets were
mixed with Japan and Hong Kong posting gains for the week.
The European Central Bank (ECB) also eased rates on Thursday to try
and prevent further deterioration in European economies. ECB President
Mario Draghi stated that risks to Europe’s economic outlook are still to
the downside amid “a renewed increase in the tensions in several euro
area financial markets.” The Bank of England announced an increase in
its asset purchase target and indicated additional stimulus measures are
possible in the future.
Domestically, the equity markets reacted negatively to Friday’s weaker
than expected June jobs report. June non-farm payrolls came in at only
80,000 and capped a disappointing quarter of job growth. Major averages
in the U.S. were down roughly 1% on Friday, ending the holiday
shortened week on a negative note. Next week’s focus will be on
earnings reports as companies begin reporting results for the second
quarter. Particular attention will be paid to projections for the rest of the
year, coming off a weaker than expected quarter.
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This holiday week saw a big commodity rebound, even as the U.S. dollar
index rallied following the ECB rate cut. The ECB decided to cut interest
rates by 25 bps, now at .75%, and deposit rates by the same, bringing
that rate down to zero. Job reports in the U.S. were slightly positive, and
the non-manufacturing ISM fell, indicating a contraction in growth. These
factors contributed to a late-week fall for precious metals, with gold
ending the week down 1%. As long as the dollar continues to move
upward against the euro, gold and silver prices may continue to
experience downward pressure. Crude oil (both Brent and WTI) rose
slightly but dropped at the end of the week due to the sluggish June job
report on Friday.
In real estate, the S&P CaseShiller home price index released April data
last week showing a 1.3% increase in home prices, the first increase in
seven months. Prices are still down over 30% from the high in 2006, but
are hovering near 2003 levels. The housing situation has increased the
demand for rentals, which has in turn brought rental inventory down to
10-year lows and increased demand significantly; rents grew 1.3% in the
second quarter of 2012. Although many factors in the housing market
seem to be improving, real estate investors are holding back on
purchases until the market shows further improvement. London-based
Tristan Capital Management says headwinds are still extremely strong
for the European real estate market, and there are massive amounts of
capital sitting on the sidelines. Private equity fundraising in real estate
has fallen by nearly half since the end of 2011 because of market
uncertainty, making the environment for the 450 private equity real estate
fund managers currently vying for these funds even more competitive.
In hedge fund news, Greenlight Capital and ThirdPoint both issued yearto-date returns for the first six months of the 2012 on Tuesday. It is clear
why they were eager to report – they showed returns of 3.9% and 3.7%,
respectively, while the average hedge fund was only up about 1% for that
period, according to FINalternatives, a hedge fund news source.
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Economic Update
Minutes released this week from the Federal Reserve’s June meeting
showed some members voicing their concerns over the risks their
accommodative policies might have for the bond market. "Some
members noted the risk that continued purchases of longer-term Treasury
securities could, at some point, lead to deterioration in the functioning of
the Treasury securities market that could undermine the intended effects
of the policy," the minutes said. This is because the Fed’s open market
operations manipulate the Treasury market and weaken its ability to serve
as a signal on a number of different things including inflation expectations
and the outlook for the U.S. economy.
The U.S. trade balance improved as expected in May thanks to lower oil
prices. The trade deficit narrowed $1.9 billion to $48.7 billion. Exports
rebounded 0.2 % following a 0.9% dip the previous month, and imports
fell a further 0.7% after dropping 1.6% in April. The petroleum gap shrank
$3.2 billion while the services surplus improved $0.2 billion. The numbers
are mildly encouraging, and indicate more money is staying here in the
U.S. to help support domestic demand.
The number of Americans filing for first-time unemployment benefits
plummeted to its lowest level in over four years, according to the Labor
Department. Initial claims for the week ended July 7 were down 26,000 to
350,000. Unfortunately we can’t break out the cigars just yet as the
number was clouded by a delay in summer automotive plant shutdowns
due to low inventory. The number is likely to reverse some as plants
eventually do shutdown to retool.
The housing market saw more than one million foreclosure filings in the
first half of the year, up 2% from the previous six months, according to
RealtyTrac. Most of the increase has come after the $26 billion “robosigning” settlement was approved in April. On a positive note, though,
more than 700,000 fewer homeowners were underwater on their
mortgages in the first quarter, according to CoreLogic. Homeowners with
equity are much less likely to default on their mortgage than those who
owe more than their home is worth.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasuries finished the week modestly higher after a light trading
week. The market’s muted reaction to a series of headlines this week
speaks to a trend traders have been noticing – with 10-year yields below
1.5%, analysts feel the market has already priced in a weak outlook on
the global economy and eurozone debt crisis. To break out of these
levels, we will likely need to see some form of a grand gesture from policy
makers. Safe-haven bond markets continue to see yields fall to all-time
lows as U.S. two-year Treasury notes sold at auction with new record-low
levels earlier this week. A similar trend carried over to some of the
European countries, with short-dated Dutch bonds sinking into negativeyield territory. Meanwhile, since yields on Treasuries with maturities out
to approximately 2018 remain below the rate of inflation, we continue to
feel U.S. Government debt offers investors an extremely low expected
return/high risk opportunity. Finally, despite significant uncertainties in
the markets, we feel pockets of opportunity remain, including: structured
products in which credit prepayments may be mispriced, such as GNMA
bonds; unpopular sectors, such as investment grade financial sector
bonds, particularly large U.S. banks; municipal bonds given a strong
demand/supply backdrop; and high yield securities, especially floating
rate note mutual funds.
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After six straight days of declines, the longest losing streak since May,
stock markets were very strong across the board on Friday to end the
week mainly in positive territory. Economic data from across the globe
was in-line with expectations, and positive earnings reports from JP
Morgan and Wells Fargo sent stocks soaring. The Dow Jones Industrial
Average closed at 12777.09, even for the week. The S&P 500 Index
closed at 1356.78, also flat compared to last week. The NASDAQ
Composite Index ended the week 2908.47, 0.98% lower than last Friday.
China reported a drop in second quarter GDP to 7.6% from 8.1% in the
first quarter, but the number is still consistent with expectations. Industrial
production also declined slightly from 9.6% to 9.5%. On a positive note,
urban area fixed-asset investment growth accelerated to 20.4% in the first
half of 2012 from 20.1% in the first five months of the year. The Shanghai
Composite Index fell 1.7% for the week. Analysts predict the Chinese
government will now be forced to provide stimulus to improve the
economy in the second half of the year. Germany reported industrial
output improved 1.5% in May from the previous month, when it fell 2%,
helping the DAX finish the week up 2.3%. Manufacturing output also
increased in the UK by 1.2%, well ahead of expectations of a 0.2% from
last month. Total eurozone industrial production rose 0.6% compared to
the 1.1% decline reported in April.
Earnings season began this week with Alcoa reporting an 81% decline in
operating income due to anticipated production cuts and the general
global slowdown. JP Morgan’s results reported on Friday included a
lower than expected $4.4 billion loss on synthetic credit derivatives. The
company also announced a decline in credit-loss provisions to $214
million, down significantly from $1.81 billion last year and $726 million in
the first quarter. JP Morgan stock finished up 5% on Friday.
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Lifted by sharp rallies in equities and commodities, gold rose on Friday,
after data showed that China's economic growth, though slower, was still
stronger than expected. The precious metal was up 0.31% for the week,
settling at $1,588.10 an ounce. China’s year-over-year growth was 7.6%
in Q2, below the 8% level that triggered a response from policymakers in
previous downturns. China’s growth rate slowed for a sixth successive
quarter to its weakest pace in more than three years, but economists
anticipated much worse due to signs of a slowdown in the U.S. and
Europe. The precious metal held gains after data showed U.S. consumer
sentiment fell in early July to its lowest level in seven months while
producer prices rose only slightly last month, suggesting inflation
pressures remain muted for the time being, leaving the door open for
further easing by the Federal Reserve.
The Obama administration sanctioned the National Iranian Tanker Co.
(NITC) and four alleged front companies for Iran’s oil trade. This is the
latest move by the U.S. to curtail Iran’s petroleum sales until Iran
abandons illicit aspects of its disputed nuclear program. In a report from
Bloomberg, the U.S. Treasury Department announced this week it would
freeze American assets belonging to the tanker operator and block the
company’s transactions from the U.S. financial system. Crude oil rose
after the U.S. announced these sanctions aimed at the second-biggest
crude producer in the Organization of Petroleum Exporting Countries
(OPEC), closing the week at $87.05 a barrel, or up 3.45%.
Retail real estate investment trusts (REITs), in particular Shopping
Centers and Regional Malls, are beginning to look more attractive after
gaining 6% last month, now up 21.15% for the year. Shopping malls have
been hit hard since the financial meltdown, and less upscale properties
suffered the most. With shoppers migrating to higher-end malls, many of
these sites are being recycled into office space or apartments. Some
experts believe approximately 10% of the current mall space will be
reutilized in this manner. As vacancies decrease and rents increase
coupled with consumers continuing to shop, this sector is expected to
finish the last half of the year just as it started.
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Economic Update
Retail sales came in Monday lower than expected at -0.5% for the month
of June after falling 0.2% in May. Analysts had predicted a slight rise in
retail sales for June based on positive automotive manufacturing
forecasts, but motor vehicle sales fell 0.6% for the month. Core figures
showed weakness across the board; no one category stood out as a
major detractor or gainer. Year-over-year retail sales were up 3.8%, a
positive figure but slightly discouraging after a 5.1% gain in May. With
recent weakness in the job market the consumer seems to be withholding
some purchases.
Industrial Production was up 0.4% in June beating analyst predictions and
demonstrating a significant comeback after a 0.2% decline in May. The
manufacturing component gained 0.7% helped by a 2% increase in motor
vehicles output. Excluding autos manufacturing gained a healthy 0.6%.
Mining output also gained 0.7% for the month. Positive manufacturing
numbers are a plus for the output side of the economy as long as demand
can keep up; this may not be the case, however, as new orders have
been weaker in recent months.
Inflation was unchanged as gasoline prices fell significantly for the third
straight month, causing the energy index to fall 1.4%. The food index rose
0.2%, and indices for medical care, apparel and recreation all gained
substantially. The Federal Reserve has expressed varying views on
inflation forecasts, and a flat June report should not change any opinions.
The year-over-year figure maintains at 1.7%, seasonally adjusted.
Low mortgage rates have resulted in a refinancing spike as the
Refinancing Index jumped 22% this week with HARP loans accounting for
almost a quarter of the increase. The average contract rate for 30-year
fixed mortgages declined to 3.74%, the lowest rate ever recorded. June
housing starts came in at 760,000, 6.9% higher than the revised May
number and up 23.6% from June of last year. Housing permits fell in June
by 3.7% from May numbers, but was up 19.3% year-over-year. We see a
steady, albeit slow, increase in starts since the January 2009 lows of
fewer than 500,000 starts, but the 760,000 figure released today is still
well below 2006 peaks of over 2,200,000 (all seasonally adjusted).
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Foreign bond markets were decidedly risk-off as German 2-year notes
traded with negative yields for the first time ever due to difficulties for
Spanish sovereign debt. Spain auctioned 2-, 5-, and 10-year notes with
bids coming in weak and coverage ratios well below levels seen as
recently as last month. Spanish 2-year yields jumped well over 5% and
10-year notes topped the psychologically important 7% level. The
elevation and flattening of the Spanish yield curve is reminiscent of
national bond markets of nations that eventually requested bail outs. The
bond market action led to additional calls for EU support for market
intervention as analysts indicate that without a European Central Bank
(ECB) bond buying program, any bit of bad news out of the periphery can
quickly sends yields on their sovereigns soaring.
Domestically, bonds rallied across the risk spectrum with myriad domestic
indices posting positive returns for the week. The broad rally signified a
departure from typical market action over the last year where either the
dollar and Treasuries or investment grade and high yield rallied but not
both. This week corporate bonds provided solid returns while Treasuries
were also bid well with 10-year yields dipping to as low as 1.46%.
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Domestic and international stock markets continued to struggle to find
direction amid mixed economic signals. Domestically, weaker than
expected retail sales and initial jobless claims reports offset better June
housing start numbers. Markets retreated on Friday, but were able to hold
on to slight gains for the week. The Dow Jones Industrial Average closed
at 12822.57 up 0.36% for the week. The S&P 500 Index closed at
1362.66, a gain of 0.4% over last week. The NASDAQ Composite Index
fared slightly better and managed to end the week at 2925.30, 0.6%
higher than last Friday.
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European stocks fell on Friday, paring the weekly advance, after
eurozone finance ministers gave final approval to a 100 billion euro
bailout for Spanish banks. A downward revision to growth expectations in
Spain sent the yield on 10-year Spanish bonds back above 7%. Stocks in
China fell for a fifth consecutive week over concerns about an economic
slowdown and reduced earnings estimates. China’s Shanghai Composite
Index finished the week with a 0.8% decline. Japanese stocks also
declined for the week, with the Nikkei Stock Average losing 0.6% for the
week.
Domestically, the equity markets reacted positively to earnings reports
that have generally been better than reduced expectations. Of the 118
S&P 500 companies to report so far, 67% have beaten estimates. Also, inline guidance for the rest of 2012 has eased some investors’ fears of a
larger slowdown in earnings. IBM, Google, Microsoft and EBay all
reported better than expected numbers and saw their shares rise this
week. Major averages in the U.S. were down around 1% on Friday,
trimming the gains for the week. Corporate earnings will continue to be
the focus of the market through August. Investors will try to get a sense of
how the rest of the year will pan out as companies adjust their projections
for the next two quarters.
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Gold ended the week on a positive note over improved market sentiment
as Russia revealed it had boosted its bullion reserves in June; however,
losses in other commodities amid uncertainty over the ongoing eurozone
debt crisis limited further gains. The metal struggled early on as the euro
tumbled once Spain's Valencia region said it would seek central
government help to repay its debts, heightening fears over the fiscal
problems of the eurozone's fourth-largest economy. Gold investors also
took notice as Russia's central bank raised its gold reserves by 6.2
tonnes to 836.3 tonnes in June. In addition, lackluster U.S. economic
data stirred deflation worries, denting gold's inflation-hedge appeal. The
precious metal ended the week at $1,583.70 an ounce, down 0.28%. Oil
fell for the first time in eight days on Friday over concern that European
governments were not doing enough to contain the worsening debt crisis,
raising speculation that demand will slip. Prices dropped from a twomonth high as Spain’s cost of borrowing rose to a record after euro-area
finance ministers gave final approval to a bank bailout for the country.
For the week, crude ended up 5.04%, or $4.39, to settle at $91.44 a
barrel.
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Investors dumped $43.3 billion into hedge funds in Q2 for net inflows of
$4.1 billion, according to the latest figures from Hedge Fund Research
(HFR). Q2 totals bring net year-to-date inflows to over $20 billion. Having
said that, hedge fund capital declined 1.3% from a record $2.13 trillion in
Q1 to $2.10 trillion in Q2 as the HFRI Fund Weighted Composite Index
for Q2 declined 2.7%. HFR went on to note that, as in previous quarters,
large funds continued to be the biggest benefactors of increased inflows
with more than $11 billion going to firms with over $5 billion AUM in Q2.
Firms with less than $5 billion AUM experienced net redemptions of
about $6.9 billion. HFR stated about 30% of all funds experienced net
inflows in the second quarter of 2012 while 70% experienced net
outflows. So far through July, the average hedge fund has risen 0.56%,
according to the HFRX Global Hedge Fund Index, pushing the
benchmark to up 1.79% through the first half of the year. All but three of
the strategies and sub-strategies tracked by Hedge Fund Research were
up through mid-July as well.
Issue
Gold
Crude Oil Futures

Previous Week

Current1

Change

1,588.10

1,583.70

-0.28%

87.05

91.44

5.04%

Copper

349.45

344.40

-1.45%

Sugar

22.73

23.92

5.24%

HFRX Equal Wtd. Strat. Index

1,114.13

1,115.89

0.16%

HFRX Equity Hedge Index

1,011.33

1,018.16

0.68%
-0.14%

HFRX Equity Market Neutral

937.65

936.35

HFRX Event Driven

1,346.88

1,347.90

0.08%

HFRX Merger Arbitrage

1,512.33

1,509.07

-0.22%

Dow Jones UBS Commodity Index

140.34

146.19

4.17%

FTSE/NAREIT All REIT

156.44

157.39

0.61%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The U.S. economy saw its growth rate slow to 1.5% in the second
quarter, down from 2.0% for the first quarter of the year. The
deceleration was largely attributable to a slowdown in consumer
spending growth which fell from 2.4% down to 1.5%. Still, the growth rate
was higher than expected with consensus forecasts calling for only 1.2%
GDP growth. Across the pond things were worse as the economy in the
U.K. contracted 0.7% - the third consecutive decline in GDP for the
country. Hopefully the Summer Olympic Games which begin in London
today will give a boost to their economy.

Economic Indicators, Quarterly Change
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The annual sales rate of new homes fell sharply in June to 350,000 but
was offset by upward revisions to April and May data of 15,000 and
13,000 respectively. The May figure now stands at 382,000 – the highest
figure in more than two years. This follows a report from the NAHB last
week that showed a six point surge in the housing market index for July
to 35. This is the highest level of the recovery and indicates home
builders are growing increasingly optimistic about the outlook for new
home sales.
New factory orders for durable goods jumped 1.6% in June, following a
similarly sized increase in May. The number was higher than expected
thanks to positive spikes in the ever-volatile aircraft components.
Excluding transportation, orders fell 1.1% following a 0.8% rise the
previous month. Overall it would appear than manufacturing has lost
some steam outside nondefense aircraft, motor vehicles, and business
equipment. Meanwhile manufacturing in China appears to be getting
closer to moving back into growth territory. HSBC said its Chinese PMI
rose to a 5-month high of 49.5 in July from 48.2 last month.
Initial jobless claims continued their seesaw action dropping 35,000 to
353,000 for the week ended July 21. Summer automobile factory
retooling has been blamed for the volatile weekly readings this month
making the four-week average, which is down about 20,000 from June, a
much more reliable indicator. So despite the cloudiness of the data, the
trend is heading in the right direction.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
Despite the Treasury Department’s $29 billion sale of seven-year
Treasury notes at a record low yield of 0.95% on Thursday morning, the
bond market ended the week considerably lower after a stronger than
expected jobless claims report and positive comments from European
Central Bank president Mario Draghi. Yields on the 10-year note rose to
as high as 1.60%, the highest level since July 6. Wednesday, the yield
hit an intraday record low of 1.38%. Mr. Draghi pledged on Thursday to
do “whatever it takes” to save the euro. “And believe me, it will be
enough.” Yields on ten-year government bonds in Spain and Italy fell
considerably after the policymaker hinted the Bank might start its
sovereign bond purchase program again, which has been dormant for
close to four months. Draghi suggested the size of the “sovereign risk
premia”, or high borrowing costs, in Spain and Italy was hampering the
functioning of the monetary policy transmission channel. However, some
strategists feel that even if the ECB starts buying more sovereign bonds,
it likely will not mark a turning point in the crisis. They believe the fiscal
problems of Spain and Italy may necessitate full-blown sovereign
bailouts. Not only is the required size of these operations far in excess of
what the ECB would probably be prepared to commit, but at this point the
Bank remains opposed to monetary financing of sovereign debt.

Yield Curves
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Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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Stocks were volatile again this week with the Dow suffering triple digit
declines on Monday and Tuesday, only to recover and close in positive
territory for the five-day trading period. The week began with reports the
IMF may cut off aid to Greece, Spanish and Italian bond yields hitting
record highs, and Spain lowering its GDP estimates through 2014.
Pledges from the European Central Bank president to “do whatever it
takes to preserve the euro,” along with ECB purchases of Italian and
Spanish debt convinced investors to buy back into equities. The Dow
Jones Industrial Average closed above 13,000 for the first time since
early May. The DJIA, up 188 points on Friday finished the week at
13075.66, up 2.0%. The S&P 500 Index closed at 1385.97, up 1.7%. The
NASDAQ Composite Index eked out a gain as well ended the week
2958.09, 1.1% higher than last Friday.
Overseas, China reported a pick-up in manufacturing output to a ninemonth high, possibly related to the recent interest rate cuts. Belowexpectations results out of Apple impacted several Asian stock markets
on Wednesday as many companies are in the Apple supply chain. Both
Japanese and Chinese stocks closed down slightly for the week. The July
German IFO Business Climate survey fell from 105.3 to 103.3, the lowest
point in more than 2 years. European stocks as measured by the STOXX
Europe 600 Index closed the week up slightly.
Apple and Facebook both disappointed investors this week with weak
earnings reports. While iPhone sales increased 28% over last year, they
declined from the prior quarter in anticipation of the iPhone 5 later this
year. The company continues to lose market share to devices that run on
the Android system. Facebook fell 10% after its first earnings report since
the IPO. The shift to smart phones has been negatively impacting ad
revenues. The company has also seen a slowdown in payments from
social networking games. Amazon jumped over 7% on Friday despite
profit and sales below expectations.
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Change

12,822.57
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NASDAQ
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With gold on the mind of many this week as the Olympic Games kick-off
in London, the metal trimmed its gains after official data showed U.S.
economic growth slowed in Q2 coupled with the prospect that the
Federal Reserve might pump out more money due to a weaker dollar.
U.S. GDP expanded at a 1.5% annual rate between April and June, the
slowest pace since Q3 of 2011, the Commerce Department announced
on Friday. The weak Q2 reading, which was in line with economists'
predictions, raised expectations of a third round of quantitative easing by
the Fed which would weaken the currency and likely lift dollardenominated commodities like gold. The precious metal has been trading
between $1,530 and $1,630 an ounce, partly due to the Fed’s uncertainty
on further easing along with the metal being particularly sensitive to the
lack of direction from physical demand. For the week, gold settled at
$1,629.10 an ounce, up 2.87% or $45.40.
Crude oil also ended the week with a high note on hopes the U.S. and
other governments would enact economic stimulus plans following weak
economic growth. This news was not enough to bring crude out of the
red for the week though, slipping 1.49%, to settle at $90.08 a barrel.
Regular gasoline at the pump, averaged nationwide, fell $0.02 to $3.48 a
gallon, AAA stated this week, the first decline since July 9. Prices have
fallen 11% from a year-to-date high of $3.94 on April 4.
Crops in the midwest will benefit from showers and cooler temperatures
over the next week, but heat and drought will continue to punish crops in
the southwest, according to agricultural meteorologists. Corn and
soybean conditions have been on a rapid skid since farmers planted
each crop earlier than usual and at a quick pace. According to Reuters,
farmers planted the most area to corn in 75 years this year, only to see it
wilt in the most expansive drought in over a half century, and now
soybeans are deteriorating at a similar pace. Corn and soybean prices
eased a bit this week, however, after hitting record highs late last week,
and on Friday soybean prices were leading a fresh charge higher since
the soybean crop is now suffering the same fate as corn.
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Change

1,583.70

1,629.10

2.87%

4.0%
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91.44

90.08

-1.49%

344.40

343.00

-0.41%

23.92

22.52

-5.85%

HFRX Equal Wtd. Strat. Index

1,115.89

1,112.24

-0.33%

HFRX Equity Hedge Index

1,018.16

1,010.82

-0.72%

HFRX Equity Market Neutral

936.35

931.39

-0.53%

HFRX Event Driven

1,347.90

1,342.90

-0.37%

HFRX Merger Arbitrage

1,509.07

1,505.22

-0.26%

Dow Jones UBS Commodity Index

146.19

143.48

-1.86%

FTSE/NAREIT All REIT

157.39

156.68

-0.45%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The Fed disappointed some investors who were expecting some form of
“QE3” when they stood pat on policy at their meeting this week, but they
did open the door a little more for further stimulus by saying they “will
closely monitor incoming information on economic and financial
developments and will provide additional accommodation as needed to
promote a stronger economic recovery". This is a strong indication we
may see some form of action at the next meeting if economic data is
weak.
The recent volatility in initial jobless claims subsided for the week ended
July 28, as the number of Americans filing for first-time unemployment
benefits only rose 8,000 to 365,000. This helped push the four-week
average down to a four-month low of 365,500 indicating labor market
conditions are improving. This was echoed by the monthly employment
situation report which showed 163,000 jobs were added to the economy
in July. The market had only been expecting 100,000 so the reported
number was a respectable surprise to the upside. The private sector
continued to carry the load adding 172,000 to the payrolls while
government jobs were cut by 9,000. The less reliable household survey
showed a drop in the number of employed, contrasting the establishment
survey and causing the unemployment rate to tick up one-tenth of a point
to 8.3%. Overall the report was a positive, though, and this may end up
being an inflection point towards improved economic data.
The manufacturing side of the U.S. economy contracted for the second
month in a row, albeit at a slower rate. The Institute for Supply
Managements manufacturing PMI came in at 49.8 in July, slightly better
than June’s reading of 49.7. Production and employment are still growing
but this is unlikely to continue if new orders, which were at 48.0, remain
below 50. With decreasing new orders manufacturers’ inventories and
order back logs have been shrinking. The much larger service side of
the economy continues to chug along, growing for the 31st consecutive
month. The non-manufacturing index rose a half-point to 52.6 with
encouraging numbers in the new orders and business activity
components that showed accelerating growth.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond Market Update
For the second straight week, the bond market closed lower as investors
rushed out of U.S. Treasuries and into stocks. A key boost to investor
sentiment came from members of German Chancellor Angela Merkel’s
coalition party signaling they will not stand in the way of planned
government bond purchases by the ECB’s chief central banker Mario
Draghi. The U.S. Federal Reserve also said they will “provide additional
accommodation as needed” to spur economic growth and employment.
On Thursday, Mr. Draghi said the ECB “may undertake outright open
market operations of a size adequate to reach its objective” of an effective
transmission of monetary policy. Specifically, he said the ECB is ready to
re-launch its bond purchase program under the necessary condition that
governments fulfill their “commitments and responsibilities.” By this, he
clearly puts the pressure back on governments because for the ECB to
step in, member states would first have to formally request European
Financial Stability Facility (EFSF) support and demonstrate a willingness
to implement plausible austerity measures. Finally, the ECB said it would
announce the details of these policy measures in September. Markets
were disappointed but still hopeful of ECB interventions, as long-dated
Spanish and Italian bond yields jumped sharply after the announcement.
However, the short-end was flat or even tightened, reflecting Draghi’s
statement that any bond buying would focus on the short paper.
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Domestic and international equity markets remained relatively calm the
first three trading days of the week awaiting news from the European
Central Bank (ECB) and its decision concerning interest rates and
additional plans to repair the sovereign debt crisis. Upon the
announcement to keep rates unchanged, the market sold off on Thursday
only to rally back Friday with a positive employment report. The Dow
Jones Industrial Average closed at 13,096.17, up 21 points for the week,
or up 0.16%. The broader S&P 500 Index ended the week up 0.36% to
close at 1,390.99, while the NASDAQ Composite finished higher by 10
points, or up 0.33% to close the week out at 2,967.90.
The markets seem to be reacting with news out of Europe of late. After
last week’s statement by Mario Draghi, ECB President, claiming the ECB
will do everything in its power to fix the current problems in Europe,
markets were sent higher. Similarly, after a two-day meeting this week,
the ECB announced early Thursday morning interest rates will remain
unchanged and no immediate plan or measures aimed directly at tackling
the region’s debt problem are in motion at this time. This news led to a
steep sell-off in both European and domestic stock markets.
Friday morning the non-farm payrolls number announced an increase of
163,000 in July, topping many analysts’ expectations of an increase of
100,000. The negative reaction from the ECB statement Thursday was
quickly reversed with this report, sending international and domestic
markets higher, and erasing the losses from the prior day to close out the
week positive.
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With gold on the minds of many this week as the Olympic Games get
under way, the metal slipped 1.42%, settling at $1,605.90 an ounce. The
precious metal popped back above $1,600 an ounce on Friday, cutting
some of this week's losses as a better-than-expected reading on the U.S.
labor market dented the dollar and drew investors to commodities. The
metal was on track for its biggest weekly drop in six weeks, after the Fed
avoided any hints of an imminent stimulus in its recent statement, but
instead announced a new round of major support could be on the way if
the recovery did not pick up.
Also spurred by optimism following a positive U.S. jobs report, crude oil
rallied nearly 5% on Friday, closing at $91.20 a barrel, up $1.12 or
1.24%. Crude had dropped nearly 2% on Thursday after the ECB held
interest rates steady and did not announce any immediate plans to
restart purchases of Spanish and Italian bonds. Crude’s surge on Friday
followed data from the Energy Information Administration showing a
surprisingly sharp fall of 6.5 million barrels in U.S. crude inventories.
U.S. corn production may be 24% smaller than the government’s
estimate as drought in the Midwest has slashed yields and spured
farmers to abandon acres, Farm Futures magazine said, citing a survey
of 1,800 growers. The corn harvest may plunge to 9.86 billion bushels
this year, below the U.S. Department of Agriculture’s current projection of
12.97 billion bushels and 33% less than the government’s June forecast
for a record 14.79 billion, Farm Futures stated this week. Corn futures
have surged 56% since mid-June, touching a record $8.205 a bushel on
July 31, as the U.S. suffered its worst drought since 1956.
Hedge funds began Q3 in the black, with the Dow Jones Suisse Core
Hedge Fund Index rising 1.02% last month, not far off the S&P 500’s
1.26% return. All but one of the seven strategies tracked by the indices
gained ground last month. For the week, the HFRX Equal Weighted
Strategies Index gained 0.08%, settling at 1,113.08, while the HFRX
Equity Market Neutral Index lost 0.26%, closing at 928.94.
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Economic Update
Lower oil prices and a dip in imports helped the U.S. trade balance shrink
in the month of June. The deficit contracted a sizeable $5.1 billion to
$42.9 billion, the smallest reading since December 2010. The narrowing
in the gap was led by the non-petroleum goods component which shrank
$3.1 billion, and the $2.3 billion reduction in the petroleum deficit added to
the improvement. Imports fell 1.5% following a 0.8% decrease in May
while exports advanced 0.9% after edging up 0.3%. The dip in nonpetroleum imports may be indicative of weaker demand, but overall these
numbers should help boost revisions to second quarter GDP. Meanwhile
China’s General Administration of Customs reported that exports from the
world’s second largest economy grew only 1% in July from the previous
year. It was a significant slowdown from the 11.3% year-over-year growth
rate in June and reduced the country’s trade surplus 16.8% to $25.2
billion for the month. It is evident that China is getting hurt far more than
the U.S. by Europe’s weak economy.
There was further evidence of easing inflation pressures as import prices
continued their retreat falling 0.6% in July. It was the fourth straight
month of declines moving the year-over-year figure to minus 3.2% – the
largest drop in nearly three years. Export prices increased 0.5% though
as a 6.4% surge in agriculture products caused by the drought here in the
U.S. helped raise the overall index 0.5%.
Initial jobless claims continued their downward trend falling 6,000 to
361,000 for the week ended August 4. The four-week average moved up
2,250 to 368,250 but is poised to decline next week as the 388,000 figure
from the July 14 week is dropped from the calculation. Earlier in the week
the Labor Department reported job openings rose to a seasonally
adjusted 3.8 million in June, up from 3.7 million the previous month. This
was the highest reading since July 2008 and reinforces the notion that the
job market is steadily improving.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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For the third straight week, the bond market closed lower driven by
optimism that the European Central Bank (ECB) and the Federal Reserve
might provide new stimulus to support global growth. The sell-off sent the
yield on the ten-year note above 1.70% on Thursday, the highest level
since May 30 and up from an intraday record low of 1.379% set on July
25. In a sign that inflation expectations might be mounting, the spread, or
difference in yields, between the ten-year note and similar maturity TIPS
climbed to 2.27%, topping the long-term average of 2.11%. Meanwhile, a
recent report by Merrill Lynch notes that four municipalities in California
have recently declared or are considering declaring bankruptcy. Although
a slew of additional bankruptcies appear unlikely, some caution is
warranted in light of ongoing weakness in the economy and the continued
weakness in real estate in much of the country. However, the report
suggests municipal bankruptcies will not become widespread, and the
four cities in California represent only a small fraction of the 90,000
municipalities across the country. Most municipalities are now more
inclined and better equipped to accept the austerity measures needed to
keep current on their bond obligations. For example, voters in San Jose
and San Diego approved measures to reform public pension plans, and
Wisconsin supported Governor Walker in a recall election, affirming his
bid to strip public workers of their collective bargaining rights.
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Markets were positive across the board this week as the S&P 500 Index
crossed the 1400 level and the NASDAQ Index rose above 3000, both for
the first time since May. It was the fifth week of gains for the Dow and the
S&P 500 Index. The rally from last Friday’s job report continued on
Monday. The lack of any headline news out of Europe also kept investors
interested in buying equities. While markets were down most of Friday
due to weak Chinese trade data, all three major indices ended the day in
positive territory. For the week, the Dow Jones Industrial Average
increased 0.9%, closing out at 13207.95. The S&P 500 Index finished at
1405.87, up 1.1%. The NASDAQ Composite Index was the strongest
domestic index, ending the week at 3020.86, 1.8% higher than last
Friday.
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Chinese economic data reported this week included inflation, trade deficit
and industrial production. The consumer price index rose 1.8% in July
from one year ago, the lowest increase since January 2010, and down
from June’s 2.2% increase. The trade deficit narrowed as both imports
and exports fell below expectations. Factory production increased 9.2%
in July from a year earlier, a slowdown from the 9.5% reported in June
and the slowest since April 2009. Japanese and Chinese stock market
indices were up 3.9% and 1.7%, respectively, for the five-day trading
period. European stocks finished up 1.6%.
Companies reporting earnings this week included Disney and Express
Scripts. Express Scripts benefited from generic drug conversions as
revenue and margins came in ahead of target. For Disney, the success
of The Avengers movie, higher profits in the parks division and double
digit increase in advertising growth and ratings at ESPN fueled strong
earnings for the company’s third fiscal quarter. In other corporate news,
National Oilwell Varco announced plans to acquire Robbins & Myers, a
maker of specialized equipment used inside oil and natural gas wells and
rigs. This was the company’s sixth acquisition this year.
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WTI oil prices rose for the second consecutive week and closed at
$93.37 a barrel with investors focusing on several potential tail winds for
increasing oil prices. Principal among the positives is the continued
expectation of global central bank stimulus measures that promise to
increase global oil demand. Adding support to prices is the continued
hostilities in Syria and heightened tensions between Israel and Iran which
raise uncertainty in the region and threaten global oil supply. Despite the
fundamental positives, oil did close off the highs of the week as data out
of China showed the world’s second largest oil consumer imported much
less crude oil over the last month. Coupled with the disappointing
Chinese data was a report from International Energy Agency which
trimmed their global demand outlook for 2013.
Gold gained this week after disappointing manufacturing numbers in
China, indicating there may be more quantitative easing there. Gold
bullion rose after Chinese data showed July exports rose just 1% from a
year ago and that new loans are now at a 10-month low, adding to data
earlier in the week showing factory output rising at its lowest pace in
three years. Worries about food inflation also boosted gold this week as
the precious metal rose 1.04%, or $16.70, to settle at $1,622.60 an
ounce.
With the worst drought in nearly a half century devastating crops
throughout the Midwest, the government on Friday slashed its estimate of
the annual corn yield by roughly 17% in the last month to the lowest level
since 1995. According to the New York Times, many analysts believe the
crop will fail to replenish already-thinned commodity stockpiles, thus
translating into higher prices for goods such as processed food, animal
feed and ethanol. The Agriculture Department report released on Friday
forecasted the corn yield to be 123.4 bushels an acre, the lowest in 17
years. Corn futures had climbed this week on the widespread expectation
of this weak report on top of falling demand for the expensive crop; it is
currently trading around $8.12 a bushel, up from about $5.20 a bushel in
June.
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Economic Update
July retail sales came in at a strong 0.8% gain this week after a
disappointing June, showing the largest jump since February. Back-toschool shopping boosted the clothing component of the figure, and all
other contributing factors were positive for the month. The release beat
analyst estimates significantly, but did follow two dismal months of
previous retail sales reports. While one month of positive data does not
make a trend, this could be an indicator that consumer spending is at an
inflection point. As consumer spending is a major part of GDP, further
improvement in this number could boost the economy in a significant way.
Inflation remained level in July as CPI numbers were flat. Energy prices
fell slightly but gasoline was up 0.3% while apparel, travel, and medical
components fell. August looks to bring significant rises in energy and food
costs, likely pushing CPI figures into positive territory. The Fed may
consider this reason for potential easing, but rising food and energy
prices in the coming months might make up for the soft CPI numbers this
summer. Although food price increases from the drought have not been
seen in stores yet, one-year inflation expectations are rising significantly.
Industrial production beat estimates to climb 0.6% in July. Manufacturing
was strong, supported mostly by motor vehicle production gaining 3.3%.
Mining was also a significant contributor for the month. Despite earlier
weakness in new orders, industrial production has shown continued
strength in the last two months, curbing some pessimistic sentiments
about the manufacturing sector.
Economic news across the pond was not as positive this week as second
quarter Eurozone GDP dropped by 0.2%. There were some bright spots;
Germany and France beat expectations for GDP growth, with Germany
showing +0.3% and France unchanged (consensus predictions were
+0.2% and -0.1%, respectively). Analysts estimate that Germany’s growth
will not be sustainable in the coming quarters because of falling new
orders reports. Regardless, there is no doubt that Germany remains a
strong point in the Eurozone economic system.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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The bond market closed lower for the fourth straight week, the longest
streak since December 2010, as U.S. economic reports showed greater
than anticipated growth, driving demand for safe-haven assets lower.
Looking ahead, many strategists feel the actions of the European Central
Bank (ECB) will likely influence the direction of interest rates in the shortterm. ECB president Mario Draghi said earlier this month that the central
bank is devising a stimulus plan including the option to purchase
sovereign bonds in Italy and Spain. Speculation has risen that Mr. Draghi
could release details of the plan by next month after garnering support
from German Chancellor Angela Merkel for ECB intervention. Merkel
said Germany is completely “in line” with the ECB’s approach to
supporting the euro.
Meanwhile, sales of high-yield bonds in the U.S. have soared, as
companies continue to take advantage of near record low interest rates
and demand remains robust with investments pouring into mutual funds in
this sector of the market. Despite this, many market participants now feel
investors should focus on other areas of the bond market going forward
given the considerable rally during the first seven months of the year
combined with historically low absolute yields.
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Domestic and international equity markets continued to move higher this
past week in response to several positive domestic economic data
reports. Retail sales, building permits, consumer confidence, and the
Conference Board’s Leading Indicator Index all came in ahead of
expectations. These signs of recovery also reassured global investors
and drove weekly gains for most European and Asian markets. Domestic
markets were slightly positive on Friday, with all three major indices
adding to their weekly gains. The Dow Jones Industrial Average closed
at 13,275.12, up 67 points for the week, or up 0.51%. The broader S&P
500 Index ended the week up 0.87% to close at 1,418.16, while the
NASDAQ Composite finished higher by 56 points, or up 1.84% to close
the week out at 3,076.59.

Weekly Change
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Despite rising on Friday, most Chinese stocks declined for the week as
the Shanghai Composite fell 2.5% for the week after several banks cut
forecasts for China’s economic growth. The index has fallen almost 14%
from this year’s high in early March amid concern the economic slowdown
is worsening. European stocks rose for the week as Spain’s 10-year bond
yield fell to a six-week low of 6.44% amid easing concern over the debt
crisis. The MSCI Emerging Markets Index declined 0.8% for the week as
disappointing revenue growth and lower forecasts for economic growth
outweighed signs that the U.S. economy is improving.
Domestically, as earnings season winds down, Q2 results offers some
mixed signals. Earnings reports have generally beaten reduced
expectations. Of the 453 S&P 500 companies to report so far, over 64%
have beaten estimates. However, earnings estimates for the remainder of
the year have continued to drift lower. For the full year, earnings for the
S&P 500 are expected to increase only 5.6% over 2011. Shares of Cisco
Systems jumped after reporting results that beat estimates, raising its
dividend, and providing positive guidance. Apple shares reached new
highs on Friday on expectations for new iPhone and iPad products.
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Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch, Wolfe Trahan.
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Gold has been struck by currency markets and Friday was no exception.
The euro was a bit weaker as traders took in comments from German
Chancellor Angela Merkel, in which she voiced support for the single
currency. Many analysts believe volatility will continue to be the theme for
the precious metal until some sort of real stimulus is put in place. The
metal has managed to stay afloat despite a report this week from the
World Gold Council showing a 7% drop in demand in Q2 on lower Indian
and Chinese demand. For the week, the metal slipped 0.28%, settling at
$1,618 an ounce.
Crude oil gained 2.93% this week, marking its third straight weekly gain,
on reports that the U.S. economy is recovering, coupled with the
increased tension in the Middle East. Crude rose as confidence among
U.S. consumers improved and the index of U.S. leading economic
indicators climbed higher than forecasted. Crude oil prices have rallied
nearly 9% this month as Israel implements civil-defense measures and
security concern grows in Syria and Lebanon. Also, according to a report
from the New York Times, the U.S. has been increasing its dependence
on oil from Saudi Arabia, raising its imports from the kingdom by more
than 20% this year, despite growing fears of military conflict in the region.
This reversal is driven in part by the battle over Iran’s nuclear program.
The United States tightened sanctions that hampered Iran’s ability to sell
crude and Saudi Arabia agreed to increase production to help guarantee
that the price did not shoot up. While prices have remained relatively
stable, analysts believe the U.S. is left increasingly vulnerable to a region
in turmoil.
Hedge funds are beginning to position new bets on a potential spike in oil
prices tied to the possibility of attacks on Iran. According to Reuters,
signs that Israel is losing patience with efforts to curtail Iran's nuclear
program, as well as the intensifying conflict in Syria, are giving funds new
reason to bet on oil despite a lack of evidence that fundamentals are
improving. Numbers show that activity is muted so far by the summer
calm, but could pick up in September.
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
The Fed minutes released this week from the July 21-August 1 meeting
included language that indicated the Fed is preparing to launch a new
round of stimulus. "Many members judged that additional monetary
accommodation would likely be warranted fairly soon unless incoming
information pointed to a substantial and sustainable strengthening in the
pace of the economic recovery.” These beliefs were not unanimous as
“One member judged that additional accommodation would likely not be
effective in improving the economic outlook and viewed the potential
costs associated with such action as unacceptably high.” The bottom line
is the Fed has telegraphed that further action in the coming months is
likely, probably post-election to avoid making it look political.
Data released this week showed that activity in the housing market
rebounded in July. Existing home sales were up 2.3% during the month
to an annual rate of 4.47 million after falling 5.4% in June. This is 10.4%
higher than in July of last year and indicates that the housing market is
recovering. Median prices are up as well, rising 9.4% over the 12-month
period to 187,300 as fewer sales were made in the lower price range.
The limited supply of entry-level homes may be holding back activity as
there is not much inventory in the first-time home buyers’ budget and
investors with all-cash offers are eating into much of what little there is.
New home sales also rebounded 3.6% to an annual rate of 372,000 after
falling in June. Supply is tight at just 4.6 months as compared to 6.7
months this time last year, and with increasing demand this should lead to
more construction activity in the coming months.
Durable goods orders jumped 4.2% in July as strong aircraft orders
boosted the headline number for the second month in a row. Stripping
out civilian aircraft orders – which rocketed up 78% – and other
transportation equipment, orders fell 0.4% indicating that there is some
softness in other areas of manufacturing. Manufacturing data has been
tepid over the past couple months, and overall this report is fairly neutral
as well.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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After four straight weeks of losses, U.S. Treasuries closed higher driven
primarily by speculation the Federal Reserve will increase its efforts to
spur economic growth by means of its bond buying program. Fed policy
makers said additional stimulus would likely be needed soon unless the
economy shows signs of a durable increase, according to meeting
minutes released on Wednesday. Demand for safe-haven government
debt also grew amid concern ECB president Draghi may not announce a
definitive European bond-purchase program at the bank’s September 6
meeting. Despite this week’s gains, returns for U.S. Treasuries remain
negative for the month, with some strategists suggesting market
participant’s assessment of risk in the markets may have taken an
optimistic turn. However, few investors are willing to declare the Treasury
market’s long bull run over, viewing higher yields as an attractive level to
increase positions. These bond bulls say European leaders have a
record of disappointing in the three years since the sovereign debt crisis
began, and will do so again causing another flight-to-safety trade. Still,
bond market trading has been seasonally light, suggesting price
movements after Labor Day, when traders return, will provide a more
accurate read on investor sentiment. Until then, expect nothing more
than modest moves in the bond market unless we see a policy surprise
from Europe or a sudden shift in the tone of U.S. economic data.
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The equity markets were down this past week on very light volume, which
is typical of August, as investors were taking a vacation from the markets
and sitting on the sidelines. Concerns remain over the health of the
global economy as investors await the economic symposium held next
week in Jackson Hole, Wyoming. The Dow Jones Industrial Average
closed at 13,157.97, down 117 points for the week, or down 0.88%. The
broader S&P 500 Index ended the week down 0.50% to close at
1,411.13, while the NASDAQ Composite finished lower by 7 points, or
down 0.22% to close the week out at 3,069.79.
The European markets ended the week slightly negative after posting
positive returns over the past 11 weeks. The European Central Bank
continues to develop a plan looking to set band targets on sovereign debt.
ECB president, Mario Draghi, is set to hold a news conference on
September 6th with no indication that a plan will be set at that time. The
markets did get a boost on Friday as Bernanke made mention of
additional stimulus and the ability to boost the economy if needed.
PayPal, an online processing unit of EBay Inc. (EBAY) announced plans
that it will expand its services to include brick-and-mortar stores through
am agreement with Discover Financial (DFS). Beginning next year
PayPal will issue cards to more than 50 Million users and will have the
ability to use their cards at over 7 Million locations in which Discover
currently has a presence. The news sent shares of both companies
higher with EBAY ending the week up 0.43% and Discover Financial
ending the week higher by 2.10%.
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Gold hit its highest level in more than four months this week as
speculation around a third liquidity injection from the Federal Reserve
intensified. For the week the metal was up 3.33%, or $53.90, closing at
$1,671.91 an ounce, its highest settlement price since it ended at
$1,680.60 an ounce on April 12. On Thursday, the precious metal gained
nearly 2% to settle at a four-month high on increased hopes of further
monetary stimulus following the Federal Reserve Policy meeting and
some weak manufacturing data from China. The metal has surged to
record highs on past monetary-easing programs, which triggered fears of
inflation and gilded the allure of hard assets like precious metals. Gold
prices tend to rise in anticipation of higher inflation, as investors see the
precious metal as a safe haven. The metal usually keeps its value
relative to other assets during times of inflation. Some analysts believe
that the latest Federal Open Market Committee’s minutes renewed the
market's fears as the minutes appeared to signal changing priorities at
the central bank, with economic growth possibly superseding the Fed's
mandate to keep inflation in check. Elsewhere, record-high prices are set
to pummel gold demand in India even as the world's largest gold buyer
nears the traditionally busy festival and wedding season, analysts said.
According to the Wall Street Journal, gold prices in India hit a record
31,000 rupees per 10 grams.
Crude oil ended the week slightly weaker, slipping 0.22%, to close at
$95.90, on a cautious outlook on whether a storm will pose a threat to
key U.S. Gulf Coast oil production and refining operations. Traders
showed fear over forecasts of Tropical Storm Isaac strengthening into a
hurricane. The potential for at least a temporary disruption of output
comes as tightening oil inventories in the world’s biggest oil consumer
have pushed prices to their highest level since early May. Oil was also hit
this week from the strength in the dollar, which usually discourages
investors from using other currencies to stake out positions in dollarbased commodities, like crude. On top of all this, the heightened tensions
in the Middle East also suggested betting against a steep price fall in the
near term.
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Economic Update
The U.S. economy grew slightly faster in the second quarter than
originally reported as exports were stronger and consumer spending
grew more than initially thought. The first revision showed GDP growth of
1.7% from April to June, up from the 1.5% figure first reported and in line
with expectations. The upward revision was nice and shows the recovery
continues, but the economy is still not growing fast enough to put a
meaningful dent in our nation’s unemployment numbers.

Economic Indicators, Quarterly Change
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The housing market may help boost economic growth in the second half
of the year as recent data continues to indicate improvement in that
market. The Case-Shiller 20-City Home Price index rose for the fifth time
in a row, up 0.9% in June. The year-over-year growth rate came in up
0.5% – the first positive reading in nearly two years. With prices
improving and mortgage rates near 40-year lows, the housing market
looks poised for a revival.
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Personal income and consumer spending were up 0.3% and 0.4%,
respectively, for the month of July, indicating the consumer’s condition is
improving. Despite this trend, the Conference Board’s consumer
confidence index was down almost 5 points this month to 60.6 as
pessimism grew about the outlook for future conditions.

-2.0%
Q2 11
Real GDP

Q3 11
CPI (Year over Year)

Q4 11

Q1 12

Unemployment Rate

Source: Bureau of Economic Analysis, Bureau of Labor Statistics

The week ended with Ben Bernanke’s much anticipated speech from
Jackson Hole, Wyoming. The Federal Reserve Chairman hinted at
further easing saying "the Federal Reserve will provide additional policy
accommodation as needed to promote a stronger economic recovery and
sustained improvement in labor market conditions in a context of price
stability." He furthered his case by saying the economy "is obviously far
from satisfactory," and the “stagnation of the labor market in particular is
a grave concern not only because of the enormous suffering and waste of
human talent it entails, but also because persistently high levels of
unemployment will wreak structural damage on our economy that could
last for many years.” Regardless of whether or not it is wanted or
needed, additional stimulus appears likely.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasury bonds were little changed through the week as investors
feared making big bets ahead of possible central bank action in the U.S.
and Europe. The much anticipated speech by Federal Reserve
Chairman Ben Bernanke failed to offer any material information regarding
what or when further actions may be taken by the Central Bank. Fixed
income investors were left to continue investment themes that have
worked over the summer, principally spread products. High yield and
municipal bonds were notable advancers for the week.
Like the U.S., investors in Europe anxiously awaited further clarity
regarding the prospect of ECB direct purchases of sovereign debt. The
concept, which is being pushed by ECB Chairman Mario Draghi, is short
on details, but investors bid Spanish and Italian debt in anticipation of the
ECB capping interest rates for those nations. The drop in Spanish yields
was especially surprising considering ECB data continues to show
Spanish banks selling their holdings of Spanish national debt to meet
outflows of deposits.
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The equity markets finished a quiet week by rallying Friday on light
volume following Federal Reserve Chairman Ben Bernanke’s comments
from the retreat held in Jackson Hole, Wyoming. The Dow Jones
Industrial Average closed at 13,090.84, down 67 points for the week.
The broader S&P 500 Index ended the week down 0.32% to close at
1,406.57, while the NASDAQ Composite finished lower by 3 points, or
down 0.09% to close the week out at 3,066.96.

Weekly Change
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The U.S. stock market moved higher Friday as Bernanke reiterated the
central bank will do everything in their power to further bolster the
economy. He did not lay out a plan nor did he pre-commit to further
quantitative easing, but he did leave the door open. Bernanke also
defended the previous stimulus measures, saying they created over two
million jobs and helped support stock prices.

-0.2%

The European markets held their gains Friday after the speech, and,
more importantly, reports surfaced that the European Commission will
hand over power of the euro-area banking sector to the European Central
Bank (ECB). The ECB is expected to meet next week; many expect a
plan to be laid out for the stabilization and capitalization of the banking
system.

-1.4%

The Facebook watch continued as the stock was down over 5% for the
week after numerous downgrades by analysts. The major issue facing
Facebook is the expiration of the post-IPO lockup period. 271 million
shares were released in August and an additional 1.3 billion will become
available in November, further increasing the float and causing downward
pressure on the stock. The stock ended the week at its lowest price
since the IPO closing at $18.08.
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Gold jumped Monday then fell through the week before rebounding
nearly 2% on Friday in anticipation of the Jackson Hole summit. Gold
prices may be greatly affected by Ben Bernanke’s announcement
concerning the likelihood of another round of quantitative easing by the
Fed. Prices rose with the expectation that action would be taken, either
easing or printing more money to buy bonds, but prices could correct
with news of delayed Fed action. Gold hit a nearly five-month high on
Monday of $1676.45 per ounce on expectations of a positive Fed
announcement. Gold prices doubled in 2008 when the first round of
Quantitative Easing was announced, as lower rates
essentially translates into lesser opportunity costs of holding gold.
Energy analysts noted Hurricane Issac had little effect on U.S. oil
production; rigs that were shut down will resume over the next few days.
Although gasoline prices did jump as a result of southern refineries
halting production, analysts expect this to turn around after the Labor
Day weekend as production resumes.
Data was released this week by the Building Owners and Managers
Association indicating office sector rents rose in 2011, a sign of growing
confidence of corporate earnings potential. This provides the opportunity
for increased income for commercial REITs, a significant positive
turnaround from the past few years with owners keeping rents low to
retain tenants. Additionally, a recent analysis of commercial real estate
loans found that in the second quarter of 2012 bank default rates saw the
largest drop since 2008, a major sign of recovery. Chandan Economics
president Sam Chandan notes increased bank lending and the gradual
drawdown of lower quality loans are the primary reasons for this number.
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Economic Update
The big news this week came out of Europe as ECB president Mario
Draghi outlined a plan to buy euro area government bonds. The ECB will
engage in outright monetary transactions to “address severe distortions in
government bond markets," which he said stem from "unfounded fears on
the part of investors of the reversibility of the euro." There will be no limits
on the size of the purchases, but governments who want the ECB to buy
its bonds will be subject to a program of reforms and oversight. The
move is one of the most significant we have seen yet in dealing with the
sovereign debt crisis.
Initial jobless claims fell a sizeable 12,000 to 365,000 for the final week of
August, but the monthly employment situation report was not as strong.
The monthly jobs number came in less than expected for the month of
August, increasing the likelihood of additional easing from the Fed. The
market was projecting an increase of 125,000 but only 96,000 jobs were
added during the month, according to the Labor Department. The private
sector continues to be the only source of job growth adding 103,000 while
the government shed a further 7,000 from the payrolls. The
unemployment rate dropped from 8.3% down to 8.1%, but the
improvement was in large part due to a sharp 368,000 person drop in the
labor force.
The outlook for the manufacturing sector of the economy continued to
deteriorate in August according to the Institute for Supply Management
(ISM). The ISM’s purchasing manager’s index came in at 49.6 indicating
slight contraction. Of more concern was the new orders component
which contracted for the third straight month coming in at 47.1. The lack
of new orders is having an obvious impact on production which fell 4.1
points to 47.2. In contrast to weakening manufacturing the much larger
services side of the economy continued to show wide strength. The
ISM’s non-manufacturing composite was up 1.1 points to 53.7 – the best
monthly gain since May. The positive side of both reports was the
strongest component of each was employment, which should indicate a
stronger job market.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Positive U.S. economic data coupled with an ECB outline for unlimited
sovereign debt purchases roiled bond markets globally. In the U.S.,
investors generally moved out of bonds and into riskier asset classes.
Treasuries slumped across the yield with longer duration bonds selling off
the most. Investment grade paper followed suit while below investment
grade joined the rally in low quality assets and moved higher. Even a
disappointing August jobs number on Friday failed to bring investors back
to high quality paper, although losses were trimmed for the week.
European fixed income investors followed their American counterparts in
selling safety and buying risk. Although ECB President Mario Draghi did
not formally announce details of the proposed ECB sovereign debt
purchases until Thursday, investors traded on information that was leaked
to the press all week. The plan calls for the unlimited purchase of
sovereign debt of up to a three year maturity for nations willing to abide by
austerity terms. Yields on Spanish and Italian bonds dropped to multimonth lows on the news, and investors were further heartened by reports
that the ECB purchases will not have preferred creditor status over other
investors.
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Domestic equity markets were positive across the board in this holidayshortened week as the Dow Jones Industrial Average, the S&P 500 Index
and the NASDAQ Composite Index all closed at multi-year highs on
Thursday. While a weaker than expected jobs report on Friday initially led
to market declines, all three indices were up for the day. In an attempt to
restore stability into the Spanish and Italian debt markets, the European
Central Bank announced on Thursday a plan to purchase short-term
bonds of troubled eurozone countries, sending stock markets rallying
across the globe. For the week, the Dow Jones Industrial Average
increased 1.7%, closing out at 13306.64. The S&P 500 Index finished at
1437.92, up 2.2%. The NASDAQ Composite Index was the strongest
domestic index, ending the week at 3136.42, 2.3% higher than last
Friday.
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In Europe, stocks increased 2.3% over the five-day trading period, the
strongest weekly rise since early June. In China, news that the China
manufacturing PMI slowed to 47.6 was followed later in the week by
reports of major new infrastructure projects in China. The Chinese
National Development and Reform Commission approved plans to build
at least thirteen highway projects and other municipal and port
developments as well as twenty-five new railroad projects over the next
three to eight years. Economists believe the value of these plans
approach 1 trillion yuan, or about 2.1% of the size of the Chinese
economy. The Shanghai Composite Index increased 3.9% for the week.
Apple hit another all-time high despite announcements this week from
rivals of new smart phones and tablets. FedEx reduced its earnings per
share guidance, blaming a soft global economy. Intel fell over 3% on
Friday when the company lowered its third quarter revenue outlook due to
weaker-than-expected processor demand, as computer manufacturers
manage chip inventories in response to challenging economic conditions.
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Extending a month-long rally, gold ended the week up 2.59%, settling at
$1,738.70 an ounce, after the ECB announced its plans for a potentially
unlimited bond-buying program on top the U.S. adding fewer jobs last
month than forecasted, bolstering the notion the Fed might announce
new stimulus measures. Gold prices hit record highs on the Fed's past
methods for easing, triggering concerns about inflation and leading
investors to stock up on hard assets like precious metals.
Oil prices also rose after a disappointing jobs report weakened the dollar
and reinforced expectations for stimulus from the Fed. For the week,
crude was up 1.99%, closing at $96.32 a barrel. Oil prices received a lift
from expectations that the jobs report increases the likelihood the Fed’s
two-day policy meeting next week will result in a third round of
quantitative easing, or QE3. Crude prices typically rise on signs of central
bank action as investors look to physical assets such as oil, copper or
gold for protection against a weakening dollar. Prices rallied sharply
following the Fed's initiation of QE2 in late 2010.
Hedge funds gained last month as global stocks rallied on speculation
the Fed may take additional steps to boost the economy in addition to
Europe moving closer to containing its debt crisis. According to data
compiled by Bloomberg, hedge funds climbed 0.7% in August, as longshort equity, multi-strategy and global macro funds all posted gains.
However, after significantly underperforming the broader-stock market for
yet another month, investors are showing signs that their patience is
wearing thin as redemptions have become a noticeable trend over the
past three months, which have seen a net of $15.56 billion in outflows
from the $2.5 trillion industry. The funds saw redemptions of $11.81
billion for July, the most recent month for which data is available, with
fixed income the only strategy to see inflows, according to eVestment.
Fund flows for the year, though, remain positive at $9.93 billion. Many
analysts believe the recent flight is reflective of difficulties the industry
has seen in a highly correlated market driven far more by the latest news
out of Europe and not by individual company performance.
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Economic Update
Well, QE3 is a go. The Federal Reserve announced on Thursday that in
addition to extending its policy of keeping short-term rates at
“exceptionally low levels” until mid-2015 (previously until late 2014), they
will also engage in a third round of quantitative easing. The Fed will buy
$40 billion in mortgage-backed securities each month indefinitely in an
attempt to boost the economy. The direct effect of this will be to keep
mortgage rates low, but we think this is a controversial strategy
considering mortgage rates are already near all-time lows and are not, in
our opinion, what is holding back economic growth. We believe the likely
result of QE3 will be a boost for the stock market over the near-term
which will increase the odds of both President Obama and in turn Fed
Chairman Ben Bernanke of keeping their jobs.
The U.S. trade gap edged up to $42.0 billion in July from $41.9 billion the
previous month, but this was less than the $44.3 billion analysts had been
forecasting. The trade gap remained in check due to a $1.6 billion
improvement in the petroleum deficit, but with the increase in oil prices
recently this is likely to reverse in the next report. There was more bad
news for manufacturing as exports decreased 1.0%, led by a $2.4 billion
drop in industrial supplies.
Inflation made a strong comeback in August with the CPI jumping 0.6%.
The increase was led by a 9.0% surge in the price of gasoline. Inflation
hawks will ring alarm bells over this headline number, while the doves will
point to the much more modest 0.1% increase in the core level. Yearover-year the headline inflation number increased to 1.7% from 1.4% in
July. At the more volatile producer level inflation jumped 1.7% as the
energy component surged 6.4%.
The large increases in gas prices that boosted CPI and PPI also were
largely behind the improvement in headline retail sales. Sales at gas
stations surged 5.5% in August helping to push overall retail sales up
0.9%. Stripping out the gasoline component and a 1.3% increase in auto
sales core retail was up a modest 0.1%.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Continuing the recent trend, U.S. Treasuries closed lower for the week
with 30-year bond yields posting their largest weekly surge in three years.
A key driver of the sell-off was the announcement by the Federal Reserve
to buy an additional $40 billion of agency mortgage-backed securities,
with no extra cash targeted at Treasuries, every month without an end
date. This, along with Operation Twist, will bring total monthly purchases
of this sector of the market to $85 billion. At the same time, the mortgagebacked market rallied as the central bank’s announcement far exceeded
expectations. Reflecting this change, relative yields on mortgages
dropped to their lowest level on record. Looking forward, many analysts
expect these securities to continue to rally given that the Fed will be
reducing supply by a considerable amount.
More bond-buying stimulus also raises the possibility of inflation.
Although inflation is not currently a concern from a labor cost perspective,
the perception that the central bank will do whatever it takes to reflate the
economy has some market participants concerned. The yield gap, or
difference in yields, between Treasuries and similar maturity TIPS
(Treasury Inflation Protected Securities), an indication of traders’ outlook
for consumer prices, widened to its highest level in 13 months.
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Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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The equity markets surged at week end on heavy volume after Ben
Bernanke announced the Federal Reserve will undertake another round
of quantitative easing. The Dow Jones Industrial Average closed at
13,593.37, up 287 points for the week, or up 2.15%. The broader S&P
500 Index ended the week up 1.94% to close at 1,465.77, while the
NASDAQ Composite finished higher by 48 points, or up 1.52% to close
the week out at 3,183.95.

Weekly Change
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While markets expected the third round of quantitative easing (QE3) from
the Fed, the specifics of the announcement went far beyond what was
expected. Unlike any previous easing moves, the Fed committed to an
open ended mortgage purchase program of $40 billion per month until the
job market improves significantly. Equity assets rallied across the board;
however, higher risk assets received stronger bids with the Russell 2000
small cap index outperforming both mid and large cap indices.
The announcement by the Fed, on the heels of last week’s ECB bond
purchasing program pronouncement sent European shares to highs for
the year. The rise reflects both renewed “risk on” sentiment as well as
some dollar weakness as investors fear QE3 will cheapen the dollar
versus other currencies.
Apple generated headlines this week with the release of the iPhone 5 on
Thursday, which analysts consider a primary catalyst for Apple
outperformance over the next year; the stock is up 5% from Wednesday,
and analysts are calling for 6 to 10 million iPhone 5 sales by the end of
the month. Analysts are bullish as investment bank Piper Jaffray is calling
for a 20% increase in fourth quarter iPhone sales and FBN Securities
raised its fair value estimate to $1000 for the stock.
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Prices reflect most recent data available at the time of publication
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Gold hit a six-month high this week, extending the metal’s rally after
receiving a boost from the US Federal Reserve’s decision to launch a
fresh round of quantitative easing. The price rally came after Ben
Bernanke, the Fed chairman, stated that the US central bank would buy
$40 billion of mortgage-back securities per month until economic
conditions improve. It is to be noted that while the metal has
strengthened in the short time since the stimulus announcement, the
price of the metal was also boosted substantially by the first round of
quantitative easing in 2008-10 while the second round, which took place
in much calmer markets, had very little impact on the precious metal. For
the week, gold was up 2.00%, or $35, to settle at $1,773.50 an ounce.
Crude oil had a positive week after the QE3 announcement, ending the
week up 2.79%, settling at $99.01 a barrel. Highlighting the risk to the
economy from surging oil prices, a jump in gasoline costs pushed up
U.S. consumer prices in August at the fastest pace in more than three
years and squeezed spending on other items, threatening to slow
economic growth. Industrial production dropped 1.2% in August, the
biggest decline since March 2009. Gasoline prices, which also recorded
their largest increase since June 2009, accounted for about 80% of the
rise in consumer inflation last month, according to the Labor Department.
Hedge fund liquidations in the first half of the year were up 14%
compared to the first half of 2011. According to reports from Hedge Fund
Research (HFR), a total of 192 funds closed up shop in Q2 alone. With
regards to startups, there were 304 in Q1 and 245 in Q2, with Q2 being
the lowest quarterly total since Q4 2010. HFR went on to note that the
gap between the top and bottom decile of funds narrowed to 23.2% in
Q2, with the top decile reporting an average gain of 7.0% and the bottom
reporting an average drop of 16.2%. Also, management fees remained
largely unchanged at 1.57% across the industry, although funds launched
so far this year carried an average fee of 1.65%.
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Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
Happy iPhone 5 day! Whether you are the type of person who laughs at
the Apple fan boys and fan girls who line up for days to get a phone they
could have easily ordered online last week or you are the type of person
that missed work today to join them, we can all appreciate the positive
impact it will have on the economy. J.P. Morgan's chief economist,
Michael Feroli thinks sales of the new iPhone could add between a
quarter and a half percentage point to fourth quarter annualized growth in
the U.S. Mine will be waiting in my mailbox at home, so I’m doing my
part.
Existing home sales came in very strong in August, up 7.8% to an annual
rate of 4.82 million. This was the largest increase in a year and the
highest rate since May 2010. Supply on the market remains tight at 6.1
months. Median prices fell 0.2% to $187,400 but that was still 9.5%
higher than August of last year. There was a rebound in housing starts
during the month, although the number fell a little short of expectations.
Starts advanced 2.3% to a 750,000 annual pace. Housing permits fell
back 1.0% in August following a strong 6.7% rebound the previous month.
Despite the soft permit numbers, the outlook for the housing market
continues to improve as builder confidence grew for the fifth straight
month. The NAHB housing market index rose three points to 40 – its
highest level in five years. It stands to reason that homebuilders are
usually among the first to recognize changes in the housing market, and
an improvement in their sentiment bodes well for the health of the overall
economy.
The Philadelphia Fed Survey came in at minus 1.9 indicating contraction
for manufacturing in the Mid-Atlantic region. The number was better than
expected, though, and the new orders component rose a sharp 6.5 points
posting the first positive reading since May. Manufacturing data was
gloomier overseas as a regional purchasing managers index fell to a 39month low in Europe. The recession in Europe has hit China particularly
hard. An HSBC report showed that manufacturing in China contracted for
the eleventh straight month in September.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Fixed income markets ended the week quietly after recent tumult due to
central bank intervention. Investors reversed recent trends of risk
seeking to either lock in profits or hedge against potential policy mistakes.
The ten-year Treasury received healthy bids and saw yields drop 13 basis
points over the course of the week. Riskier bonds, including international
and high yield, saw investors trim positions. While trends did reverse a
bit for most of the fixed income complex, TIPS continued to receive strong
bids as investors remained deeply concerned the Federal Reserve’s “QE
Infinity” will eventually lead to surging inflation. Thursday’s ten-year TIPs
auction saw yields come in at their lowest rate ever, -0.75%, and with a
strong bid to cover of 2.36.

Yield Curves
4.0%

3.0%

2.0%

1.0%

Internationally, the Bank of Japan followed the lead of other central banks
by announcing a monetary easing policy of their own. While Brazil’s
finance chief has derided the recent spate of central bank action as
“currency wars” between developed and emerging market nations,
investors continued to see central bank intervention as a key support for
expanding global economic growth. Peripheral EU bonds continued to be
beneficiaries of this environment, with Spain in particular seeing its
borrowing costs ease.
Issue

9.14.12

9.21.12

Change

3 month T-Bill

0.10%

0.11%

0.01%

2-Year Treasury

0.24%

0.27%

0.03%

5-Year Treasury

0.65%

0.68%

0.03%

10-Year Treasury

1.75%

1.77%

0.02%

30-Year Treasury

2.95%

2.95%

0.00%

0.0%
2 yr

3 yr

5 yr

U.S. Treasury

10 yr
Muni (Tax Equiv.)*

Source: U.S. Department of Treasury, Standard & Poor's, FTN Financial
*Taxable Equivalent rate is calculated by using a 35% tax margin

Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.
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After major domestic equity market indices hit multi-year highs last week,
stocks were volatile but ended basically flat for the week ending
September 21. The Dow Jones Industrial Average closed at 13579.47,
down slightly from last week’s close of 13593.37. The S&P 500 Index
finished at 1460.15, also just below last Friday’s mark of 1465.77. The
NASDAQ Composite Index ended the five-day trading period at 3179.96
down 3.99 points. Despite the lack of movement this week, since ECB
President Mario Draghi vowed to do “whatever it takes” to keep the
eurozone intact in late July, the S&P 500 has increased 7.4% and the
Euro Stoxx 600 Index is up over 10%.
In Europe, stocks were mixed as markets in France and the UK each fell
about 1%, but Germany’s DAX Index was up 0.5% for the week. Asian
stocks were weak after tensions between China and Japan over a
territorial dispute led to factory shutdowns in China. News on Thursday
that an initial reading of HSBC’s September manufacturing conditions
survey was only 47.8 also hit Chinese stocks. The Shanghai Composite
fell 2.1% on Thursday and 4.0% for the five-day trading period.
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Dividend payout increases from a variety of large companies were also
reported this week including Microsoft, McDonald’s, Texas Instruments
and Fifth Third Bank. Businesses continue to return money to
shareholders as evidenced by a report this week from Standard & Poor's
that stock buybacks by S&P 500 companies in the second quarter
increased more than 30% over the first quarter of 2012, led by Johnson &
Johnson’s $13 billion in share repurchases. Totaling nearly $112 billion,
buybacks were up 2.3% over last year’s second quarter to levels not seen
since “the pre-recession heydays of 2005-2007," according to Howard
Silverblatt, senior index analyst at S&P Dow Jones Indices. Healthcare
companies were the most active share repurchasers, followed by
Information Technology firms.
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Oil advanced on Friday over optimism that central bank stimulus would
revive the global economy, paring crude’s biggest weekly decline in more
than two months. Oil hit lows not seen since early August earlier this
week due in part to comments from Saudi Arabia that the OPEC nation
wanted lower oil prices and was willing to supply more oil to the market,
which initially deflated expectations that QE3 would attract investors to
oil. Crude did turn around though, in a move that may signal how the
market is establishing a new range as traders grasp QE3 on top of the
ongoing unrest in the Middle East and North Africa as well as delays in
North Sea oil shipments. Also, gold hit $1,790 an ounce this week,
topping its previous 2012 high set in late February, on speculation Spain
may be working on a request for financial help from other European
countries.
Hedge fund exit requests hit a high for the year this month, as clients
demand pulling their money due to lackluster performance. Hedge fund
administrator SS&C GlobeOp's forward redemption indicator, a monthly
snapshot of clients giving notice to withdraw their cash as a percentage
of its assets under administration, measured 3.76% in September, up
from 3.34% in August and higher than the 3.11% seen a year ago.
However, the indicator is still well below levels seen during the 2008
credit crisis. On the year, hedge funds have gained 3.49%, according to
Hedge Fund Research, which is well below the 13.5% return from the
S&P 500.
Real estate investment trusts (REITs) have bounced back since the dark
days of the global credit crisis. With investors constantly looking for
income-generating investments, many analysts believe it is no surprise
REITs have flourished in this low interest rate environment. Year-to-date,
the Vanguard REIT ETF, VNQ, has jumped 14.4%, while the iShares
Dow Jones U.S. Real Estate Index Fund, IYR, has climbed 15.6%. S&P
Capital IQ claims there is even further upside opportunities with REITs
based on the continued growth in consumer spending, which will help
“drive positive retailer sentiment, resulting in greater store openings and
expansions offsetting retailer bankruptcies and store closings."
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1,120.00

1,122.67

0.24%

HFRX Equity Hedge Index

1,032.79

1,035.31

0.24%

HFRX Equity Market Neutral

929.20
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0.10%

HFRX Event Driven
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1,373.96

0.22%

HFRX Merger Arbitrage
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Dow Jones UBS Commodity Index

152.01

147.65

-2.87%

FTSE/NAREIT All REIT

163.05

159.01

-2.48%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
Real GDP for the second quarter fell unexpectedly in the third estimate to
1.3% from 1.7% in the prior revision. The downward revisions were
widespread across components and indicate the recovery is not quite as
strong as earlier thought. There was more discouraging news from the
August durable goods report, which showed orders fell an eye-popping
13.2%. Excluding the 34.9% drop in the always volatile transportation
component, new factory orders were still down 1.6% following a 1.3%
drop in July. It is clear manufacturing has been a drag on the economy
lately, but a few of the recent regional surveys have been a bit more
positive indicating manufacturing may be getting ready to mount a
comeback.
On the bright side, consumers are becoming much more upbeat about
their job prospects and financial situation. The Conference Board
Consumer Confidence Index rose a full 9 points to 70.3 in September. It
was the best reading since February and a good sign for retail sales as
confident consumers are more apt to loosen their purse strings.
The number of Americans filing for first-time unemployment benefits fell a
sharp 26,000 to 359,000 for the week ended September 22. It was the
best single week decline we have seen since July and may give some
support to the September employment report. The four-week average
was down a sizeable 4,500 but still sits slightly above the month-ago
trend at 374,000.
Home prices continued their upward trend in July as the S&P/CaseShiller national home price index rose 0.4% on a seasonally adjusted
basis. The year-over-year growth rate was positive for the second month
in a row and now stands at 1.2%. While these price levels are still the
same as they were nine years ago, it does appear the worst is well
behind us. Prices for new homes were up a record 11.2% in August to
$256,900 – the highest reading since March 2007. The higher prices and
tight supply likely contributed to a 0.3% slip in sales to an annual rate of
373,000. Low supplies and high prices should entice home builders to
ramp up construction activity.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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For the second straight week, U.S. Treasuries rallied as European
leaders continued to struggle with the region’s debt crisis and the Fed’s
recent dovish directive sparked worries about a replay of the 1970s
recession. A joint statement from the German, Dutch and Finnish finance
ministers cast doubt on whether the rest of the eurozone will bear any of
the costs of providing support to Spain drove demand higher for safehaven U.S. government debt. Although Friday’s stress tests of Spanish
banks showed expected capital shortfalls lower than anticipated levels,
many strategists feel additional austerity measures are needed to meet
the country’s fiscal targets, which would push the economy deeper into a
recession and increase contagion concerns. Separately, in a recent
announcement Fed officials announced their intention to keep easing “if
the outlook for the labor market does not improve substantially,” and
stated that an accommodative policy stance “will remain appropriate for a
considerable time after the economic recovery strengthens.” Amid the
number of Fed speakers since the September 13 FOMC announcement,
the most notable has been Minneapolis President Kocherlakota, who
recently joined the dovish majority by supporting further stimulus.
Notably, Mr. Kocherlakota had been a long time hawk, dissenting twice
against easing in 2011, which suggests stimulating economic growth has
become more imperative than inflation concerns.
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Stocks ended the week, month and quarter on a sour note. Mixed
economic data and worries about global growth alongside the European
debt crisis led most major markets down for the week ending September
28. The Dow Jones Industrial Average closed at 13437.13, down 1%
since last Friday. The S&P 500 Index finished at 1440.67, off 1.3% for the
week. The NASDAQ Composite Index ended the five-day trading period
2% lower at 3116.23. Despite this weakness, all three domestic indices
were positive for the month of September and the third quarter.
European stocks saw their biggest weekly loss since June with the FTSE
Index down 1.9%, the German DAX Index declining 3.2% and the CAC
Index in France off 5%. Despite a positive market reaction on Thursday to
news Spain’s budget plan, which includes strong austerity measures, the
IBEX 35 Index closed down 6.3% for the week as Spanish bond yields
spiked above 6% for the first time in three weeks. In Asia, Japan’s Nikkei
Index fell 2.6%. Alternatively, the Shanghai Composite Index increased
2.9% for the five-day trading period after briefly falling below the 2000
level not seen in three years. The Shanghai Composite Index was up
1.5% for the month of September, its first monthly advance since April.
Corporate quarterly earnings reports this week included Discover
Financial, and Research in Motion. Discover beat expectations as loans
increased 4.2% and credit quality continued to improve. Revenues for the
firm’s payment services division increased 24% and net income rose 31%
compared to last year’s third quarter. Research in Motion, the maker of
the Blackberry, reported revenues fell less than expected as the company
continues to face competitive pressure from the Apple iPhone and other
smart phones. The stock hit a record low earlier this week, but surged
nearly 8% on Friday. In what could be a positive sign for the upcoming
holiday season, Toys R Us announced this week that it will hire 13%
more seasonal employees than last year.
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Change
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13,437.13
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NASDAQ
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Dow Jones
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1,556.06
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Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch, Wolfe Trahan.
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Rising tension between Iran and Israel caused oil prices to fluctuate for
much of the week before ending down a significant 3.5% for the month.
Supply concerns are the primary factor in the ongoing effect of Middle
Eastern news on oil prices, but uneasy news out of Spain regarding an
upcoming credit review also caused price movement. Brent crude is on
track to rise nearly 14% in the third quarter after a 20% drop in Q2, while
WTI crude is up 8% for the quarter after falling 17% in the second
quarter. The North Sea maintenance issues are still a factor in Brent
crude movement while U.S. inventories are slightly lower as supply is still
rebuilding from the temporary shutdown in Gulf refineries from hurricane
Isaac. Meanwhile, gold had the largest quarterly gain in over two years,
rising 11% from July to September, marking the strongest price increase
since Q2 2010. Mixed macroeconomic data from Europe and the U.S.
continues to fuel rising gold prices.
The investable hedge fund composite index was up 1.71% for Q3, as of
September 19, reports the Bank of America Merrill Lynch in its most
recent Hedge Fund Monitor report. Long/short strategies were the best
performers in Q3, adding 2.27%, followed by event-driven strategies,
which were up 2.04%. The worst performers were market neutral funds,
down 0.28%, and merger arbitrage funds, down 0.20%. Also, hedge
funds trimmed their commodities exposure for the first time this month as
prices dropped due to bad news flowing from China and Europe.
According to FinAlternatives, hedge funds cut their net-long bets on 18
U.S. commodity futures and options by 1.7%. This drop followed two
straight weeks of increased exposure that sent hedge fund holdings to a
16-month high. Much of the decline can be attributed to a 7.3% drop in
bets on U.S. agricultural commodities, as soybean, cocoa and corn
prices continue to fall.
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159.01
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
An unexpected drop in the unemployment numbers took the economic
headlines on Friday as analysts wonder how credible the 0.3% drop truly
is. Some say the figure is a “statistical fluke” but motor vehicle sales,
which have a strong connection to job numbers, are consistent with this
report as is the household jobs survey, which shows a jump of 873,000
jobs in September after being flat for the past three months. The
unemployment rate now stands at 7.8%, and vehicle sales hit a 15 million
annual rate for the first time since March 2008, a very promising jobs
growth indicator as consumers tend to buy cars when they are employed.

Economic Indicators, Quarterly Change
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The September FOMC minutes were released this week with a focus on
QE3. Fed economists saw additional quantitative easing as a positive for
the economy; it will keep rates low and in turn boost stock and home
prices. Some economists disagree with this plan and believe the Fed is
out of options for additional stimulus, yet none seem to disagree that the
headwinds we have faced the past few years still linger. According to the
notes from the meeting, economic growth expectations point to a slow
2013 followed by an improving 2014, with unemployment still modestly
elevated and GDP growth still lagging slightly.
New factory orders dropped 5.2% in August, but this can be fully
attributed to aircraft orders, which make this number extremely volatile
and generally unreliable when not broken down. If aircraft orders are
excluded the August number was actually a positive 0.7%. This indicator
is notoriously volatile, but important, and this past report, as well as preindicators such as the ISM report and the Philly Fed report, point to a
stronger September. Also, the ISM manufacturing survey moved up to
51.5 in September and the non-manufacturing bounced to 57.7, a
significant four-point jump. These surveys point to healthy new orders
growth, as even export orders moved higher.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Positive jobs data from Thursday’s ADP report and Friday’s Bureau of
Labor Statistics report sent U.S. Treasury yields higher at week’s end.
The softening in bond prices was directly tied to future expectations of the
Federal Reserve’s latest monetary easing program. As recently as two
weeks ago, the Fed had indicated they planned an infinite bond
purchasing program to bring the unemployment rate down from the then
8.1% to something closer to 7%. With Friday’s labor report showing an
unemployment rate at 7.8%, Treasury and mortgage bond investors
trimmed positions as it now appears demand from the Fed will fall far
short of what was initially expected.
European peripheral sovereign bonds extended recent gains as it
appears ECB bond purchases for nations requesting aid is coming closer
to fruition. Spain and Portuguese bonds benefited with the Portuguese 2year note yield dropping to a multi-year low while safe haven German
bund sold off. Investors moving toward riskier debt look to gain further
tail winds by Monday’s inauguration of the European Stability Mechanism
(ESM). The ESM is the permanent facility established to aid troubled EU
members and is viewed as the centerpiece to combating the European
debt crisis.
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The equity markets began the fourth quarter where the third quarter left
off. Several indices have continued the uptrend with most global markets
rising over 1.00% for the week. The Dow Jones Industrial Average
closed at 13,610.15, up 173 points for the week, or up 1.29%. The
broader S&P 500 Index ended the week up 1.41% to close at 1,460.93,
while the NASDAQ Composite finished higher by 20 points, or up 0.64%
to close the week out at 3,136.19.
The European markets finished positive four out of the five trading days
to start the fourth quarter. The most significant movement came on
Friday as the European markets rallied on the better than expected
payroll numbers out of the U.S. showing job growth of 114,000 and a
revised August number of 142,000 from an original estimate of 96,000.
The MSCI EAFE Index finished the week higher by 2.15%, and the MSCI
Emerging Market Index finished higher by 1.32%.
The social media industry took another hit today as shares of Zynga
(ZNGA) continued to tumble. The company reduced its full year
guidance back in July of this year, and at the close of Thursday
announced another reduction to its guidance. The company lowered the
estimated EBITDA expectations to between $147 million to $162 million
from the previous $180 million to $250 million. The news also sent
shares of Facebook (FB) lower as the company derives about 10% of its
revenue from Zynga. Shares of Zynga finished the day at 2.47, lower by
12.26% on the news.
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Gold slipped from an 11-month high this week as the metal’s appeal as
an inflation hedge decreased after a surprise drop to the U.S.
unemployment rate. For the week though, gold gained 0.55% to close at
$1,784 per ounce. The precious metal has been thriving on recent
monetary easing measures, however, the positive jobs report put what
many analysts believe to be an “end to the idea that quantitative easing
would last forever.”
Despite the unexpected decline in the unemployment rate, crude oil
dropped for its third straight week, losing 2.40% to settle at $89.90 a
gallon, on signals that supply is exceeding demand. Crude prices
reached their longest run of weekly decreases since June after the
Energy Department reported this week that U.S. crude output rose to
6.52 million barrels a day last week, the most since December 1996.
Also this week, a fire broke out at Exxon Mobil Corp.'s (XOM) 584,000
barrel a day Baytown refinery-- just one of the latest problems to plague
the U.S. refining sector. The industry is in the midst of its seasonal
maintenance period, but unplanned outages, particularly on the West
Coast, have cut the number of refineries turning oil into gasoline, diesel
and other fuel products.
Buoyed by a rallying stock market, hedge funds climbed 2.6% in Q3,
bringing the industry to 5.1% on the year. These gains still trailed that of
the S&P 500, which added 2.25% last month - compared with 0.8% for
hedge funds - and is now up 16.43% so far this year. Stock funds were
the best performing strategy in September, gaining 1.34% and pushing
their yearly returns to 5.8%. This is good news for investors as last year
stock-focused funds battled to generate gains as volatile global markets
saw the average fund lose 6.5%. Boosted by successful bets in the
mortgage-backed securities and “junk” bond markets, credit-focused
funds have been the best performing strategy so far this year, up 8.7%.
Credit-focused funds gained 3.8% in Q3 and, according to
eVestment|HFN, total credit fund capital hit an all-time high through
August with almost $758 billion in assets.
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Economic Update
The International Monetary Fund (IMF) lowered its forecast for global
growth in its latest World Economic Outlook report released this week.
The IMF is now predicting growth of only 3.3% this year (down 0.2% from
July) and 3.6% for 2013 (previously 3.9%). "The recovery has suffered
new setbacks, and uncertainty weighs heavily on the outlook," the IMF
said. Growth predictions for 2013 include 2.1% for the U.S., 0.2% for the
eurozone, and 8.2% for China. They also warned that if we fall off the socalled “fiscal cliff” here in the U.S. that it would push the country into
recession. The IMF’s gloomier outlook comes at a time when most
economic data has been showing signs of modest improvement.

Economic Indicators, Quarterly Change
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Euro-region industrial production expanded for the second month in a row
in August, according to the European Union’s statistics office in
Luxembourg. Output in the 17-member eurozone rose 0.6% during the
month with troubled Portugal leading the group with a 6.8% increase.
Confidence among U.S. consumers is rising according to the Thomson
Reuters/University of Michigan consumer sentiment index. The index
rose 4.8 points to 83.1 in October – the highest level since September of
2007. Economists had actually been expecting the number to drop to 78,
so this was a big surprise to the upside. A rising stock market as well as
higher property values should give consumers the confidence to spend
more this holiday season.
The number of Americans filing for first-time unemployment benefits
improved dramatically, falling 30,000 to 339,000 for the week ended
October 6. It was the largest single-week drop since July and the best
reading of the recovery. The four-week average fell 11,500 to 364,000
and is now trending 10,000 below last month. The number appears to be
an anomaly, though, as one Labor Department analyst said the drop
probably occurred because a single state that likely did not fully process
end-of-quarter claims on time posted a large decline. If that is the case
we should expect to see claims shoot back up next week.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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For the third week out of the past four, U.S. Treasuries rallied amid robust
demand despite yields near historically low levels as investor anxieties
continued regarding stalling global growth and the eurozone’s ongoing
debt crisis. Fitch Ratings recently reported European periphery
government debt could suffer additional credit downgrades should policy
makers prolong introducing an “ultimate solution” for the region.
Additionally, the International Monetary Fund lowered its global growth
forecasts, noting the risk of a steeper slowdown is now “alarmingly high.”
Separately, aggressive demand for the U.S. Treasury’s ten-year note
auction drove prices higher on Friday, with a stronger than expected bidto-cover ratio and yields near all-time lows. In a sign of considerable
foreign interest, “indirect buyers”, often a reflection of overseas demand,
purchased almost 42% of the notes, the highest level since June.
Meanwhile, in an effort to reduce tensions in the eurozone bond markets,
the ECB noted in its monthly bulletin the effectiveness of its new bond
purchase program has been disrupted. “The current situation is
characterized by severe distortions in government bond markets, which
originate, in particular, from unfounded fears on the part of investors of
the reversibility of the euro,” it said.
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After a strong start to October and the last quarter of 2012, most major
stock markets were down for the week, the worst five-day trading period
in four months. News that the IMF lowered its global growth forecast and
Standard and Poor’s ratings downgrade of Spain to one level about junk
status contributed to the weakness. Strong U.S. consumer sentiment
data was not enough to rally the markets Friday. The Dow Jones
Industrial Average closed at 13328.85, 2.1% lower than last Friday. The
S&P 500 Index finished at 1428.59, down 2.2% for the five-day trading
period. The NASDAQ Composite Index ended the week 2.9% lower at
3044.11.
Stocks were also weak overseas. The FTSE 100 Index fell 1.3% while
Germany’s DAX Index declined 2.2% and the CAC Index in France
dropped 2.0%. Japan’s Nikkei Index fell over 3% and is down 8% since
hitting a four-month high on September 19. China continues to rebound
from recent lows with the Shanghai Composite Index up about 1% since
last Friday. Brazil’s central bank cut interest rates by 25 basis points to
an all-time low, citing global concerns about weak economic growth.
Brazil’s market was flat for the week.
Third quarter corporate earnings season began on Tuesday. Alcoa
profits were ahead of expectations but the company lowered its outlook
for global aluminum consumption growth from 7% to 6% on slowing
Chinese demand. JP Morgan reported revenue growth ahead of
expectations, citing strength in mortgage lending and fixed income capital
markets. Wells Fargo’s revenue growth was also aided by strength in
refinancings, as home mortgage applications increased 11% over last
year. “Underlying credit quality continued to show improvement in the
third quarter, as the overall financial condition of businesses and
consumers strengthened, the housing market in many areas of the nation
improved, and we continued to work to reduce problem assets and make
new, high-quality loans,” stated Wells Fargo Chief Risk Officer Mike
Loughlin.

Weekly Change

-2.0%
-2.0%
-2.1%
-2.1%
-2.2%
-2.2%
-2.3%
-2.3%
-2.4%
-2.4%
Large Cap

Mid Cap

Small Cap

Int'l

Small Cap

Int'l

Source: Standard & Poor's, Russell Investment Company, MSCI

Year to Date Change
16.0%
14.0%
12.0%
10.0%
8.0%

Issue

10.5.12

10.12.12

Change

13,610.15

13,328.85

-2.07%

S&P 500

1,460.93

1,428.59

-2.21%

NASDAQ

3,136.19

3,044.11

-2.94%

678.13

661.42

-2.46%

Dow Jones

Russell 1000 Growth
S&P MidCap 400

996.36

975.61

-2.08%

Russell 2000

842.86

823.09

-2.35%

MSCI EAFE

1,544.98

1,512.69

-2.09%

MSCI Small Cap

1,005.52

995.95

-2.04%

Prices reflect most recent data available at the time of publication
Source: Bloomberg, Russell Investment Company, Standard & Poor’s, Morgan Stanley Capital
International, The Wall Street Journal, MarketWatch, Wolfe Trahan.

6.0%
4.0%
2.0%
0.0%
Large Cap

Mid Cap

Source: Standard & Poor's, Russell Investment Company, MSCI

October 12, 2012
[page 4]

MainStreet Advisors
Financial Market Update
Alternative Investments Market Update
Gold fell 1.58% this week, settling at $1,755.80 an ounce, as better U.S.
consumer sentiment and improved jobs data stirred worries the Fed
might withdraw its bullion-friendly stimulus sooner than expected. The
precious metal, which was on pace for its biggest weekly loss in almost
two months, may be due for a rebound though, as many analysts believe
the ongoing eurozone debt worries and economic uncertainty may
continue to add value to the metal as a safe haven investment.
Crude oil finished the week with its first weekly gain in almost a month on
fears of a possible supply interruption in the Middle East in addition to
concerns regarding the sluggish global economic recovery. Although
U.S. economic data appeared to show improvements, there was still
concern about slowdowns in China and particularly Europe with S&P
cutting Spain’s credit rating to BBB-. Adding pressure was the
International Energy Agency’s (IEA) five-year forecast released this week
showing a slowdown in global oil demand growth despite a rise in
expected supply. According to the Wall Street Journal, the IEA forecast
reports that, in the intermediate-term, global oil production capacity
would grow to 102 million barrels a day by 2017, surpassing its demand
forecast of 95.7 million barrels a day. For the week, crude gained 1.86%,
closing at $91.57 a barrel.
Despite strong performance across the industry, hedge fund investors
pulled out more money than they put in over the past month in a possible
sign of nervousness regarding the uncertain state of major economies
and their impact on returns. Net outflows from hedge funds, as measured
by the SS&C GlobeOp Capital Movement Index, which tracks monthly
net subscriptions to and redemptions from funds, were 0.67% of the total
during the month of September. This figure represents the third month of
net outflows this year - July's figure showed net outflows of 1% while
January's figure saw investors withdraw 0.71% of the total - and came
during a month when most hedge funds posted positive returns. SS&C
claims that while inflows have remained steady, outflows have spiked in
line with quarter-end rebalancing. Although this rationale makes sense,
it may be important to note October of 2011 and 2010 saw inflows of
0.3% and 1.12%, respectively.
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Economic Update
Higher gas prices were yet again behind a 0.6% jump in headline CPI
inflation last month. The energy component of CPI surged 4.5% after
increasing 5.6% in August. Stripping out food and energy, core CPI rose
a modest 0.1%. Year-over-year overall CPI inflation rose to 2.0%, up
from 1.7% in August. Inflation at the producer level also increased as
energy pushed the headline PPI up 1.1% following a 1.7% jump in
August. The core rate, which excludes food and energy, was unchanged.
Gasoline and oil prices have been easing a little so far this month, which
may provide some relief to October’s inflation numbers.

Economic Indicators, Quarterly Change
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A more optimistic outlook from the consumer seems to have boosted
spending in September. Retail sales were up an impressive 1.1% during
the month after gaining 1.2% in August. Gasoline sales were strong
climbing 2.5%, but core components showed widespread strength as
well. Sales of the new Apple iPhone helped lead to a 4.5% surge in the
electronics & appliance stores component. The numbers are
encouraging and, if consumer confidence is any indicator, should
continue to impress in October.
The housing sector continues to show signs of a stronger-than-expected
comeback. Housing starts rose to 872,000 last month–a significant
improvement from August’s 750,000 and 34.8% higher than last year.
Housing permits were also impressive, up 11.6% in September to an
annual pace of 894,000, 45.1% higher than a year ago. Housing is taking
the lead in the economic recovery, yet still has room for further
improvement. Existing home sales had a mixed report as the month-overmonth sales figure fell by 1.7% in September but was up 11% from this
time last year. Currently supply is relatively tight as highlighted by the
median amount of days a house stays on the market; this is a positive
factor for prices in the coming months but a detriment to home sales.
However, this tight supply environment should increase new home
construction as the year comes to a close.
Initial jobless claims showed an increase in the week ending October 12
of nearly 40,000 after dropping 27,000 in the prior week. The four-week
moving average, a more accurate indicator, looks significantly better. The
average moved up by just 1,000 to 365,000, and was 10,000 lower than
the data one month ago. Continuing unemployment claims data is
showing improvement as well with the four-week average coming in at
3.27 million, marking a five-month low.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Despite a rally on Friday driven by less than encouraging news from the
European Union summit, U.S Treasuries fell for the week, with the yield
on the 10-year note approximately 0.10% higher than last week. In a sign
that Treasuries remain at elevated valuation levels, the “term-premium” -a pricing model created by the Federal Reserve that includes
expectations for interest rates, growth and inflation -- closed at -0.81%,
significantly lower than the ten-year average of 0.44%. A negative
reading indicates the market participants’ willingness to accept yields
below levels considered fair value.
Meanwhile, market volatility increased amid mixed economic data.
Earlier in the week, investor sentiment improved as economic data out of
the U.S. and China were better than expected and Spain was spared
from a downgrade to below investment grade by Moody’s. By the end of
the week, sentiment waned after a report at the conclusion of a two-day
European Union summit indicated little progress in the resolution of the
region’s ongoing debt crisis. Although eurozone leaders gave a clearer
timetable to becoming a banking union, details regarding the resolution to
the crisis remain unclear and leaders from Germany and France have yet
to agree on several key measures. Despite a deadline of January 1,
2013, German Chancellor Angela Merkel questioned the probability of
having the ECB become the eurozone’s main financial supervisor by this
time.
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With the sell-off in stocks Thursday and Friday on weak earnings reports,
market performance was mixed for the week. Stocks started the week off
strong, rebounding from recent declines, on news of strong retail sales in
the U.S. and Moody’s decision to affirm Spain’s credit rating. Investor
sentiment turned sour on Thursday and continued on Friday as the Dow
Jones Industrial Average fell 205 points to close at 13328.85, flat
compared to last week. The S&P 500 Index finished at 1433.19, up only
0.3% over the five-day trading period. The NASDAQ Composite Index
was the worst performer, down 1.3% to 3005.62 for the week.
European stocks as measured by the Stoxx Europe 600 rose to a 16month high on Thursday, only to fall back nearly 1% of Friday on
weakness here at home. Japan’s Nikkei Index posted its best weekly
performance of the year after declining 3% last week. While China’s
economy grew by only 7.4% in the third quarter, a slowdown from 7.6% in
the second quarter, analysts believe recent positive economic data,
including retail sales growth of 14.2% and an increase in industrial
production of 9.2%, point to a rebound in GDP growth this quarter. The
Shanghai Composite Index increased 1% for the week.
As of Friday, 114 companies, or 23% of the S&P 500 Index, have
reported earnings for the most recent quarter. Total earnings declined
2.8% from the same period last year, with 55% of the companies
reporting earnings ahead of expectations. This is below the 70% average
of the last four quarters. Total revenues increased 1.3% from the same
period last year, but only 34% of the companies have posted revenue
above estimates. Of note were positive earnings surprises from
Citigroup, Goldman Sachs, Ebay, Verizon, Johnson & Johnson,
BlackRock and Morgan Stanley. Companies that either reported
earnings or revenue below expectations or guided future earnings lower
included Intel, Google, McDonald’s, IBM, Abbott, Chipotle and General
Electric.
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TransCanada Corp (TRP) said this week that it has shut down its major
pipeline for moving Canadian crude oil from Alberta to the central United
States after detecting a "small anomaly" on the pipe, lifting benchmark oil
prices well off weekly lows. TransCanada, the country's largest pipeline
company, said the 590,000-barrel-a-day Keystone pipeline is expected to
be shut for three days as crews investigate the pipe, causing some
Canadian crude supplies to back up. The pipeline has the capacity to
transport a quarter of Canada's crude oil exports to the United States, so
outages can have big impacts on markets on both sides of the border.
For the week, crude oil slipped 1.65%, or $1.51, to close at $90.06 a
barrel.
Gold dropped nearly $34 an ounce this week, losing 1.89% – the metal’s
second consecutive weekly loss – on disappointing corporate earnings,
U.S. economic data and the latest European summit driving gains for the
dollar. Prices have dropped 3.2% in two weeks on concern that global
central banks would reduce stimulus measures, curbing demand for the
metal as a hedge against inflation. Government reports this week
showed China’s industrial production, retail sales and fixed-asset
investment accelerated in September, while U.S. housing starts jumped
to a four-year high. Many analysts are also forecasting even further
declines for gold next week, noting the change in trader attitude and a
bearish short-term momentum for the metal.
Total hedge fund assets hit a record high on strong Q3 performance –
the third consecutive quarter of net inflows – and surpassed the previous
record set in Q1 of 2012, according to data released this week by Hedge
Fund Research (HFR). Hedge fund capital increased by 3.6% reaching
$2.19 trillion as of the end of Q3, an increase of $80 billion during the
quarter and $183 billion year-to-date. HFR went on to note that investors
allocated $10.6 billion of net new capital to hedge funds in Q3, bringing
year-to-date net inflows to $31 billion. Despite these figures, however, if
inflows continue at their current pace through the end of the year, 2012
will have the lowest inflow total since 2009 when investors withdrew $131
billion from the hedge fund industry.
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Economic Update
Economic growth picked up in the third quarter, boosted by stronger
consumer spending and an improving housing market. GDP growth
came at 2.0%, slightly above market expectations and well above the
second quarter’s reading of 1.3%. The number is still sluggish, as a rate
of 3.0% growth or more is generally needed to put a serious dent in
unemployment. Even so, the strength in consumer purchases of durable
goods including automobiles and a 14% increase in residential
construction hints the consumer is becoming more optimistic about the
economy.

Economic Indicators, Quarterly Change
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The new home market, once a major a drag on the economy, has now
become an increasing source of strength. New home sales were up
sharply in September, climbing 5.7% to 389,000. The strength in sales is
even more impressive when you consider the 4.5 month supply – the
tightest since 2005 – is limiting sales activity. Median prices eased 3.2%
to $242,000 for the month, but are up 11.7% from last year.
The number of Americans filing for first-time unemployment benefits fell
23,000 to 369,000 in the week ended October 20. Seasonal adjustments
have been causing a great deal of volatility in the initial jobless claims
numbers over the past few weeks, but behind the big swings the overall
trend has been improving. The four-week moving average is 368,000
which is nearly 10,000 below the month-ago figure.
Economic conditions in Europe continue to be much worse than here in
the U.S. Spain fell deeper into recession in the third quarter, with their
economy shrinking a further 0.4%. Year-over-year the Spanish economy
contracted 1.7%. Amidst the weakening economy and 25%
unemployment Prime Minister Mariano Rajoy presented further austerity
measures this week, sparking more angry protests. Despite the nation’s
troubles yields on 10-year Spanish government bonds have fallen to just
above 5% after soaring above 7% in July.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bolstered by continued anxieties over the global economic growth
outlook, U.S. Treasuries rose modestly for the week as investors found
comfort in the flight-to-quality trade. Despite weaker than anticipated
economic data in some areas, fears over the possibility of the eurozone’s
debt crisis spiraling out of control have eased recently amid
announcements of bond-buying programs from both the Federal Reserve
and European Central Bank. Alongside this, the European Union and
ECB said on Friday the first aid disbursements for the Spanish banks
may be ready soon, sparking a modest rally in its financial sector bonds.
EU authorities have completed the first review of the country’s banking
sector bailout, which may be as much as 100 billion euros.
Looking forward, the combination of ECB President Mario Draghi’s
remarks to do whatever it takes to preserve the euro and more
aggressive financial easing programs should keep peripheral area
interest rates at reasonable levels. Separately, the negative feedback
loop between governments and banks, particularly in Spain, is under
control with a number of European stability mechanisms in place to
supply capital to ailing banks. At the same time, recently approved
European bank supervision by the ECB should help to curb excessive
risk taking in the banking industry.
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Equity investors were not impressed with quarterly earnings reports this
week, leading to market declines across the board. Friday’s better than
expected third quarter GDP and the highest consumer sentiment reading
in five years was not enough to offset weak earnings and a report the
German Finance Minister raised concerns on Greece’s ability to meet its
bailout requirements. The Dow Jones Industrial Average declined 1.7%
for the week to close at 13107.21. The S&P 500 Index finished at
1411.94, down 1.5% over the five-day trading period. The NASDAQ
Composite Index was the best performer, down only 0.6% to 2987.95 for
the week.
Overseas, European stocks as measured by the Stoxx Europe 600 fell
1.3% after reaching a 16-month high last Thursday. The good news out
of Europe this week was positive third quarter economic growth for the
UK after three quarters of recession. China manufacturing data improved
to 49.1 according to the preliminary PMI reading from HSBC. Companies
in Asia reported weak quarterly earnings including telecom giant China
Unicom Hong Kong Ltd and Maanshan Iron & Steel Company Ltd,
reporting a net loss due to lower steel prices. Japan’s Kawasaki Heavy
Industries Ltd reported sales weakness in China and Europe.
Apple was in the news this week with the unveiling of the iPad Mini and
third quarter earnings that came in slightly below expectation. The
company also issued cautious guidance for this quarter as higher costs
for all its new products will likely impact profits. Marketwatch.com
reported that consumer discretionary companies have turned in the best
earnings performance for the third quarter thus far. More than thirty major
consumer discretionary companies have issued earnings reports in the
last few weeks, with 71% beating analysts’ estimates, according to
Thomson Reuters I/B/E/S. For the S&P 500 Index as a whole, only 62%
of companies have surpassed earnings expectations. Revenues have
been even weaker, with only 37% of companies surpassing the Wall
Street consensus forecasts.
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Crude oil dropped 4.42% this week to settle at $86.08 a barrel. The
losses could have been steeper, though, had it not been for oil prices
gaining on Friday amid signs of recovery in the U.S. economy over a 2%
rise in U.S. Q3 GDP. These gains ended a six-day losing streak, the
longest for oil since May. Such a signal gives rise to hopes that oildemand with the world’s biggest petroleum user could recover from what
a 2.2% year-to-date decline as of October 19. Near-term prices will be
impacted by the path of Hurricane Sandy, expected to move up the East
Coast as a tropic storm, which will impact Florida and the Carolinas by
Saturday. The storm will at least cut near-term demand for gasoline and
diesel fuel, analysts forecast, and could have longer-term impacts on the
supply side if refineries or port facilities in the region are damaged.
According to the Energy Information Administration, U.S. gasoline fell
2.7% to a 9-year low for the week of October 19 to 8.493 million barrels a
day. Output topped demand by about 500,000 barrels a day in the week,
pushing inventories up by 1.4 million barrels to their highest level since
August 31.
Gold managed to squeeze out small gains on Friday after positive U.S.
economic figures, but the metal still dropped 0.65% for the week, its
third-weekly decline in row, on uncertainty over the future of the U.S.
Federal Reserve’s monetary stimulus. Many analysts believe uncertainty
over the global economic recovery and questions about the future of U.S.
monetary policy that has been ultra-loose under Fed Chairman Ben
Bernanke could dent the metal’s appeal as an inflation hedge. Analysts
also are under the assumption investors could buy gold as a safe-haven
due to uncertainty over the outcome of the U.S. election and the potential
upcoming “fiscal cliff" with automatic spending cuts and tax rises which
threaten to send the country back into recession if Congress fails to
reach a deficit reduction deal by the end of the year. These analysts
believe if Republican presidential candidate Mitt Romney wins, the dollar
could get a boost and the Fed's easing policy might not continue. After
losing nearly $11 this week, the precious metal closed at $1,711.50 an
ounce.

Weekly Change

0.0%
-0.5%
-1.0%
-1.5%
-2.0%
-2.5%
-3.0%

DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

Year to Date Change

14.0%
12.0%
10.0%
8.0%
6.0%

Issue
Gold
Crude Oil Futures
Copper
Sugar

Previous Week

Current1

Change

1,722.70

1,711.50

-0.65%

90.06

86.08

-4.42%

363.00

355.65

-2.02%

20.23

19.35

-4.35%

HFRX Equal Wtd. Strat. Index

1,120.48

1,114.39

-0.54%

HFRX Equity Hedge Index

1,045.93

1,037.33

-0.82%

HFRX Equity Market Neutral

929.16

924.36

-0.52%

HFRX Event Driven

1,373.60

1,363.09

-0.77%

HFRX Merger Arbitrage

1,504.63

1,485.74

-1.26%

Dow Jones UBS Commodity Index

146.37

143.00

-2.30%

FTSE/NAREIT All REIT

158.91

155.04

-2.44%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.

4.0%
2.0%
0.0%
DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

MainStreet Advisors performance results reflect time-weighted rates of returns based upon MainStreet Advisors proprietary trading
strategies. Performance results reflect the reinvestment of dividends and other earnings as well as the deduction of management and
transaction fees. Performance does not reflect additional fees charged by institutions MainStreet Advisors provides investment services. In
some cases, performance reflects the quarterly rebalancing of assets based upon MainStreet Advisors Tactical Asset Allocation Models.
Past performance may not be indicative of future results, and the performance of a specific individual account may vary substantially from
performance presented herein. Therefore, no current or prospective client should assume that future performance will be profitable or equal
the performance results reflected herein. In calculating account performance, MainStreet Advisors has relied upon information provided by
various sources believed to be accurate and reliable but cannot be guaranteed. All past recommendations are available upon request.
Investments in equities, fixed income, mutual funds, and exchange traded funds involve risk and may lose value.
Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment will be profitable.
MainStreet Advisors investment strategies may involve portfolio turnover, which could negatively impact the next after-tax gain experienced
by an individual client.
MainStreet Advisors displays its performance results in addition to the market index that it believes represents a similar strategy in terms of
asset allocation (stocks, bonds), generally accepted investment objectives (growth, income, or balanced), style benchmarks (growth, value,
or core), geographic allocations (US, Foreign, or Global), sector allocation potential, and cap size objective (small cap, mid cap, or large
cap). The index is shown in order for clients to make a comparison of performance for the designated time period. However, the indices
shown above may not completely reflect the risk or volatility of the overall market or of the risk taken by the MainStreet Advisors program.
The indices shown are not intended to be an absolute benchmark for the MainStreet Advisors program due to the fact that clients may not
be able to duplicate exact holdings in the indices shown. MainStreet Advisors programs may reallocate some or all assets in the program
to cash in response to market conditions, and MainStreet Advisors programs utilize a flexible management strategy with regard to equity
selection, cap size, style, and asset allocation. It should be noted that market indices are always fully invested and holdings are limited to
the index charter. The market index used for comparison is an unmanaged index and is a common measure of performance of the relevant
stock markets. They are not available for direct investment.
Any investments purchased or sold are not deposit accounts and are not endorsed by or insured by the Federal Deposit Insurance
Corporation (FDIC), are not obligations of the Bank, are not guaranteed by the Bank or any other entity, and involve investment risk,
including possible loss of principal. MainStreet Advisors and Bank are independently owned and operated. MainStreet Advisors is an SEC
registered investment advisor. Form ADV Part II is available upon request.
120 North LaSalle Street, 37th Floor
Chicago, Illinois 60602
312.223.0270 direct
312.223.0276 fax
www.mainstreetadv.com

MainStreet Advisors

MainStreet Advisors
Financial Market Update

November 2, 2012
[page 1]

Economic Update
The U.S. employment report marked the third consecutive month that
jobs data was not only positive, but beat analysts’ expectations
significantly. Payroll growth jumped 171,000 in October, easily
surpassing the 125,000 consensus estimate. This boost was fueled by
growth in the private sector, most notably the professional services, retail
and healthcare sectors. The government sector lost a small number of
jobs for the month after growing in September. As encouraging as the
jobs report was, the unemployment rate managed to tick up by 0.1% to
7.9%, simply the result of more people entering the job force. More
positive employment news came in on Thursday with jobless claims
dropping by 9,000 in the week ending October 27 to settle at 363,000,
pulling the 4-week moving average down by 1,500. U.S. companies are
hiring despite worldwide growth concerns, and as long as other factors,
such as housing, continue to improve we could start seeing more
dramatic economic growth domestically.
Personal income increased 0.4% in September after a 0.1% bump in
August. The September figure is positive but headline inflation limited the
gain. Consumer spending jumped 0.8%, aided by solid auto sales.
Despite inflation offsetting the increase in personal income, consumer
spending increases show the average spender is more confident and
comfortable with the state of their financial situation. However, this comes
with a caveat; the savings rate dropped from 3.7% to 3.3% in September
as personal expenditures grew faster than personal income. This figure is
down from 4.4% in June. The conclusion here is that although consumers
are spending more, a positive sign for the economy, they are also
reaching into savings more to meet those spending increases, which is
not an encouraging sign. There is not yet cause to worry, however, as
every economic indicator has some degree of fluctuation that produces
data which may not always be representative of the current situation.
Should this drop become a trend for this indicator, it could hurt the
recovery as a pattern of lesser savings translates to increased debt load,
an undoubtedly negative force on the economy.
Finally, the ISM manufacturing data came in showing mild growth in
October, rising to 51.7 from 51.5. Looking behind that figure we saw the
new orders index rising nearly two full points in September, indicating
improvement in coming manufacturing reports. Although modest, this
increase is progress and signals coming improvement throughout the
sector.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bond investors saw a shorter trading session this week as the east coast
was hit by devastating Hurricane Sandy. After the markets reopened on
Wednesday, Treasuries continued to experience small intraday
fluctuations caused by mixed economic data. Better than expected ISM
and employment reports prompted investors to sell bonds in favor of
stocks. However, this trend was countered by slower growth in wages,
consumer confidence and Chicago PMI, resulting in the benchmark 10Year note remaining unchanged for the week. According to Bloomberg’s
survey of financial market companies, the benchmark rate is expected to
climb to 1.92% by the end of March and 2.06% by the end of June 2013.
Corporate debt issuers were particularly active this week as many
corporations tried to take advantage of the low rate environment before
the next week’s elections. Microsoft Corporation and Verizon
Communications were the leading issuers of corporate bonds with $2.25
billion and $4.50 billion offered respectively. In Europe, Spain is still
hesitant to use aid offered by the ECB to buy their government bonds as
this would impose a greater control on country’s budget. However,
investors perceive this as inevitable with the 10-year bond currently
trading at 5.65%, well above a record high 7.75% on July 25.
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The equity markets stumbled through a shortened trading week largely
unchanged as investors maintained neutral positions despite a natural
disaster mixed in with positive economic news for the U.S. The Dow
Jones Industrial Average closed at 13,093.16, down -14.05 points for the
week, or down 0.11%. The broader S&P 500 Index ended the week up
0.16% to close at 1,414.20, while the NASDAQ Composite finished lower
by -5.82 points, or down 0.19% to close the week out at 2,982.13.

Weekly Change
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The week began with the longest weather related shutdown of the equity
markets in over a century as Hurricane Sandy caused flooding and power
loss across Manhattan, the home of the New York Stock Exchange.
Trading resumed Wednesday with many Wall Street institutions running
on backup power generators which may have contributed to a muted
trading session with stock indices ending the day largely flat.
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Trading remained subdued through the week’s end as a bounce on
Thursday was largely negated by a dip in equity prices on Friday despite
positive economic data coming in both days. Investors appear to be
taking a defensive posture ahead of the Presidential elections when
further clarity may be available regarding fiscal cliff issues.
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With Hurricane Sandy’s devastating effects being felt all along the
eastern seaboard, building supply retailers drew strong bids from
investors after the markets opened. Home Depot (HD) and Lowes (LOW)
appear poised to capitalize on emergency repairs and longer term
reconstruction in the region and finished the week up 3.3% and 5.7%,
respectively.
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Gold fell nearly 2% on Friday, breaking below $1,690 an ounce for the
first time in two months as an encouraging U.S. nonfarm payrolls report
lowered expectations for economic stimulus provided by global central
banks. The precious metal slipped 1.94% this week, settling at $1,678.30
an ounce, its fourth consecutive weekly decline. The metal has now
erased all previous gains after the U.S. Federal Reserve announced its
lasted bond-buybacks to boost the job market in September. Many
analysts claim that with the uncertainty of the presidential election
looming, gold needed a poor employment number, something “sour”
enough to cause the U.S. Federal Reserve to inject further monetary
easing.
Expectations that demand for crude oil would likely be subdued in the
aftermath of Hurricane Sandy earlier this week caused oil prices to slip
on Friday. Oil closed this week at its lowest point in almost four months
as two Northeast refineries remained shut down after Hurricane Sandy.
With production of gasoline and diesel reduced, and demand dropping
off in the storm-stricken region, there is a likelihood the nation’s already
ample supplies will grow. Crude dropped 1.36% this week, closing at
$84.91 a barrel.
While Hurricane Sandy’s affects may have been felt across much of the
Northeast, the storm had little impact on U.S. real estate investment
trusts (REITs) and the market at large, according to NAREIT. Brad Case,
NAREIT’s senior vice president of research and industry information,
stated October was a “soft month” for the REIT market in general
amongst investors. Case attributed this to continued uncertainty about
the outcome of the election. However, there was not much of a dip for
REIT investors as the broader stock market lost nearly 2% and REIT
investors lost only one-third of a percent. A large impact on the month’s
results can be attributed to an increase in uncertainty about what is going
to happen on Election Day, both in respect to the White House and with
respect to the Senate and other races. Case went on to note that
uncertainty surrounding the election coupled with the housing recovery
has also affected the lodging and multifamily sectors, which have
witnessed lower gains despite having some of the strongest
fundamentals among REITs.
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Economic Update
The election results are in, America! And for the $5.8 billion spent on
campaigns this election cycle (a more than 50% increase in spending
over the 2008 election), the result was… no change. The President is
still a Democrat; the House is still controlled by the Republicans; and the
Democrats still control the Senate. The divided congress will have only
13 days in a lame duck session to try to come to agreement on a plan to
avoid the so-called “fiscal cliff.”

Economic Indicators, Quarterly Change
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Political change is happening on the other side of the globe, however, as
China’s ruling Communist party began a week-long congress to appoint a
new group of leaders. Xi Jinping, a chemical engineer and the son of one
of the founders of the Communist guerrilla movement, is likely to replace
Hu Jintao as China’s president. The current president issued a warning
to the party saying "Combating corruption and promoting political integrity
is a major political issue. If we fail to handle it, it could prove fatal to the
party and even cause the collapse of the party and the fall of the state."
Gloomy comments from European Central Bank president Mario Draghi
put downward pressure on markets this week. "Unemployment is
deplorably high," the ECB president said. "Overall economic activity is
weak and it is expected to remain weak in the near term. And the growth
of money and credit are subdued." The European Commission put a
further damper on things when they released a report forecasting a 0.3%
contraction in economic output for the EU for the year, and a 0.4%
decline for the 17-nation eurozone.
Despite the uncertainty with the looming fiscal cliff, consumer sentiment
is strong and continues to improve rising 2.3 points to 84.9 in November
– a new recovery high. With home prices climbing consumers are getting
more comfortable about spending. And while government austerity will
continue to put a damper on the economy, as it has since 2010, it is the
consumer that drives the majority of growth.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bolstered by President Obama’s re-election and renewed concerns over
the fiscal cliff, U.S. Treasuries rose for the week with 10-year yields
dropping to their lowest levels in two months. In a sign that Treasuries
have climbed to extreme valuation levels, the “term-premium” -- a pricing
model created by the Federal Reserve that includes expectations for
interest rates, growth and inflation -- closed at -0.94%, significantly lower
than the ten-year average of 0.44%. A negative reading indicates the
market participants’ willingness to accept yields below levels considered
fair value. Nevertheless, given the outcome of the election, many bond
strategists feel yields can fall further. Although Republican House
Speaker John Boehner said he is ready to negotiate to avoid the fiscal
cliff, the bargaining process is expected to be more contentious with Mr.
Obama in the White House, which could create increased market volatility
and spark a flight-to-safety trade.
Meanwhile, many economists expect the Federal Reserve to transition to
the outright purchase of U.S. government debt after the “Operation Twist”
program ends in December. Under this program, the Fed has been
selling short-term and buying long-term Treasuries in an effort to lower
longer-term rates to spur spending. However, by the end of the year, the
central bank will be close to running out of short-term securities to sell.
Rather than just allowing the program to expire, market participants
expect the Fed to begin outright Treasury security purchases, in a
continuation of its accommodative monetary policy position.
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The equity markets sold off after the election as the focus now shifts from
the presidential election to the looming fiscal cliff. All three indices
finished lower by over 2%, and on Wednesday the markets had their
largest one-day sell off over the trailing 12-month period. The Dow Jones
Industrial Average closed at 12,815.39, down 278 points for the week, or
down 2.12%. The broader S&P 500 Index ended the week down 2.43%
to close at 1,379.85, while the NASDAQ Composite finished lower by 77
points, or down 2.59% to close the week out at 2,904.87.
The domestic equity market tried to erase the losses from Wednesday
and Thursday when the preliminary data from University of Michigan
showed that consumer sentiment had risen above expectations and sits
at its highest level in five years. The markets quickly lost traction as
President Obama approached the public for the first time since winning
the election to discuss the $607 Billion take hike should lawmakers not
compromise on getting a deal done. The president mentioned the need
for job growth, high taxes on the wealthy, and the need for lawmakers to
come together and make a deal happen.
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Earnings continue to disappoint, with one of the latest coming from
Groupon (GRPN). Groupon’s shares which reached a high close of $30
per share a year ago now see their shares down over 25% today on both
poor revenue and the outlook for the company. Deal flow is a critical
element to their business, and their customer base grew by 45% from the
prior year; however, the amount of deals actually purchased only rose by
9%. Shares of GRPN finished the session at $2.76 per share.
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Gold futures ended higher for a second straight day Friday, as investors
sought the safe-haven status of the precious metal on concerns over the
looming fiscal cliff and the impact it would have on the U.S. economy.
Prices were also supported by expectations of strong demand out of
India as a major festival there draws closer on top of expectations of
increased demand from China. The precious metal gained 3.16% this
week as many investors began shifting their attention from the election
towards the impending “fiscal cliff,” a combination of government
spending cuts and tax increases due to be implemented under existing
law early next year. Because of the belief that such an event could send
the economy back into a recession, gold has been serving as a hedge
against economic uncertainty. The precious metal also posted gains
earlier in the week after the European Central Bank kept its monetary
policy intact, reaffirming an aggressive bond-buying program.
Crude oil also had a bounce back week, gaining 1.38%, to settle at
$86.08 per barrel, on encouraging macroeconomic data out of China,
which showed industrial production improving more than expected, as
well as U.S. consumer sentiment rising to a more than five-year high.
Also announced this week, demand for the Organization of Petroleum
Exporting Countries (OPEC) crude will decline until 2016 because of the
weakening economic outlook and growing reliance on competing
sources, such as natural gas. Global need for fuel from OPEC is
expected to shrink to 29.7 million barrels a day in 2016, 1.4 million less
than this year, OPEC stated this week in its annual World Oil Outlook.
The estimate for 2015 is 1.6 million barrels lower than that forest in last
year’s report. OPEC predicts it may have more than 5 million barrels of
daily spare production capacity as early as next year.
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Economic Update
The effects of Superstorm Sandy are working their way into the data,
distorting economic numbers and making it difficult to gage underlying
trends. Retail sales edged down 0.3% in October following a 1.3% jump
the previous month. Motor vehicle sales fell 1.5%, and softening across
other core components was broad based. Gasoline sales were up 1.4%
despite prices easing during the month, perhaps due to hoarding ahead
of the storm. Sandy also caused a huge spike in initial unemployment
claims which skyrocketed up 78,000 to 439,000 for the week ended
November 10. It was the largest jump in claims since the wake of
Hurricane Katrina in September 2005 and the highest level since April
2011. It will take a few weeks to determine how much of a long-term
impact the storm had on jobs and how many of these claims are just
transitory.

Economic Indicators, Quarterly Change
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As anticipated, lower energy prices helped keep inflation in check in
October. The Consumer Price Index edged up 0.1% as the energy
component dipped 0.2%. Within the core the cost of shelter rose 0.3%
with the rent component climbing 0.4%, its largest increase in over four
years. Year-over-year CPI is up 2.2% versus 2.0% in September. At the
producer level PPI came in weaker than expected, falling 0.2% during the
month. Continued tame inflation like this allows the Fed to maintain its
accommodative policies and should bode well for the economy.
Some economies outside the U.S. are not doing so well. The eurozone
slipped into recession for the second time in four years as economic
contraction in the troubled southern nations weighed on the region.
Economic output for the 17-nation currency union edged down 0.1% in
the third quarter after declining 0.2% the previous quarter, according to
Eurostat. Things were even worse in Japan, where GDP fell sharply at
an annual rate of 3.5%. A territorial dispute with China over a few tiny
islands has resulted in reluctance by Chinese consumers to buy
Japanese products. China is Japan’s largest trading partner and
accounts for almost 20% of their exports. We are likely to see additional
easing out of the Bank of Japan to combat this economic slowdown.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Fixed income investors followed last week’s trend and continued to move
into lower risk investments. Internationally, investors were spurred by
continued bickering amongst IMF and EU leaders in regards to Greece’s
debt problem. The long running problem came to the fore again as
consensus in reigning in the overall debt-to-GDP level proved elusive.
Investors sitting on three months of gains on non-core government EU
debt took the latest concerns as an opportunity to book gains and watch
the developments from the sidelines.
Likewise, continued concerns over the fiscal cliff had domestic investors
reducing risk and moving into Treasuries. The move is a significant
reversal of the past few months as investors look to position their
portfolios with heightened recession concerns for next year. Weakness
was particularly sharp in the U.S. high yield corporate debt sector.
BlackRock’s high yield corporate ETF saw the biggest one day outflow
ever this week and prices in the secondary market sagged. Analysts
attributed at least a portion of the pull back in high yield to fundamentals
as record issuance this year has led to an increase in lower quality deals
hitting the market.

Yield Curves
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Most stock markets declined again this week as concerns about the fiscal
cliff dominated the headlines. Weak economic data as a result of
Hurricane Sandy, while expected, also weighed on investor sentiment.
The Dow Jones Industrial Average declined 1.8% for the week to close at
12815.39. The S&P 500 Index finished at 1359.88, down 1.4% over the
five-day trading period. The NASDAQ Composite Index fell 1.8%, ending
the week at 2853.13.
According to data from the European Union, the region slipped back into
recession as third-quarter eurozone gross domestic product fell 0.1%
compared to the second quarter. Germany managed to post positive
growth of +0.2%, down from +0.1% in the previous quarter, while France
rebounded to +0.2% growth from a 0.1% contraction. European stocks
as measured by the Stoxx Europe 600 fell 1.1% on Friday to its lowest
close since August, and the index was down 2.7% for the week. In
Japan, stocks were boosted by speculation that there may be major
changes in monetary policy if the opposition Liberal Democratic Party
wins in next month’s election. The Nikkei average rose 2.2% on Friday
alone and closed up 3% for the week.
Another sign of the rebound in the housing market came with this week’s
earnings report from Home Depot. The company beat on the top and
bottom line, reporting comparable store increases in 33 of 40 regions
across the US. The company raised its guidance for fourth quarter
revenue and earnings, citing expectations for rebuilding efforts as a result
of Hurricane Sandy. Cisco also surprised analysts with strength in its
Enterprise and Service Provider businesses. Earnings upside came from
better than expected margins as manufacturing efficiencies and favorable
business mix drove improvement in the gross margin while cost controls
helped expand the operating margin. Cisco's services business continues
to show strength with revenue up 12% year-over-year. Service gross
margins improved to nearly 66%, 450 basis points above the corporate
average.
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Crude oil futures rallied Friday as an escalating conflict involving Israel
renewed fears about widening tensions in the Middle East and the
prospect of a disruption to oil supplies. After trading in the red most of the
week, prices got a lift as Israel began mobilizing soldiers and amplified its
campaign of air strikes in the Gaza Strip. Oil market participants have
been closely following the recent flare-ups in the Middle East ever since
longstanding regimes were upended in the region, shaking the crude-oil
market, a year ago. Although many of the countries that have been
touched by conflict recently are not major oil producers, traders worry
about the possibility of a wider conflict that could drag in neighboring
states who are big producers. Also, gold headed for another weekly loss
on worries over demand trends playing out in metals markets as
investors wait to see what steps the U.S. government takes to avoid the
“fiscal cliff”.
The health care industry is poised to take advantage of increasing
opportunities to grow, according to panelists this week at the NAREIT
Annual Convention in San Diego. Panelists, composed of CEOs from
several health care REITs, agreed that mergers and acquisitions within
the industry will continue due to the need for low-cost, efficient health
care solutions combined with an aging baby boomer demographic.
Market pressure for more efficient health care will create more mergers
and acquisition transactions that many believe should benefit health care
REITs. Most of the panelists anticipated that the second term of
President Barack Obama's administration will be a net positive for health
care providers and REITs.
In rather upsetting news this week, Hostess Brands announced it would
close up its operations. The forces most responsible for this decision
were two hedge funds that control hundreds of millions of Hostess debt,
which finally decided they wouldn’t “squeeze any more filling into the
Twinkie”. According to CNBC, the funds, Silver Point and Monarch, are
known as distressed debt investors, in which they buy the debt of
troubled companies, usually at steep discounts. Only these two funds
could have kept Hostess out of liquidation and kept the Twinkie and its
friends alive. Unfortunately, they were unable to reach a deal with the
unions that represent the workers who make and deliver products like
Twinkies, Wonderbread and Ding Dongs. Without these large union
concessions, these two hedge funds decided Hostess would have to die.
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Economic Update
Upbeat housing news dominated the economic headlines during this
short holiday week. The existing home sales figures released this week
showed a favorable jump of 2.1% in October after a 2.9% drop in
September. The Northeast region was the only area to show a drop in
existing home sales. analysts say Hurricane Sandy may have pushed the
number down slightly as most home buying was suspended during the
final week of the month as the storm affected millions of people in that
region; all other regions improved significantly. This data has been highly
volatile in the recent month but seems to be improving despite
headwinds, particularly supply shortages. Housing supply, represented
by median months on the market, is down to 5.4 months, the lowest
figure in nearly seven years. Furthermore, the actual number of homes
available for sale is down to 2.14 million, a ten-year low. Without more
supply the housing market is being held back, despite the positive
movement in recent months. On that note, housing starts came in strong
this week, which will strengthen housing inventory supply over the
coming months and should subsequently lead to higher sales numbers in
2013. Housing starts increased 3.6% in October to an annual figure of
894,000. This comes after an 18% increase in the previous two months,
indicating that homebuilders are busier than they have been since July of
2008.

Economic Indicators, Quarterly Change
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Finally, more good news in the housing market: The NAHB housing
market index, which is based on the National Association of Home
Builders survey of sales of new homes, expected future sales, and buyer
outlooks, among other factors, was up a significant five points to land at
the highest reading in over six years, easily beating consensus estimates.
This index is an overall housing indicator that dipped as low as 8 in early
2009, and now stands at a healthy 46.
Jobless claims released Wednesday once again moved wildly, this time
in a positive direction. A surge of 78,000 claims the previous week
brought the actual level to 451,000, the highest count since May of 2011.
The uptick in claims is surprising as this figure has been hovering below
370,000 since the beginning of the year. This week’s drop of 41,000 left
the current claims at 410,000, still considerably higher than claims
reported in recent months. The Labor Department announced that they
have no grasp on how long the storm effect will be seen in the jobless
claims figures, but this past week showed some form of a return to
normal.
Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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U.S. Treasury prices finished the week slightly lower as the gains in
equity markets reduced investors’ interest for safe haven securities. The
promising global economic data, along with the ceasefire in Gaza, were
positive for risk assets and negative for treasury securities.
Moody’s Investor Service is now the second major rating agency to cut
the credit rating for France following similar downgrade actions taken by
Standard & Poor’s in January. Moody’s stated deteriorating economic
prospects as the primary reason for the cut, along with a negative
outlook. In a separate report, Moody’s also cautioned that it is unlikely
the U.S. will keep their highest credit rating unless a “large and immediate
fiscal shock” that eases the government deficit is approved by Congress.
Another credit downgrade may not be immediately harmful for treasuries
as they are still likely to be viewed as safe haven securities by many
investors. Long term consequences, however, may include a weaker
dollar and higher debt payments.
According to Freddie Mac, the average rate on the 30-year loan dropped
to 3.31% this week, the lowest on record since 1971. While the borrowing
rates have been low throughout the year they declined further after the
introduction of QE3 in September, which has been positive for the holders
of mortgage-backed agency bonds.
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The equity markets rallied back in a shortened trading week as the S&P
500 Index posted positive returns all four trading days. The Dow Jones
Industrial Average closed at 13009.7, up 421 points for the week, or up
3.34%. The broader S&P 500 Index ended the week up 3.62% to close
at 1409.15, while the NASDAQ Composite finished higher by 113 points,
or up 3.98% to close the week out at 2,966.85.

Weekly Change
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In a shortened trading week and little economic news the focus on Friday
was retail sales and the consumer sentiment. Several retail stocks
posted gains on “Black Friday” as many opened their doors on
Thanksgiving night. Shares of Walmart (WMT), Target (TGT), and
Macy’s (M) each finished the day up over 1%. Electronics retailer, Best
Buy (BBY), which has been losing market share to online retailers rose
over 1% to finish the week at $11.70/share.
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Shares of Research in Motion (RIMM) surged Friday morning after
several positive comments by analysts. The company has been in a
downward spiral the last few years as it has lost significant market share
to competitors. The company announced the launch of its new
Blackberry 10 phone which will be available in February and analysts
expect sales to reach 35 million units. Shares of RIMM had a 52-week
low of $6.22/share and today finished up 13% to close the week at
$11.67/share.
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Crude oil prices remained elevated through the week as several factors
gave traders reasons to be bullish. Aiding oil prices was positive
economic data with both German and French PMI numbers coming in
higher than expected. China likewise posted stronger than expected PMI
numbers with the stronger economic data pointing to increased oil
consumption in the future. Additionally, an unexpected drop in U.S. oil
inventories heightened supply concerns as the diesel and heating oil
distillates fell to a four-year low ahead of the winter heating season.
Crude oil prices did edged lower Friday after an Egyptian negotiated
cease-fire between Israel and Hamas eased tensions in the region by
bringing hope that a more permanent resolution could be reached. In
addition to oil, commodities traders were bullish on gold for the week.
The yellow metal benefitted from weakness in the U.S. dollar which hit a
two-week low. Further strength came from an IMF report which showed
central banks across the globe increased their gold reserves throughout
October.
With U.S. corporate tax rates the highest in the world, corporations
continue to look to REIT conversions as a way to minimize tax impact.
The recent announcement by Penn National Gaming (PENN) that it
would split into two companies, with one being a REIT, illustrates the
growing allure. The REIT portion of PENN will pay virtually no corporate
taxes as long as it distributes at least 90% of its taxable income as
dividends. Investors rewarded the announcement by bidding the stock
up by over 30%. More companies are considering making the move,
especially with increasing fears that the IRS may make REIT conversion
more difficult in the future as a way to boost tax receipts. USA Today
publisher, Gannett, as well as the CBS media group are reported to be
evaluating a REIT conversion.
Hedge fund Tiger Global Management revealed in a SEC filing this week
that the company had taken a large position in beat up daily deal maker,
Groupon (GRPN). Tiger Global added to a small position taken earlier in
the third quarter and now owns 9.9% of the company. The implied vote
of confidence by one of the most successful hedge funds over the last
two years sent shares up over 25% for the week. The action marks one
of the few bright spots for GRPN which has seen its share price tumble
from $20 a share to under $3 so far this year.
Previous Week

Current1

Change
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1,751.40

2.22%

87.14

88.09

1.09%
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1,109.62
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1,035.36

0.48%

Issue
Gold
Crude Oil Futures

HFRX Equity Market Neutral

928.24

931.31

0.33%

HFRX Event Driven

1,350.74

1,357.68

0.51%

HFRX Merger Arbitrage

1,479.78

1,484.77

0.34%

Dow Jones UBS Commodity Index

140.95

144.10

2.24%

FTSE/NAREIT All REIT

148.46

152.40

2.65%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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Economic Update
Economic growth here in the U.S. was substantially higher for the third
quarter than originally estimated. The second estimate for GDP growth
was revised up to 2.7% from the 2.0% estimate given last month.
Upward revisions were largely tied to increases in inventories,
nonresidential structures and exports. On the flipside a decrease in
consumer spending and business equipment took some cheerfulness out
of the news, but overall we feel the GDP number looks pretty good.

Economic Indicators, Quarterly Change
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Consumer spending fell 0.2% in the month of October following a healthy
0.8% gain the previous month, while personal incomes were flat. The
Commerce Department noted the effects of Hurricane Sandy weighed
down the numbers. By components spending on durables was down
1.9% and nondurables down 0.2%. We believe it will take another couple
months post-Sandy to determine what the true trend is with this data.
Looking at inflation, the report showed the PCE price index eased 0.1%
for the month, but the year-over-year rate increased slightly to 1.7%.
The trend of steadily rising new home sales we have seen over the past
year took a breather in October. The annual rate edged down 1,000 to
368,000 from a September figure that was revised down a steep 19,000.
The negative impact of Hurricane Sandy on the numbers was reported to
be mild, but we still might see some effects in the November data. There
was also some weakness seen in pricing with the median figure falling
4.2% to $237,700. On a positive note, the pending home sales index
which tracks contract signings for existing homes jumped 5.2% in
October indicating sales are still improving in that category.
The struggling nation of Greece got some welcomed relief this week as
eurozone finance ministers and the International Monetary Fund reached
an agreement on the country’s debt. The deal includes lower interest
rates as well as an extension of maturities for existing debt which will
alleviate some of the strain on the government’s cashflows. The deal is a
big positive for the country, but the risk of a departure from the eurozone
and the social costs of austerity still remain.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Bolstered by month-end demand and increased concerns about the fiscal
cliff, U.S. Treasuries rose modestly for the week. At month-end, mutual
funds and ETFs need to match adjustments made in their benchmark
indices. Although not a primary driver of demand, on the last trading day
of each month, maturing debt in bond market indices is replaced with
newly issued bonds, spurring managers to replicate these purchases.

Yield Curves
4.0%

3.0%

Even with increased volatility in the markets, particularly on an intraday
basis, 10-year yields remained range-bound between 1.57% and 1.74%
over the last month. Nonetheless, appetite for the safety of U.S.
government bonds remains strong as reflected in the results from the
three Treasury note auctions conducted this week. Thursday’s $29 billion
new issue of seven-year notes yielded 1.045%, the second lowest level
on record. Direct buyers, mostly domestic banks and mutual funds,
grabbed the largest proportion of the auction on record for this maturity.
Looking forward, the primary driving factor of interest rates will likely be
related to a resolution or non-resolution to the fiscal cliff. House Speaker
John Boehner recently noted little progress has been made to avert yearend tax cuts and automatic spending cuts. Because this was not
unexpected, most bond traders expect Treasuries to remain in a tight
range until a clear deal emerges.
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Most stock markets were volatile throughout the week as headlines
regarding fiscal cliff discussions moved markets in both directions, with
one trading day showing a 200 point swing. Domestic stocks finished in
positive territory for the second week in a row. The Dow Jones Industrial
Average closed Friday at 13025.58, up 16 points for the week. The S&P
500 Index finished at 1416.18, up 0.5% over the five-day trading period.
The NASDAQ Composite Index was the best performer, up 1.5% to
3014.24. For the month of November, the Dow declined slightly, (-0.6%),
while the S&P 500 (+0.3%) and the NASDAQ (+1.1%), were both
positive.
European markets were positive this week as well. Eurozone finance
ministers and the IMF agreed earlier in the week to reduce interest rates
on Greece’s bailout loans, defer interest payments by up to a decade,
and allow the country to buy back around 30 billion euros in debt.
European stocks as measured by the Stoxx Europe 600 Index increased
0.8% for the week and about 2% for the month of November. Asian
stocks were mixed with the Nikkei gaining 0.8% for the week and 5.8%
for the month. The U.S. dollar hit an 8-month high versus the yen as the
Japanese government announced its second stimulus plan in less than a
month and industrial output growth of 1.8% surprised analysts’
expectations for a 2.2% decline.
Retailers reported strong Black Friday weekend sales early in the week,
only to report worse than expected November same store sales on
Thursday. The National Retail Federation reported sales for the weekend
were up 13% compared to a year ago. NRF data also showed average
holiday shopper spending rose 6.3%. But this was not enough to offset
weakness earlier in the month, mainly due to disruptions from Hurricane
Sandy. Thomson Reuters noted the 1.6% rise in same store sales missed
analysts’ expectations for 3.3% growth. In M&A news, Conagra offered to
buy private label food maker Ralcorp Holdings for $6.8 billion, including
the assumption of debt.
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Gold capped its biggest weekly drop in more than five months on
concern U.S. lawmakers may fail to reach a settlement in talks aimed at
avoiding self-imposed tax increases and budget cuts known as the “fiscal
cliff”. The precious metal dropped almost 1% on Friday and posted its
second consecutive monthly decline on investor worries the crisis may
lead to another recession. Bullion’s drop accelerated after Speaker of the
House John Boehner said U.S. lawmakers from his Republican Party
and President Barrack Obama were in a stalemate over a new budget
deal to avoid the automatic tax hikes and spending cuts. Although it is
believed by many that a solution will be reached before the deadline, the
gold market appears to be taking the opposite approach. Analysts have
said extended and wavering progress in the fiscal talks would support
gold's safe-haven credentials, but the market is currently in risk asset
mode, taking refuge in stocks and other assets associated with growth.
For the week, the metal lost 2.07%, or $36.23, to close at $1,715.17 an
ounce. Crude oil posted modest gains this week, rising 0.86%, to close at
$88.85 a barrel. Oil capped its first monthly increase since August on
signals that economic expansion in the U.S. is accelerating.
Greece’s efforts to reduce indebtedness by repurchasing its own bonds
will not be a “resounding success” because hedge funds, which hold as
much as $28.6 billion of debt, lack incentives to participate, according to
analysts at Nomura Holdings Inc. According to Bloomberg
Businessweek, Greece is scheduled to unveil details next week of a plan
to buy bonds with a face value of 62 billion euros, but believe it will not
offer more than the $0.281 on the euro the bonds closed at on November
23. With bonds now trading higher, hedge funds will be seeking a higher
price. Hedge funds have been buying up discounted Greek government
bonds after the nation restructured its debt earlier this year as part of an
effort to stave off economic collapse and an exit from the 17-nation pact.
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.

4.0%
2.0%
0.0%
DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

MainStreet Advisors performance results reflect time-weighted rates of returns based upon MainStreet Advisors proprietary trading
strategies. Performance results reflect the reinvestment of dividends and other earnings as well as the deduction of management and
transaction fees. Performance does not reflect additional fees charged by institutions MainStreet Advisors provides investment services. In
some cases, performance reflects the quarterly rebalancing of assets based upon MainStreet Advisors Tactical Asset Allocation Models.
Past performance may not be indicative of future results, and the performance of a specific individual account may vary substantially from
performance presented herein. Therefore, no current or prospective client should assume that future performance will be profitable or equal
the performance results reflected herein. In calculating account performance, MainStreet Advisors has relied upon information provided by
various sources believed to be accurate and reliable but cannot be guaranteed. All past recommendations are available upon request.
Investments in equities, fixed income, mutual funds, and exchange traded funds involve risk and may lose value.
Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment will be profitable.
MainStreet Advisors investment strategies may involve portfolio turnover, which could negatively impact the next after-tax gain experienced
by an individual client.
MainStreet Advisors displays its performance results in addition to the market index that it believes represents a similar strategy in terms of
asset allocation (stocks, bonds), generally accepted investment objectives (growth, income, or balanced), style benchmarks (growth, value,
or core), geographic allocations (US, Foreign, or Global), sector allocation potential, and cap size objective (small cap, mid cap, or large
cap). The index is shown in order for clients to make a comparison of performance for the designated time period. However, the indices
shown above may not completely reflect the risk or volatility of the overall market or of the risk taken by the MainStreet Advisors program.
The indices shown are not intended to be an absolute benchmark for the MainStreet Advisors program due to the fact that clients may not
be able to duplicate exact holdings in the indices shown. MainStreet Advisors programs may reallocate some or all assets in the program
to cash in response to market conditions, and MainStreet Advisors programs utilize a flexible management strategy with regard to equity
selection, cap size, style, and asset allocation. It should be noted that market indices are always fully invested and holdings are limited to
the index charter. The market index used for comparison is an unmanaged index and is a common measure of performance of the relevant
stock markets. They are not available for direct investment.
Any investments purchased or sold are not deposit accounts and are not endorsed by or insured by the Federal Deposit Insurance
Corporation (FDIC), are not obligations of the Bank, are not guaranteed by the Bank or any other entity, and involve investment risk,
including possible loss of principal. MainStreet Advisors and Bank are independently owned and operated. MainStreet Advisors is an SEC
registered investment advisor. Form ADV Part II is available upon request.
120 North LaSalle Street, 37th Floor
Chicago, Illinois 60602
312.223.0270 direct
312.223.0276 fax
www.mainstreetadv.com

MainStreet Advisors

MainStreet Advisors
Financial Market Update

December 7, 2012
[page 1]

Economic Update
Temporary distortions caused by Superstorm Sandy seem to be working
their way out of employment data. Weekly initial jobless claims had
surged to as high as 451,000 in the wake of the devastating storm, but
have settled back down to 370,000 for the week ended December 1 – a
number on par with data seen in the weeks leading up to the storm. The
effects of Sandy will linger a while longer in the four-week average which
rose to 408,000 and is now 36,000 above the month-ago figure. Despite
the surge in unemployment claims during the month the November
employment numbers came in much better than expected thanks to the
strongest month of retail hiring on record since 1939. Economists had
expected only 80,000 jobs to be added during the month, but the reported
number from the establishment survey was a much higher 146,000.
Much of that came from the 52,600 retail jobs added as stores hired more
people to help with the holiday shopping season. The household survey
showed the unemployment rate fell two-tenths of a percentage point to
7.7%, but it was a result of more people leaving the workforce than jobs
lost – not exactly the way we would like to see this number improve.
Overall we believe the report was good, just not as good as the headline
numbers would indicate.
The ISM manufacturing data showed a slight contraction in November
following two months of expansion. The purchasing managers index fell
to 49.5 from 51.7 the previous month. The new orders component
continued to grow, but weakness was seen in employment and
inventories indicating businesses are more cautious about future
demand. Comments from respondents were leaning more to the
negative side with regards to economic conditions and many noted
concerns over a lack of clarity with government tax and budgetary
policies holding them back from any expansion plans. The much larger
service side of the economy continued to show healthy growth at an
accelerated pace, with the non-manufacturing index rising to 54.7 for the
month. New orders were very strong at 58.1, but employers do not
appear to be adding much staff to meet the increased demand. The gain
in activity and orders is good news, but until the fiscal cliff issues are
addressed it appears businesses will be treading carefully.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Prolonged fiscal cliff uncertainty and the expectation of further
accommodation from the Federal Reserve kept U.S. Treasuries in a
narrow trading range for most of the week. In a sign market participants
remain on the sidelines until a clear deal emerges regarding tax and
spending cuts, bond market volatility as measured by Merrill Lynch’s
MOVE index dropped to its lowest level in five years. Separately, from a
valuation perspective, Treasuries remain very expensive relative to
historical levels. The Federal Reserve’s “term premium” model indicates
yields on government debt are roughly 0.94% lower than what is
considered fair value. The average over the past decade has been a
0.50% premium. Alongside this, yields on Treasuries with maturities out
to approximately 2022 remain below the rate of inflation, which suggests
U.S. Government debt offers investors an extremely low expected
return/high risk opportunity at this time. Meanwhile, concerns in the high
yield market are starting to mount as investors, desperate for yield,
continue to pour into junk-bond mutual funds and ETFs, with sales easily
surpassing record levels. At the same time, borrowing rates have never
been lower as companies can now borrow at rates somewhere in the
area of 6.6%, many times lower than average level over the past 20 years
of 9.2%. The combination of low rates and a boundless appetite for high
yield bonds has eroded lending standards as companies with very poor
credit ratings now borrowing on easier terms for questionable purposes.
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Volatility continued in most major markets with investors selling stocks
early in the week on weak U.S ISM data and fiscal cliff concerns.
Friday’s unexpectedly strong payroll number pushed markets higher early
in the day but negative consumer sentiment data led to mixed
performance for stock indices for the first week of December. The Dow
Jones Industrial Average closed Friday at 13155.13, up 0.1% for the
week. The S&P 500 Index finished at 1418.07, essentially flat over the
five-day trading period. The NASDAQ Composite Index fell 0.1 % to close
at 2978.04. Apple weighed heavily on the NASDAQ this week, down
nearly 8% on concerns about competitive inroads in the tablet market.
European markets were slightly more positive this week. Germany’s DAX
30 Index reached its highest level in almost five years after the
government reported factory orders grew 3.9% in October, reversing a
2.4% decline in September, well ahead of the 1% growth forecast.
European stocks as measured by the Stoxx Europe 600 Index increased
1.1% for the five-day trading period. Asian stocks were also positive with
the Nikkei continuing to rally, reaching a 7-month high. In China, the
Shanghai Composite Index rallied back from a four year low, up 4.1%
over last Friday’s close.
Mergers and acquisitions of note this week included Baxter’s $2.8
purchase of Swedish medical manufacturer Gambro, its largest
acquisition to date. Freeport McMoran announced its intention to acquire
both Plains Exploration and McMoran Exploration for nearly $20 billion.
Freeport’s shares sank 16% on the day of the announcement, and
another 4.2% the following day, hitting 15-month lows. Six analysts
downgraded the stock, questioning the company’s strategy of diversifying
into the oil and gas business, the acquisition price and the fact that
shareholders will not get a chance to vote on the deal.
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Gold rose on Friday, rebounding from early lows, as upbeat U.S.
nonfarm payrolls data did not alter the expectation that the Federal
Reserve would continue to use bullion-friendly economic stimulus to
boost growth. For the week though, the precious metal was down 0.68%
for a second consecutive weekly loss, settling at $1,703.45 an ounce.
Gold fell to a one-month low earlier in the session as safe-haven buying
declined after data showed U.S. employers hired more workers than
expected in November and job growth remained on a steady but slow
path. However, gold buying emerged as the market later focused on
downward revisions to the job figures in September and October.
According to Reuters, a sharp decline in consumer confidence in early
December and short-covering by funds also lifted gold prices. Analysts
did note the encouraging jobs report was not enough to dash hopes of
more Fed quantitative easing to ease worries about the fiscal cliff,
referring to tax hikes and spending cuts set to kick in early next year.

Weekly Change
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Crude oil extended losses for a fourth straight day to end below $86 a
barrel Friday on continued demand concerns over some mixed
macroeconomic data. Oil prices fluctuated on positive jobs data and
weak consumer sentiments out of the U.S., even as the dollar
strengthened against some major currencies and the euro dropped.
Investors continued to chew over an official oil report earlier in the week
though, which showed a more-than-expected increase in gasoline
inventories, fueling concerns of demand growth. For the week, oil lost
3.19%, or $2.83, to settle at $86.02 a barrel.
Hedge funds posted gains last month as equities traded in a wide intramonth range following the U.S. Presidential election and continued focus
on the U.S. fiscal cliff. The HFRI Fund Weighted Composite Index
gained 0.35% in November posting its fifth gain in the last six months,
according to data released this week by Hedge Fund Research. Relative
Value Arbitrage and Event Driven strategies were the top contributors
last month, with both the HFRI Relative Value Arbitrage Index and HFRI
Event Driven Index gaining 0.7%.
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Economic Update
Ben Bernanke dropped more hints this week as to when monetary easing
measures might end following a two-day meeting of the FOMC. The Fed
now says it will keep its accommodative policies in place for as long as
unemployment remains above 6.5%, and their one-to-two year inflation
expectations remain below 2.5%. We believe this is an improvement
over the previous guidance of mid-2015, as this is based on economic
data and not an arbitrary timeline. The Fed also said after Operation
Twist concludes at the end of the year they will begin outright buying
longer-term Treasury securities at an initial pace of $45 billion, bringing
their total monthly purchases to $85 billion when combined with the $40
billion of mortgage-backed securities purchases. The expanded
quantitative easing program will continue to put downward pressure on
longer-term rates, including mortgage rates which should help to keep the
current housing recovery on track.
Inflation does not look to be threatening the Fed’s plans any time soon.
The Consumer Price Index (CPI) dropped 0.3% in November thanks to
lower energy prices. Year-over-year headline inflation fell 0.4% from
October to 1.8%. Excluding food, up 0.2% for the month, and energy
which sank 4.1%, the core rate edged up a moderate 0.1%. Inflation
continued to weaken at the producer level as well with PPI falling 0.8% in
November, also largely as a result of lower energy prices. In today’s
zero-interest-rate environment inflation has become an increasingly more
important leading indicator for the direction of equity markets, and lower
inflation has typically signaled higher stock prices ahead.
Retail sales rebounded 0.3% in November after falling 0.3% the previous
month, despite a 4.0% drop in gasoline sales. Weaker sales at the pump
were offset by a 1.4% bounce back in motor vehicle sales, a 3.0%
increase in nonstore retailers, and a 2.5% increase in electronics &
appliances. The core number excluding both the automotive and
gasoline components was up a favorable 0.7%. It looks like consumers
are still spending despite the fiscal cliff and retailers are, for the most
part, the beneficiaries so far this holiday season.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Although U.S. Treasuries rallied on Friday after a CPI report showed a
larger than expected decline in November, this sector of the bond market
fell for the week. The latest CPI data suggests inflation, a primary threat
to the value of bonds, is well under control at this time. Reflecting this
information, the spread, or difference in yields, between 10-year Treasury
notes and TIPS, an indication of the outlook for consumer prices, fell to
2.44% from 2.51%. Separately, the four-week T-Bill rate fell below 0% as
market participants speculated temporary FDIC insurance on some bankdeposit accounts will end as scheduled on December 31, driving demand
for short-term securities sharply higher. Introduced in the wake of the
2008 credit crisis, this insurance program guarantees $1.5 trillion in noninterest bearing transaction accounts that exceed the general limit of
$250,000. Should this program expire, many strategists expect robust
demand for T-Bills to continue as banks look to securitize these deposit
accounts. Finally, the Fed announced this week at their FOMC meeting
that they would move ahead quicker than expected in using numerical
thresholds to provide forward rate guidance. Specifically, they will keep
rates near 0% as long as the unemployment rate is above 6.5%, provided
their one- to two-year inflation forecast does not rise above 2.5%. As
expected, in an effort to continue to stimulate economic growth, the Fed
also announced a program to purchase $45 billion of Treasuries monthly
after Operation Twist ends in December.
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Most major domestic stock markets were generally flat this week as
volatility and uncertainty continued around fiscal cliff negotiations and the
Fed policy statement setting unemployment and inflation target levels.
The Dow Jones Industrial Average closed Friday at 13135.01, down 20
points or 0.02% for the week. The S&P 500 Index finished at 1413.58,
down 4.49 points (0.3%) over the five-day trading period. The NASDAQ
Composite Index fell 6.71 points (0.2%) since last Friday to close at
2971.33 Apple was weak again as the stock fell 4.3% on Friday and over
5% for the week on news of a muted iPhone5 launch in China and
reports by two analysts lowering iPhone and iPad shipments forecasts for
the upcoming quarter. The stock is down 25% since late September.
European markets as measured by the Stoxx Europe 600 Index were
also flat this week, snapping an eight-day winning streak on Thursday.
Of note was Tuesday’s positive reading of Germany’s economic
expectations index, indicating improving investor sentiment. Asian stocks
were very strong led by China’s Shanghai Composite Index which
jumped 4.3% on Friday after the initial report of the December HSBC’s
manufacturing Purchasing Managers’ Index increased to a 14-month high
of 50.9. Friday’s rally was the index’s best single-day percentage gain in
over three years. Investors in Japan were more cautious on Friday ahead
of this weekend’s election and after a survey of business sentiment came
in below expectations, but the Nikkei Index still posted a 2.2% return for
the five-day trading period.
The Wall Street Journal reported this week that 92 companies in the S&P
500 have lowered guidance for fourth quarter earnings, with only 25
companies raising guidance. Compared to expectations back in January
of this year when earnings were estimated to grow 18.5%, analysts are
now predicting only 3.7% growth, according to Thompson Reuters. Six of
the ten S&P sectors have experienced downward revisions to estimates.
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Gold slipped below $1,700 an ounce on Friday as the metal fell for the
third straight week amid continued uncertainty over stalled U.S. budget
negotiations to avoid the “fiscal cliff”. The demand for the safe haven
precious metal is not as high as it used to be, with gold settling at
$1,695.40 an ounce. According to analysts, the short-term market
participants who used to be very bullish on the metal are now weighing
prospects of investing in such a risk asset. Crude oil settled higher
Friday, over positive macroeconomic data out of China and the U.S. On
the economic front, China's manufacturing activity expanded at the
fastest pace in more than a year, while industrial production in the U.S.
increased more than anticipated in November. The U.S. and China, the
world’s biggest and second-biggest consumers of the energy commodity,
respectively, played a major role in pushing crude up 0.90% this week, to
close at $86.79 a barrel.
Although hedge fund liquidations continued in Q3, the industry was able
to chug along as both the total number of hedge funds and their total
assets hit record highs. Hedge funds globally manage $2.2 trillion,
spread among 9,764 hedge funds and funds of hedge funds, according
to Hedge Fund Research (HFR). While that figure is down from the
record of 10,096 total funds set in 2007, it can be attributed to the
continuing decline of funds of funds. According to HFR, 74 funds of funds
closed their doors so far this year, leaving just 1,897, a level not seen
since 2005 and down from the record 2,462 in 2007. This trend occurs as
the industry is poised to suffer the most erosion since 2009 when more
than 1,000 hedge funds closed their doors. Another 211 liquidated in Q3,
bringing the total number of hedge fund closures to 635 on the year, on
pace to top last year's 775 and 2010's 743. But new launches have more
than kept pace, as Q3 welcomed 275 new hedge funds, up from 245 in
Q2; a total of 824 hedge funds have debuted this year.
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Economic Update
Progress on the fiscal cliff stalled in Congress as House Speaker John
Boehner scrapped the so-called “Plan B” that would allow higher tax rates
on annual income above $1 million, yielding to resistance within his own
party. Lawmakers will still have a chance to cut a deal when they return
from the Christmas holiday on December 27, but their failure to resolve
the issue is having a negative impact on markets. A 10-point decline in
consumer sentiment this month to 72.9 is also being blamed on the fiscal
cliff mess.

Economic Indicators, Quarterly Change
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Third quarter GDP received another upgrade in its third and final
estimate. Real GDP growth was revised up to 3.1%, compared to 2.7%
in the second estimate and 2.0% in the initial estimate. The upward
revision was primarily due to higher estimates for personal consumption,
nonresidential fixed investment, exports, and government purchases.
The housing recovery shows no signs of slowing down as existing home
sales surged 5.9% in November to an annual pace of 5.04 million. That
rate is 14.5% higher than the 4.40 million pace seen one year ago. The
percentage of sales attributed to distressed properties including
foreclosures and short sales fell to 22% helping to boost the median
home price 2.1% to $180,600. Inventory fell to a 4.8-month supply – the
lowest level in over seven years – indicating a scarcity of housing stock.
These conditions have helped boost home builder sentiment for eight
straight months and the NAHB index now stands at 47. Housing starts
did slow 3.0% in November following strong gains the previous two
months, but permits were up 3.8% indicating builder optimism. The
bottom line is the housing market recovery is still on track and is
increasingly becoming an economic growth leader.
New factory orders were up 0.7% in November after climbing 1.1% the
previous month. Stripping out the often volatile transportation component
the durable goods orders data is beginning to show some broad-based
upward momentum with orders increasing 1.6% following a 1.9% boost in
October. It is a modest improvement, but still a good sign for
manufacturing

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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After rallying earlier in the week, U.S. Treasuries finished mostly
unchanged after House Republican leaders scrapped a budget
negotiations plan. Although several economic reports came in better than
expected, market participants continue to focus solely on budget
talks. However, as discouraging as the collapse of budget negotiation is,
the move in Treasuries remains relatively muted with the yield on the 10year note still near the high end trading range typical of the last two
months. Meanwhile, after a six-month rally in municipal bonds, demand
in this sector has faltered recently with returns on pace for the steepest
monthly loss since December 2010 when banking analyst Meredith
Whitney incorrectly predicted a significant increase in defaults. While
current defaults remain near all-time lows, concerns have escalated that
President Obama’s proposal to limit the income tax deduction on munis to
28% may come to fruition. George Friedlander, Citigroup’s chief
municipal strategist, noted in a recent report, “The bottom line is that the
muni market was clearly hurt by the perception that both sides might
agree to this. The cap on the benefit is not a done deal, so the impact
would probably increase if the retroactive cap actually becomes
law.” However, in an effort to thwart this proposal, Municipal Bonds for
America, a coalition of state and local governments and Wall Street
groups, sent a report to congressional leaders outlining the negative
consequences -- namely higher borrowing costs for municipalities -- of
implementing such a cap.
Issue

12.14.12

12.21.12

3 month T-Bill

0.06%

0.06%

0.00%

2-Year Treasury

0.27%

0.27%

0.00%

Yield Curves
4.0%

3.0%

2.0%

1.0%

0.0%
2 yr

3 yr

5 yr

U.S. Treasury

10 yr

Muni (Tax Equiv.)*

Source: U.S. Department of Treasury, Standard & Poor's, FTN Financial
*Taxable Equivalent rate is calculated by using a 35% tax margin

Change

5-Year Treasury

0.70%

0.70%

0.00%

10-Year Treasury

1.74%

1.74%

0.00%

30-Year Treasury

2.90%

2.90%

0.00%

Source: Bloomberg, FTN Financial, The Wall Street Journal, U.S. Department of Treasury.

Source: Merrill Lynch

Source: Merrill Lynch

11/20/2012

7/20/2012

2.0%
3/22/2012

50

11/21/2011

3.0%

11/22/2010

150

11/20/2012

4.0%

7/20/2012

250

3/22/2012

5.0%

11/21/2011

350

7/22/2011

6.0%

3/23/2011

450

11/22/2010

7.0%

7/22/2011

U.S. Investment Grade Corporate Bond Yields (BBB-A)

550

3/23/2011

U.S. Investment Grade Corporate Bond Spreads (BBB-A), in bps

December 21, 2012
[page 3]

MainStreet Advisors
Financial Market Update
Stock Market Update

Most major domestic stock markets were slightly positive this week
despite the sell off on Friday as the countdown to year end continues with
no fiscal cliff resolution in sight. Friday’s decline also followed the release
of a decline in the University of Michigan Consumer Sentiment data from
82.7 in November to 72.9 in December – the lowest level since July. The
Dow Jones Industrial Average closed Friday at 13190.84, up 0.4% for the
week. The S&P 500 Index finished at 1430.15, higher by 1.2% over the
five-day trading period. The NASDAQ Composite Index increased 1.7%
since last Friday to close at 3021.01
European markets as measured by the Stoxx Europe 600 Index were flat
for the second week in a row, Stocks in Greece rose 4.6% for the week
after Standard & Poor’s Ratings Services upgraded the country’s credit
rating on Tuesday from selective default to B minus, due to the
completion of its distressed debt buyback. Asian stocks were mixed as
Chinese investors stayed on the sidelines after a 4% rally last week.
Japan’s Nikkei index continued its 2012 rally with a 2.1% gain for the
week. The Bank of Japan announced Thursday it would add about 10
trillion yen ($119 billion) to its asset-purchase program in hopes to revive
growth by keeping borrowing costs down.
It was a busy week for corporate earnings, including reports from
Discover Financial Services, Darden Restaurants, Oracle, Nike, Federal
Express and Walgreen’s. Oracle’s operating income grew 12% on
revenue growth of 3%, with particular strength in the software business.
The company also announced it had added 3000 to its sales force in the
last six quarters. While Discover’s earnings were ahead of expectations,
the company saw moderation in credit quality improvement leading to a
5% sell-off in the stock. Discover shares are still up 60% year-to-date.
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Gold and silver both fell for three straight days on positive economic
news, including the upward GDP estimates, before rising on Friday after
the fiscal cliff debate experienced a potential setback. So far this month
gold has fallen over 3% and silver over 10%. This decline can likely be
attributed to generally encouraging economic news in the U.S. and a shift
into a risk-on situation, causing investors to exit the safe harbor gold
investment and move back into more risky equities. The S&P 500 is up
2% in December, bumping the 1-year return to over 18%, demonstrating
that investors have been increasing their stock market exposure and
reducing precious metal investments.
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3.5%
3.0%
2.5%
2.0%
1.5%
1.0%

West Texas Intermediate Crude was up for five straight days before
plummeting on Friday with the fall in equity markets. WTI is now hovering
around $90/barrel and Brent is under $110/barrel. Friday’s $2 WTI price
drop came as fiscal cliff worries intensified and as the countdown
becomes imminent. The clear worry is that if the fiscal cliff is not
resolved millions of Americans would have less expendable income and
therefore would demand less oil. Oil prices will continue to fluctuate as
the debate continues.
Positive homebuilding data has helped the real estate market this month;
the FTSE NAREIT All Equity REIT index is up 3.5% so far in December
and 20% year to date. Commercial real estate investors appear
optimistic about 2013, notably in select sectors within the REIT market.
The current market provides attractive spreads against fixed income
assets, as well as equity-like returns with more stability. Monty Bennett,
CEO of Ashford Hospitality Trust, claims that the lodging sector in
particular has plenty of room to rally. Bennett noted “the industry
suffered tremendously in the downturn. It’s about halfway back to its prior
peaks.” Another area that looks promising to REIT insiders is the senior
housing sector, a branch of healthcare REITs. Analysts claim that
demand is growing and outpacing supply in medical real estate, and in
particular senior housing. Finally, Colonial Properties Trust, a major
player in the REIT market, announced that nearly 90% of its income in
2013 will come from the multi-family housing market, which it sees as an
ideal place to be within the REIT universe.
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Economic Update
Low mortgage rates and an improving economy continue to benefit home
prices. The S&P/Case-Shiller 20-city index gained 0.7% in October
following a 0.4% increase the previous month. The year-over-year
increase improved from 3.0% in September to 4.3% in October. This was
the ninth straight month of price increases which should be reassuring to
home owners that are finally regaining some of the housing wealth they
have lost. Data released this week on the new home market was also
positive with sales increasing 4.4% in November. New home sales have
been steadily increasing this year and now stand at an annual rate of
377,000. Supply continues to be scarce with the new housing stock
falling to a 4.7 month supply from 4.9 months in October. Barring any
fundamental changes in demand stemming from the fiscal cliff this report
points to the need for increased new home construction in 2013, which
would certainly be a positive for economic growth.
Despite the positive impact the improving housing market has had on
consumer sentiment in recent months, the lack of a resolution to the fiscal
cliff in Washington is clearly starting to rattle Americans. Consumer
confidence fell 6.4 points in December to 65.1 with the expectations
component plunging nearly 15 points as consumers worry about future
economic damage from the fiscal cliff. The present situation component
was actually up 5.5 points reaching a recovery high of 62.8, so it is clear
it is what lies further ahead that has consumers worried.
The number of Americans filing for first-time unemployment benefits fell
12,000 to 350,000 for the week ended December 22. The four-week
average – now free from the inflated effects of Hurricane Sandy – fell
11,250 to a recovery low of 356,750. Continuing claims also fell 32,000
to 3.206 million for the week ended December 15. Year-end
unemployment data is always suspect because of the noise created from
holiday hiring, and the impact of Sandy does not help to make the picture
any clearer, but at least the data is showing a positive trend for the labor
market.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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For the first time in a month, U.S. Treasuries finished higher for the week
amid a flight-to-safety trade as speculation increased that an agreement
will not be reached in time to avoid the fiscal cliff. Also driving demand
higher, the Federal Reserve purchased 10-year notes during the week,
the last transactions for Operation Twist, which will end December 31.
Going forward, along with its program to purchase $40 billion per month
of mortgage-backed securities, the Federal Reserve will also buy $45
billion of Treasuries to spur economic growth as long as employment
stays above 6.5% and expected inflation remains below 2.5%. Overall,
the advance in government debt remains relatively muted for the year,
with total returns expected to be in the area of 2.3%, the worst
performance since 2009.
Meanwhile the sell-off in munis continued with yields on 10-year paper
increasing by almost 0.50% this month, driven mostly by the expectation
the tax-exempt status of municipal bond interest may be capped as part
of the federal deficit reduction plan. Despite the negative sentiment in
this segment of the market, some investors feel munis are now attractive,
with Bill Gross of PIMCO putting high-quality munis on his list of “picks”
and increasing his allocation to this sector to the highest levels since
2006.
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The equity markets sold off for a fifth day in a row as the lack of
resolution regarding the fiscal cliff continues to put fear into investors.
The Dow Jones Industrial Average closed at 12,938.11 down 253 points
for the week, or down 1.92%. The broader S&P 500 Index ended the
week down 1.94% to close at 1,402.43, while the NASDAQ Composite
finished lower by 61 points, or down 2.01% to close the week out at
2,960.31.
International equities finished mixed for the week as European markets
followed the U.S. equities and posted negative returns while the Asian
markets rallied on hope that a deal would be in place on the last trading
day of the year for most Asian markets. Japan posted another strong
week of returns as the Yen continues to fall versus the U.S. dollar. For
the year, Japan has reported its best performance since 2005 posting a
rise in equities of almost 23%. Germany is leading the way in the
developed European countries with its best return since 2003.
President Barack Obama spoke this afternoon prior to the close
announcing that no deal is in place to avoid the fiscal cliff. This afternoon
the President met with House Speaker John Boehner and Senate
Minority Leader Mitch McConnell, both Republicans, along with Senate
Majority Leader Harry Reid and House Minority Leader Nancy Pelosi,
both Democrats. This announcement caused further selling in the final
hour of trading on Friday with the Dow and S&P 500 Index down over 1%
for the day and the Nasdaq finishing lower by 0.86%.
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The nation's crude oil supplies fell this week dropping by 600,000
barrels, or 0.2%, to 371.1 million barrels, which is 13.3% above year-ago
levels, the Energy Department's Energy Information Administration (EIA)
announced in its weekly report. Gasoline supplies rose by 3.8 million
barrels, or 1.7%, to 223.1 million barrels, 2.5% above year-ago levels.
Analysts expected gasoline supplies to increase by 250,000 barrels.
Also, U.S. refineries ran at 90.3% of total capacity on average, 1.2%
points down from the prior week. Analysts expected capacity to increase
to 91.6%. Meanwhile, U.S. crude oil imports averaged over 8 million
barrels per day last week, down by 374,000 barrels per day from the
previous week, official data revealed. On the week, crude oil gained
2.06%, or $1.83, to settle at $90.68 a barrel.
Also declared this week, Iraq jumped two places to become number 2 in
the Organization of Petroleum Exporting Countries’ (OPEC) ranking this
year, cementing its position among the world’s leading oil producers.
With only Saudi Arabia in front of them, Iraq’s output rose 24% this year.
Many analysts believe the country will continue to produce as much
crude as it can because “oil is and will remain its main source of income
over the next few years”. Such a turnaround illustrates the nation’s
contrasting geopolitical fortunes as it has become the region’s secondfastest growing economy, attracting investment from Royal Dutch Shell
Plc (RDSA) amongst others in the decade since the departure of
Saddam Hussein. According to Bloomberg data, Iraq averaged 3.35
million barrels a day last month.
This year has been somewhat of a disappointment for the hedge fund
industry, but hedge funds are attempting a modest rally this month,
according to Hedge Fund Research (HFR). The average fund added
0.75% through the first half of December. However, hedge fund investors
are showing their concern regarding the impending “fiscal cliff”.
Redemption requests hit a three-year high in this month, according to
SS&C GlobeOp's Forward Redemption Indicator. The withdrawal
yardstick ticked up to 6.19% of assets under administration this month,
compared to 4.58% last December; although hedge funds' mediocre
performance this year undoubtedly played a role, fears of the looming
“fiscal cliff” and tax hikes may also be motivating withdrawals.

Weekly Change

0.2%
0.0%
-0.2%
-0.4%
-0.6%
-0.8%
-1.0%
-1.2%
-1.4%
-1.6%
DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

Year to Date Change

16.0%
14.0%
12.0%
10.0%
8.0%
6.0%

Issue
Gold
Crude Oil Futures
Copper
Sugar

Previous Week

Current1

Change

1,657.50

1,654.75

-0.17%

88.85

90.68

2.06%

356.60

359.05

0.69%

19.25

19.42

0.88%

HFRX Equal Wtd. Strat. Index

1,124.06

1,124.14

0.01%

HFRX Equity Hedge Index

1,050.84

1,046.89

-0.38%

HFRX Equity Market Neutral

935.66

934.80

-0.09%

HFRX Event Driven

1,378.14

1,377.25

-0.06%

HFRX Merger Arbitrage

1,506.86

1,508.26

0.09%

Dow Jones UBS Commodity Index

139.26

139.08

-0.13%

FTSE/NAREIT All REIT

159.97

157.67

-1.44%

1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.

4.0%
2.0%
0.0%
-2.0%
DJ UBS Index

NAREIT

HFRX Equal Wtd Index

Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research

MainStreet Advisors performance results reflect time-weighted rates of returns based upon MainStreet Advisors proprietary trading
strategies. Performance results reflect the reinvestment of dividends and other earnings as well as the deduction of management and
transaction fees. Performance does not reflect additional fees charged by institutions MainStreet Advisors provides investment services. In
some cases, performance reflects the quarterly rebalancing of assets based upon MainStreet Advisors Tactical Asset Allocation Models.
Past performance may not be indicative of future results, and the performance of a specific individual account may vary substantially from
performance presented herein. Therefore, no current or prospective client should assume that future performance will be profitable or equal
the performance results reflected herein. In calculating account performance, MainStreet Advisors has relied upon information provided by
various sources believed to be accurate and reliable but cannot be guaranteed. All past recommendations are available upon request.
Investments in equities, fixed income, mutual funds, and exchange traded funds involve risk and may lose value.
Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment will be profitable.
MainStreet Advisors investment strategies may involve portfolio turnover, which could negatively impact the next after-tax gain experienced
by an individual client.
MainStreet Advisors displays its performance results in addition to the market index that it believes represents a similar strategy in terms of
asset allocation (stocks, bonds), generally accepted investment objectives (growth, income, or balanced), style benchmarks (growth, value,
or core), geographic allocations (US, Foreign, or Global), sector allocation potential, and cap size objective (small cap, mid cap, or large
cap). The index is shown in order for clients to make a comparison of performance for the designated time period. However, the indices
shown above may not completely reflect the risk or volatility of the overall market or of the risk taken by the MainStreet Advisors program.
The indices shown are not intended to be an absolute benchmark for the MainStreet Advisors program due to the fact that clients may not
be able to duplicate exact holdings in the indices shown. MainStreet Advisors programs may reallocate some or all assets in the program
to cash in response to market conditions, and MainStreet Advisors programs utilize a flexible management strategy with regard to equity
selection, cap size, style, and asset allocation. It should be noted that market indices are always fully invested and holdings are limited to
the index charter. The market index used for comparison is an unmanaged index and is a common measure of performance of the relevant
stock markets. They are not available for direct investment.
Any investments purchased or sold are not deposit accounts and are not endorsed by or insured by the Federal Deposit Insurance
Corporation (FDIC), are not obligations of the Bank, are not guaranteed by the Bank or any other entity, and involve investment risk,
including possible loss of principal. MainStreet Advisors and Bank are independently owned and operated. MainStreet Advisors is an SEC
registered investment advisor. Form ADV Part II is available upon request.
120 North LaSalle Street, 37th Floor
Chicago, Illinois 60602
312.223.0270 direct
312.223.0276 fax
www.mainstreetadv.com

