Michael T. Darda

Chief Economist, Chief Strategist
M K M Director of Research
mdarda@mkmpartners.com
PARTNERS

Your Vision. Our Focus.

MacroStrategy July 1, 2010

Slowdowns, Panics, Crashes & Other Observations

Executive Summary: To recess or not to recess, that is the question. Either way, we believe the
stock market has essentially discounted a double-dip scenario, with our NIPA-based model showing a
gap between equity earnings yields and corporate bond rates that rivals anything seen in nearly six
decades. Even using a 10-year moving average for earnings (which implies a 13.4% decline in
corporate profits from current levels), the S&P 500 has fallen to valuation levels below those seen at
the market lows in October 2002, October 1990 and December 1987. We'd be more concerned if the
credit markets were in worse shape. Yes, corporate spreads have widened, but all of the action has
been in (declining) Treasury rates; corporate bond yields have been flat, unlike the situation in 2007-
2008. Three-month dollar LIBOR has been in a flat to down trajectory since late May. Two-year swap
spreads at 37 bps suggest that both the VIX and corporate spreads have overshot significantly to the
upside (implying that equities are overshooting to the downside). The catalyst for today’s slide
appears to be the upward move in first-time jobless claims and the miss on the June ISM
Manufacturing Index, although both were consistent with a continuing, albeit slower, expansion.

First-time jobless claims rose 13K this week, to 472K, above consensus expectations. The
chart below shows the evolution of first-time claims over the course of the last year. In essence,
claims have been trading in a fairly
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claims has been consistent with 3%
real GDP growth and 130K monthly
increases in private payrolls. When
claims have fallen 20% year to year
(which is the case even with this
week’s upward drift), real GDP has
tended to expand at a 5% rate and
monthly private sector payrolls have
tended to expand by 277K. We
expect private sector payrolls to rise
150K in June, a modest rise, but an
increase that would be above
consensus _expectations _of only
110K on private payrolls. The overall
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payroll number will probably fall 75-100K due to a roll-off of temporary census jobs.

The June ISM Manufacturing Index missed consensus expectations, but the market seems to

expect it to weaken dramatically more from here. The June ISM Manufacturing Index came in at
56.2 vs. 59.7 in May; the consensus expectation was for a reading of 59. The largest component

decline came from the prices
paid index, which dropped to 57
from 77.5, thanks to the sharp
fall in commodity prices.
However, new orders,
production backlogs,
employment and exports all
weakened from their levels in
May. Nonetheless, a level of
56.2 on the ISM Manufacturing
Index has  historically been
associated with about 4% real
GDP growth. The market
weakness likely is due to a
pricing in of much weaker
readings during the second half
of the year -- perhaps below the
50 threshold. The ECRI's
Weekly Leading Index (WLI) has
declined at a rate that suggests
the ISM could fall below 50 in
the months ahead, but there
have been times when it
overstated future weakness
(1987-1988, for example).

The yield curve spread (which
is not a component of the
WLI) has compressed about
100 bps. The last two times the
yield spread flattened early into
an economic expansion (with all
the action coming from long
rates) was in 2002 and 1993. In
both cases, the economy slowed
to a growth path of about 1.6%
in real GDP terms, although no
recession occurred and earnings
continued to rise at a decent clip
(corporate profits rose at a 9.5%
pace in 1993 and at an 11.3%
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pace in 2002). The S&P 500 rose about 7% in 1993; it fell more than 30% in 2002, however. The
equity bears believe it's 2002 all over again, but stock valuations are much lower today than they
were then. Our NIPA-based profits data are at a level that corresponds to a market multiple of about
11x, which translates into an S&P 500 earnings yield of 9.1%. With corporate bond yields at 6.05%,
the gap between the two is the largest in nearly six decades. In early 2002, the market was trading at
a NIPA-based multiple of 22x, which equates to an earnings yield of 4.5%. With corporate yields
above 8% in early 2002, that year looks like an inverse reflection of the current reality. For deep-value
sticklers, stock valuations (based on a 10-year moving average for earnings) have fallen below the
levels that marked the October 2002 and October 1990 lows, and are now about equal to the
December 1987 lows, which were seen after the crash. We thus continue to believe stocks have
overshot to the downside and that there is value in equities for investors with horizons beyond
seconds, minutes, hours, days or weeks.

S&P 500 Earnings Yield* Less Corporate Bond Yield

3.0\ |Highest since 1951 jf———p
2.0 Tind

_— A
00 W/
-1.0 {

-2.0 A

-3.0

-4.0 1

-5.0 4
-6.0

-7.0 1

-8.0

| O o o <
n wmn wmn o N~

77

n — (=] % o N n [e0) — < ~ o
© © N~ [ee] © (o) (<] (o) o o o -

Source: Bloomberg; MKM Partners
*Earnings yield based on NIPA-equivalent S&P operating earnings with 1988 as a base year

2. 76 =+ _00 Index GP

IIEV R Advanced |  Hide GP - Line Chart Page 1/18
R 01/31/62 M 06/30/10 i Line Chart Mov. Avas (I (N
P [Monthly | L Index - USGEIM Index) 12) CIX

10yr./3mth. Treasury Spread, %

MKM PARTNERS 3



http://www.cnbc.com/id/15840232/?video=1534417211&play=1

to move with

Markets tend
earnings;
this was true
even in the

period....

——S&P Earnngs Per Share, US$ (Annual)

——10-Year Moving Average

100
10

600¢/0¢/Y
¢00¢/1/6
966T/T/C
686T/T/L
¢861/T/cT
9/61/T/S
696T/T/0T
€961/T/E
9G61/T/8
0S6T/T/T
EY6T/T/9
9E6T/INMTT
0€6T/TIY
€¢oT/T/6
LT6T/T/C
0T6T/T/L
€06T/T/CT
L68T/T/S
068T/T/0T
¥88T/T/E
L/8T/T/8
T/8T/T/T

15| (1920-1939

18
T12
0.9
0.6
0.3
0.0

—— S&P Earnings, US$/Share, Annual, Right

= S&P 500, Annual, Left

30
25
20
15 1
10

Source: Robert Shiller; MKM Partners

6E6T/T/Y
8E6T/T/S
LEGT/T/O
9e6T/T/L
GE6T/T/8
YE6T/T/6
€E6T/T0T
CE6T/T/TT
TE6T/T/CT
TE6T/T/T
0€6T/T/C
6C6T/T/E
8¢61/Tly
LZ6T/T/S
9¢eT/T1/9
G2¢6T/T/L
Vee1/1/8
Ecol/1/6
¢c¢6T/T/0T
TC6T/T/TT
0ceT/1/cT
0C6T/T/T

Source: Robert Shiller; MKM Partners

MKM PARTNERS



Important Disclosures

The Primary Analyst certifies that the views expressed in this research report about securities and issuers accurately reflect his/her personal views. The
Primary Analyst also certifies that there has not been, is not, and will not be direct or indirect compensation from MKM Partners LLC or the subject
company(ies) related to the specific recommendations or views in this report.

The Primary Analyst (including his/her household) does not have a financial interest in the securities of the subject company(ies), nor does MKM Partners
LLC habitually deal as principal in transactions in the securities referred to herein (or other instruments related thereto), including positions and
transactions contrary to any recommendations contained herein held by the research analyst/household. The Firm has not engaged in transactions with
issuers identified in the report. MKM Partners LLC does not make a market in the subject company(ies). The subject company(ies) is(are) not currently, nor
for the past 12 months was(were), a client(s) of the Firm. The research analyst does not serve as an officer, director or advisory board member of the
company(ies) and receives no compensation from it(them).

This report has been prepared by MKM Partners LLC. It does not constitute an offer or solicitation of any transaction in any securities referred to herein.
Any recommendation contained in this report may not be suitable for all investors. Although the information contained herein has been obtained from
recognized services, issuer reports or communications, or other services and sources believed to be reliable, its accuracy or completeness cannot be
guaranteed. This report may contain links to third-party websites, and MKM Partners LLC is not responsible for their content or any linked content
contained therein. Such content is not part of this report and is not incorporated by reference into this report. The inclusion of a link in this report does not
imply any endorsement by or affiliation with MKM Partners LLC; access to these links is at your own risk.

Any opinions, estimates or projections expressed herein may assume some economic, industry and political considerations and constitute current opinions,
at the time of issuance, that are subject to change. Any quoted price is as of the last trading session unless otherwise noted. Foreign currency rates of
exchange may adversely affect the value, price or income of any security or financial instrument mentioned in this report. Investors in such securities and
instruments, including ADRs, effectively assume currency risk.

This information is being furnished to you for informational purposes only, and on the condition that it will not form a primary basis for any investment
decision. Investors must make their own determination of the appropriateness of an investment in any securities referred to herein based on the applicable
legal, tax and accounting considerations and their own investment strategies. By virtue of this publication, neither the Firm nor any of its employees shall be
responsible for any investment decision. This information is intended for institutional clients only.

This communication may involve technical and/or event-driven analysis. Technical analysis solely examines the past trading history of a security to arrive at
anticipated market fluctuations. Technical and event-driven analyses do not consider the fundamentals of an underlying security and therefore offer an
incomplete picture of the value or potential value of a security. Customers should not rely on technical or event-driven analysis alone in making an
investment decision, but should review all publicly available information regarding the security(ies), including, but not limited to, the fundamentals of the
underlying security(ies) and other information provided in any filings with the Securities Exchange Commission (SEC).

MKM Partners LLC has multiple analysts, and their views may differ from time to time. We encourage readers to call with any questions. This report may
contain a short-term trading idea or recommendation that highlights a specific near-term catalyst or event that is anticipated to have a short-term effect on
the equity securities of the subject company(ies). Short-term trading ideas and recommendations are different from and do not affect a stock's fundamental
equity rating, which reflects a longer-term total return expectation. Short-term trading ideas and recommendations may be more or less positive than a
stock's fundamental equity rating. Any discussions of legal proceedings or issues are not and do not express any, legal conclusion, opinion or advice;
investors should consult their own legal advisers as to issues of law relating to the subject matter of this report.

Regarding the use of instant messages (IMs) and e-mail, you consent to the following: IMs or e-mail sent from or received by MKM Partners LLC employees
are presumed to contain confidential or proprietary information and are intended only for the designated recipient(s). If you are not the designated
recipient, please inform the sender that you received this e-mail or IM in error and do not use, copy or disseminate its contents. MKM Partners LLC and its
analysts may from time to time make informal technical, fundamental and economic comments on IM and e-mail.

Additional information on all of our research calls is available upon request. MKM Partners LLC is a U.S. registered broker-dealer and a member of FINRA
and SIPC.

Ratings for Stocks: As of May 7, 2007, the Firm revised its ratings, which comprise the following:

“Buy” Security is expected to appreciate 15% or more on an absolute basis in the next 12 months.
“Neutral” Security is not expected to significantly appreciate or depreciate in value in the next 12 months.
“Sell” Security is expected to depreciate 15% or more on an absolute basis in the next 12 months.

Distribution of Ratings for Reports Issued by MKM Partners LLC as of June 30, 2010: Buy: 54.55%; Neutral: 42.42%; Sell: 3.03%

Risks: Risks associated with the achievement of revenue and earnings projections and price targets include, but are not limited to, unforeseen
macroeconomic and/or industry events that weaken demand for the subject company’s products or services, product obsolescence, changes in investor
sentiment regarding the company or industry, the company’s ability to retain or recruit competent personnel and market conditions. For a complete
discussion of risk factors that could affect the market price of the securities, refer to the most recent 10-Q or 10-K filed with the SEC.




