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CHRISTMAS IN MAY REAL SPENDING: COSMETICS & PERFUMES
It appears as if Christmas came very early this year — as (YOY%)

consumer spending rocketed 0.8% in May. Apparently
Santa dropped a whole lot of stimulus checks down the
chimney, which boosted personal incomes by 1.9%. Simi-
larly encouraging is that, once adjusted for inflation, spend-
ing was up 0.4% and disposable personal incomes soared
5.3%! We are encouraged by these figures, and expect
them to add handsomely to second-quarter economic
growth.
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AG PRICES SOAR, AGAIN PRICES RECEIVED BY FARMERS
According to the National Agricultural Statistics Service,
the preliminary All Farm Products Index of Prices Re-
ceived by Farmers soared 11 points in June, to 162 — up
7.3% from May. The index is up 18% since June 2007. The
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last month, 14% higher than year-ago levels.

ECONOMY SHEDS 62,000 JOBS NONFARM PAYROLL GROWTH (YOY%)

The U.S. economy eliminated a net 62,000 nonfarm pay-
roll positions during June — a month plagued by violent
Midwest storms and floods. This was the sixth consecutive
monthly decline in nonfarm payrolls, totaling 468,000 lost

jobs over that time. Still, this pales in comparison to the \
usual steep declines registered in previous economic down- y j ) ) ) "

turns. A disturbing component was the sustained 5.5% - \/ v/
reading in the unemployment rate. We suspect that the
floods played a big role.
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MONETARY HIGHLIGHTS

REAL FED RATE STIMULATIVE

There are countless measures of inflation, and we
prefer the personal consumption expenditure deflator
(PCED). According to the latest available reading of
the PCED (April inflation was 3.1%), the real Fed
Funds rate was approximately -1.07%. We estimate
that the PCED in May and June was similarly high,
somewhere around 3.3%. This would result in a real
Fed Funds rate of around -1.3%. Since 1987, the real
Fed Funds rate has averaged 2.28%, while the 10-year
averageis 1.48%. Obviously the recession in 2001, the
stock market bubble, the 9/11 attacks, and the current
credit crisis (all in the last decade) have led to consid-
erably easier monetary policy. This is the primary
reason that the Fed is considering taking back some of
its stimulus.

INFLATION EXPECTATIONS SURGE

The Conference Board released its latest index of
consumer confidence — and to no surprise, consumer
attitudes were miserable. The headline confidence
measure fell to a reading of 50.4 in June, down from a
revised 58.1 in May. This is the lowest level since
February 1992 (47.3). Of all the sub-components in the
survey, we found the inflation expectations index to be
the most meaningful. The inflation expectations index
hit 7.7% in June, equaling the record high registered in
May. It’s easy to see how difficult the Fed’s jobis; raise
rates to cool inflation or cut rates to boost economic
activity. Ultimately, we believe the Fed will opt for a
rate hike.

FED LEAVES RATES UNCHANGED

As expected, the Federal Reserve decided to keep its
overnight borrowing target rate unchanged at 2.0%.
The central bank noted, “Recent information indicates
that overall economic activity continues to expand,
partly reflecting some firming in household spend-
ing.” The tone from recent Fed chatter is that there’s a
rate hike in the offing....just a few months down the
road. To date, there’s been no conclusive evidence of
economic recovery. Positive signs, yes. But a defini-
tive rebound, not yet. The Fed will not have a green
light to raise rates until the economy has clearly
stabilized. There are still too many uncertainties re-
garding the credit markets, the housing recession and
the labor market. We anticipate a 25-basis-point hike
in December.
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FINANCIAL MARKET HIGHLIGHTS

V-SHAPED EARNINGS RECOVERY IN 2009?

Since stocks are valued based on earnings forecasts, we
have turned our attention to analyst expectations for
2009. What we found is that double-digit earnings
growth is expected in every sector — except, perhaps
ironically, Energy. What jumps out most is the greater
than 50% rebound expected in Financial earnings com-
ing after just a 17% decline in 2008 (also too optimistic
in our view). Earnings from Consumer Discretionary
stocks are expected to jump 18% next year after just a
4% decline in 2008. The recent sell-off in stocks indi-
cates pretty clearly to us that stock investors don’t
believe these numbers. Still, we believe that stocks will
still struggle to bounce back meaningfully until these
expectations come down.

STOCK MARKET'S PRICE/SALES

In tougher times, valuation measures based on earnings
can send misleading signals as “extraordinary” items
and charges begin to pile up. Valuation measures based
on book value can also be misleading, especially when
companies are having difficulty — as banks are — in
valuing their assets. As aresult, revenues are probably
the least subject to interpretation by analysts and/or
manipulation by management. At a current ratio of
about 1.3-to-1, the price/sales ratio of the market is as
low as it has been since the previous bear market
bottomed in October 2002 and again in March 2003.
However, the market traded at a discount to its trailing
12-month sales through the mid 1990’s, when the ratio
began to surge to its bull-market peak of more than 2.5-
times.

DIVIDEND YIELDS STILL LOW

With banks slashing dividends, the dividend yield for
the S&P 500 remains a paltry 2% — this despite amajor
retreat in stocks. Developed markets in Europe still
provide 3%-4% dividend yields, a factor (along with
the weaker U.S. dollar) that has led to a narrowing of
valuation multiples between these indices. Dividend
yields have been in a decline since the long-term bull
market in stocks began in the 1980’s. Companies
increased their payouts coming out of the 2000-2002
bear market, but not by enough to meaningfully reverse
the long-term downward trend. Instead, companies
increasingly opted to use leverage to buy back their own
stock. While stocks are now cheaper, leverage is less
available — so a shift back to increasing dividend
payouts could be in store.

EXPECTED 2009 EARNINGS GROWTH
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Argus Research is an independent investment research provider and is not a member of the FINRA or the SIPC. Argus Research is not aregistered broker dealer
and does not have investment banking operations. The Argus trademark, service mark and logo are the intellectual property of Argus Group Inc. The information
contained in this research report is produced and copyrighted by Argus, and any unauthorized use, duplication, redistribution or disclosure is prohibited by law
and can result in prosecution. The content of this report may be derived from Argus research reports, notes, or analyses. The opinions and information contained
herein have been obtained or derived from sources believed to be reliable, but Argus makes no representation as to their timeliness, accuracy or completeness
or for their fitness for any particular purpose. This report is not an offer to sell or a solicitation of an offer to buy any security. The information and material
presented in this report are for general information only and do not specifically address individual investment objectives, financial situations or the particular
needs of any specific person who may receive this report. Investing in any security or investment strategies discussed may not be suitable for you and it is
recommended that you consult an independent investment advisor. Nothing in this report constitutes individual investment, legal or tax advice. Argus may issue
or may have issued other reports that are inconsistent with or may reach different conclusions than those represented in this report, and all opinions are reflective
of judgments made on the original date of publication. Argus is under no obligation to ensure that other reports are brought to the attention of any recipient of
this report. Argus shall accept no liability for any loss arising from the use of this report, nor shall Argus treat all recipients of this report as customers
simply by virtue of their receipt of this material. Investments involve risk and an investor may incur either profits or losses. Past performance should
not be taken as an indication or guarantee of future performance. Argus has provided independent research since 1934. Argus officers, employees,
agents and/or affiliates may have positions in stocks discussed in this report. No Argus officers, employees, agents and/or affiliates may serve
as officers or directors of covered companies, or may own more than one percent of a covered company’s stock.




