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are more than double the estimates of as-reported earnings. Operating earnings for 2008 were almost three
times the as-reported, earnings. We certainly seem to have entered an era of really bad “one-time” events, which
turn out to be recurring. As recently as 2006, there was less than a 10% difference between the two. In some
quarters it was only 5%. A far cry from today's 100%-plus.

Analysts, who as a group have been egregiously bad at predicting earnings of financial stocks for the last two
years, would have us believe they are due for a large rise in the 4th quarter. Let's visit those assumptions for a few
minutes.

They contend that much of the bad news in the subprime-loan and housing market has been written off. And one
would have to admit that a lot has been; and with the relaxation of mark-to-market, there may indeed be some
truth to that suggestion. But there are still some issues that remain for housing. Monthly mortgage-rate resets
declined markedly in 2009 from 2008, but are expected to rise again in 2010 and 2011. There is still some
heartburn in the mortgage market.

Furthermore, foreclosures keep climbing, though they seem to be leveling off. However, a strange thing is
happening. We are starting to see what is being called a "shadow inventory" of foreclosed homes. "We believe
there are in the neighborhood of 600,000 properties nationwide that banks have repossessed but not put on
the market," said Rick Sharga, vice president of RealtyTrac, which compiles nationwide statistics on foreclosures.
"California probably represents 80,000 of those homes. It could be disastrous if the banks suddenly flooded
the market with those distressed properties. You'd have further depreciation and carnage."

(March 2009 - San Francisco Chronicle)

A Realty Trac survey found that only 30% of foreclosures were listed for sale in real estate listings like the MLS
(Multiple Listing Service). Add in homes that people would like to sell but simply can't find buyers for, and must
either hold or rent, and the unsold inventory numbers that are public are likely far below actual available homes.
The SF Chronicle suggests several factors may be at work. First, there is the "pig-in-the-python" problem. There
are just so many homes that it is hard to get them onto the market and sold. Normally there are about 160,000
homes a year in foreclosure sales. We are now seeing 80,000 a month, or six times normal levels, and rising.
Lenders could be deferring sales to put off having to acknowledge the actual extent of their losses. With banks
doing everything to build their balance sheets, | don't think they're anxious to show losses in assets on their
balance sheets if they have a legal choice not to. Finally, banks may not want to flood the market with foreclosures,
driving prices down even more. They are simply managing their assets so as to recover the most capital they can.

There will be more mortgage misery as large numbers of mortgages reset in the next two years, and given the
unknowable nature of the losses, it’s somewhat optimistic to think financial profits will rise by 74% in the fourth
quarter. And it gets worse.
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The American Banking Association released a composite index of eight different types of consumer loans and the
delinquency rate on this 35-year-old composite jumped to a record high of 3.22%. Delinquencies on home equity
loans are rising rapidly. With unemployment rising, | think delinquencies will increase. The National Federation of
Independent Business found in a poll that 28% of small firms said they had a line of credit or credit card limit cut
back in the second half of last year; 69% stated they are facing worse terms. A new FICO study found that 11% of
US consumers -- 22 million people -- have had their credit lines cut or accounts closed even though they have
been paying their bills on time and retain a solid rating. This is certainly not good news for those who expect a
positive 4th quarter. Cutting credit to small business, the engine of job growth in the US, is hardly a prescription for
a growing economy.

Commercial mortgages are in trouble. S&P has warned they may cut ratings on $97 billion in commercial-
mortgage asset-backed debt. The country's 10 biggest banks have $327.6 billion in commercial mortgages,
according to regulatory filings. A projected tripling in the default rate would result in losses of about 7% of total
unpaid balances, according to estimates from analysts at research firm Reis Inc. (Bloomberg)

But housing sales are improving according to the WSJ and Bloomberg...Are they serious?

A recent Wall Street Journal online article stated that new home sales were up in February. Bloomberg reported that
sales were "unexpectedly" up by 4.7%. Being curious about this statement, | went to the raw data. As it turns out,
sales were down 41% year over year, but up slightly from January. The problem here is that it’s nothing new. For
years on end, February sales are up over January. It seems we like to buy homes in the spring and summer and
then sales fall off in the fall and winter. It's a very seasonal thing. If you use the seasonally adjusted numbers, you'd
find sales were down 2.9% instead of up 4.7%. But the media reports the positive number because it diverts from
the norm and sells news better. Interestingly, they report the seasonally adjusted numbers for initial claims, which
have been a lot better than the actual numbers. The 4.7% rise was "plus or minus 18.3%". That means sales could
have risen as much as 23% or dropped 13%. We won't know for awhile until we get real numbers and not
estimates. Hanging your outlook for the economy or the housing market on one-month estimates is an exercise in
futility, and could come back to hurt you.

New One-Family Houses Sold in the U.S.
Seasonally Adjusted Annual Rate
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And what about those earnings!!??

| think, given the track record of the analysts who project a 74% rise in earnings for financial stocks in the 4th
quarter of this year, we should remain a tad skeptical. And speaking of earnings, let's take a trip to wonderland at
the S&P web site and see how things are progressing.

First, let's look at just how badly analysts blew it in estimating 2008 earnings. The table below represents what
analysts estimate for the entire year’s earnings for the companies that comprise the S&P 500. We see that as
recently as October, 2008 they were estimating AS-REPORTED earnings to be $54 for the entire year of 2008,
down from a lofty $92 back in March 2007. Even with only two months to go, in October, 2008, they forecast
$54.82. The actual 2008 earnings came in at $14.88, for a nice 73% miss!! Despite being almost being done with
the financial year, these analysts couldn’t estimate that actual earnings were going to be 368% less than
predicted. Even after the year was up, estimates still were lowered by over 43% from what they actually were.
These negative surprises are what hurt the most.

The Falling Earnings Estimates for the S&P 500
Earnings Estimates for 2008
March-07 $92.00
December-07  $84.00

February-05 S S AL Earnings for 2008
June-08 $68.93 (as reported by S&P April-09)

July-08 $72.01 $1 4.88
September-08 $60.00
October-08 $54.82
February-09  $26.23

Not exactly a record to inspire confidence. So, how are we doing in 20097 We see the same pattern. There is a
clear deterioration in earnings estimates. Yet, even with the ever lower estimates, they are still projecting nearly a
doubling from 2008. Care to make a wager as to what the estimates will look like in a few quarters? Think we will
see earnings rise? This is a major factor supporting my skepticism in the current rally.



April 2009

Earnings Estimates for 2009

March-08 $81.52

April-08 $72.60

June-08 $70.13

August-08 $64.66 e see a similar trend,
September-08 $58.87 However projections still
October-08 $48.52 show a doubling from 2008 ‘

February-09  $42.00
February-09  $32.41
April-09 $28.15

Not exactly a record to inspire confidence. So, how are we doing in 20097 We see the same pattern. There is a
clear deterioration in earnings estimates. Yet, even with the ever lower estimates, they are still projecting nearly a
doubling from 2008. Care to make a wager as to what the estimates will look like in a few quarters? Think we will
see earnings rise? This is a major factor supporting my skepticism in the current rally.

P/E Ratios Go Negative!

When last visited the S&P web site, the P/E ratio for the quarter ending September 30 was around 181. When |
looked at it, | was shocked. Because | could hardly believe it myself, you can see the numbers for yourself at:
http://www2.standardandpoors.com/spf/xls/index/SP500EPSEST.XLS?GXHC_gx_session_id_=5350992f205e73e4&. The P/E ratio for
the end of the second quarter is 1,944 (no, that’s not a typo). The losses of the 4th quarter wipe out almost all
forecasted earnings estimates for the 12 months ending June 30, 2009. But by the end of the 3rd quarter, the
estimated P/E ratio has dropped to a (negative) -467. That has only happened once and never to this extent. The
last time we’ve seen negative earnings over a 12-month period was WWII.

Much of the excitement in the stock market, at least that’s related to the current performance of the economy,
seems to be centered on an economy that is performing less badly than expected. The risks here seem to be that
if the trends in data surprises change, so could investors' attitudes toward stocks that are currently overbought by
a number of measures. Even if the economy has bottomed, it's very likely that the eventual recovery will prove to
be uneven, causing the flow of positive surprises to be uneven. During these periods, the risks to stocks will be
greatest when the market is overbought and investors have priced in high expectations of positive data surprises
continuing. The projections of many market analysts assume that we will have something that will look like a
normal recovery. My assertion is that this could be a very bad assumption, since we are not having a normal
recession. This is already a very lengthy recession, and is just going to get longer.
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There are reasons to think we could see a mild recovery late this year, only to dip back into recession next year.
Even ignoring the disastrous 4th quarter of 2008, what if earnings drop by 80% or more, which is quite possible?
That means they have to rise by 400% to get back to new highs. That could take some time. Even if they could
rise at an unlikely 24% a year, it would take six years to see new highs.

Consumers are retrenching, and savings rates are likely to rise for at least 3-4 years, back to 7% or more, leaving
consumer spending not at 70% of US GDP but closer to 63%. That will be a rather large adjustment, and will
mean that a lot of productive capacity will have to be closed or suspended from operation for a long time. Just
look left or right while driving down the highway (momentarily please) — I'll bet you can see boarded up windows at
any given moment. We simply built too many strip malls and car factories and restaurants. It is going to take
some adjustments economically and mentally. There is quite a bit of optimism that the recent market advance
represents a forward-looking call that the economy will recover in the second half of the year. Some analysts have
noted that year-over-year consumer spending has only declined very slightly, hailing this as evidence that
economic concerns are overblown. The problem with that is that consumer spending has never declined on a
year-over-year basis, except in this downturn, so that slight decline is actually the worst showing for consumer
spending in the available data. Further, the Democratic Congress and the Obama administration plan on enacting
the largest tax increase in history in 2010, just as the economy is barely recovering. The Bush tax cuts go away,
because the Republicans could not make them permanent when they had the chance. We are going to pay for
that with a likely dip back into a recession in 2010, or at the very least a prolonged weak economy.

| recognize that given the depth of the recent decline, it seems as if stocks must be at once-in-a-lifetime valuations.
Unfortunately, this is an artifact of the previous level of overvaluation. The only way that stocks could be considered
extremely undervalued here is if we assume that the record profit margins of 2007 (based on record corporate
leverage) are the norm, and will be quickly recovered. While we never rule out the potential for surprising strength
or weakness in the markets or the economy, the assumption that profit margins will permanently recover to 2007
levels is equivalent to assuming that the past 18 months simply did not happen.

Still, given sufficient evidence of broad improvement in market action (which we take as a measure of risk tolerance
and economic expectations), we wouldn't fight the combination of roughly fair values and a willingness of investors
to bear risk. We won't fight a broad improvement if it continues sufficiently, but if | were to make a guess, it would
be that the potential downside in the S&P 500 from these levels could approach 30-40%. That is not a typo, and it
is not a possibility that should be ruled out.

| have no idea how long investors will remain enthusiastic about trillion dollar band-aids and eroding the integrity
of our accounting rules. | do know that at the end of the day, what matters is the long-term stream of deliverable
cash flows that investors can actually expect to reach their hands. It's exactly that consideration that makes it
clear that we will sink deeper into this crisis until we observe debt restructuring on a large scale. If we don't
restructure the debt, the debt will fail, because for many borrowers, the cash flows aren't there, and it is not
possible to service the debt on existing terms.
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The Great Thaw of the Credit Markets

There are several indicators that are quick, but somewhat reliable indicators of the health of the credit markets.
Currently, these indicators still show signs of stress, however, they have improved markedly from the 4th quarter
of 2008.

The TED spread is an indicator which we use to measure stress among financial institutions. It measures the
difference, or spread between the 3-month London Interbank Offered Rate (LIBOR) and the 3-month U.S. Treasury
bill. The LIBOR rate, set daily, is the average rate that 16 banks charge one another to lend money in London. It’s
an important benchmark rate for financial products around the world. The TED spread is also helpful in measuring
liquidity as well as the confidence banks have in lending to one another. When the TED spread increases, it
means banks are demanding additional compensation to lend to each other. In normal times, the TED spread
ranges between 0.1% to 0.5%. The average TED spread is normally 0.3%. During the peak of the credit crisis last
fall, the TED spread spiked to 4.65%! An increase of over 15 times, which occurred soon after the bankruptcy of
Lehman Bros. Recently, it has fallen back to just under 1%, and is normalizing. | expect the spread will gradually
decline toward 0.5% throughout 2009 as trust in the financial markets is “restored” and overall economic condi-
tions improve.

The LIBOR-OIS spread is an indicator which measures conditions in money markets. Remember back in the 4th
quarter, 2008 again, when even the universally trusted, very boring, money market accounts lost value? There
were even runs on a few banks! The LIBOR-OIS spread historically averaged 0.1% and under normal conditions,
is below 0.25%. During the peak of the crisis, this spread increased by over 36 times from average! Recently, it
has declined to 1% and is steadily improving.

Lastly, the 3-month Treasury bill rate is back to positive territory, yielding about 0.2%. This rate is still pretty low,
however, with all the fear dripping from Manhattan’s skyline, investors would rather incur a paltry interest rate than
lose value on pure cash. At the peak of the crisis again, the 3-month T-bill actually experienced a negative rate
during brief intraday periods. This was nothing short of amazing to witness for us financial types. Investors were
actually willing to sacrifice a portion of their principal in order to guarantee the return of their money. This obviously
represented a period of extreme fear and distress amongst market participants. While a 0.2% yield is certainly
low, this is actually a reasonable rate relative to the ultra low 0% to .25% range of the Fed Funds overnight rate.

The next few years may prove to be a difficult time for corporate earnings. The probability of a major bull market
developing in this climate is unlikely, however, you probably don’t want to be entirely out of this market regardless
of what | think or the accuracy of my forecasts. We’re currently recommending clients dollar cost average free
cash into this market, however, slowly. This market, however bad, will eventually recover and that recovery is one
you will not want to miss. At the same time, we would never want to miss good buying opportunities, which will
be with us for the next several quarters. My assertion is that you can roughly time the markets and that your
long-term portfolio performance relies heavily on how you do so. Valuations matter!
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If you want to speak with me further about investing or financial planning, call me anytime! We would also love to
hear your feedback & opinions about what | write and other financial planning topics.

Aspire. Plan. Achieve.

346 Ramona Road,
Danville, Ca 94526

925-984:2442 phone as 1 I e
925-309-4906 fax

www.aspire.biz Capital Management




