’llI'

RAINIER GROUP INVESTMENT ADVISORY LLC

500-108" Avenue N.E., Suite 2000, Bellevue, WA 98004
Telephone (425) 4633000 Fax (425) 463044

Memo

Date: April 27, 2010
To: Investment Clients

From: Mark Pellegrino, Managing Principal & CIO

Climbing a Wall of Worry
The Other Side of the Story

|l tds often said that bull mar kets climb a owa
very vocal the past few years about our worries regarding economic growth and,

therefore, the prospects for the markets. However, the markets have been

remarkably resilient over the past year in the face of these lingering concerns. We,
therefore, thought you should hear the other

The Shape of Recovery

e There is strong historical symmgtoetween the depth of a US economic contraction and
the strength of its subsequent recovery, so to suggestthata ¥ ped r ecovery c:

place just isnét fair.
e The truly unique aspect of this crisis has
respons.

e The recent advance in U.S. equities since the March 2009 lows mirrors the 63% nine
month advance seen after the very deep recession iR82981

e |tdés thought that the 5.6% GDP growth in |
inventory restocking. bwever, this restocking is ahead of previous recessionary
episodes, given the extent of the drawdown.



Unemployment

e The Conf er Emplogmem Bxpactdtions Index and initial jobless claims, both
leading indicators, turned in early 2009.

¢ Initial jobless claims have fallen 30% from their April 2009 high, placing their pace of
improvement well ahead of the-P0% declines seen at comparable points in the last two
Aj obl essd recoveries.

e Initial claims usually lead a peak in the unemployment rate by Thsowhile the
Expectations Index usually leads by 9 months.

e Other leading employment indicatargorporate earnings, credit market spreads, temp
hiring and manufacturing hours workeghow gains consistent with an improving labor
market.

e There has beeareturn of private sector services employment to positive growth after 2
years of consistent losses. Almost 70% of U.S. payroll employment is concentrated in
this category.
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Housing

e Just 4 statek Florida, California, Arizona and Nevadaaccounted for 75% of the
nationwide home price decline and still represent half of all mortgages with negative
equity. Sales volumes in these areas have risen 60% from the trough.

e Median home prices are up 20% in Califarand 6% from the trough nationally.

e Existing home sales nationwide began rising last July for the first time since 2005 and
have advanced strongly since.



e The share of mortgages with negative equity has declined from a peak of 33% to a
current level 022%.
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Consumption

e Spending on durable goods is coming dangerously close to falling below the imputed
depreciation expense of those goods, while the same is true of public comphaisiéss
created a large pool of liquidity, which represents a future source of spending power.

e The top third of the income distribution in the U.S. represents 60% of discretionary
spending. Deleveraging for this group is not a major headwind, as delttu just 6%
of their assets. Their balance sheets are more egeityy, with stock ownership
representing 5 times more of their net worth than that of the bottofthtwds. Since
spending and savings patterns are more closely linked to equity ghiacems previous
cycles, and due to the recovery in global equities off the trough, there is a potential upside
bias to consumption going forward.

e The improvement already seen in consumer net worth should temper the tailwind to
rising savings rates, whichat ur al Il y affects consumpti on.
much, he/she is likely to be spending more.




e According to a study done by Macroeconomic Advisors, for savings rates to revert back
to the high end of their historical range would require a Bogmt and permanent
reduction in net worth.
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Credit Availability
¢ What matters most with regara GDP growth is not the amount of credit outstanding,
but its rate of change. Since ttlurds of estimated fultycle credit losses have already
been taken, that drag should abate much faster than in previous crises.
¢ Both price and availability atredit have been improving.

Effects of Stimulus

¢ Whether the economic growth seen thus far is primarily stirrléised or not is less
important than whether it createperception of recoverthat, in turn, becomes a self
sustaining reality as it boostertfidence.

e Wedbve seen nascent -logkng corssumiemconfidancd nteassresf or war

Deficits

e Arecent IMF study found that among the G7 economies, 60% of the deficit deterioration
expected was due to cyclical factors which would eventually rexsargconomic activity
normalized.



e Renewed U.S. economic growth will decrease the deficit in 2 ways: (1) by increasing tax
receipts via rising income and corporate profits and (2) by decreasing the need for further
fiscal stimulus. History shows that feveryadditionall% of nominal GDP growth, tax
revenues tend to grow by 2.6% in the following year.

¢ The cyclical nature of deficits suggests that part of the current budget shortfall will
naturally correct as economic growth resumes.

e There is scope for asing tax base, as federal tax revenues stand at the lowest level
relative to GDP since 1950. Therefore, a reversion to more typical postwar levels seems
like a predictable outcome.

e The total tax base of the. 8l relative to GDP stands well below the leirebny other
developed country and the OECD average, providing the capacity for$hm ihcrease
taxes without jeopardizing its comparative position in the global economy.

e Historically, higher tax rates have not been an impediment to economic growth.

¢ |If the federal marginal tax rate on the highest income bracket were to revert te its pre
Bush level of 39.5%, it would still stand below the 50% threshold that soore@mic
experts consider highly detrimental to growth.
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Inflation

A recent academic paper that examined the relationship between fiscal deficits and

inflation in six industrialized nations in the postwar period showed that governments

ultimately took remedial actioiw close budget gaps before structural shifts in inflation

occurred.

Very little of therapidg owt h i n the Fedoés injmastion of ¢
actually filtered into currency in circulatiowi t hout t he HAvelocityo a:
capital keing pushed out into the economy, rather than remaining as excess reserves on

the banksd balance sheets, inflation usual
The broader monetary aggregates such as M2 have remainsdyfiating little

inflationary pressure

The Fed now hasany tools at its disposal to withdraw excess liquidity before it

becomes problematic, including paying interest on reserve balances, removing reserves
through reverse repos and term deposits, raising-trontinterest rates and selling

assets in ordep shrink the size of its balance sheet.

It can be argued that the Fed has already started tightening by ending its securities

purchase programs.

There are a large numberdiinflationaryimpulses that exist presently, including

significant economislack.

Unit labor costs remain depressed, creating a very different environment than what

existed during the inflationary 1970s.
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The U.S. Dollar

The US. has the largest GDP share in the world; the deepest and broadest capital

markets; US. markets are open and free of capital controls; ti8 dlirrency is freely

tradable and convertible and belongs to a stadamtry with a working democracy and

an established rule of lawhese elements of stability tend to attract capital, particularly

during times of economic and geopolitical uncertainty.

The recent economic crisis confirmed the safe haven status ofShddlar, which rose
24%onatradevei ght ed basis as world markets col |
6009.

A Harvard Faculty Research Paper suggests that there is a strong bias in favor of using
whateve currency has been the resecuerency of the pst.

International trade continues to be invoiced and quoted in dollars.

The doll arodés current valuation is close to
have reached such levels in the pa%979, 1988, 1995 and 2008he dollar has gone

on to apreciate over the subsequerd §ears.

The yen faces significant unecoélrrteadcd ifeiss cean
position, as well as its growth and deflation outlook.



