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Wednesday, July 01, 2009

Second Half Update for Economic Outlook for 2009

Mid-Year Update Synopsis

Global Stock Market Trend

Trend: Global Bull Market (China, Brazil, and Emerging Markets in general are
attractive)

Styles: Growth over Value

Market cap:  Small-caps over Large-Caps

Risks: 2.5 month correction of 10-15% starting August/September (contact BMM for
separate research report)

Rewards: Bear market bottom was made in March 2009 (contact BMM for separate
research report).

U.S. Sectors & Industries

Overweights. Information Technology, Consumer Discretionary, Materials, Financials,
Commodities.
Underweights. Telecom Services, Health Care, Consumer Staples

U.S. Economy
Economy: “Official” end of the recessionisin sight

Inflation: Low inflation in 2009, giving way to much higher levels by mid-2010

U.S. Bonds

Corporate:  Bullish (contact BMM for separate research reports)
Treasuries.  Bearish (contact BMM for separate research reports)

It FeelsLike 1974

| feel asif the June 15, 2009 Stock Market white paper “It Feels Like 1974” has stolen some of
the thunder from this update as much of today’ s economic conversation revolves around whether
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or not the bottom is in for the stock market. As stated in that article, the similarities should not
be taken too literally. However, the context gives a very realistic and highly probable traectory
for stock pricesfor the rest of the year and into 2010.

That column is available for your reading, so we won’'t exercise redundancy by repeating what
was written, except for perhaps to highlight or remind. But Berkshire Money Management does
encourage you to read that column as it is extremely important.

Berkshire Money Management’'s investment strategy in the first half of 2009 has been a
dramatically different process than that of the second half of 2007. In November 2007 we
urgently began reducing equity positions and started accumulating FDIC-insured certificates of
deposits (CDs). By the time the stock market crashed in October 2008 client portfolios were
virtually all cash and/or CDs. And the portfolios remained that way until we started buying
investmentsin late-February and mid-March 20009.

Granted, we were not as brave this go-round as we were on October 10, 2002 — over seven years
ago - when we jumped in to just about all equities from just about all cash. But the environment
is also different this go-round. In 2002 we were nearly afull year removed from a very shallow
recession. Currently, we remain in the worst recession since, depending on how you want to
measure it, 1974 or 1982.

Economy - Recession Ending

That's the bad news. The good news? Using the uncaring, cold-hearted metrics we economists
favor (the ingredients used to measured Gross Domestic Product, or GDP), the recession will be
over by the end of Summer. That is not to say that foreclosures will cease or that we will even
experience net new job creation. Nor is that to say a “V” shaped economic recovery will take
hold. Actually, on the subject of economic recoveries, it is very popular nowadays to describe
the potential shape of the economic recovery by using the aphabet, likea*V” (a strong rebound
in economic output), a “W” (a quick rebound followed by a double-dip recession; think 1980-
1982), an “L” (like the “lost-decade” of Japan’s economic stagnation), or a“U” (where we bump
along the bottom briefly before GDP turns back up toward trend-like growth of about 3%).

Berkshire Money Management expects something a little more non-alphabetical. We expect a
saucer-shaped recovery where economic output stops contracting and remains very weak (below
trend, at about 1% to 2.5%) for nearly a year (mid-2010) before US GDP growth gets to a point
where it can sustain something closer to 3%.

Folks are still very pessimistic, so it likely won't take too much convincing on our part to sell
you the saucer-shaped recovery (as opposed to something more optimistic, like a“V” or even a
“U”). So we'll just briefly mention the concerns:  high unemployment, higher taxes, excess



— . : 1450 East Street Suite 8
_:j; BERI(S HIRE : Pittsfield, MA 01201
-

M CW‘Z@?- M aﬁa«;eweﬂ#, .7»’/2'{3.

Phone: (413) 997-2006 * (888) 232-6072

housing and automobile inventories, business and consumer deleveraging, “speed-bump”
regulation, etc., etc., etc.

Interestingly to me, although Berkshire Money Management was quicker than any other
investment advisor we know to raise cash so as to help avoid the destruction of the 2008-2009
stock market crash, pessimism is still so high that there is just no credibility in optimism — even
for us. We are calling an end to the recession over the next few months (note: the official arbiter
of the beginning and end of recessions, the National Bureau of Economic Research, typically
takes ayear or so to pinpoint dates. So even if the recession officially ends this September 2009,
then we may not get “official” word of such until late 2010).

Because optimism no longer is afforded credibility, we feel as if we need to detail some of the
indicators we are viewing to make such acall. Specia thanks to Ned Davis Research (NDR) for
reaching into their archives for us on this project. NDR agrees that not all of these indicators
“have given expansion signals’, but they do suggest that the contraction is very nearly at hand.
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Economic Recovery Watch Indicators

Indicator Median Lead Timeto L atest Trough/Peak
Recession End (M onths)

Financial

1) S&P 500 Stock Index 4.0 03/2009

2) Moody’s Baaminus 15 12/2008

Long-Term Treasury Yield

Spread

Employment/Compensation

3) Nonfarm Payrolls (One- 2.0 01/2009

Month Change)

4) One-Month State 2.0 02/2009

Diffusion Index

Sentiment

5) Reuters/University of Ml | 2.0 11/2008

Consumer Sentiment Index

Housing

6) New Home Sales 2.5 01/2009

Spending

7) PCE on Durable Goods 2.0 10/2008

(Y/Y % ChangeO
Manufacturing/I nventories

8) ISM Index (PMI) 2.5 12/2008
9) Business Inventory-to- 15 12/2008
Sales Ratio

Composites

10) ECRI Weekly Leading 25 03/2009
Index

11) OECD U.S. Composite | 3.0 03/2009
L eading Indicator

12) NDR Economic Timing | 4.5 11/2008
Model

Average of All Indicators 2.5

U.S. economic output in the third quarter of 2009 will be a toss up (+/- 1.0%), before turning
mildly positive on a sustainable basis. This will keep inflation (as measured by both the
Consumer Price Index as well as the Producer Price Index) very low for the rest of the year. The
long-term risk for inflation, however, is severely skewed toward higher inflation.
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Stock Market —Bear Market Ended

While we're on the subject of Ned Davis Research being able to do a great job archiving
information (If you call to subscribe, tell them Allen sent you), we wanted to share the following
composite graph of past “Waterfall Declines’ over the last eighty years (this graph excludes the
October 2008 Waterfall Decline, but includes nine other notables from 1937 to 2002).

All cyclesare indexed to “100” at the end of the Waterfall Decline (dashed vertical line).
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DJIA Performance Around Waterfall Declines (1929-2002)
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For purposes of this discussion, let’s focus on the top part of the chart (the blue line) and break it
down into three phases. Phase 1, the point of the Waterfall Decline to the Bear Market Bottom,
typically lasts 1-2 months. The bottom of the Waterfall Decline in this cycle was October 10,
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2008 and the Bear Market Bottom was March 9, 2009. So instead of 1-2 months it was five (5)
months.

Phase 2, the point of the Bear Market Bottom to the Recession End typically lasts 3-4 months.
Historically, that puts the recession’s end at, well, right about now. That is consistent with
Berkshire Money Management’s expectation that the recession will end this summer. And that
leads us to the six-month duration of Phase 3 (through 2009 and into 2010).

History suggests that the stock market has continued to move upward during Phase 3, but at a
considerably less subdued pace than during Phase 2. While admittedly a small sample size, since
1975 there have been five recessions and the average S&P 500 stock market index return six
months after the recession has been 4.3% (the average has been 8.4% twelve months later). The
batting average, four positive gains after five past recessions is good, if not perfect (the 2002
decline after the 2001 recession was the notable exception).

At this point it is worth reiterating the importance of reading the “It Feels Like 1974" column.
But until you get to that, let me at least point out a couple risks, caveats, concerns....During that
June 15, 2009 column we said that we expect a 6% correction in the S&P 500. By absolute,
complete, and sheer luck we then got a 5.2% correction (at least so far, as of the writing of this
report). Not that blind luck in timing should lend much credibility to any other forecast (it is
impossible to be both consistent and accurate in forecasting), but we did note then and still
expect a 2.5 month correction of 10-15% starting in August or September of this year.

We don’'t expect any pullbacks to be a sign to get out of the market; rather we would view them
as an opportunity to build equity positions. Not that we are Pollyanas — after all we were quick
to sell equity positions well before the stock market crash of 2008 (we're not buy-and-hold
investors for the sake of just owing stocks; we manage both risk as well as reward).
Although we are turning more positive, we are not blind optimists. There are certain signs that
we will be looking for that could convince us that we need to, once again, adhere to a more
defensive strategy. For instance,

1. A substantial downturn in market breadth could turn us more negative.

2. A “blow-off” sign of optimism (measured by either a spike in stock prices or
surveys) would warrant caution.

3. Significant risesin interest rates (corporate as well as Treasuries) across the yield
curve would be awarning.

As much as we do not enjoy 10-15% corrections, a decline of that magnitude without
accompanying technical or fundamental deterioration, should be considered less as an early
indication of pending trouble and more as an opportunity to buy on weakness.  Investing is a
blend of art and statistics which manifest itself in the form of probability. While risks remain,
the probabilities favor more reward for the stock market over the next twelve months. The
market’ s problems could reappear sometime in late 2010, or 2011
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Another interesting chart is the “Four Bad Bear Markets’ chart (courtesy of Doug Short from
DShort.com). This chart is different than the Waterfall Decline chart in that instead of charting a

composite, it tracks the 2008-2009 crash against three other bear markets, each line starting at its
peak.
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Four Bad Bear Markets dshort.com

Dow in 1925-1932; S&P 500in 1973-74, 2000-02, 2007-09
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The 2008-2009 experience did not feel good, but it wasn't entirely unfamiliar. Nor has the
follow through been unfamiliar. The follow through may not be perfectly repeating the charts of
the past, but it certainly has thus far rhymed.

Going back to the idea of investing being about probabilities, we do not feel asif the move from
the March 2009 is just a “tradable rally” — we believe that this is a move you can buy-and-hold
for over ayear. Remember, you don’t have to buy-and-hold forever. If you rode the stock
market down and are feeling timid about getting back it, keep in mind that you can make
any trade you want so long as you have an exit plan to limit your losses.

Neither charts should be used for predictive purposes, instead they provide context. As we
pointed out in our “It Feels Like 1974 white paper, the stock market’s ascent to its peaks in
1973 and 2007 were much more subdued, and much less out of control in terms of hyper-inflated
stock prices of previous bull market tops. As such, it is reasonable to expect the length of
adjustment to be more like that of the 1974-1975 market. In other words, it is reasonable to
expect that enough time has passed to work off excesses and that the bottom (even if the lows are
retested) isin for the stock market.



= : : 1450 East Street Suite 8
__g BERKSHIRE Pittsfield, MA 01201
)

M CM’/Z@? M aﬁa«;ewemf, .Z’/ZO.

Phone: (413) 997-2006 * (888) 232-6072

GENERAL DISCLOSURES

Website content document may include forward-looking statements. All statements other than statements of
historical fact are forward-looking statements (including words such as “believe,” “estimate,” “anticipate,” “may,”
“will,” “should,” and “expect”). Although we believe that the expectations reflected in such forward-looking
statements are reasonable, we can give no assurance that such expectations will prove to be correct. Various factors
could cause actua results or performance to differ materially from those discussed in such forward-looking
Statements.

Historical performance is not indicative of future results. The investment return will fluctuate with market
conditions.

Performance is not indicative of any specific investment or future results. Views regarding the economy, securities
markets or other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate and may
result in economic loss to the investor. Investment in securities, including mutual funds, involves therisk of loss.

PRIVACY NOTICE

Berkshire Money Management, Inc.
Privacy Notice to Our Clients
May/2008

Protecting the Confidentiality and Security of Your Nonpublic Personal | nformation
Berkshire Money Management, Inc.’s primary client goal isto protect your privacy.

We restrict access to nonpublic persona information about you to those employees who need to know that
information to provide products and services to you or to those who need access to your information to service your
account. We maintain physical, electronic, and procedural safeguards that comply with federal and/or state standards
to guard your nonpublic personal information.

Information We Collect
To conduct regular business, we collect nonpublic personal information about you from the following sources:

¢ Information we receive fromyou on Investor Profile Questionnaires and other forms
e Information about your transactions with us, our affiliates, or others

Information We Disclose
We do not disclose any nonpublic persona information about our clients or former clients to anyone, except as
required by law.

TERMSOF USE

Berkshire Money Management, Inc. monitors this web site for security purposes to ensure it remains available to all
users and for the purpose of protecting information in the system. By accessing this web site you are consenting to
these monitoring activities.

Unauthorized attempts to defeat or circumvent security features; to use the system for other than intended purposes;
to deny service to authorized users; to access, obtain, alter, damage or destroy information or interfere with the
system or its operation in any other manner is prohibited. Evidence of such acts may be disclosed to law
enforcement authorities and may result in criminal prosecution.
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Berkshire Money Management, Inc. does not approve any website that is linked through this browser. Furthermore,
Berkshire Money Management, Inc. is not responsible for content, and neither endorses nor makes warranty for
information, accuracy, content or presentation of the site or sitesin question.

STANDARD & POOR'S

The S& P 500 Index (S&P) has been used as a comparative benchmark because the god of the above account is to
provide equity-like returns. The S& P is one of the world’s most recognized indexes by investors and the investment
industry for the equity market. The S& P, however, is not a managed portfolio and is not subject to advisory fees or
trading costs. Investors cannot invest directly in the S&P 500 Index. The S& P returns also reflect the reinvestment
of dividends. Berkshire Money Management is aware of the benchmark comparison guidelines set forward in the
SEC Clover No-Action Letter (1986) and compares clients' performance results to a benchmark or a combination of
benchmarks most closely resembling clients' actual portfolio holdings. However, investors should be aware that the
referenced benchmark funds may have a different composition, volatility, risk, investment philosophy, holding
times, and/or other investment-related factors that may affect the benchmark funds ultimate performance
results. Therefore, an investor’ s individual results may vary significantly from the benchmark’ s performance.

The S& P 500 Index (S& P) has been used as a comparative benchmark because the god of the above account is to
provide equity-like returns. The S& P is one of the world’s most recognized indexes by investors and the investment
industry for the equity market. The S& P, however, is not a managed portfolio and is not subject to advisory fees or
trading costs. Investors cannot invest directly in the S& P 500 Index. The S& P returns also reflect the reinvestment
of dividends.

DOW

The Dow Jones Industrial Average (NY SE: DJI, aso called the DJA, Dow 30, INDP, or informally the Dow Jones
or The Dow) is one of several stock market indices, created by nineteenth-century Wall Street Journa editor and
Dow Jones & Company co-founder Charles Dow. The Dow average is computed from the stock prices of 30 of the
largest and most widely held public companiesin the United States. Clients of BMM may have portfolios that differ
substantially from the composition of the DOW and therefore, their performance may vary significantly from that of
the Dow. The Dow is used for illustrative purposes only, as one indicator of the overall US economy, and its past,
present, or future performance should not be viewed as an indicator or comparison point for BMM client
performance.



