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Recent data on durable goods, capital spending, new orders, housing and building permits confirm that
the economy is slowing down. These, along with consumer sentiment, tend to be leading indicators of
the economy. Lagging indicators -- such as the unemployment rate, other labor data, and CPI inflation
measures -- remain stronger however, and are seen by many as reasons why the Federal Reserve is
unlikely to reduce rates in the very near term.

Some of the Wall Street research we read agonizes over this "disconnect" between strong labor
markets and weakening business activity, but in fact this situation appears consistent to us with the
natural historical lag between these different economic indicators.

We mentioned that the cyclical inflationin energy and industrial commodities would now find
companionship with a cyclical inflation this year in food and agriculture sectors as well, and one now
sees more mention in the media about concerns with food and fiber inflation. Expect this to continue,
and just to mention the obvious, these are elements of inflation which do not necessarily respond to
Federal Reserve action. It's worth repeating that many of the factors which impact inflation in this
decade are driven by the supply/demand metrics of a particular commaodity, or by global growth and
policies, and not by the domestic monetary policies of the Fed.

We also projected volatility of the US stock market to increase this year, and for the breadth of the
advance to become thinner, with fewer and fewer stocks participating in the uptrends, which typically
then leads to an intermediate top in the market. Having already seen signs of this increased volatility
and narrowing breadth in the first quarter, we will stick with that perspective on the 2007 stock market.
In this scenario, large cap stocks will perform better than small cap stocks and securities providing
cashflow and dividend yields would seem to have an advantage.

The weakest sector in the US stock market during the first quarter was Financials. We've
discussed that the risk of underperformance in banking and credit/mortgage stocks was growing, and in
certain portfolios we've worked hard to reduce our exposureto that group,and maintain the
outperformance you've enjoyed in recent quarters.

Looking ahead, historically Consumer-sector stocks tend not to perform as well in the second and third
guarters of the year, and it will be interesting to watch consumer sentiment and spending in view of the



mortgage default and home foreclosure trends. The Energy-sector stocks still seem to have wind on
the sail, but the growing conclusion in our mind (which we've been slow to speak out loud) is this:

The risks of equity values peaking this year are escalating due to a slowing economy and the now
weakening financial position of many households.

-Brian
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