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Revisiting Financials

e In April, we examined the financial sector in this publication. Recent weakness in the sector suggests we revisit
our earlier work.

e The financial sector continues to languish, the worst performer in the S&P 500 year to date, down 16.6%.
Usually, easier monetary policy is a supportive factor for this sector but persistent concerns about the credit
markets and worries about another round of writedowns and the need to boost capital are all factors weighing on
these stocks. A series of adverse headlines this week has put further pressure on the sector.

e |n addition to the Federal Reserve lowering interest rates, the central bank has taken aggressive steps to keep
the financial markets functioning. These include creating a new discount window, the Term Auction Facility,
which allows banks to swap various forms of debt for liquidity and the virtually unprecedented step of opening the
discount window to investment banks.

e At some point, we believe these measures will work and the financial system will begin to function normally.
Given the weakness in financials, there is a natural tendency to “bottom fish” and begin buying aggressively in
this sector. Recovery will likely occur when the credit markets start functioning normally and so figuring out when
this moment arrives is important. We are currently evenweight financials in our sector recommendations, but as
discussed in the Chart of the Week, when credit market conditions improve, history would suggest the financial
sector will likely outperform the S&P 500.

¢ One of the ways to measure confidence in the financial markets is the spreads between various debt classes. For
example, since early March, the spreads on mortgage-backed securities to Treasuries have narrowed by 70 basis
points from their April highs and the spreads of high-yielding securities to Treasuries have by a bit more than 200
basis points in the same time frame. This suggests buyers are starting to view the wide spreads on this debt as a
potential investing opportunity, which is an indicator of confidence.

e Our favorite indicator in measuring financial system sentiment is the T-bill less Eurodollar (“TED”) spread. It is the
topic of our Chart of the Week.
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Chart of the Week:

THE "TED" SPREAD AND FINANCIALS
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The upper lines on this chart shows the “TED” spread, the difference between three-months Libor (Eurodollar) yields and
three-month T-bill yields. The spread is normalized to account for the differences in yield levels. We include a two-year
average of the spread to show the underlying trend. The normalized spread can be used as a measure of the degree of
stress in the financial system. During stable periods, Libor yields are modestly higher than T-bill yields; the latter is
backed by the Federal government whereas the former is backed by the strength of the bank behind it. Libor is a good
measure of bank funding costs and shows how confident banks are in lending to each other. Historically, during periods
of financial market stress, investors flee to the safety of T-bills, lowering their yield. At the same time, they shun Libor
deposits due to the lack of government guarantee which raises their yield. This process widens the TED spread.

The lower line of the chart is the financial sector’s relative performance to the S&P 500. A rising number indicates
financials are outperforming the broader index; a declining number indicates the opposite.

Historically, during periods of financial stress, the TED spread widens. When this widening occurs, note that the financial
sector tends to underperform the broader market. On a normalized basis, the TED spread, though improving, is currently
very wide. Despite this improvement, the TED spread still suggests the financial system remains under pressure, and so,
until this spread begins to persistently narrow, we believe it is too early to begin overweighting the financial sector.
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