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What's Missing?

Economics and central bank policy will most likely play second fiddle to the
ongoing debt ceiling debate in the United States, the fiscal woes in Europe,
and the heart of the second quarter earnings reporting season for S&P 500
companies. Housing data (homebuilder sentiment, housing starts, building
permits, existing and pending home sales) will dominate the week, but the
key report of the week may very well be the July reading of the Philadelphia
Fed manufacturing index. Overseas, data on June consumer spending in
Japan and July manufacturing in China will draw the most attention from
market participants. It is a relatively quiet week for the Federal Reserve, with
only a few speakers on the docket. Meanwhile the central banks in Brazil,
Canada, India and South Africa meet this week, with only Brazil poised to
raise rates. Indeed, many overseas central banks may now be much closer to

the end of their tightening cycles than they were in the early part of 2011.

The Great Recession ended over two years ago and yet, economic

growth remains sluggish, the labor market is still moribund, and consumer
confidence has barely budged since June of 2009. So what's missing? The
answer of course, is in the question: The recovery is missing growth, and
jobs and confidence, but why? The section below briefly examines how we
got here (i.e. two years into the recovery) and what makes this recovery
"different” from prior economic recoveries. Our answers may surprise you.

In testimony to Congress last week (July 11-15), Federal Reserve Chairman
Ben Bernanke noted that although the economy was growing, and expected
to continue to grow in the coming quarters, headwinds to growth were
prevalent. The headwinds noted by Bernanke included the following:

= Slow growth in consumer spending, even after accounting for the effects
of higher food and energy prices

= The continuing depressed condition of the housing sector
= Still-limited access to credit for some households and small businesses
= Fiscal tightening at all levels of government.

In prior public appearances over the past few months, Bernanke, in addition

to mentioning temporary factors—the earthquake and Tsunami in Japan and

its impact on the global supply chains, severe weather and higher energy
prices—has cited “weakness in the financial sector” and “balance sheet and
deleveraging issues” as longer-term issues that may be impacting the recovery.
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While consumers have “hung in there” as we expected at the beginning

of 2011 (see 2011 Outlook publication), the slow labor market and ongoing
repair of consumer balance sheets (i.e. consumers are paying down debt
and saving, along with doing a little spending) has clearly limited the
consumers’ influence on the recovery. Through the first seven quarters of
the recovery (the second quarter of 2009 through the first quarter of 2011),
consumer spending’s contribution to overall real domestic product (GDP)
growth has been 11 percentage points, which sounds great considering that
consumer spending accounts for two-thirds of GDP. But the consumer’s
contribution to GDP growth in this recovery pales when compared to the
recoveries following the mild 1990-91 and 2001 recessions, and is not
even in the same league with the performance of the consumer following
the severe 1973-75 and 1981-82 recessions.

Contribution to GDP Growth Over the First Seven Quarters of Recovery
(In Percentage Points of GDP Growth)

Recovery Recovery Recovery Recovery Recovery
From Great From 2001 From 1990-91 | From 1981-82 | From 1973-75
Recession Recession Recession Recession Recession
Consumer 11.0 13.3 15.4 247 18.9
Spending
Housing 0.3 3.0 3.0 7.3 6.2
State and Local | -1.5 038 14 2.2 02
Government
Spending

Source: Haver 07/18/11

On average, during the first seven quarters of the economic recovery
following the two mild recessions (1990-91 and 2001), consumer spending
contributed around 14 percentage points to growth. In the similar period
following the severe recessions (1973-75 and 1981-82), consumer spending
contributed around 22 percentage points to growth. Tepid real income growth
which, in turn, is a result of tepid job growth, takes most of the blame here
during the current recovery, along with the aforementioned balance sheet
repair. Looking ahead, the consumer-related headwinds are likely to persist,
keeping a lid on spending and consumer confidence. Our forecast remains
that the consumer will continue to “hang in there” but will not be the driver of
economic growth it was during similar stages of prior recoveries.

Turning now to housing, over the first seven quarters of the current recovery,
housing has been a net drag on overall GDP growth, marking the first time
in the post-WWII era that housing has not made a contribution to overall
economic growth this far into a recovery. On average, during the economic
recoveries following mild recessions, housing contributed three percentage
points to GDP growth, and that figure is closer to seven percentage points
in recoveries from severe recessions. As one might expect, the weakness

in housing in this recovery has had a major impact on employment in the
construction industry.

Construction employment has declined at a 3.7% annualized pace since
June 2009, while in the recoveries from the severe recessions in the 70s
and 80s, construction employment at this point in the cycle had increased
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For the first time since WWII, state
and local government spending has not
added to growth over the first seven
quarters of an economic recovery.
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by 4.0%. Looking ahead, housing is likely to continue to bounce along the
bottom, not getting any worse, but not getting any better either.

A large overhang of unsold existing homes—officially around four million, but
there are another two million or so existing homes in the so-called “shadow
inventory” (bank-owned houses mired in the foreclosure pipeline) —continues
to be the largest impediment to an improved housing market, although tighter
lending standards (relative to the 2002-2006 boom years) and a tepid labor
market are also helping to restrain housing. On the plus side, housing affordability
(the ability of a family with the median income to afford the payment on the
median priced house) is at an all-time high, and banks are becoming more willing
to lend in this sector. There is a ton of housing-related data due out this week for
June and July that the market will continue to monitor to assess the health of this
small, but important segment of the economy.

Since WWII, state and local government spending and employment
has been a reliable source of economic growth at virtually all points in
the business cycle. But as noted last week by Fed Chairman Bernanke
(and often by LPL Financial Research in recent months) state and local
governments have been an unprecedented impediment to growth and
employment in this recovery.

For the first time since WWII, state and local government spending has not
added to growth over the first seven quarters of an economic recovery. In
fact, state and local government spending has subtracted one and a half
percentage points from growth over the past two years, and state and local
government employment has contracted at a 1.5% annualized rate over that
time. In contrast, state and local government spending has added around
one full percentage point to growth over the first seven quarters of the

prior four economic recoveries, while adding jobs at a 1.5% annualized rate.
Looking ahead, the best case would be that state and local government's
contribution to GDP growth stabilizes, and that the job losses seen in the
sector continue at the current pace (around 15,000 to 20,000 per month) for
the foreseeable future, as states and municipalities of all sizes continue to
struggle with too much spending and not enough revenue.

Of course, the lack of contribution from state and local government and
housing, along with the historically low contribution from the consumer

at this stage of the recovery, has left the heaving lifting to the export

sector, inventory accumulation, business spending and, of course, federal
government spending. Three of the four of the drivers of growth thus

far in the recovery—business capital spending, exports, and inventory
accumulation—appear likely to continue, while federal government spending
will likely fade as budget cuts at the federal level loom on the horizon.
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IMPORTANT DISCLOSURES

The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you,
consult your financial advisor prior to investing. All performance reference is historical and is no guarantee of
future results. All indices are unmanaged and cannot be invested into directly.

Quantitative Easing is a government monetary policy occasionally used to increase the money supply by buying
government securities or other securities from the market. Quantitative easing increases the money supply by
flooding financial institutions with capital in an effort to promote increased lending and liquidity.

Stock investing involves risk including loss of principal.

The ISM index is based on surveys of more than 300 manufacturing firms by the Institute of Supply
Management. The ISM Manufacturing Index monitors employment, production inventories, new orders, and
supplier deliveries. A composite diffusion index is created that monitors conditions in national manufacturing
based on the data from these surveys.

International investing involves special risks, such as currency fluctuation and political instability, and may not
be suitable for all investors.

This research material has been prepared by LPL Financial.

The LPL Financial family of affiliated companies includes LPL Financial and UVEST Financial Services Group, Inc., each of which is a member of FINRA/SIPC.

To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial is not
an affiliate of and makes no representation with respect to such entity.

| Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not Guaranteed by any Government Agency | Not a Bank/Credit Union Deposit
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