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Chaos or Shake up?

August 12, 2011

The events of the last few weeks have been truly amazing! Last May | stated both
on radio and at our conference that I felt something had shifted, and that a top of
significant importance had occurred in the market. | wasn’t sure it was THE top,
but it looks to be that way right now. The global economy currently faces assaults
on multiple fronts.
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First, the European “Greek tragedy/comedy” has now moved to Italy, the world’s
third largest debtor (yes, | said third largest). Only the U.S. and Japan have more
debt outstanding than this tiny little country about the size of the state of
California! Furthermore, cross-pollination of lending in Europe now jeopardizes
other countries, as banks
in other European nations
(especially France) are
heavy owners of Italy’s

debt. Needs thru 2014

A bailout of Italy could €1,6008
cost upwards of $1.4 1500
trillion, far more than the
current European bailout
fund has available. With a
total of $2.6 trillion, Italy’s
debt equals 120% of its’
GDP ().
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Changmg ?he Second, is what Bank Credit Analyst recently referred to as the “clown show in
Way America Washington.” Standard and Poors, after badly missing the implications of the sub-
Thinks About prime debacle, seems determined not to miss the ball this time.
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spending, lawmakers cannot agree upon how to fix the problem, and the poisonous vitriolic debate leaves
you wondering how they could ever come to terms, as both sides are on polar opposites in terms of their
perspective on how to fix the problem. So, a short term band-aid was put on the mess, prompting S&P’s
downgrade.

| can’t fault S&P for their outlook considering the “Grand Canyon” sized deficits coming at us as 76
million Boomers move slowly, steadily into the retirement system - - if you call 10,000 Boomers per day
hitting Medicare slow. But, S&P’s timing was certainly exquisite, exquisitely BAD considering that this
announcement came at a time when the markets were already in turmoil due to the European and the
Washington debt sideshows.

Third, we’re now seeing a significant slowdown in the global economy, as China, in particular, slows
hoping to avoid a hard landing. The world doesn’t appear to be in recession (yet), but a slowdown is
certainly in place, and global sales are having an outsized effect on U.S. multinational corporations.
Currently almost 50 percent of sales for S&P companies are generated abroad (2).

“Bank of America Merrill Lynch analysts said emerging markets will
account for 80 percent of global growth in 2011.”
Caroline Valetkevitch - Reuters 12-21-2010

Finally, U.S. GDP growth was revised downward yet again. GDP, estimated to have grown by 1.9% in
the 1% quarter of 2011 was revised downward to .36. That’s POINT 36, just above break even. Second
quarter GDP was estimated at 1.28% (but could be downgraded later as well).

Historically, if the economic growth rate drops below 2% during a recovery, as you can see in the next
chart, it’s almost always on the way to recession (2012 or 2013 here we come??). Yet, this time it could
be premature as Bernanke and Co. may well announce

. ; y another “stimulus” plan to stabilize the markets and buy
GDP REVISIONS: | Frojected | Revised | ;0 time. Europe will keep boiling as well.
2010-4™ 1% 1.35% . . . .
201047 QTR — Sk U.S. corporate profits (except for financial companies —
20111 QTR 1.9% 0.36% the Achilles heel of our economy) remain very strong, but
again, most of this is due to emerging markets, which are

2011-2nd QTR 1.3% 1.30% slowing. In all, none of this adds up to a shiny picture.

Source: Mauldin -29-11 Should a recessionary relapse occur, those profits will

likely evaporate anyway. (Remember, the stock market
often serves as a leading indicator of the economy, usually 6-12 months in advance.)

Barring a massive print job from the Fed, it’s going to be difficult for the economy to restart, especially
now that Federal government spending (one of the only sources of economic stimulus in the country) is
set to slow next year. Reduction in spending by the federal government next year will negatively impact
the economy as cited by a recent article in the Wall Street Journal. According to sources at Goldman




Page 3 Cornerstone Report

U.S. Growth Hits Stall Speed
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Sachs, the economy will likely take a 1.5% hit from government cutbacks next year if the Bush payroll tax
cuts expire at year end. But Moody’s has indicated that they may follow Standard and Poor’s downgrad-
ing the U.S. credit rating if they don’t allow them to expire. Talk about between a rock and a hard place.

For long term fiscal solvency, the government must cut spending. Yet, if it cuts spending and that softens
the economy, this threatens to put us back into recession. In a recession, budget deficits get larger because
there are less tax revenues coming in and more entitlement spending going out, like food stamps and un-
employment. Then if deficits get larger, this likely lowers our credit rating. This is a vicious circular
problem. Unfortunately, our country has been painted into a corner and there are no easy solutions.

Yet, this market currently has a “feel” to it similar to 1998. 1998 was NOT the beginning of the 2000-
2002 recession, just a pre-shock. The failure of a large hedge fund (Long Term Capital Management)
took the market down 20% almost overnight before stabilizing. Then, as per Greenspan’s arrangement, a
bailout occurred, the market bottomed and the crisis was halted (for the time being). 1998 was NOT the

big one, but just a precursor, a warning, if you will. The real bear market and recession hit 18 months
later. This is what | think my gut is telling me.

While the world’s financial situation is infinitely more complicated and desperate this time, with many of

the problems appearing intractable (U.S. national debt, Euro woes) the bottom line is that big bailouts buy
time.

While it won’t solve any of these problems, it could serve to kick the can down the road a year or two, at
least until the 2012 elections. My real concerns start around the 2013 - 2015 window, as a tsunami of
financial dominoes appear to be lining up for that period of time.

In all, expect more volatility until bailouts (both our Fed and Europe) occur. Right now I expect them to

stabilize the situation in the short run while solving none of the problems long term. In all, expect more
volatility.

(1) Wall Street Journal 8-10-11 and the Economist magazine 7-14-11
(2) McClatchy - Washington Bureau, March 28, 2011
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The Cornerstone Report is published by Cornerstone Financial Services, Inc., a Registered Investment
Advisor. Cornerstone Financial Services, Inc. offers financial planning and investment advice to clients
throughout the United States and other countries.

The opinions and statements made within this newsletter should not be construed, directly or indirectly,
as an offer to buy or sell any securities mentioned herein. Principals and/or agents of Cornerstone
Financial Services, Inc. may or may not have positions in any securities or investments mentioned herein.
Due to volatility within the markets mentioned, opinions are subject to change without notice. Statements
and opinions are based upon sources of information believed to be reliable; however, accuracy and
completeness cannot be guaranteed. No assurance can be made that recommendations contained herein
will be profitable or will be equal to past results. Past performance is no guarantee of future results.

This newsletter is designed to provide general economic and market information and should not be
construed to comprise individual or specific counsel concerning investment, tax or legal considerations.
Material discussed herewith is meant for general illustration and/or informational purposes only, please
note that individual situations can vary. Therefore, the information should be relied upon when
coordinated with individual professional advice. Please consult your financial advisor's) for specific
advice pertaining to any and all areas of financial planning. Global or international investing involves
special risks, such as currency fluctuation, political instability, and different methods of accounting and
different reporting requirements.

All technical analysis and resulting conclusions and observations are based upon historical chart
formations and patterns. Therefore, observations are a function of each analysts interpretation of the
charts—and also a function of mathematical probabilities. In effect, technical analysis is a study in
probabilities. What happened x number of times in the past per a particular chart pattern does not mean
it will always recur in the future. It logically follows that historical precedent does not guarantee future
results

* The S&P 500 is an unmanaged index comprised of 500 widely-held securities considered to be
representative of the stock market in general. You cannot directly invest in the S&P 500 index.

* The NASDAQ Composite Index is an unmanaged, market-weighted index of all over-the-counter
common stocks traded on the National Association of Securities Dealers Automated Quotation System.
You cannot directly invest in the NASDAQ Composite index.

* Small Cap stocks may be less liquid and subject to greater price volatility than large cap stocks.

* Sector investing may involve a greater degree of risk than investments with broader diversification.

* Investing in securities involves risk including the loss of principal invested. Past performance is no
guarantee of future results.

* The price of commodities, such as gold, is subject to substantial price fluctuations of short periods of
time and may be affected by unpredictable international monetary and political policies. The market for
commodities is widely unregulated and concentrated investing may lead to higher price volatility. In
addition, investing in commodities often involve international investing in emerging markets, which
involve significant risks. Please consider all of these risk factors before making a decision to invest in any
product.

For investment advice or portfolio review, call (800) 327-4285. There is no charge or
obligation for initial consultation. Jerry Tuma, David McCord, and other
representatives of Cornerstone Financial Services, Inc., are registered representatives
of and offer securities through Cambridge Legacy Securities, LLC.,
fmember FINRA/ SIPC & MSRB registered, a registered broker-dealer not affiliated with

Cornerstone Financial Services, Inc.
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