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U.S. RECOVERY HAS LEGS TO STAND ON

Is Ben Bernanke standing in left field when he says
that an economic recovery will take hold later this year?
L eading economic indicatorstend to agreewith hispremise.
A year ago we published areport detailing indicators that
generally provide good lead times to an economic recov-
ery. Please refer back to the May 22, 2008 report titled
"Predicting the U.S. Recovery: Some leading indicators
are better than others", for details on the predictive nature
of the various indicators. Among the five economic and
financial indicators we cited, several are now on the up-
swing, pointing in the direction of arecovery inthefall or
shortly thereafter.

Housing data shows a turning point

Among the leading economic indicators, housing data
on building permitsand new home salesare believed to be
the onesto watch, given that the housing market kick-started
the U.S. into a recession. It appears from the adjacent
graph that the permits data hit a trough in November of
2008, while new home sales were quick to follow in De-
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HIGHLIGHTS

e Thereis aconsensus among the leading indi-
cators pointing to arecovery sometime during
the September to December period.

* Upward momentum must hold for the recov-
ery to materialize by the end of this year. All
bets are off if there is a 'surprise’ such as an-
other major financial institution failure.

e Less bad stillisn't good. The timing of the re-
covery says nothing about the strength of the
recovery. It only implies atrough in growth.

cember. Both of these indicators are generally reliable,
providing few false signals of arecovery. However, they
also provide advance notice of arecovery with lead times
that not only vary widely across recession cycles, but can
aso be quite lengthy, as much as 10-15 months. Using
these indicatorsto precisely predict the end of arecession
is risky business, but it does give us two important mes-
sages. Firg, itispreliminary evidencethat momentum has
turned, an important precondition for arecovery. Second,
it gives us some outer-bound sense of the timing of the
recovery. |If we take the incidences of longer lead times
asthe outer bound, it suggests arecovery would take hold
by February of next year at the latest, but perhaps more
reaigticaly inthe context of other data, the recovery would
come sometime in the September to December period.
Initial jobless claims was the other economic indicator
highlightedintheorigina report. Thisindicator may have
peaked in early March of thisyear, but it's hard to hang a
hat onit, sinceit isaleading indicator that is proneto send-
ing false signals. Already in this cycle, it has produced
many head fakes. We predicted that the 'peak’ signa it
sent in March 2008 would prove to be false, and indeed it
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was. Since then there has been other such instances. The
one difference thistimeis that the downward momentum
in the annual growth rate has been sustained for eight
weeks, whichisthe longest period yet. But, if itisa'true
peak and history turns out to be a consistent guide, it sug-
gests that a recovery is within 2-4 months of that peak.
Thisplacesan economicrevival inthe May to July period.
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relationship.

Stock market gives thumbs up INITIAL JOBLESS CLAIMS

There are two financial indicators that are often cited
as tried and tested predictors of economic recoveries. the 100
stock market and the 10-year Treasuries-Fed funds yield
spread. The latter, however, fails to provide much infor-
mation this time around due to distortions caused by the
credit crunch and actionstaken by the government and the
central bank to pump liquidity into markets. Perhapsmore
telling has been the retracement of corporate credit spreads
in recent months signaling that confidence is slowly but
surely creeping back into the market with some of the aver-
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siontorisk subsiding. By theend of April, investment grade 40
corporate bond spreads had returned to the lowest level 02 03 04 05 06 07 08 09
since September 2008, while the spreads for junk bonds Source: Department of Labor, TD Economics

had also narrowed significantly.

Still of valueasaleading financial indicator isthesignal

sent by the stock market (S&P500), which reflects mar- 10-YEAR CORPORATE BOND SPREADS*

ket participants expectations of discounted future earn- BY BOND GRADE

ings (alternatively, expectations about the future economy). 4 pEercent _ Per cent_ 12
The S& P500 has rebounded nearly 30% since the trough _ggf;:zi;'?:;aslzle) »

in early March. This indicator is signaling an economic 3
recovery will take hold over the next 3-6 months. That
places the outer-bound estimate at September, which is
also within the range that the housing market indicators
aresignaling.

The stock market can send false signal's, however, which 11
was the case in the 1974/75 and 1981/82 recessions. A 2
potential telling marker of afalsesigna weidentifiedinthe 0 i i i i i i
original TD report in May wasthat the S& P500 must sus- 01/08  03/08  06/08  08/08  11/08  01/09  04/09
tain a rebound in excess of 9% in order to minimize the *Corporate bonds over U.S. treasuries, as rated by Standard and
odds that the market has hit a false bottom. This marker Poors; Source: Haver Analytics, TD Feonomice
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proved correct in March 2008 when the S& P appeared to
have bottomed following the Bear Stearnsincident. The
market rebounded in the 9 weeks that followed, and while
it came close, it could not break above the 9% threshold
and it subsequently reversed course. With the collapse of
Lehman Brothersin September of that year, there was no
getting around the true extent of mortgage and credit mar-
ket difficulties, which intensified downward pressure on
stock markets the world over.

However, we currently stand in the 9th week of a sus-
tained recovery in the S&P500, and it has far exceeded
the minimum criteriaof the 9% threshold, raising the hopes
that the bottom in March could be the real deal.

Concluding thoughts

So what are the take-away messages from the various
signals being sent by the housing data and stock market?

1. There is a consensus among the leading indicators
pointing to arecovery thisyear. Rather than a united
front arguing for aworsening in economic conditions,
tentative turning points are becoming evident within
the data.

2. Theupward momentum must hold for the recovery to

materialize by the end of thisyear. All bets are off if
there is another 'surprise’ such as another major
financial institution failure (recall the Lehmanimpact).

3. Lessbad still isn't good. While we may have seen the

growth rates in new home sales and permits bottom,
they remain deeply in the red, with annual growth in
new homes salesdown 22% in March and the 6-month
annualized trend in permits showing a 50% contrac-
tion.

4. Thismagnitude of ongoing declinesleadsinto thelast

point: the timing of the recovery says nothing about
the strength of the recovery. Rather, it only impliesa
troughinthecycle. Inour official forecast we believe
the fourth quarter will mark a return to growth, but
one that is shallow at less than 1%, with a gradual
grind higher as we progress through 2010. See TD
Economics Quarterly Economic Forecast for details.

Beata Caranci
Director of Economic Forecasting
416-982-8067

LEAD TIMES: MONTHS IN ADVANCE OF END OF RECESSION
1970 1974/75 1980 1981/82 1990/91 2001
Economic Indicators
Residential permits (6-mth ann) 11 8 4 14 3 3
(1 false)
New home sales (yly %) 10 15 4 10 3 2
(1 false) (1 false)
Weekly Initial jobless claims (peak y/y%) 7 16 9 13 1 6
(time represented in weeks rather than months) (1 false) (1 false) (2 false) (2 false) (1 false)
Financial Indicators
10-year Treasuries - fed funds rate (+100bps) 3 2 1 5 3 7
(1 false)
S&P 500 Index (trough) 6 4 4 5 6 3
(1 false) (1 false)
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This report is provided by TD Economics for customers of TD Bank Financial Group. It is for information purposes only and may not
be appropriate for other purposes. The report does not provide material information about the business and affairs of TD Bank
Financial Group and the members of TD Economics are not spokespersons for TD Bank Financial Group with respect to its
business and affairs. The information contained in this report has been drawn from sources believed to be reliable, but is not
guaranteed to be accurate or complete. The report contains economic analysis and views, including about future economic and
financial markets performance. These are based on certain assumptions and other factors, and are subject to inherent risks and
uncertainties. The actual outcome may be materially different. The Toronto-Dominion Bank and its affiliates and related entities that
comprise TD Bank Financial Group are not liable for any errors or omissions in the information, analysis or views contained in this
report, or for any loss or damage suffered.
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