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Passing the Baton From Rate Cuts to Tax Cuts

In an effort to cement a recovery, Federal Reserve policy makers reduced the target rate to a seven-year
low of four percent at the May 15 meeting and left the door open for yet additional cuts. However,
improving economic conditions suggest we may be close to the end of the rate cutting cycle and the Fed
may be passing the economic stimulus baton from rate cuts to tax cuts.

Tax cuts equivalent to one percent of GDP are set to begin in the second half of 2001 and can help to
offset some of the negatives facing taxpayers, such as high energy costs. The bulk of the tax cut is due to
the cut in the bottom tax rate from 15 to 10 percent. About $40 billion is likely to be refunded by check in
the third quarter, providing a sizable shot of stimulus, just as the Fed begins to slacken the pace of
interest rate cuts.

Classic Recovery -- History Just Keeps Repeating Itself

The markets have exhibited signs of a classic recovery from a bear market. The combination of the
Federal Reserve's aggressive rate cuts, coupled with the outlook for tax cuts, has bolstered investors'
confidence. Historically, the average lag time between the beginning of the Fed easing cycle and the
bottom in stock prices has been three months. The trend proved itself again this year, as the market
bottomed on April 4 -- exactly three months following the first rate cut on January 3.

History also shows that, over the four Fed easing cycles during the past 25 years that included a fifth rate
cut, the market always moved higher without looking back. On average, the market was up 30% one year
later.

The rest of this quarter is likely to see continued inflows of cash from the sidelines. Investors will look at
any small pullbacks as opportunities to deploy cash into the market. Until we get an earnings-driven bull
market, the Fed has proven willing to provide us with a liquidity-driven one.

Earning Respect

PNC Advisors dropped its S&P 500 operating earnings target to $55 from $56, based on final numbers
from the fourth quarter and first quarter reports. This change is also consistent with our continued outlook
for flat earnings growth in 2001. Our S&P 500 year-end target remains 1450.

Earnings estimate reductions have abated in recent weeks after peaking in the first quarter pre-
announcement period. The second quarter pre-announcement period should not result in the flurry of
downward earnings estimate revisions and pressure on valuations that accompanied the first quarter,
given that companies have lowered the bar sufficiently in the first quarter.

Fully Stocked

The steepening of the yield curve witnessed over the past two months is a classic sign of the end of a Fed
easing cycle. Bond market participants have become more concerned with inflation than recession. Stocks
should continue to outperform bonds over the next 12 months; however, the recent advance leaves
stocks less attractively valued. Rather than increasing broad equity exposure, an increase in exposure to
more aggressive sectors and industries may be warranted for certain types of investors. Economically
sensitive growth and value stocks should outperform defensive groups.

Jeff Kleintop, who prepared this report, is senior investment strategist for PNC Advisors. To speak with Mr.
Kleintop, or other PNC investment professionals, contact Mary Lynn Salac, PNC Advisors, at (412) 768-
5770.

PNC Advisors, headquartered in Pittsburgh, is one of the nation's largest wealth managers, with over $60
billion in assets under management, and is a member of The PNC Financial Services Group. It provides a
full range of tailored investment and traditional banking solutions to affluent individuals and families,
including full-service brokerage through J.J.B. Hilliard, W.L. Lyons, Inc., a registered broker-dealer and
member of NASD and SIPC. PNC Advisors also serves as investment manager and trustee for employee



https://pnc.mediaroom.com/index.php?s=3473&item=73913

benefit plans, and charitable and endowment assets. PNC Advisors currently operates in 21 states and
serves over 320,000 clients.

This report does not constitute the provision of investment advice to any person. The information
contained in this report was obtained from sources deemed reliable. Such information is not guaranteed
as to its accuracy, timeliness or completeness by PNC Advisors. The information contained in this report
and the opinions expressed herein are subject to change without notice. Past performance is no guarantee
of future results. Neither the information in this report nor any opinion expressed herein constitutes an
offer to buy or sell any security or financial instrument.

Investments: Not FDIC Insured. No Bank Guarantee. May Lose Value.

CONTACT: PNC Advisors, 412-768-5770.
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