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The Business Cycle and Recessions ek
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Oil Price Shocks and the Economy

4 10%
Real Crude Prices (average of Brent,
Dubai, WTI spot prices), YIY% growth
——Real GDP, Y/Y% growth
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oil price shocks damag the/
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e FHousingiViarket: s
Viorerstrong data

Existing 1 family home sales up 21% yly
New 1 family home sales up 48% yly

Months supply of existing homes down
25% to 8.4 from 4/08 high of 11.2

Months supply of new homes down 59% to
5.0 from 1/09 high of 12.1

Starts up 41% yly, permits up 17%
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The Treasury Yield Curve vs. GDP 500
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Spreads returning
to "normal”

source: Financial Times,Merrill Lynch,Federal Reserve

RISK MEASURES IN THE CREDIT MARKETS
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HOW Wergotl
Net % of Banks... 6 Q's
down
N — Tightening conditions, large firms (good)
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Real Gross Domestic Product (GDP)

annualized quarterly growth rate

= Consensus forecasts -
generally 3%-4% in 2010
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Lonsumer

Consumption Component (C) of Real GDP

annualized quarterly growth rate
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Institute of Supply Management (ISM) Indices

65 (>50 Expansion, <50 Contraction)
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Institute of Supply Management (ISM) Indices
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Durable Goods Orders, y/ly % Growth

o note: Manufacturers' New Orders for Nondefense Capital Goods ex Aircraft, is a
( Manuf ' New Orders for Nondef Capital Good Aircraft, i

30% - ; :

carefully watched indicator of future business spending.
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Employment =
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Jobs Created and The Unemployment Rate

[
Unemployment
Rate (right scale)
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Jobs Created and The Unemployment Rate
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Employment Q] cusce e
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Bankruptcies also lag Rl e CERES
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Business insured. Success ensured.

Recap

4 forces caused recession, now helping
[ECOVELY

Consumer, manufacturing sectors
positive and improving

Employment lagging but getting better
Bankruptcies lagging but getting better
On to Inflation, the future, conclusion
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leiflettion

Simple example

Today:
Lend $1 @10%. Loaf of Bread costs $1

Inflation goes to 20%
A Year later:
Creditor gets $1.10 back.

But now loaf of bread costs $1.20.

Creditors lose.
Debtors like the U.S. government, win.

EH
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Several types of inflation:
« Consumer price inflation - bread
 Money price inflation - interest rates
« Commodity price inflation - oil
« Asset price inflation - stocks, houses



NoNnflationmow,; bUut tremendous
InfationaRy pressuresinpipeline

Vionetany:policy (NIakes S5 @ISHoNOH)

 Bernanke is student of the Great Depression -
move big and move fast

 Slashed FF rate to 0%

 Invented many schemes to create liquidity

EiIscallPolicy

« $150B stimulus in 2008: tax rebates

« $787B stimulus: lower taxes, increase
spending — can work.

« Butit’s aterrible sham - 75% will be spent after
the recession! Inflation, deficit, debt.



Source of Inflation: Too Much Money

i

Monetary Base —__
4qs % A

source: Federal Reserve Bank of St Louis, BLS
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Source of Inflation: Too Much Money

Monetary Base —__
4qs % A

source: Federal Reserve Bank of St Louis, BLS
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Source of Inflation: Too Much Money

Monetary Base —_

4qs % A
source: Federal Reserve Bank of St Louis, BLS
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2,500 - Federal Reserve Balance Sheet, $B
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Garnrlan Flya2rifleiion

WhelesalerPrice Index
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Business insured. Success ensured.

Garrar) iy oerirrilation

WhelesalerPrice Index
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ZWD vs USD Exchange Rate History

"7 231 000 000% (official, July 08)
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The Fed is unlikely to let that happen. -

So change in balance sheet and public statements are
starting to signal gently that it WILL have to come

“But there’s no sign of inflation and unemployment’s
highi

Of course there isn’t! That’s not the point!
The point is that inflation gets out of hand easily, and it
takes a really long time for changes in monetary policy to

have full effect; 3-5 Qs.

First note that unemployment peaks around 1-2 Qs after
recession ends... about right
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ess insured. Success ensured.

Federal Funds Rate vs Unemployment
12%

The Fed is usually too L
late: ave. 10 mos from
10% peak unemployment to
tightening.
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Federal Funds Rate vs Inflation

\
MMEHM !‘ «lﬁﬁ!ﬁﬁﬁ\“ﬂuﬂ’!




16%

14%

12%

10%

8%

6%

4%

2%

0%

-2%

Bl EULER HERMES

sured. Success ensured.

Federal Funds Rate vs Inflation

The Fed is almost |
always too late:

ave. 31 mos from

tightening until
peak CPI
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iherEederalixesenve Bankeat
jeastihasiaplanttorreduce
Spending ancd moprupiguidity:

iihe EederaliGovermment:s planiis
1o Spendimore; torerfectively
jRcreaseliguiditysanditoNnCrease
therdebtiburden:




Spending, Deficits and Debt L EESES

Gov’t spends $120
Gov’t gets tax revenue $100
Deficit $20

« Treas. gets loan, issues $20 notes/bonds

e Not a Ponzi scheme, no intent to deceive,
return is fixed, debt retired, revolving
credit
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A New Era of Responsibility

Renewing America’s Promise
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Office of Managerhnent and Budget
www.budget.gov
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1960 - '07

Ave. Max
U.S. -2.1% -6.0%
UK -2.2% -7.9%
France -1.7% -6.0%
Italy -6.0% -12.4%

Japan -3.7% -10.2%
Canada -1.8% -6.0%
EU targ. 3.0%
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1960 - '07
Ave. Max

us. -2.1% -6.0%
UK 2.2% -7.9% ATNew Eralofi
France -1.7% -6.0% kesponsibility!
Italy -6.0% -12.4%

Japan -3.7% -10.2%
Canada -1.8% -6.0%
EU targ. 3.0%



1991-2007

U.S. 63%
Italy 110%
Germ. 58%

UK 42%
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1991-2007 ATNewW Era of:
Uu.s. 63% Responsibility!
Italy 110%
Germ. 58%
UK 42%

debt held by public
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Spending
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The Fiscal Stimulus SRl CULER HERMES

« $787B stimulus spending: several more
years, only $333 (42%) has been
“obligated”, only 35% has been “spent”
« $150B “Jobs Bill”

« $25B to state govts to prevent layoffs

* Health Care!

 Note to Congress...
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"Crowding Out:" The Budget Deficit vs. Interest Rates 29

...interest 12%

rates climb
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...interest 12%
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FX$ vs. Oil, 12mo %change

/\ Na VA

FX$ (inverted)
— Oil

Sources: Nominal Broad Trade-Weighted Exchange Value of the US$, Fed.
Average Spot Price: Crude Oil: Average of Brent, Dubai & WTI (US$/Barrel); World Bank
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But really; whors to'blamerfor § = EiEEls
thefinaneial crisis?

« Community Reinvestment Act for promoting
risky loans
 Mortgage bankers and brokers for making
those loans
* People for taking those loans when they
shouldn’t have
 Fannie / Freddie for providing a market for
those loans
e Rating Agencies for being lulled
 Regulators for not paying attention
* Foreigners for lending us too much money
 Investors for creating too much “spec” housing
 Investors for seeking too much risk in MBS




But really; whors to'blamerfor § = EiEEls
thefinaneial crisis?

 Investors for panicking and paralyzing banks
e Alan Greenspan for inflating the housing
bubble
 Ben Bernanke for bursting the housing bubble
e Paulson, Geithner, Bernanke, etc. for bailing
out all those banks
 Paulson, Geithner, Bernanke, etc. for not
bailing out that one bank
e Congress for not passing TARP
e Congress for passing TARP

« And most importantly...



Butreally; who s torblamerfor § =
thefinancial CrisISZ

e...the Human Condition.

« Humans will always strive to improve their
status, and will always take risks to do it.

e That will never change, and no amount of
regulation can’t stop the need to take risks.

e So this is not the last financial crisis you will
ever see.

(Sorry).

@herehnin
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ATfinalhwerdieniinfation

We’ve seen pressures on consumer, interest
rate, and commodity inflation, but...

...other countries are already feeling it,
preparing for it:

« Canada - raised once

 Australia — raised six times, 1.5%

 India — raised twice for 50bps, f’cast 5.5%
inflation

e China — put restrictions on lending to prevent
bubble
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2009 2050

ROTW 27%

Not mis-management



Stock Market Stock Market
Capitalization 2006 Capitalization 2050

1.3% 92.7% 33.0%
IN <1%
Emerging
CH <1% o=~  LatinArer
China Emerging
0.70% Eastern
Europe /
gy =

T vrvene jur e swng 2Nl @nd Future For Investors by Jeremy ]. Siegel
i)



The World is Going to Change [ Bkl

MplcaloNS:

L Protectionism will'ne Ionger ke an option
» |each our children Chinese and Hindl,
ot Spanishiand Frenchn

ISt oxias many people; growing with2no
oVverraavantage ( HONES; AlFPOKLS):

SNISTNoICoemMSaay- it JJ SSHeHmeEantiie
eNdi ol ULS: ProSpPEenty; ifeedomrorgional
IMportance; PUrIrputstus Imore: at HSKe::
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RISKS 28] uLER HeRMES

* PIIGS damage the euro-zone

- Double Dip — weak consumer + something else
bad sends us back into recession

 Housing market collapses / foreclosures
« Commercial real estate

« State budgets broken

s'Viore waste

 Oil prices spike

 Increasingly divisive politics, populism /
protectionism

» Global growth stagnates



Conclusions s

 Recession over thanks to oil, housing, interest rates, and lack
ofifear. Expect GDP growth| of around! 3% over next few years

* On brink of creating jobs, unemployment rate is near the
peak but will take years to come back down, hurting those in
office.

o Inflation likely on the way, 2011 and beyond
 Interest rates up soon, and then continuing next 2-3 years

o Monetary policy was great and is; getting mopped up; but it
was too much to avoid consumer inflation

 Fiscal policy of huge deficits will cause money inflation
(interest rates)

« Will also likely cause FX$ inflation, and oil price inflation
 Oil prices are problematic in several ways

 Bubbles are caused by “easy money” which will come
around again some day as the credit cycle eases...



EH

Finally, please, remember, this is a
mostly positive presentation!

e The economic news Iis very good right now.

e We know about inflation ahead of time so it’s less of a
problem.

* Our fiscal situation is scary but it does not have to be
doomsday - it can change.

« We know about 8x as many people ahead of time so it’s
less of a problem

 The economic news is very good right now.




EULER HERMES

Thank you
for your attention.

www.eulerhermes.com
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