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Oil Price Shocks and the Economy

Real Crude Prices (average of Brent,
Dubai, WTI spot prices), YIY% growth
——Real GDP, Y/Y% growth
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The Treasury Yield Curve vs. GDP 500
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Yield Curve Steepness: 10 yr yield - 3 mo. yield (bps)

Uncomfortable trend, but still quite high
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RISK MEASURES IN THE CREDIT MARKETS

source: Financial Times,Merrill Lynch,Federal Reserve
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Real Gross Domestic Product (GDP)

o annualized quarterly growth rate
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Real Personal Consumption Expenditures, y/y% Growth Rate
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Real Personal Consumption Expenditures, y/y% Growth Rate
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Durable Goods Orders, y/ly % Growth

(note: Manufacturers' New Orders for Nondefense Capital Goods ex Aircraft, is a
carefully watched indicator of future business spending.
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Jobless Claims, 000's

-31% since

\ peak

Initial Claims, left scale

— Continuing Claims, right scale

source: Labor Dept.
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Private Sector Jobs Created and the Unemployment Rate
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Private Sector Jobs Created and the Unemployment Rate

A

Unemployment
Rate (right scale)
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Recap

4 forces caused recession, now
helping recovery

Consumer, manufacturing, and most
indicators positive but slowing

Employment lagging but getting
better

So what’s the holdup?



Structuralists:

oo much taxes, QgIJJﬂ"r]on
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EH

Arguments forrdoubie=dipy defiation or
continued siow growthyintiation

Double dip / deflation

sionetarR/ pPolicy
ineffective

*Fiscal policy damaging
Shaky housing market
High unemployment
Taxes and regulation
‘Weak consumer

Slowgrowthyinfiation
Monetary policy set to
“nuclear”

Banks wanting to lend
Low inflation, interest rates,
[abbor ratesi(now)

*High corporate profits
Big/increase in M&A

*Rest of the world growing
Change in WDC, fiscal
policy coming

*Yield Curve very positive
(leads 3-5 quarters)

On to infation:::
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Business insured. Success ensured.
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leiflettion

Simple example

lloday:
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.

The U:S: governmentwill want inflation:

1-2 years down the road

EH
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SEVEAlYPES OINRIHIAtG

S Consumerprecenniaticni=mread
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LCommodity price inflation - oll
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Sovernment policies can contribute

JIJIJ:]EJJIJ

© Copyright Euler Hermes 2010

S

to



Viohetan/ policy (JI2KEeS SES @ISHoNE)H)
 Run by the Fed, Bernanke
e Interest rates, money, QE

EiIScCaltEGlICY

 Run by the administration and
Congress

 Taxes and spending



Monetary Base: Printing Money,
Quantitative Easing
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2,500 - Federal Reserve Balance Sheet, $B Total
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Business insured. Success ensured.
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ZWD vs USD Exchange Rate History
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. 6.5 x 10108% (Forbes Asia, 22 Dec 08)
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The Fed is unlikely to let that happen. -

So change in balance sheet and public statements wil
start 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.. June — October.. important
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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
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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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Business insured, Success ensured.
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of the U. S. Government
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Business insured. Success ensured.

Y

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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Business insured. Success ensured.

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

UK 42%
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years.
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Fiscal Policy £y

On Wednesday, September 8", just a few days ago, the
U.S! Tireasury borrowed $21 B “on your behalf;” for 10
years.

On Wednesday, August 11th, the U.S. Treasury borrowed
$24 B “on your behalf,” for 10 years.

And it will borrow a similar amount in early October for 10
years.

About 10% of this amount will be borrowed from the
Chinese (and another 10% from the Japanese)

In 10 years my kids, and yours, will be paying taxes to
repay those loans to the Chinese.



Recent
Treasury
Issuance, $B

All

10 yr | 30 yr | (net)

Jan-09 16 0 29
Feb-09 21 14 81
Mar-09 18 11| 204
Apr-09 18 0 134
May-09 22 14 19
Jun-09 19 11| 218
Jul-09 19 11| 155
Aug-09 23 15| 104
Sep-09 20 12 | 147
Oct-09 20 12 71
Nov-09 25 16 | 235
Dec-09 21 13| 154
Jan-10 21 13 58
Feb-10 25 16| 134
Mar-10 21 13| 242
Apr-10 21 13| 140
May-10 24 16 15
Jun-10 21 13| 250
Jul-10 21 13 68
Aug-10 24 16 79
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shDeficitwilifcontributestorinfiation
ol Consumer Prices

s And willsreally contributeto
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"Crowding Out:" The Budget Deficit vs. Interest Rates 29

...interest 12%

rates climb

10%
yield on 10 yr.
Treasuries (rhs)
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Sources: The Federal Reserve. Congressional Budget Office
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...interest 12%

rates climb
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FX$ vs. Oil, 12mo %change 100%
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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...



EH

Butreally;whio s torbiamertor
the financialicrisis?

....the Human Condition.

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

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

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

(Sorry).

@iherenii
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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, Australia, Malaysia, Norway and
India have already started tightening

e China — put restrictions on lending to prevent
bubble
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RISkS cH

 Housing market collapses / foreclosures
 Monetary policy becomes ineffective
 New taxes and regulations

e Austerity

e Endless “Stimulus” packages

 Oll prices spike

e Protectionism

* PIIGS damage the euro-zone and us

* Global growth stagnates

 Double dip



CGonclusions ER] cute erues

 Recession over thanks to olil, interest rates, and lack of
fear. Expect GDP growth ofiareund 2% oVver next few.
years

 Recent weakness suggests recovery slowing but not
stopped. Very easy to lose big picture.

 Monetary policy is aggressive, but risks inflation long
term.

 Fiscal policy of huge deficits is disastrous, will cause
inflation in consumption, money, and bubbles, while tax
increases will surely damage growth.

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



Concliusions

EH

Argumentsrrordoubie=-dipy deriationior
continuedisiow growthyintiation

Double dip / deflation

sMionetary: policy
ineffective

*Fiscal policy damaging
Shaky housing market
High unemployment
Taxes and regulation
‘Weak consumer

Slow growthi/ infiation
Monetary policy set to
“nuclear”

Banks wanting to lend
L_ow inflation, interest rates,
labor rates (now)

*High corporate profits

*Big increase in M&A

*Rest of the world growing
Change in WDC, fiscal
policy coming

*Yield Curve very positive
(leads 3-5 quarters)
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Thank you
for your attention.

www.eulerhermes.com

© Copyright Euler Hermes 2010 = 95



COPYRIGHIT @)2010
EULERBERMESIAC]

The information herein is the proprietary and copyrighted material (the "Copyrighted
Material") of Euler Hermes ACI. The Copyrighted Material, or any portion thereof, may not be
reproduced, retransmitted or submitted to any media outlet, or posted on any Web site without
the express written consent of Euler Hermes ACI. This information provided herein is believed
to be obtained from sources deemed to be accurate, timely and reliable. However, no
assurance is given in that respect. This communication may contain privileged and/or
confidential information. It is intended solely for the use of the addressee. If you are not the
intended recipient, you are strictly prohibited from disclosing, copying, distributing or using
any of this information. If you received this communication in error, please contact the sender
immediately and destroy the material in its entirety, whether electronic or hard copy.

© Copyright Euler Hermes 2010 = 96



	An Overview of the U.S. Economy

