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Topics

1. The Current & Future State of the Economy
o Growth & Inflation
o Short-term & Long-term Rates

2. Accompanying Risk Factors & Forecast
Assumptions



Economic Growth



An Alternative Snapshot of Output

Real Final Sales to Domestic Purchasers (Diffusion Indexes)
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The BIG Picture

Real GDP Guidance from the Broad Industry Gauge

Recession = = Model-Based Estimate (from BIG) = Real GDP (saar over 2q) \
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Consumer Inflation



The Relevance of Persistence

Steady Decline in Inflation Persistence

1.2 -

0.8 -

0.6 -

0.4 -

0.2 1 Note:
Based on the sum of coefficients of Core PCE Inflation

O I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I I
2972 3q74 4q76 1979 2981 3983 4985 1988 2990 3992 4994 1997 2999 3q01 4q03 1q06

Source: BEA and Author’s Calculations 4



Inflation Dynamics

The Inflation Dynamics (%)

—Trend Inflation = = LT Inflation Expectations —e— Core PCE PI (saar)
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Inflation Breakdown

PCE Inflation Breakdown (4q % Chq)
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Slack & Core Inflation
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Interest Rates



Monetary Policy Implication

The 2-yr UST Yield minus Fed Funds Rate (%)
& Episodes of Policy Accommodation*
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Subtrend Growth & Fed Sensitivity

Output Gap & Inflation-Adjusted Fed Policy

= Qutput Gap (%) = = Real Fed Funds Rate (%)

Source: FRB, CBO and Author’s Proprietary Data 9



The Survey Says

Greater Risk of Lower Funds Rate?

= = Rate Spread Expectations (%)* Fed Funds Rate (%) FER
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The 10-year US Treasury Yield

The Likely Progression of the 10-year US Treasury Yield (%)

—— Actual = = Model-Based Forecast*

2 |
*The author’s proprietary model is based on four standard economic &
17 financial variables and a term premium measure
O I I I I I I I I I I I I I I I I I I I I I I

1991 3092 1994 395 1997 3098 1q00 3901 1903 3904 1906 3907

Source: US Treasury and Author’s Proprietary Data 11



Risk Factors &
Assumptions



Mortgage Delinquency
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Housing Imbalance...

Housing Market Imbalance & Home Prices

MS \ New Months' Supply (Inverted) = = New Median Home Prices (2 Chg) \ MHP
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Potential Impact on Lending Standards??
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Residential Spending Trajectory?

HP| \- = Home Price Index (26 Chqg)
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Downside Risks on Residential Payrolls

Detrended Residential Payrolls & Housing Starts

- = Residential Payrolls =—=Housing Starts
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The Patchy Mfg Sector

The Drag from Auto and Housing-Related Manufacturing
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Consumer Spending: The Silver Lining?

Future Spending Barometer (FSB) & Consumer Spending
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The Contentious MEW Factor

Mortgage Equity Withdrawal ($ BIn)
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The MEW Factor?
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Capex & Subdued Hiring Trends

Employment Trends have Slowed

\- = Job Cycle Leading Index (JCLI) Nonfarm Payrolls\
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Profit Margins...Historical Perspective

105 -

100 -

95 -

90 -

85 -

80 -

75

Likely Profit Margin Trajectory?

3006 = = Average — —Max —=— Min

70

-12 -1127 -10 9 8 -+ 6 5 4 3 -2 -1 O 1 2 3 4 5 6 7 8

O=Peak
(-)=Pre-peak quarters
(+)=Post-peak quarters

Source: BEA and Author’s Calculations 20



The Dynamics of BF|

The Categories of Biz Fixed Investment: Lead-Lag Relationship
(% of GDP)
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The Unemployment Rate Puzzle?

Unemployment Rate* (%) & Profit Margin Cycle
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Investor Psychology & Risk Spread
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Interest Rate Dynamics

Rolling The "Responsiveness” of the 10-year US Treasury Yield
Coefficient
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The “Conundrum” Factor

Implied Forward Term Premium on the 10-year US Treasury Yield
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Oil Shocks

"Oil Shocks" & Recessions

mn NBER-defined Recession =—"Oil Shock" Measure*

%
45 -

40 -
35 -
30 -

25 -
20 -

15 -

1960 1963 1966 1g69 1q72 1q75 1978 1981 184 1987 1g90 1993 1996 1g99 1q02 1q05

* Based on Hamilton’s Net Oil Price Increase Measure

Source: NBER, FRB, UCSD, BLS and Author’s Proprietary Data

26



The Much Debated Current Account

Current Account Deficit

= = Model-Based Estimate = Actual

Note:
The model is driven primarily by the on-going
-8% - adjustments in the US housing market
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Business Cycle Model

Guidance from the Business Cycle Composite Index (BCCI)

I Business Cycle Recession
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