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(Bloomberg News) - Lakshman Achuthan, managing director at Economic Cycle Research
institute in New York, comments on his outlook for U.S. economic growth and inflationary

pressures. He spoke in an interview before the U.S. Labor Department released its June
employment data today.

On the economic environment;

The recent economic data indicate "there is ho recessionary kind of risk out there.”

The services sector "has offset all the other weakness. That is why we never went info any
kind of hard landing.”

shout ECRI

"We're talking about a stronger, healthier, firmer economy." and we see “still no big problem
with inflation.”
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On the future inflation gauge:

"Looking at inflation, those indicatars are actually coming off still."

"The clear direction” of the future inflation gauge "is that there is no runaway, upturn trend.
That is the key message for palicy makers."
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Bottom Line: Boost MBS exposure to neutral. Re- CHART 11
. . . . . Mild Slowdown Intact
main positioned for higher yields by favoring 15- s "
. . 18M NEW ORDERS*:
year and higher coupon securities. — MANUFACTURING
=== NON-MANUFACTURING
- 690
ECONOMY AND INFLATION
GDP growth rebounded in the second guarter, 5
but this only represented an unwinding of a
slump in inventaries and net trade. While we ex-
o 40 - 40
pect trade to be a positive source of growth for B B
the foreseeable future, final domestic demand ' N R b s 1"
o X . . -~ SUPPLIER DELIVERIES (RS) | | Big 465
growth is still in a slow-motion (albeit volatile) Pl divengence
slowdown phase. We are still in the soft landing ; e
camp, but the difference with previous similar pe- i
riods is that this slowdown is lasting longer and W 1%
” R T
we do not expect any real change over the bal- bl M‘
2 50
ance of the year, i.e. on average, demand growth
will be slightly below potential. © BCA Resaarch 2007 | 45
IR A U N TR NS NS B T B
. 1398 2000 2002 2004 2006 2008
The ISM manufacturlng survey showed a further *SOURCE: INSTITUTE FOR SUPPLY MANAGEMENT
gain Jast month, underscoring that the production
side of the economy has recovered after an inven- CHART 12
tory-induced slide (Chart 11). The weak dollar Employment Dichotomy
. . . . Ann%; %
and ongoing foreign economic strength will pro- Chg ; PAYROLL EMPLOYMENT GROWTH- Cho
vide support, but consumption is fikely to be slug- ; 13
gish as consumers retrench in the face of modest 1z
headwinds from housing, energy prices, borrow- 4,
ing rates and even employment growth. Payrolls .
are still expanding at a decent pace, but the
ek
growth rate has been trending lower and our
model shows a further modest deceleration ahead 17
(see Chart 14 in last week's Bulletin). Those sec- Ann%— EMPLOYMENT GROWTH: = Ann%
[ he housing s learly suf O EDGERTION AND AEALi ) SemeRoN: o
- H
tors closest to the ousing siump are cleariy su Lo EOUSINE-RELA'PED*“AND A e A DE 1,
fering in terms of employment, but other parts of
the economy are in good shape (Chart 12). Hiring
plans and layoff announcements are still fairly sup- 2 42
portive, but the period of excessive consumption
is over and the risks are on the downside. . .
While raw material input costs remain strong (the m:”“fs‘-"ml””"’l [ L1
ISM prices paid index), firms are still having 1908 2000 2002 2004 2006 2008

* =—— ANNUAL GROWTH, - - -3-MONTH RATE OF CHANGE, ANNUALIZED
“EXCLUDES HOUSING RELATED FINANCIAL SECTORS (REAL ESTATE CREDIT,
MORTGAGES & NONMORTGAGES LLOAN BROKERS, LESSORS OF RESIDENTIAL
BUILDINGS, OFFICE OF REAL ESTATE AGENTS & BROKERS)
*INCLUDES: HOUSING RELATED FINANCIAL SECTORS, RESIDENTIAL BULDING,
RES, SPECIALTY TRADE CONTRACTORS, REAL ESTATE PROPERTY MANAGERS

trouble passing along cost increases. Bottlenecks i/

are not an issue (see the ISM supplier deliveries

editor@BCAresearch.com ® TEL 514.499.9550 ® FAX 514.843.1763 W www.BCAresearch.com Copyright @ 2007 BCA Publications Ltd. All Rights Reserved. Refer to last page.
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CHART 1
Subprime Takes Another Hit
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Housing Doldrums

o HOUSING INVENTORY: -
— NEW

=== EXISTING

~—— MORTGAGE APPLICATION REFINANCE INDEX" (LS)_
-~ CONVENTIONAL MORTGAGE RATE (RS)

RESIDENTIAL REAL ESTATE LOANS LENDING STANDARDS*

MORE DIFFICULT
TO GET LOAN
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of new and existing homes are very high and

1)
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both housing starts and permits remain elevated

as homebuilders have been slow te retrench.

Higher borrowing rates and tighter lending stan-

dards mean that it may take some time to clear

the overhang of unsold homes frem the market
(Chart 2).

The key issue is whether the weakness in

subprime will continue to leak into the broader

credit markets and even lead to financial system

disruption or failure. We continue to bet against
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CHART 3
Corporate Borrowing Is Bond Bearish
Bn§
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“Chi LOANS PLUS NONFINANCIAL COMMERGIAL PAPER
**NET OF REFINANCING, LAST 3 MGNTHS ARE BCA ESTIMATES

countries (Chart 2, top panel). Real rates histori-
cally have moved well abave this benchmark in
past cycles. Further rate hikes of about 50-60 ba-
sis points are already discounted cutside the U.S,,

but there may still be more upside potential.

Well behaved inflation in the major countries pro-

vides central banks with some breathing space.

Nonetheless, we suspact policymakers will err on
the side of réstraint given the current backdrop of
high resource utilization, strong money and credit

growth and signs of froth in financial markets.
There are few indications that the rise in policy
rates so far has begun to bite; along with the glo-

hal

PM! index, proxies for world business and

consumer confidence remain in an uptrend.

Meanwhile, few central bankers would describe
the current level of interest rates as “restrictive”.
BCA’s Central Bank Monitors are either elevated

and/or rising sharply outside of North America,

signaling that tighter policy is required {Chart 4).

editor@BCAresearch.com B TEL 514.499.9550 ®m FAX 514.843.1763 ® www.BCAresearch.com Copynght@ 2007 BCA Publications Ltd. All Rights Reserved. Refer to last pag
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CHART 4
Central Bank Monitors
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STOCK MPAEKET

SHORT-TERM QUTLOOK

1) As forecast over the past several months, the major indices have trended
higher into the July earnings timeperiod. A major forecast target was fufilled
on July 13th when the S&P hit 1555.10, taking out it's intra-day high of 1553.

2) The market is now quite vulnerable to at least an important short-term selloff
A) Investors Intelligence Bull/Bear ratio is nearing a bullish extreme
B) Margin Debt is at very high levels
C) CBOE Equity Put/Call Ratio is at reversal-prone (bearish) levels

D) Note also rising volatility signalling increasing short-term nervousness

INTERMEDIATE / LONGER-TERM QUTLOOK (Dec. 07 and into 2008)

1) Ultimately, should we see a selloff from the current July timeperiod we will
evaluate the longer-term outlook based on the patterns that emerge...

2) Technically, there is a somewhat mixed picture as to a July top

A) This primarily stems from the RELATIVE MOMENTUM for the two main
rally segments of the July 2006 to July 2007 uptrend

Segment 1 Segment 2
7-06 to 3-07 3-07 to 707
S&P 500 Stronger
Dow Jones Industrials Stronger
Value Line Arithmetic Stronger
NASDAQ Composite Stronger
Russell 2000 Stronger

At a major top, we would expect all or nearly all of these important indices to
show stronger momentum under SEGMENT 1, and fading "mo" under Segment 2

B) The relative strength of the unweighted market averages (advance/decline
line) vs. the major cap-weighted indices (ex: S&P 500) indicates that even after
this protracted bull market from the Oct. 2002 lows, breadth has not deteriorated
as would be expected from a major topping pattern.

C) The broad global stock rally & competitive dollar also support US stocks

i
3) Fundamentally, on the positive side, stocks have not reached extremely high @

valuations and the global (if not the U.S.) economy is still in solid growth mode.

4) On the other hand, are valuations justified in light of falling earnings growth?
Note that valuation pressures/willamounatib corporate bond spreads widen significantly

We'll let post-July technical patterns help sort-out probable longer-term direction....



Bullish Versus Bearish Advisors
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6/19/2007

0.665

0.603

6/18/2007

0.573

0.6

6/15/2007

0.475

0.59

6/14/2007

0.534

0.6

6/13/2007

0.577

0.606

6/12/2G07

0.663

0.602

6/11/2007

0.706

0.6

6/8/2007

0.597

0.6

6/7/2007

0.725

0.597

6/6/2007

0.624

0.591

6/5/2007

0.645

0.583

6/4/2007

0.525

0.578

6/1/2007

0.502

0.584
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5/30/2007

0.535
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5/29/2007

0.575

0.596

5/25/2007
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0.596

5/24/2007
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On the NYSE,

‘Margin Debt’

Jumps to Record $353 Billion

By PETER A. McKay

Investors are borrowing record
sums of money tofinance trades on the
New York Stock Exchange, according
to data due out from the Big Board to-
day.

NYSE officials attribute the trend
to recent regulatory changes effec-
tively allowing both small and big in-
vestors to take on more leverage, or
borrowed money, from their brokers.
So-called margin debt, a broad mea-
sure of leverage, jumped 11% to $353
billion at NYSE in May, up from nearly
$318 billion in April.

Wall Street has had a love affair
with leverage in recent years, typified
by hedge funds and private-equity
firms that make use of it to buy compa-
nies and stocks and bonds.

Such financing can also amplify
losses if investors’ bets go the wrong
way. But regulators say that doesn’t
necessarily translate into more risk, “I
wouldn’t necessarily say that leverage
equates torisk,” said Grace Vogel, exec-
utive vice president for member regula-
tion at NYSE. “We feel that the amount
of margin being collected by the firms
is appropriate, given the strategies in
{their customers'] portfolios.”

Under the financial industry’s old
rules, investors who wanted both to
buy shares in a company and use so-

called options contracts on that stock
to guard against an unexpected drop in
the value of those shares would have to
put up separate collateral for both the
stock and the option. If the shares
dropped in value, the customer might
get a margin call, or request for addi-
tional collateral, from a hroker to
cover the price of the shares, even if
the value of the option had increased.

Under a pilot program that the
NYSE launched with eight brokerage
firms in April, brokers can assess the
portiolio as a whole. So if one part of
the portfolio goes down but the other
part goes up, the investor won’t neces-
sarily get a margin call. The upshot for
investorsis they don’t have to tieup as
much money on one particularly in-
vestment, allowing them to borrow
more to make other investments if
they want to.

boug Engmann, a managing direc-
tor at Fimat USA, one of the broker-
ages participating in the program,
says the change has reduced some of
his customers’ financing costs by 80%.
He estimates reductions of 25% to 50%
are the norm.

“This type of financing is not for ev-
eryone, just sophisticated, options-
trading customers at this point,” said
Mr, Engmann. “As the industry gets
used to it in the next few years, I sus-
pect we'll see it used more widely.”
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AHEAD OF THE TAPE

Rising Volatility
Risks Strangling
Liquidity Flow

I NVESTORS SPEND A LOT of time
worrying about big jolts to finan-
cial markets. But a rising fre-
quency of little tremors could be the
more important conceri.

For the past several years, finan-
cial-market volatility has been strik-
@ngly low. But that could be chang-
ing. Last week, there were two days
when the Dow Jones Industrial Aver-
age moved more than 1% in one ses-
sion—one up and one down—bring-
ing the number of 1% days this year
to 15. That compares with 24 such
days in all of last
year.

The Chicago Board
Options Exchange’s
implied volatility in-

4 dex has been trend-
] ing higher this year.
By Justin Known as the VIX,
Lahart the index is based on
prices for S&P 500
put and call options,
which let investors buy and sell the
index at prearranged prices. The
more investors worry about sudden
moves in stocks, the more they’ll pay
for those options. In practice, inves-
tors’ volatility expectations are
based on what they've seen in the
rearview mirror. The rise in the VIX
merely reflects how volatile the mar-
ket has been lately.

Other financial assets, including
high-yield corporate bonds, emerg-
ing-market debt and, of course, any-
thing backed by subprime mort-
gages, have also become more vola-

SLOLAPIILIABATAL 1108 EfL VLA LLALLY
would have important conseguences.
One reason that financial-market li-
quidity—funds available jor invest-
tng—has been so ample in recent
years is that low volatility has made
investors more
willing to make

The CBOE Market bets and lend-

Volatility Index ers more will-
ing to extend

9 ereriireee e credit to mar-

ket partici-
pants. If volatil-
ity continues to
rise, it could
stanch the flow
of liguidity.

A bank’s
overriding con-
cern when mak-
ing aloan is
that it gets
back its capital.
If an investor
wants to put $10 down for a $100 in-
vestment with the bank lending him
the remaining $90, the bank needs
to feel fairly certain that the invest-

5 B A A R R AN [
06 ‘07

Source: Thomson Datastrean:

ment isi't going to suddenly drop by

more than $10.

When the markets got roiled by
troubles at two Bear Stearns hedge
funds last month, part of the prob-
lem was that the funds’ invest-
ments fell to the point where their
lenders were worried that they
wouldn’'t get back the money they’d
lent. As a result, the lenders—Wall
Street firms—moved to sell the in-
vestments they held as collateral in
an effort recover at least some of
their capital.

In that case, it wasn’t stocks
that had become more volatile. It
was complex derivatives backed by
subprime mortgages. Bear and its
lenders had expected these invest-
ments to be less volatile than they
turned out to be, something many
other hedge funds are also discover-
ing about subprime-backed bonds
these days.

If financial assets are becoming
more volatile, points out Jeffrey
Rosenberg, head of credit strategy
at Banc of America Securities, lend-
ers are going to be less willing to
extend as much credit to investors.
That would restrain what has been
an important source of liquidity for
financial markets.

What’s more, with fewer buyers
and sellers to agree on price, less
liquid markets can be more volatile.
What has been a cycle of very low
volatility and rising liquidity could
ba in the process of becoming a lit-
tle less virtuous.
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Profit Outlook -
For Fourth Period "
Seems Too Rosy

ALL STREET'S always-opti- '

S/‘ s/‘ mistic stock analysts would '
like to welcome you to the -
earnings trough.

G arnings are_ in the ¥
midst of their weakest period in
years. Second-quarter profls, exclud-
ing one-time items, among Standard
& Poor’s 500 companies are expected
to be up just 44% from a year ago,
according to Thomson Financial.
Third-quarter earnings are forecast to
rise 6.2%, a far cry from the double-
digit growth rates registered in the
past few years. But analysts see a
quick return to robust earnings gans—
their. projection for the fourth quar-
ter is a 12.3% year-over-year inerease,

Analysts might have been expect-
ing the housing market to be out of
the woods by
year’s end. This

Earnings expectations

for the S&P 500 week’s news
this year

could help dis-
suade them.
Credit-rating
downgrades on
mortgage-
backed securi-
ties by Moody's
and Standard &
Poor’s and earn-
ings warnings
0 by the likes of
1a ZQE t3Q . 40 D.R. Hortomn,
—Estimates ™  the nation’s big- . "*/\/
source: Thomson Financial gest home ¥ /ﬂ 6@ Lb‘u\u A )
builder, suggest
housing isn’t nearly out of the woods. -
“Fourth-quarter estimates are J( 4
looking a bit Pollyannaish right now,” e \f\_ { a
said Briefing.com analyst Patrick Ck \f -
O’Hare. “We're likely to see expecta-
tions dialed down.” ,J
The other key to their forecastis . }
the outlook for consumer-discretion- ( QK \f@ V\i\\'jf;
ary companies, which include restau- 2 P $~
rants, retailers, auto makers and : i
other companies that cater to consum- :
ers, The sector has been hit hard. Con- | ¢
sumer-discretionary earnings were -
down 7% in the first quarter from a
year earlier, and they are projected to
be down 10% in the second quarter.
But analysts see the sector’s prof-
its bouncing by 25% in the fourth
quarter as the economy picks up
speed and earnings by auto makers
and home builders rebound. They
might be getting ahead of themselves
on that count, too. On Tuesday, Home
Depot and Sears Holdings cut their
earnings forecasts, citing worsening
housing conditions. -
If the analysts prove right, it will
be a testament to the economy’s resil-
ience. But the latest news suggests i e
they are getting ahead of them- L
selves...again. :

PHIG BY USNEWR:
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