2008 ANNUAL MARKET OUTLOOK

August 9, 2008




BCA RESEAPTH

11 m s e s weresvss  AAseemsra e s

"TTNJUNE 30,2008 9

June, 2008. Consumer weak, No housing recovery
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Consumer Retrenchment Underway
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but the pace of depreciation is still well below the
12 month rate of change (Chart 10). A crossover
of these two time series combined with a re-
bound in the breadth of the index (panel 2) would
signal a slowing in the pace of home price dete-
rioration. Other signs of a possible inflection
point include a pickup in mortgage purchase ap-
plications, a stabilization in inventories relative to
sales, and a bottom in the ABX indexes. None of
these show any improvement. New lows in the
ABX indexes indicate that investor pessimism re-
garding subprime mortgage debt continues to
deteriorate.
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|- More Sectors
8y  Look Ripe
05 For Job Losses

HOT-AND~COLD Jjob mar-
A Ket might be getting
¢older.
The Bureau of Labor Statis-
tics releases July unemploy-
ment and nonfarm payroll data
Fnday ¢t to see
less rate tick higher to
5.6% and payrolls shrink by
5,000 oEs the seventh consec-
utive month of logses,
The job:. market cléarly isn’t
boommg loyhient
d ¢ recessiop-
ary levels and 3.28 million peo-
ple have been drawing claims
for a week or more, the most k
since 2003. Consumer angst H 1
about the labor market is at its Aug 2008 COntI nul ng WeEaKness
highest in four years, according .
to'the latest Conference Board In JO b S out I oo k .
survey.
What isn't so clear is how
much pain will reach beyond the
sectors most brutalized during
this downturn: manufacturing,
construction and retail. That
threesome has shed. 658,200
Jjobs 5o far this year, All other
private sectors combined have
added 94,200 jobis. It.is.an echo
of thé bifurcation in corperate-
profits, where sectors putside of
financials, housing and retail
have held up OK. .
But profit weakness has
slowly started to spread. Job
losses might follow, Businesses
have been shedding temporary
workers all year, always an
omen of further layoffs, The fi-

hancial sector has lost just

36,000 jobs this year, a number

that seems hkely to rise. Just
1.6% onfarm com-

panies added new |obs in the
three months ending in June,
the lowest since August Eiim
Until these Trends reverse,
wage growth and consumer-
spending will be anemic, and the
Federal Reserve will have little
reason to raise interest rates.
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Banks Sharply Reduce Business Loans

From Page Al

double-digit rates compared with
three months earlier, according
to an analysis of Federal Reserve
data by Goldman Sachs. By mid-
June; bank credit was declining
at’ an annualized pace of more
than 6 percent.

That is a drop of nearly $150
billion, an “amount much T er
pEan the valie of Eﬁ_e tax reEates

t TTHINEDN to

s this year in an e;fort
Lo spur economic activiey,

Financial industry executives
say tighter credit from major
banks represents a swing back to
a realistic assessment of risk, af-
ter years of handing out money
with abandon. Thaosge practices
produced a mortgage crisis
whose losses could reach $1 tril-
lion, by many estimates.

“Before, they wouldn’t verify
income and they were looge on
the valuations of collateral,” said
John W. Kiefer, chief executive of
First Capital, a private commer-
cial lender. “Now they’re tighten-
ing down on the ability to repay.
They go off the reservation, and
now they come back to basics.
It’s preservation for many of
them at this point. it’s survival.”

But if the newfound caution of ‘

American banks is prudent in the

Iate impact is
amplifying the troubles with the
economy. The Federal Reserve
has been lowering interest rafes
aggressively fo make money flow
more loosely and [0 SPUr econoii-

ic activity, -
i i stem is not go-

ing along: As banks hold on to
their doliars, niortgage rates are
climbing. So are borrowing costs
for corporations. . .
Some suggest that the banks,
spooked by enormous losses,
have replaced a disastrously in-
discriminate willingness to hand
out money- with an equally arhi-
trary aversion to lend — even on
industries that continue to Erow,
“There’s been a lot of disrup-
tion in the credit market, and a
lot of traditional lenders have
really tightened up,” said Greg-
ory Goldstein, president of Mac-
quarie  Equipment Finance,
which leases computer gear and
other technology to companies.
“Before, some of the standards
they lent on were . weak, but we
think they have overshot and
gone too far on the other end,”
Such was Mr. Greenblatt’s re-

action, as he learned that an infy-
sion of credit for his Baltimore
factory would not come easily.
His company has been enjoying
double-digit sales growth. This
moith, it received the two largest
orders-in its history, he said.

“It was jubilation,” he said. “]
was doing the Funky Chicken.”

The initial call to Wachovia left
him dismayed.

“I'm stunned,” Mr. Greenblatt
said. “Ged is smiling on this fac-
tory. We're at such an exciting in-
flection point, and this is what a
bank is supposed to do, There’s
sand in the gears.” .

No loan meant one fewer order
for the factory in Chicago that
makes the robot Mr. Greenbiatt
wants to buy, and fewer hours for
workers there. It meant less busi-
ness for the truck driver who
would have hauled the robot to
Baltimore, and no help-wanted
ads for Marlin Steel Wire Prod-
ucts.

A scarcity of credit
intensifies strains on
an economy that s
already shedding jobs.

Mr. Greenblatt eventually. got
oral approval for the loan, though
after more than a, week. He was
still waiting for the money at the
end of last week.

Wachovia, which-lost $8.9 bil-
lion in the second quarter, de-
clined to discuss the loan, But the
bank confirmed that it has been
reducing its lending in troubled
areas of the economy.

“We've got industries that we
consider to be stressed indus-
tries, and we’re looking at those a
lot harder,” said Carlos Evans, a
wiiolesale banking executive for
Wachovia, listing as examples
housing . construction, building
products and - distributors for
those goods. “Our loan growth
slowing is more indicative of the
economy than anything else,”

Still, Wachovia’s commercial
and industrial loans grew by 13
percent in June compared with
the prior year, Mr. Evans said.

“We're saying yes daily,” he
saigl,

But recent signs suggest that
tight lending is spilling from

housing into other areas of the
business world, Companies with.
solid credit and profitable busi-
nesses can generally still get .
loans, but rates are higher and-
wait times are longer.

According to a survey of senior
lodN oTficets Conuti T
Federal Reserve in April, 55 per-

en =

Cenl ol AmeTican hanks {ighr.
ened lending requirements for

large and midsize companies
—_up from about 30 percent in the
Previous survey, in January.
About 7ty fErcent of the Fes ond-
ents said they have made such
loans more exXpensive.

“Banks will be much more cay-
tious and keep raising the bar,
and that will lead to an ouiright
decline in total commercial and
industrial loans,” bredicted Stu-
art G. Hoffman, chief economist
at the PNC Financial Services
Group in Pittsburgh. “Banks
ciearly have to rebuild their cap-
ital base. They're going to look a
bit more nervously before they
make those loans.”

Untl last summer, banks jent
freely, banking experts sa be-
cause they sold most of the loans
they issued, m g them Jegs
concerned about whether the
custemer could handle the pay-
ments: If the loan went bad, that
Wwas someone else’s problem,

But in the wake of the mort-
8age crisis, that system has al

but shut down. Banks _are now

makin them more motivated to
scrutinize their customers, par-

ticulariz younger and smaller
businesses,
—oeanes.,

“It’s the small business guy -
who creates most of. the jobs,”
said Mr. Kiefer, the First Capital
chief executive. “If they can’t
borrow to employ people, then
We’ve got 2 mess on our hands.”

For the last six months, Saul
Epstein has been trying in vain to
get a $2 million line of credit for
his company, Global Harness
Systems. The compaiiy, based in
Bala Cynwyd, Pa., has a factory
in Mexico, where it makes parts
for engines. The factory gets paid
for its wares weeks after they
have shipped, necessitating cred-
it to finance the upfront costs of
production — raw materials, ia-
bor, and transportation,

Mr. Epstein figured that get-
ting a loan would be easy. Since
he became chief executive last
year, Global Harness has gone
from break-even to profitable.

Bank denial of credit Is greater than total of Rebate checks!

e
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‘As Rates Resist

‘Without those cuts, the econ-

‘cuts have done little to make

.ing to-HSH Associates, eoni-

_ Anrap ur THE TAPE

¥ Fed’s Cuts

Seem Toothless

- credit crunch, the Federal
Reserve’s interest-rate-cut-
ting weapon seems to be click-
ing on an empty chambert.

Fed policy makers will
gather in Washington Tuesday
to discuss the economy and
their target for the federal-

- funds rate,
their main tool

- for managing

growth and in-

I N THE FIGHT against the

flation.
The Fed has
cut its rate tar-
By Mark get 3.25 per-

Gongloff centage points
. since last Sep-
tember, trying
to help the economy stagger
through the housing crunch.

omy might be in far worse
shape than it is now.
Yet it’s troubling that the

credit any easier than it was a
year ago.

A fixed, 30-year mortgage
went for 6.6% last week, accord-

pared with 6.4% the day the
Fed:started cufting rates.
Mottgage lenders are demand-
ing tougher terms, ¥.5..anto :
makers are cutting back or
eliminating :aito-leases. -

Corporate borrowing: costs
are highef,; too: The aveiage
yield:of the -high-rated bonds
that makeup the Dow: Jones
Corporate Bond Index has
risen to 6.1% from 5.9%. Rates
for riskier torporate borrow-
ers have risen even further.

It is rare for such a wide
array of rates to resist the
Fed’s ministrations. for so
long.

I3

perience on the Street; let’s.
just say I have never seen this
condition before, and [Ben! #
Bernanke has only read about Z
it,” Merrill Lynch’s bearish e

chief North American econo-

mist,'David Rosenbérg, wrote
in a note to clients. i

This discussion needs a dol-
lop of caveats: Inflation wor-
ries could be pushing market

rates higher, meaning Fed rate
cuts could be having the oppo-
site of their intended effect.
Market interest rates don’t al-
ways march to the Fed’s tune—
they often dictate it, rising and
falling in.respotise to economic
tremors long before the Fed
gets around to moving. its own
rate target.

The biggest reason for the
divergence between Fed funds
and nearly every other interest
rate is the credit crunch,

Banks-have lost roughly
$480 killion in the past year,
but have raised only about
$345 billion in new capital, es-
timates James Bianco, presi-
dent of Bianco Research. As-
suming they weren’'t overcapi-
talized before, that leaves
them about $135 billion under-
capitalized.

withi leverage, that capital
transiates into roughly $1.9 tril-
lion in lending capacity now
off the nizeket, he estimates.

Angtier way of putting it:
The- price for credit has shot
higher largely because its sup-
ply has suddenly become con-
strairied. That’s not good
news for the economy. It does
mean the Fed likely won’t
tighten credit soon, despite
what interest-rate futures
markets expect or Fed hawks
desire.

Given their inflation jit-
ters, the Fed likely won’t cut
rates again soon, either. Un-
der the circuinstances, it prob-
ably wouldn’t do much good
anyway.




Wal-Mart & other
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Europe Recession Fears Intensify

By EMMA CHARLTON
AND JOEL SHERWOOD

LONDON—European reces-
sion fears grew Tuesday as Den-
mark became the first an
Union country to slipinto a tech-
nical recession and-a raft of
weak data indicated others
could scon follow.

The Purchasing Managers In-
dex for the euro zone’s manufac-
turing sector contracted in June
for the-first time in three years,
dropping to 49.2 from 50.6 in
May, research group Markit Eco-
nomics said. A-PMI reading
above 50 signals an expansion in
manufacturing, while a level be-
low 50 indicates a contraction.

Europe’s economies are cur-
rently facing a toxic combination
of elevated inflationary pres-
sures, higher oil prices, strong ex-
change rates, weakening global
growth and tight credit condi-
tions. Denmark, Spain, the
United Kingdom and Ireland also
face falling housing prices after a
recent boom, trailing a trend set
in the U.S. after a two-year lag.

Such concerns arem’t ex-
pected to deter the European Cen-
tral Bank from raising interest
rates Thursday. The central bank
for the 15 countries sharing the
euro has signaled it plans to raise
its key rate to 4.25% from 4%. The
plan appeared to be cemented by
news that euro-zone inflation
soared to 4% in June—twice the
ECB’s targeted inflation ceiling.

European stocks fell sharply
as traders worried about the re-
gion’s growth outlook.: Econo-
mists believe Italy, Spaii, Portu-
gal and Ireland to be at most risk
of following Denmark into reces-

_sion. The UK, and France face, at

best, near stagnation.

There is “mounting evidence
that the euro zone is heading for
a_major economic slowdown...
with a no-longer negligible risk
of a recession,” said Holger
Schmieding, an economist at
Bank of America.

Europe’s job market also is
showing signs of erosion. Euro-
zohe unemployment increased
for the second straight month in
May, rising by approximately

The UK. and
France face, at best,
near stagnation.

67,000 after an increase of
52,000 in April, Eurostat data
showed Tuesday.

Activity levels in three of the,
currencybloc’s four largest econ-

. Tred. witl Iy Ger-
many showing expansion over
the month,

“France is clearly heading in

the same direction as Spain and
Italy, which are both contracting
at alarming rates,” said Jacques
Cailloux, an economist at Royal
Bank of Scotland.

Outside the eure zone, UK.
purchasing managers stunned fi-
nancial markets, undermining
the pound’s latest run at the $2
marker. .

The UK. manufacturing PMI

measure plummeted to 45.8 in

June from 49,5 in May, sliowing
an accelerated deterioration-in
business conditions.

“The news just goes on get-
ting worse for the UK. econ-
omy,” said Michagl Saunders, an
economist at Citigroup. “Today

has brought another sharp fallin
house prices plus signs that—
even with the stimuius from the
low pound—manufacturing ac-
tivity is heading into recession.”

The Nationwide Building So-
ciety reported its closely
watched house-price index fell
for the eighth straight month.
Prices in June were 6.3% lower
than a year earlier—the biggest
annual decline since 1992.

Ahousing stump also contrib-
utedto Denmark’s slide into two-
consecutive guarters of contrac-
tion from the previous quarter, a
widely accepted definition of a
technical recession.

Danish first-guarter gross do-
mestic product fell a seasonally
adjusted 0.6% on a quarterly ba-
sis after the economy in the
fourth quarter contracted 0.2%,
data from Denmark’s national
statistics agency showed.

The Irish and Portuguese
economies hoth contracted in
the first quarter and are threat-
ened with another in the second
quarter. Ttaly narrowly averted a
second consecutiveé GDP contrac-
tionin the first quarter, but faces
another test in the second guar-
ter. Spain, while still in positive
territory, also is seen at risk as
business activity plummets.

The PMI surveys showed Ital-
ian manufacturing activity in
Junerecorded a sharper than ex-
pected drop to 46.9 from 480,
the lowest level since December
2001 and below market fore-
casts of 47.5;

In Spain, manufacturing ac-
tivity as graded by purchasing
managers sank to its lowest level
since records beganin 1998, fall-
ing to 40.6 in June from 43.8 a
month earlier.

Once the “hope” of American exporters, the European

Economy is sliding towards recession.



GDP Rose 1.9%-
In Second Quarter,

But Job Woes Loom _
(PN

N
Py XELLY Evans,
ANTON TROIANOVSKI
AND SUDEEP REDDY

The U.S. economy grew at a
modest pace in the second quar-
ter, due to strong exports and
government-$timulus  checks,
but a faltering lahér market sig-
naled there may e worse news
to come.

Gross domestic product—
the economy’s total output of
goopds and services—grew at a
1.9% annual rate in the second
qguarter, after adjustment for in-
flation, following a meager
0.9% pace in the first quarter,
the government said, Newly re-
vised data showed for the first
time that the economy con-
tracted at a 0.2% rateinthe final
three months of 2007, raising
the prospect that a recession
may have.begun at the end of
last year. Previously, the govern-
ment- said the econemy. €xX-
panded at a 0.6% rate. in last
year's final quarter.

Meanwhile, the labor market
showed $igns of deterioration,
asinitial jobless clairs soared to
their highest level in five years.
Some of the increase may have
been linked to a government ox-
tensmn of unemployment bene+
fits.

The report helped to end 2
two-day stock rally. The Dow
Jones Industrial Average de-
clined 205.67 points, or 1.8%, to
end at 11378.02, though it edgéd

. up 0.2%for the month in the first
monthly gain since April.

The economy this year has
proved surprisingly resilient in
the face of tighter credit; soaring
energy prices, a tumblinig hous-
ing sector and consumer gloom,
“It’s quite remarkable that we'ré

still managing -to- get sbme |

growth,” said Wachovia Corp.
economist Mark Vitner. But he
added, “The fourth quarter-and
the first quarter of next year-are
going to be very challenging.”

Many households got a bitof
b[gafﬁi%é roonas aresult of tEe
economic-stimulus_payments
which totaled $91 billion smce
the _end of April. Consumer
spending rose 1.5% during thé

S-1-0%:

quarter, faster than the 0.9% in-
crease in the first quarter.

Lorne Holland, a 33-year-cld
pathologist in Derver, said his
wife had spent the money onfive
tons of rock to landscape a new
house, He called his stimulus
check “just adrop in the bucket”
compsred with how rauch mem-
bers of his household owed for
their cars and home.

For some COnsSUmMers, the
stimulus checks are only offset-
ting other pressures they’re fac-
ing. “I could use all the money
that they give mie, but I don’t
think it’s going to solve any-
thihg,” said Rick Brown, 24, an
Atlanita-bdsed airline pilot for
Delta Connection. Mr. Brown
said he used his $800 check to
pay off some of his-débts, but he
still has more than $65,000 in
student loans outstanding.

The impact of the checks is

1kely to fade in comung menths,

which could cause consumers to
curtai! spending, especially with
the labor market souring.

The ‘Fovernment’s July :em-
ployment report, which, will be
released Friday, islikely to-show
the seventh consecutive morth
of job losses and pertiaps an-
pther rise in the unempioyment
vaté, currently at 5.5%. The gov-
ernment said Thursday that new
claims for unemployment-bene-
fits jumped by 44,000 last week

to a seasonally adjusted level of

448,000, the highest in five

years, Though the figure was
likely boosted by the expanded
government benefit, the underly-
ing trend points to further deteri-
orationin the labor market,

- Employment weakness could
threaten growth into next-year
as Taid-off workers cut back on
purchases. Wage growth re-
mains modest as workers fearful
for thair jobs lose negotiating le-
verage, A separate Labor Depart-
ment report Thursday showed.la-
bor costs rose 0.7% during the
second quarter, Compared to a
year earlier, employee compen-

The economiy this-
year has so far
proved surprisingly

" resilient.

sation rosé just 3.1% in the sec-
ond quarter, not enouigh to keep
up with inflation.

The slow growth in wages
should relieve some pressure on
the Federal Reserve o raise in-
terest rates as inflafion riges.
Thefigures suggest spikes in en:
ergy -and food prices aren’t yet
driving ‘an inflationary -cycle
througheut the economy.

The Fed’s policy committee is
expected to keep its intergst-
vate target unchanged at 2%
when it meets next Tusday, and
miany forecasters bielieve that

level will hold at least through
the end of the year. Ofﬁcmls are
warried about continuing finar-
cial turmoil and a possible pul]v
back in bank lending:

Consumer spending has
slowed but been surprisingly re-.
silient over the last year. Many
economists-how worty it cotld
slow sharply-as wages stagnate.
“Tt’s going té be'a frugal future,”
says David Rosenberg, an econo-
mist at'Merrill Lynch.

Turmaeil in housing is threat-
ening to hold consumers back
even more; Residential invest-
ment declined about 16% during
the second quarter.

* For the second guarter, a
sharp drawdown in business in
ventories “hutt "GDP substan-
tially. - However, if companies
have .alreéady drawn down the
supply of products on hand and.
don’t have further to cut, that
could pruvxde acushion for GDP

‘n commg quarters..

ort_growith is ‘the
b)ggest factor keepmg the econ-

dfuel systems with cuss
more than 160 coun-

quarter ‘for Sales. and. profxt n

lowing down themselves as ris-
.ing prices take-a tall Ot consum-

_htismess cycles at the 'NBER

conomy

‘the company’s 89-year history.
Ahout 61% of sales during the pe-
riod went to countries outside
the U.S., the company reported, -
compared with 51% last year.

Praxair Inc., the largest |
maker of industrial gases in
North Ametica, noted in arecent
earnings call: “While domestic
demand has fallen, exports are
picking up the slack, and so our
volumes have been generally
strong.”

still, many parts of werld are

ers and PusIesses, Euro-zone 1n-
TR Tose o 4% i July from a
year- earlier, the highest since
data were collected starting in
1997. The jobless rate in the zone
is.7.3%. As in the U.S., the effects
of-the global financial turmoit
are beginning to have an effect
on European economiies.

Even with the decline in U.S.
GDP in the fourth quarter, the
U.S. economy-has ngt met one
common definition of a reces-
sion—two straight quarters of
declining GPP, The National Bu-
reay of Economic Research, the
generally accepted arbiter of
business cycles, defines areces-
sion more broadly as “a signifi-
cant declifie in economic activ-
jty spread across the economy,
lasting more than a few
months.”

'GDPis only one of five gauges
the group follows to date reces-
sions. Only oné of the others—
sales in the retail and manufac-
tuting sectors--started a de-
cline in the fourth quarter of the
year. Other figures—emplioy-
ment, industridl preduction and
personal income—appear to
have peaked early'this year

The NBER’s commlttee is un-
likely to make‘a recession call
soon, preferring to wait until it’s
sure-one- really is occurring or
has occurred. It didn't declare
the March 2001 start to that
yeal“érecession untitNovernber,
which it later determinéd was
the recession’s endpoint. Also
fartherrevigionsto GDP data, in-
cluding the’ fourth-quarter de-
cline; are possible,

-t dpesn’t iiéan much, be-
cause it’s a very small single-
durarter ‘décline,” Victor Zar-
nowitz, who has been studying

since 1952 and serves on the re-
cessmn-datmg g
“Pherais rio formal evidence of
4 repession. There is no cyclical

decline yet.”

Exports and rebate checks bring us 1.9% GDP, now what ?
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By DEBORAH SOLOMON

WASHINGTON—As the last
batch of stimulus checks show up
in mailboxes, some economists
and Democrats are rumbling that
the government needs to againin-
tervene to prop up the flagging
economy.

The$152 billion stimulus pack-
age was meant to provide a short-
terng:boost to the economy, and
many economists believe it
prompted Americans to spend

more money. But by July 11, most

afthe checks will have been sent
Qut, and much of the benefit is ex-
pected to fade by August even as
fearsofarecession continueto per-
colafe.

Already, Lawrence sununers,
the former Clinton Treasury Secre-
tary, and Robert Shiller, the Yale
econoniist, are advocating some
sortofadditional stimuus. Demo-
cratson Capitol Hill are discussing
legislation to boost the economy.
And the presidential candidates
are also mulling ways to spur
growth.

still, there’s little agreement
about what form a second stimu-
lus should take or how quickly it
should happen. Some favor an-
other round of rebate checks,
while others advocate investment
in Infrastructure.

ere are also plenty of people,
including some economists, who
think another short-term stimu-
lus package is the wrong way togo,
arguing that it does little to fix the
underlying problems plagning the
economy.

“You can’t put a Band-Aidgn a
cancer,” said Merrill Lynch econo-
mist David Rosenberg,

The U.S. economy grew at just
1% in the first quartet, buoyed in
part by the stimulus checks. While
similar growth is expected for the
second quarter, analysts are con-
cerned about what will happen
later in the year as the impact
fades. Consumer confidence has-
plunged amid concerns ahoutjobs
and soaring prices for oil, fuel and
other commedities. Inflation re-
mains a concern and the Federal
Reserve is likely finished with its
interest-rate cuts. Economic pro-

Jjections show weakness through-
out this year and intothe firstquar-
ter of 2009,

The stimulus checks hoosted
retail sales and consumer spend-
ing but their impact has been
blunted by the continued rise in oil
prices. In a speech last month,
Treasury Secretary Henry Paul-
son acknowledged that rising gas
prices had undercut the govern-
ment’s effort.

“While the stimulus is makirg
Our economy stronger than it oth-
erwise would have been, the head-
wind of high energy prices has the
potential to lengthen the eco-
nomic slowdown,” Mr. Paulsch
said.

On Monday, President Bush
signed a bill including an exten-

ston of unemployment benefits,
which could give unemployed
workers additional money te
spend. Beyond that, the adminis-
tration has no plans to push an-
other round of stimulus,

“Obviously we're always look-
ing at ideas and always looking at
the economy and peocple are talk-
ing about these things but we
thought the stimulus done already
was big enough to make an im-
pact,” said Phiilip Swagel, Trea-
sury’s assistant secretary for aco-
nomic policy.

Some top economists say
there’slittlechoice but todosome-
thing more. Mr. Summers said the
U.S. could be in for a long eco-
nomic downturn and that Con-
gress should move quickly.

“Given that recessions associ-
ated with financial problems are
never short and that the storm
ctouds are gathering rapidly
there’sfarmoreriskof stimulus be-
ing too late than too early,” Mr,

Summers said. Among his reme- |

dies: Infrastructure investment,
which he said would help create
jobs, bolster the construction in-
dustry and providea cashinfusion
to municipalities, Mr. Shiiler, in a
recentNewYorkTunescolwnn ar-
gues for more rebate checks, -

Sen. John McCain, who backed
the stlmulus checks and has pro-
pose onsidering
whether another round of checks
makes sense, according to an eco-
nomic adviser. “We're looking
right now to see if there is any
meritin frying that again,” the ad-
viser said. The adviser added that
checks won’'t solve the underlying
problems of low housing prices
and rising costs,

Sen, Barack Obama, who didn’t
vote on the stimulus package, has

talked aboutinfrastmicinzespend-

House Speaker Nancy Pelosi
(D., Calif) wants to send financial
aid to states and fund infrastruc-
fure projects, according to her
spokesman. House Financial Ser-
vices Chairman Barney Frank (D.,
Mass.) is backing legislation that

wouldgive cities and states $15 bil-
lion to buy forecloséd progertles

Mr. Frank said he doesn't'sup-
port another round of checks be-
cause it will be treated more like
permanent tax cut, “They’re more
likely to be saved the second time
around,” he said,

Some economists say focusing
on short-term fixes is the wrong
way to approach the problems.
And they guestion whether it’s re-
ally appropriate to try to bolster
the economy when it’s still grow-
ing, albeit sluggishly.

Everyone has an idea: more infrastructure, more rebates,
Financial aid to states, tax cuts, etc... but the bottom lin
Is the economy is too weak to regenerate itself.



Investors Are Grappling With the Fear
That Regulators Can’t Slay This Bear

By E.S. BRownNinG

NE REASON the stock market has

had trouble rebounding: Inves-

tors are beginning to think the

U.S. Federal Reserve is running

out of the ammunition it has

used to support the stock market in past
months.

Despite repeated intervention by the

Fed arid central banks and regulators world-

wide, no one seems to be

ABREAST able to prevent further
OF THE damage to banks and other
MARKET  financial  institutions.

Shares of mortgage-fi-
nance giants Fannie Mae and Freddie Mac
slid more than 45% last week alone. At
week’s end, investors gota further jolt when
California bank IndyMac Bancorp Inc., a
big mortgage lender with some $32 billion
in assets, was seized by federal regulators.

The Fed still has plenty of money to lend
to ailing banks and other institutions. Inves-
tors expect that, if government-chartered
Fannie Mae and Freddie Mac get into direr
straits, the Fed and/or the Treasury Depart-
ment will devise a program to keep them
afloat.

But the high-profile shock treatment
that the Fed used last autumn and winter—
most notably, a series of sharp interest-rate
cuts—isn’t as readily available anymore.
Since last summer, the Fed has:knocked

more than three percentage points off its
target short-termlending rate pushing it to
2% fom 5.25%.

5.25%.

The Fed also announced a series of lend-
ing programs to support banks and broker-
age firms. Any new government effort to
help Fannie and Freddie could temporarily
give markets a boost. But investors are com-
ing to grips with the fact that the big rate
cuts have been made, the market and the
economy remain in trouble, and now they
may have to tough it out.

“Idon’t think the Fed can shake its magic

wand and right everything in the capital
markets,” says Ethan Harris, chief U.8. econ-
omist at Lehman Brothers. “They are trying
to huw time fnr the acnnomv ta lick its

wounds and recover,”
make that happen ov
Fed may wind up cu
half a percentage poi
til later this year or

Markets and the
dilemma of the sort:
investors and policy
nomic boom ends.
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Eil-t“t:\IZTéelief For Soreads remarkably resilient, due to healthy balance
BPs P BPs sheets and a weak dollar, growth will slow in the
sol.  PANKOAS VERSUS CORPORATE MASTER® second half of the year. Consumers are proving

1 50
t cautious despite the rebate checks (which are go-
ing into savings and paying for gasoline). The

panic over F&F underscores that the financial

shock-waves from the burst housing bubble are

-50 -50

not over, and credit availability will be a problem

for a long time as deleveraging rolls on.

-100 |- -10¢

: . ,
pe — ” ape Investors remain wary because policymakers’ ap-

HIGH YIELD OAS™ proach to economic/financial problems have
1000 1000 been reactive, piecemeal and aimed at treating
only the symptoms of the problem, not the
source. A more proactive and broader approach
€00 may be needed — one that helps the financing,

and reduces the selling pressure, in the housing

400 400 market. Otherwise, the economic slump will roll
on and asset prices will remain under pressure.
BPs — — BPs Private sector borrowing rates hayve not followed
3-MONTH LIBOR-OIS SPREAD = " Sm—— - ——
100 - ; 4 100 policy rates lower since last autumn, adding to
e Y
sl { & the economic drags. There is little the Fed can do
about market-set rates, underscoring that the ball
6o 1 so | ———
is in the fiscal court.
s0f 1 40
2ok WLMW 1 5 Jumbo mortgage rates have eased slightly in the
past two weeks, but need to decline a lot more
0F eBCAR h 2008 1 0 L
T T T (Chart 3). Importantly, fears of ever-sinking collat-
2000 2002 2004 2008 2008 eral values will not end until there is some light at

*DURATION MATCHED, SOURCE: MERRILL LYNCH
**SOURCE: MERRILL LYNCH

the end of the housing tunnel. To this end, exist-

. . i e inventories n
lending spreads remain elevated; and, last week ing hom entories need to follow new home

Indymac experienced a run on its branches after inventories lower to provide any hope that house

the takeover by the FDIC (Chart 2). prices will stabilize (Chart 3). A decisive trough in
housing prices will be a lagging indicator for the

Fed Chairman Bernanke sounded cautious last financial markets, but it will be critical in arder for
week, highlighting the downside risks to the investors to believe that the foundations under
economy {(due to sinking housing prices, tighten- the economy are being shored up sufficiently to
ing credit conditions and higher energy prices). justity some risk-taking, i.e. a sustained rally in fi-
As a prudent central banker, he also warned nancial and housing related assets needs some
about up i ' ' over.

the Fom - the ballis in the fiscal court”... i.e. moreGovernment .
economic spending and/or tax cuts are needed, just as in 2001-02 um

Worse Aillluusll rJClI LD W LI c\_ununly rnave wecll (AN RAN I A R R WA S J LWL e g DUIVC)( aL e LUP wi Llle |ist.
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Economy Takes Spotlight '

WS /q""i o5 MeCain Seeks Tax Cuts; Obama Touts Stimulus Plan

By CHRISTOPHER COOPER
AND ELIZABETH HOLMES

HE presidential candi-
dates are turning
back to a sharp battle
over the economy
this week, with John

McCain emphasjzing enerey re:
lief and tax cuts and Barack

Obama advocating asecond stim-
wius package that has a taxpayer
rebate at its core.

Faced with a near-flat econ-
omy, spiraling gascline and
food prices and a cradit crunch
that has sparked foreclosures
and sent the stock market into
bear territory, Sens. Obamaand
McCain are both angling to he-
come the wage earner’s friend.

Both have come up with a
grab bag of proposals, most al-
ready familiar to many voters.

Sen. McCain’s campaign has
dusted off some of President
George W. Bush’s unfulfilled
promises: balancing the federal
budget within four years and re-
vamping the nation’s Social Se-
curity system. But he left some
questions unanswered Monday
after a campaign appearance in
Denver, Though aides said he
pledged to balance the budget
within four vears, the cam-
paign didn’t say how he plansto
do this, beyond cutting pork,
which many analysts and gov-
ernment watchdogs say is un-
likely to get him there. More-
over, he has promised tax cuts
in the past and promised them
again Monday—"T will cut them
where I can”—which will make
it harder to close a spending
gap.

Sen. McCain made his bud-
get-balancing premise in the
spring before backing off the
pledge, saying it might take
eight years instead.

Though Sen. Obama criti-
cized his Republican rival for
adopting too many failed poli-
ctes from President Bush, Sen.
QObama is also borrowing from
the current administration
with his proposed stimulus
package. '

This week, both men are of-
fering up a bit of populist meat

that may not spur the economy.
Sen. McCain admitted as much,
telling a campaign crowd Mon-
day that his plan for a suspen-
sion of the gascline tax isn’t
wowing economic experts.
“Some__economists don’t
think much of my gas-tax holi-
day,” Sen. McCain admitted. “But
the American people like it and
so do small-business owners.”
Bothmen are proposing eco-
nomic solutions that are un-

jkelvejther topass Coneress or
to have major immediate im-

the past: not to raise taxes on
families making less than
$250,000 annually; to elimi-
nate all income taxes on retir-
ees making less than $50,000 a
year; to expand the child-care
tax credit; and to eliminate capi-
tal-gains taxes on smail busi-
nesses, He proposes to pay for
much of this by ending the war
in Iraq, which costs taxpayers
about $100 billion a year.

Sen. Obama’s campaign
rhythm was disrupted when his
charter plane developed a prob-

pacts on the econcmy if they

are implemented. Sen. Obama’s
stimuius package, which he has
been- talking about in recent
weeks, faces a deeply uncertain
future in Congress, given that
the Bush administration is
against it.

“A few days ago, I called on
Sen. McCain and all members of
Congress to come together—Re-
publicans' and Democrats—in
support of this $50 billion stim-
ulus package,” Sen. Obama said
Monday in remarks prepared
for a speech in North Carolina
but delivered to a handful of re-
porters instead, after his plane
developed mechanical prob-
lems. “And so while Thaven’t re-
ceived a response from Sen.

McCain yet, I look forward to

hearing one soon.’;
Sen. Obama
some promises ki

lem, shortly after lifting off
from Chicago Monday. A crew-
man said pilots were having dif-
ficulty getting the plane level;
it was diverted to St, Louis and
landed without incident. The
campaign scratched a planned
avent in Charlotte, N.C.

Sen. McCain has included
his own longer-term proposals
that seem unlikely to affect the
current economic situation. In
a speech in Denver Monday, he
outlined three of them-—aplan
to expand oil -drilling off the
U.S. coasts; a call to develop 45
new nutlear-power plants and
a cry to:deploy so-called clean-
coal technology to take advan-
£U:S. reserves. Glean-
iclogy doesn’t yet €x-
s say the ethe

day.

omy talk served as a platform
for the relaunch this week of his
campaign, which has under-
gone a recent staff shuffle. The
message wasn’t new: He advo-
cates free trade and tax cuts,
coupled with fiscal restraint in
Washington.

Following his three-day trip
to Latin America last week, he
came out swinging against Sen.
Obama, at one point mocking
the Illinois senator’s campaign
motto. For someone with a
motto of “ ‘Yes, we can,’ Sena-
tor Ohama’s agenda sure has a
whole lot of ‘No, we can’t,”
Sen, MeCain said. The McCain
campaign followed the speech
with a flurry of conference
calls and news releases, most
branding Sen. Obama a high-
tax advocate.

Sen. Obama had his own ri-
poste on Sen McCain's eco-
nomic proposals: “it hasn’t
worked, it won’t work, and it’s
time to try something new.”

Sen. Mc¢Cain’s town-hall-
style events often lead to con-
tentious exchanges that have
nothing to do with the cam-
paign theme of the day. When a
wheelchair-bound woman who
attended the Denver event
asked him to support the Com-
munity Choice Act, pending leg-
islation that would provide
equal access for community-
based services, such ashome at-
tendant care, Sen. McCain said:
“Iwill not, because Idon't think
it’s the right kind of legisla-
tion.” Three people in wheel-
chairs leit the event a few min-
utes later.

Sen. Obama will be talking
economic policy in Atlanta
Tuesday and Washington
Wednesday. Sen, McCain will
be in Washingion Tuesday and
campaigning in Ohio Wednes-

Candidates promise stimulus...



Listen to the 56,000 41 s-c05

When the Federal Reserve asked for comments cn
its proposed rules on abusive credit card practices, an
astonishing 56,000 poured in. Most were from cutraged
consumers. They told of interest rates skyrocketing
when they paid an unrelated bill late, They complained
of unwarrarited late fees and pushed-up due dates. One
Pennsylvania customer fumed: “I’m fed up with credit
card company tricks that drive us déeperindebt.”

This anguished deluge should send a clear message
to leaders in Washington, The Federal Reserve should
swiftly adopt its proposed rules against unfair or decep-
tive credit card practices. But the real burden o curb
these abuses falls on Congress.”

For too long, members of Congress have shirked the
responsibility to ensure fair lending to credit card cus-
temers and have histened more intently to the banking

as that bankrupicy law has been for beleaguered con-
sumers, the Democrats, who have controlled Congress
since 2006, have not fixed it. _

They did take one step forward last week, By a 39-

1027 vote, the House Financial Services Committee ap-

proved a credit card holders’ bill of rights that was spon-
sored by Representative Carolyn Maloney, Democrat of
New York. It would stop credit card companies from
raising interest rates on balances incurred under an old
rate. It-would let consumers pay off loans with higher in-
terest rates first. And it would stop unfair late fees and
“universal default,” the practice of raising interest rates
on accounts in good standing when a borrower falls be-

hind on other bills. This borrowers’ bill of rights should

move quickly to the House floor, and Christopher Dodd,
the Democratic chairman of the Senate Banking Com-

lobbyists. A low point came in 2005, when Congress

‘passed a bankruptcy law that was badly tilted against
horrowers T gave extra protections. to lenders against
unscrupulous debtors. But it also made it much harder
for people to- declare bankruptcy, even when the eco-
nomic crisis was caused by sickness or family tragedy.
Ronald Mann, a Celumbia Law School professor, has
argued that the law creates a “sweat box of credit eard
debt.” As borrowers become “distressed,” the credit
card issuer has more time to pile on interest charges and

fees until the client actually goes bankrupt. As heartless.

Here’s an idea!
1) Listen to the people

mittee, should support similar legislation in his chamber.

The banks are openly fighting both the Maloney bill
and the Federal Reserve rules. They warn of unintended
consequences, mainly that less credit would be available
to consumers. They also argue that most card holders
are happy and that the complaints are just “anecdotal.”

The huge file of comments at the Federal Reserv
contains plenty of anecdotes, and there are surely many
more where those came from. Congress should give con-
sumers what they need and deserve — fair and clear
tending rules for credit cards.

2) The consumer may eventually need debt relief.

I




Record
deficit
‘expected
in2009

Report faults slow
economy;, tax rebates

By Richard Wolf '7 . é 5/ - g

USA TODAY

WASHINGTON — The White House has increased
“itsestimate for next year's deficit to nearly $490 bil-
“lion, aTecord figure that will saddie the next presi-
dent with-deepening budget problems in his first
year in office, a report due out today shows.
"| *. Theé projected deficit for the fiscal year that be-
gins Oct. 1is being driven higher by the continuing
economic slowdown and_larger-than-anticipated
- costs"of the two-year, $168 billion fiscal stimulus
- |.package’ passed by Congress, said two senior ad-
:ministration-officials with direct knowledge of the
report. In-February, President Bush predicted the
2009 deficit would be $407 billion. _

- The budget tpdate shows this year's deficit head-
ed under $400 billion, at least $10 billion less thap
projected, aecording to the two officials. That's
partly because tax revenue held up reasonably well
despite the weaker ecoriomy, :

* The rising deficit for 2009 marks a sharp turn-
around for Bush’s fiscal legacy. He inherited a $128
billion surplus when he cartie into office in 2001. It
soon turned to red ink because of a recession, the
Sept. 11 attacks and the war on terrorism,

Curbing the deficit will fall to Bush’s successor
and the next Congress following a time when taxes
were cut and major spending initiatives were un-
dertaken, including the
wars in:Faq and Afghani- .
stan, transportation pro- | 2 yiews of
Fore oresetiption drog | the deficit
ca

c_oVerapge and a recently | ®Reaganto

passed expansion of veter- | Bush 43, 2A

[

ans’ education benefits.

Catch 22. Massive new spending planned by Both

The actual 2009 deficit
could cimb stilt higher bacause the new projection
does not reflect full funding for the wars.

In addition, a Worsening economy could add o
the red ink b i i i

g
safety-net payments, such as jobless benefits and

100d sfamps.

Both presidenitial candidates have EFO%OSEd tax
cuts that coul ther swell the deAcif. The non-
can_Johp M ﬁmnmzuml ol
and Democrat Barack Obama’s 37 8 trillion over 10

Cars, NEIthor - Candidate has Specrned “Major
5] endggg cuts he would make ta reduce the eficit,

€ picture’s looking prefty dark ouf there,”
said Sen. Judd Gregg, R-NH., top Republican on the
Senate Budget Committee.

He credited Bush's tax cuts with creating six
years of econemic growth but “on the spending
side, their record is not good.”

White House budget director Jim Nussle said that
despite the surplus Bush started with, he faced a
deficit in defense, intelligence and homeland secu-
rity that had to be bolstereqd after 9/11.

“This is not just a mathematical exercise,” he
said in an. interview with USA TODAY. Nussle said
an economic recovery and a renewed effort by Con-
gress to contrel spending couid rein in the deficit.

.| Bush proposed in recent years to_slow the
gr"mmﬂ—ﬂ*—ge«
CUTTTY,IVIE did. Those efforts were
ignored By = Tily last week,

g IV Eifalyg to date was
$413 billion in 2004, In today’s dollars, that would
be about $478 billion, As a share of the economy,
the 2009 deficit would be 3% to 4%, below the post-
World War Il record of 6% set in 1983,

Deficit trend
A weak economy is increasing the federal

budget deficit, N
Deﬁcit_or surplus (in billions)

‘01 02 "03 04 ‘05 '06 '07 ‘o8l 09t
Note; fiscal Year (Oct. 1-Sept 30) 1 - July estimate
Source: Office of Management and Budget

By Julie Snider. USA TODAY

\?/

parties just at the start of yawning Medicare shortfalls



Our two largest states choking on unbalanced budgets.
Sen Dodd “...no checks will be coming from the Federal Govt...”
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Medicare reduced by 10.6
percent

Most Kansas lawmakers speak out
against decision

www,cganme,sm

By Barbara Hollingsworth
The Capital-Journal

Published Saturday, June 28, 2008

Medical care options may be reduced after lawmakers packed up and left Washington, D.C.,
this week without stopping a 10.6 percent decrease in Medicare reimbursements made to
physicians.

Primary care physicians with the Cotton-O'Neil Clinic will stop accepting new Medicare patients
on Tuesday as a result of the cuts that go into effect that day.

"We urge citizens to communicate with your elected officials and ask for their support to repeal
cuts to their Medicare benefits,” said Kent Palmberg, chief medical officer for Stormont-Vail
HealthCare, of which Cotton-O'Neil is a division.

Legislation was needed to block cuts that otherwise occur automatically under a formuia.
Congress has blocked similar cuts in the past.

Jerry Slaughter, executive director of the Kansas Medical Society, said he was hopeful
lawmakers could make a fix when they resume meeting July 7, following a break for the Fourth
of July. Even with hopes of a change, he said the inaction this week created problems.

"At this point it will be disruptive," Slaughter said. "There's just no way to avoid that."

Nearly every member of the Kansas Congressional delegation lined up behind the Medicare
legislation this week. It breezed through the House on a 355-59 vote, with the support of all
four members from Kansas.

But in the Senate, the legislation fell just short of mustering the 60 votes needed to pass the
measure under expedited rules. Sen. Sam Brownback, R-Kansas, fell out of line with other
members of the state's delegation, voting against shutting down debate so senators could vote
on the measure. Phone calls and an e-mail sent to Brownback's office on Friday weren't
returned.

President Bush has threatened to veto the legislation, which would cut spending on private
Medicare Advantage plans — plans that studies have found to cost more than the traditional
Medicare program.

Sen. Pat Roberts, R-Kansas, supported the legislation.

"l urge my colleagues to put politics aside to pass this bill for seniors and our health care
providers," Roberts said in a statement released by his office. "I hope the Congress and the
administration can work together to adopt these reforms as soon as possible." "\

Rep. Nancy Boyda, D-Kansas, said she was shocked when she received word that the

We attempt to curtail Medicare deficits in June 2008...
http://’www.cjcrﬂine.corru’stories/062808fkan_296890097.shtml 7/5/2008




Cotton-O’Nei

Division of Stormont-Vail HealthCare

....and Medicare shuts down for new patients...

July 1, 2008

To our Medicare patients:

Cotton-O’Netl Clinic has had a long-standing commitment to provide access to high
quality health care for our patients. However, recent actions by Congress are making it
increasingly difficult to cover the costs of providing care to our Medicare patients.

On July 1, Medicare cut physician payments by 10.6 percent. Just like every other
business and household, our costs are increasing steadily. Because Congress did not
stop these cuts, all of our primary care physicians have regretfully closed their
practices to new Medicare patients as of July 1, 2008.

You can help ensure that your access to high quality health care is not further reduced by
taking a few minutes to contact your congressional representative. We appreciate the
members of our Kansas delegation who supported efforts to reverse the cuts and hope
Senator Sam Brownback will change his position and vote to support your Medicare
benefits.

We have provided the names and contact information for our senators and representatives
on the back of this letter. We have also included some important discussion points.

This was a very hard decision for us. We hope you join us in efforts to convince Congress
to reverse these significant cuts to your Medicare providers.

Respectfully,
Cotton-O’Neil Clinic
Primary Care Physicians

www.stormontvail.org



After Enacting Pension Cuts,
- Europe Weathers a Storm

By CARTER DOUGHERTY

FRANKFURT — Social Security is
known as the “third rail” of American poli-
tics, and fiddling with retirement benefits
can prove politically fatal in Europe too.
Yet, in recent months and years some Eu-
ropeans have tried to defuse the time
bomb posed by millions of retirees receiv-
ing government benefits.

Italy gradually raised the retirement age
to 59. France increased the tenure re-
guirement for government workers to re-
ceive full pension benefits to 40 years of
service. Germany curtailed annual gov-

ernment pension increases and raised the

retirement age by two years, to 67.

But inflation and a squeeze on living
standards for older workers are fueling a
backlash, leading some governments to re-
consider — or even suspend — approved
reforms.

The fears of European workers are not
unwarranted. Ferty percent of Belgians
over 75, for instance, will live in poverty by
2016, according to the National Pensions

Office in Brussels, in part because of lower

pensions.

Such statistics are one reason why even
maintaining recently enacted reforms is
proving difficult. Another is Helmut Pol-
zer.

In a fit of rage last August, Mr. Polzer, a
retired real estate developer from near
Munich, wrote his first-letter to the editor
in 50 years of reading his local newspaper,

NT

complaining about German politicians
turning pensioners into “paupers.” Almost
as an afterthought, he suggested a solu-
tion.

“I would be happy if the millions of pen-~
sioners — our numbers are growing — and
all citizens disadvantaged by politics fi-
nally found their way into their own politi-
cal party,’ Mr, Polzér wrote to the newspa-
per, Miinchner Merkur.

Weeks later, Mr. Polzer, 70, was presid-
ing over a meeting to create the Pensioner
Party, which plans to field candidates in re-
gional elections this autumn on a platform
of creating a more generous pension sys-
tem.

While still a nascent operation, the Pen-
sioner Party’s message resonates broadly

with voters in Germany and Europe. With -

a higher birth rate and greater immigra-
tion, the United States faces a less acute
problem with government pension bene-
fits, despite periodic flare-ups over Social
Security and fears about the long-term fis-
cal stability of the pension systems for
many state and local government workers.

Most of the costs of an aging American
society have to do with skyrocketing
health care costs — far less of a problem in
Europe. The widespread use of private
pensions and employer-based. savings
plans in the United States also eases the
pressure on taxpayers to pay retirement
costs.

But in: much of Europe, the need for

Continued on Page 5

§-6-08

Changes in public pension rules have caused
May, marchers in Marseille, France, protestec

.... Mass protests over envisioned cuts in Retiremient
benefits in Europe may presage events in the U.S.

...keep in mind the vast financial impact of these deficits:

1) Bullish for gold

2) Upward pressure on interest rates due to increased borrowing

3) Can trigger disgorgement of housing just when the housing
Boom may be recovering! “0
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Presidential Candidates Shrink From Budget Issue

- . A ) N, o p o ey o i -
FPREDICTABLY, OUR "LEADERS — ComPieTerY AV
DiscuUssioN OF T TiCkiNg BABY Boom FIndicAls CRISIS,

duce overall government spending will require poten-
hoes that of his Republican predecessor as

costs,” An economist, Mr, Orszag isa Democrat, but his

Message ec

revenue will be many billions less than
projected. That is because all the candidates have promm-

dto fix or even repeal the alternative minimum tax—
which was intended for rich tax-evaders but not in-

growing fast.
Meanwhile,
ise

¢

Worsening Fiscal Picture Looms,
But Hopefuls Prefer Not to Look

Douglas Holtz-Eakin, who is now the

?

CBO director

chief economic adviser to presidential candidate and
Arizona senator, Jolin McCain. Yet painisn’t something

candidates talk about.

dexed for inflation—so that the AMT worn’t hit the in-

By JACKIE CALMES

Washington

creasing millions of middle-class voters due to be en-

snated otherwise.

Wr. McCain does stand out among Republicans, and

some Democrats, for having a detailed proposal to con-
strain health-care costs. And he and former Republican

Sen. Fred Thompson emphasize more than others in

Even as Democrats and Republicans on the cam-
—back in Washington the director of

paign trail are vaguely pronising “change”—and mak-

ing it sound easy

hat will con-

None are honestly facin

NE THING UNITES ALL the presidential candi-
dates, of both parties

)

up to the huge budget challenges t

dget Office, Peter

testified on Capitol Hill in mid:

the nonpartisan Cengressional Bu

Orszag,

i

both parties the need for cost-saving changes to Medi-

-December about

In fairness, if any of them did, voters probably

wouldn’t give them the keys.

care and Social Security, if not the specifics. On Social
Security, Mr. McCain—like most Democrats—would
consider raising revenue by lifting the cap on wages
subject to Social Security payroll taxes (the 2008 capis
$102,000). Mr. Thompse’s move politically risky plan

’s long-term budget cutlook, and he wasn't

the nation

Plegse turn to page Rl

All the Repuk. icans favor extending the Bush tax
cuts, which oth -rwise would expire in the next presi-

3

ees, using a formula similar to one Mr. Bush floated in

would reduce the initial level of benefits to future retir-
2005—unsuccessfoliy.
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Candidates Shy From Budget

Continued from page R1

dent’s first tertn, and rule out any
income-tax rises. When quizzed
about Social Security’s looming
instability, al of the Republicans

say they support letting workers

divert payroll taxes to personal ac-
counts. But that would add to the
program’s financial woes for de-
cades, requiring additional taxes,
benefit reductions or borrowing—
which is why Mr. Bush’s own pro-
posal never went anywhere even
in a Republican-led Congress.

Despite the coumtry’s worsen-
ingfiscalpicture, theRepublicans’
platforms don’t sound all that dif-
ferent from Mr, Bush’s back in
2000, when the country was at
peace, running a surplus and pay-
ing down the debt. Besides echo-
ing his call for overhauling Social
Security, they favor moretaxcuts,
look to market-based remedies
for health-care savings and prom-
ise deep cuts in other federal
spending, without specifics.

But even slashing the gverall
federal budget—which ranges
from agriculture subsidies_and
parkstoresearchand weaponry:
wouldn’t avert the crisis that Mr.
Orszag and others forecast: As

(B0 data consistently show, the

Medicare and Medicaid, andto a
lesser extent Social Security ang
interest on the federal debt—not
in the annual apprepriations that
include much-criticized “ear-

marks” for lawmakérs” special

projects.

The Democratic candidates
are even less inclined to detail
how they would curb the growth
of Medicare and Social Security.
Their party considers both pro-
grams its legacy. Neither they nor
the Republicans would reverse

tha nmracerintion.drios heanafis

that Mr. Bush added to Medicare,
though its long-term costs dwarf
the government’s entire tah for
Social Security’s unfunded obliga-
tions. Democrats, in fact, would
expand the drug benefit to do
away with the so-called dough-
nut hole, where a beneficiary’s
coverage lapses before kicking in
again when costs reach cata-
strophic levels.

Untike Republicans, Demo-
crats also aim for universal
health care, to cover the 47 mil-
lion uninsured, and propose new
spending and tax incentives for
energy and technology innova-
tions, arresting global warming,
and for education and college aid.
They also promise to restore
pay-as-you-go budgeting to the
federal government, The biggest
offset they offer to “pay” for their
proposals is ending Mr. Bush’s tax

‘cuts for the richest Americans,
typically those making more than
$200,000 a year.

But what sounds like an all-
purpose source of revenue is any-
thing but. Eugene Steuetle, a se-
nior fellow at the nonpartisan
and centrist Urban Institute think
tank, and a former Reagan Trea-
sury official, says that returning
income-tax rates for the wealthy
to pre-Bush levels would mean
about $50 billion a year. While no
small amount, that is less than a
third of the fiscal 2007 deficit. It
would cover no more than half
the revenue cost of overhauling
the AMT, and a few months of
Medicare’s cost increase.

Whoever is elected, Mr.
Steuerle says, “still must either re-
tract many of the promises made
to the middle class, increase its
taxes, or both. Right now, the lead-
ers of both political parties con-
sider It

OF THE
EComoUy
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EU Pain Is Dollar’s Gain

Fed, ECB Outlooks
Should Set Course
For the Currencr,es
$-Sos

By Dan MOLINSKI

With the European economy
showing wear and tear, the U.S.

dollar this week might be able to

extend its recent advance
against the euro without even
having to work for it.

“We’re referring to the dol-
lar’s recent rise as euro and ster-
—————— ling weakness
FOREX rather than dol-
VIEW lar strength.
— " That’s the con-
text we'd put it in,” said Robert
Sinche, head of global currency
strategy at Bank of America.

While the U.S. economy is
still slumping and jobless rates
have risen steadily, things in
some corners are at least start-

ing to look up. In contrast, data

from the 15-nation euro zone
point to serious signs of weak-

ness, which indicates problems
there might be worse soon.

Such a view suggests the U.S.
Federal Reserve may begin to in-
Crease interest rates in coming
months, which supports the dol-
lar, while the European Central
Bank may keep rates unchanged,
or consider lowering them to
spur growth.

That view is likely to be ei-
ther reinforced or smacked
down this week as the Fed and
the ECB each decide on interest
rates and present their eco-
nomic outlooks.

If the view is reinforced, look
for more dollar gains, with the
euro perhaps dropping toward
$1.53. But if ECB officials indi-
cate that future rate increases re-
main at least a possibility, then
the euro might trade back to
within a few cents of its record
high of $1.8040, reached in July.

Friday in New York, the euro
was at $1.5541 from $1.5599 late
Thursday. The dollar wis at
10775 yen from 107.89 yen, while
the eurc was at 167.45 yen, from
168.29 ven. The UK. pound was

at $1.9737 from $1.9823,
and the dollar was at
1.0514 Swiss francs from
1.0473.

Of the two central-
bank meetings, the ECR’s
will likely create the
most fireworks in cur-
rency markets. Any sighs
from ECB President Jean-
Claude Trichet that indi-
cate the euro-zonhe econ-
omy is slowing sharper
than previously thought
may be a serious nega-
tive for the euro.

Analysts say refer-
ences to reduced infla-
tion expectations also
would cause the com-
mon currency to decline.
Lower inflation would
make it less likely that
the ECB may introduce more
eurg-supportive interest-rate in-
creases in the coming months.

In the U.S,, the FOMC state-
ment after Tuesday’s meeting
might provoke dollar-support-
ive reactions if it indicates a
drop in il prices is providing a

50009281 Up 1LY

lift to the economy. But it might
work against the dollar if inves-
tors take it to mean that lower
oilis keeping down inflation and
will keep the Fed from consider-
ing rate increases.

Currencies table on page C4.

....as European economy
weakens, So do European
currencies vs. the dollar

Growth in Monéy Supply;
| Credit Slows in Euro Zon

5’«05’

By MonicA HousTON-WAESCH

FRANKFURT—Money-sup-

ply growth in the eurg zone
eased in June amid slowing
credit growth, rémoving one mo-
tivation for the European Cen-
tral’Bank to increase interest
rates. The declines in money and

growth in June s_hpped to an an-
nual rate of 9.5%, the slowest
rate since November 2006, after
a downward revision in May
data to 10.0% from 10.5%.

M1 growth, often regarded as

. a more accurate indicator of ac-

tivity, felt by nearly a full percent-
age point to anew all-time low of

credit growth come as business
ons T ent are
weakening sharply and oil prices
are falling of which point Te
lower intlation rates ahead.

The ECB uses monetary data
to get a glimpse of inflation 18
months out and longer. Prior to
June, money. and credit growth
had been strong for years, f(_)re-
telling the buildup of inflation-
ary pressures that has become
avident this year.

While economic data have
been pointing to a slowdown for
several months, money-supply
data released Friday will likely
cause the ECB to take notice.

Broad M3 money-supply

1.4%. The last time the growth of
M1 data was anywhere near as
low was in March 2001, when the
euro zone narrowly escaped re-
cession. “The signalis now flash-
ing red,” said Holger Schmied-
ing, chief Eurepean economlst at
Bank of America.

EGB policy makers have been
edgy about higher prices, Euro-
zone annual inflation hit 4% in
June, more than double the pace
of the bank’s comfort zone, a rate
just below 2%. The ECB raised iis
policy rate by a quarter percent-
age point on July 3, bringing the
rate to 4.25%. Friday’s moenetary
statistics remove abig sliceof the
pressure for another increase. /\

\
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IMF Says Global Imbalance to Stay

Weak Dollar Helps
Narrow the Gap,
But Oil, Yuan Weigh

By ToM BARKLEY

WASHINGTON~—The__ dol-
lar’s decline has brought the
umnwnmw_b funda-
mental value, but global 1mbal-
ances i1l current accounts will
likely take fonger to correct be-
cause of high oil prices and Chi-
na’s tightly managed currency
policy, a top official from the In-

KN

ternational
said.
“While the dollar deprecia-

tion is helping to reduce the
U.S. current-account deficit, it

Monetary Fund

has not been sufficient to allevi-
ate imbalances and 118Ks,” said
John Lipsky, first deputly man-
aging director at the IMF, in a
speech at the Brookings Institu-
tion on Tuesday. “Rather, new
misalignments may be
emerging and risks
may be shifting.”

- While the dollar has
moved ‘as close to its. {
medimm-term equilib-
rium value as it has
been in a-decade, the
euro_has borne the
brunt of ‘the adjust-
ment and 1S now over-
valued, Mr. LIpsKy
sald; China’s yuan .re-
mains "sxgmﬁcantly
wadervalned,” despite recent

John Lipsky

'with economic stimulus taking

appreciation against the dollar,
he said. v

~Mr. Lipsky acknowledged

thatthe dual erises of financial
turmoil and surging commod-
ity prices will likely complicate
ajd delay the task of reducing
global imbalances. In particu-
lar, he noted that record energy

" prices should continue to push

longer term the “goal”

up: surpluses in oil-exporting
countrles )

. Thus; policy changes that
arenecessaryto right the imbal-
anceg “will need to-be imple-
mented: flexibly  as circum-
stances have changed, and we
accépt. that large -imbalances

may be with us for longer than
we had originally envisaged,”
he said.

This is the latest of several
major addresses Mr. Lipsky has
given this year on challenges
facing the world economy, with
the IMF seeking to reassert its
global-watchdog role as de-
mand for its lending resources
has declined.

The messages have
shifted as global eco-
nomic conditions have
undergone rapid

. changes. [n March, Mr.
Lipskv urged IMF mem-
beys to stand ready to
boost spending to stim-
ulate_demand and to_
rescue troubled finan-
cigl jhstitutions iI the
credit crisis deepened.
In.May, fighting infla-
tion became the focus;

a back seat. :

In May, Mr. Lipsky warned
that the .drop in the dollar
wasn’t helping to reduce the
risk of global imbalances. With
the euro and other flexible cur-
rencies-doing most of the adjust-
ing, he called for China and
other emerging Asian countries

to push forward with exchange-

rate_and other financial Tevi-
sions.

Tuesday, Mr. Lipsky
sounded a note of optimism
that a more balanced global
economy will be within reach
over time, seeking to counter
doubts that the U.S. current ac-

count gap will narrow signifi-
cantly.

The drop in the dollar, which
hit a new low against the euro
last week and has depreciated
25% in real effective terms
since early 2002, has so far led
to only a “modest” decline in
the U.S. current account gap.
The deficit fell from an all-time
high of nearly 7% of gross do-
mestic product late in 2005 to
around 5% of GDP in the first
quarter of this year. By compari-
son, the more than 30% decline
in the doMar from 1985 to 1991
brought the” current atcount
intoe balanee from a deficit of
3.5% of GDP in 1987,

However, the adjustment in
the current account balancehas
actually been similar over the
two periods, Mr. Lipsky said,
when taking into-account the im-
pact of present high oil prices
on the U.S. deficit and the lack
of large money transfers that
other governments made to the
U.S. during the first Gulf War in
the early 1990s. ;

Mr. Lipsky also expressed
confidence that the dollar
would retain its role—albeit
somewhat dimirished—as the |
world’s reserve currency. “Not-
withstanding the dramatic
claims by some, there is no
doubt that the dollar will retain
the central role, even though it
may gradually share the stage
with other currencies to a
greater degree than at
present,” he said, saying that
the euro would assume a

greater role in reserves, as well. |-

.... Assuming an impressive dollar rally, keep in mind that
is to strengthen currencies of
developing economies that have built up large reserves.
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CHART 5
Oil And Treasury Yields
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as the markets treat the escalation in energy
prices as inflationary — even in the short term —
the Fed is bound to take action to suppress pric-
ing pressures. The alternative would be far more
damaging for the long end of the Treasury curve
as investors priced in a policy mistake. In the end
though, v

U.5. BOND STRATEGY - WEEKLY BULLETIN JUNE 30, 2008 7

CHART 6
Demand Destruction Has Begun
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Consequently, we remain comfortable with cur
underweight stance in inflation protection. Evi-
dence of pass-through from oil to long-term infla-
tion expectations is muted. Short term infiation
expectations as determined from the inflation
swap market have surged along with the increase
in energy prices, but the relationship reverses as
one moves out to longer maturities (Chart 7).

Surveys of inflation expectations reveal the same
lack of persistence beyond the near term (Chart 8).
For example, while the Michigan survey shows that
inflation expectations for the next 5-10 years have
started to edge higher, most of this occurs in the

) ) o " >ne year and

do, thar¢ Chart 6 is key: at $3.00 gasoline is a “pinch” on the ;ward rate of
celerate i Consumer. At $4.00 it warps consumer behavior. =pectations

bring dov
nents of t
will disperse and the yield curve will bull steepen.

$4.00 was unsustainable, at least short-term

d. The
ws a similar

result.

oditor@BCAresearch.com ® TEL 5144999550 m FAX 514.843.1763 W www.BCAresearch com Copyright ® 2008 BCA Research Inc. All Rights Reserved. Refer to last page.
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Flve Banks Post Losses and Their Stocks Soar

 Many hwestors Bet

The Worst Is Past;
S.Gme Bears Flee

BY PAULO Praba
AND ROBIN SIDEL

L IVEOF TH_Ela:gest U.s,
A financial institutions,
c-led.-by Wachovia
Corp. and Washing-
ton Mutual Inc., re-
ported combined quarterly
losses of more than $11 billion.
But their shares jumped an aver-
age of 14% on rising hopes that
battered bank stocks have fallen
about as low as they can go.

The buying frenzy, also fueled
by short sellers covering bearish
bets, was at odds with the mostly
somber assessinent by bank exec-
utivas Tuesday of the shaky loans
and struggling economy bedevil-
ing the industry.

In a sign of the loan woes
likely to haunt them for years,
Wachovia, Washington Mutual,
SunTrust Banks Inc., Fifth
Third Bancorp and Regions Fi-
nancial Corp, socked away
nearly$13 billion inloan-loss pro-
visions. Wachovia, Regions and
Fifth Third also slashed their divi-

| dends in order to conserve cash.

Financial stocks are up 31% in
the past five trading days. The

SunTrust Fifth Third Regions Washington Wachovia
SHARE PRICE ’ Financial Mutual
: S

i
Jneg - -

Five Banks’ Pain

The five financial institutions ahove had a combined second- quarier nE‘

S

2008

TR
2608

loss of $11.6 billion vs. year-carfier profit of $4.7 billion. Their combined

credit-loss provision was £13 biliior vs, 3837 million a
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five hig lenders that reported
quarterly results Tuesday have
clinbed by an average of 60%
over that period. Tuesday’s
gains increased their combined
stock-market value by $11.6 bil-
lion—almost identical to their to-
tal Tosses in the second quarter.

The rally in bank stocks since
the middle of last week could
make it easier for capital-hungry
banks to xaise additional capital.

In recent weeks, private-equity
firms and other investors. have
cxpressed growing reluctance to
pump money into struggling
lenders, partly because of their
falling stock prices.

Even though many bank chief
executives insist they can
weather the current crisis with-
out outside help, a sustained
bank-stock rebound would give
them more flexibility to boister

their balance sheets
without having to sell
shares at prices far be-
low their current lev-
els.

Wachevia, based in
Charlotte, N.C., said-it
is laying off 6,350
workers, representing 5.3% of
its work foxce, and will [eave an
additiénal 4,400 positions va-

Please turn to page C7
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~ Some Hit Hardest
Are Looking to Sell
Mutual-Fund Arms

By DIYA GULLAPALLL
banks stocks, struggling

D banks are still trying to

raise capital, and some of the
hardest hit are now considering
selling their lucrative money-
management units to raise cash.

National City Corp; is work-
ing with Morgan Stanley to shop
its Allegtant Funds operation,
according to people familiar
with the matter. The division
w-————— manages about $30
FUND billion, about half
TRACK of which is in its

more than 30 mu-
tual funds The possibtlity of
suchasale arose earlier this vear
when National City raised $7 bil-
lion in capital, including from a
private-equity firm.

Fifth Third Bancorp is in the
early stages of reviewing a sale
of its Fifth Third Asset Manage-
ment unit, which has about $22
billion in assets, say peeple famii-
iar with the matter. Fifth Third's
stock is down 47% this year.

Another possible seller is
KeyCorp,though the firm hasre-
sisted entreaties for its. Vietory

Capital Management unit. This -
: o cmeen @8N WiTliAR
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core earnings have 'cleceler-
ated this year due to higher

AHEAD OF THE TAPE costs, slower sales and other

By Mark Gongloff woes. As recently as t1_1e fourth
quarter, S&P 500 earmngs'ex-ﬂ»
nancials, energy, home builders

] 1 ere up 11.3%. Ex-en-
Oll US. BankS: 2?§ya;n35f¥'-ancials, earnings
] [’ L ] ' se 9.7%. )
A Flght lth | 0 “Proﬂtabili'ty is not fal_hng_
; off a cliff outside of the disas
No Winners

H ALFwAY through earn-
ings season, it's become
pretty clear how this one
is going to play out: Another
bar fight between the energy
and financial sectors that puts
everybody in the middle at risk,

With 249 reporting so far,
companies In téé S&P 500 are on
pzace 1o see earnings per share
fall 17.9% from a year ago, accord-
ing to Thomson Reuters, That Ng-

ure includes estimates for compa-

nies that haven’t reporteq yet )  auschor

: : . I areas,” says Brian s
It's a bit yrorse than the 17.0% Eleirector of portfolio strategy at
first-quarter fall and marks the | Rrown Brothers Harriman. “1t’s

fourth—s@raight quarter of shrink- peen more like an icebersg melt-
ing earnings, one quarter shy of - . _/ ¢ 4 ing—it’s been glacial.”
:\ record. Anﬂe;lyst; again were l‘ 5/ 1 14 gore profits could keep drip-
00 rosy In their forecasts; when < / o e full U.S. econ-
renorting season began, they ex- §f o/ / “/ 7o Eli‘é ﬁ:vs?’tTfEle experienced the
pected a decline of 11.5%. ‘ L ’ Kknock-on effects of the financial
In profits; as In stock prices, ," oo/ M Q . crisis and soaring energy prices.
financials have been eviscer- 7 The global economy is showing
ated, while-energy has frol- signs of catching a sniffle, if not

T-CF

icked in cash. . : hich
" " . 1d, from the U.S., whichh
Strip out financials and en- ihizatens the thus-far-resilient
ergy, and S&P 500 earnings are profits of muitinationals. A stabi-

on pace for a meager 2.8% in- zing dollar won't help; past de-
crease. Lose the troubled home : Elzﬁegs had fattened overseas
builders and auto makers for profits when ported back home.

an even more finely tuned mea- - @M&’%ﬂ#ﬂ

sure of “core” profits, and the spite repeated burns from ot

gain improves to 54%. . stoves, analysts doggedly con-
are t. /ueg ings rebound in T SeCond

half. There’s no reason to be-

57’/L L 7'&& f();y Tieve they’ll be right this mj]é;

tforecashvg IH of 2008 7

|

Rally is sustained by earnings. Still suspicious at this point...

30



Earnings down, but not as much

11,584 Wednesday — despite oil
jumping $4.58 to $126.77 a bar-
re] — bringing its two-gay gainto
453 points, of 4.1%. But that only
slightly patched recent damage
{the Dow is 18.2% off its high),
and analysts say there is still rea-
son for unease, including:

» The energy effect, Weak
earnings and write-downs from
financials continue to drag down
profits. Optimists point to the fact
that S&P 500 earnings would be
up 7.8% if financials are taken out,
Thomsen says. But most of that
ggin is fions 25% growth in the
energy sector, Stripouteneigy as: - - .
well as financials, and growth is just 3.0%, Butters
5. Oil companies were top gainers Wednesday.

» Performance vs. expectations. The mix of
mpanies beating and missing estimates 1ias im-
Troved (e [ast three quarters. 5o Jar, BE of compa-
nies beat forecasts, and 21% missed them, com-
pared with the that beat an at missed
the past three quarters, Thomson says. Historncaly,

Udh te a?
Qverall, seyeral sectors
see soime Improvement
By Matt Krantz 7"3/ - &)5/
USA TCDAY

lnvestors whe have grown used to swallowing
bad earnings are finding the news this quarter a lit-
tle easier to choke down. )

Nearly 300 companies in the Standard & Poor’s
500 index have reported results, and so far, second-
quarter earnings are down 19.0%from.a year earfi-
er, S&P says. Thormson Reuters, which uses different
methodology, says earnings are dewn 17.9%. "~

While the slide, caused largely by massive losses

at banks and other financial companies, is hardly
*| anything to-apptaud, the situation actually. is im-
proving. Earnings fell 25.8% in the first quarter an
30.8% in the fourth quarter of 2007, S&P says. “Ou
side of financials and automakers, it’s been fairly de®
cent,” says john Butters at Thomson.

Wall Street appears to be taking notice. The Dow
Jones industrial average gained 186 points to

» Starbucks reports loss,
more ciosures, 2B

20% miss estimates, so Misses are
still higher than normal.

> Tiie elusive boitom. Apa 2
lysts_hoping the economy re-
bouads and that vear-over-vear
- comparisons are_about 10_Im-

- prove_are calling for 10.5%
growth in the third quarter and
Now.  5973%in the fourth.

But anz?l‘ysts were consistently
too optimistic in the downturn.
“We keep hearing the bottom is
near, and three months later, we
hear it again,” S&P's Howard Sil-
verblatt says. i

The expectation on
uly 1 that second-guarter earn-
ings would be down 11.5% now
appears way off, Thomson says.

Earmngs views for the rest of 2008 also will
prove too hopeful because government programs
temporarily propped up corporate earnings, says
Rod Smyth of Riverfront Investment Group.

What is mest wortying isn't what companies are
earning, now, Smyth says, “but what they're going
to earn once the tax {rebate) money is spent.”
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Are these realistic? If not this is a major headwind... Look for
market reaction in seasonally erratic late Sept/ Oct., when all
of this may get sorted out, one way or the other...

..Alternatively, the market may hang it’s hat on a “coming \
Stimulus” regardless of which candidate is elected...



—— Can foreign earnings hold up ?? —
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Pearls in the Consumer-Stock Rubble \

The ‘When’ Question Hinges on Americans’ Feeling More Free to Spend

Tom LAURICELLA

NVESTORS TRYING to posi-
tion their portfolios for an
eventual rebound in the
stock market face a diffi-
cult. task: The stocks that
1ally lead a recovery—finan-
15 and companies that make
sell goods and services di-
‘tly to consumers—are the
ag with the riskiest outlook.
With many investors believ-
: that banks and brokerage
firms are fac-

EREAST ing an ex-
*THE tended pe-
ARKET riod of strug- .

——— gles, a strategy
tilting toward beaten-down
1sumer-discretionary stocks
iy seem tempting.
And while it may make sense
those with a long-term hori-
10f a year or two to start nib-
1g now, they should keep the
a-Seltzer handy; those stocks
1d fali further before they be-
a recovery.
Worries about the consumer
e dominated recent sessions,
ling the Dow Jones Industrial
rage down 0.4% last week to
16.32, down 15% for the year.
' stoeks of consumer-discre-
ary companiés in the Stan-
1 & Poer’s 500-stock index
down 14%.
‘hese pompanies deal in
zs that people don’tnecessar-
sed, and they oftenare on the
1y side: autos, entertainment
-gstaurants. (That is distinct
consumer staples, such as
from supermarkets, where
-5 are down just 5.6%.)

g-u-0f

For months, one trade has
worked—heavy positions in en-
ergy producers and other materi-
als stocks as well as companies
with a big portion of their cus-
tomer base outside the U.5. Now,
there is a debate about whether
it is finally time to move back
into companies focused on U.S.
consumers in preparation for an
economic rebound.

On the one hand, most con-
sumer_stocks are down sharply
in price and are cheap by many
measures. Many have trailing
price?earnings ratios below that
of the S&P 50(Ys 16.7. But consum-
ers could be only-in the early
stages of a historic pullback in
spending, which would mean
that the worst news for inves-
tors still could be on the way.

David Giroux, manager of the
T. Rowe Price Capital Apprecia-

Among the top holdings of
the NFJ fund is Home Depot Inc.
The stock rax into troubles long
hefore the housing downturn,
and really was hammered in
2007, losing 33% of its value and
is down an additional 11% this
year. It is changing hands at
roughly 12 times the last 12
months of earnings.

“The stock is valued
where it was a decade ago,
even though earnings per
share have guadrupled,”

said Mr, McKinney. Inad-
dition, he said, its divi-
“dend yield is near a
record high, just south
" of 4%.
James Swanson, chief

S polack iNvestment strategist at MFS

tion Fund, is among those wad-
ing into the troubled waters of
stoclks such as Marriott Interna-
tional Inc.,, TRW Automotive
Holdings Corp. and Time
Warner Inc.

“This is a great time for long-
tePm investors tobe buying these
types of names,” he said.
«“There’s no risk that these com-
panies are going to go urider,
there’s no risk that the business
models are flawed.” A turn-
around will come, he said. “It’s all
aguestion of ‘when’ and not qaf2 7
* Conswmer stocks were

Investment Management, said
declines in home sales should
start to work in favor of home-im-
provement companies. “People
are staying longer” instead of
moving, he said, “They’re going
to begin to tinker with their own
premises, and the home-im-
provement names have already
been beaten way down.”

But Robert Doll, chief invest-
ment officer for equities at
money manager BlackRock Inc.,
is skeptical. “The further away
from the U.S. consumer and
those who lend to the U.S. con-
sumer, the better,” he said.

among the first to slide last year
as The real-estate market be-
came unglued. “These .stocks
Tace headwinds, but those head-
winds are more than priced in,”
said Burns McKinney, a portfolio
manager onthe Allianz NFJ Divi-
dend Value Fund.

Recent developments reflect
the difficulties confronting con-
sumer and other cyclical compa-
nies. Last week, the parent com-
pany of restaurant chains Benni-
gar’'s and Steak and Ale filed for
hankruptcy protection. On Fri-

Please turn to the next page
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INVESTMENT FIRST-AUGUST 2008
TRENDS

e A RS OF

Jor the enlightened investor EXCELLENCE.

~ AN ILLUMINATING CONCEPT

When all other factors whichrate analytical consideration have been digested, the underl] mg value of dividends,

which determines yield, will in the long run also determine price: The key to value, refore, liesinyieldas

- reflected by the dividend trend. Individual'stock prices fluctuate betweenrepetitive extrémes of high dividend .

yield and low dividend vield. These recurring extremes of yield establish Undervalue and Overvalue price
levels. -Whena dividend is raised, the Undervalue and Overvalue price levelsare raised automatically so they. i

‘will continue toreflect the historically established vield extremes:Each stock hasits own distinctive high and
. low yield characteristics and mustbe evaluated individually.
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1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
DIV $124.45 $127.32 $152.00 $151.60 $180.41 $180.50 $200.756 $247.74 $30057 $324.66

"CURRENT ... " POTENTIALTOOVERVALUE | POTENTIALYO UNDERVALUE
"I:L%VJ;?R'NEI? = CANN DNV | POINTS % | HIGH LOW | POINTS % | LOW  HIGH
AVERAGE PRICE -1 _DW _‘{.“?.‘-D PRICE. YIELD | DOWN DOWN Y
A i 2,84 K 21645. 7 1.5% 77 50%| 10823 3.0%
CURRENT | POTENTIAL TO OVERVALUE POTENTIAL TOUNDERVALUE _
5993{3#@3 (T AN BV | BOINTS % | HIGH  LOW | POINTS - % | Low  HiGH
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iERAGE v | e ue | price v |
: 328% ] 460 9i8% | 52T
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ECTS
DISCUSSES THE EFF
WARREN BUFFETT

OF INTEREST RATES ON STOCK PRICES

he last time [ tackled this subject, in

1999, T broke down the previous 34

years into two ™-year periods, whichin

the sense of lean years and fat were

astonishingly symmetrical, Here's the
frst period. As you can see, over 17 years the Dow
gained exactly one-tenth of oge percent,

DOUOESHSRANER | )
Case J@.; O3, 196687412 1 ol " ||

Dec. 31,1981 875,00 (1 qeotne

And here’s the second, marked by an incredible
bull market that, as I laid out my thoughts, was
aboutto exd (though I idn't know that).

Case 2: s R
Dec. 31, 1981: 875,00 3&7"\"«'" 1||
7 Dec.31,1998: 9181.43 nod \

Now, you couldn't explain this remarkable diyer.
gence in markets by, say differences i the growth of
gross national product, In the first period—that dis-
mal time for the market—GNp actually grew more
than twice as fastas it did in the second period,

* GAIN IN GROSS NATIONAL PRODUCT
1964-1981:373%
s 1981-1988:177%

Sowhat was the explanation | concluded that the
market s contrasting moves were caseq by extraor-
dinary changes in two crifcal economic variables—
and by a related psychological force that eventually

S\ cameinto play
Here I need to remind you about the definition

of “investing,” which though smple i ofp fr.
potten Tnuactins in loco o . .



The impact

Here I'need to remind you about the definition
of “investing,” which though simple i often for-

gotten. Tnvesting i laying out money today to receive more
money tomorrow,

That gets to the first of the economic variables that affecteq

stock prices n the two periods—nterest rates, In economics, in-

lerest rates act ag gravity behaves in the physical world, At ]
times, in al] markets,in all parts of the world, the tinjest change
In ates changes the value of every financial asset, You see that
Clearly with the fhuctuating prices of bonds, But the tule applies
aswell to farmland, of reserves, stocks, and every other financia]
asset. And the effects can be huge on values. Ifnterest rates are,
say, 13%, the present value of a dolar fhgt you're going to receive
in the future from a investment is not nearly as high as the
present value of a dollr if rates are 49

S0 here’s the record on interest rates at key dates in our 34-year

span. They moved dramatically p—that was bad for investors—
inthe firs half ofthat period and dramatically down—a boog for

vastors—m the second hall

*INTEREST RATES, LONG-TERM GOVERNMENT BONDS

Rising vs. falIirvgzl,1964;4.200/.,> w,

1,1981: 13.65%

Dec.3
Interest rateSDec.31,1998:S.09% a0

The other critcal variable here 1 how many dollars nvestors ey
pected to get from the companies in which they invested. During
the first period expectations el significantly because corporate
profits weren't looking good, By the early 19805 Fed Chajrmap
Paul Volcker's economic sledgehammer had, in fact, driven corpo-

rate profitability to a eve] that people hadn't seen since the 1930,

The upshot i that nvestors lost their confidence in the Amer-
ican economy: They were looking at a future they believed would
be plagued by two negatives. First, they didn't see much good
coming in the way of Corporate profits. Second, the sky-high in-
terest rates prevailing caused them to discoug those meager
profits further. These two factors, working together, caused stag-
nation inthe stock market from 194 tg 1981, even though those
years featured huge improvements in GNP The business of the
country grew while investors'valuation of that business shrank!

And then the reversal of those actors reated 5 peiod during
Which much lower GNP gains were accompanied by a bonanza for
the marke. First, you got a major increase in the rate of profita-
bility. Second, you gotan enormous drop in interest rates, which
made a dollar of fture profit that much more valuable. Both phe-
nomena were real and powerful fuels for g major bull market, ‘
Andin time the psychological fator I mentioned was added o the "
equation: Speculative trading exploded, simply because of the
market action that people had scer, Later, we'll look t the pa-
thology of this dangerous and oft-tecurring malady,

Tiwo years ago T believed the favorable fundamental trends had
lxgely run theircourse, For the market g 80 dramatically up from
where it was then would have required long-term interest rates to
drop much further (which i always possible) o for there to be 4
mejor mprovement i corporate profitability (which seemed, at the
time, considerably less possible). If you take a look at 2 0-year
chartof aftertax profts asa percent of gross domestic produ, Jour~



BABY-BOOMER RETIREMENT:
THE SILENT "BLACK HOLE" of FINANCE

Retirement Starts
077
ny §+? A4

Deficits Explode

v |

2008 IV
| ! | f

Let's splurge $200bn to $1.7Tr on wars! ‘

! |

| i

We're winning the war for Freedom & Democracy |

| |
We've got massive deficits ahead |
|

2004

2016 2020 2024

'

|
.)( ; ’Ré LOMe Jd "Tough Choices": CUT henefits to needy elderly
| y ) |
WM, most | kety, More Tax hikes & Benefithuts
e =

Wikl maRKETs pove  SIDEWAYS 7 Picees By
N\ THE gRAvIT 7 ot ENTITLEMENT  FINANCING  Damadps
% OVER 7 MexT g0 YERRS 77

*Here we are at the 2008 bottom, on a chart drawn
In January 2003!
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