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FOMC Now Widely Expected To Ease In First Half Of 2007

mestic Commentary Treasury yields continued to fall over the
month, and with them, expectations of any additional tightening

by the Federal Open Market Committee (FOMC). Based on our Sep-

tember 25*-26™ survey, only a quarter of our panelists now predict
the next change in the FOMC"s target federal funds rate will be an
increase. Of the 75% that think the next move by the FOMC will be a
reduction in interest rates, 45.7% believe it will occur in Q1 of next
year and almost 86% predict a cut will come by the end of Q2 2007
{®ee page 14), The views of our panelists roughly mirror prices in the
federal funds rate futures market that puts the odds of a rate cut by
the end of Q1 2007 at about S0/50.

Since its peak on June 28", the day before the FOMC's last rate hike,
the constant maturity 10-year Treasury yield has dropped about 65
basis points to a seven-month low, In the process, the price of the on-
the-run 10-year note blew through its 200-day moving average as its
yield plunged to just north of the psychological barrier of 4.5% for a
brief time. Constant maturity 2-vear and 5-year yields have fallen by
almost exactly the same amount, leaving the entire coupon curve
some 65 basis points below the tmrget federal funds rate, and clearly
reflecting market expectations that the FOMC is destined to ease at
some point in the not too distant future. Yields have since backed up
a littde on dealer worries that the market has become overbought and
a lessening in hedging activity by holders of mortgage-backed paper.

Helping prope] Treasury prices higher in September were a series of
cconomic reports that left most economists scrambling to further
reduce their already below-trend estimates real GDP growth over the
next few quarters. The trade deficit expanded sharply in July versus
uxpmauuns of a small decline, upping analysts® expectations of

's net export deficit and its drag on overall GDP growth. Total

il sales managed to register a small 0.2% increase in August ver-

sus expecintions of a small decline. However, sales minus the auto-

motive component, sales at gasoline stations and sales st building
supply stores, which generally conform to reported growth in per-
sonal consumption cxpenditures (PCE), were soft. Confirming that,
real PCE was later reported to have fallen by 0.1% in August. That
was the first decline since last September and left real PCE growing
at a weaker than expected rate of 2.7% through the first two-thirds of
Q3. Total industrial production fell 0.1% in August while factory
production was unchanged. Moreover, the Philadelphin Fed's Sep-
tember manufacturing survey registered o plunge into negative terri-
tory for the first time since April 2003, September manufacturing
surveys from the New York and Richmond Fed banks, however, did
not reflect similar weakness.

The housing and automotive sectors look to be particular drags on
growth in the second half of this year, Housing starts fell to a three-
year low in August, and previously reported declines in the prior two
months were revised lower. Moreover, permits in August dropped to
a four-year low. Adding to worries about the housing sector, existing
home sales fell again in August and the year-over-year (y/y) change
in median home prices contracted by 1.7%, the first negative reading
since 1995, While new home sales bucked expectations by rising in
August, downward revisions to sales in prior months left the level of
August sales very near the consensus forecast. And, like existing
home prices, the y/y change in median new home prices turned nega-
tive (-1.3%) In August, the first such occurrence since December.

Business inventories added 0.44 of a percentage point to the mte of
| GDP growth in Q2 but will likely subtract from the rate of
wth in Q3, and do so again in Q4 but by a lesser degree. New

“orders for durable goods fell in both August and July, the first back-

to-back declines since May 2004, Shipments of non-defense capital
goods, however, & proxy for capital spending, rose 0.9% in August
and 0.7% in July, leaving them growing st a solid annualized rate of

about 9%, but that was somewhat slower than some analysts had
anticipated going into the repor.

Combined, these reports served to produce a drop in this month’s
consensus forecast of Q3 real GDP growth 1o 2.3% while the forccast
of Q4's growth rate slipped to 2.5%. The consensus forecast of
growth in the first hall of next year also fell this month but estimates
of growth in the second hall of 2007 went unchanged. Real GDP is
now predicted to grow at a 2.6% clip in Q1 and Q2 of 2007 and at a
2.9% rate in Q3 and 3.0% rate in Q4 of next year.

Easing inflation concerns, due in part to falling energy prices, also
continued to buoy Treasury prices. The September inflation reports
will reveal large declines in gasoline, home heating oil and natural
gas prices, likely producing an outright decline in the Consumer
Price Index (CPI) and a sharp pull-back in the y/y change from the
August rate of 3.8%. Indeed, as last September's Katrina-induced
spike of 1.2% drops out, the v/y change in the CP1 may fall below
the y/y rate in the core CPI for the first time in four years. Less likely
is any near-term pull-back m the core inflation figures. The /vy
change in the core CPl rose w 2.8% in August and may hit 3.0% in
September or October, the highest level in more than # decade, The
yiy change in the core price index for PCE, the FOMC's preferred
measure of inflation, rose 1o 2.5% in August, the fastest pace in 11
years, However, if the elevated level of core inflation continues to in
large part result from above-trend increases in owners' equivalent
rent (OER), lingering inflation concerns among market participanis
and the FOMC are likely to dissipate over time.

The FOMC meeting on September 20th was essentially a non-evemt
for the Treasury market due to the run of softer than expected eco-
nomic data and continuing drop in energy prices. While policymak-
ers retained their asymmetric bias toward tightening, markets
shrugged off the threat. However, the FOMC may ultimately prove to
be more reticent about easing than the markets now prediet if falling
energy prices reinvigorate consumer spending, the drop in bond
yiclds begins to stabilize housing demand and 8 wenkening dollar
boosts exports. A strong stock market, narrow credit spreads and
surging commercial lending also argue against an early move to ease
policy by the FOMC. Most importantly, unless and until below-trend
economic growth begins to produce 4 more significant slackening in
the labor markets conditions, policymakers are likely to remain on
guard against inflationary pressures. As such, many economists think
the sharp drop in yiclds over the past three months may have left
Treasuries vulnerable to data thal suggests prowth remains at or
above its tend rate and commentary from Fed officials that hints of
lingering inflation concerns.

Consensus Forecast Following below-trend growth in Q2 2006
through Q2 2007, the pace of real GDP growth is expected to re-
bound to near its trend rate in the second half of next vear as residen-
tinl investment stabilizes and consumer spending improves. Falling
energy prices likely ensures that the v/y change in headline consumer
price inflation hos peaked, but core infletion may remain elevated
through the first half of next year, keeping Fed policymakers cau-
tious about easing to soon, The trade-weighted value of the U.S.
dollar is expected to continue its decline over the forecast horizon
(see page 2 for summary af this month's U5, consensus forecasts),

Specinl Questions The consensus continued to predict the core CPI
will register December-over-December growth of 2.8% in 2006 and
2.4% in 2007. About 68% of the panelists say 10-year Treasury
yields will end 2007 higher than where they begin the vear, Almos!
half of our panelists do not expect real residentinl investment to next
register positive annualized growth until Q4 of next year or later. The
consensus puts the odds of a recession in 2007 at 27.5%, a bit higher
than last month’s estimate of 26.5% (see page /4 for details).
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Consensus Forecasts Of U.S. Interest Rates And Key Assumptions'

History:

ceeeeee Average For Week Ending—— — Average For Month--— Latest 0*
Interest Rates Sep.22 Sep. 15 Scp.8 Sep.l Awg  Jul  Jun. 3O 2006
Federal Funds Rate 5.24 523 525 525 525 5.24 4.99 5.24
Prime Rate B.25 825 825 825 825 B8.25 8.02 &£.25
LIBOR, 3-mo. 537 539 539 540 542 549 540 id3
Commercial Paper, I-mo. 520 520 521 520 5212 524 512 522
Treasury bill, 3-mo. 493 493 4.97 506 509 508 4.92 .04
Treasury bill, 6-mo. 507 in 512 514 517 527 317 518
Treasury bill, 1 yr. 497 5.02 5.02 5.03 5.08 32 5.16 5.10
Treasury note, 2 yr. 477 4.33 4.81 4,83 4.90 512 512 4.94
Treasury note, 5 yr. 4.66 473 4.73 4,73 4.82 504 507 4.86
Treasury note, 10 yr. 471 4.79 4.79 4,76 4.88 5.09 5.11 4.9]
Treasury note, 30 yr. 483 492 4.94 4.91 5.00 513 515 501
Corporate Aan bond 549 538 559 557 568 58S 589 569
Corporate Baa bond 640 649 6.52 650 659 676 6.78 a.61
State & Local bonds 4121 4.30 434 4.30 419 4.61 4.60 443
Home mortgage rate 640 643 647 644 652 676 6.68 657

History

3 49 10 20 30 4Q 1Q iQ*
Key Assumptions 2004 2004 2005 2005 2005 2005 2006 @ 2006
Major Currency Index 819 813 835  B4T 858 849 822 4§17

Real GDP 2.6 34 33 42 18 56 2.6 23
GDP Price Index 3.2 3.5 24 33 33 33 3.3 27
Consumer Price Index 36 23 3.8 55 33 22 49 33

"Individusl panel members’ fosecasts are on pages 4 through 5. Hlnmnldlhfwlﬂﬂﬂlﬂmpmuﬁmmnmﬂﬂmmmal! I.m:rm
evailable from The Wall Street Jownal, Definitions reported hese pre same as those in FRSR H.13. Treasury yields sre reported on n constant moturity basis, Historical dats for the
U.5. Feders] Reserve Board's Major Currency Index is from FRSR H.10 and G.5. Historical dats for Resl GDP and GDP Chained Price Index are from the Buresu of Economic
Anelysis (HEA), Consumer Price Index (CPI) history is from the Department of Labor"s Bureau of Labor Statistics {BLSL *Iuterest rate data for 33 2006 based on

deta through the week ended September 12, .Data for 30 2006 Major Currency Index alvo iy based on date through week ended September 12, Figures for 30 2006
GDP, GDP Chained Price Index and Consumer Price Index are consensus forecasts based on a special guestion axked of the panel members this month,
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3-Month Interest Rates'

International Commentary Soversign bond yields continued to
edge downward over the past month as markets reacted to plunging

-History Consensus Forccasts energy prices and growing expectations of slower global economic

Month  Year Months From Now: growth thst combined will reduce inflationary pressures and bring an

Latest: Ago:  Ago: 3 ] 12 eventual halt 1o monetary tightening by central banks. Ten-year note

us. 538 541 397 | 520 494 = 459 yields in most major industrialized nations have fallen to seven-month

Japan 041 041 009 | 060 074 095 lows producing inverted yield curve in the U.S., Canada, the U.K. and

UK. 506 494 456 | 509 504 486 Australia. The slope of the yield curve remains positive in the Euro-

Switzerland 1.78 1.66 0.75 2,03 2.7 232 zone but is expected to flatten further in coming months as the Euro-

Canada 428 431 3.00 4.32 4.08 4.06 pean Central Bank (ECB) tightens further. With shori-term rates still
Australia 6.11 6.01 5.58 6.22 6.18 5.83 guite low, Japan continues to have the mast positively sloped curve,

Eurozone sl 323 216 (389 399 364 As expected, the ECB left rates unchanged at its August 31" meeting

10-Yr. Government Bond Yields'--——

_Farecasts of individual panel mcmbem are an pages 10 and 11. Defini-
ns af variables are as follows;: 'Three month currency interest rates.
overnment bonds are vields to maturity. Foreign exchange rate fore-

but continued to prepare markets for another 25 basis point increase in
the repo rate to 3.25% at the October 5* meeting. The late August

History Consensus Forecasts policy statement stressed that interest rates remained Jow, money and
Month  Year |  Months From Now: credit growth strong, liquidity ample and monetary policy accommo-
Latest:  Ago:  Ago: 3 g 132 dative. In regard to economic growth, the ECB noted that Q2 GDP
us. 4.61 481 4.19 4.59 4.48 4.50 growth “show a significant improvemen! in underlying economic
Germany 1.69 181 1.0l 370 3.68 3.69 activity and indicate that economic growlh was strongly than previ-
Japan 1.63 180 .38 1.90 204 121 ously projected” and that indicators hint that growth in Q3 would be
UK. 4.50 4,55 418 460 ' 4s% 4.49 pround its potential rate, While the y/y change in harmonized inflation
France 1.70 1.81 3106 | 371 343 144 may dip below 2.0% in September due to the sharp drop in energy
Italy 1.96 4.00 322 | 394 391 113 prices, underlying inflationary pressures continue to build and pob-
Switzerlund 2.39 2.53 179 | 248 240 238 cymakers likely think inflation will bounce back and remain above the
Canadn 4.01 4.20 186 | 402 397 3,05 bank's 2.0% target later this }"l:ur and next, In addition o the widely
Australia $54 572 515 [Ex@ S55 - 587 expected rate hike on October 5", most analysts expect another quar-
Spain 3.69 3.80 3.00 370 - 368 3.69 ter-point increase in December and further 25 basis point hike in Q1

Enrozane 3.76 3.80 306 | 373 3m 173 2007 before the ECB halts its tightening campaign.
Adfter surprising mnﬂ:m with & 25 basis point hike in the base rate to
§ 4.75% on August 37, the Bank of England (BoE) unanimously voted
) : Foreign Exchange Rates' to leave policy tmchnngcd. in early September and is widely expected
History Consensus Forecasts to forego any change at the October 5™ meeting. Minutes of the Sep-
Month  Year H‘"’ﬂ“ m“’“ tember meeting showed considerable uncertainly among policymakers
Latest: Ago:  Ago: | 3 & 1 but an inclination to focus more on inflationary risks rather than the
u.s. 8142 8137 8400 |'792 TR2 7RG potential for slower than expected economic growth. Of particular
Japan 11645 11638 11163 | 11L5 1088 1060 concern are worries that clevated energy prices over the past few
UK. 19012 1.8884 17917 | 191 195 193 years will get passed through to wage and salaries. Real GDP in Q2
Switzerland  1.2349 12381 12787 | L18  Ll14 113 grew at & downwardly revised but still healthy rate of 0.7% with con-
C-I.'L'Ildill 1.1171 L1110 1. 1668 I-I.I 1-11 RS b Smear gpcndjng mmmmmlnmﬂ}rm_hmt meantime,
Australia 0.7513 0.7632 0.7633 [0.77  OI7T - 0L.76 the y/y change in consumer prices inflation rebounded to a 2.5% rate
Euro 1.27% 12760 12153 | 131 134 133 in August—9-year high. There still remains a chance that the BoE
may raise rales again in November though the consensus does not

Cansensus Consensus predict it.
3-Month Rates 10-Year Gov't The Bank of Canada (BoC) and the Reserve Bank of Australia (RBA)
vs. U.S. Rate Yields vs, U.S, Yield also are expecied 1o leave interest rates unchanged at their October
Now | Ind2Mo. Now | In12 Mo, meetings. Canadian real GDP grew at a8 weaker than expected rate of
Japan 497 3.64 | Germany 092 -0.81 2.0% in Q2 as net expors contracted sharply. Final sales were un-
UL 032 027 Japan 2208 =229 changed. Moreover, employment dropped in each of the past three
Switzerland -3.60 227 UK 0.11 -0.01 months, the first such occurrence since 1992, and the unemployment
Canada 110 053 | France 091 -1.06 rate has risen from 6.1% in June to 6.5% in August. For a second
Australia 0.73 1.25 Italy 0.65 138 straight meeting, the BoC left its benchmark interest rate unchanged at
FEurozone -1.97 095 | Switzerland -222 | 232 4.25% on September 6" meeting and markets have begun to anticipate
Canada 060 | -05s an casing of policy by the central bank in Q1 of next year. RBA Gov-
Australia 0.93 1.07 emor Macfarlane continues to wam that the next move by the bank is
Spain 092 -0.81 more likely to be a rate hike than n rate cut. However, the consensus
Eurozone .85 0.77 suggests the RBA is likely finished.

The Bank of Japan (BoJ) left the overnight call rote at 0.25% on Sl:p
tember 8 and a series of weaker than expected reports on cconomic
activity and inflation have sent bond vields lower and diminished

market expectations of another near-term tightening of pelicy. Real
GDP growth in Q2 was the slowest over the past six quarters but the
unemployment rate now stands at a B-year low and CPI inflation re-
mains positive. The consensus looks for another tightening before
vear's end (see /0 and [ 1 for individual panel members ' forecasts).

casts are currency per US, dollar except for UK, Ausiralia and the
Ewro, which are U.S. dollar equivalents. For the U.S dollar, forecasts
are of the U.S. Federal Reserve Board's Major Currency Index.
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Fourth Quarter 2006 _
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First Quarter 2007

Interest Rate Forecasts Key Assumptions
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Interest Rate Forecasts Key Assumptions’
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Interest Rate Forecasts Key Assumptions
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Interest Rate Forecasts Key Assumptionc
Parcerd Per Arnum = Average For Cuarte. Aup For | ——{0-0 % Crangep—
—— T T Intmmadiate-Terme—— Long-Temn- =i e | m——] AR
a ) 5 ] T ] | 0 " 12 =] " 18 A B c o
LIBOR Com Tmae Tress Tess Tess Teas. Treas Tress, Asa Baa Swmel Homa |Fads Major GOP  Cors.
Rale Popor Hilm Bils B8 Mobes MNoles Nolew Hond Cop. Com  Locsl A%y | Curency | Real  Pricm  Price
Bha, Mo, 3o, BMo  B¥r Z¥e  E¥e  10Ye  30Yr, Bond Dond Bonds Fate | Sindex | GOP  Incex  Indax
42K 8DW &7 -1 | 58 55 iz 52 52 5.4 6T ax LY ] =] 25 215 HL]
an BO0MH BT BT 55 58 a8 ia LT ] 6.3 T E&H T3 TE4 i8 1.9 12
6.1 L5 BAH E9H S0H SBH BBW 85BHW EBOH 83H 7BH B0 TA 23 n 1] a0
[ & 58 57 6.8 58 T &T &F 58 65 TA B T3 my ae i 2
55 L1 63 53 52 51 L1 B2 53 59 a.n ra ar 8O r FL] i5
1) 58 58 58 a7 AT B7 &7 LY ] X 74 5.3 T2 Tan 1 1% T
% L% ] 53 53 62 53 B2 B1 53 58 L] 48 6.8 na L] 4] z5
LT 53 20 52 53 1] L1 57 58 65 73 4 7.0 TaT 12 14 4
LT 53 51 53 53 1] 4.4 48 48 ao L 1] 43 K] TEl 11 12 ]
54 na 52 43 L2 e 5.5 58 aF X T3 na 72 ] 14 5 2
83 53 51 53 52 (1] 50 50 51 ET ar &7 6.5 o 8 12 ig
52 na “wn a1 L4 E1 B1 53 L Al I ra 65 670 H| 34 22 ¥ ]
53 5.1 LR 50 52 53 53 54 ni LR LE] 53 as Taa 23 1.8 19
50 50 B L &y £z 49 L1 L8] Ea ar 45 (13 o 3y 23 24
53 50 L1 AT LE 48 ag 50 5.2 B0 a7 48 (1] L] 29 1.B 20
52 53 Ch 61 5.2 53 53 53 (1] &1 7.2 EEH B3I oo in 21 13
52 50 i 49 49 48 a8 LE ) 50 58 4.0 44 L] na 12 23 .0
51 51 4 44 439 81 B2 ¥ 53 &1 1.0 44 na RO kL] 2 4
51 L] LE ] 5O 5.1 50 81 | ¥ E3 59 6.8 43 ar ™D 32 it | i1
50 48 T 4.8 48 L] A8 ad aT 52 8.1 a4 4.0 B4 21 r 8
80 an 48 47 456 i an ar 50 59 a8 a8 a4 me 28 4 13
Hermura Secusten, inc. 48 7.8 LR ] 48 45 48 ad a2 4.3 44 456 53 [ ] ] a8 E1.0 ia 19 22
Fnliner Economic Aduisers 48 7.8 (X ] 50 a7 48 45 45 AT B 52 a4 T4 [ %] aa EQ.0 151 24 -1 ]
Gaongla Staie Univerty 48 7.8 1] ra aT 48 as Lx ] ad LR 54 a1 T =] a7 na 17 1.7 14
DePrince & Assoc. [h ] T8 i1 48 ar £h] 48 an 44 48 50 62 T 1] 1] k1] &7 24 1 |
Maocdy's Econamy com 48 Th [ 1] 48 4B 4T 50 &1 &0 51 4.5 B5 74 il [ ] 12 18 10
Chmum Economics & Anshylics 48 Th L L] 48 4.6 4B a8 &8 48 43 50 -% ] ] "] a3 ma L i3 a0 1
JWY, Coons Advisom LLC a8 A 50 4.8 4.5 44 ad a5 45 a7 40 (1] L1 ] na ad 2%} 24 16 25
Prudantial Equity Group LLC a8 T8 a9 4.8 4.5 (%] a8 46 AT 48 5. 1] 0.6 46 as mma 40 H 20 2.4
BMO Capiinl Markits in T8 45 47 4.5 L 47 47 AT 48 48 LT 0.6 4.3 as (L] 32 13 4
Clsar\iew Ecancmics L A 458 4T 45 a7 a7 45 44 45 (&) X &3 432 B2 L] 1] 14 Ly
Fanria Mas [ T8 na na A5 LE 45 45 4E a7 a8 58 6.4 4.8 B4 na L1 12 iz
Thes: Nerthern Trusl Comparry L&) 1r 48 L] ia ra 45 50 51 &1 52 L1 ] na 4.4 G na 12 4 g
Economist intellgence Linit a5 15 (Y] a a3 ] na na n ra a8 s na na e na r g is
Trsoo Capital Maragomen 45 1.5 48 LE ] &2 43 44 43 4 LE ] a7 &7 68 L8] 1 B0 A% 13 in
State Hours Palcy Office 45 1.5 a8 LE ] L] 45 46 48 L] 5.4 51 v &7 B8 ag [ 1] iR ] 18 13 bl
Swies Re 45 7.5 44 an L5 45 45 48 [R] L] 54 a2 TA ra [ %] ni 32 15 7
Theedpold Econcmic Assac. 48 1.5 44 an 43 44 44 (] dd a4 44 L 32 [ 8] al a0 mo 24 b | 24
Cytledata Cotp, &5 7.8 44 a8 43 44 45 aa T A8 50 5B ar ad [ %] B0 25 21 i
'Woodwerih Hodegs 45 78 44 A 44 44 a4 &3 a2 a4 LR 52 B L ¥ [ 8] ma 3.0 35 H 35H
‘Walls Capital Manngamer 45 75 a8 LE] 43 i3 a3 LE ] a3 45 45 58 B3 a (8] na 10 15 b
BunTral Barky a5 T8 48 42 4.5 45 Y] ar as 50 51 a1 TA 48 &S5 na 18 0 4
PHC Fimancinl Gandces Comp. 43 T3 45 43 4.0 42 i a4 43 45 4T -] [ ] 40 L &3 B0 2 .7 4
UBS Warburg 41 T3 ar nd 4.3 nn ] a2 44 aa (%1 nn na na na na H1 21 pa L
Gectanars 4.3 L5 an a2 ig gL ML e 40 L 44 45 &4 B.a 43 BO Té4 18 0 18
Geleman Sachs LR T & = RL na 41 43 Lk ] a7 e aa ma m BA na 18 8 0
Narof! Etenomic Advisoms 4.1 T 43 41 43 43 a4 48 AT 81 53 59 B.a 540 EA Ta.0 7 23 5
U.E, Trust Company 40 L TOL 41 40 L 18 Al 4.1 41 4.2 i3 L dd L BT L EDL 49 B8 L o 12 22 23
Mg Ecoromics. ATL m 36 L 40 L 43 LE] 25 14

Top 10 Avg. 5E 8.E 548 57 L 5B is 55 L a8 a8 e TA 52 m [=E] EE 4 b4 ]
Boltom 10 Avg. 41 Ta 43 &3 &1 43 az an 43 a4 4B 54 ] ag L 1] a1 14 17 1T
5.0 48 5D 50 ag 80 s 52 ai 70 4B ar TG 10 23 14
il n F4 31 1 »B k] E k2 N an 12 n L] ] Q
14 1z 10 L] T ] 7 & [ 3 5 ] 12 15 F
T H 7 7 a 1 £ 5 L] T ] ] 10 1 T 1
M% 2% % g'& M% 1B%R E% TS 0% N% 1% 2% A8 % SN 43N ED




| OCTOBER 1,2006 ® BLUE CHIP FINANCIAL FORECASTS W 9|

First Quarter 2008

Interest Rate Forecasts Key Assumptions
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Lehman Brothers 55 LK.} nr 55 53 53 5.2 B3 52 51 52 L1 68 45 aa ra na £ na
Mational Cily Comporation 53 B3 6.5 53 50 53 B2 1] a7 SEEH BIM 08 T4 55 T T4a d0H 18 14
Loema, Sayles & Compary 53 43 B.5 53 51 83 Bl 50 4B aa 48 6.0 g8 il [ X] Th4 33 2 24
Mocdy's Inveaton Sanico 53 (K] 5.4 53 51 83 B3 54 54 54 58 8.2 T3 ETH TR &30 40H 24 24
[hane of America Sacuritios 53 B3 54 na 53 &) B2 54 50 | ¥ 1 ] 85 TA na T3 na LR F4 ] 24
Argut Resesrch 83 &3 53 53 &1 E3 B3 K5 A% 8O 51 58 AT 47 @S LT 3  32H ae

ekrow Firancal 83 aa 53 b [R] 1 i1 &1 &1 54 a5 L] [ ] il BS K25 34 17 L 1&L
NG Imemstment Mgl 4] 8o 52 -K 4.0 49 a5 81 B3 83 54 82 T.a 44 BE& TRE b1 ] 22 24
Slandard & Poor's Corp 5.0 ag 52 50 49 49 E1 62 B4 55 na ar TTH 65 TA T2 8 21 1.9
Wachovs A0 -F1] &1 na 5d 51 52 | K] 43 53 54 [ 1] s 43 68 [ 1] 14 20 1.8
RBS Greamwich Captal Eson. 50 1] 1] L 1] 438 a7 (Y (1] 80 51 52 [ 1] L 1] 4T a7 T 12 18 23
Claarylaw Econcmics 45 74 61 48 &T 4B 40 48 45 L] aa §4 3 43 a3 [LE:] 5] 4 a7
Briafing.com 48 T4 8o (¥} 4T a8 40 48 4T 48 B1 59 68 45 ar na i3 i3 0
‘Wyr Hummar Investments £ T4 B0 49 L1 a7 44 48 45 a7 50 L] 68 '1 ] a4 THE 28 24 3
Fisirar Ecanomic Advisars 4 Ta 48 50 45 a5 44 46 48 52 53 68 7.5 55 Ta a0.0 25 L 22 1]
Chsrgle Slate Universily aa Ta na na AT a8 49 45 48 81 51 8.1 i L] ar na F &) TTL 14
Il Asan. of Fisallors an Ta 51 48 48 LE ] ay 48 4.0 60 52 58 67 4n as na 33 14 9
heaty's Econormy.com a8 T2 50 49 g az EQ 51 &1 B2 &7 67 LA nn a7 T 1 4 28
Chmura Eooromics & Analylics 48 TR 1] 4.8 dd 4.8 4% 4R 48 4| an 1. ra Fill BS5 TS L 32 28 1.8
Homurs Securfies, Inc. 48 T8 4% 48 4.8 48 EES a2 41 & 48 & 3 nn BA L} K28 L5 12 22
. Cooas Advears LLG 48 TR a8 &r 45 44 EL a8 48 4B 48 L1} L1} ra B4 LA 148 215 25
0 Capital Marksts 48 Ta 48 ar 45 48 4T ar 4T L7 4B 1] LIS 43 as 80 o 22 2.2
an Privaro Clesl Benvices. 28 T8 a8 a8 45 48 40 a4 43 42 L 48 BOL S8 L 42 58 L 0.4 ie 1B a8
Fannis Mas 4B T8 i i 48 48 i 18 a7 ar ip aa ar 47 68 na in 24 i3
Wil Capital Manngaman 4T 7T LN ] a7 45 48 4d 48 T N £y | 5B 85 aa [ 11 & 33 286 r
CmPrince & Associales LY} Ta 48 &7 45 ar 47 48 45 48 a0 a2z T2 50 as =) ZA 4 F 5
Esonomint inlelligance Linit [X] T8 5.0 na a4 na ] na na na s na 1] na na na 28 na m
Trusco Capital Management 45 TS 48 4.5 43 44 45 44 48 a8 48 58 Ta 43 oz B50H 40H 20 4
Siate Heowse Poiicy Office a8 5 ar 48 44 45 48 46 da 50 51 59 B7 47 .1} a2 19 13 13
Swizs Rz a8 75 L6 48 4.3 45 45 46 an 6.0 54 62 T n «E3 - 12 1 1
Threcgoid Economis Assee 48 75 a8 [y 43 a4 44 el dd 44 44 52 a1 4.1 60 TAS 18 i1 25
Cyciadata Comp. 45 75 48 [ 43 dd i5 a8 48 4.0 a1 8 (1) 45 8.4 LX) H ] 24 28

‘Woodworih Hoidings 43 7a 44 al 4.1 a2 2 41 41 L 44 4.5 52 L &) 41 6.1 A a0 22 H 12 H
PHE Financial Services Comp ii 7.1 43 L8] 8L a1 3 a3 44 45 (%) LY ] LT 40L a3y 0.0 nN =3 il
LS. Trusl Company 40 L TOL 47L 40 L 3IPL 4DL 4T L AL 42 &3 a4 L B LY 41 58 L g a2 22 13
Haraff Ecanemiz Advison 40 L TOL 4L 40 &1 a2 43 48 47 51 53 88 648 49 ar T8 a0 23 24

ToptAvg, 88 &5 57T S8 83 B4 54 E4  BE 6B 57 BS T4 43 T B2 a8 28 239
Bottom 10 Avg. 43 Ta a5 44 2 43 43 a3 aa 4.5 L8 Lt &3 42 B e s i 1.8
Soptember Congensus  na na na na na na n ] i na na na fa ra na i ra ra na
{Humbar of Forecasls Changed From A Month Ago;
Dowm na na na L] = na i na na & na na na & ] ra na i na
Bame [ ] [ ni na Rl = il na na L ] Fa na na Tl ra (i ] n& ha b |
Up ra ™ na na s ©™ P8 N AB 03 LT na n na oA e
Diffusionindax _ne % ne % ma % ra % ne % o0 % % na% m % oo % rm% % na % % ne %l ne % one % na % e %




10 B BLUE CHIP FINANCIAL FORECASTS ®m OCTOBER 1, 2006 |

3 Mo. Euro Dollar Rate

" United States

10 ¥r. Gov't Bond Yield %

International Interest Rate And Foreign Exchange Rate Forecasts

3
Il’

[Blue Chip Forecasters

In3Me. | In6Ma. |In 12 Mo.

In 3 Me. | In 6 Ma. [ In 12 Mo,

Fed's Major Currency $ Index i

4.65 4.55 4.40
na na na
4,70 4.50 4.50

4,40 4,30 4.50
4.60 4.55 4.60

In3Mo. | In6Me. |In 12 Ma.

TET 782 iT.a

Scotlabank 5.30 4,80 4,40
Deuische Bank na na na

WeslLB 5.30 5.10 4,50
ING Financial Markeats 5,00 4,70 4,30
Mizuho Research Instituta 5.20 5.16 5,15
[October Consensus 5.20 4.94 4.59
High 5.30 5.158 5.18
Low 5.00 4.70 4,30
Last Manths Avg. 534 5AT 475

4.59 4.48 4.50

4,70 4,55 4.60
4.40 4.30 4.40
4.98 4.89 4.66

s sapan:

3 Mo. Euro Yen Rate

[Blua Chip Forecasters

In3Me. | In6Me. [In12 Mo.

10 ¥r. Gov't Bond Yield %

in 3Me. | In6Mo. [In 12 Me.

na na na
7.0 78.0 770
TB.G T6.6 T9.4
T0.4 79.2 80.2
79.2 78.2 78.6
TO.T 792 80.2
TB.6 T6.6 7r.0
TB9 TT-T Tra3
US $fYen

Scotiabank 0.65 0.65 0.80
Deutsche Bank na ne na

WesitLB 0.70 1.00 1.20
IMNG Financial Markets 0,60 0.60 0.80
Mizuho Research Institute 0.45 0.70 0.80
[October Consensus 0.60 0.74 0.95
High 0.70 1.00 1.20
Low 0.45 0.60 0.80
Last Manths Awvg. 0.52 0.65 0.83

In 3 Me. | In6 Mo, [In 12 Me.

11000 110.0 105.0
na na na
112.0 108.0 105.0
112.0 108.0 105.0
1120 108.0 108.0

111.5 108.8 106.0

200 215 225
na na na
200 220 240
170 180 210
190 200 240
1.90 2.04 2,21
200 220 240
170 180  2.10
1891 189 212
_United Kingdom_

3 Mo. Euro Sterling Rate

|Blue Chip Forecasters

In3Me. | In6Me. |In 12 Me.

10 ¥'r. Gilt Yields %

112.0 110.0 108.0
110.0 108.0 105.0
110.0 107.2 103.2

In3Me. | In6Mo. |In 12 Mo.

Pound Sterllng/US 5

4.50 4.50 4.30

In3 Me. | In6Mo. [In 12 Mo,

Scotiabank 5.25 525 5.00
Deutsche Bank na na na

WestLB 4.80 480 4.70
ING Flnancial Markets 5.20 5.00 4,65
Mizuho Research Institute 5.10 5.10 5,10
|October Consensus 5.08 5.04 4.86
High 5.25 5.25 510
Low 4.80 4.80 4.65
Last Manths Awvg. 495 4.93 4.78

na na na
4,60 4,50 4.50
4.70 4.60 4.55
4,60 4,60 4.680
4.60 455 4.49
4.70 4.60 4,60
4.50 4.50 4.30
4,76 4,68 4.63
__ Switzerland

3 Mo. Euro Franc Rate %

[Blus Chip Forecasters

In3 Me. | In&Ms. |In 12 Mo.

10 ¥r. Gov't Bond Yield %

In 3 Me. | In6Mo. |In 12 Ma.

Scotiabank 2.00 2.25 225
Dautsche Bank na na na

WestLB 2.00 2.25 2.25
ING Financial Markets 2.10 2.30 2.45
Mizuho Research Institute na na na

|October Consensus 2.03 2.27 2.32
High 2.10 2.30 245
Low 2.00 2.25 225
Last Months Avg. 1.89 213 228

3 Mo, Euro Dollar Rate

2.50 2.40 2.25

na na na
2.50 2.40 2.40
2.45 2.40 2,50

na na na
2.48 2.40 2.38
2.50 2.40 2.50
2435 2.40 2.25
2.85 2.80 2.584

~ Canada

10 ¥r. Gov't Bond Yield %%

[Blue Chip Foracastars

In3Mo. | In6Mo. [In 12 Mo.

In 3 Me. | In6Mao. |In 12 Ma,

Scotisbank 4.25 3.80 3.60
Deutsche Bank na na na

WeslLB 4.30 4.30 4,30
ING Financlal Markets 4.40 4.15 4.28
Mizuho Research Insfitute na na na

|[October Consensus 4,32 4.08 4.06
High 4.40 4.30 4,30
Loy 4.25 3,80 3,60
Last Manths Avg. 4.45 4.48 4,33

3.85 3.80 3.80
na na na
.20 4,20 4,30
3.80 3.80 375
na na na
4.02 3.97 3.95
4,20 4,20 430
3.80 3,80 3,75
4.54 4.43 4,23

1,92 1.2 1901 f
na na na .
1.87 1.93 1.93
1.95 2.00 1.94
na na na
1.91 1.95 1.93
1.5 2,00 1.94
1.87 1.92 1.91
1.89 1.91 1.91
SF/US §

In 3 Mo. | In6Mo. [In 12 Ma,
1.17 1.14 1.11
na na na
1.21 1,16 1,15
117 1.13 143
na na na
1.18 1.14 1.13
1.21 1.16 1,15
117 113 1.11
1.17 1.15 1.14

Us §ic §

In3Me. | InéMa. |In12 M.
1.11 1.11 1.09
na na na
1.12 1.14 1,18
1.09 1.08 120 A
na na na {_TJ
1.11 1.11 1.15
1.12 1.14 1.20
1.09 1.08 1.09
1.11 1,11 1,41
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International Interest Rate And Foreign Exchange Rate Forecasts

0 _ Australia___

3 Mo. Euro Dollar Rate 10 Yr. Gov't Bond Yield % ASUS S

|Blue Chip Forecasters in3Me. | In6Ms. | In 12 Mo, in 3 Mo. | In& Mo, | In 12 Mo. In3 Ma. | In8Mo. [In 12 Mo.
Scotiabank £.30 £.30 5.00 5.75 5,75 5.80 0.76 0.75 0.74
Deutsche Bank na na na na na na na na na
WestLB .10 6.00 5.70 5.50 5.30 5.30 0.76 0.76 0.78
ING Financial Markets B6.25 6.25 5.80 5.60 5.60 5.60 0.78 0.80 0.77
Mizuho Research Instituta na na na na na na na na na

|October Consensus 6.22 6.18 5.83 5.62 5.55 5.57 0.77 0.77 0.76
High 6.30 £.30 6.00 5.75 5.75 5.80 0.78 0.80 0.78
Low £.10 6.00 5.70 5.50 5.30 5.30 0.76 0.75 0.74
Last Months Avg. 6.05 6.06 5.81 5.80 5.75 5,60 0.75 0.76 0.76

3 Mo. Euro Rate 10 Yr. Eure Bond Yield Euro/US §

|Blue Chip Foracasters In3 Mo. | In8&Me. | In 12 Ma. In 3 Mo. | In& Mo. |In 12 Mo. In3 Mo, | In & M. [In 12 Me.
Scotiabank 385 4.10 3.85 3.75 3,85 375 1.30 1,32 1,33
Deutsche Banik na na na na na na ne na na
WestLB 3.40 360 3.50 .80 3.70 3.70 1.20 1.35 1,35
ING Financial Markets 360 360 3.60 3.65 360 375 1.33 1.7 1,35
Mizuho Research Institute 3.50 3.80 3.60 na na na 1.31 1,30 1,26
|October Consensus 3.59 373 3.64 3.73 3.72 3.73 1.31 1.34 1.33
High 3.85 4.10 1.85 3.80 385 a7s 1,33 1,37 1.35
Low 3.40 350 3.50 3.65 3.60 4.70 1.29 1,30 1,28
Last Months Avg. 3.39 3.49 358 4,05 4,06 3,88 1.31 1.34 1,33

Germany France Italy Spain
|Blue Chip Forecasters in3Mo. [ In6Mo. [In12Mo.] in3Mo. ] In&Mo. [In12Mo.| In3Mo. | In 6 Mo. [in 12 Mo.[ In 3 Mo. [ In 6 Mo. [In 12 Mo
Scotiabank 375 385 375 | 377 387 377 | 405 416 400 | 375 385 3715
West LB 365 355 355 | 365 355 355 | 380 370 370 | 365 385 355
ING Financial Markets 365 360 375 | 385 280 275 | 390 385 085 | 365 360 375
Mizuho Research Institute 375 370 370 | 375 370 370 | 400 396 395 | 375 370 470
|October Consensus 370 368 360 | 371 343 344 | 384 391 343 | 370 368 3.69
High 375 385 3715 | 377 387 307 | 405 496 400 | 375 385 375
Low 365 355 355 | 365 260 275 | 380 .370 085 | 365 355 355
Last Months Avg. 400 305 380 | 401 306 381 | 425 420 404 | 400 395 380

Current | In3Mo. | In6Mo. | In 12 Me.

Japan -2.98 -2.69 -2.44 -2.29 Japan -4.97 -4.60 -5.68 -3.64
United Kingdom 0.1 0.01 0.07 -0.01 United Kingdom -0.32 -0.11 0.10 0.27
Switzeriand -2.22 -2.10 -2.08 -2.12 Switzarland -3.60 =347 -267 -2.27
Canada -0.60 -0.57 -0.51 -0.55 Canada -1.10 -0.88 -0.85 -0.53
Australia 0.93 1.03 1.08 1.07 Australia 0.73 1.02 1.25 1.25
Germany -0.92 -0.89 -0.80 -0.81 Eurozong -1.87 -1.61 -1.21 -0.95
France 0.91 -0.88 -1.05 -1.08

ly -0.65 -0.65 -0.56 -1.38

ain 082 -0.89 -0.80 -0.81
Eurozone -0.85 -0.85 .78 -0.77
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Conundrum Redox?

We've been wrong in our call that US long-term yields would rise back
to the 5% level — a level at which we tirned neutral on bonds back in
April. Ten-year note yields have tumbled by 65 basis points in the past
ten weeks to just under 4.6%, a six-month low. At work are fears that
the economy will weaken further, a decline in inflation expectations,
and the expectation that the Fed thus will soon ease, In nddition, | think
strong overseas demand for US debt and sinking term premiums have
also promoted the rally, hinting that elements of the bond market “co-
nundrum” prevailing in 2004-2005 have come back,

Now, I'll be the first to concede that the economic news has been ex-
ceptionally bond-friendly, and that it may not reverse quickly. AndI'll
state clearly that this isn't the first time recently that I've pushed back
against the rally. But because | still think the fundamental factors driv-
ing yields are likely to reverse, that strong overseas growth is likely to
lift global yields, and with bond-market bullishness at » three-year high,
I think the risk-reward tradeofT in the bond market is unfavorable, and |
recommend selling.

Like a month ago, parsing yields into real and nominal components and
uncovering what assumptions about the Fed are in the price is helpful to
asgess value. Real yields paced the mlly until a month ago. On-the-
run, real risk-free yields in the TIPS market stand at about 2.25%, down
about 40 bp from their peaks st the end of June but slightly above their
uverage of the past three years. It's hardly surprising that real yields
have slipped back to their recent lows, given the housing slump, re-
cently softer economic data, the pessimism in business surveys, and
further production cuts announced by three motor vehicle manufactur-
ers for the fourth quarier, These developments suggest that annualized
US growth has slipped to about 2'4% in the current quarter, somewhat
below what we now think of as its rend rate of 3%, and these events
also threaten fourth-quarter growth. Bond bulls think real yields have
further to fall , and I would agree that if the economy weakens firther,
real yields could slide some more.

Recent inflation developments have been even more important than
growth for the bond-market rally over the past month, as inflation com-
pensation calculated from breakeven inflation (BEI) has mumbled by 30
basis points. The plunge in energy prices will sharply lower headline
inflation, and likely has already brought down both surveyed mensures
of milation expectations and BEIs, Indeed, overall monthly inflation
readings likely will wm negative in September, and could be close to
zero in October. And if energy prices have peaked after n S-year esca-
lation, as we expect, headline inflation measured by the CPI likely will
fall below 2% over the coming year. Concurrently, long-term (five-to-
ten-year) inflation expectations surveyed in the University of Michi-
gan's canvass declined o 2.9% in September from 3.2% in August,
The moderation in core inflation in July and August to 0.2% monthly
from (.3% in each of the prior four months also has calmed inflation
concems. And because the pass-through of higher energy quotes
helped lift core inflation, it's logical to assume the decline in energy
prices will reverse some of that pickup.

Calibrating inflation compensation from BEIs is problematic in histori-
cal context because TIPS were relatively new and less liquid five years
ago, so TIPS yields (a1 constant maturity) then were some 73-100 bp
higher than they are today. But at roughly 2.3%, neither the 10-year
BEI nor the distant forward (5-year, S-year forward) BEI at 2.3% seems
way ol of line with a realistic medium-term view of where inflation is

A Sampling of Views on the Economy, Financial Markets and Government Policy
Excerpted from Recent Reports Issued by our Blue Chip Panel Members and Others

_ T '
headed. Still-lower inflation and inflation expectations could further
depress BEIs and thus nominal yields,

However, the plunge in energy quotes — if it lasis — likely will also
represent a powerful source of economic stimulus, just as the rise in
encrgy prices was 2 headwind for growth earlier this year. If gasoline
prices a1 the pump decline to about $2.25/gallon, as we expect, the 75-
cent slide from the peak in early August would add roughly $100 bil-
lion annualized 1o consumer purchasing power. When coupled with the
economy’s improved income-generating capacity, the impact of hearty
overseas growth on US exports, and a rebound in capital spending, [
believe that this boost to consumer spending power will revive overall
growth substantially above current market expectations. Moreover, I'm
not convinced that the decline in energy quotes will quickly reverse the
rise in core inflation. As [ see it, the combination of the previous rise in
inflation expectations, dwindling economic slack, and rising costs tilts
core inflation risks higher over the next few months That's a recipe for
the Fed at least 1o stay on hold for several months or longer.

In contrast, the market now discounts a benign path for monetary pol-
icy. Pricing in the Treasury and eurodollar curves reflects a slight risk
of Fed ease as early as November, a bigger chance of lower rates by
January, and 75 basis points of ease by early 2008. Alternatively, one
can look at the yield curve as a histogram or weighted average of three
quite different growth, inflation, and policy scenarios, One 10 which
I'm sympathetic is that growth will rebound and inflation concerns will
resurface. A second is that the Fed will be on hold for the near future to
keep growth below trend and to bring inflation down slowly. Finally,
the third scenaric pssumes that wesk growth and declining inflag
mean that policymakers will case by 150 bp or more. If the market i
assigning a zero weight to the first scenario, any hint that the odds for
such & scenario are rsing will trigger higher yields,

The overseas demand for US Treasuries, strong through much of the
2003-2005 period, now seems to be making a comeback, especially
from Japan. The reason isn't hard to find: As markets have reassessed
the prospects for Japanese monetary policy in the wake of lower-than-
expecied inflation readings and questions about the vitality of Japanese
growih, the yen carry trade has returned to favor. With funding costs of
25 bp, and the yen now expected 1o be stable or weak against the dollar,
Japanese investors see 4'5-4%% 10-year US yields as far more attrac-
tive than the 1.6% available at home.,

However, yield-hungry market participants may be ignoring the conse-
quences of strong overseas growth for the US economy and for the
global balance between saving and investment. We're betting thm
strong global growth will boost US net exports, thus contributing to
improved US job and income gains. And the strength in overseas do-
mestic demand implies that saving abroad — which might have in the
past kept global real yields low — will now be better balanced by rising
investment and consumption outlays. So while US-overseas yield
spreads likely will continue to namow in that context, the change in
internel and external imbalences could also put 2 floor under US yields,

Moreover, volatility and thus apparently term premiums have sunk
significantly since their peaks in May and June, Measured by the VIX
index, equity market volatility has fallen by half in the past two months,
and measured by the investment-grade eredit default swap market, the
cost of default protection has fallen by 7 bp over the same period.
Three-month forward premiums for two-yesr swaption volatility hmrr'{)
drifted lower, and risk appetite seems to have returned in full force to
just about every asset ¢lass. Recent model- feontinued on next pagel
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based data for term premiums — reflecting the volatility of both growth
and inflation — have also drified lower, despite the clear message from
Fed officials that their next policy move is unclear, We think the 10-
year, zero-coupon term premium has dipped all the way back o 18
basis points — a level last seen in January, In my view, that decline,
more stimulative, not less so, and ought 1o make the Fed more inclined
to firm monetary policy.

The upshot is that barring significantly weaker growth and lower infla-
tion, [ find it difficult to rationalize today’s pricing along the maturity
spectrum.  Sentiment in the bond market understandably has tumed
bullish, but it is now at 3 3-year high. Positioning sccording to com-
mitments of traders data, is also unashamedly bullish The sharp rally
=5t week on rumors about comments from former Fed Chairman
Greenspan and oo weakness in the Philly Fed's Business Outlook Sur-
vey testifies to the current bullish frenzy. As [ scc it, therefore, risks in
the bond market are asymmetric: Continoed weak economic news may
promote a further rally, bt any tumaround in growth and signs that
mflation is moving higher again will promote a substantial sell-off
Richard Berner, Morgan Stanley, New York, NY

Tactical Retreat

Wi are making a further concession in our Fed call, dropping the Octo-

ber rate hike and leaving only one final hike at the Jasuary mecting.

we expect the Fed 10 be on hold through the end of 2007 as

remains below trend, but core inflation remains stubbomly high.

Our Fed call remains much more hawkish than the 70 bp of casing
priced imm the bond market over the next 12 months.

When Fed officials made thewr case for a policy pause back in July, we
felt their story did oot add up. They scknowledged the pick-up in core
inflation, but argued that a slowing to trend growth and a flattening out
of commodity prices would quickly reverse the inflation acceleration.
Moreover, while they downplayed the risks of a housing melidown,
they ooted that a policy pause was prudent to avoid the risk of “over-
shooting ™ — inadvertently tightening 100 much.

thwﬂﬂh&d‘:mndupdﬂhymm

growth, inflation and the housing seemed a bit too good to be true.

hhummmumhlm“hmhh
mmbalance between supply and demand has developed in
ﬂuhl.mihnﬂmmhuinglnmpﬂeumdhm#ﬁhqfwth:
cuts to emerge. Until this game of “chicken” ends, there will be con-
siderable uncenainty about the path of home prices. The new home
market is also out of equilibrium. Builders have seen their impressive

of unfilled orders quickly turn into unwanted inventorics as
uyers easily wiggle out of contracts. Until this inventory overhang is
worked off, construction activity will continue to fall. Other indicators
of financial conditions remain favorable-—interest rates are low, credit
spreads are parmmow, profits and corporate cash are strong, the stock
market is improving and lending standards remain easy—but until

E
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housing shows signs of bottoming, the overall growth outlook remains
uncertain.

On the inflation side, & long string of bad news has given way to very
mixed data, ranging from 3 sudden drop in energy prices 10 surging unit
Isbor cost data. Given the lags in the process, core inflation is still
likely to rise in the coming months, but there is st least a plausible case
that inflation could ease back next year,

Until the growth and mflation uncertainties are soried out, the Fed is
likely to remain on hold with a bias to tighten. By Janusry we expect
the uncerizinty o shate, with the housing market showing signs of sw-
bility and core nflation continging to creep highes, causing one final
reluctant rate hike from the Fed Our call remains well removed from
market expectstions. According to the Fediscope model, between now
and January the market now sees 3 much higher chance of a rate cut
than a raie increase. Looking fisther out, the market expects the Fed o
cut raies 70 bp over the pext 12 months. We believe such an outcome is
only fikely if there is 2 complete meldown in the howsing market and 2
guck cooling of core inflation.

A patural question is “why siop here™ Why oot follow the market's
lead and argoe for rate cuts? There are three ressons 1 believe pobicy
risks remain to the speide First, we don't believe a bubble in one-third
of the housing market 5 enough 1o bring down the overall cconomy.
Prices will fall in the overheated markets, but in much of the country as
buyers remrn, prices will start rising. Second, the economy is exhibiting
strong automatic stzhilizers As growth has softened, interest rates bhave
come down, the dollar has weakened and energy prices have cased. All
of this cushions the biow from howsing Third, the bond market is much
00 optimistic about inflation. Yes, weaker growth and sofler commod-
ity prices will eventually curb inflation, but the lags are long and infla-
tion will probably pet worse before it pets bemer.

Ethan Harriz, Lehman Brothers, New York, NY
FOMC on the Sidelines

With signs of slower growth accumulating and inflation data behaving
betier, all but one voting member of the FOMC elected 1o keep rates on
hold for a second meeting. The cxception was, once again, Richmond
Fed President Jeffrey Lacker His dissent, along with continued descrip-
tion of inflation as “elevated™ and a clear indication that bias remained
on the side of more tightening if needed, lent the statement a slightly
more hawkish tone than we had expected.

Nonetheless, market participants have clearly decided that the Fed is
finished with its tightening campaign. After Thursday's sharp drop in
the Philly Fed mdex, the market is now pricing in sbout a 25% chance
of easing by the January 2007 meeting.

We agree with the market that the Fed has finished, not just paused.
With real growth tracking at a 2% annual rate or below in the third
quarter, the emerging downside risks to the economy are likely to eclip-
se inflation concems fairly soon. That said, the degree to which infla-
tion has disappeared from the market's radar screen is o bil surprising to
us. The spread between nominal end inflation-indexed Treasuries has
dropped precipitously, w below 2.20% per year over five years and to
2.33% per year over ten years, from roughly 2.6% in June and July. We
wouldn't be surprised by another uncomfortable (+0.3%) core CPI
reading or two in coming months, given continued pressures from rental
prices and labor costs.

Andrew Tilton, Goldman Sachs, New York, NY
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1. Please provide your {orecasts of the seasonally-adjusted annualized percent change in the following variables during Q3 20067
Real GDP Chained GDP Price Index Consumer Price Index

Consensus 2.3% 2.7% 3,39
Top 10 Average 3.0% 13% 4.0%
Bottom 10 Average 1.7% 2.1% 2.4%

2. A. Will the next change in the target federal funds rate by the Federal Open Market Commitiee (FOMC) be an INCREASE or DECREASE?

(Percentage of those responding)
Ingrease Decrease
25.5% T4.5%

B. If you said DECREASE, when will the FOMC first cut rates?

{Percentage of those responding)
Q4 2006 12007 Q22007 03 2007
5.7% 45.7% 34.3% 8.6% 5.7%

3. In August, the Consumer Price Index excluding food and energy prices (core CPT) was 2.8% higher on a year-over-year basis, What will be the
12-month change in the core CPl in December 2006 and December 20072

12-month change in core CPI in:
December 2006 December 2007

October Consensus 2.8% 2.4%

Top 10 Avernge 3.2% 2.8%

Bottom 10 Average 2.5% 1.9% 0
September Consensus 28% 24%
August Consensus 2.8% 2.4%
July Consensus 26% 23%

4. A. Will the 10-year Treasury note yield END 2007 higher or lower than where it bagins 20077

(Percentage of those responding)

Higher Lower
68.2% 31.8%

B. Will the trade-weighted value of the U.S, dollar END 2007 higher or lower than where it begins 20077
(Percentage of those responding)

Higher Lower

24 4% 75.6%

5. Real residential investment contracted in each of the past three quarters and almost cerainly will do so again in Q3. In what quarter will we next
see roal residentinl investment register positive annualized growth?

{Percentage of those responding)
Q4 2006 Q1 2007 02 2007 Q3 2007 04 2007 ar later
2.2% 6.5% 10.9% 32.6% 47.8%
6. What are the odds of 2 U.S. recession in 20077
Odds of US ion in 2007

October Consensus 27.2%
Top 10 Average 39.5% £ )
Bottom 10 Average 17.0%

Sepiember Consensus 26.5%

July Consensus 22.7%
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2006
Monthly Indicator Jan Feb Mar Apr May Jun Aug Sep Ot Nov Dec
Retail and Food Service Sales (a) 3.0 0.8 0.7 o7 0.2 0,5 14 (1
Total Auto & Truck Sales (b) 17.6 16.5 165 187 16.0 16.2 17.1 16.0
Personal Income (&, current §) 0.8 0.3 05 o7 0.4 0.6 0.5 03
Personnl Consumption (&, curreat 5) 0.9 0.5 a5 0.6 0.7 0.3 0.8 0.1
Conaumer Credit (e} 4.1 21 0.7 57 8.2 73 28
Consumer Sentiment (U. of Mich.) 912 B6.7 8E.9 £74 79.1 84.9 B4.7 B2.0
Household Employment (<) 208 183 384 47 258 387 34 250
Men-farm Payroll Employment (¢) 154 200 175 112 100 134 121 128
Unemployment Bate (%) 47 48 4.7 47 4.6 4.6 4B 4.7
Avemge Hourly Eamings '825) B17 820 B.19 5.18 8.15 B.17 817
Aversge Hourly Earmings (current §) 1640 1647 1651 1661 1662 1669 1677 1679
Non-farm Workweek (hrs.] 318 338 EER 319 338 339 139 138
Industrial Production (d) 33 11 36 4.6 4.5 4.7 52 50
Capacity Utilization (%) 0.9 8L1 813 B8 Bl1.7 B2.5 2.7 824
I5M Index (formerly NAPM, g) 54.8 56.7 552 513 544 53,8 54.7 545
Housing Starts (b) 2265 21327 1972 1E32 1953 1833 1,772 1665
Housing Permits (b} 2.195 2,147 2085 18713 1.946 1. 869 1,761 1.722
New Home Soles {1-fumily, c) 1.173 1.038 1121 1121 1.101 1.091 1.009 1.050
Construction Expenditures (z) 0.0 0.5 Lo 0.2 0.4 04 -1.8
Consurmer Price Index (s.n., d) 40 16 1.4 15 42 43 4.1 18
CPlex. Food and Energy (s.a., d} 21 2.1 2.1 23 24 16 2.7 2.8
Producer Price Index (n.5.8,, d) 46 9 3.6 4.1 4.5 49 42 17
Durable Goods Orders (z) 18 16 6.0 4.7 0.3 33 27 0.5
Leading Economic Indieators (g) 04 0.5 D4 0.1 0.5 0.1 02 02
Balance of Trade & Services (f) 663 627 621 636 654 648 6RO
Federal Funds Rate (%) 4.29 4.49 459 479 4.94 4,99 5.24 525

O 3-Mo, Treasury Bill Rate (%) 4.24 4.54 451 4,60 4.12 4.79 4.95 4,96
10-Y'ear Treasury Note Yield (%) 4.42 4.57 4.72 4.99 5.11 5.11 5.00 488
2005 .
Maonthly Indicator Jan Feb  Mar  Apr  May Jun Jy  Aug Sep Oet___ Nov Dee
Retail and Food Service Sales (2) 0.0 0.7 0.3 18 03 19 1.7 -1.& 03 02 09 0a
Total Auto & Truck Sales (b) 163 16.4 16.8 172 16.6 178 207 16.8 16.3 14.7 157 17.1
Personal Income (i, current §) -23 03 0.2 .5 0.3 0.5 0.8 -1.8 29 0.5 02 05
Personal Consumption (a, eurrent 5 0.1 0.6 0.6 1.0 0.1 09 13 -0l 0.6 0.3 ol 0.4
Consumer Credit (¢ .5 34 18 1.7 -0l B4 5.6 6.5 28 4.0 0.0 1.1
Consumer Seatiment (U, of Mich.) 95.5 94,1 92.6 87.7 86.9 96.0 96.5 89.1 769 T4.2 Bl 9.5
Housebald Employment (c) 101 51 il6 595 3758 179 151 34 10 150 -14 168
Non-farm Payroll Employment (c) 76 265 140 28 106 166 241 175 48 37 354 145
Unemployment Rate (%) 5.2 5.4 5.1 5.1 5l 50 5.0 49 5.1 4.9 50 4.9
Average Hourly Eamings ('325) B.24 £22 819 B16 819 821 B.20 8.16 8.06 8.09 813 B.20
Avemnge Hourly Eamings (current §) 1588 1591 1595 1600 1603 1607 1614 1616 1619 1628 1628 1635
Non-farm Warkweek (hrs.) 337 337 337 118 337 37 337 337 338 338 338 338
Industrial Production (d) 4.1 38 4.0 3.1 23 3.7 .l 3l 2.0 26 32 35
Capacity Utilization (%) 79.8 B0.0 799 79.7 79.8 803 0.2 E0.3 79.1 799 BO.S 812
I5M Index (formerly NAPM, g) 563 55.6 553 538 518 540 56.4 53,5 58.0 58.1 573 556
Housing Starts {b) 2137 2213 185 1079 2034 2078 2070 2075 LISE 2046 2131 2002
Housing Permits (b) 2041 2121 208} 2156 2092 2169 LI8 2185 221 2011 1M 2094
New Home Sales (1-fumily, b) 1193 1282 1324 1270 1310 1272 1367 1271 1253 lad6 1236 1259
Construction Expendinures (u) 1.0 1.5 13 03 1.8 2.1 12 08 1.0 0.9 0.9 Lo
Consumer Price Index (5.0, d) 30 3.0 il is 28 2.5 12 36 47 4.3 35 34
CP1 ex. Food and Energy (s, d) 23 24 23 22 2.2 2.0 21 2.1 20 21 2.1 22
Producer Price Index (n.s.s., d) 4.1 4.7 50 48 36 37 47 53 69 59 44 54
Durable Goods Orders () 0.9 1.2 -1.7 11 7.0 1.2 58 45 1.6 32 4.4 09
Leading Economic Indicstors (g) 0.1 0.3 0.7 02 0.0 1.1 .1 0.0 0.7 1.0 0.9 0.3
Balunee of Trade & Services (1) 566 575 540  -570  -S66 .54 -S81 5B7 650 2 666 0 640 642
Federal Funds Rate (%) 228 2.50 2.63 2,79 3.00 3.0 326 1.50 362 378 4.00 4,16
3-Mo, Treasiry Bill Rate (%) 233 2.54 274 278 .84 2 322 3. 3.42 i 388 3.89
10-Year Treasury Note Yield (%) 42 4an 4.50 4,34 4.14 400 418 4.26 4.20 4.46 4.54 447

(a) month-over-month % change; (b) milllons, saar; (¢) thousands, saar; (d) vear-over-year % change; (e) annualized % change; () S billlons; (g) level. Most
series are subject to frequent government revisions. Use with care.
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