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Econom ¢ Qut | ook 2009

G oss Donestic Product

Advance estinates' released by the Bureau of Econom c
Anal ysis (BEA) indicate that real gross donestic product (CGDP)
weakened in 2008 with an increase of only 1.3% on an annual
basis. This is lower than the 2.0%increase in 2007 and the
2.9% increase for the full year 2006. Econom c activity showed
general |y weaker performance throughout 2008. Real GDP
increased only 0.9%in the first quarter followed by an increase
of 2.8%in the second quarter. GDP began its decline in the
third quarter, falling 0.5% and followed this with a 3.8%
decline in the fourth quarter. The decline in real GDP growh
mar ks the begi nning of a recession that has nost |ikely been the
result of further deterioration in the housing markets, a
subprime nortgage crisis that has had a system c i npact
t hroughout financial narkets despite easing of nonetary policy,
and financial instability in the banking system

Hi ghlights fromthe GDP report include the follow ng:

e Real personal consunption expenditures increased 0.9%
inthe first quarter and 1.2%in the second quarter.
For the third and fourth quarters, real personal
consunpti on expendi tures decreased 3.8% and 3. 5%
respectively. Significant declines in durable goods
consunption, particularly autonobiles, contributed to
the declines in real personal consunption
expendi t ur es.

e Nonresidential fixed investnment declined 1.7% and
19.1%in the third and fourth quarters, respectively,
as conpared to increases of 2.4%and 2.5%in the first
and second quarters.

e Residential fixed investnment declined substantially
t hroughout 2008, falling 25.1% 13.3% 16% and 23.6%
on a quarterly basis. This coincides with weak real
estate markets throughout the year, including
continued declines in housing prices and sal es as wel |
as markedly slower construction activity.
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e Real exports of goods and services declined by 19. 7%
in the fourth quarter, follow ng increases of 5.1%
12.3% and 3.0%in the first three quarters of the
year, respectively. Inports, a subtraction from GDP
decreased for 2008, falling by 0.8% 7.3% 3.5% and
15. 7% in each quarter.

The Federal Reserve

After ending 2007 at roughly 4 Y24 the Federal Reserve’s
Federal Open Market Conmittee (FOMC) continued to ease nonetary
policy during 2008 with further reductions in the federal funds
rate to historic lows. By the end of January 2008, the FOMC had
dropped the federal funds rate to 3% In response to the
conti nued econom ¢ weakness and deteriorating conditions in the
credit and financial markets, the FOMC eased rates at each of
its meetings, resulting in the federal funds rate ending the
year at virtually 0% In its press release associated with its
Decenber 16, 2008 neeting, the FOMC i ndicated the foll ow ng:

Since the Conmmttee's |ast neeting, |abor market conditions
have deteriorated, and the avail able data indicate that
consuner spendi ng, business investnent, and industrial
production have declined. Financial nmarkets remain quite
strained and credit conditions tight. Overall, the outl ook
for economc activity has weakened further.

Meanwhi | e, inflationary pressures have di m ni shed
appreciably. In light of the declines in the prices of
energy and ot her commodities and the weaker prospects for
econonm c activity, the Conmttee expects inflation to
noderate further in com ng quarters.

The Federal Reserve will enploy all available tools to
pronote the resunption of sustainable econom c growh and
to preserve price stability. |In particular, the Conmmttee

antici pates that weak econom c conditions are likely to
warrant exceptionally low | evels of the federal funds rate
for sone tine.

The focus of the Conmttee's policy going forward will be
to support the functioning of financial markets and
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stinmul ate the econony through open market operations and
ot her nmeasures that sustain the size of the Federal

Reserve' s bal ance sheet at a high level. As previously
announced, over the next few quarters the Federal Reserve
wi |l purchase |large quantities of agency debt and nortgage-

backed securities to provide support to the nortgage and
housi ng markets, and it stands ready to expand its

pur chases of agency debt and nortgage-backed securities as
conditions warrant. The Conmttee is al so evaluating the
potential benefits of purchasing |onger-term Treasury
securities. Early next year, the Federal Reserve will also
i npl ement the Term Asset-Backed Securities Loan Facility to
facilitate the extension of credit to househol ds and snmal
busi nesses. The Federal Reserve will continue to consider
ways of using its balance sheet to further support credit
mar ket s and economic activity.

As in our |ast assessnment, the inpact of the continued
correction in the housing markets and the attendi ng i npact upon
the credit markets and financial system have yet to be fully
felt in the econony. The spillover effects of these factors may
wel |l be significant, forcing the Federal Reserve to find other
met hods by which to inplenent liquidity in the markets and to
explore other policy actions intended to stimulate the econony.

O her Highlights

The consuner price index (CPl) '' decreased roughly 13.0%
for the fourth quarter at a seasonally adjusted annual rate as a
result of significant declines in energy prices. For the twelve
nmont hs ending in Decenber 2008, the CPI rose 0.1% For the
fourth quarter, the core CPl (all itens |ess food and energy)
fell 0.3% For 2008, the core CPl increased 1.8% It is
interesting to note that based on the CPI inflation figures for
the full year 2008 (1.8% real interest rates as neasured by the
federal funds rates (effectively 0% as of Decenber) are
negati ve.

The unenpl oynent rate increased dramatically in 2008,
rising from4.9%in the first quarter to 5.3%in the second
quarter to 6.0%in the third quarter and, finally, to 6.9%  for
the fourth quarter'''. For Decenber 2008, the unenploynent rate
reached 7.2% as conpared to 5% in Decenber 2007. Total nonfarm
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payrol | enpl oynment averaged roughly 137.9 mllion in the first
quarter and 137.7 mllion in the second quarter. Total nonfarm
payrol | enploynment averaged 137 mllion and 135.8 mllion in the
third and fourth quarters, respectively. Total nonfarm payrol
enpl oyment decreased by roughly 2.9 million from138.1 mllion

i n Decenber 2007 to 135.2 mllion in Decenber 2008.

After beginning the year at roughly $92 per barrel, West
Texas Internmediate (W) oil prices rose rapidly during 2008,
spiking to nearly $150 per barrel in the mddle of the sunmer.
For the first quarter, oil prices ended the quarter at roughly
$105 per barrel. For nost of the second quarter, Wl oil prices
rose to over $134 per barrel. \Wen the econony began to feel
significant pressures fromthe ailing banking sector and
financial markets in the third quarter, oil prices began to fal
and ultimately ended the quarter at just over $100 per barrel.
As econom ¢ woes continued to manifest in the fourth quarter,
oil prices continued to slide, falling to just over $40 per
barrel in Decenber. As a result of the slide in oil prices,
OPEC decided at its 151° Extraordinary Meeting in Oran, Al geria
to cut production by 4.2 mllion barrels per day effective
January 2009. The decrease in production was intended to
stabilize prices at |evels sufficient to ensure continued
i nvestments needed to maintain adequate energy supplies in the
mediumto long-termV.

It is likely that energy prices will remain at noderate
level s well into 2009, despite the cut in production by OPEC.
Tenpered economc growh will |ikely continue to danpen demand

for oil supplies. The deeper and the | onger the econonic

sl owdown continues, the nore oil consunption is likely to
decline, thus easing pricing pressures further, despite OPEC
production cuts. However, continued geopolitical risks in the
M ddl e East could create an additional premumin the price of
oil. Therefore, the risks to economc activity stenmm ng from
energy prices seem bal anced for the com ng quarters.

Econom ¢ CQut | ook

Econom ¢ growt h weakened consi derably in 2008, dragged down
by a banking crisis and continued contraction in the real estate
mar kets that negatively inpacted consuner sentinent and
spendi ng, particularly in the fourth quarter. Despite the
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Federal Reserve’s continued aggressiveness in pronoting
accomodati ve nonetary policy conbined with liquidity neasures
by the Treasury and fiscal stinmulus and financial assistance
actions by the Congress and the Adm nistration of President Bush
in the second half of 2008, the banking and financial system
crisis continued to negatively inpact economc activity both
donmestically and internationally and pronpted fears of a
system c financial neltdown. The panic created by the pending
financial “disasters” and rising unenploynent manifested itself
in a continued substantial decline in equity markets in which
investors showed little confidence in the stimulus efforts by

t he federal governnent.

As a result of these past actions conbined with proposals
by the incom ng adm nistration of President Obama, econom c
activity is likely to remain weak in 2009. These factors
suggest that the risks to the econony remain wei ghted heavily
towards a protracted recession in the comng quarters with the
pr eponder ance of evidence pointing towards severely depressed
econom ¢ growt h, higher unenpl oynent, reduced consunmer spendi ng,
and the risk of rising inflationary pressures.

Qur assessnent and expectations for the econony include the
fol | ow ng:

e Despite the Federal Reserve’'s continued accommobdative
nmonetary policy, real estate activity will continue to
contract in the year ahead. Whilst the foreclosure rate
may fall in the com ng year, the inability of purchasers to
find financing will continue to suppress activity in the
real estate markets. As a result of the unavailability of
financing and the need to |iquidate properties, real estate
prices are likely to continue to adjust nore towards
fundanment al val uati ons.

e QI prices (W) are likely to stabilize in the $35-3$55 per
barrel range, possibly rising above the upper end of this
range during the second quarter and the summer driving
season.

e Inflationary pressures are likely to remain at |evels above
recent trends, which would be consistent wth slower
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econom ¢ growth, a weakening dollar, and the massive
increase in the noney supply associated with fiscal
spendi ng and stinulus progranmmes. Inflation is likely to
increase in 2009 wth the core CPl increasing by roughly
3% The inpact of the econom c stinulus packages from 2008
that served to increase the noney supply substantially may
wel | have an adverse inpact upon inflationary pressures
beyond our expectations. This places the rate-setting FOMC
in a precarious position of confronting higher inflation
during a period of slow ng economc growmh and could result
in a stagflation economc environment in the United States
in late 2009 or 2010.

e W anticipate real GDP growth of ¥26- 1% for the full year
2009.

e The Federal Reserve is limted in its ability to ease
nmonetary policy, given that the current federal funds rate
is, effectively, 0% The federal funds rate will likely
remai n at dangerously low levels in 2009 with the Fed's
next nove |ikely an increase possibly towards the end of
t he year.

e Unenploynent is likely to increase to at |east 10%  for
2009.

Concl usi on

Real GDP decreased at an annual rate of 3.8%in the fourth
guarter 2008 but still nanaged to increase by 1.3%in 2008 on a
year -over-year basis. Unenploynent has increased substantially
in the | ast twel ve nonths, nobst noticeably in the second hal f of
the year when the financial crisis began. The financial
instability confronting the banking systemhas yet to be fully
understood and reveal ed and may well require additional nmassive
bai l out funds fromthe federal governnent. Based on our
assessnment of the state of the econony in the fourth quarter,
conditions are likely to remain unfavourable for econom c
activity for nmuch of 2009. As such, the risks are weighted nore
towards continued recessionary trends during the first half of
t he year or weak econom c grow h acconpani ed by sone increase in
i nflationary pressures.
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' The BEA GDP press releases state the following with respect to advance
estimates: The Bureau enphasi zed that."advance” estinmates are based on
source data that are inconplete or subject to further revision by the source
agency.

' Based on data fromthe Consuner Price Index press releases by the Bureau of
Labor Statistics, United States Departnent of Labor.

"'l Bureau of Labor Statistics, United States Departnent of Labor, The

Enpl oynent Situation press rel ease.

'V OPEC press rel ease following the 1515 (Extraordinary) Meeting of the OPEC
Conference in Oran, Algeria on Decenber 17, 2008
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