AFP

con\\aic

A brief overview of economic events

AFP—Your Daily Resource
July 19, 2010

The Big Picture: Yield Curve & Consumer Prices
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Consumer Price Index Percentage Chang The 2nd consecutive 2.9% monthly decline in
June 2010 Previous Month energy prices resulted in a continued slide in

SourcBureau of Labor Statist

Seasonally Adjuste|

Jun 10: -0.1%
May 10: -0.2%
Jun 09: +0.7%

overall consumer prices in June. Netting out both
energy and food (the latter for which prices were
unchanged), core CPI increased 0.2% during the
month. Prices of core goods grew 0.2% while that
for core services increased 0.1%. Areas
experiencing the largest month-to-month price
increases were used cars (+0.9%) and apparel
(+0.8%). Year-to-year, CPI has increased 1.1%
while core CPI was up 0.9%.

Producer Price Index

June 2010

SourcBureau of Labor Statist

Finished Goods
Percentage Chang
Previous Month
Seasonally Adjuste|

Jun 10: -0.5%
May 10: -0.3%
Jun 09: +1.8%

Producer prices fell at all stages of processing in
June. Prices of finished goods fell for the 3rd
month in a row and at the fastest rate since
February. Prices of finished foods and energy
goods fell by 2.2% and 0.5%, respectively. Less
foods and energy, prices of finished producer
goods increased by 0.1%. Earlier in the production
cycle, prices of intermediate goods fell 0.9% while
those of crude goods declined for the 4th time in 5
months (-2.4%). Year-to-year, finished goods
producer prices have increased 2.8% while those
of core finished goods were up 1.0%.
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Retail Sales

Percentage Chang

Retail sales fell for the 2nd consecutive month,

June 2010 Previoldonth brought down by a 2.3% decline in vehicle sales
Seasonally Adjuste and 2.0% percent fall in gasoline sales (as prices
fell). Net of autos and gasoline, sales grew 0.2%.
Jun 10: -0.5% Sales jumped 1.3% at electronics/appliance stores
May 10: -1.1% followed by an 1.0% increase at non-store retailers
Jun09:  +1.4% and a 0.6% improvement at clothing stores.
Among the biggest decliners were sporting goods
stores (-1.4%), building material merchandisers
(-1.0%) and food/beverage retailers (-0.5%). Over
Sourc€ensBureau the past 12 months, retail sales grew 4.8%.
International Trade Trade Balance The U.S. deficit in goods and services expanded in
May 2010 Billions May as imports of $194.5 billion outpaced the
Seasonally Adjuste $152.3 billion in exports. The goods deficit grew
by $1.9 billion to -$54.5 billion while the services
May 10: -$42.3 surplus was essentially unchanged at $12.2 billion.
Apr10:  -$40.3 Over the past 12 months, the goods and services
May 09:  -$24.8 deficit increased by $17.4 billion, as exports grew
Sourc€ensBureau 21.0% and imports advanced 29.1%.
Job Openings and Labor JolDpenings While the number of job openings dipped slightly
Turnover Total Nonfarm in May, there were 718,000 more job openings
May 2010 Thousands compared to a year earlier. The pace of hiring

SourcBureau of Labor Statist

Seasonally Adjuste

May 10: 3,206
Apr 10: 3,302
May 09: 2,488

picked up (boosted by 2010 Census-related
activity), rising 212,000 to 4.504 million (an
increase of 13.7% from a year earlier). The number
of separations grew by 72,000 to 4.085 million
(-7.2% from May 09). The number of people
voluntarily quitting their jobs increased 3.9% from
a year earlier while layoff activity slowed 21.4%.

Treasury International
Capital Flows
May 2010

SourcBepartment of the Treg

Total Net Purchase
U.S. Securities
Billions

May 10: +$35.4
Apr10: +$815
May 09:  -$17.6

The pace of foreign purchases of U.S. securities
slowed significantly in May. Foreign investors
added $14.9 billion in Treasury securities and $27.4
billion in agency bonds. They, however, reduced
their holdings of corporate bonds (-$9.0 billion)
and equities (-$0.4 billion). Private foreign
investors added $23.8 billion to their holdings of
U.S. securities whil
holdings grew by $7.2 billion.

€

Industrial Production

June 2010

Sourceederal Reserve

Percentage Clisorg
Previous Month
Seasonally Adjuste|

Jun 10:  +0.1%
May 10: +1.3%
Jun 09: -0.2%

Industrial production grew modestly, only because
of increased mining (+0.4%) and utility (+2.7%)
activity. Manufacturing output slowed 0.4%
following 3 straight months of growth. Production
of durable goods grew 0.1%, including a 1.2% gain
in high tech-related production. Production of
non-durable goods fell 0.7%. Overall production
was 8.2% ahead of the June 2009 pace.

Business Inventories

May 2010

Sourc€ensus Bureau

Percentage Chang
Previous Month
Seasonally Adjuste|

May 10: +0.1%
Apr10: +0.4%
May 09: -1.2%

Business inventories expanded in May as both
retail and wholesale inventories grew (+0.3% and
+0.5%, respectively). Manufacturing inventories
fell 0.4%. The 1/S ratio increased a basis point in
May to 1.24 (it was 1.41 in May 2009). The 1/S
ratio for manufacturers and wholesalers grew a
basis point to 1.25 and 1.14, respectively while that
for retailers increased 2-basis points to 1.25.
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Economic Commentary edited by Kevin Roth

Inflation remained non-existent in June as
plummeting energy prices counterbalanced small
price increases that occurred elsewhere in the
economy. This provides fodder for analysts and
policymakers who remain concerned about the
health of the economic recovery and are advocating
for additional fiscal stimulus and a continuation of

the Feder al Reser veds e pdecentandunedalscirgpartyecaascotfalingmo d at i

monetary stance.

The Bureau of Labor Statistics reported on Friday
that consumer prices declined for the third
consecutive month in June. The 0.1 percent decline
in the headline index followed decrease of 0.1 and
0.2 percent in April and May. The culprit was a
sharp 2.9 percent decline in energy prices; itself
thanks to a 4.5 percent decline in gas prices. Energy
prices have declined for four of the past five months
but nevertheless remained 3.0 percent above levels
of a year earlier. Food prices were unchanged for
the second consecutive month. After removing the
typically volatile food and energy sectors, core
consumer prices increased 0.2 percent(t he of as
pace of core inflation since last October). Year-to-
year, consumer prices have risen a very modest 1.1
percent while core consumer prices were up by just
0.9 percent.

A day earlier, the BLS noted that producer prices
contracted 0.5 percent during the month. Unlike in
the case of consumer prices, both energy and food
finished producer prices contracted during the
month (-0.5 percent and -2.2 percent, respectively).
Prices of core finished producer goods increased 0.1
percent. Year-to-year, producer prices have risen 2.8

percentfi but this mainly because of increases in
energy and food prices many months ago. Prices of
core producer goods have increased by just 1.0
percent since June 20009.

The two reports, along with the import/export price
report that had shown that import prices fell 1.3

petroleum prices)ii fanned the fears of deflation and
of an economy that is once again contracting. This
may be premature as most data continues to point
towards a modest GDP growth rate during the
second quarter. Still, the job market remains in
critical condition, which continues to keep consumer
spending stuck at a tepid pace. But the inability of
the U.S. economy of keeping the torrid pace of
growth as seen late last year and early this year is a
partially a function of favorable comparables during
that time. The economy was never as strong as it
had appeared during the second half of last year.

That is not to say that we will see the Federal
ResersetmoOve away from its accommodative policies
any time soon. Quite the opposite. Consider the
minutes from its late June meeting of the Federal
Open Market Committee released last week. They
show Committee members seeing the U.S. economy
being in a ocont iwthed,
household and business spending both increasing.

In fact, the Committee saw the recently rebound in
demand as signs that dinventory adjustments and
fiscal stimulus were no longer the main factors
supporting economic expansion. 0

However, the meeting participants downgraded their
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http://www.federalreserve.gov/monetarypolicy/fomcminutes20100623.htm
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economic outlook based on financial markets that
were Ol ess supportive
specific references to the fiscal crisis in Europe.
Further, half of the Committee members were seeing
a greater downward risk to their long-term outlook.
Finally, the Committee continued to believe that
both employment and inflation would continue to
drag oover the next

There does appear to be significant debate among
the voting members of the FOMC about the
near/long-term inflationary implications of the
current state of the economy. Some Committee
me mber s
slack and inflation, including a few members who
ocited some
the Fedds oOvery
recent years as protection against a deflationary cycle.

International trade to and from the U.S. continued to
grow in May as the trade deficit widened to its largest
point in a year and a half. The Census Bureau and
Bureau of Economic Analysis estimated that the U.S.
trade deficit was $42.3 billion during the month, an
increase of $2.0 billion from April. While export
activity grew by $3.5 billion, imports jumped by $5.5
billion. Even though the deficit has been expanding
in recent months, the growing pace of global trade is
heartening given how low it had sank during the
height of the recession. And even with the recent
pick up in activity, there is much progress to be had:
exports remained 8.1 percent below its peak level in
July 2008.

In May, the U.S. had its largest goods deficits with
China (-$22.3 billion, wider by $3.0 billion), OPEC
(-$7.8 billion, narrower by $1.5 billion) and the E.U.
(-$6.2 billion, wider by $0.5 billion). The largest
trade surpluses were with Hong Kong (+$1.6

U.S. Companies Still Stockpiling Cash

o f(+3$0e9 bilbon).o mi c

billion), Australia (+$1.1 billion) and Singapore
growt hé with
Small business owners were less optimistic about
business prospects in June, according the latest

reading of the National Federation of Independent
Business Index of Small Business Optimism. The

S e v egaddnk indgx €elh3r2 pointdto a seasonally adjusted

reading of 89.0, its lowest reading since March. The

headline index has been below 93.0 ever since

January 2008, with the press release noting that these

are oOoreadings typ-meal of
economy . O Among key indica

saw O0signi fi can teapitd expendituriesdolans to incieake dverttodes, r e s 0 1

expectations of economic to improve, expectations

1Othes rkember$ sawd e f [foahighercsates, add actual change in inventories.
accommoddtsioved® mdhreetparey spaleil @y s«

stated:0 The U.S. economy f ac:é
headwinds and the government is at the center of the

storm, making an economi

Continued weakness in the labor market and the
barrage of negative economic data weighed on
consumers in early July. The preliminary July reading
of the headline index of the University of Michigan
Consumer Sentiment Survey was a seasonally
adjusted 66.5. Should these figures hold when
updated at the end of the month, this would not only
be a 9.5 point decline from June but also the lowest
reading since last August. Both the present
conditions and expectations indices declined sharply.
It should be noted that this may reflect what already
was seen in the other widely viewed sentiment survey
(from The Conference Board), which had
plummeted in June even as the University of
Michigan survey advanced during the month.

Reflective of consumer sentiment was June retail
sales. While the 0.5 percent fall in sales partially were
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the results.
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an artifact of a price decline-induced 2.0 percent fall retailers (+1.3 percent), non-store retailers (+1.0

in sales at gas stations, core retail sales (net of both percent) and apparel stores (+0.6 percent). The 4.8
gas stations and car dealers) grew a paltry 0.1 percent year-to-year increase in retail sales was the
percent. Only a handful of retail sectors enjoyed smallest 12-month increase in the Census Bureau
significant sales increases: electronic/appliance data series since February.

The Week in Corporate Finance edited by Brian Kalish

Over the past week, we suffered from anot hdts bou
As the weeks go by, we seem to alternate between feelings of optimism and despair, call it a classic case of being
bi-polar.

With the general economic news this week indicating a slow and steady improvement in the US economy rather
than an explosion of economic activity, the market seemed to capitulate to the idea that generally, where we will
be a year from now is where we are today.

On Friday the US stock market sold off: the Dow off 261.41, the NASDAQ down 70.03, and the S&P 500 falling
31.60 points. Using a little bit of rounding, we are living in a 10k Dow, 2200 NAS, and 1000 S&P world. Readers,
this may be roughly where we are a year from now on June 30, 2011. The headwinds to our economy and to the
economies around the world seem to indicate an extended period of positive but unremarkable growth.

The 2-yr US Treasury note touched an all-time low yield of 0.5765%. This was the seventh straight week that the
yield decreased. The reason it is important to monitor the 2-yr note yield is because it is one of the most sensitive

securities to changes in the Fedds inteff®a802% at e
(unchanged since December 2008), the market is pricing in little chance of the Fed raising interest rates prior to
June of next year. Fed Fund Futures are also a wu

policy, but it is a rather short horizon tool as the market for this contract thins out quite substantially past 90 days.

The 10-yr US Treasury is trading near its lowest yield in seventeen months at 2.92%. Again with market
participants believing that low interest rates for US Treasuries will be with us for the foreseeable future, the 10-yr
has rallied from 4.01% back in early April.

Another sign that the US economy is not out of the woods yet, bank failures continue. Over the past two weeks,
the FDIC has closed the doors on ten banks across the USA. Year-to-date, 96 institutions have ceased to exist. In
2009, 140 institutions were closed, so at our current pace, 2010 will exceed that number of closures.

Europe continues to be in the spotlight. On July 23rd, the results of the Stress Tests for European banks are
scheduled to be released. The market in Europe continues to be concerned about the state of the European
banking system. The cost to borrow in euros between banks continues to increase. The 3-month euro LIBOR rate
is currently at 79bps, a ten-month high. The rate for 3-month LIBOR in dollars has actually dropped slightly of
late, with the rate currently at 52bps.

On Thursday, the Senate passed the Financial Reform bill. The vote was 60-39. It was mostly a straight partisan
vote with the exceptions being Republicans Brown, Collins and Snowe voting for the bill and Democrat Feingold
voting against it. It is expected that President Obama will sign the bill in the coming days.

As with most things in life, the devil will be in the details. Now comes the interesting part as the Fed, the SEC and
the CFTC create the rules that we will have to abide by. This process will take months if not years to implement.
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What to watch over the next week:

Monday, July 19, 2010
e NAHB Housing Market Index (July 2010)

Tuesday, July 20, 2010
e Housing Starts (June 2010)

Wednesday, July 21, 2010
¢ Oil and Gas Inventories (Week ending July 16, 2010)
¢ MBA Mortgage Applications (Week ending July 17, 2010)

Thursday, July 22, 2010

e Conference Board Leading Indicators (June 2010)
e Jobless Claims (week ending July 17, 2010)

e FHFA Housing Price Index (May 2010)

Friday, July 23, 2010
e Mass Layoffs (June 2010)
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