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July Production, August Confidence & the case
for Sub $70/bbl. Crude Oil

Industrial production rose 0.2% m/m in July after having risen by a downwardly
revised 0.4% m/m in June. July production was boosted by a 3.6% jump in motor
vehicle and parts production. Excluding motor vehicles and parts, industrial production
rose just 0.1% in July. On a year-to-year basis, which is probably best captures the
underlying trend, production was essentially flat -- falling 0.1% from last July’s level.
Industrial production appears to have peaked in January 2008, which is also the first
month in which payroll growth went negative. This may ultimately prove to be the peak
of the business cycle.
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Confidence has risen slightly from depressed levels. The University of Michigan’s
Consumer Sentiment Index rose to 61.7 in August from 61.2 in July. The expectations
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index, which is supposed to be more forward-looking, rose to 56.8 in August from 53.5
in July. These indicators are still meandering around the lowest levels seen since the
1990-1991 recession. Year-ahead inflation expectations from the Michigan Survey
pulled back to a still-high 4.8% from 5.1% in July and a 26-year high of 5.2% reached in
May. As we noted yesterday, crude oil prices fell more than 50% from peak-to-trough
during the last two recessions. A similar decline today would put crude oil below
$70/bbl. If that occurs, year-ahead inflation expectations almost surely have seen their
highs (and the headline CPI likely is close to peaking). Longer-term inflation
expectations remained somewhat elevated at 3.2% in August, the same reading seen in
July and slightly above the 10-year average of 2.9%.
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We think crude oil could fall below $70/bbl. Crude oil prices dropped 56% from peak-
to-trough during the 1990-1991 downturn and 53% during the 2001 recession. Applying
the same logic to the current environment would take crude oil down to $66/bbl. over
the course of the next 6-12 months from the peak of $145.29/bbl. seen in July. We
believe this is still a fairly conservative call because crude oil was much more expensive
relative to non-energy commodities at this year's peak than it was during the peaks
before the last two recessions. In any event, this would be welcome relief on the
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inflation and inflation expectations front, and also serve to take some pressure off
concerns that have had margins squeezed by high oil prices. However, if falling crude is
in large part the result of two-thirds of the global economy sinking into recession, it's
hardly an “all clear” for the economy, especially with the labor market weak and credit
conditions tightening. As such, we’d be more interested in consumer staples companies
than the consumer discretionary sector, which is likely to face stiff headwinds for some
time.
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Conclusion: Industrial production rose 0.2% m/m in July after having risen by a
downwardly revised 0.4% m/m in June. On a year-to-year basis, industrial production is
down 0.1% and appears to have peaked in January, along with payrolls. With the
second half outlook weak, January may ultimately prove to be the peak of the business
cycle. Nonetheless, the retreat in energy prices seems to be having some positive
impact on household confidence. The University of Michigan’s Consumer Sentiment
Index rose for the second consecutive month in August (although it remains in a zone
not seen since the 1990-1991 recession). The retreat in crude oil prices also seems to
be pulling down near-term inflation expectations, with the University of Michigan
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Survey’s year-ahead inflation expectations measure falling to 4.8% in August -- down
from a 26-year high of 5.2% in May.

Investment Implications: Important coincident economic indicators such as industrial
production and payrolls peaked in January, which probably marked the end of the
expansion that began in late 2001. Crude oil prices dropped 56% from peak-to-trough
during the 1990-1991 downturn and 53% during the 2001 recession. Applying the same
logic to the current environment would take crude oil down to $66/bbl. However, if falling
crude oil is in large part the result of two-thirds of the global economy sinking into
recession, it's hardly an “all clear” for the economy, especially with the labor market
weak and credit conditions tightening. As such, we’'d be more interested in consumer
staples companies than the consumer discretionary sector, which is likely to face stiff
headwinds for some time. Indeed, key leading indicators of credit are sending a “crisis
alert” that investors can ignore only at their own peril.

100_00 +4_13 CurncyGP
LISSPZ CMPIN CURMNCY | Show GP - Line Chart Page 1/7
Swap spreads back to ‘crisis’ levels }

|

\

r———
...-"".
||"
!
)
|
!
L
% |

MKM Partners 4



Important Disclosures
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IM and e-mail.

The Primary Analyst certifies that the views expressed in this research report accurately reflect the
Analyst(s) personal views about the subject companies and their securities. The Primary Analyst also
certifies that there has not been, is not, and will not be direct or indirect compensation from MKM Partners or
these subject companies for expressing the specific recommendation(s) or view(s) in this report.
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compensation from it.

This publication does not constitute an offer or solicitation of any transaction in any securities referred to herein. Any
recommendation contained in this report may not be suitable for all investors. Although the information contained
herein has been obtained from recognized services, issuer reports or communications, or other services and sources
believed to be reliable, its accuracy or completeness cannot be guaranteed. Any opinions, estimates or projections
expressed herein may assume some economic, industry and political considerations and constitute current opinions,
at the time of issuance, which are subject to change. Any quoted price is as of the last trading session unless
otherwise noted.

This information is being furnished to you for informational purposes only, and on the condition that it will not form a
primary basis for any investment decision. Investors must make their own determination of the appropriateness of an
investment in any securities referred to herein based on the legal, tax, and accounting considerations applicable to
such investors and their own investment strategy. By virtue of this publication, neither the Firm nor any of its
employees shall be responsible for any investment decision.

This communication may involve technical analysis. Technical analysis is a discipline that solely examines the past
trading history of a security to arrive at anticipated market fluctuations. Technical analysis does not consider the
fundamentals of an underlying security, and therefore offers an incomplete picture of the value or potential value of a
security. A customer should not rely on technical analysis alone in making an investment decision, but should review
all publicly available information regarding the security in question, including, but not limited to, the fundamentals of
the underlying security and other information provided in any filings with the Securities and Exchange Commission
(SEC). MKM Partners LLC has multiple analysts and from time to time their views may differ. We encourage readers
to call with any questions.
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Ratings for Stocks: As of May 7, 2007, the Firm revised its ratings, which comprise the following:

“Buy” Security is expected to appreciate 15% or more on an absolute basis over the next 12 months.
“Neutral” Security is not expected to significantly appreciate or depreciate in value over the next 12 months.
“Sell”  Security is expected to depreciate 15% or more on an absolute basis over the next 12 months.

Distribution of Ratings for Reports Issued by MKM Partners LLC as of August 15, 2008:
Buy 47.5%; Neutral 50.0%; Sell 2.5%.

Risks: Investment risks associated with the achievement of revenue and earnings projections include, but are not
limited to unforeseen macroeconomic and/or industry events that adversely impact demand for the subject company’s
products or services, product obsolescence, changes in investor sentiment regarding the specific company or
industry, the company’s ability to retain or recruit competent personnel, and market conditions. For a complete
discussion of risk factors that could affect the market price of the company’s shares, refer to the most recent 10-Q or
10-K filed with the SEC.
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