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Tloday’s Economy

e The economy has been expanding
for almost five years.

e Unemployment has declined and
inflation has increased.

e The Fed has raised short-term
interest rates to the highest level
since early 2001.
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Changes underway

e The U.S. economy is cooling off.

e Housing is in recession, but the rest
of the economy is not.

e As economic growth slows, inflation
appears to be moderating.

e A soft landing is the most likely
scenario.
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CONSUMER PRICE INFLATION

% Change - Year to Year
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Inflation Seeds

The Fed pushed interest rates down in
2001 in an effort to prevent deflation.

e Those policies worked.

e Commodity prices stopped going down
and trended upward for about five years.

e The Fed began to reverse the low interest
rate policy in 2004 in order to contain
inflation.
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Policy Successes

e The Fed’s “reflation policy” worked.
e Inflation rebounded.

e The Fed’s “anti-inflation” policy
appears to be working now.

e Gold has lost its luster.

e Commodity prices have broken their
five-year upward trend.
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Alternative Scenarios

e Strong economy with high inflation.
e Weak economy with low inflation.

e Weak economy with high inflation.
e Strong economy with low inflation.
e Last scenario is best.
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\Where are we headed?

e What do the markets say?

e Collective wisdom is often the best
(but not a perfect) indicator.

e Stock market

e Yield curve

e Credit spreads

e Inflation protected securities - TIPS
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Real Yields are Rising

PROXY FOR REAL ECONOMIC ACTIVITY

INFLATION-INDEXED FIVE YEAR TREASURY YIELD
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Inflation Expectations are IModerating

REAL YIELDS VS. EXPECTED INFLATION
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Economic Report Card

REAL YIELDS LESS EXPECTED INFLATION

Strong growth with low expected inflation

Weak growth with high expected inflation
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Housing Remains a Risk

HOUSING STARTS

Seasonally Adjusted Annual Rate, Thousands

Source: Census Bureau /Haver Analytics
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Cushioning the Slowdown

e Mortgage rates have declined.

e Refinancing is rising.

e Energy prices have dropped.

e Consumer confidence appears to be
rising.

e A hard landing would be more likely if
mortgage rates were still rising and

energy prices were going up instead of
down.
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Whor’s In Control?

e Outside events create problems.

e The Fed tries to minimize the economic
impact.

e High oil prices forced the Fed to raise
rates to contain inflation.

e Lower oil prices would support growth
and diffuse political problems.
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A.G. Edwards” Outlook

December
2006

GDP Growth,
Six mo. Avg.
annual rate.

12- mo. CPI

Fed funds rate

Ten-yr. Treas.
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Additional Information Available Upon Request
A.G. Edwards & Sons, Inc. « One North Jefferson e St. Louis, MO 63103
Member New York Stock Exchange

Additional information is available on request. The material contained herein has been prepared from sources
and data we believe to be reliable, but we make no guarantee as to its accuracy or completeness. This material
is published solely for informational purposes and is not an offer to buy or sell or a solicitation of an offer to
buy or sell any security or investment product. This material is not to be construed as providing investment
services in any jurisdiction where such offers or solicitation would be illegal. Opinions and estimates are as of
a certain date and subject to change without notice.

You should be aware that investments can fluctuate in price, value and/or income, and you may get back less
than you invested. Past performance is not necessarily a guide to future performance. Investments or
investment services mentioned may not be suitable for you and if you have any doubts you should seek advice
from your financial consultant. Where an investment is described as being likely to yield income, or as being
suitable for an investor particularly seeking income, the income from the investment may fluctuate and part of
the capital invested may be used to pay that income. Where the purchase or sale of an investment requires a
change from one currency to another, fluctuations in the exchange rate may have an adverse effect on the
value, price or income of the investment. Certain investments may be mentioned that are not readily
realisable. This means that it may be difficult to sell or realise the investment, or obtain reliable information
regarding its value. The levels and basis of taxation can change.

This document has been approved by A.G. Edwards & Sons (U.K.) Limited, regulated by the SFA.

A.G. Edwards & Sons, Inc., Member SIPC.

This document has been approved by A.G. Edwards & Sons (U.K.) Limited, regulated by the SFA. © 1999
A.G. Edwards & Sons, Inc., Member SIPC. www.agedwards.com
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