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Inflation and Interest Rates

|'Il Fed Funds Rate " Recession EYear over Year Change In CPI

The Federal Open Market Committee (FOMC), _Pereent
finds itself in an unenviable position. The
inflation rate is higher than the Fed Funds 6
rate.

5 —
This is the result of the slashing of the Fed
Funds rate last year to cope with the opening 4
stages of the financial system crisis and the

simultaneous spike in energy prices, 3
It is a situation that cannot be allowed to 2
prevail.
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What to do?
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Unless otherwise noted, the shaded areas on all charts indicate recessions as dated by the National Bureau of Economic Research. The information
contained in this report has been gathered from sources believed to be reliable, but RDLB, Inc. makes no representations as to the accuracy or completeness of such information. This report is
further subject to the terms of the disclaimer and limitations of liability contained on the last page of this report. Copyright © 1989-2008 by RDLB, Inc. All rights reserved. The trademark Mr.
Model is owned by RDLB, Inc.
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Federal Funds Rate Minus CPI Inflation Rate
Latest = June 2008 = -300

Basis Points

e The first reason why the situation 1000
cannot be allowed to prevail is on this
chart.

e The last time the inflation rate was
above the Fed Funds rate for any
length of time was during the bad old
days of stagflation in the 1970s and
early 1980s.

e |t took four recessions to solve the
problem last time, and the FOMC
does not want to got down that road
again.
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Unless otherwise noted, the shaded areas on all charts indicate recessions as dated by the National Bureau of Economic Research. The information
contained in this report has been gathered from sources believed to be reliable, but RDLB, Inc. makes no representations as to the accuracy or completeness of such information. This report is
further subject to the terms of the disclaimer and limitations of liability contained on the last page of this report. Copyright © 1989-2008 by RDLB, Inc. All rights reserved. The trademark Mr.
Model is owned by RDLB, Inc.
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The second reason why the situation Long Treasury Yield minus CPI Inflation Rate

cannot be allowed to prevail is on this Basis Pointe Latest = June 2008 = -26
chart. 1000

Here we see that the inflation rate is also s
higher than the interest rate being earned
on Long Treasury securities. In other 600 —
words, long-term investors are not being
paid for the inflation risk they are taking.
As the chart shows, the last time this
happened investors demanded a large
inflation premium for the next decade.
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200

Since all long-term capital ultimately is 0
priced off the rates on the Treasury yield

curve, the FOMC knows that the longer 200
investors insist on high inflation premium,

the higher the cost of capital will be. 400 —

High capital costs make it harder to fund N o s e e s e Ao
projects, which retards the rate of economic ¢ ¢ & ¢ & & & & & & ¢ F & F
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contained in this report has been gathered from sources believed to be reliable, but RDLB, Inc. makes no representations as to the accuracy or completeness of such information. This report is
further subject to the terms of the disclaimer and limitations of liability contained on the last page of this report. Copyright © 1989-2008 by RDLB, Inc. All rights reserved. The trademark Mr.
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In his most recent Congressional testimony,
Chairman Bernanke stated that he expects
the inflation rate to moderate during the Inflation and Interest Rates
second half of the year.

|--Fed Funds Rate mmYear over Year Change In CPI |

The question will be by how much. Even g _percent
assuming the inflation rate were to fall by

half -- which it could if energy prices drop

sharply -- we would still have an inflation rate 5 -
of 2.5% at year end.

Even with that improvement, the rate would 4
still be higher than the current Funds rate.

So, we expect the FOMC to have to raise

rates by at least 100 basis points in order to
get the lines to go back into their proper 5 ]
positions.

It is unlikely that they will begin that process 1 | | | | |
at their August 5 meeting, but there isa very o > QA - 5
good chance they could start when they + + » o U &

meet on September 16. Year and Month

&

For more information, check out the July 2008 edition of the Overview and Outlook Report.
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Disclaimers and Limitations of Liability. THE SERVICES AND INFORMATION PROVIDED BY RDLB ARE PROVIDED "AS
IS", WITHOUT WARRANTY OF ANY KIND TO SUBSCRIBER OR ANY THIRD PARTY, INCLUDING, BUT NOT LIMITED TO,
ANY EXPRESS OR IMPLIED WARRANTIES OF MERCHANTABILITY OR FITNESS FOR PARTICULAR PURPOSE, ACCURACY
OF INFORMATIONAL CONTENT, AND NON-INFRINGEMENT. RDLB, INC. SHALL NOT BE LIABLE TO SUBSCRIBER OR ANY
THIRD PARTY FOR ANY LOSS OF PROFITS, LOSS OF USE, INTERRUPTION OF BUSINESS, OR ANY DIRECT, INDIRECT,
INCIDENTAL OR CONSEQUENTIAL DAMAGES OF ANY KIND THAT MAY RESULT FROM THE USE OF ITS REPORTS OR
THE RDLB WEB SITE BY SUBSCRIBER OR ANY THIRD PARTY, WHETHER UNDER THIS AGREEMENT OR OTHERWISE,
EVEN IF RDLB, INC. WAS ADVISED OF THE POSSIBILITY OF SUCH DAMAGES OR WAS GROSSLY NEGLIGENT.

RDLB, INC. HAS MADE ALL REASONABLE EFFORTS TO INSURE THE ACCURACY OF THE DATA ON WHICH THE
FORECASTS AND PROJECTIONS CONTAINED IN ITS REPORTS HAVE BEEN BASED BUT CANNOT AND DOES NOT
GUARANTEE THE ACCURACY OF SUCH UNDERLYING DATA OR STATISTICS.

RDLB, INC. FURTHER ASSUMES NO RESPONSIBILITY OR LIABILITY OF ANY KIND TO SUBSCRIBER OR ANY THIRD
PARTY DUE TO ANY LOSS OR DAMAGE THAT SUBSCRIBER OR ANY THIRD PARTY MAY INCUR IN THE EVENT OF ANY
FAILURE OR INTERRUPTION OF THE RDLB WEB SITE OR THE TIMELY DELIVERY OF ITS REPORTS TO SUBSCRIBER, OR
DUE TO ANY OTHER CAUSE RELATING TO SUBSCRIBER'S ACCESS TO, INABILITY TO ACCESS OR USE THE RDLB WEB
SITE OR THE REPORTS SUBSCRIBED TO HEREUNDER, WHETHER OR NOT THE CIRCUMSTANCES GIVING RISE TO
SUCH CAUSE MAY HAVE BEEN WITHIN THE CONTROL OF RDLB, INC.

SOME JURISDICTIONS DO NOT PERMIT THE EXCLUSION OR LIMITATION OF LIABILITY FOR CONSEQUENTIAL OR
INCIDENTAL DAMAGES, AND, AS SUCH, SOME PORTION OF THE ABOVE LIMITATION MAY NOT APPLY TO SUBSCRIBER.
IN SUCH JURISDICTIONS, RDLB'S LIABILITY IS LIMITED TO THE GREATEST EXTENT PERMITTED BY LAW.
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