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MONTHLY SUMMARY FOR NOVEMBER'
THE “GREAT RECESSION” STILL UNCOVERING PROBLEMS

Economists around the world are beginning to call this
the “great recession” to indicate that it is worldwide, that
it is different from other postwar recessions (generally
deeper), but that it still is not in the same ball park as
the Great Depression. In general, | agree with all those
assessments.

First, differences from the Great Depression. Instead of
allowing the failure of banks to undermine liquidity,
central banks around the world are pumping liquidity
aggressively into their economies. We had a little
hiccup when our Treasury Secretary focused on
institutions rather than functions both in not seeking a
way to support Lehman activities (such as an FDIC
takeover) and in devising the TARP program, but
fortunately, not in implementing TARP. In many cases,
they are taking the place of flawed credit conditions to
assure the flow of credit. That these efforts have not
yet been fully realized merely indicates how large the
problem has become with all the new instruments
allowed in financial markets.

Second, most countries are beginning some form of
government stimulus program. Even our tax rebate
program, as small as it was, did mask the weakness
until the checks all were distributed. | don’t believe any
sized rebate without regulatory reform could have
prevented the current mess, but a larger rebate check
certainly would have moderated the response. The
program broadly outlined by President-elect Obama
certainly will add to the solution, not the problem.
Whether it will be large enough to eliminate the
downturn remains unknown, of course.

Third, so far, no attempts have been made to export
unemployment through tariffs or other trade restraints.
While currencies have fluctuated, in particular
weakness in China, the EU and England, they have
been offset by strength in the yen and dollar. Except for
China, all the currency adjustments appear to be

To be sure, there are similarities. Markets are not freely
flowing. Short term debt instruments and low grade
corporate instruments only intermittently trade at any
yield. The response of investment grade corporates to
lower treasury vyields in recent days has been
encouraging, but the tax exempts continue to struggle
without acceptable insurance vehicles.

Also, credit default settlements generate margin-like
forced selling that leads to large, hard to justify, price
swings. For example, the average production cost of
copper is about $1.45, suggesting that the marginal
cost is at least that or significantly higher. Yet, copper
traded at $1.39 in recent days. Similar observations
can be made about most mineral extraction at this time.

Furthermore, the decline in hedge funds, though
probably ultimately removing short term instability, also
leads to forced selling of relatively illiquid instruments.
Thus, the margin-like forced selling has intermittently
been happening and may continue to do so until 2009
begins. (However, hedge funds are closing the door so
their withdrawal policies become more aligned with the
illiquidity of their strategies. This will bother partners,
but also will diminish the forced selling that has
overwhelmed financial markets).

Basic industries also are struggling. While most
corporations have strong balance sheets, a few have
leveraged their assets in hopes of raising the returns on
equity. Now that sales are falling, those companies are
vulnerable.

Wealth destruction is the highest since the Great
Depression in the U.S., although it is a much smaller
percentage decline than suffered in that era. As a
result, current consumption is sharply out of balance
with sustainable spending programs over time. Even
the optimistic boomers no longer expect to recoup their
losses before full retirement, which means they must
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balance will not be restored until current spending is
slashed from what otherwise would be the case by
$500 billion. About half of that has been accomplished,
but the other half still needs to be done, and we already
are seeing vehicle sales at the lowest per capita levels
since the depression. This means sharp cuts in
discretionary service spending also must happen (trips,
restaurant visits, entertainment, etc).

Also, commodity prices are collapsing. OK, they were
unusually high relative to other assets. Did anyone
really believe oil producer stocks could rise 30% per
year indefinitely? (OK, they did, but they also believed
housing prices always would beat inflation even as new
financing relationships needed to be created to
preserve the upward trend). As a result, some analysts
have talked about deflation. Could we get a situation
where the equilibrium interest rate was negative, thus
causing the economic system to stagnate, as in Japan
in the 1990s?

Two forces would preserve the deflationary trend:
continued increases in the dollar and falling wages.
While the dollar clearly has rallied, | believe the current
relationships are more justified than previous
conditions. Moreover, the rally is losing steam. Indeed,
| believe the dollar will lose value in 2009, which takes
away that deflationary force. As for wages, some
embattled industries clearly are cutting wages, but
overall wages continue to rise at a relatively steady
rate. (The latest hourly wage was 3.7% above previous
year levels, about the same as most of the year). To be
sure, a decline in bonuses will sharply reduce
compensation in the first quarter, but that should be the
end of the deflationary wage forces. My guess is that 3-
3.5% wage gains will persist through next year.

While we must be mindful of deflation, the collapse of
commodity prices actually aids the adjustment process.
In September the average worker fell 3% behind living
costs in their paycheck. By April, that worker will be
more than a percentage point ahead of the increasing
cost of living.

All of that improved purchasing power will be used to
rebuild assets rather than stimulate consumption; but
the asset rebuilding would have been needed even if
purchasing power was not improving. Fewer
paychecks will be earned, as job losses of another 2
million are possible before falling inventories get back
into balance with falling sales. But the loss of 1.6% of
the jobs is less than the swing of 4 percentage points in
the purchasing power of those still having jobs.
Assume some tax cuts as well and all the increased
savings required to rebalance current with future
purchasing power will be achieved without any further
sales erosion.

If this sounds like production will get back into balance
with sales by the spring, that clearly is optimistic. While
the consumer is rebalancing, commercial real estate will
be getting further out of balance. With consumer
spending falling after price adjustments, inventory being
liquidated, jobs being lost, and trips being postponed or
cancelled, who will be able to raise rents on office
space, warehousing, retail space, or lodging facilities?
Add tight credit conditions to the mix and we shall
experience a sharper than normal decline in non-
residential activity.

Also, that strong dollar and global recession will limit the
ability to grow exports (our strongest sector in the past
year). Declining activity will undermine revenue growth
for state and local governments (43 states apparently
are suffering revenue shortfalls at this time).

In other words, virtually all other expenditures will
remain in contraction even as consumption stabilizes
sometime in the spring. A government stimulus
package with immediate response (a difficult but not
impossible feat), and pent up demand for housing—
though without the anticipation of rising housing prices,
might stop the erosion during the summer.
Nevertheless, the non-residential and state and local
declines usually have long tails, meaning they will be in
contraction into 2010. Exports also may be slow to
respond, though that would mean a falling dollar.

After a serious decline in economic activity during the
fall and winter, more modest decreases in the spring
and summer should give way to moderate growth by
next fall. Continued moderate growth into the latter half
of 2010 should be expected.

Of course, | am assuming that the markets begin to flow
freely again early next year. If not, the outlook darkens
considerably. My $500 billion consumption adjustment
assumes that all the wealth loss has occurred. If we
are only half through, we must change the “r" to a “d". |
do not believe that will happen. | already see some
narrowing of a few spreads, though no return to normal
at this time. The stock market also appears to be
feeling for a bottom. Just as the economy will not return
to sustainable growth before the latter half of 2010,
investors should not expect the stock market to rapidly
restore lost value. Remember, some of that valuation
was created by leverage that no longer appears to be
appropriate. Thus, when balance is restored and
sustainable growth resumes, equity values may still be
20% below their previous peaks. Only a significant
period of growth at sustainable rates will bring the
market back to record territory. We probably will be
discussing the next Presidential election before that
happens.
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CREDIT MARKETS

How can we argue about record government deficits
when the cost of borrowing in the short run is nearly
zero? Can there be a more efficient method of
extracting resources from the private sector in this
environment than by borrowing? That does not mean
that the resources used by the government may not be
better used elsewhere (remember, there are two facets
to government activity: the resources removed from
private activity and the financing of those resources).
However, a well developed infrastructure program
usually provides high multipliers for economic activity. |
once estimated the impact of various government
programs upon the economy and discovered that
infrastructure (not four laners in front of key legislatures’
homes) had a super multiplier. This does not mean that
the Obama program will be the “right” infrastructure as
opposed to the “bridge to nowhere.” Nevertheless, the
concept is a worthy pursuit.

Because our ‘“investments” in banks and other
companies, probably including auto companies, is
treated as expenditures in government accounting, the
deficit is ballooning at this time. The $455 billion
government deficit in the just ended fiscal year will
balloon to about $1.1 trillion this fiscal year. October
alone had a deficit of over $257 billion, though most of
that were “investments” in the troubled asset program.
Indeed, deficits approaching $1.5 trillion at annual rates
are likely during the fall followed by a trillion or more in
the winter. Some moderation should be expected in the
spring and summer to reach the $1.1 trillion total.
Excluding the “investments”, the deficit was about $100
billion in October and probably still will be over $700
billion. Any stimulus package could sustain trillion
dollar deficits in to the next fiscal year.

Added to this more than 4 percentage point increase in
debt relative to GDP will be the use of rainy day funds
by state and local governments. | see about another
half percentage point of GDP being added for those
purposes. Indeed, a stimulus package probably will
include matching funds, though the program must be
restructured to have back ended matching by the states
or the objectives of the program will not be fulfilled in a
timely fashion.

So, how is the economy handling the surge in
borrowing from all governments of 5 percentage points
more relative to GDP than in the previous year?

About half that increased borrowing is being financed
by households. The savings rate has jumped from
virtually zero to almost 3% of personal income or about
2.5 percentage points of GDP. Low investments in
housing also are releasing funds for alternative uses,
though this is only about .3 percentage points of GDP at
this time. | expect the household sector to continue
adding to savings and avoid housing investment until

the second half of 2009. Then housing may begin to
rebound, though savings could continue growing well
into 2010.

Even with the move toward deleveraging, profits are
plunging so fast—notice that after tax profits are
expected to fall 30% from peak by the middle of the
year—that cash flow is falling about a percentage point
relative to GDP in the corporate sector. This is being
offset by liquidating inventories, and that process may
persist into the summer months. Some cutbacks in
capital spending also are lowering borrowing needs in
the corporate sector. Thus, corporations probably are
able to finance something under half a percentage point
of GDP of government debt. That financing will become
less likely even as cash flow improves early in 2010.

Clearly, the extra 2 percentage point increase in
government borrowing is coming from abroad. Indeed,
this need for funds has been less than the desire by
international investors to seek safe havens in U.S.
treasuries. This is why vyields are near zero and the
dollar has rallied. Rates continue to decline in other
countries, which preserve the relative attractiveness of
the dollar. However, note that | am expecting the dollar
to give ground in the next two years, even if the
adjustment is small. Thus, the question for interest
rates is when the 2 percent international solution fades,
or when the 2 percent need disappears. At this point,
investors believe the deficits will come down faster than
the desire of international investors to return home with
their assets. This probably is a reasonable assumption,
as the decline in oil prices should lower our deficits into
the high $30s per month, about what the world needed
in additional dollars before the downturn. Of course,
the world may need somewhat lower dollar amounts
because of the contraction, but near balance in trade
deficits and global dollar needs could be achieved after
this adjustment is completed. If so, modest inflows of
international capital could be expected once the panic
funds have been repatriated.

So, what does this mean for treasury rates? Clearly,
zero will not persist for short term funds. However,
upward pressures will develop slowly. | have continued
to shave my upward trend for short term treasury rates.
As | believe more normal spreads will develop between
the two and ten year maturities, this leads to slower
rebounds in long term yields as well.

Of greater interest is what happens to other spreads.
Recently, high grade corporate yields have begun to
track the downward path of treasury maturities. More
significantly, lower grade investment paper also has
begun to track the downward yield path. To be sure,
the spreads are unusually wide, but this return to
correlation between treasury and investment grade
paper is encouraging. | would probably take this as a
sign that expected rating downgrades already have

Morgan Keegan’s Monthly Summary for November 2008

Page 3 of 6



stabilized. Investors can, and will, be wrong.
Nevertheless, the downgrades built into the spreads
suggest that substantial gains may be achieved through
investing in lower grade investment paper.

So far, there is no comparable recoupling with the tax
exempt market. Deteriorating tax capacity and revenue
streams along with increased borrowing pressures have
combined to further undermine this market. Without
acceptable insurance programs to guarantee payments,
issues are not easily sold. For example, while the two
to ten year spread in the treasury market has fallen
from 269 to 173 basis points, the comparable spread in
tax exempts has increased from 179 to 218 basis
points. (Yes, the tax exempts yield considerably more
than treasuries at this time even before considering tax
benefits).

Do we need a fix in the tax exempt insurance programs
before this market will rally? Certainly, a fix would be
very helpful and generate a substantial rally. My guess
is that prices already are reflecting the uncertainty
created when the insurance companies lost their high
credit ratings. However, illiquidity raises the risk of
holding such paper at this time. | certainly believe
holding to maturity would be very rewarding in these
investments and the illiquidity will dissipate as other
parts of the economy improve. Thus, | recommend tax
exempt purchases at this time despite the insurance,
illiquidity, tax capacity, and revenue stream problems
that some of the issues have.

Finally, remember that headline inflation will fall to 1
percent for a period of time in 2009. | do not believe the
inflation adjustment in yields should be based on that
rate, but other investors may think differently. Thus, the
potential for significant capital gains even in longer term
treasuries cannot be overlooked at this time.

EQUITY MARKETS

Clearly, too many investors held too few bonds and
were too leveraged. This readjustment of portfolios
certainly explains some of the dramatic loss in equity
values. However, my model suggests that equilibrium
values declined 28% in the fourth quarter, almost the
same as the 30% plunge in the S&P for that period.

Two factors led to such a dramatic downdraft in
equilibrium values. First, the correct discount rate must
be the Baa rate, not the 10 year treasury used by the
Federal Reserve. Using the Federal Reserve measure
leads to less than a 10% drop while the dramatic
change was in the downgrade risk reflected in the
dramatic increase in Baa yields. Second, operating
profits are plunging along with the economy. | must
admit that | was slow to realize the need for consumer
cutbacks. After all, we really have a wealth multiplier.
The collapse in wealth lowers the ability to sustain living
standards through time which leads to reductions in

current living standards. That lowers revenues which
lowers profits leading to further reductions in wealth.
That is the process that was working in the fall.

The legitimate questions now are: how much further
will operating profits fall, and will the Baa yield rise or
fall from current levels? Assuming the credit markets
continue their thaw (remember, no thaw is apparent in
the tax exempts and only the highest grade commercial
paper is being acquired by money market accounts),
the recent improvement in Baa yields should continue.
A relapse caused by some trophy failures would
dramatically alter the outlook. Assuming such collapses
no longer are allowed, | am assuming no further
deterioration in Baa yields. My outlook clearly is
conservative, as the spreads remain unusually high.
Indeed, when profits begin rising again, some more
rapid closing of that spread should be expected. | have
not assumed that, largely because | am not completely
confident that my credit market thaw assumptions are
justified.

The next issue is operating profits. Perhaps investors
will be fooled by the more rapid descent in after tax
profits because of the collapse of inventory profits.
There is some evidence that they rewarded inventory
profits early this year, stalling the needed adjustment in
stock prices.

Certainly, further contributions to loan loss reserves will
further undermine profits of financial institutions.
However, interest margins should begin to improve,
especially as TARP money lowers the need to buy
deposits from other companies. | should expect to see
further earnings erosion in financial companies into the
spring and then begin to see improvement later in the
year even as their commercial construction loans
continue to sour.

The auto industry will lose more than $40 billion this
guarter and that must be the worst, or they clearly are
not worth saving. On the other hand, the petroleum and
chemical industries probably will suffer dramatic profit
declines through the winter.

Retailing is struggling in the fall and probably will not be
able to stabilize profits until late in the spring. Similar
patterns should be expected for wholesale trade.

International earnings will be down this fall and winter
but may stabilize in the spring as a weakening dollar
offsets lower international sales.

Despite the lower fuel costs, a rebound in any
transportation segment except airlines is unlikely
because of the decline in traffic. |1 do make the airlines
an exception because their fuel prices are plunging
even as they are cutting capacity. | would include air
freight in that exception.
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Discretionary consumer activity will suffer well into 2009
though a turn before the end of the year is likely as
lowered capacity and falling grocery prices offset the
weak traffic. Leisure may be struggling all year
however, and that should include most lodging.

The big slide in profits is in the fall and winter, but some
slippage through the summer now seems likely.
However, no further drop because of rising Baa yields is
likely while the value deficiency that appears to persist
will allow a modest rebound in stock values beginning
with the Santa Claus rally and certainly persisting after
hedge fund forced selling diminishes sharply in
January. Don't look for a surge to the upside once the
15% panic discount is erased, but | would be
accumulating in an orderly fashion at this time.

MORGAN KEEGAN UNIVERSE

Who would have guessed how much the MK universe
would drop this year. Of course, once we learned the
sharp declines in economic activity and the profit
erosion it implied, much of the plunge in the S&P could
have been expected. The Morgan Keegan universe
encapsulates smaller companies with higher betas,
which means it accentuates market trends. So, doing
worse than the benchmark on a down year is no real
surprise, though the magnitude of the decline clearly is.
Actually, residential building products were up on the
year, our only segment with a positive performance. Of
course, it was the worst performer in the previous year.
That might suggest that the “dog investment theory” has
some validity.

If so, we have a lot of dogs. The worst segment
performer was the communications components, with
an 84% plunge. If these stocks are to rebound,
however, check on the balance sheets first. They must
have liquid assets that can cover a year’s worth of cash
drains at recent rates to even be considered.

Our other major “dogs” are our special situations, which
includes a lodging opportunity that | would wait another
year to exploit, maritime shipment and transportation
equipment, the latter of which could receive a reprieve
with an auto bailout, oil exploration, which clearly needs
more than $44 per barrel to recover, and that also goes
for the oilfield services, where | am certain our profit
projections are too high. The other surprising “dog” is
semiconductors. | see nothing good for this group
through most of 2009, but they may wag their tails late
in the year.

As for the one standout, residential building products, |
would wait until spring to see if mortgage activity truly is
beginning to flow. Then | would jump on it despite the
fact that it is a winner in 2008. (I did not do a rank
correlation, but it appears that a negative correlation
exists in 2008. This means that 2007 leaders were
2008 laggers and vice versa.)

OK, aside from the “dogs”, where are the opportunities?
Selected specialty retailing certainly can do well, but |
would not jump on the segment. Some of those chains
will disappear after Christmas. Though restaurants
rebounded early in December, largely because mall
traffic was stronger than expected, | would wait until
spring to see if a turn truly has happened. The rural
components in our special consumer situations certainly
should be used to raise funds at this time. Everything
good about the rural economy this year will be bad next
year.

The oil patch is a commodity play. | certainly would not
expect strong profit growth, though OPEC eventually
will prevail in its quest for $75 oil. Remember, when
OPEC locks in capacity to preserve a price, that price
remains largely unchanged for an extended period of
time. No $100 oil in 2010 and natural gas probably will
remain in the sixes.

Of course, everyone is waiting for the financials to
respond. They were the one 2007 dog that still barked
in 2008. Can a double dog rally strongly when it turns
or is this recognition that a delevered economy does not
favor banking services? | believe the latter, but the
stocks already have been punished, so | would expect
above average gains in 2009. Same for specialty
finance.

Healthcare is the defense. However, healthcare
services have been punished more than normal in a
down market so they might be better than normal once
the market rebounds. Not a market leader but a strong
follower is expected.

REITs remain troubled although the reduced rents
expected everywhere but in apartments also excludes
healthcare facilities. Nevertheless, eroding asset
values suggest that bonds could deliver better
opportunities at this time.

With funds being cut at all levels of government, the
government providing safety and security technology
may lag considerably.

The non-residential industrial group has been on market
averages, but should lag behind them throughout 2009.
Do you really believe non-residential construction will
do well when jobs are eroding, inventories are being
liquidated, consumer spending is contracting, and travel
is declining?

Initially, 1 can say the same about technology. Almost
everyone is cutting capital spending budgets and the
technology purchasing financial sector is suffering more
than most. On the other hand, these are high beta
stocks and should outperform the market on an
uptrend.
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| already mentioned transportation. Truckload carriers
have done relatively well and should do so again in
2009. LTLs should join them in better than average
performance while | am reluctant to support railroads as
falling energy prices reduce piggy back traffic.

| am a buyer in 2009 and expect double digit gains for
our equity holdings. My model is inconclusive in the

first half of the year, but turns bullish during the
summer. Because of what | perceive to be a panic
discount, | become bullish a bit sooner than my model
and would be beginning my accumulation (or if you are
fully invested, shifting from defense to offense) about
now.

Current forecasts for several key economic variables are shown below (they reflect the chain weighted measures of GDP):

Percentage Annual Rates of Change

2008 2009 2010 [ Ann. Ann. Ann. Ann.

QL | Q2| 03 | 94 | Q1 | @ | 03 | Q4 | H1 | 2007 | 2008 | 2009 | 2010

Real GDP 09 | 28 | 05 | 58| 33 | 14 | 05 | 22 | 25 | 20 11 12 21
GDP Deflator 26 | 11 | 42 | 19 | 11 | 16 | 20 | 21 | 24 | 27 2.3 2.0 22
Nominal GDP 35 | 41 | 36 | 38| 22 | 02 | 25 | 44 | 51 | 48 35 0.8 45
CPI-U (annual rate) 42 | 50 | 65 | 75| 06 | 20 | 21 | 23 | 26 | 28 3.9 0.6 2.4
91-Day Bills 21 | 17 | 15 | 02 | 04 | 05 | 07 | 10 | 14 | a5 14 0.6 16
Prime Rate 62 | 51 | 50 | 41 | 35 | 35 | 35 | 39 | 44 | 81 5.1 3.6 4.7
Federal Funds 32 | 21 | 19 | 05 | 05 | 05 | 05 | 09 | 14 | 50 19 0.6 17
2-Yr Note 20 | 24 | 24 | 12 | 09 | 11 | 12 | 15 | 19 | 44 2.0 12 23
5-Yr Note 28 | 32 | 31 | 21 | 18 | 19 | 21 | 23 | 25 | 44 2.8 2.0 2.9
10-Yr Note 37 | 39 | 39 | 33| 27 [ 28 | 31| 34| 35| 46 3.7 3.0 3.7
LT-Average 44 | 46 | 45 | 38 | 31 | 31 | 34 | 38 | 42 | 48 4.3 34 4.4
Aaa 55 | 56 | 57 | 61 | 53 | 55 | 56 | 58 | 60 | 56 5.7 5.6 6.2
Baa 68 | 70 | 72 | 92 | 88 | 88 | 89 | 89 | 89 | 65 75 8.8 8.9
Corporate Profits ($bil) | 1348 | 1343 | 1302 | 1140 | 1015 | 987 | 971 | 994 | 1031 | 1436 | 1283 | 992 | 1067
ggjirsf’;gg%ggno)ﬂts 1101 | 1127 | 1122 | 1033 | 956 | 926 | 913 | 936 | 968 | 1192 | 1118 | 933 | 984
S&P 500 1350 | 1372 | 1252 | 886 | 945 | 993 | 1053 | 1005 | 1136 | 1477 | 1215 | 1021 | 1164
S&P 500 Equil.* 1747 | 1605 | 1553 | 1119 | 1083 | 1049 | 1023 | 1048 | 1083 | 1610 | 1506 | 1050 | 1095
Value Gap (%) -23 -14 -19 -21 -13 -5 +3 +4 +5 -8 -19 -3 +6
Dow Jones 12385|12509 | 11322 | 9809 | 9522 | 10043 | 10662 | 11025 11542 13170 | 11506 | 10313 | 11846
Nasdaq 2333 | 2426 | 2291 | 1536 | 1601 | 1697 | 1785 | 1878 | 2006 | 2577 | 2147 | 1740 | 2089
Trade Weighted Dollar | 96.5 | 95.7 | 100.9 | 109.4 | 110.1 | 108.8 | 107.9| 106.8| 106.3| 102.7 | 100.6 | 108.4 | 1065

*This is adjusted for share repurchases.

Updated December 9, 2008
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