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View of the Marketplace:
Economy Marked By Turbulence
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learly 2008 will go down as one of

the most tumultuous years in

U.S. economic history. Famed

financial institutions have either
vanished or their remnants have been
absorbed by surviving institutions. The econ-
omy is poised to enter what many consider a
long and tortuous economic downturn. In an
effort to prevent additional economic dam-
age, the federal government has earmarked
unprecedented amounts of taxpayer funds to
assist wounded industries, businesses and
consumers. Amazingly, these events occurred
in the relative blink of an eye.

The roots of the financial crisis that has
pummeled the U.S. and battered nations
across the globe are deep, wide and tangled.
Complicating any analysis of recent events
is the massive global deleveraging of assets
that occurred just as the U.S. economy was
teetering on the down slope of a normal busi-
ness cycle.

Multiple contributing factors

The blame game for the extraordinary
financial meltdown has spawned a host of
targets, including, to name a few: cheap
money policy by the Federal Reserve Board;
lax-to-negligent regulators; financial instru-
ments such as derivatives that were designed
to offset risk and make money for financial
institutions, but instead multiplied and
obscured risk; and uninformed or just plain
greedy ratings agencies which liberally dis-
pensed credit ratings. Others implicated were

mortgage bankers who made imprudent
loans, homeowners who borrowed more than

DEecemBer 2008

they could afford when balloons and interest
rate resets kicked into the payment equation,
and federal officials imprudently pushing
home loan programs to people who could
not afford the cost of home ownership.

The result of this combination of factors
has been a worldwide devaluing of assets
initially sparked by the burst of the U.S.
housing bubble. Financial fear and market
turmoil ensued. That should have been no
surprise for a nation that borrowed extrava-
gantly in order to spend liberally, and for its
citizens who spent more than they saved and
consumed more than they produced.

Bewilderment and pain are the results of
the unwinding of such injudicious actions
and trends. The deleveraging of over-valued
assets will mean a lower standard of living for
years to come. The only heartening aspect is
that most of the rest of the world will likely
suffer as much or even more than the U.S.

Timing exacerbates downturn

The financial crisis was made even worse
by the timing of what might have been a nor-
mal business cycle, in which economic
expansion and contraction traditionally has
been triggered by consumers who reduce
spending when household debt becomes
burdensome. Business responds by depleting
inventories which lowers production and
capacity utilization. Prices drop and con-
sumers begin spending again.

continued on page 2
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Economy marked by turbulence
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Interest rate cycles and the yield curve are
linked to the business cycles. In an expanding
economy, the Federal Reserve often tightens
money supply with rate hikes to avert infla-
tion, but lowers rates as the economy softens
to forestall a recession.

Likewise, flat-to-inverted yield curves
often signal downturns and recessions. Steep
yield curves frequently
forecast inflation, while
normal yield curves reside
somewhere between the
two extremes.

Experts debate conditions

Since the mid-1980s,
the economies of devel-
oped nations had enjoyed
moderate volatility be-
tween the highs and lows
of business, a phenome-
non dubbed the “Great
Moderation.” By the end
of 2006, the expanding economy was on
course for slower growth.

In the current economic environment,
some economists contend that the
Great Moderation was an illusion. Others
argue that the current economic maelstrom
would be even more destructive without the
forces of the Great Moderation. That debate
will be part of a long-term political and
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economic discussion and a generation of aca-
demic studies.

An economic timeline

In decades to come, historians will dissect
and analyze the underlying causes and long-
term effects of the financial meltdown.
For now, a brief chronicle of the major events
and developments may serve to put things
into context.

The U.S. economy was set for more
moderate growth compared to the healthy
3.4  percent annual
growth in the 2006 gross
domestic product (GDP).
The deflation of the
housing bubble contin-
ued and bank regulators
warned about elevated
risk associated with com-
plex structured finance
activities.

On February 27, 2007,
stock market prices
around the world took
a nosedive, starting with
the Shanghai Com-

posite Index which fell 8.8 percent. The
press dubbed the sell-off a “panic” as the
Dow Jones industrial average plunged
546 points, and ended the day 416.03 points
lower, which translated to a 3.3 percent mar-
ket drop. The Federal Open Market
Committee (FOMC) held the federal funds
rate at 5.25 percent and warned that infla-
tion was a greater danger than slow growth.
The National Association of Realtors admit-
ted that the subprime lending marketplace
was creating challenges, but forecast “a
recovery is likely this year.”

In June of 2007, burdened with a huge
chunk of rapidly devaluing mortgage se-
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curities, two hedge funds of Bear Stearns
imploded. The failure was the precursor to
the full-fledged panic that would rock the
debt and equity markets in the months to
come. Evidence began to mount that risky
lending was expanding from subprime loans
to other areas, creating the possibility of cor-
porate debt defaults.
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Investors took the traditional flight to safe-
ty in U.S. Treasuries, and banks became more
reluctant to finance leveraged buyouts
involving hedge funds. The interest-rate-
spread widened between U.S. Treasuries
and corporate debt. Retail and investment
banks as well as brokerage firms and mutual
funds realized that not only did they
hold the type of investments that destroyed
the Bear Stearns hedge funds, but they
had no idea how to value many of their com-
plex investments.
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B> Premiums for caps and floors are quoted separately. To construct an inferest rate collar, simply choose your desired cap premium from the table,
and subtract the desired floor premium to arrive at your collor’s net cost.

W (aps and collars are quoted in upfront premiums where the customer will purchase a cap and sell a floor. Swaps are quoted as allin fixed rafes.
Forward fixed loan premiums are added to the customer’s loan rate for the current day. For all products, please obtain firm quotations from CoBaNK's
Treasury Division or your relationship manager. Quofations are available based on additional rate indices and payment structures.
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Economy marked by turbulence
continued from page 2

In September 2007, to encourage lending,
the Fed dropped the discount rate from
5.25 to 5.00 percent. The turmoil continued
in the credit markets, forcing the Fed to cut
the federal funds rate again. The Fed said that
it cut rates to “forestall some of the adverse
effects on the broader economy.” With little
improvement through the fall of 2007, in
December, citing strains in financial markets,
the Fed again lowered the target federal funds
rate from 4.50 percent to 4.25 percent.

The Fed created the Term Auction Facility
(TAF) which was designed to provide funds
over a longer period to a wider range of
banks. It also created foreign exchange swap
lines with the European Central Bank and
Swiss National Bank. The TAF program
allowed the Fed to inject short-term funds
through a broader range of counterparties
and against a broader range of collateral than
open market operations. TAF was the first of
many different programs or facilities the Fed
will create to inject liquidity into various
trouble spots.

Downward trend continues

The Fed continued to lower interest rates
throughout the first six months of 2008. The
rate reductions, coupled with the Bush tax
rebates, bolstered a faltering economy. GDP
growth, which had been only 0.9 percent in
the opening quarter of 2008, bounced back
to a solid 2.8 percent in the second quarter.
Unfortunately another shock was on the
horizon: by July consumers were again under
attack, this time by record gasoline prices.
The price for a barrel of oil peaked at $147.

Then suddenly, more financial calamity
struck. With Fannie Mae and Freddie Mac
stock and debt prices tumbling and rumors
swirling of a possible collapse, the Fed
authorized the institutions to borrow from
the Fed’s discount window, saying the move
was “intended to supplement the Treasury’s
existing lending authority and to help ensure
the ability of Fannie Mae and Freddie Mac to
promote the availability of home mortgage
credit during a period of stress in financial
markets.” That was government-speak for
“rescue” and street talk for “bailout.”

Conversely, Lehman Brothers Holdings
Inc., one of the most respected of all Wall
Street firms, was unable to receive help.
Rumored to be short of capital and heavy on
bad investments, the stock price of Lehman
Brothers plummeted and the firm went under.

To mitigate the fallout from Lehman
Brothers' failure, the Fed opened another
source of liquidity. For the first time ever, the
collateral used to borrow from the Fed was
broadened to include equities. Previously,

collateral had been limited to investment-
grade debt securities.

More trouble arose when redemptions
by investors caused the money market fund,
The Reserve Primary Fund, to “break the
buck,” a euphemism for going under. When
the subprime-linked credit default deriva-
tives issued by the giant U.S. insurer
American Insurance Group (AIG) turned
sour, their losses mounted. This prompted
still another rescue.

Next, U.S. Treasury Secretary Henry
Paulson sent a mere three-page proposal to
Congress asking for expanded spending pow-
ers totaling $700 billion. Accustomed to
thick, detailed documents, Congress request-
ed more information before considering the
rescue package. After an initial rejection, and
with reluctance and loud grumblings, Con-
gress finally passed the $700 billion
rescue plan, The Emergency Economic
Stabilization Act of 2008. A major provision
of the plan allows the government to take
equity investments in banks and bank hold-
ing companies.

The Federal Reserve was actively trying
to stabilize the financial system. First, they
created the Commercial Paper Funding
Facility (CPFF) to bypass banks and directly
“purchase three-month unsecured and asset-
backed commercial paper directly from
eligible issuers.” The move was designed to

“provide a liquidity backstop to U.S. issuers
of commercial paper.” Second, the Fed
moved rates from 2.0 percent to 1.0 percent
with two separate rate cuts. The initial cut
was coordinated with other central banks in
Europe and Asia.

Future remains uncertain

During the fourth quarter of 2008, the
National Bureau of Economic Research
(NBER), the organization that dates the
turning points in the U.S. business cycle,
declared the U.S. economy is in an official
recession. The NBER concluded the reces-
sion actually began in December of 2007.
The Bureau also announced that the length
of the last expansion covered the period
between November 2001 and December 2007,
or 73 months. The length and depth of the
current recession is unknown. Early indica-
tions are such that the fourth quarter GDP
will most certainly show substantial negative
economic growth. It now seems likely that
additional monetary and fiscal policy moves
will be required to turn the economy around.
Given the lags associated with economic
policies, the earliest this recovery could begin
is probably in the summer of 2009.

This economic commentary is for general information
only and does not necessarily reflect the opinion of
COBANK. The information was obtained from sources
that COBANK believes to be reliable, and is not intended
1w provide specific advice.
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Products and Services

Tailored loan programs with short-,
intermediate- and long-term maturities
Letters of credit

Cash management services

Leasing through Farm Credit Leasing
International banking services

Loan participations and syndications
Interest rate risk management services
CoLinkg, online financial solutions
Equity partnerships

Private placements

Tax-exempt environmental bonds

OUTLOOK

DECEMBER 2008

OUTLOOK is published monthly by COBANK to
provide our customers with information about financial
markets and risk management products as well as
analysis of interest rate movement and Fed policy. Also
included is a periodic insert featuring agribusiness,
energy, water and communications industry groups as
well as features on COBANK’s non-credit services and the
U.S. Farm Credit System.

Editorial Board
Banking Group/Division Representatives

Agribusiness  Bob Egerton, Dean Moreau
Corporate Finance  Scott Trauth
Communications  Rob West
Energy and Water  Jake Udris
Capital Markets  Antony Bahr
Non-Credit Services Rick Scholz
International  Manny Fernandez
Treasury  Tim Steidle, Susan Mahler

Editorial Staff
Managing Editor  Karen DiVincent

About CoBANK
With $62 billion in assets, COBANK is an interna-
tionally recognized cooperative bank serving
agriculture and rural America. We specialize in
financing for cooperatives, agribusinesses, rural
energy, water and communications companies,
Farm Credit associations and agricultural exports.

1 (800) 542-8072
www.cobank.com

3-MONTH LIBOR

Daily Rates vs. Moving Average

NOVEMBER 24, 2008

—Daily Rate
30 Day Moving Avg.

6/26/2006 12/19/2006

TREASURY YIELD CURVE

Yield

6/13/2007

NOVEMBER 24, 2008

5.0%

4.5% -

4.0% -

3.5%

3.0%

2.5%

2.0%

1.5%

1.0%

0.5%

0.0%

= November-08

3 Months Ago

-6 Months Ago

3mém 1 2 3

CoBANK

U.S. Headquarters

5500 South Quebec Street
Greenwood Village, CO 80111

Presorted
First-Class Mail
U.S. Postage Paid
Permit No. 277
Englewood, CO




