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The OIl Problem

e |t has become apparent that the short-term direction in equities is tied to the price of oil. Since early June, oil
prices and the S&P 500 have exhibited a strong inverse relationship. When oil prices fall, equities rise and visa
versa. Over the long run, oil prices and the S&P 500 are positively related; both tend to be supported by stronger
economic growth. Thus, this short-term situation is a deviation from long-term behavior and is an important signal
for future market action.

e There is a myriad of factors supporting oil prices. Supplies are generally tight. OPEC excess capacity is
estimated to be a mere 2.5 million barrels per day (mbpd), with Saudi Arabia representing 62% of that capacity.
Demand growth in the emerging economies has boosted consumption. In addition, the weak dollar has
encouraged financial investors to hold crude oil via financial instruments which has boosted demand.

The key concern to the equity markets is tied to inflation and economic growth. Some investors, worried about rising
inflation, have been purchasing commaodities in attempt to hedge their portfolios. At the same time, rising oil prices put
pressure on inflation and could prompt the Federal Reserve to raise rates in a downturn. As we mentioned in the June 16
report (Horns of a Dilemma), if the central bank is forced to raise rates in a downturn to quell inflation expectations, the
likelihood of a more significant recession increases. In the harshest recessions in the post-war period, the 1973-74 and
the 1981-82 recessions, the Federal Reserve raised rates during the downturn, exacerbating the contraction. Buying
commodities allows for a source of diversification for those sophisticated persons who wish to add commodities to their
portfolios and who are prepared to assume the risks inherent in the commodities market. Any purchase represents a
transaction in a non-income-producing commaodity and is highly speculative. Therefore, commodities should not represent
a significant portion of an individual's portfolio. Diversification cannot eliminate the risk of fluctuating prices and uncertain
returns.
o We believe that the Bernanke Federal Reserve will first attempt to control inflation expectations by other means
than raising rates. We have seen “jawboning” by Federal Reserve officials, indicating the board is concerned
about inflation. We still expect G-7 intervention at some point to boost the dollar and ease inflation fears.

e In our tactical tilts, we remain cautious. Compared to our capital market assumptions, we currently underweight
equities and overweight fixed income in attempt to reduce portfolios exposure to equity market volatility. We
expect to maintain this stance until it becomes clear that the current slowdown/recession is a more typical one
and not a replay of the deeper recessions mentioned above.

¢ Inthis week’s chart of the week, we examine the impact of a secular change in oil demand and the potential long-
term impact on oil prices.

Bill O’'Grady has been named Chief Investment Strategist for the combined firm, responsible for providing broad-based
macro analysis of domestic, foreign and commodity markets. Since joining A.G. Edwards in 1989, he has covered the
debt, foreign exchange and energy futures markets as director of Futures Research, as well as performed short-term
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Chart of the Week:

OIL CONSUMPTION AND
REAL OIL PRICES
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The bars on this chart show per capita, per annum oil consumption. In other words, last year, each human being on the
planet consumed, on average, 4.7 barrels per person. In comparison, U.S. consumption is 25.1 barrels while China is 3.0
barrels. The line on the chart shows West Texas Intermediate oil prices, adjusted for inflation to May, 2008.

From 1960 into the early 1970s, oil demand by this measure grew at a relentless pace. The first oil shock slowed the
demand slightly, but its growth resumed into a peak at 5.4 barrels in 1979. The second oil shock led to a significant
change in consumer behavior. This measure of demand declined to just under 4.5 barrels and grew by only 0.2 barrels
over the past 23 years.

What is notable is that the decline in oil demand after the second oil shock was permanent. On a global basis, demand
per person remained steady, meaning that demand growth was primarily a function of population growth alone. Current
inflation adjusted prices are at a level consistent with the last major change in demand behavior.

Recent news is suggesting a secular change in consumer behavior. In the latest reporting week, the Department of
Energy indicated that total product demand is running nearly 2% below last year. In general, U.S. product demand
usually rises by 1.5% to 2.0% per year, simply from population growth and economic expansion. Car sales suggest fuel
efficiency is paramount and public transportation ridership is increasing rapidly. These changes are consistent with a
secular change, not just a cyclical change, in consumer behavior. If consumers react in a similar fashion to the current
shock as they did in the early 1980s, by 2015, global demand would decline to 76.3 mbpd from the current 85.2 mbpd.
We believer this would be OPEC's nightmare and potentially the permanent solution to high oil prices.
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Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized investment advice. The investment or
strategy discussed may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and financial circumstances.
The S&P 500 is an unmanaged, weighted index of 500 stocks providing a broad indicator of price movement. Individual investors cannot directly purchase an index.
Technical analysis is based on the study of historical price movements and past trend patterns. There are no assurances that these movements or trends can or will be
duplicated in the future.

Additional Information Available Upon Request

Wachovia Securities is the trade name used by two separate, registered broker-dealers and nonbank affiliates of Wachovia Corporation providing certain retail securities
brokerage services: Wachovia Securities, LLC, Member NYSE/SIPC, and Wachovia Securities Financial Network, LLC, Member FINRA/SIPC. A.G. Edwards is a division of

Wachovia Securities, LLC, Member SIPC 0708-91804
Securities and Insurance Producks
Mot Insured by FOIC or Any May Lose Mot a Deposit of or Guaranteed by a
Federal Governrment Agency Value Bank ar Any Bank Affiliate

Page 2



