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ABOUT THIS STUDY

The Equipment Leasing & Finance Foundation (the Foundation) recognized that with the wide variety and
increasing complexity of economic data available to the public, the best way to utilize key equipment investment
data is to have it all in one place, where business leaders can access it easily and quickly, thus assisting them in
making the best business decisions. This report highlights key trends in equipment investment and places them
in the context of the broader U.S. economic climate.

Industry-specific data within the report include “Key Signposts,” which are leading indicators for the direction of
growth in equipment investment. The outlook report also includes an analysis of capital spending in the United
States as well as an evaluation of how capital spending is affected by various related and exogenous factors in
play, both currently and in the foreseeable future.

Partnering with Keybridge Research LLC, the Foundation was able to produce this economic outlook report
specific to our industry. This report includes the third update of the 2012 Annual Outlook and a revised preliminary
outlook for 2013. This report will be followed by the 2013 Equipment Leasing & Finance U.S. Economic Outlook
Annual Report in December, 2012.
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SUMMARY

The U.S. economy continues to grow at an anemic pace, evidenced by weaker-than-expected job creation in the
past three months. Although growth in equipment and software investment slowed to an annualized rate of 4.8%
in the second quarter from 5.4% in Q1, it continues to be a driver of growth in an otherwise subdued economy.
Overall, we revised our 2012 outlook for equipment & software investment upward, from 6.4% to 6.7% due to a
mix of better—than-expected growth in the first half of the year and a recent slowdown in shipments of non-
defense capital goods. Our revised projection for 2013 growth in equipment and software investment is 4.5%.

Sector-level trends are consistent with our July outlook (note: growth rates are expressed on a year-year basis):
e Agriculture equipment investment is likely to decline by 5%-10% in the next three to six months.
o Computers & Software equipment investment is projected to grow at a relatively slow pace of 1%-3%.

e Construction equipment investment is projected to continue to grow at a strong pace (15%-+) as the housing
market rebounds.

¢ Industrial equipment investment should grow at a moderate clip of 5%-9% in Q4.
¢ Medical equipment is likely to grow but at a slow pace of 1%-2%.

e Growth in Transportation equipment investment is likely to moderate, but should stay above 15%+ over the
next 3 to 6 months.

¢ Credit market conditions remain in flux and highly reactive to Federal Reserve policy and the latest events in
Europe. On balance, financial stress indicators have fallen as U.S. Treasury rates remain near historical lows,
corporate spreads have narrowed, and banks continue to marginally loosen lending standards on business
loans while also reporting increased demand for capital. Our baseline assumption is that Europe will continue
to muddle through its economic crisis, causing global demand for U.S. Treasuries to moderate over the next 12
months. As a result, we expect that tensions in global credit markets will ease somewhat, and U.S. interest
rates should marginally increase in 2013 as the “flight to quality” trend slowly unwinds.

e The U.S. economy slowed in the second quarter of 2012 to an annualized growth rate of 1.3%, down from
2.0% in Q1 2012. Policy uncertainty increasingly appears to be a factor in the slowdown in hiring as
businesses are holding off on expanding until there is greater clarity over future tax and budget policies. The
drought in the Midwest—the worst in more than 50 years—was also a drag on second quarter growth. The
European crisis and the slowdown in emerging markets remain significant headwinds for 2012—and
combined, are likely shaving a few tenths of a percent off of GDP growth.

e Overall, our macro outlook for 2012 has not changed materially from June. We are holding steady at 2.2% real
GDP growth for 2012, and dropping our inflation expectations to an average rate of 2.1% from 2.3%. The
emergence of the “fiscal cliff’ as a major risk has weighed heavily on confidence and could potentially push the
U.S. economy into recession in 2013. We believe that scenario is unlikely, but do expect some fiscal
tightening if the payroll tax cut is rolled back as scheduled. As a result, although we expect cyclical forces
(namely, housing) to continue to gain traction, we forecast 2.1% GDP growth for 2013.
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KEY SIGNPOSTS FOR EQUIPMENT INVESTMENT: THREE- TO SIX-MONTH OUTLOOK

Summary Key Signposts “Heat Map” Growth Chart

Normal revisions to the national accounts
showed equipment investment growth slowing in '
Q2 2012 to an annualized rate of 4.8%, down Agriculture
from 5.4% in Q1. The recent slowdown in Computers &
durable goods shipments indicates that Software
equipment investment continued to lose
momentum in Q3, but should remain positive on
a year-year and quarter-quarter basis. At the
sector-level, construction and transportation
equipment should continue to grow at a healthy
clip, but agriculture, computers and software,
industrial, and medical equipment show varying
degrees of weakness.

Contraction Normal Growth Strong Growth

Construction

Industrial

Medical

Transportation

Agriculture Equipment: Revised figures for Q1 came in closer to expectations, as agriculture equipment
investment posted a 10% year-year gain. In Q2, however, the subsector dropped by 8.1% year-year, as the worst
drought in 56 years in the Midwest battered farm equipment sales. Looking forward, the sole leading indicator for
this sector points to continued weakness over the next 6 months. We expect a short-term reauthorization of the
existing Farm Bill to be passed by the end of the year, which will postpone tough decisions on federal support for
crop subsidies, crop insurance, conservation programs, and food stamps until 2013. Overall, we project that the
annual growth rate in agriculture equipment investment will remain in negative territory over the next 6 months.

Computers & Software: The ISM-Manufacturing Index has shown a slight but positive shift in momentum in the
past two months. The Business Roundtable CEO Economic Outlook Survey fell sharply in Q3, but still points to a
slow expansion. Taken together, these signposts suggest that growth in computer and software investment is
likely to slow over the next 3 to 6 months. Whereas the sector grew 5.3% year-year in Q2, growth is expected to
be in the 3%-5% range in Q3 and fall to 1%-3% by Q4.

Construction Equipment: Sales of new single-family homes and housing building permits continue to grow
rapidly, but the rate of acceleration is showing signs of moderating. This pattern suggests that the housing
recovery will drive construction equipment investment, but the year-year growth rate will decelerate relative to an
average growth rate of 33% over the past 2 years. Overall, investment in construction equipment should continue
to grow at 15%+ year-year during the next six months.

Industrial Equipment: Even with solid, steady growth over the past 8 quarters, industrial equipment investment
is still about 2 years away from pre-recession highs. While growth should remain in the high single digits during
Q3 and Q4, the key signposts for this sector suggest a slowing trend. New orders for industrial machinery jumped
3.5% in July but likely reversed those gains in August. Meanwhile, industrial production and capacity utilization
have also eased. Overall, these indicators suggest that demand is not strong enough to pick up the remaining
slack in manufacturing capacity, and there is a limited need for businesses to make large investments.

Medical Equipment: As expected, medical equipment investment contracted on a year-year basis in Q2, but the
key signposts suggest slightly positive growth over the next 3 to 6 months. Although hospital in-patient days
continue to decline, the slight rebound in prices for medical and diagnostic labs and revenue for nursing and
residential care facilities are indicating stronger demand for medical equipment.

Transportation Equipment: The Philadelphia Fed Business Outlook Survey jumped sharply in September, but
real personal consumption expenditures for motor vehicles and parts slowed in Q2. Taken together, this sector
should continue to grow at 15%+ year-year over the next three to six months, but the growth rate is likely to
decelerate from current levels.
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Key Signposts for Equipment Investment
(Estimated growth rate ranges are on a year-year basis)

Leading Indicator

Most Recent

Data Point

Recent Trend

3-6 Month Signal

& Annualized Growth Rate Range

Agriculture Equipment

Negative Growth (-5% to -10%)

Texas Index of Leading 122.2 Down 0.9% over the past 3 months, but up .
. Negative growth

Indicators (SA) Jul-12 1.2% year-year
Computers & Software Below Average Growth (1% to 3%)
ISM Nonmanufacturing 53.7 Down 6.3% over the past 6 months, but still

. - - . Normal growth
Composite Index (SA) Aug-12 above 50 signaling an overall expansion
Business Roundtable CEO 66.0 3rd largest drop on record; Reached a 3-

- No growth
Economic Outlook Survey Q2-12 year low
Construction Equipment Above Average Growth (15% or higher)
HMI: Sales of New Single- 51 o o i
Family Detached Homes Up 200% in thea';??%%irt’hind 55% in the Above average growth
Index (SA), Next Six Months Sep-12 p
New Private Housing Building 801 o o o
Permits (SAAR, Thousand Up 25% yﬁg |32t);ﬁ?ééamngnutﬁ52'4m over Above average growth
Units) Aug-12
Industrial Equipment Slowing Growth (5% to 9%)

78.2% 0 0,
Capacity Utilization (SA) Up 1.4% from last year, but down 1.3% Slowing growth
Aug-12 from last month

Manufacturers’ New Orders 3,242 )

) Up 19% year-year and 3.5% in July Normal growth
(SA, $Mil) Jul-12

i ; 96.8 0 . % i
Industrial Production Index Up 2.8% year-year, but down 0.5% in past Slowing growth
(SA) Aug-12 3 months
Medical Equipment Slow Growth (0% to 2%)
Hospital In-patient Days 55,499 Down 1.9% year-year, and down 3.7% in Slow to no growth
(Thousands) Q2-12
. . . ) o i o s

PPI: Medical & Diagnostic 108.5 Up 0.1% in August, but down 0.5% year Slow to no growth
Labs Aug-12 year
Nursing & Residential Care 50,323 o .
Facilities Total Revenue ($Mil) Q2.12 Up 0.5% in Q2 and 0.9% from last year Slow growth
Transportation Equipment Above Normal Growth (15% or higher)
Philadelphia Fed Business 41.2 o y ]
Outlook Survey, Future Up 64% yeg;ys::;ggrd surged in Above average growth
Activity Sep-12 P
Real PCE: Motor Vehicles & 361.8 0 o .
Parts (SAAR, Bil.Chn.2005$) 0212 Up 7.6% year-year, but down 2.5% in Q2 Declining momentum

How to Use the Key Signposts

Key Signposts are leading indicators for turning points in the equipment investment cycle, and also the direction of growth in equipment
investment. “Turning Points” are defined as any point where the annualized growth rate is at a two-year high or low. The signposts are
designed to analyze the 6 largest subsectors of equipment investment, as defined by the U.S. Department of Commerce’s National
Income & Product Accounts. These indicators have been chosen based on their ability to consistently and accurately identify future
trends in equipment investment with a lead-time of 3 to 6 months. For each investment subsector, the signposts should be interpreted
together—providing either reinforcing or counter-balancing signals. There are three components of the signpost analysis that can be
used to identify the direction of growth in major sectors of the equipment financing industry:

(1) The summary provides a narrative for each investment sector.
(2) The “heat map chart” shows which investment sectors are poised to contract, or grow at a normal or strong pace.
(3) The data table lists the most recent sign post data, recent trends, and the investment growth signal provided by each indicator.
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U.S. MACRO OUTLOOK

Overview

The U.S. economy continued to slow in the second quarter of 2012 to | The U.S. economy slowed in Q2 2012 to an
an annualized growth rate of 1.3%, down from 2.0% in the first quarter | annualized growth rate of 1.3%, down from
of 2012. Overall, our macro outlook for 2012 remains steady at 2.2% | 2.0% in Q1 2012. Policy uncertainty, the

growth for the year. Inflation should average 2.1%. unresolved Eurozone debt crisis, and the
slowdown in emerging markets remain
Macroeconomic data for the U.S. economy remains somewhat mixed. significant headwinds to U.S. growth. Hiring
The housing sector continues to show signs of life, and retail sales grew | has stalled in the second and third quarters,
0.6% in July and 0.9% in August. However, hiring has stalled and | and business investment has slowed
industrial production is down 0.5% over the past three months. Policy Ino“ce?b'y'd e Ui Seeer hati bbectotmhe
intervention continues to play a large role in shaping U.S. and global | '€3° 9" @ crain on economic growtn, but the
. - private sector appears to be “hitting the pause
macroeconomic conditions. The Federal Reserve announced an p p . -

d d d ded . | | button” on hiring and investment decisions
unprece enEe and_open-ende commitment to large-scale asset | i afer the November elections and
purchases (“QE3’), Europe has made some positive steps to backstop | resoution of the “fiscal cliff.”
the weak peripheral countries, and China and other developing
countries announced new rounds of stimulus spending to boost flagging growth. However, the U.S. “fiscal cliff”
(i.e., the potential rollback of the Bush tax cuts at the end of 2012 and $1.2 trillion in automatic budget cuts that
will occur over a 9-year period) and policy uncertainty in general appear to be weighing down hiring and business
investment in the U.S.

Looking ahead to 2013, natural cyclical forces—particularly housing—should gain more traction and drive growth.
However, we expect some fiscal tightening to counter-balance these positive trends. Our baseline forecast
assumes that the payroll tax cut will be rolled back, which will dampen consumer spending and could shave
between 0.5% and 1.0% off of GDP. We also expect that Congress will “kick the can” on the fiscal cliff either to
the end of March (and link it with the debt ceiling debate) or sometime later in the year. This outcome is far from
certain, and there is potential for upside or downside surprises—a “grand bargain” on taxing and spending could
bolster confidence, but a continued political stalemate would stunt businesses’ hiring and investment.

Review of Key Economic Indicators

e Consumer spending slowed in the second quarter to an annualized
rate of 1.5%, following a 2.4% increase in the first quarter. In the third

Key Points:
e Consumer spending picked up in Q3

quarter, real consumer spending is off to a slightly better start, growing compared to a slow second quarter.
0.4% in July and 0.1% in August. Compared to a year ago, real | e Investment spending has slowed in recent
consumer spending is up 2.0%. Consumer confidence jumped in months.

September, but is still a historically low level as employment has | ° bG;‘t’;:‘me”t ST RS [ 6 MEE &

softengd, and the Europea.n sovereign debt crisis and.the slowdown in R inlie foNbe WeaKkhale on e
emerging markets have weighed heavily on global equity markets. global slowdown.

e Job growth stalled in the past three months.

e Investment spending has begun to slow with fears of the fiscal cliff | | | ¢ ion remains contained.

seemingly hurting investors’ confidence. Investment spending for
equipment and software, the main capital spending category, increased at a 4.8% annual pace in the second
quarter, following a 5.4% gain in the first quarter of 2012. Investment in nonresidential structures (including
office buildings, plans, and retail space) increased at a 0.6% annual rate in the second quarter compared with
a 12.9% increase in the first quarter. Residential investment (new home building and additions) increased
8.5% in the second quarter, following an increase of 20.5% in the first quarter.

e Government spending has been a consistent source of weakness for the past two years. However, while
federal, state and local government spending has continued to decrease from the latest quarter, it is now
declining at slower rates than in 2011. Real federal government expenditures and gross investment decreased
at an annual rate of 0.2% in the second quarter after declining 4.2% in the first quarter. State and local
government expenditures and gross investment decreased at an annual rate of 1.0% in the second quarter,
following a decline of 2.2% in the first quarter.
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e Exports (after adjusting for inflation) increased at an annual rate of 5.3% in the second quarter, compared with
an increase of 4.4% in the first quarter.

e Employment continues to be slow in the third quarter of 2012. The U.S. added 237,000 net new jobs in the
past three months (96,000 in August, 141,000 in July, and 45,000 in June), after adding just 200,000 jobs in
the second quarter. Government payrolls decreased by 46,000 from June to August, led by losses at the
federal and local levels. Private-sector payrolls increased by a net of 282,000 from June to August. The
unemployment rate has been generally flat in the past 6 months but ticked down to 8.1% in August. Although
the unemployment rate dropped slightly, the labor force participation rate is at its lowest level, 63.5%, in three
decades.

e Inflation remains fairly well contained so far in 2012, but price pressures may begin to push inflation higher as
oil prices have recently hovered around $100 per barrel. Headline Consumer Price Index (CPI) prices
increased 0.6% in August but were flat in July and June and declined 0.3% in May. In the past 12 months,
consumer prices have increased by only 1.7%. Core inflation (which excludes food and energy costs) has
decelerated in recent months; over the last year, core inflation has been 1.9%, which is down from its four-year
high in the previous quarter.

2012-2013 U.S. Economic Outlook

The latest poll from The Economist magazine shows that the consensus GDP growth forecast for 2012 held
steady at 2.1%, and inflation expectations remained unchanged at 2.0%. The consensus outlook for 2013 calls
for 2.0% growth. Our expectations for 2012 have been marked down slightly as the economy grew slower than
anticipated in the second quarter, and July-August data have been mixed. We expect 2.2% GDP growth in 2012,
and for inflation to average 2.1%. Our second look at 2013 suggests that growth will slow slightly to 2.0% as the
housing market continues to improve, but fiscal tightening will subtract up to a full percentage point off of GDP.

Uncertainty surrounding tax and budget policy has been and will likely continue to be a major drag on consumer
confidence, business investment, and hiring for the remainder of 2012 and potentially 2013. A recent study by the
Federal Reserve Bank of San Francisco suggests that policy uncertainty has caused the unemployment rate to be
about 1 percentage point higher than it would be otherwise—this translates to nearly 1.6 million jobs, compared to
the 1.8 million private sector jobs created in 2011.

Policy Uncertainty Weighing On Consumer Confidence Deé’;gst'gng
80 1 e Consumer Confidence Policy Uncertainty r 280
o | Policy uncertainty started to - 260
have a significant impact on L 240
8 confidence in early 2010
c Fn
O 60 A F 220 ¢
i) 'S
S F 200 &
O 50 4 c
2 - 180 2
2 40 160 5
7 r o
s a
© L 140
30 4
- 120
05t 100
— < N~ o - < N~ o — < N~ o — <t N~
o o o — o o o — o o o — o o o
o o o o o o o o i — — i I oY o
o o o o - - - - - — — - - — -
o o o o o o o o o o o o o o o
(V] (V] N N N N [V} N (9V] N N N N N N

The Federal Reserve pulled out all the stops to stimulate growth—recently announcing an indefinite commitment
to its near-zero interest rate policy and a third round of quantitative easing. Chairman Bernanke is clearly worried

6
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about weak job growth and is attempting to bring down long-term interest rates in order to stimulate the housing
market and business investment. We are skeptical that QE3 will have a significant impact on interest rates, and
regardless, even a relatively large cut in interest rates would not materially impact the overall macroeconomy. A
recent survey of business CFOs by the Duke Fuqua School of Business suggests that even a 1%-2% drop in
interest rates (which would be a very large and highly unlikely rate reduction) would not induce higher investment.
Also, recent reports suggest that mortgage lenders have a back-log of several months on mortgage loans, and
therefore have not felt pressure to pass on lower rates to consumers. Consequently, so-called hawks on the
FOMC are increasingly worried about the medium- to long-term inflation risks posed by QES3, evidenced by a
surge in the Treasury breakeven rate (i.e., the gap between yields on Treasury 10-year notes and inflation-linked
securities) to a 5-month high. We consider this potential in our forecast, and our inflation outlook suggests that
upside inflation risks may begin to take hold in early 2013 but will remain well-within normal levels over the near-
term. As shown in the chart below, our inflation “states of the world” model predicts a 45% chance that headline
inflation will move above the long-term average of 3%. A more likely scenario, depending on oil prices, is for
inflation to drift upwards to 2.5%—2.9% by early 2013.

Coming off of weak growth in the first half of the year, consumer spending should rebound somewhat in Q3 and
Q4, driving GDP growth in the second half. Investment looks like it is slowing considerably, and along with net
exports, is not expected to contribute meaningfully to overall growth. Government spending should be relatively
neutral as well, as evidenced by the slowdown in net layoffs in the public sector.

Inflation Outlook

“States of the World” Inflation Forecast SUslite ety egpsiilients,

but still likely to be below the
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The major risk for 2013 continues to be the so-called “fiscal cliff’ in which the scheduled fiscal consolidation and
rollback of tax cuts would have a major impact on the U.S. economy and likely result in another recession. The
Congressional Budget Office estimated that the current fiscal path would result in fiscal consolidation of about 4%
of GDP in 2013. However, we think that is an unlikely scenario, and that the lame-duck session will produce a
bargain to “kick the can down the road” on taxes and budget cuts. The two most likely scenarios, depending on
the outcome of the November elections, are either to hold off on budget decisions until the next debt ceiling
debate in late March, or to punt until sometime later in the year. The handling of the situation has both upside
and downside potential. Expectations appear to be factoring in a difficult debate, and therefore a “grand bargain”
on tax and budget policy could be a welcomed surprise that could restore confidence. We do expect the payroll
tax cut to expire, which will act as a strong headwind to consumer spending, knocking as much as 1% off of GDP.

Other key considerations affecting our forecast are:

e Housing & Construction: There is continued evidence that the housing sector may be beginning to rebound.
New private housing permits have increased by 29% over the past 12 months, and for the past three months,
the S&P/Case-Shiller Housing Price Index has increased, after being at a decade-low level in March.

7
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Moreover, the “shadow” in the housing market is beginning to disappear. Freddie Mac’s August Economic &
Housing Market Outlook showed that there has been a substantial decline in overall vacancies in U.S. homes
that are either for sale or for rent. Oversupply of vacant houses — whether for rent or for purchase — is at its
lowest level in almost a decade. On the construction side, the Housing Market Index (HMI), a strong indicator
of builder confidence, recently reached 40. After five consecutive months of improvement, it now stands at its
highest level since June 2006. Similarly, Housing Starts rose 2.3% in August on a month to month basis. A
sustained housing rebound would help to increase construction activity, housing-related employment and
consumer confidence.

“Energy Renaissance”: High oil prices and the advent of new technology have paved way for a robust
“energy renaissance” to occur in the United States, particularly within the regards to the mining of natural gas.
This has led to an increased demand for the purchasing and the leasing of drilling and drilling-related
equipment. Additionally, truck transportation employment has seen positive growth over the past five months,
and U.S. truck production is up 7.0% year over year.

European Crisis: The continued unresolved status of the Eurozone debt crisis is weighing on the global
financial sector and U.S. corporate earnings. Approximately 20% of U.S. exports go to Europe and exports
account for about 14% of U.S. GDP. A 10% decrease in European imports could shave about 0.3 percentage
points off U.S. GDP. Although the future of the Eurozone is uncertain, Europe averted a major obstacle as
Germany’s Constitutional Court gave the green light to ratify the European Stability Mechanism, which could
help pave the way for providing further assistance to the weaker periphery countries. Previously, the
European Central Bank had also stepped up its support, announcing a program to purchase unlimited
amounts of debt issued by at-risk nations. The likelihood of a Eurozone collapse has declined, but the threat
is still tangible. In addition, fiscal austerity across the Euro Zone is likely to dim growth prospects over the
short-term.

China’s Slowdown: The “soft landing” of China continues to have a negative impact on demand for U.S.
exports and expectations for global growth in general. Signs of overbuilding and excess debt in China’s real
estate and industrial sectors threaten a sharper slowdown, which would shave several tenths of a percent off
of U.S. economic growth in 2012. Recent data from the Chinese economy confirms the overall slowdown. In
August, China’s Manufacturing PMI index dipped below 50 for the first time in 10 months and New Orders
contracted for the 4™ month straight. On the financial side, there have been three straight months of capital
outflows from China, which is likely a response from muted economic growth outlooks and declining Chinese
corporate profits. Chinese officials have recently responded with additional stimulus spending on public
infrastructure, but it may take several months or more for the impacts to be felt

Summary of 2012-2013 U.S. Economic Outlook

2012 has been marked by continued domestic and foreign headwinds that have stalled growth. The negative
effects of a potential “fiscal cliff” have dented consumer confidence and caused businesses to hold-off on hiring
and investment. Internationally, the Eurozone crisis and the slowdown in emerging markets have also had a
marginal downward impact on growth, decreasing demand for U.S. exports abroad. Conversely, the housing
sector rebound, and the “energy renaissance” are reasons for cautious optimism. We continue to expect to the
United States’ economy to experience “sideways movement” during the rest of 2012 and in first half of 2013.
Overall, our revised 2012 outlook is for 2.2% growth, which is in line with the consensus view. In 2013 we
expect growth to remain in a similar range of 2.0%-2.3%.

e As more workers re-enter the workforce, unemployment will likely remain above 8.0% through 2012.
e We expect inflation to move up slightly by the end of the year, and average 2.1% for the year.

e The biggest risks for 2012 are a surge in oil prices resulting from rising tensions in the Middle East, a
disorderly default on Greek debt, and a “hard landing” scenario in China.

e The top risk for 2013 is a “fiscal cliff” scenario.
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Projections for Key Economic Indicators

2012-2013 Quarterly Estimates

Indicator 2011 2012e 2013e
Q3e Qde Qle Q2e

Real GDP (SAAR %) 1.8% 22% 1.9% 1.6% 2.0% 24% 21%
Sﬁﬁ'w';ff;“;i\”g L;:))Eq“'pme”t & 11.0% 6.7% 12% 0.9% 5.9% 8.6% 45%
Inflation (annualized rate) 3.1% 2.1% 1.7% 1.9% 2.3% 2.5% 2.5%
Ee?eirt?\'/;“g‘r‘; of period) 0.07% 0.17% 0.15% 0.15% 0.15% 0.15% 0.15%
zgnze;r;jgj)‘"y Rate 20% 1.8% 1.7% 18% 2.0% 2.1% 25%
Total Payrolls (in thousands) +1,840 +1,600 +350 +375 +400 +500 +2,000

Note: SAAR% refers to the annualized rate of change in seasonally adjusted data from one quarter to the next, which is the Bureau of Economic

Analysis’ standard method for reporting growth in the national accounts data.

U.S. CAPITAL INVESTMENT AND CREDIT MARKETS

Review of Recent Trends

Investment activity grew but at a slower pace in the second quarter of
2012. The mix of investment continued to shift in the second quarter,
as residential investment increased at an annual rate of 8.5%,
equipment and software investment increased at a 4.8% annual rate,
and investment in nonresidential structures increased by 0.6%.

Within the equipment and software category, investment in software
and industrial equipment accelerated on a quarter-quarter basis;
transportation investment grew, but at a slower pace; and investment
in computers and peripheral equipment contracted.

Investment Growth Rates
Quarter-Quarter, Seasonally Adjusted Annualized Growth Rate

Q32011 mQ42011 mQ12012 m=Q2 2012

25% -+
20.7%
20%
15%

10%

5%

0%
Nonresidential Structures

Equipment & Software

The pace of equipment retooling is slowing
down, and although the overhang of excess
industrial capacity is tightening, it will still have
a moderating effect on investment spending.
At the sector-level, growth in investment
should remain strong in the petrochemical
industry, transportation, and construction.
Credit conditions are generally improving, as
demand for business loans has picked up
slightly and lending terms are loosening.
Financial stress has lessened slightly due to
the Fed’s latest policy actions and an easing
of tensions in Europe.

20.5%

Residential

Conditions in the equipment leasing and finance industry are generally improving, though the rate of growth has
slowed and confidence is waning. As of August, the Equipment Leasing and Finance Association’s Monthly
Leasing and Financing Index (MLFI-25) showed that the three-month rolling average of new business volume was

9
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up only 15.0% from the same time last year (compared with 20%-+ gains seen in 2011 and early 2012). Average
losses as a percent of net receivables held steady at 0.4%. The credit approval ratio fell slightly in August to
77.0%, but remains above the long-term average of 75.0%. While these signals suggest that leasing activity is
improving at a slower pace than in 2011, the Equipment Leasing and Finance Foundation’s Monthly Confidence
Index for the Equipment Finance Industry (MCI-EFI) increased slightly to 53.0 in September. Survey respondents
remain concerned about domestic and international macroeconomic, regulatory, and political risks.

Credit market conditions remain in flux and highly reactive to Federal Reserve policy and the latest events in
Europe. For example, the Fed’s plan to engage in a third round of quantitative easing caused an upward
movement in interest rates (investors shifted from bonds to stocks), but the trend was reversed over skepticism
about U.S. growth and worry over the recent protests in Spain and Greece. On balance, financial stress
indicators have fallen as U.S. Treasury rates remain near historical lows, corporate spreads have narrowed, and
banks continue to marginally loosen lending standards on business loans while also reporting increased demand
for capital. Our baseline assumption is that Europe will continue to muddle through its economic crisis, causing
global demand for U.S. Treasuries to moderate over the next 12 months. As a result, we expect that tensions in
global credit markets will ease somewhat, and U.S. interest rates should marginally increase in 2013. Overall,
credit markets should continue to improve in 2012 and 2013 due to a loosening of supply constraints and modest
growth in lending demand.

Given the current macroeconomic backdrop, companies may be more likely—on the margins—to use a

combination of cash and long-term financing rather than leasing. In particular, corporate balance sheets are

relatively healthy, companies are sitting on record levels of cash, and interest rates are near all-time

lows. However, these conditions are counter-balanced with policy uncertainty and weak demand growth that

favor shorter-term leasing arrangements.

Summary of Credit Market Conditions

e Credit Supply & Pricing: Credit supply is generally improving,
though small businesses continue to have a difficult time e With Last Quarter
gaining access to capital. The latest Fed survey of banks’  supply
senior lending officers indicated that loosening of standards on a4
commercial & industrial (“C&l”) loans has resumed after a
slight tightening in the first quarter. Interest rates remain near
all-time lows, due to the Fed’s loose monetary policy and the “flight to quality” caused by the Eurozone crisis.
The Federal Reserve recently took an extremely aggressive stance by initiating a third round of quantitative
easing, a further extension of the zero interest rate policy, and a continuation of the Operation Twist program.
With bond spreads also leveling-off, the capital is likely to remain inexpensive for the foreseeable future.

Conditions Compared

Financial Stress Slight Improvement

e Credit Demand: C&l loans have increased 13% year-year, including a 3.4% jump in the past three months.
For the third straight quarter, banks reported a strong increase in demand for capital after a drop in the fourth
guarter of 2011. In August, the National Federation of Independent Business (“NFIB”) reported that 30% of
small businesses anticipated the need to borrow at least once per quarter, slightly below this year’'s average.
The percentage of small businesses making capital investments edged up to 55%—more than double the
percentage of small companies planning capital expenditures. The Thomson Reuters/PayNet Small Business
Lending Index has given mixed signals over the last few months, but is up 15.3% year-year, indicating that
demand for commercial loans is still growing.

e Financial Stress: The Fed’s latest actions, as well as European policymakers’ efforts to curb fears of a Greek
exit and financial contagion, have helped to ease financial stress. Low interest rates and calm markets better
enable the public sector, businesses, and households to meet their debt service obligations and continue to
deleverage their balance sheets. As of August, stress indicators have fallen relative to late 2011 when the
Eurozone crisis spiked and the U.S. was reeling from debt ceiling debacle and subsequent downgrade of U.S.
Treasury securities. As of Q2 2012, loan delinquencies were at an over three-year low of 5.1% (1.4% for C&lI
loans, and 0.8% for leases), but debt as a percentage of GDP for the nonfinancial corporate sector ticked up
slightly. Spreads on corporate bonds increased slightly since early 2012, due largely to rising uncertainty of
growth and corporate profits.

10
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2012-2013 Investment Outlook

The Keybridge Research Momentum Monitor for Equipment & Software Investment—a leading indicator for
equipment and software investment trends over the next 3 to 6 months—has drifted downward over the past

several months.

In particular, manufacturing has made negative contributions to the Index. Businesses have

been reporting weaker earnings growth as revenue growth has slowed and there are fewer opportunities for
cutting costs. In addition, uncertainty over future budget and tax policies suggests limited growth opportunities in

investment spending over the next several quarters, though growth should remain positive overall.

Equipment & Software Investment Momentum Index
Leading Index for Investment Trends Over the Next 3-6 Months
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The outlook for investment in 2012 is revised upwards due to better than expected growth in the first half of the
year. Growth should remain relatively strong in the third quarter, but then begin to tail off by Q4. Capacity
utilization dipped again recently, pointing to an excess level of industrial capacity in many sectors. Along with
uncertainty over the “fiscal cliff’, investment in new plants and equipment should begin to slow. The outlook for
2013 is more subdued, but there remains upside potential depending on tax policies aimed at stimulating
investment. Growth within equipment categories will remain uneven:

Transportation and construction look to grow at a healthy pace.

Computers & software, industrial equipment, and medical equipment will continue to grow but at a slower

rate.

Agriculture equipment investment is likely to decline on a year-year basis over the next several quarters.

Credit market conditions will remain favorable for long-term financing versus leasing, though economic and
policy conditions favor shorter-term commitments:

Interest rates are near record lows, and are likely to remain low through 2013.

Financial stress will remain sensitive to events in Europe and Congress’s handling of the fiscal situation,

but is currently in a manageable position.

Demand remains tepid, and policy uncertainty appears to be a major obstacle for business investment.
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QUARTERLY DATA

i 2010
Indicator

Q2 Q3 Q4 Ql Q2 Q3 Q4 Q2

Real Gross Domestic Product (SAAR %)

GDP 2.2% 2.6% 2.4% 0.1% 2.5% 1.3% 4.1% 2.0% 1.3%
Consumer Spending 2.6% 2.5% 4.1% 3.1% 1.0% 1.7% 2.0% 2.4% 1.5%
Gross Private Fixed Investment 14.6% 16.4% -5.9% -5.3% 12.5% 5.9% 33.9% 6.1% 0.7%
Inv: Equipment & Software 12.0% 11.9% 9.2% 11.1% 7.8% 18.3% 8.8% 5.4% 4.8%
Inv: Computers & Peripheral Equipment 3.1% -7.3% 10.5% 2.4% 50.5% 11.5% 11.5% 14.7% -19.6%
Inv: Software -2.2% 7.1% 6.9% 7.8% 7.3% 7.8% 8.7% 2.0% 6.1%
Inv: Industrial Equipment 25.9% -0.9% 10.1% 17.1% 0.6% 37.2% 21.5% -13.6% 13.5%
Inv: Transportation Equipment 74.2% 73.1% 8.8% 30.8% 14.1% 45.0% 30.9% 20.0% 15.8%
Inv: Medical Equipment/Instruments -2.6% 10.1% 7.6% 4.0% 6.4% -2.1% -3.9% 11.3% -6.4%
Inv: Construction Machinery 83.2% 25.7% 13.9% 62.7% 8.9% 62.9% 21.7% 0.7% 78.8%
Inv: Agricultural Machinery 35.8% 5.2% -0.9% -14.3% 6.6% 125.5% -46.7% 14.2% -47.9%
Credit Conditions
Nonfinancial Sector Debt (% of SAAR GDP) 78.5% 77.4% 77.1% 76.3% 76.6% 76.6% 76.6% 76.8% 76.6%
Loan Delinquency Rate 3.9% 3.7% 3.3% 3.0% 2.5% 2.1% 1.8% 1.6% 1.5%
Lease Delinquency Rate 2.2% 2.0% 1.8% 1.5% 1.2% 1.1% 1.0% 0.9% 0.8%
Net Tightening of C&I Loan Standards 7.1% -8.8% -10.5% -10.5% -16.4% -21.8% -5.9% 5.4% -9.5%

Note: SAAR% refers to the annualized rate of change in seasonally adjusted data from one quarter to the next, which is the Bureau of Economic Analysis’ standard method for reporting growth in the
national accounts data.
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MONTHLY DATA

Indicator

Employment
Change in Total Payrolls (thousands)
Change in Private Payrolls (thousands)
Unemployment Rate
Business Activity
Industrial Production
Capacity Utilization
PMI Composite Index
NFIB Small Business Optimism Index
Consumer Activity
Consumer Confidence
Real Personal Consumption (MM % Chg)
Retail Sales (M/M % Chg)
Lending Activity
C&l Loans (M/M % Chg)
MLFI-25 New Business Volume (Bil. $)
MLFI-25 Avg Losses as a % of Net Rec.
MLFI-25 Credit Approval Ratio
Interest Rates (% end of period)
Fed Funds Target Rate
1-Year Treasury Rate
3-Year Treasury Rate
10-Year Treasury Rate
30-Year Treasury Rate
AAA Corporate Bond Yield
BAA Corporate Bond Yield
Prices
Headline Inflation (Y/Y % Chg)
Core Inflation (Y/Y % Chg)
Qil Price (West Texas Intermediate, $/barrel)

85
52
9.1%

94.2
77.1%
53
88

45
-0.1%
0.1%

1.6%

5.7
0.60%
77.6%

0.1250
0.10
0.33
2.23
3.60
4.41
5.48

3.8%
1.9%
86.33

202
216
9.0%

94.4

77.2%

53
89

46

0.4%

1.0%

0.5%

7.1

0.90%
76.5%

0.1250

0.13
0.42
1.92
2.90
3.96
5.22

3.9%
2.0%
85.61

112
139
8.9%

94.9

77.6%

52
90

41

0.2%

0.9%

1.2%

6.0

0.70%
76.3%

0.1250

0.12
0.41
2.17
3.16
3.88
5.19

3.6%
2.1%
86.41

157
178
8.7%

95.1
77.7%
52
92

55
0.0%
0.5%

0.7%
6.2
0.70%
76.2%

0.1250
0.12
0.41
2.08
3.06
4.07
5.32

3.5%
2.2%
97.21

223
234
8.5%

95.9
78.3%
53
94

65
0.0%
0.0%

1.1%
10.8
0.70%
79.3%

0.1250
0.12
0.36
1.89
2.89
3.77
5.16

3.0%
2.2%
98.57

275
277
8.3%

96.6
78.7%
54
94

62
0.3%
0.6%

1.3%
5.1
0.50%
76.9%

0.1250
0.13
0.30
1.83
2.94
3.72
5.07

2.9%
2.3%
100.24

259
254
8.3%

97.1
79.0%
52
94

72
0.4%
1.0%

1.7%
5.0
0.50%
78.8%

0.1250
0.18
0.43
1.98
3.08
3.80
5.08

2.9%
2.2%
102.25

143
147
8.2%

96.5
78.4%
53
93

70
0.0%
0.4%

0.7%
6.8
0.70%
78.4%

0.1250
0.19
0.51
2.23
3.35
4.04
5.30

2.6%
2.3%
106.19

68
85
8.1%

97.3
79.0%
55
95

69
0.2%
-0.5%

1.4%
6.1
0.60%
76.4%

0.1250
0.20
0.38
1.95
3.12
3.95
5.15

2.3%
2.3%
103.33

87
116
8.2%

97.3
78.9%
54
94

64
0.0%
-0.1%

0.5%
6.2
0.50%
78.3%

0.1250
0.18
0.35
1.59
2.67
3.63
4.99

1.7%
2.3%
94.70

45
63
8.2%

97.4
78.9%
50
91

63
-0.1%
-0.7%

1.5%
8.0
0.60%
78.7%

0.1250
0.21
0.41
1.67
2.76
3.66
5.06

1.7%
2.2%
82.41

141
162
8.3%

98.0
79.2%
50
91

65
0.4%
0.6%

1.2%

6.6
0.40%
77.5%

0.1250
0.16
0.30
151
2.56
3.29
4.78

1.4%
2.1%
87.93

96
103
8.1%

96.8
78.2%
50
93

61
0.1%
0.9%

0.7%
6.9
0.4%
77.0%

0.1250
0.16
0.30
1.57
2.68
3.36
4.78

1.7%
1.9%
94.16
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ABOUT THE RESEARCHER

Keybridge Research LLC is an international economics and public policy consulting firm. Keybridge provides
analytical support and strategic advice to a select clientele that includes Fortune 500 companies, global financial
firms, G-7 governments, premier industry associations, and non-profit organizations. Our experience and
expertise make us uniquely suited to assist organizations that frequently operate at the interface of business,
economics, and public policy.

Founded in 2001, Keybridge’s mission is to provide balanced, credible, and timely technical analysis and strategic
insights that inform business decisions and drive public policy debates. Our dedication to the principles of sound
analysis, clear communication, and unmatched client service guide our work and serve as the foundation of our
success.

Keybridge’s senior staff is comprised of experts with distinguished academic credentials and extensive
experience in the areas of economics and public policy. On a day-to-day basis, Keybridge principals work closely
with clients to develop strategy and conduct timely analysis. For longer-term projects and highly specialized
topics, the firm leverages its network of advisers-including Nobel Prize-winning economists and world-class
experts in the fields of econometrics, energy, and finance — to build project teams tailored to the client’s unique
needs.

Keybridge provides clients with access to a full suite of analytical services, including macroeconomic risk
assessments, econometric modeling studies, policy impact studies, qualitative policy evaluations, and survey
design and analysis. For clients requiring regular consultations, Keybridge offers on-going strategic advisory
services in the areas of macroeconomic trends and risks, international trade and finance, and energy and
environmental economics. Keybridge also assembles and manages inter-disciplinary teams of experts to conduct
thought leadership projects to assist clients with building competitive advantages or reforming policy debates
through the development, sharing, and application of innovative ideas. Keybridge’s principals are regularly asked
to present research and share insights with economic, financial, and policy audiences around the world, including
corporate strategic planning committees, congressional committees, and international conferences.
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our Eye On The Future

Future Focused Research for the
Equipment Finance Industry

Presented by the Source for Independent, Unbiased and Reliable Study

The Equipment Leasing & Finance Foundation

The Equipment Leasing & Finance Foundation, established
in 1989 by the Equipment Leasing Association, is dedicated
to providing future-oriented, in-depth, independent research
about and for the equipment finance industry. Information
involving the markets, the future of the industry and the
methods of successful organizations are researched to pro-
vide studies that include invaluable information for develop-
ing strategic direction within your organization.

Your Eye on the Future

The Foundation partners with corporate and individual
donors, academic institutions and industry experts to
develop comprehensive empirical research that brings the
future into focus for industry members. The Foundation
provides academic research, case studies and analyses for
industry leaders, analysts and others interested in the equip-
ment finance industry.

The Foundation’s resources are available electronically at
no cost to Foundation donors and for a fee to non-donors.
For more information, please visit www.leasefoundation.org

An example of the resources available from the
Foundation include:

* Market overview studies

* Emerging market reports

* Annual state of the industry reports

* Monthly Confidence Index(MCI) analysis
* Industry future council workbooks

* Reports on entering international markets

¢ Case studies, and much more

Journal of Equipment Lease Financing

Published three times per year and distributed electronical-
ly, the Journal of Equipment Lease Financing is the only peer-
reviewed publication in the equipment finance industry.

Since its debut in 1980, the Journal features detailed tech-
nical articles authored by academics and industry experts
and includes Foundation-commissioned research and arti-
cles. Journal articles are available for download through
the Foundation website. Subscriptions are available at
www.leasefoundation.org

Web Based Seminars

Many of the Foundation studies are also presented as web
seminars to allow for direct interaction, in-depth conversa-
tion and question and answer sessions with the researchers
and industry experts involved in the studies. Please visit
the Foundation website for details on upcoming webinars
at www.leasefoundation.org

Donor Support and Awards Program

The Foundation is funded entirely through corporate and
individual donations. Corporate and individual donations
provide the funds necessary to develop key resources and
trend analyses necessary to meet daily business challenges.
Corporate and individual donors are acknowledged pub-
licly and in print. Major giving levels participate in a dis-
tinguished awards presentation. Giving levels range from
$100 to $50,000+ per year. For information on becoming
a donor and to see a list of current donors, please visit,
www.leasefoundation.org/donors

Stay Connected

You can connect to the Foundation in various ways:

* Subscribe to Foundation Forecast bimonthly newsletter

* Linked[}]. : linkedin.com/groups?mostPopular=&gid=89692
o [ facebook.com/LeaseFoundation

. - twitter.com/LeaseFoundation

* L) RSS: feeds2.feedburner.com/FoundationElfaOnline

1825 K Street NW e Suite 900 ¢ Washington, DC 20006 ¢ Phone: 202-238-3400 ¢ Fax: 202-238-3401 * www.leasefoundation.org
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