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l. Preface

Purpose of This Study

The Equipment Leasing & Finance Foundation commissioned a series of reports on the
equipment finance outlook within the transportation segment. IHS Global Insight was se-
lected to conduct the research. This, the fourth of those reports, provides an outlook on
marine equipment supply and demand, offers a review of the current situation and an analy-
sis of future trends, and provides insight into those aspects of the leasing and financing in-
dustry affecting and affected by this market.

In preparing this report THS Global Insight utilized its pre-existing expertise in analyzing
and forecasting drivers of marine equipment. In addition, broad knowledge of the macro-
economic environment and of the various markets crucial to the marine industry provided a
foundation for the report.

Primary and Secondary Information Sources

Information used in this outlook comes from several sources:

* United States Census Bureau

* United States Energy Information Administration

* United States Federal Reserve Board

* United States Department of Transportation Publications

* Information provided by the United States Army Corps of Engineers and the
U.S. Department of Transportation Maritime Administration

* Reports and analysis from media sources

* Congressional testimony records

* Interviews with ELFA members

EQUIPMENT LEASING & FINANCE FOUNDATION 3
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Il. Executive Summary

* After several years of rampant growth and invest-
ment, the marine industry is currently standing by
and waiting out the 2008-09 economic slowdown.

* The current credit crunch could prove beneficial to
the marine industry by preventing an oversupply sit-
uation. Ship owners and operators will have the op-
portunity to right-size fleets after several years of
frenzied expansion activity.

* The collective flight to safety in the current uncer-
tain marketplace, coupled with massive previous
losses stemming from the financial fallout, has made
lenders very resistant to issuing new financing and
letters of credit.

* With capital scarce, lenders are in a position to dic-
tate more restrictive terms and higher rates than bor-
rowers are accustomed to seeing.

* The number of financial institutions to which the
marine industry can turn for additional funding has
shrunk, given major consolidation in the banking in-
dustry and higher capital reserve requirements at
lending institutions.

* International shipping has been hurt the most from
the global recession. Worldwide consumer demand
is declining, and shippers are hard-pressed to obtain
letters of credit to move cargo from origin to destina-
ton.

* Shippers raced to scrap their older vessels while iron
and steel prices were on the rise in 2007 and most of
2008. Now, when traffic has slowed and the industry
is suffering from excess capacity, ship breakers have
a full inventory.

* Heading into 2009, the U.S. and world economies
are in steep decline in what is the most severe syn-
chronized downturn in recent times. Monetary and
fiscal policies are loosening around the world, but

they are battling extremely tight credit and will take
some time to become effective.

Overall, U.S. real GDP is expected to contract 2.5
percent in 2009. The first half of the year will be see
negative growth and the second half only anemic
positive growth, which would put the length of the
current recession between 18 and 24 months.

Declining consumer, housing and export demand,
coupled with tighter credit, will make businesses re-
trench on capital spending. In 2009, equipment
spending is projected to drop 14.6 percent.

Private nonresidential construction had helped to
cushion the blow from the rapidly deteriorating resi-
dential construction market. However, the availability
of financing for commercial real estate has tightened
sharply, and the final buttress for the construction sec-
tor will collapse in 2009. The segment's decline will
be a further drag on transport of steel, nonmetallic
minerals, and other construction materials.

According to the latest 2007 estimates by the U.S.
Department of Transportation Maritime Administra-
tion, total U.S. waterborne commerce is estimated to
be 2.3 billion metric tons per year, of which approxi-
mately 40 percent is domestic freight. Coastwise
freight carriage amounts to roughly 185 million met-
ric tons, or 7.9 percent of total waterborne tonnage.

Domestic waterborne tonnage is estimated to have to
fallen 2.8 percent in 2008, with petroleum, industrial
and construction commodities, and manufactured
goods experiencing the worst declines.

Coal production and exports, construction materials,
petroleum, chemicals, and industrial commodities
are expected to encounter rough water in 2009, and
domestic waterborne tonnage will fall another 3.2
percent before rebounding to 0.7 percent in 2010
and 2.5 percent per year from 2011-2013.

EQUIPMENT LEASING & FINANCE FOUNDATION
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Ill. General Trends in Marine Leasing and Financing

Many operators in the shipping industry are strug-
gling to survive. The recession which officially began
in December 2007 will be a lengthy one with repercus-
sions well into 2010. It will cause a general review of
strategies, and it will most certainly see a number of
firms disappear or be taken over. Consolidation will be
a positive outcome, and as assets depreciate, opportuni-
ties abound for new investors who have an interest in
shipping. Not all is gloomy, however, and there will be
an end to the recession. Many opportunities will come
of the current situation, and those with new models
and better technology will emerge on top. Pressure on
shipyards will be phenomenal. They will most likely be
forced to reduce prices for existing orders, as their
costs have tumbled. Future orders will be cheap as
competition becomes fierce. Financing deals will
abound in good time. There is much to worry about
that threatens the marine industry in the near-term, but
one must be positive and look forward to the new op-
portunities that will present themselves in the coming
years.

A. Current Conditions

Global ship orders reached 10,000 in August 2008,
and the current backlog for new builds stands at nearly
three years.! Long lag times between new orders and
deliveries create a relatively inelastic supply situation
in the marine vessel market. Through the middle of
2008, robust demand for waterborne shipping led
many shippers to expand fleet capacity by extending
the useful lives of older ships, adding larger capacity
vessels, and ordering new vessels. When financial insti-
tutions began to crumble in September 2008, credit
markets seized up, liquidity froze, and shippers strug-
gled to secure letters of credit for shipments. The credit
squeeze has resulted in a drastic reduction in freight
loads and overcapacity in many markets.

The post-September 11th hiccup notwithstanding,
global economic growth has been very steady over the
last decade, leading to robust expansion in the flow of
international goods. Waterways in the United States

currently carry more than 2.3 billion metric tons of do-
mestic and foreign freight each year.? Total U.S. water-
borne tonnage has increased close to 9 percent since
2000. In 2000, international freight represented nearly
55 percent of total waterborne tonnage; by 2007, the
percentage of foreign tonnage had risen to approxi-
mately 60 percent. Now, as the world economy slumps,
the marine industry is experiencing a downturn. The
U.S. recession, which officially began in December
2007, has sharply curtailed consumer spending and de-
mand. Commodity prices and freight rates, which had
risen to unprecedented levels during the first half of
2008, plummeted as the year drew to a close.
Economic conditions were further exacerbated by the
collapse of the financial sector in September 2008. The
ensuing credit squeeze froze liquidity and severely lim-
ited any access to financial capital. The near cessation
of credit has slowed the international and domestic
flow of goods. Banks are afraid to issue letters of credit,
which are bank-backed payment guarantees and with-
out which shipments cannot be made. International
marine shipping has been hit the hardest by the current
recession. The combined effects of deteriorating eco-
nomic conditions have severely curbed shipping. Re-
duced domestic demand in the U.S. means that import
traffic is much lighter, and U.S. export traffic has not
been immune to current decline, as the general U.S.
economic malaise has seeped into the global economy.

B. Credit Crisis

With the collapse of major financial institutions, such
as Lehman Brothers, Bear Stearns, and AIG, in the fall
of 2008 a blanket of mistrust enshrouded the entire fi-
nancial system. No one knew where to turn, and credit
conditions, which had tightened considerably as a re-
sult of the subprime mortgage crisis that first hit in late
2007, evaporated almost completely. Marine leasing
and financing activity had been very liquid until the
second quarter of 2008, but the credit crunch brought
the period of easy money to an abrupt end. Banks and
other marine financing companies—many already suf-

1“Credit Crisis Threatens Shipowners and Yards.” Marine Talk. October 16, 2008
2U.S. Army Corps of Engineers
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fering massive capital losses owing to bad debt stem-
ming from the bursting of the housing bubble and the
ensuing rise in credit defaults and delinquencies—have
much less available capital to dole out, and further
consolidation of the banking industry following the fi-
nancial fallout means that there are less sources of capi-
tal to which the growing pool of applicants can turn.
Where they can be found, finance deals are lender-
friendly and contain more restrictive terms and higher
rates than those to which the borrower has been accus-
tomed.?

The credit crunch could prove beneficial in prevent-
ing an oversupply situation. Lack of available capital
will greatly impact order books, which remain robust
after several years of rapid growth. New orders are gen-
erally placed at the height of the business cycle, but the
combination of the economic recession and the credit
squeeze will make it difficult for ship owners to raise
the necessary funds to pay for new deliveries. Ordering
activity has already fallen off considerably due to diffi-
culty in obtaining financing. As of yet, there have been
no known cancelations, but the specter of cancelations
continues to hover. Banks are scaling back on financing
during the present period of uncertainty. According to
Tobias Backer, head of shipping for the Americas at
Fortis:*

“A year ago, banks would finance as much as 80 percent
of an order with twelve- to fifteen-month loan terms. Now,
financing generally does not exceed 65 percent, and terms
are ten years or less.”

Banks are also unwilling to issues letters of credit,
which facilitate the transport of goods from one place
to another. The collective flight to safety is such that all
potential loans are viewed through the lens of default.
Without letters of credit, shippers will struggle to move
all of the cargo that is currently sitting at docks or
warehouses’. Thus, while demand is generally dimin-
ished owing to the economic slowdown, the credit
squeeze further constrains shipping flows and gives a
distorted snapshot of overall demand in the current
market. In the mean time, shippers and shipyards are
trying to right-size fleet capacity by cutting back on

new orders and stacking older vessels.

C. Risk Management

Faltering confidence fanned the flame of uncertainty
in an industry already in midst of a transitioning risk
management paradigm. The implementation of the
Basel II Accords and the recent financial crisis are forc-
ing lenders of all shapes and sizes to carefully assess
new and existing relationships. Compliance with Basel
1T will require more sophisticated risk calculation tech-
niques and, potentially, higher reserve requirements.
Uncertainty in the current market will lead to more
pessimistic assessments of default risk, and leverage
leasing, which is already losing favor in the industry,
will continues to diminish in volume. For borrowers
and lessees, the consequence will be fewer lenders, less
available financing, and shorter and stricter terms.

The Basel II Accord, initially released in the Euro-
pean Union in 2004, modifies the existing Basel Accord
to better capture the nuances in calculating risk. In the
original accord, bank exposure to risk was determined
by diversification of investments across groups, but the
individual elements within these groups were not
tracked. The new framework would adapt to improve-
ments in risk management models developed since the
first accord was implemented and would require care-
ful analysis into each existing and potential borrower.
Capital requirements at each lending institution would
be determined by the institution's portfolio exposure to
credit and operational risk. A natural consequence of
these new risk assessment models is twofold. For
lenders, applications will be viewed with greater
scrutiny, as the impact on capital requirements will be
contingent on the potential loss given default. For bor-
rowers, there is a push to divert risk away from their
own balance sheet so as to paint a brighter picture of
their operational solvency. In terms of marine leasing,
the combination has evolved into a growing trend to-
ward sale-leaseback agreements,® in which a ship
owner sells his vessel to a third party who promptly
leases the vessel back to the ship owner. This serves to
shift responsibility off the ship owner's balance sheet
and at the same time generate cash flow—both of

SELFA member interview

+Zeranski, Todd. "Ship Order Cancellations Propel Freight Cost Surge." The Business Times. May 13, 2008
5Stueck, Wendy. "The Shipping Blues; Shoppers will likely find fewer bargains on shelves as the global financial crisis takes its toll on the flow of goods." The Globe and Mail. November 7, 2008

SELFA member interviews
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which improves the look of the ship owner's opera-
tional risk.

Consolidation in the banking industry has been ubiq-
uitous over the past decade or so. The latest financial
upheaval jumpstarted a new round of bank mergers.
This time it was among the colossuses of the industry.
The mergers of Wells Fargo and Wachovia, Bank of
America and Merrill Lynch, and JPMorgan and Wash-
ington Mutual among others created mega-giants in the
world of finance. The formation of these mega-giants
suggests that borrowers will have fewer sources of
funding. Larger financial institutions will have to com-
ply with new capital requirement standards. Smaller
lenders may not be able to meet capital requirements
or offer as many products as their now even larger
competitors. Newer or smaller companies with less-es-
tablished credit may be hard-pressed to secure finance
deals. Larger, investment-grade firms can still obtain
loans, but terms will be tighter than they have been
previously.

Given the economic ambiguity in the marine market,
the natural tenure of loan and lease agreements has
shortened.” Widespread risk aversion has made lever-
age leasing unattractive. The unguaranteed residual
value of the marine vessel under a leverage lease carries
higher risk under the new risk management model.
Further, in the event of a default, the lender's only re-
course is repossession of the financed vessel.® Depend-
ing on market conditions, the value of the marine
vessel may not be enough to recoup the debt encum-
bered, and the risk of such a loss is even greater in
these uncertain economic times.

D. Impact of OPA 90

Appetite for marine leasing, particularly of liquid
bulk vessels, waned in the wake of the Exxon Valdez
oil spill near the Alaskan coast in 1989. The environ-
ment disaster prompted the U.S. Congress to draft and
pass the Oil Pollution Act of 1990, or OPA 90. The
basic implication of OPA 90 was simple: the polluter
pays. What this piece of legislation neglects to define is
precisely who the polluter is and what he must pay.
With the burden of responsibility unclear, OPA 90 set
up a liability structure that deterred leasing as a form of

ship finance throughout the 1990s and into the early
2000s. Marine leasing was resuscitated with the pas-
sage of the Coast Guard and Maritime Transportation
Act of 2004. The new bill provides a safe harbor for
lenders and lessors, who do not have actual operational
control of the vessel and shifts some responsibility
away from someone who is financially responsible for
the vessel but has no say in how or by whom the vessel
is operated.® Thus, the new bill gave shape to the previ-
ously nebulous definition of "polluter" and reduced the
risk of substantial losses for the lender and lessor.

E. Motivations to Replace Marine Equip-
ment
i. Residual Values

Fueling the banks' reluctance to lend is the sharp
tumble in marine vessel values. Rising commodities
prices—particularly of iron and steel, high demand for
waterborne shipping, and record freight rates sent ves-
sel values soaring in 2007 and for the better part of
2008. Then just as suddenly, steel prices peaked during
the second quarter of 2008 at nearly $500 per long ton.
Since then, prices have plummeted and stood below
$150 per long ton in the fourth quarter. Freight rates
fell precipitously from late-summer highs. The combi-
nation contributed to a rapid decline in values. For in-
stance, ocean-going freight ships that had been selling
for $35 million during the height of the cycle are now
selling at $15 million.'® Such volatility does not inspire
investor confidence. Even though values will eventu-
ally bounce back, from an asset valuation standpoint,
investment at present is risky.

The most influential driver of marine vessel residual
values is the price of scrap. Steel scrap prices in 2008
jumped 54 percent compared to 2007. While metal
prices were steadily rising, ship owners were racing to
scrap retirement age vessels, particularly hopper
barges. Shippers had kept older vessels in the water
when demand for waterborne shipping was high to ex-
pand existing fleet capacity. Now that demand has
fallen off, vessels that have already reached the end of
their useful lives and vessels now reaching that age are
exiting the marine market at the same time. Declining
metal prices and growing supply in the used vessel

"ELFA member interviews
8The Basel II Accord: What Does It Mean for the North American Leasing Market?", ELFA, 2003

°0xton, Glen T. "The New Lender—Lessor Safe Harbor under OPA 90—Five Things You Need to Know". Blank & Rome, LLP. Mainbrace. June 2005

19ELFA member interview
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market are suppressing residual values. Also, at pres-
ent, ship breakers have a full inventory,'! which does
not benefit the current market downturn, as the scrap
market will not be able to absorb any more excess sup-
ply. Prices and values will continue to moderate as
costs and demand wane. In the interim, some vessel
markets will be impacted more so than others.

ii. Age of Fleet

The U.S.-owned marine fleet consists of more than
38,000 coastal and internal waterways vessels, 652 off-
shore supply vessels, and 662 ocean-going and lake-
wise vessels.!? Offshore vessels are the youngest among
the total U.S.-owned fleet with nearly 40 percent of the
fleet built after 1997. Of the more than 38,000 coastal
and waterways vessels, approximately half were built
before 1983. More than one-quarter of ocean-going and
lakewise vessels were also built before 1983; however,
this proportion is heavily skewed by the aging Jones
Act ocean-going and lakewise fleet, of which 66 per-
cent are greater than 25 years of age. The newest addi-
tions to the general fleet are the double-hulled tank
vessels, which were produced at a faster clip after the
passage of the Oil Pollution Act of 1990.

Age Profile: Total U.S. Privately-Owned Fleet

Age <5
g 10.0%

Age 10-14
13.4%

Age 15-18
8.6%

Age 20-24
318%

Figure 1: From U.S. Department of Transportation Maritime
Administration (MARAD), 2007

a. Ocean-going and Lake Vessels
Ocean-going and lakewise vessels comprise a small
fragment of the total U.S.-owned fleet. Of those, about

one-quarter are Jones Act vessels, which are U.S.-built
and sail under a U.S. flag. Since 2002, the size of the
aging Jones Act fleet has decreased by more than 15
percent, largely owing to mass retirement or revamping
of the single-hulled liquid tanker fleet. Sixty-six per-
cent of the roughly 150-vessel Jones fleet was assem-
bled prior to 1983 in contrast to 28 percent of the
overall U.S.-owned fleet. Dry bulk carriers are the old-
est among the Jones Act fleet, with none built since
1988.13 Lake vessels, because they spend most of their
lives in the freshwater of the Great Lakes and have long
lay-ups every winter, are longer-lived than ocean-going
counterparts.

The economic slowdown has hurt the global ship-
ping industry the most. Lack of freight, resulting from
a combination of lack of credit and sliding demand, has
led shippers to pull vessels out of the water completely.
The consequence has been overcapacity around the
world. However, the news may not be so bad for the
Jones Act fleet, and the vessels' old age could prove to
be an advantage for ship owners given current condi-
tions. As of 2007 year-end, there were 21 Jones Act ves-
sels—all of them liquid tankers—on order with
delivery expected by 2011, and the current Jones Act
fleet contains 96 vessels that are more than 25 years-
old. Excess shipping capacity could incentivize ship-
pers to retire a greater portion of their Jones Act fleet,
but as there are more retirement-aged vessels than new
vessels expected to come online, overcapacity should
not be as much of a concern.

Age Profile: Jones Act Ocean & Lakes Fleet

Age 20-24
12.3%

Age 1519
1.4%

Age 10-14
4.1%

Age 5-9
48%

Figure 2: From MARAD

UELFA member interview

12U.S. Water Transportation Statistical Snapshot. pp. 12, U.S. Department of Transportation Maritime Administration. May 2008
BU.S. Water Transportation Statistical Snapshot. pp. 14, U.S. Department of Transportation Maritime Administration. May 2008
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b. Coastal and Inland Waterways Vessels

U.S.-owned vessels operating in coastal and inland
waterways total above 38,000, of which nearly three-
quarters are dry bulk barges. Towboats comprise an-
other 15 percent, and tankers make up the rest. The
size of the fleet has remained relatively the same since
2002.'* Similar to the ocean-going and lakewise fleet,
the largest addition to the coastal and inland waterways
fleet has been the influx of double-hulled tankers to re-
place existing single-hulled ones. The oldest members
of the coastal and inland fleet are the towboats, of
which nearly 80 percent were produced before 1983
and only 11 percent since 1998. Again, the age of the
fleet may be beneficial in alleviating potential overca-
pacity, because the number of retirements in the fleet
still exceeds the number of new builds.

Demand for coastal and inland vessels will soften as
the economy trudges along but most likely will not col-
lapse. Particularly for the inland fleet, there has been
no sign of overbuilding. Some ship buyers have de-
cided not to exercise purchase options on their original
contracts as a result of the weakened economy. These
options, however, have generally been picked up by
other buyers,' indicating that demand still exists and
is holding steady in the coastal and inland markets.
New orders, or the lack thereof, do betray weakness in
the market. On the other hand, the economy isin a
transition period, and the marine industry is known to
sit idle during times of change.

Age Profile: Coastal & Inland Fleet

Age =5

Age 59 i
14.3%

Age 10-14
13.7%

Age 1518
8.7%

35%

Figure 3: From MARAD

iii. Fuel Price

Using the rapid rise and equally steep fall in oil prices
during 2007 and 2008 as an example, it is clear that
fuel costs have a tremendous impact on how shipments
are transported. One operational change stemming
from record-high fuel prices has been speed. Some
shippers switched to slow steaming, or operating ships
for an extended period of time at slower speeds, in an
effort to conserve fuel and thus reduce fuel cost. Ship-
ping companies are also opting to operate larger vessel
with less frequency than several smaller vessels with
greater frequency.'® The preference for large vessels has
boosted the popularity and use of new super-Panamax
container vessels, which hold up to 12,000 TEU, or
twenty-foot equivalent units, for international trade.

Oil prices in 2007 and 2008 were undoubtedly
volatile. Although waterborne shipping is much more
fuel-efficient than trucking, the marine industry has
not made the same strides as rail in terms of energy use
per ton-mile. The energy intensity of rail transport has
steadily declined since 1970, improving more than 51
percent while the energy intensity of water transport
has improved only 5.7 percent. Further, since 1995,
water transport has actually become 37.4 percent more
energy intensive. Recent experience with volatile fuel
prices should promote a stronger focus on developing
more fuel-efficient propulsion systems.

Energy Intensity
600
500
z
c
400 g
]
3
2
0
1980 1984 — Water = Rail 200
1988
1992
1996
2000
2004

Figure 4: Transportation Energy Data Book (June 2008), U.S. Department
of Energy

14U.S. Water Transportation Statistical Snapshot. pp. 13, U.S. Department of Transportation Maritime Administration. May 2008

ISELFA member interviews
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F. Summary

The shipping industry is being squeezed by a combi-
nation of forces. Most significantly, international trade
has deeply suffered. The U.S. economic slowdown re-
duced domestic demand and cut down import traffic,
and as the recession spread globally, exports—the lone
bright spot in the U.S. economy—began to drop off as
well. In the face of uncertainty, banks are reluctant to
offer financing or to issue letters of credit, which facili-
tate the transport of goods. Cargo and ships both sat
idle at ports, resulting in lack of freight and creating an
overcapacity situation in the marine market. Though
weaker, coastal and inland waterborne commerce did
not fully collapse. The drop in demand allowed ship-
ping companies to lay up aging equipment, which
comprise a higher percentage of the U.S. Jones Act
fleet than of the total fleet sailing under a U.S. flag.

Declining vessel values were also detrimental to all
ship owners. The price of scrap fell precipitously dur-
ing the final quarter of 2008, and ship owners held on
their retirement-aged vessels. Much lower iron and
steel prices meant that owners would not easily recoup
the value of the vessel. Further, a large number of ves-
sels were scrapped when prices were near their highs,
and ship breakers currently have a full inventory.
While demand remains low and ship breakers' inven-
tories remain full, ship owners will have to adjust by
laying up extra vessels now and concentrate on right-
sizing and optimizing their fleets for future operation.

IV. Macroeconomic Environment
A. Outlook

As we enter 2009, the U.S. and global economies are
in steep decline, in what is the most severe synchro-
nized global downturn of recent times. Monetary and
fiscal policies are loosening around the world to vary-
ing degrees—most aggressively in the United States—
but they are battling against an extreme credit crunch,
and will take time to become effective. Combined with
the Fed's vigorous easing, fiscal stimulus should help
to stabilize the U.S. economy in the second half of
2009. One year from now, we will probably be able to
look forward to 2010 with solid hope for a resumption

of global growth. But first we have to get through 2009,
which will likely see the first decline in world real GDP
in the postwar era.

All cylinders are firing in reverse. The holiday shop-
ping season is proving as bad as retailers had feared.
U.S. Real consumption dropped 3.8 percent in the third
quarter; we expect declines in the 2.5-3.0 percent
range in the fourth and first quarters. The decline in
the labor market is accelerating; the United States lost
533,000 jobs in November and we expect a loss of
550,000-600,000 in December. We see the unemploy-
ment rate at 9.1 percent by the end of 2009. Housing
starts and prices continue to retreat, with no end in
sight, and nonresidential construction is poised for a
steep drop in 2009. Export growth had been propping
up the U.S. economy, but with the rest of the world in
recession, we now expect exports to contract 7.0 per-
cent in 2009.

Deflation is now the threat as oil prices continue to
fall further. IHS Global Insight assumes that they hit a
trough of $30/barrel in the second quarter of 2009.
That's good for consumers, but plunging commodity
prices bring new dangers—deflation, not inflation, is
now the primary price risk. By the third quarter of
2009, we expect headline CPI inflation to be as low as
minus 3.8 percent year-on-year, largely on plunging en-
ergy costs. Core inflation will prove more stubborn
than the headline number, but will probably fall below
the bottom of the Federal Reserve's 1-2 percent com-
fort zone by the middle of 2009.

The Obama administration is preparing a large fiscal-
stimulus package. We know that it will be a mix of in-
frastructure spending, support for state and local
governments, increased transfer payments (e.g., ex-
tended unemployment insurance), and a "middle-
class" tax cut. The message from the Obama camp is
that the package will be valued somewhere between
$675 billion and $775 billion over two years. But how
quickly can the funds actually be spent? Infrastructure
spending is a key part of the package, and it cannot be
turned on and off like a faucet. We assume that the
funds will take much longer than two years to spend
out, and that the actual total stimulus injected over the
first two years will be $500 billion. Combined with the
Fed's vigorous easing, the package should help to stabi-
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lize the economy in the second half of 2009 and pro-
mote some recovery during 2010.

U.S. Real GDP Growth

5%

4%

>
3% 3
c
8
1% §
a
®©
% =
[1]
3
1% a
[]

1985 gg7 3%

1999
2001 04
2005 4%

2007

21 013

Figure 5

B. Economic Growth

We are not looking for signs of recovery yet, merely
for signs that the rate of decline is becoming less se-
vere—but cannot find them. We expect U.S. real GDP
to drop 5.6 percent in the fourth quarter of 2008 and
5.4 percent in the first quarter of 2009. We expect final
sales to decline less sharply in the first quarter than in
the fourth, but firms will need to cut back inventories
more aggressively. They are cutting production steeply,
but still not fast enough to prevent the inventory-to-
sales ratio from rising. We see negative growth through
mid-2009 and only anemic positive growth in the sec-
ond half, which would put the length of the recession
at somewhere between 18 and 24 months—the longest
in the postwar era. In terms of depth, we anticipate a
3.4 percent peak-to-trough decline in real GDP, ex-
ceeded only by the short-but-sharp 1957-58 recession
(down 3.7 percent). The calendar-year GDP outcome
for 2009 is a 2.5 percent contraction, worse even than
the 1.9 percent drop in 1982.

Housing remains a major drag on growth, and until
the housing market stabilizes, it will be impossible to
draw a line under the financial crisis. With the broader
economy now turning down, that means higher unem-
ployment, reduced household wealth, and greater inse-
curity among potential purchasers. The Fed's plan to
purchase mortgage-backed securities has been helpful,
driving 30-year mortgage rates down to around 5 per-

cent, but for the moment the benefits seem mainly
confined to refinancing rather than home purchases.
We expect housing starts to hit bottom only in the sec-
ond quarter of 2009, at just 561,000 units (annual
rate), and to improve only very gradually thereafter.
We expect the FHFA house price index to drop 11.6
percent from the first quarter of 2008 to the first quar-
ter of 2009, and another 9.5 percent by the first quarter
of 2010.

Other key supports to growth are being knocked
away. Declining consumer, housing and export de-
mand, coupled with tighter credit, will make busi-
nesses pull back on capital spending. Equipment
spending fell 7.5 percent in the third quarter, and we
expect declines averaging 19.8 percent over the next
three quarters. For 2009 overall, we foresee a 14.6 per-
cent drop in equipment spending. During 2007 and
the first half of 2008, rising private nonresidential con-
struction helped cushion the blow from plunging resi-
dential construction. But the availability of financing
for commercial real estate has tightened sharply, and
the need for extra retail and office space is evaporating
as consumer spending and employment decline. We
anticipate steep declines in private nonresidential
building, starting in the first quarter of 2009 and ex-
tending through the second quarter of 2010. The aver-
age spending decline is 11.9 percent in 2009 and 18.7
percent in 2010.

C. Labor Markets

While the good news is that the December jobs re-
port was not nearly as negative as the ADP estimate of
693,000 losses reported earlier in the week, the bad
news is that the reductions in November and October
were revised upward. The economy lost a cumulative
2.6-million jobs in 2008—a drop of 1.8 percent from
its peak in December 2007—a large reduction by any
standard, with 1.9 million of those losses in the final
four months of the year. Employment reductions were
spread widely across the goods and services industries.
There were relatively large reductions in construction
(down 101,000) and manufacturing (down 149,000).
On the services side, there were major cuts in
trade/transport (down 121,000) and business services
(down 133,000).
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Prospects for the early months of 2009 are not good.
The recession has deepened and many industries are
facing inventory overhangs and deflationary conditions
in end-use markets. Production, as a result, will con-
tinue to be cut back, leading to further reductions in
hours worked and employment levels. IHS Global In-
sight expects that employment levels will continue to
move down through most of 2009, with the unemploy-
ment rate peaking at close to 9.2 percent in the first
quarter of 2010. Pending fiscal stimulus offers some
hope of an improvement in domestic economic condi-
tions during the second half of 2009. If the short-term
tax-cut stimulus is set too low, then there is a serious
risk that the economy will not respond as expected,
and very sluggish economic conditions could persist
through most of 20009.

D. Inflation

Falling oil prices set the stage for a large decline in
consumer prices during October, which fell 1.0 percent
during the month. The 8.6 percent retreat of energy
prices accounted for nearly all of the decrease. Exclud-
ing food and energy, "core" consumer prices inched
down 0.1 percent, as weakness in the retail sector led
to steep discounting at apparel stores. The drop in the
core rate also reflected the 0.7 percent decline of motor
vehicle prices—the automotive industry is struggling
as consumers shift spending away from big-ticket items
toward essentials.

The rapid and severe decline in energy and commod-
ity prices is providing immense downward pressure on
every inflation index, overwhelming the slighter move-
ments of other components. Headline CPI inflation is
expected to decelerate from 1.6 percent y/y in the
fourth quarter of 2008 to a low of minus 3.2 percent
y/y in the third quarter of 2009. With GDP still con-
tracting through the first half of 2009, the resumption
of inflationary pressures, largely brought on by the
Fed's unprecedented liquidity programs, will return too
late in 2009 to prevent the first yearly decline in head-
line CPI in 54 years. Excluding energy and food prices,
the core CPI stays positive through the upcoming year,
but falls below 0.9 percent y/y in the third quarter of
2009. The benefit of falling price levels will be bitter-
sweet for consumers, though, as income growth is lim-

ited by the deterioration of the labor markets.

The severe economic contractions have focused cen-
tral bankers' attention on bolstering growth, and firmly
placed inflation concerns on the backburner. Core PCE
inflation—the Fed's preferred inflation gauge— should
fall from 2.0 percent y/y during the final quarter of
2008 to a low of 0.8 percent y/y in the second half of
2009. Long-term inflation expectations remain an-
chored, keeping core PCE inflation below 2.0 percent
into 2013.

E. External Sector

The export outlook has deteriorated dramatically.
Banish the phrase "de-coupling" from your lexicon.
IHS Global Insight is on the record as having rejected
the notion that other parts of the world—especially the
emerging markets—have de-coupled from the U.S.
economy. Nevertheless, the extent of global interde-
pendence and the high degree of synchronization of
business cycles across the globe, which we are cur-
rently witnessing, is unprecedented. The recession is
now global, and U.S. producers will no longer be able
to rely on rapid export growth to counterbalance
falling domestic demand. We expect exports to decline
for five quarters in a row, beginning in the fourth quar-
ter of 2008, and to fall 7.0 percent on a calendar-year
basis in 2009. The damage from collapsing activity in
the rest of the world is compounded by last year's rise
in the dollar as investors fled risk, eroding the competi-
tive advantage of U.S. producers. The current-account
deficit should more than halve in 2009. More than
three-quarters of the reduction reflects a lower oil im-
port bill, helped by plunging prices. The rest reflects
U.S. consumers cutting back imports faster than the
rest of the world cuts U.S. exports.

A flight from risk sent the dollar sharply higher
against most currencies during the second half of 2008,
although some of those gains were retraced during De-
cember. We assume no major dollar shift during 2009,
with end-2009 values of $1.30/euro, 98 yen/dollar, and
C$1.19/dollar. Beyond 2009, we assume that (gentle)
dollar depreciation resumes. The Chinese renminbi
should continue to rise, but more slowly than before,
and we assume just a 1.3 percent appreciation against
the dollar over the next 12 months.
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F. Economic Policy

The standard Keynesian playbook says that when
monetary policy is facing a liquidity trap (i.e., the fi-
nancial sector mops up liquidity without increasing
lending) and private-sector spending is contracting,
then it is up to fiscal policy to step in. The Obama ad-
ministration is preparing a large fiscal-stimulus pack-
age. We know that it will be a mix of infrastructure
spending, support for state and local governments, in-
creased transfer payments (e.g., extended unemploy-
ment insurance), and a "middle-class" tax cut. The
message from the Obama camp is that the package will
be valued somewhere between $675 billion and $775
billion over two years. But how quickly can the funds
actually be spent? Infrastructure spending is a key part
of the package, and it cannot be turned on and off like
a faucet. We assume that the funds will take much
longer than two years to spend out, and that the actual
total stimulus injected will be $500 billion over the
first two years and $666 billion over the first three. The
stimulus package, financial bailout costs, and the reces-
sion will take the federal budget deficit above $1.3 tril-
lion in 2009 and close to $1 trillion in 2010. For now,
the need to support the economy trumps deficit fears,
but once the recession is over, President Obama will
face tough choices about his spending priorities. And
eventually other taxes will have to rise to cover the cost
of the middle-class tax cut.

In the state and local government sector, revenue
growth is slowing, while financing has become more
expensive and, in some cases, impossible. We project
operating deficits (national accounts basis) at $93.7
billion for the fiscal year that began on July 1, 2008.
We expect real state and local government purchases to
decline in the fourth quarter of 2008 and the first quar-
ter of 2009. They then stabilize, but only because we
assume that the federal government provides support
for current and capital spending totaling $341 billion
over three years, beginning in the first quarter of 20009.

V. Outlook for Major Marine and
Commodities Markets

A. General Freight Outlook

With the United States now officially in a recession,
the nation’s freight pool, measured in tonnage, will post
a drop of 3.1 percent in 2008, following a decline of 1.5
percent in 2007. On the bulk commodity front, coal
and metallic iron ores will post an increase, while non-
metallic minerals output drops sharply. Sky-high prices
throughout much of the year and the weak economy
will translate into a big drop in petroleum demand.
Waste and scrap materials traffic will suffer as indus-
trial sector activity weakens. Movements of farm prod-
ucts are forecasted to gain ground, reflecting the surge
in production of major crops during 2007 and rising
ethanol demand and capacity additions and their im-
pact on domestic corn usage. Production of major
crops appears headed for a 1.5 percent decline in 2008.
Turning our attention to general commodities, tradi-
tional manufacturing is set to decline by 3.2 percent as
consumer and business spending falter, residential con-
struction continues to weaken, and light vehicle pro-
duction tumbles. On the foreign trade front, after a
scant 2.0 percent increase in 2007, non-oil merchan-
dise imports are slated to decline by 3.4 percent.

The prospects for 2009 freight flows have dimmed,
and total tonnage is slated to fall by almost 5.0 percent.
The United States and, for that matter, the global econ-
omy are in the midst of a severe recession, and condi-
tions are going to get worse before they get batter. U.S.
real GDP is slated to contract 2.5 percent in 2009, ver-
sus an increase of 2.0 percent in 2007, while industrial
output declines 7.6 percent, following a 1.7 percent
slip in 2007. The combination does not bode well for
the nation’s freight pool. Drilling down deeper, coal
production is slated to increase a slight 0.9 percent,
while metallic ore output drops 7.5 percent. Deteriorat-
ing conditions in construction point to a 17.0 percent
drop in production of nonmetallic minerals. Petroleum
will benefit from the recent sharp drop in prices, but
the demand for petroleum production will remain
weak throughout the year. Traditional manufacturing is
set to decline by an additional 9.0 percent in 2009,
with materials, household goods, and machinery and
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equipment exhibiting considerable weakness as con-
sumers rein in their spending, Corporate America
slashes capital expenditures, and export-related pro-
duction drops about 7.7 percent. Declining manufac-
turing and building activity will translate into weaker
movements of scrap steel, waste paper, and industrial
and construction waste. Finally, non-oil merchandise
imports are slated to decline 9.4 percent.

Looking beyond 2009, freight flows will turn positive
in 2010 as GDP growth improves to 2.2 percent and
then accelerates to 2.8 percent from 2010-12. Indus-
trial production turns positive in 2010, posting a 1.0
percent increase, but then accelerates to 2.8-3.5 percent
annually. Coal and major crop production advance 1.5-
2.0 percent per year. During the 2011-13 period, hous-
ing, light vehicles, nonresidential construction, and
exports all turn the corner in a meaningful way. Tradi-
tional manufacturing, a key indicator of rail and truck
freight flow, expands by 4.2 percent annually. Non-oil
merchandise imports turn positive as consumer spend-
ing, business activity, and capital spending rebound,
rising 8.3 percent in 2010, 9.0 percent in 2011, 6.3 per-
cent in 2012, and 5.3 percent in 2013. With this as a
backdrop, the nation’s freight pool is slated to expand
by 1.1 percent in 2010, 3.7 percent in 2011, 3.9 percent
in 2012, and 3.5 percent in 2013.

We estimate that domestic waterborne tonnage will
decline 5.6 percent in 2008, with petroleum, industrial
and construction commodities, and manufactured
goods leading the way on the downside. Looking
ahead, bulk commodities rule the roost when it comes
to waterborne commerce, accounting for over 80 per-
cent of total tonnage. Coal production and exports,
construction materials, petroleum, chemicals, indus-
trial commodities, and waste and scrap all face rough
water in 2009, and domestic waterborne tonnage is
slated to decline by another 3.2 percent. Looking fur-
ther out, renewed strength in the economy and key
commodities should allow waterborne commerce to
expand by 0.7 percent in 2010 and 2.5 percent per year
from 2011-13.

B. Key Marine Commodities Markets
i. Coal
Based on economic concerns, the short-term outlook

for coal demand is decidedly softer than we had been
anticipating. Declining GDP growth is likely to remain
for some time to come and, in fact, will become worse
until mid-2009. Even then, growth will improve only
slowly through the remainder of this short-term out-
look (to the end of 2010). Adding insult to injury, the
economic slowdown is now expanding geographically,
and the effect on coal production is one of anticipated
slower exports. The bottom line is that after an increase
of 1.7 percent in 2008, coal production declines 1.3
percent in 2010. Looking further out, better economic
conditions translate into coal-production gains of 0.7
percent in 2010, 1.7 percent in 2011, 2.0 percent in
2012, and 1.9 percent in 2013. Beyond the anticipated
performance of the economy and the demand for coal
in key overseas markets, coal production in the years
ahead reflects anticipated net additions to coal-fired ca-
pacity, totaling almost 12,700 megawatts of capacity
from 2009-13.

In the East, production grows 3.9 percent in 2008,
largely on the back of much higher exports. A near 2
percent decline should be seen in 2009, however, as
output is dragged down by a weak economy and some
losses in Central Appalachian markets despite still-ris-
ing demand.

Interior production is cautiously expanding, waiting
for the full effect of scrubber installations around the
country to be felt. Production from this region in 2008
has declined more than 2 percent compared with 2007,
but much of that is due to very high output early that
year. We are forecasting better than 3 percent growth
for 2009, based largely on the growing opportunities to
supply units newly equipped with flue gas desulfuriza-
tion (FGD).

In the West, production is growing about 1.3 percent
this year, but some curtailment was anticipated during
the final part of 2008 from the strong output of the
third quarter. Major Powder River basin producers
have announced a number of production cutbacks
aimed at adjusting output to the declining market con-
ditions. That same slow economy will create a nearly 2
percent decline in output in the West next year, accom-
panied in part by the effect of coal switching to higher-
sulfur products in the aftermath of FGD retrofits.

Exports for 2008 rose an estimated 40 percent above
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2007 levels, but entering 2009, the outlook is much
less optimistic for U.S. exporters. Demand is declining
amidst a global economic turndown and competition
from other international coal suppliers is intensifying.
On the metallurgical (met) side, plummeting steel pro-
duction worldwide is potentially creating a strong sur-
plus of coking coal, particularly as many steel
producers requested that some 2008 shipments be de-
ferred into 2009. On the steam side, lower ocean
freight rates and declining Asian demand have sud-
denly brought Australian coal into the Atlantic market.
We are forecasting a decline in total U.S. exports of
more than 10 million tons in 2009. As for 2010, we an-
ticipate a rebound in met shipments, but that will
likely be offset by an even stronger presence from Aus-
tralia on the steam coal side.

Imports into the United States are similarly expected
to decline in 2009. This stems not only from the over-
all demand decline that is due to the economy, but
from two other factors as well. First, the surge of FGD
installations is likely to take its toll on many imports as
many of those retrofits are occurring along the East
Coast, where we expect several plants to switch to
higher-sulfur U.S. coals once their scrubbers are in
place. Second, the inventory correction we foresee for
2009 will likewise provide downward pressure on de-
mand as coal buyers look to shed higher-than-desired
stockpiles.

Coal Production
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ii. Agricultural Commodities

Calendar year production of major crops, including
corn, wheat, sorghum, oats, barley, soybeans, and oth-
ers, rose 15.1 percent in 2007 but is slated to decline
1.5 percent in 2008. Looking further out, crop produc-
tion rises 5.4 percent in 2009, 2.8 percent in 2010, 2.0
percent in 2011, 0.7 percent in 2012, and 1.6 percent
in 2013.

On a crop-year basis, domestic demand for corn ap-
pears headed for an increase of 1.9 percent in 2008 and
then advances 3.6 percent in 2009, 6.3 percent in 2010,
1.7 percent in 2011, 0.7 percent in 2012, and 2.1 per-
cent in 2013. Exports of corn are slated to decline 19.8
percent in 2008 to 1,954-million bushels and then slip
1.9 percent in 2009 to 1,917-million bushels. Exports
are then pegged at 1,878-million bushels in 2010,
1,936 million in 2011, 1,963 million in 2012, and
1,984 million in 2013.

Initial reports suggest that domestic demand for
wheat increased 22.1 percent in 2008 to 1,302-million
bushels and are forecasted to total 1,287 million
bushels in 2009, 1,313 million in 2010, 1,326 million
in 2011, 1,334 million in 2012, and 1,341 million in
2013. Wheat exports are slated to fall 20.5 percent in
2008 to 1,005-million bushels and then come in at
1,110-million bushels in 2009, 1,081 million in 2010,
1,033 million in 2011, 1,037 million in 2012, and
1,046 million in 2013.

Soybean demand is estimated at 1,923-million
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bushels in crop year 2008, an increase of 1.6 percent.
Demand then advances 14.0 percent over the next five
years, reaching 1,999 million bushels in 2009, 2,051
million in 2010, 2,103 million in 2011, 2,147 million
in 2012, and 2,193 million in 2013. Soybean exports
are set to drop 10.7 percent in 2008 to 1,037-million
bushels and then rise to 1,082-million bushels in 2009,
1,166 million in 2010, 1,213 million in 2011, 1,304
million in 2012, and 1,322 million in 2013.

Production of Corn, Wheat, Sorghum, Oats,
Barley, Soybean, Rice & Cotton
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iii. Nonmetallic Minerals

Movements of crushed stone, sand, and gravel will
remain weak until 2011. Construction activity is the
driving force when it comes to nonmetallic minerals.
Construction spending will be weak across the board
in 2009. Shakeups in the residential market have
spilled over into the nonresidential segment. The avail-
ability of financing for commercial real estate has tight-
ened sharply, and the need for extra retail and office
space is evaporating as consumer spending and em-
ployment decline. With no new projects in the
pipeline, steep declines are anticipated in private non-
residential building, starting in the first quarter of 2009
and extending through the second quarter of 2010. Not
until 2010 is the stimulus money for infrastructure
projects expected to give a push to the public construc-
tion. The focus now is on the timing and magnitude of
the recovery.

Residential construction declined 18.1 percent in
2007 and could fall by as much as 21.3 percent in 2008
and 21.2 percent in 2009. Looking further out, residen-
tial construction is slated to turn the corner, advancing
15.5 percent in 2010, 22.3 percent in 2011, 11.4 per-
cent in 2012, and 7.6 percent in 2012. The nonresiden-
tial construction sector expanded 12.7 percent in 2007
and another 13.9 percent through the first half of 2009.
Nevertheless, the bloom is now off the rose. Nonresi-
dential construction growth decelerated to 9.4 percent
and is slated to drop 16.1 percent in 2009 and 15.3 per-
cent in 2010. Thereafter, nonresidential building ex-
pands 7.4 percent in 2011, 10.2 percent in 2012, and
7.8 percent in 2013. Public construction expanded 3.8
percent in 2007, but a slowdown in revenues will result
in a much more modest 1.4 percent in 2008 and 2.6
percent in 2009. Public construction activity then ex-
pands 16.3 percent in 2010, bolstered by the infrastruc-
ture stimulus package, and 2.2 percent in 2011 before
slipping -6.6 percent in 2012 and -6.3 percent in 2013.

iv. Manufactured Goods

Near-term weakness is anticipated for movements of
manufactured goods, and traffic will remain sluggish
well into next year. Traditional manufacturing will
limp out of 2008 and suffer a decline of 3.6 percent for
the year overall. Unfortunately, the prospects for 2009
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U.S. Production of Nonmetallic Minerals
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have dimmed, and a drop of 9.2 percent now seems
likely. Consumers may have gotten some relief from
sky-high gasoline prices, but the employment situation
has taken a decided turn for the worse, and the credit
crunch is only adding insult to injury. The 2008 holi-
day season was one of the worst on record. In 2009,
consumers will continue to sit on the sidelines, which
does not bode well for appliances, furniture, home
goods, consumer electronics, and residential building
materials.

Corporate America is expected to slash capital-
spending programs in the face of faltering final de-
mand, declining profits, and tighter credit standards.
As manufacturers, financial institutions, and other cor-
porations pull in their horns, we can expect consider-
able weakness in domestic demand for a whole host of
manufactured goods. Lastly, the industrial sector will
experience a reversal of fortune on the export front.
Exports had been about the only bright spot for manu-
facturers, but the spreading economic malaise and a
strengthening dollar are expected to result in consider-
ably weaker overseas sales of capital goods, industrial
materials and components, chemicals and other prod-
ucts. Looking further out, manufacturing activity ex-
pands 1.2 percent in 2010, 4.4 percent in 2011, 4.6
percent in 2012, and 3.7 percent in 2013.

v. Lumber and Wood Products
Demand for U.S. lumber products has been on the
decline as the economy is in a recession and the resi
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dential construction market is extremely weak. Pro-
ducers have been relatively responsive, scaling back
production and shutting down mills. Some of the cur-
tailments and closures will continue indefinitely, while
other mills have closed permanently and U.S. mills
have laid off workers. The slowdown in U.S. demand
for lumber has also created a negative backlash for
Canadian producers because the United States is a
major consumer of Canadian lumber products. Exports
from Canada into the United States declined 28.6 per-
cent year-on-year in August. This trend will continue
as long as the residential construction market in the
United States remains in recession. European lumber
producers are facing the same problems as North
American producers. As a result, they are also making
cutbacks in production. Random Lengths reports that
softwood lumber supplies in Germany have started to
outpace demand.

The slump in new home construction has taken a toll
on lumber shipments, and there will be little in the way
of improvement until 2010. The U.S. housing market is
not expected to bounce back until 2010. Housing starts
in the United States peaked at 2.073-million units in
2005 and then retreated to 1.812-million units in 2006
and 1.341-million units in 2007. Indications are that
housing starts fell to a mere 905,000 in 2008 and will
continue to fall to 604,000 units in 2009 and 976,000
units in 2010. Beyond 2010, housing starts bounce
back to the million-unit level with 1.339-million units
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in 2011, 1.558-million units in 2012, and 1.674-mil-
lion units in 2013.

U.S. Lumber and Wood Products Industry Output
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vi. Paper and Paper Products

U.S. production of paper and paper products de-
clined 1.7 percent in 2007 and dropped an additional
3.1 percent in 2008. Weakness in consumer and busi-
ness spending as well as manufacturing activity, in par-
ticular, will take a serious toll on packaging materials
and printing and writing paper, and production will fall
8.6 percent in 2009. Some signs of life will emerge as
we move through the second half 2009 and into 2010,
but the paper industry will not show meaningful im-
provement until 2011. Paper-industry output is slated
to edge up 0.7 percent in 2010 and then accelerate to
2.9 percent in 2011, 3.6 percent in 2012, and 3.0 per-
cent in 2013.

U.S. Paper Industry Output
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vii. Chemicals

Demand in North America should falter over the near
term, as the current economic turmoil in the United
States hampers growth in orders from manufacturing,
light vehicles, housing and construction, and other key
client industries. Adding insult to injury, the prospects
for exports have dimmed in the face of weaker foreign
economies and a slightly stronger dollar. U.S. produc-
tion of chemicals and products increased 1.5 percent in
2007, but it is now slated to decline 3.5 percent in
2008 and 7.6 percent in 2009. Looking further out, do-
mestic demand will turn the corner and be joined a bit
later by solid export growth, allowing chemical-indus-
try output to advance 1.6 percent in 2010, 4.8 percent
in 2011, 6.1 percent in 2012, and 5.7 percent in 2013.

U.S. activity took a turn for the worse in 2008, and
exports headed south as the U.S. recession spreads to
the rest of the world. Depressed economic conditions
hurt all the key petrochemical markets in the United
States, including construction products, home goods,
autos, packaging, general consumer products, and in-
dustrial equipment. The situation is equally dire
throughout the industrial world, with the emerging
economies not far behind. We see U.S. petrochemical
volume declining a total of 16 percent in 2008-09. We
expect growth of just about 1 percent in 2010, followed
by more robust performance close to 5 percent in 2011.
U.S. petrochemical exports remain under pressure dur-
ing the forecast period as rising global supply, stem-
ming in large part from the Middle East
cost-advantaged capacity buildup, makes it harder for
the United States to ship products to Asia and Europe.

U.S. Chemical Industry Output
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viii. Plastic Pellets

Weakness in the economy and housing, light vehicle,
and particularly consumer spending will continue to
take a toll on the plastics and plastic-products industry
as well as the transportation of plastic products. U.S.
production of resins appears headed for a 9.8 percent
decline in 2008 and a 16.2 percent drop in 2009. Look-
ing further out, resin production does turn the corner,
rising 3.4 percent in 2010, 7.5 percent in 2011, 7.7 per-
cent in 2012, and 5.3 percent in 2013. Production of
plastic products, which are made from plastic pellets,
are slated to decline 3.6 percent in 2008 and 9.8 per-
cent in 2009 before advancing 1.8 percent in 2010, 5.0
percent in 2011, 4.5 percent in 2012, and 3.8 percent
in 2013.

U.S. Plastic Products Output
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ix. Cement

Cement prices are poised to be weaker in 2009 than
in 2008 as the global economy slows. Demand for ce-
ment is on the decline as construction spending is
weakening. This signifies that price escalation in the
construction industry is slowing down. The timing of
the recovery will vary by country depending on how
quickly construction activity picks up again. Weak de-
mand for cement has been met by both cuts in produc-
tion and falling import levels, especially in the United
States. We anticipate an imbalance in the cement in-
dustry as supply outweighs demand, creating a surplus.
U.S. plant expansions have been delayed or scaled back
to meet this declining demand. Overall, we do not an-
ticipate significant strength until 2011.

U.S. cement production declined 0.8 percent in 2007
and is slated to fall 7.4 percent 2008. Production
growth will resume thereafter with growth rates of 15.1
percent in 2009, 7.1 percent in 2010, 6.1 percent in
2011, 7.1 percent in 2012, and 4.9 percent in 2013.

U.S. Cement Industry Output
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x. Steel Mills

The United States is in the midst of what will prove
to be a severe recession, and most steel-consuming sec-
tors, including light vehicles, consumer durables, capi-
tal goods, and construction, face some rough roads
ahead. We expect that U.S. iron and steel production
fell 6.3 percent in 2008 and will decline another 24.1
percent in 2009 before inching ahead 4.8 percent in
2010. Looking further out, once the economy gets back
on track, iron and steel production increases 8.6 per-
cent in 2011, 8.2 percent in 2012, and 6.3 percent in
2013.

U.S. Iron & Steel Industry Output
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xi. Steel Scrap

Demand for steel scrap dipped in Asia, so businesses
there shifted to sourcing it closer to the consuming
market rather than importing it from the United States.
Given that scrap is a low-valued commodity versus fin-
ished mill products, demand from overseas is very sen-
sitive to the transportation costs. Export demand fell
sharply from the United States. With weak U.S. de-
mand, inventory rose very quickly. This translates to
collapsing scrap prices, as it is a quintessential mar-
ginal market. With domestic steel-industry activity
heading lower over the near term and the rest of the
world experiencing difficulty, the prospects for steel-
scrap demand and shipments through 2009 and well
into 2010 will be depressed.

xii. Motor Vehicles

Ailing consumer confidence levels, tight credit avail-
ability, and rapidly rising unemployment, among other
problems in the consumer sector, resulted in unit sales
of 10.01 million during the fourth quarter of 2008, a
37.1 percent drop compared to the same quarter in
2007. Lower employment and reduced household
wealth have created much insecurity among potential
purchasers. Tighter credit conditions and uncertainty
about the future of the domestic auto industry have
only made matters worse. On an annual basis, unit
sales of light vehicles fell an estimated 18.8 percent in
2008 and will fall an additional 21.3 percent in 2009
before turning the corner in 2010 with growth of 21.5
percent. U.S. light vehicle sales ended 2008 at 13.06
million units and will fall to 10.29 million units in
2009, nearly 40 percent below their 2001-07 average of
16.70 million units.

North American light vehicle production topped fif-
teen million units in 2007. However, the near-term
outlook for the automotive industry is becoming in-
creasingly grim as economic conditions continue to de-
teriorate. In response to faltering demand,
manufacturers cut production by some 230,000 in
2008 to 12.73 million units. Production for 2009 is
now projected to be at a very low 11.41 million units.
As the economy enters recovery in 2010, manufactur-
ers will see improved conditions, and the domestic
auto industry will likely see a major overhaul. At the
end of 2008, Detroit manufacturers were given a re-

prieve in the form of a financial aid package from the
federal government. The auto industry that emerges

from crisis is likely to look very different—operating
with fewer plants, producing fewer models, and per-

haps have fewer players.

U.S. Light Vehicle Sales
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xiii. Motor Vehicle Parts

The slump in light vehicle sales and production has
dampened movements of auto parts. North American
light vehicle sales peaked back in 2005 at 19.7 million
units and will bottom out at 14.9 million units in 2009,
a drop of more than 24 percent. Sales are slated to re-
cover to 16.6 million units in 2010, 17.8 million in
2011, 19.0 million in 2012 and 19.4 million in 2013.
Parts production will rebound along with unit sales
and production. U.S. production of auto parts is slated
to drop 8.5 percent in 2008 and 24.5 percent in 2009
before increasing 6.5 percent in 2010, 10.0 percent in
2011, 6.4 percent in 2012, and 2.8 percent in 2013.

xiv. Petroleum

Oil prices are clearly past their peak. The financial
crisis has shaken any optimism in markets that a sharp
slowdown for the global economy can be avoided. For
commodities generally, demand growth forecasts are
being revised down. Demand has been the key driver
behind the oil price inflation over the last six years,
and this rapid shift in expectations has had a corre-
spondingly large impact on oil prices. At the time of
writing, WTI was hovering near $40/barrel, more than

22

EQUIPMENT LEASING & FINANCE FOUNDATION



TRANSPORTATION OUTLOOK: MARINE EQUIPMENT FINANCE MARKET

U.S. Motor Vehicle Parts Industry Output
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70% lower than the 11 July peak of $147/barrel.

Lower demand growth forecasts have not been the
only price driver, however. Another impact of the fi-
nancial crisis has been a reduction of liquidity on crude
futures exchanges. With banks and hedge funds either
denied credit facilities or hoarding capital, less has
been speculated on commodity futures markets.
Traders have also been stung by the pace of the price
decline, falling appetite for risk, and sheer volatility of
the market. This environment has weakened the sec-
ond pillar of the supports for high prices—capital flows
into oil and commodity markets. The prevailing mar-
ket mood has shifted; even if capital does slowly return
to commodities, it is unlikely to be long on crude.

The final support for high prices—short supply—is
also now weakening. A number of significant new proj-
ects have been scheduled for 2008 and 2009, many of
which have already begun production. Having agreed
to cut output in September and November of 2008, this
will place a great burden on OPEC members, who will
already have to downgrade revenue expectations be-
cause of lower prices. The possibility of overproduction
is greatest in this type of environment.

U.S. production of refined petroleum products will
remain lackluster through 2009, as the weak economy
takes a toll on demand. Looking further out, better
economic conditions allows petroleum product output
to advance 1.3 percent in 2010, 2.6 percent in 2011,
3.2 percent in 2012, and 3.2 percent in 2013.

Energy Prices
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xv. Natural Gas

U.S. natural gas end-use demand growth is slowing
in line with the recession and consequent slowdown in
electricity demand and industrial output, growing only
1.7 percent in 2008 and declining 2.9 percent in 2009.
Industrial demand slumps in the first half of 2009 as
the worldwide recession hits home. Industrial natural-
gas demand has shifted gears from significant growth
in the first half of 2008 to accounting for the entire de-
mand decline in 2009. Energy-intensive industries
have been hard hit by the recession. Industrial demand,
which accounts for 30 percent of total demand, will de-
crease 4.3 percent in 2009 as a consequence of the
deepening recession. This development will reduce
winter peak demand the most and cause storage with-
drawals to decrease relative to 2008. Residential and
commercial demand sustains the gas market in 2009,
responding to normal cold weather and low-income
heating-assistance programs.

With U.S. gas supply increasing 6.8 percent in 2008
and pressuring prices downward, a dramatic drop-off
in drilling activity is required to restore balance to the
gas market. Independent producers, overextended in
shale gas development, have been the first to retract.
Independent producers became overextended in pur-
chasing extensive inventories of leaseholds that now
have to be carried during a period of lower natural gas
prices. Overextension carries with it several conse-
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quences. Exploration and development expenditures
must be reduced, with only the best prospects going
forward into development. Capital expenditures will
decline 35 percent in 2009 from $107 billion in 2008
to $79 billion in 2009. Drilling responds to a 20 per-
cent decrease in wellhead prices in 2009. The natural-
gas-directed rig count will decrease by 268 rigs from an
average of 1,460 in 2008 to 1,192 in 2009. Production
decreases will occur during the winter of 2009. Since
production lags drilling, the biggest hit to production
will occur 6-12 months after the decrease in rig count.

C. Key Marine Market Outlooks

i. International Shipping Outlook

The economic crisis has hit international trade hard
as a result of the collapse of consumption and indus-
trial capital investment. U.S.-based import trades are all
negative, and with the strengthening of the dollar coin-
ciding with the drop in bulk rates, containerized ex-
ports will also lose their recent surge. Intra-Asia trade
has managed to hold up in 2008, as has Far East-to-Eu-
rope trade, but only barely. The outlook for 2009 is an-
other matter. The three big headhaul trades on the
east-west axis went negative in 2008, after experienc-
ing double-digit growth in the last four out of six years.
During the 2001-02 recession, trade managed to re-
main in positive territory. There is still new vessel ton-
nage entering the market, just as trade volumes are
disappearing. This is creating serious over-capacity,
which the carriers are struggling to deal with by means
of slow steaming, dropped sailings, changing network
routings, and finally withdrawal of tonnage into long-
term lay up.

Until recently, the shipping industry has enjoyed the
fruits of globalization, with high demand for bulk and
liner vessels alike. Charter rates and liner freight rates
recovered to provide owners and operators with rates
of return that outshone anything the industry had seen
for many years. Then, the financial crisis began in mid-
2007 as subprime mortgages began to default. The cri-
sis has since worsened and has led to the near collapse
of the banking system, and with it, the collapse of in-
ternational trade. Growth projections for major devel-
oped countries, including the United States, France,
Germany, and the United Kingdom, are all negative in

2009. China's GDP growth is expected to decline from
9.5 percent in 2008 to 8.0 percent in 2009; however,
this is probably too optimistic, and an estimate of 6
percent may be closer to the mark.

The immediate reaction to capital losses by con-
sumers was a collapse of confidence, and with it an end
to spending as savings increase to alleviate erosion of
asset values. This hit the liner industry directly, with
trade dropping sharply already in 2007 on the Transpa-
cific and in 2008 on the Far East -Europe routes. This
was followed by the virtual disappearance of credit to
both the consumer and industry. Gross fixed capital
formation, as reported by the OECD, is already nega-
tive in 2008 and will decrease substantially in 2009.
This is further impacting the volume of goods moving
by sea. The OECD is projecting that the volume of
global imports will drop from 4.1 percent growth in
2007 to 1.2 percent in 2008 and -0.2 percent in 2009,
which is very much in line with estimates of private
consumption figures in the OECD.

The impact of these diverse but simultaneous pres-
sures on the liner industry has been frightening to say
the least. Freight rates are crashing at their fastest pace
ever recorded. This is true for all sectors of the indus-
try—bulk and containers. The Baltic Freight Index,
which covers the key dry bulk markets, has plunged in
excess of 94 percent since mid-2008. The Far East to
Europe spot container freight rates have plunged
nearly as far, with market indications of $200 and less
per TEU available. With slot costs well above this, the
consequences are not difficult to predict.

a. Global Container Trade

According to the November 2008 Drewry report, the
world container ship fleet increased 3.9 percent to
reach 11.9 million TEUs, or twenty-foot equivalent
units. This is the highest quarterly growth rate of 2008.
On a year-on-year basis, fleet capacity has grown 13.6
percent. The largest growth was in the post-Panamax
class of ships, which grew just over 8 percent. This in-
crease could not have come at a worse time. As we
look forward to 2009, we can see a further increase of
around 15 percent, taking the nominal capacity to
nearly 14 million TEUs. Unemployed containerships
are increasingly becoming the norm. AXS Liner esti-
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mated in late November 2008 that around 115 ships,
with a combined capacity of 270,000 TEUS, were inac-
tive. This is over 2 percent of the fleet, and more are
joining this inactive pool almost on a daily basis. It
would not be surprising to see over 5 percent of the
fleet being laid up.

Emblematic of how pervasive the U.S. collapse has
been in relation to global growth, reduced consumer
demand in the United States and Europe has dealt a
major blow to global container trade. In 2008, world
container trade is expected to grow only 4 percent,
down from growth of more than 9 percent in 2007, and
well below growth levels seen after 2001. In the long
run, however, container trade will bounce back and
continue to be the fastest-growing shipping service
type. If they can make it through the current down-
turn, firms will benefit from compound annual growth
rates of 5.0 percent between 2008 and 2013.

ii. Coastal Shipping Outlook

U.S. waterborne trade tonnage in 2007 is estimated to
be 2.3 billion metric tons, of which nearly 40 percent
was domestic freight.'” Coastwise freight carriage
amounted to just over 185 million metric tons, or 7.9
percent of total waterborne tonnage. Coastwise trade
has declined since 2002 in large party owing to the ex-
pansion of petroleum imports and a 25 percent crude
oil production cut at the Trans-Alaska pipeline.'® As of
2007 year-end, there were more than 38,000 U.S. pri-
vately-owned vessels operating along U.S. coastal and
internal waterways, up a little more than 2 percent since
2002. The greatest change in fleet size has been in the
double-hulled tank vessel market. The double-hulling
of coastal tank vessels, as required by the Oil Pollution
Act of 1990, will likely be complete by 2010. The num-
ber of dry barges stayed roughly the same in 2007, with
only 54 net additions to the fleet since 2002.

a. The Gulf Region

In 2007, the Gulf Coast received 31.7 percent of
vessel calls at U.S. ports. Of these, 11,398 of the Gulf's
20,203 vessel calls, or 56.4 percent, were made by
petroleum or chemical tankers." This is an increase of

nearly 30 percent since 2002. Vessels carrying a U.S.
flag accounted for slightly less than 12 percent of do-
mestic vessel calls, and 15.8 percent of these were re-
ceived along the Gulf Coast. Between 2002 and 2007,
ports along the Gulf experienced significant decreases
in total calls by combination carriers and roll on-roll
off vessels operating under foreign flags. The number
of vessel calls by U.S. flag containerships along the
Gulf fell nearly 30 percent; however, the overall aver-
age size per call of a containership sailing under a U.S.
flag increased 10.2 percent in terms of TEU, and the
average size of a Jones Act containership jumped an
even greater 18.2 percent.

Petroleum shipments dominate domestic waterborne
traffic at ports along the Gulf Coast. Of the more than
124 million short tons of commodity traffic through
the Gulf waterways in 2007, petroleum accounts for an
estimated 66 million short tons—more than half of
total traffic. Petroleum trade in the Gulf hit a trough in
2002, and by the end of 2007, tonnage had risen nearly
25 percent.?® While record-high oil prices drove up
transport costs and led to a fairly sharp drop in petro-
leum demand, they were also instrumental in support-
ing terrific profits. Lease rates for oil tankers remained
high while crude oil prices sat above $100 per barrel.
Vessel values in the oil patch have held well thus far,
and capital expenditures on offshore deepwater proj-
ects will likely continue as normal, though the more
prospective of these could stand to see some delay.
Much, however, will depend on how oil prices move
next year. If prices remain low, capital expenditure
could stagnate again in 2009. Even if price levels im-
prove, though, we are unlikely to see a large uptick in
spending until companies are assured that a market
turnaround will be sustained.

b. North Pacific

International waterborne traffic passing through
ports in the North Pacific region consists mostly of dry
bulk exports, primarily out of Puget Sound. Dry bulk
shipments make up almost half of total global com-
modities trade in the region. Oil shipments from
Alaska to northwest ports, such as Tacoma, account

V7Leading the Future. U.S. Department of Transportation Maritime Administration 2008-2013 Strategic Plan

18U.S. Water Transportation Statistical Snapshot. U.S. Department of Transportation Maritime Administration. May 2008

19U.S. Water Transportation Statistical Snapshot. U.S. Department of Transportation Maritime Administration. May 2008

20Waterborne Commerce National Totals and Selected Inland Waterways for Multiple Years. Preliminary 2007 data, U.S. Army Corps of Engineers, Institute for Water Resources Navigation Data Center.
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for more than 60 percent of domestic vessel traffic in
the area. The average carrying capacity of a Jones Act
double-hulled tanker increased 26.5 percent from 2002
to 2007,2! which implies that deadweight tonnage in-
creased over the five-year period despite an 11 percent
decline in the number of domestic vessel calls. Con-
tainerships represent roughly a quarter of total vessel
calls received in the North Pacific. The number of for-
eign vessel calls received in 2007 was one more than
the number received in 2002, while vessel calls by con-
tainerships sailing under a U.S. flag grew by 4.1 percent
during that time.

State economies in the North Pacific region—namely
Alaska, Washington, and Oregon—are expected to fare
better than economies in the South Pacific. As much of
the Jones Act trade in the region pertains to the ship-
ment of energy-related products from Alaska, the
health of the state's natural resources and mining sec-
tor will be crucial to domestic trade in the region. In-
dustrial production slowed entering the latter half of
2008 and will continue to eke along during the first
half of 2009; nonetheless, the second half of 2009
should see vast improvement to Alaska's mining sector.
Plans for a natural gas pipeline are in the works as
Alaska continues to increase development of its natural
resources. However, there remains confusion in regards
to who will be building the pipeline, and the competi-
tion could delay actual construction. In addition, envi-
ronmental concerns keep surfacing when there is any
new exploration or development planned. From
drilling on the North Slope to potential mining projects
in Bristol Bay, the lawsuits and issues could create fur-
ther delays.

c. South Pacific

Ports in the South Pacific region serve as the number
one gateway for U.S. trade with Asia. Weakness in the
U.S. has curtailed domestic spending and demand, and
the worldwide slowdown has eroded away the U.S. ex-
ports boom. Taken together, it should be no surprise
that total international seaborne tonnage passing
through the South Pacific is projected to decline 2.8
percent in 2009. However, as the global economy heads
toward a recovery in 2010, commodity trade traffic in

the region will follow suit, and seaborne tonnage
growth will return to an average of 3.9 percent from
2010 to 2013. Jones Act vessels in the region mainly
serve to connect Hawaii with the U.S. mainland, and
growth along that particularly trade route tends to be
slow. From 2002 to 2007, the largest increase in U.S.
vessel calls has been in the roll on-roll off vessel mar-
ket.

Containerized trade in the area will suffer the greatest
punch. TEU volume has fallen off significantly from
the double-digit growth rates seen during 2004-06.
Growth in 2007 was a mere 2.9 percent, and antici-
pated growth for 2008 and 2009 are even lower. Falling
personal income has depressed U.S. consumer demand,
which is a double-whammy for ocean-going trade in
the South Pacific. Among other things, reduced U.S.
demand results in a drop-off in imports of manufac-
tured goods from Asia, and it also leads to a decline in
U.S. exports of pulp and other paper products to Asia
used in the production of boxes and wrappers in which
to enclose the manufactured goods. Container traffic,
although not expected to reach the same levels as dur-
ing 2004-06, will bounce back to health as the U.S.
economy awakens in 2010. In terms of TEU, overall
container traffic will expand at a compound annual
growth rate of 4.4 percent during 2008 to 2013.

d. North Atlantic

Waterborne shipments of dry bulk in the North At-
lantic, the smallest coastal region, experienced tremen-
dous growth in 2008, mostly as a result of increased
exports of coal during the first part of the year. Another
such hike in coal exports is not anticipated. Since
2002, the number of vessel calls at North Atlantic ports
by all ships operating under U.S. flags has increased
30.7 percent, with the greatest growth coming from the
dry bulk segment. However, as U.S. and world eco-
nomic conditions continue to deteriorate, growth in
the segment will slow noticeably.

Container trade traffic is a small but fast-growing seg-
ment in the North Atlantic region. International con-
tainers principally move through the twin ports of New
York and New Jersey. Traffic volume for January 2009
is projected to be down 8.1% compared to December

2U.S. Water Transportation Statistical Snapshot. U.S. Department of Transportation Maritime Administration. May 2008
20.S. Water Transportation Statistical Snapshot. U.S. Department of Transportation Maritime Administration. May 2008
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2008 and down 4.2% compared to January 2008.
Weakness in the U.S. dollar is anticipated to have
pushed import levels from Europe down 2.4 percent in
2008, and the recession will suppress imports down
even further in 2009. Trade traffic from Europe is ex-
pected to drop 4.8 percent in 2009. In addition, waning
demand in Europe will push exports down 3.3 percent
in 2009. With traffic declining, ports in the region are
operating without congestion. Trade will resume after
2009, with the fastest growth in container and general
cargo volumes. Both service types are expected to
achieve annual growth rates above 4 percent.

e. South Atlantic

The number of vessel calls at ports along the south-
ern Atlantic coast by all U.S.-flag vessels was essentially
flat from 2002 to 2007. Only a 56 percent increase in
calls by roll on-roll off vessels pulled totals out of nega-
tive territory. Containership vessel calls, which account
for nearly half of all calls, fell 9.2 percent from 685 in
2002 to 622 in 2007.° Another significant decrease in
vessel calls was in the petroleum and chemical tanker
market. Vessel calls by tankers sailing under U.S. flags
dropped 10.7 percent. Congestion-free ports are not a
recent phenomenon. Both Savannah and Charleston
are expected to have low congestion through at least
the first half of 2009. Traffic in Charleston may suffer
further reduction if South Carolina loses its battle
against Maersk's announcement that it will end vessel
calls at the port by December 2009.

The South Atlantic economy has ground to a stand-
still after several years of rapid growth. Boosted for sev-
eral years by outsized growth in its construction sector,
the South Atlantic has reversed course due to the real
estate downturn and the mortgage crisis and is now
being hurt by the financial crisis as well. Over the past
few years, growth in the construction industry had
helped compensate for losses in manufacturing but not
anymore. The region's large but shrinking manufactur-
ing sector gave up more than 60,000 jobs in 2007 and
had already lost another 70,000 by the end of Septem-
ber 2008. Since 2000, the region's manufacturing in-
dustries have shed more than 600,000 jobs. The
region's weakness will persist through 2009, and de-

clining industries such as textiles will offset resumed
growth in high-tech manufacturing.

Although containerships make up more than half
of total vessel calls at ports in the region, trade traffic
in and out of South Atlantic ports is relatively well-
balanced among dry bulk, liquid bulk, and container
cargo in terms of tonnage. Total commodity traffic is
expected to grow at 2.0 percent before dipping down
to -3.4 percent in 2009. Some traffic will return after
2009, and growth in the region will reach an average
of 2.9 percent per year from 2010 to 2013.

iii. Great Lakes Shipping Outlook

Freight carried on the Great Lakes is almost equally
divided between domestic and foreign traffic, of which
more than 90 percent is U.S. trade with Canada. Total
waterborne tonnage hit its latest peak in 2004, with
103.5 million short tons domestically and 178.4 mil-
lion short tons overall. According to the latest esti-
mates by the U.S. Army Corps of Engineers, domestic
tonnage in 2007 fell to 95.6 million short tons, which
is down 1.3 percent compared to 2006 and down 7.6
percent compared to 2004.%

Waterborne commerce in the Great Lakes system is
dominated by dry bulk cargo. Iron ore and steel ac-
count for 44 percent of total domestic tonnage and 62
percent of domestic dry bulk tonnage. Flows of iron
ore and steel are expected to drop 11 percent in 2008
and then nearly 30 percent in 2009, as Detroit manu-
facturers continue to be embroiled in the automotive
crisis. Automakers worldwide are shuttering produc-
tion owing to plummeting demand, ailing profits, and
lack of money. Production cuts mean less motor vehi-
cles and motor vehicle parts, which in turn cuts down
demand for iron and steel. General cargo traffic, which
comprises roughly 10 percent of total traffic in the
Great Lakes system, will also be negatively impacted by
faltering auto demand. Sales of light vehicles for 2008
are expected to be down 18.8 percent compared to
2007, and the prospects for 2009 are not any rosier.
Light vehicle sales in 2009 are forecasted to fall another
21.3 percent to 10.3 million units. Auto sales are ex-
pected to pick up again beginning in late 2009. Traffic
flows of iron ore and steel will bounce back to 2.4 per-
cent in 2010.

BU.S. Water Transportation Statistical Snapshot. U.S. Department of Transportation Maritime Administration. May 2008
2*Waterborne Commerce of the United States: Part 3—Waterways and Harbors Great Lakes, U.S. Army Corps of Engineers, Institute for Water Resources Navigation Data Center, 2007
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There are also ongoing concerns regarding invasive,
non-native species being brought in by ocean-going
vessels and their detrimental effect on native wildlife.
New environmental standards and restrictions are pos-
sible while there remains discussion and protest. Ship-
pers in the Great Lakes must carefully monitor any
developments and prepare for probable impacts. As is,
total flows in the Great Lakes are expected to grow 2.5
percent in 2010 and will continue to expand at a mod-
erate compound annual rate of 2.0 percent from 2010
to 2013.

iv. Inland Shipping Outlook

Total tonnage transported by inland waterways is ex-
pected to see a slight decline of 0.8 percent in 2008. As
of November 2008, monthly shipments of coal and
coke were 4.2 percent higher during the first eleven
months of 2008 compared to the same timeframe in
2007; petroleum and chemical shipments were down
14.6 percent; and food and farm products had fallen 30
percent. Total waterborne commerce January through
November 2008 is down 7.6 percent relative to January
through November 2007%.

A dramatic turnaround in bulk commodity traffic is
unlikely over the near-term. Inland barge traffic is pri-
marily driven by bulk commodities, which makes up
almost 80 percent of total annual tonnage. Production
of coal, which can account for as much as 20 percent of
domestic internal waterborne traffic, declined 1.5 per-
cent in 2007 but picked up in 2008 as coal exports dur-
ing most of 2008 jumped more than 50 percent. A
weak dollar and strong domestic demand for coal-fired
plants contributed to increased coal traffic. However,
exports of coal are likely to decline as the dollar regains
strength. Demand growth for grain exports will proba-
bly be unsustainable given the stronger dollar and the
debilitated world economy. Operating constraints on
internal lock systems and delays on drayage projects
will further deter development and operation of larger

vessels and put a limit on potential growth. Inland
barge traffic is projected to grow at an average annual
rate of 2.1 percent per year from 2008 to 2013.

Inland Barge Traffic
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VI. Conclusion

The crisis will deteriorate further in the first half of
2009, but improvements should arrive by the latter
part of the year. Those companies able to weather the
storm will be better able to take advantage of the up-
turn. Those with sufficient funds will be able to con-
sider mergers and acquisitions at levels well below the
cost of recent acquisitions. Strategic positioning will
lead to a more consolidated industry with higher effi-
ciencies that is better able to deal with the new eco-
nomic rules that will result from the 2008 recession.
The drop in charter rates will make it possible to con-
tinue to operate and to provide services where yester-
day it was not possible to contemplate lower slot costs.
The downward spiral of freight rates based on everyone
trying to achieve target market shares cannot be sus-
tainable. That would be the end of the industry. The
link between value and service needs to be re-created
so the large investments by operators can achieve a suf-
ficient rate of return while providing the service ship-
pers require.
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VIl. Appendix
Table 1: U.S. Economic Forecast Summary
2007 2008 2009 2010 2011 2012 2013

Real GDP - % Chg. 2.0 1.2 -2.5 2.2 3.2 2.8 2.5
Industrial Output - % Chg. 1.7 -1.6 -7.6 1.0 3.5 3.3 2.8
Light Vehicle Sales — Mil. 16.1 13.1 10.3 12.5 14.5 15.4 16.2
Housing Starts — Mil. 1.3 0.9 0.6 1.0 1.3 1.6 1.7
Consumer Spending - % Chg. 2.8 0.3 -0.9 2.3 2.3 2.3 2.1
Business Invest. - % Chg. 4.9 1.9 -15.1 -0.3 12.7 9.5 6.4
Crude Oil WTI - $/BBL 72.2 99.6 34.3 51.2 774 86.8 92.7
CPI, All Urban - % Chg. 2.9 3.8 -2.2 2.4 3.4 2.5 2.5
PPI, Finish. Goods - % Chg. 3.9 6.3 7.4 2.2 4.0 2.4 2.6
Fed. Funds Rate - % 5.0 1.9 0.1 0.9 3.3 4.8 4.7
3-Month T-Bill Rate - % 4.4 1.4 0.2 1.5 3.7 4.6 4.6
10-Yr. T-Note Yield - % 4.6 3.7 2.3 3.4 4.9 54 54
Exchange Rate - Major Trading Partners 0.767 0.733 0.807 0.778 0.742 0.733 0.728

Note: Forecasts begin in 2008.
Source: Global Insight
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About the Study's Authors:

On October 10, 2008, THS Inc. (NYSE:THS) completed the formal closing of its acquisition of Global
Insight, Inc. At the same time, we are also changing the name of the company to IHS Global Insight
to reflect the powerful combination of information and insight we can now offer you. The THS Insight
resources include well-known businesses such as Cambridge Energy Research Associates (CERA),
Jane's Information Group, and IHS Herold.

IHS Global Insight provides the most comprehensive economic, financial, and political coverage of
countries, regions, and industries available from any source—covering over 200 countries and more
than 170 industries—using a unique combination of expertise, models, data, and software within a
common analytical framework to support planning and decision making.

Our equipment demand forecast databases provide historic and forecast information on equipment
investment by type, by purchasing industry, and by state. This analysis can be used to identify emerg-
ing market opportunities and to benchmark your performance relative to the rest of the industry.

We also offer a broad range of consulting services that leverage our wealth of business, financial, and
economic information to analyze business problems. Our international teams of experts advise cus-
tomers on specific issues that affect their competitive position, investment strategy, and response to
changing regulatory policies.

Key Products and Services
¢ Equipment Demand Forecasts
e Global, US, State, and MSA Construction Services
e Industry Risk and Analysis
e Cost Forecasting Services
e US Macro and Regional Economic Services

Recognized as the most consistently accurate forecasting company in the world, THS Global Insight
has over 3,800 clients in industry, finance, and government with revenues in excess of $95 million,
700 employees, and 25 offices in 14 countries covering North and South America, Europe, Africa, the
Middle East, and Asia.

About IHS, Inc.

IHS is a leading global source of critical information and insight, dedicated to providing the most
complete and trusted data and expertise. IHS product and service solutions span four areas of infor-
mation that encompass the most important concerns facing global business today: Energy, Product
Lifecycle, Security and Environment. By focusing on customers first, IHS enables innovative and suc-
cessful decision-making for customers ranging from governments and multinational companies to
smaller companies and technical professionals in more than 180 countries. IHS has been in business
since 1959 and employs approximately 3,500 people in 20 countries.
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r 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, estab-
lished in 1989 by the Equipment Leasing Association, is
dedicated to providing future-oriented, in-depth, inde-
pendent 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 provide studies that include invaluable
information for developing strategic direction within your
organization.

Your Eye on the Future

The Foundation partners with corporate and individual
sponsors, 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
equipment finance industry.

The Foundation’s resources are available electronically or
in hard copy, at no cost to Foundation donors and for a fee
to non-donors. The Foundation website is updated weekly.
For more information, please visit
www.leasefoundation.org

Resources available from the Foundation include the fol-
lowing research and emerging issues (check the website
for a complete listing):

Resources: Research Studies and White Papers

» US Equipment Finance Market Study

* Propensity to Finance Equipment — Characteristics of
the Finance Decision

* Business Differentiation: What makes Select Leasing
Companies Outperform Their Peers?

* Annual State of the Industry Report

* Evolution of the Paperless Transaction and its Impact
on the Equipment Finance Industry

* Indicators for Success Study

* Credit Risk: Contract Characteristics for Success Study

* Study on Leasing Decisions of Small Firms

Resources: Identification of Emerging Issues

 Annual Industry Future Council Report

* Identifying Factors For Success In the China

* Renewable Energy Trends and the Impact on the
Equipment Finance Market

* Long-Term Trends in Health Care and Implications for
the Leasing Industry

* Why Diversity Ensures Success

* Forecasting Quality: An Executive Guide to Company
Evaluation...and so 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 indus-
try. Since its debut in 1980, the Journal features detailed
technical articles authored by academics and industry
experts and includes Foundation-commissioned research
and articles. Journal articles are available for download
through the Foundation website. Subscriptions are avail-
able at www.leasefoundation.org

Weh 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
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