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Thinking that Technology can lead the Recovery is
Both Illogical and Indefensible

Microsoft (MSFT) and Amazon (AMZN) reported today after the close. Microsoft’s profits fell 29% on
weaker computer sales, with revenues falling y/y for the first time since 1986. Amazon similarly
reported after hours with lower second quarter earnings, but higher sales. Both stocks were down
significantly in after hours with both down about 7% from their close. Alexei Oreskovic from Reuters
asked if “Microsoft raises specter of doubt on tech recovery.” After a blowout day and two weeks of
daily gains in the markets, everyone is looking for a down day on Friday, and a slight stall of what we
have been calling the recovery trade. This report will question the logic of thinking that Technology can
lead the initial stages of this recovery.

Figure I: Traditional Sector Cycle Theory as Reported by Fidelity Investments
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Source: Fidelity Investments, Products Division
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If we believe that the economy is in the late recession phase, or maybe even early recovery then
according to conventional wisdom Financials and Consumer Cyclicals both durables and nondurables
are the traditional location for the next wave, which is off the bottom and into the early recovery phase.
In the table above during the early recovery phase Transportation as well as Technology stocks would
appear to be the place for the early recovery investments. In fact we argued last week that the recession
is likely over.

This recession however, has not been the traditional recession and the traditional recovery may not be
the norm in this recovery either. There are two factors that have thrown the traditional recovery pattern
into chaos and that is the extent of damage to the financial sector, and secondly the impact of gasoline
on the consumer and transportation. We will argue that this recovery will be lead by basic materials and
primarily construction materials given the conditions on the ground of this recession. This recession has
been the most severe and housing has experienced the most severe downturn in modern history. The
consumer is struggling with high unemployment, nearly 10%, and still relatively high gasoline prices,
which will affect the technology space, which ultimately needs a strong consumer to participate.
Transports similarly are still reeling from high gasoline prices.

The Case Against Consumer Discretionary and Transportation

For the past two years we have argued that the financial crisis was co dependently caused by the housing
crisis and the high price of gasoline that put undue pressure on the household. We had argued that the
economy had become unbalanced and the consumers difficulties in managing their personal budget or
disposable income, was at least in part caused by the high price of gasoline. This in turn put additional
pressure on the household ability to pay their mortgages bills.

The concern that we have with the Obama Administration’s focus on only one aspect of the co-
dependency is that the second component has been largely ignored, and it may even turn out to have
been a more critical cause of the recession of 2008, than the financial crisis. Professor Hamilton has
argued that:

“The implications that almost all of the downturn of 2008 could be attributed to the oil shock is a
stronger conclusion than emerged from any of the other models surveyed in my Brookings paper,
and it is a conclusion that I don’t fully believe myself. Unquestionably, there were other very
important shocks hitting the economy in 2007-08, most notably the problems in the housing
sector. But housing had already been subtracting 0.94% from the average annual GDP growth
rate over 2006:Q4-2007:Q3, when the economy did not appear to be in a recession. And housing
subtracted only 0.89% over 2007:Q4-2008:Q3, when we now say that the economy was in
recession. Something in addition to housing began to drag the economy down over the later
period, and all the calculations in the paper support the conclusion that oil prices were an
important factor in turning that slowdown into a recession.” (James Hamilton, “Causes and
Consequences of the Oil Shock of 2007-2008,” Paper presented at the Brookings Institution’s
April 2009).

All through 2007 and 2008 we strenuously argued that the high price of crude would ultimately bring

the economy into a recession. We argued that the energy crisis was at least a codependent cause to the
financial crisis. When the consumer could no longer pay their mortgage bills due to the high price of
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gasoline, the financial crisis was exacerbated. The risk models had not anticipated the level of struggle
by the homeowner, which would result from their inability to manage their household budget.

Many models had used the distinction designated by the EIA and endorsed by the Federal Reserve that
the correct measure was average income, whereas we at SISR argued that medium income highlighted
the plight of the household better. When gasoline was $4.17 we showed that over 8.2% of the medium
households budget went to gasoline alone. Unfortunately, the nature of the regulations that are currently
being proposed by the Administration and Congress are addressing only one part of this codependency.

In the past 30 months alone we have seen the price of crude go from $70 a barrel to $147, back down to
$30, and now back up to $72. In the past 5 months we have seen crude increase from $30 to $72 and
again we are seeing that segments of the economy are beginning to struggle, particularly the consumer.
As the price of crude went from $30 to $72 the price of gasoline has followed in tandem. Over the past
three weeks as the markets weakened the price of crude had fallen below $60 per barrel, but in the past
week, as the markets have appreciated the price of crude has again strengthened, with gasoline following
in tandem. Our concern is that crude and gasoline with rise sufficiently as the markets and economy gets
stronger to prevent the consumer from having sufficient free discretionary expenditures to have the
consumer discretionary sector lead the economy out of the recession.

We believe that this is an extremely critical point for any market participant to come to understand,
because the markets today as they were in 2006 and 2007 are currently highly influenced by the price of
oil and no reform of the banking system will begin to solve that problems, until Congress or the
President seriously takes on the question of crude oil. The current Energy Bill before congress is more of
an environmental bill than a true energy bill that addresses the dependency of the United States on
foreign oil. No matter how effective and important those regulation may be, it likely will not accomplish
its goal of the eliminating of the cause of future recession, like the recession of 2007 to 2009, 2002,
1990, 1980, and 1973 to 1975, which were all caused by the high price of oil.

The Wall Street Journal wrote: “The proposed regulatory revamp is setting out to do what history
suggests can’t be done easily — tame the financial system’s tendency to drive itself off a cliff” (WSJ P.
A8, July 23, 2009). In coming weeks we will attempt to prove that Congress may well be fighting to fix
a potential future crisis with half a tool set. The Senate and House Banking committees are doing an
excellent job; the problem is that the Senate Committee on Energy and Natural Resources and the House
Energy and Commerce Committee may not be as cognizant of the importance of Energy in the crisis of
2007 to 2009. The financial sector is the lower hanging fruit it appears, and it is only when the higher
hanging fruit is tackled, will the types of business cycles that have dominated the post war period begin
to be addressed. More directly, if crude is free to creep up the way it has during this recession it is highly
unlikely that the consumer nor will transportation be able to lead the economy out of this recession.

The Case against Technology. This may seem like a difficult argument to make given that from the
beginning of the year the Nasdaq is up 25.1% while the S&P is up only 3.8%. But it is also true that the
Nasdagq is still down 61% from it all time high of March 2000, whereas the S&P in 2007 has hit an all
time highs in 2007. The high for the Nasdaq in August of 2007 was still more than 45% from it all time
high. We never quite understood how Nasdaq stock are valued, but that is another issue. The size of the
rebound in the Nasdaq we believe needs to somewhat dismissed because of the extreme decline in this
index over the past decade, and some credence must be given to the base from which the Nasdaq began
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the year. It is similar to arguing that financial are strong because a bank went from $2.00 to $6.00 for a
200% return, when a stronger company went from $50 to $60 for a 20% return.

During the 1990 Technology boom the technology sector lead the markets because of consumer
purchases of new electronic equipment, and even more importantly, because businesses were making
huge investments in technology. Today most of the successful technology companies, Apple, Research
in Motion are consumer directed and not business driven. If the consumer is not going to lead, as we
argued above, we do not see how technology can lead. Technology can only lead if the businesses make
major technology investment, and there are some signs in this direction, but we do not believe enough
for this sector to lead out of the recession.

The concept here is simple, if the consumer is not the lead; it is going to be difficult for technology to be
a leader until this recovery is well under way. We strongly believe that Technology will have its day in
this recovery, but, today is not that day. However, we also believe that when it happens it will be a
strong recovery closer to the period of the late 1990’s than the mid 2000’s. The emphasis on alternative
energy will have off shoots for technology, and as the middle class get stronger with the help of this
administration, the middle class will purchase more goodies like they did in the late 1990’s. The day will
come when Technology leads, but we are not there yet, perhaps in 18 months, but certainly not for the
next year.

Conclusion

For this past month we at SISR have been arguing that construction must become a viable area for
growth and recovery. Technology at the end of the first decade of the twenty first century is very
different than technology was in the middle of the last decade of the twentieth century.

For a research group like SISR the evidence is stark. In the old days we knew that when semiconductor
shipments were up, it was clear where they were going. Today, there are so many semiconductor
companies making semiconductors for so many things that the data is almost unusable. Who are the
computer makers? Is Apple still a computer maker, how about IBM? What is communication
equipment? In the old days it was CSCO systems, today it could be 100’s of different products,
including GPS systems.

The space has simply exploded, but we will conclude with one simple point: to the extent that
technology growth is driven by consumer products, and even with support growth like 3G infrastructure,
it cannot take on a leadership role in the markets, until the consumer is stronger and businesses again
invest in technology. To the extent that the consumer is not leading this recovery, at this juncture, we
find it difficult to believe that a consumer driven technology sector could take a leadership role.
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Certification:

I, Philip L. Miller (or any research analysts at SISR Inc.) certify/certifies that the views expressed in this
report accurately reflect my personal views about the subject companies and securities. In addition no
part of my compensation was, is or will be directly or indirectly related to the specific recommendations
or views expressed in this report.

Recommendation Scale:

Stock Rating:

1 — Recommended List — The stock has our highest recommendation and is expected to outperform the
average equal weighted expected total return of the overall Market irrespective of sector. Our investment
horizon is 12 — 18 months except as specified by the reporting analyst.

2 — Overweight — The stock is expected to outperform the equal weighted expected total return of the
sector coverage. Our investment horizon is 12 — 18 months except as specified by the reporting analyst.
3 — Neutral — The stock is expected to perform in line with the equal weighted expected total return of
the sector coverage. Our investment horizon is 12 -18 months except as specified by the reporting
analyst.

4 — Underweight — The stock is expected to under-perform the equal weighted expected total return of
the sector coverage. Our investment horizon is 12 -18 months except as specified by the reporting
analyst.

5 — Rating Suspended — The rating and target price have been suspended temporarily to comply with
applicable regulations and/or firm policies in certain circumstances including when SISR Inc. is acting
in an advisory capacity in a merger or strategic transaction involving the company.

Sector Ratings:

1 - Recommended Sector — The sector has the highest recommendation with continued improving
valuations and rapid growth.

2 — Positive — The sector fundamentals and valuations are improving with a positive second derivative.
3 — Neutral — The sector fundamentals and valuations are flat with the second derivative close to zero or
with a neutral slope.

4. Negative — The sector fundamentals and valuations are negative with a negative second derivative.

5 — Rating Suspended — The rating and sector targets have been suspended temporarily to comply with
applicable regulations and/or firm policies in certain circumstances including when SISR Inc. is acting
in an advisory capacity in a merger or strategic transaction involving the company.

Price Chart:

A price chart, with changes of ratings and price targets in prior periods, is included above, for all
securities covered in this report.
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This report is for information purposes only and should not be construed as a solicitation or an offer to
buy the securities or other instruments mentioned in the report. This report may not be reproduced in any
manner, without the written permission of SISR Inc.
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This research report is based on current public information, with the possible exception of disclosures
relating to SISR Inc., that SISR Inc. deems to be reliable and as accurate as reasonably possible. SISR
Inc., however, makes no claim to the accuracy and completeness of this reports, and this report should
not be relied on as such, or as a statement of factual content.

This research report is prepared for general information purposes only. In addition this information does
not consider the specific investment objectives, financial situation and particular needs of any
individual, or institution. Investors and/or institution should seek financial advice and or internal due
diligence for institutional investors, as to the appropriateness of investing in any securities or investment
strategies mentioned or recommended.

Analyst as Officer or Director: No analyst will serve as an Officer or Director. SISR Inc. prohibits its
analysts, persons reporting to analysts or members of their households from serving as an officer,
director, advisory board member or employee of any company in the analyst’s area of coverage.

Ownership and Material Conflicts of Interests: SISR Inc. permits ownership of the recommended
securities subject to all the NASD rules regarding the ownership of securities by analysts. Since our
analysis is economic in origin and subsector driven we expect all analysts to cover the universe of all
stocks and as a consequence limiting the analyst or the firm to ownership of the underlying securities
would in essence require these entities to reframe from investing in the equity market.

Analyst Compensation: Analysts are paid in part based on the profitability of SISR Inc., some of which
may include investment banking and consulting revenues.

Disclosures are required in the United States for any of the following:

acting as a financial advisor,

manager or co-,manager in a pending transaction

1% or other ownership, long or short

compensation for certain services

types of client relationships

managed/co managed public offerings in prior periods
directorships

market making and/or specialist role.
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These disclosures are included in the company-specific disclosures above for any of the above
disclosures that are required.
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