Northern Trust

DAILY GLOBAL
COMMENTARY

Northern Trust Jobless Claims Head Back to Weak Territory

Global Economic Research

50 South LaSdlle January 4, 2007

Chicago, I1linois 60603

northerntrust.com Initial jobless claims rose 10,000 to 329,000 during the week ended December 30. The latest
. , reading is now higher than the level reported in the early part of December (306,000).
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Unemployment Insurance: Initial Claims, State Programs
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Continuing claims, which lag initial claims by one week, fell 76,000 to 2.44 million and insured
unemployment rate held steady at 1.9%. On ayear-to-year basis, initia jobless claims rose 6.0%
from ayear ago. Initial jobless claims have risen in three out of five weeks of December
compared with year ago readings. These positive readings typically suggest soft labor market
conditions. The employment report for December, to be published tomorrow, will give us more
complete information about the labor market.
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Factory Inventories-Shipments Ratio Sends a Warning Signal

Factory ordersincreased 0.9% in November after a 4.5% drop in the prior month. Durable goods
ordersrose 1.6% and bookings for nom-durable held steady. Shipments of factory goods
increased 0.1% and inventories climbed 0.2%. This led to a higher inventories-shipmentsratio in
November (1.24) compared with October (1.23). The November inventory-shipmentsratio isthe
highest since August 2003 (see chart 3). Thisratio was 1.15 in January 2006. The upward trend of
the inventories-shipment ratio is consistent with soft economic growth.
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Mfrs' Inventory/Shipments Ratio: All Manufacturing Industries
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Factory Orders, Shipments, and Inventories— November 2006

Jul-2006 JAug-2006 |Sep-2006 |Oct-2006 |Nov-2006

Factory Orders (% change m-m)

Total -1.0 -0.3 1.7 -4.5 0.9
Durable -2.8 0.0 8.7 -8.1 1.6
Non-Durable 12 -0.6 -5.9 -0.1 0.0
Shipments (% change m-m) -0.1 0.8 -4.2 0.1 0.1
Inventories (% change m-m) 0.8 0.6 0.6 0.3 0.2
Inventory/Shipment Ratio 1.17 1.17 1.23 1.23 1.24
Unfilled Orders (% change m-m) 1.2 0.5 4.1 1.4 1.7
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Pending Home Sales Index Declines in November

The Pending Home Sales Index (PHSI) of the National Association of Realtors dropped to 107.0
in November from 107.5 in the prior month. The PHSI is down for three straight months.
According to the National Association of Realtors, the PHSI |eads actual sales of existing homes
by one-to-two months. Based on this information, the recent downward trend should translate into
lower sales of existing homes. However, the pickup in sales of existing homesin October and
November is different from the expected trend. Therefore, it is not clear if the message from the
PHSI is meaningful. Actual sales figures for December will be published on January 25.
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Increased Odds of a February Interest Rate Hike in the UK

Another crop of strong data out of the UK has the markets assuming that the Bank of England’'s
(BoE) repo rate will be 25bp higher by the end of March. With the service sector growing at its
fastest rate in a decade and the housing market still rocketing along, there is a better than even
chance of arate hike at either the February 8 or March 8 meeting. As we' ve noted before (see
Daily Global Commentary, December 14: More Evidence Pointing to — but not Guaranteeing , a
Q1 Rate Hike in the UK), the BoE’s own forecast predicted a spike in inflation around the turn of
the year — hence the rate hikesin August and November — followed by a marked deceleration in
price increases by mid-2007. One of the potential sources of inflationary pressure that the
members of the Monetary Policy Committee (MPC) are watching most closely is the January
wage round. However, it’slooking less likely that the MPC members will be comfortable with
continuing to watch and wait, even if wage increases are relatively contained.

The CIPS/RBS services survey for December showed the sector growing at its fastest ratein a
decade, with the headline Purchasing Managers' Index (PMI) hitting 60.6, up from 59.8 in
November. The employment index posted its best reading in more than nine years at 56.0, while
the business expectations index climbed to a near-three year high of 79.1 (74.3 in November).
This stands in marked contrast to the manufacturing sector, where the December PMI slipped to a
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low for the year, at 51.9 (52.5 in November). However, it’ s the services sector that accounts for
some 73% of the economy.

The housing market also continues to surprise on the upside despite the interest rate hikesin
August and November. The BoE reported today that mortgage lending rose by £9.83 billionin
November, while mortgage approvals rose to 129,000 — both around three-year highs. Last week,
the Nationwide Building Society reported that house pricesin December rose 10.5%, their fast
annual ratein two years. Also last week the British Bankers' Association (BBA) reported that
mortgage approvals rose 9.1% on the year in November —well down from the heady 20%+ rates
being seen back in the spring, but still higher than expected. Underlying new mortgage lending hit
arecord high of £6.7 billion, for an annual increase of 14%. The MPC members are likely to be
very leery of any signs of renewed froth in the housing market — but, has this recent recovery been
driven by buyerslocking in their purchases before interest rates go any higher, or by unusually-
tight conditionsin afew key regions that have seen arecent surge in immigration?

In contrast with the housing market, the BBA also reported that the annual increase in consumer
credit slowed to just 2%, and the BoE noted today that the growth in unsecured lending eased
dightly from £1.101 billion in October to £1.043 billion in November. The GfK consumer
confidence survey for December, released today, saw the overall index slip to -8 from -7 in
November. Although consumers remain pretty sanguine about their personal financial outlook
(with areading unchanged at +11), their view of the “major purchase climate” dropped from +1
in November to afar more cautious -4 in December. All told, it seems that those rate hikes may
be starting to crimp spending habits.

Next up on the calendar is the January 11™ meeting of the MPC —which is highly unlikely to
result in any rate change. Of greater interest will be the meeting minutes, to be released on the
24™ which will give an indication of where rates are headed in February. Also key will be
December inflation data, which comes out on the 16", November earnings and November-
December labor market data on the 17" and December retail sales on the 18"
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