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northerntrust.com Not so fast for the economy, for inflation and, therefore, for Fed tightening. The Commerce
paul L. Kasriel Department’s first guess at Q4:2009 real GDP growth of 5.7% is likely to be the fastest
Chief Economist quarterly annualized growth we see for some time. Rather, sequential annualized growth rates
312.444.4145 - ) X
312557 2675 fax over the first three quarters of this year are going to be on the order of less than one-half that
plk1@ntrs.com of the last year’s fourth quarter. Although one month does not a trend make, consumer
A inflation in January already shows signs of abating a bit. The dollar is on the ascent against
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Economist major currencies. It is good to have poor competitors. So, other than a cosmetic increase in the
e discount rate, which has no current policy significance, the Fed will likely find no pressing
agh3@ntrs.com need to tighten monetary policy this year. This is the major change in our forecast from last
month. We are pushing our projection of the first Fed tightening out from August of this year
to January of 2011.

Let’s begin by talking about that estimated 5.7% annualized growth in real GDP for Q4:2009.
About 58% of that growth is attributed to a sharp slowing in the rate of inventory liquidation.
Although the behavior of inventories counts in the GDP box score, the issue is how many
more quarters in the near term will the behavior of inventories make such a large contribution
to economic activity. Further slowing in inventory accumulation depends on accelerating final
demand for goods and services. Shown in Chart 1 is the change in the growth of real final
sales of domestic product (which includes export demand) and real final sales to domestic
purchasers (which excludes export demand). For both definitions of final demand, growth
accelerated in the second quarter of last year. This induced the reduced rate of inventory
liquidation in the fourth quarter. But the change in the growth of final demand slowed in the
third and fourth quarter of last year. And the change in the growth of final demand on the part
of domestic purchasers went negative in the fourth quarter.

@ Northern Trust



Chart 1

Final Sales of Domestic Product
Difference - Period to Period SAAR, %Chg.Chn.2005$

Final Sales to Domestic Purchasers: Percent Change
e Difference - Period to Period  SAAR, %Chg.Chn.2005$ —

T - 6

L-a

Source: Bureau of Economic Analysis /Haver Analytics

The near-term probability of a significant acceleration in the growth of final demand is low
because the banking system still is contracting credit. Shown in Chart 2 is the year-over-year
percentage change in bank credit — bank loans and bank holdings of securities — deflated by
the Consumer Price Index. In the 12 months ended January 2010, “real” bank credit
contracted at an annualized rate of 6.1%, the most severe rate of contraction since the Carter
administration imposed credit controls in 1980. Bank credit contraction of this magnitude is
not conducive to an acceleration in the growth of real final demand.
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The opinions expressed herein are those of the author and do not necessarily represent the views of The Northern
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contained herein, such information is subject to change and is not intended to influence your investment decisions.



Real GDP growth in Q4:2009 also was significantly boosted by a 13.3% annualized rate of
growth in real expenditures on business equipment and software. Part of this outsized increase
in business capital spending looks suspicious — the 579% annualized increase in real
expenditures for trucks, buses and truck trailers (see Chart 3). This increased spending on
trucks and buses accounted for almost 51% of the increase in total real expenditures on
business equipment and software. One explanation of this surge in truck buying might be the
December 2009 expiration of a first-year bonus depreciation program for tax purposes. We
expect continued growth in capital spending in 2010, but at a much more subdued pace as
businesses gear down their truck purchases.

Chart 3
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The housing market recovery also is slowing. Housing completions, which had stabilized
earlier in 2009, now are resuming a downward slide (see Chart 4). And sales of new houses
also have weakened in recent months (see Chart 5).

The opinions expressed herein are those of the author and do not necessarily represent the views of The Northern
Trust Company. The Northern Trust Company does not warrant the accuracy or completeness of information
contained herein, such information is subject to change and is not intended to influence your investment decisions.



Chart 4
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Although the motor vehicle industry has estimated sales of cars and light trucks of 12 million
units in 2010, sales are off to a slow start. In January, total sales downshifted to an annualized
pace of 10.8 million units from December’s pace of 11.2 million units (see Chart 6). Although
not necessarily for fundamental reasons, but February’s car and truck sales could have slowed
further due to Toyota’s problems. Nominal retail sales excluding auto and gasoline sales, the
latter of which are highly volatile because of price changes, are on a course to grow in the first
quarter at about the same rate as they did in last year’s fourth quarter. So, when adding back in
weaker unit car and truck sales, first quarter real growth in personal consumption expenditures
could come up a bit short of last year’s fourth quarter 2.0% annualized growth.

Chart 6
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State & local government real expenditures on infrastructure projects got a boost from Build
America Bonds (BABs), an element of last year’s fiscal stimulus program. BABs are taxable
to their purchasers, but the state & local government issuers receive an interest rate rebate
from the Treasury. In some cases, the effective cost of borrowing via BABs is lower than what
it would be if tax exempt bonds were issued. BABs undoubtedly stimulated state & local
government infrastructure spending. But even if you are borrowing at a zero interest rate, as a
matter of principle, you still are expected to pay back the principal on bonds. And because
many state & local governments are now facing deficits in their day-to-day operating budgets,
not to mention an aggregate $1 trillion underfunding of public employee pension plans
according to the Pew Center on the States, it is no wonder that infrastructure spending spree
by state & local governments is over (see Chart 7).

The opinions expressed herein are those of the author and do not necessarily represent the views of The Northern
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Chart 7
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Although prices of consumer goods and services are increasing, there is little evidence that the
rate of increase is accelerating or that it will in 2010. The 12-month annualized rate of increase
in the CPI did pick up in the latter months of 2009, but moderated marginally in January of
this year (see Chart 8). When examined on a month-to-month basis using the Cleveland Fed’s
“Trimmed-Mean” CPI, which throws out the eight percent of the weighted components with
the largest one-month price changes and the eight percent with the smallest price changes,
consumer price inflation in recent months has a slight downward tilt to it (also see Chart 8).

Chart 8
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Among other things, Milton Friedman taught us that inflation is always and everywhere a
monetary phenomenon. That is, without rapid money supply growth there cannot be persistent
high inflation. Despite the ballooning of the Fed’s balance sheet, growth in the M2 money
supply in the 12 months ended January is a paltry 1.9% annualized — hardly the stuff of high
inflation much less an acceleration in inflation (see Chart 9).

Chart 9
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For those who disagree with the late Milton Friedman and believe that inflation is a cost-push
phenomenon, largely related to labor costs, Chart 10 shows that total compensation of private
industry workers grew at an annualized rate of 1.2% in the 12 months ended December 2009,
the slowest growth in 30 years. Given the relatively slow real GDP growth we expect in 2010
(2.6% Q4-over-Q4) and thus, the persistence of a high unemployment rate, there is little
chance that labor costs will spike in the foreseeable future and drive up consumer inflation.

The opinions expressed herein are those of the author and do not necessarily represent the views of The Northern
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Chart 10

ECI: Compensation: Private Industry Workers
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So, if we are correct that monetary policy is tight given the contraction in real bank credit and

the very slow growth in the nominal supply of money, despite a federal funds rate of about 1/8
%, then both real and nominal economic growth will be muted this year. The 5.7% annualized
growth in real GDP in Q4:2009 was largely a one-off event. Under these circumstances, there

is no rush for the Fed to start tightening monetary policy.

The Fed has articulated its “exit” strategy for “neutralizing” the over $1 trillion of excess
reserves in the banking system it has created in the past two years. The main tool the Fed will
employ to induce banks to keep holding excess reserves when private credit demand picks up
and the banking system’s capital is adequate to allow it to begin creating credit is the interest
rate it is now allowed to pay on bank reserves. The Fed will lift the rate it pays on reserves. No
bank will lend to the private sector at an interest rate equal to or less than the rate it can earn
on excess reserves at the Fed with no default risk. Of course, the question remains as to what
level the Fed will have to raise the interest rate it pays on bank reserves to prevent an
inflationary amount of bank credit from being created. But this is the same question the Fed
faced when it was using the federal funds rate as its principal policy lever. As mentioned at the
outset, we now believe that the Fed will not begin its tightening sequence until January 2011.
Previously, we had put the commencement of tightening at August 2010. We take the Fed at
its word that last week’s increase in the discount rate had no policy significance. Rather, it was
a just one more indication that the interbank funding market is almost back to normal. As a
result, banks are able to fund themselves in the interbank loan market and no longer need a
subsidized discount window for funding.

*Paul Kasriel is the recipient of the Lawrence R. Klein Award for Blue Chip Forecasting Accuracy
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Table 1 US GDP, Inflation, and Unemployment Rate

2008 2009 2010 Q4 to Q4 Change Annual Change
08:3a 08:4a | 09:1a 09:2a 09:3a 09:4a] 10:1f 10:2f 10:3f 10:4f | 2008a 2009a 2010f| 2008a 2009a 2010f
REAL GROSS DOMESTIC PRODUCT -2.7 -5.4 -6.4 -0.7 2.2 5.7 2.7 2.3 2.4 3.0 -1.9 0.1 2.6 0.4 -2.4 2.9
(% change from prior quarter )
CONSUMPTION EXPENDITURES -3.5 -3.1 0.6 -0.9 2.8 2.0 1.7 2.0 2.0 2.3 -1.8 1.1 2.0 -0.2 -0.6 1.9
BUSINESS INVESTMENT -6.1 -19.5 | -39.2 -9.6 -5.9 2.9 0.7 1.3 2.2 4.4 -6.0 -14.6 2.1 1.6 -17.9 0.1
RESIDENTIAL INVESTMENT -15.9 -23.2 | -38.2 -23.3 18.9 5.7 2.5 2.5 2.5 5.0 -21.0 -12.1 3.1 -22.9 -20.4 3.3
CHANGE IN INVENTORIES (*00 dirs, bill) -29.7 -37.4 |-113.9 -160.2 -139.2 -33.5| -13.5 -3.5 6.5 21.5 -25.9* -111.7* 2.8*
GOVERNMENT 4.8 1.2 -2.6 6.7 2.6 -0.2 2.8 1.0 0.6 0.3 3.1 1.6 1.2 3.1 1.9 1.7
NET EXPORTS ('00 dIrs, bill.) -479.2 -470.9 |-386.5 -330.4 -357.4 -341.1]-336.0 -327.9 -315.5 -302.2 -494.3* -353.9* -320.4*
FINAL SALES -2.9 -4.7 -4.1 0.7 1.5 2.2 1.8 2.0 2.1 2.6 -1.4 0.1 2.1 0.8 -1.7 1.9
NOMINAL GROSS DOMESTIC PRODUCT 1.4 -5.4 -4.6 -0.8 2.6 6.4 4.9 4.9 4.6 4.7 0.1 0.8 5.0 2.6 -1.3 4.5
GDP DEFLATOR - IMPLICIT (% change) 4.1 0.0 1.9 1.1 3.4 3.2 2.1 2.3 2.3 2.9 2.0 0.7 2.4 2.1 1.2 1.6
CPI (% Change, 1982-84 = 100) 6.2 -8.3 -2.4 1.3 3.6 3.4 2.3 2.5 2.5 3.1 1.5 15 2.6 3.8 -0.3 2.7
CIVILIAN UNEMPLOYMENT RATE (avg.) 6.0 7.0 8.2 9.3 9.6 10.0 9.8 10.0 9.9 9.7 5.8* 9.3* 9.8*
a=actual
f=forecast
*=annual average
Table 2 Outlook for Interest Rates
Quarterly Average Annual Average
SPECIFIC INTEREST RATES 08:3a 08:4a] 09:1a 09:2a 09:3a 09:4a| 10:1f 10:2f 10:3f 10:4f]2008a]2009a]2010f
Federal Funds 1.94 0.51 0.18 0.18 0.16 0.12 0.15 0.15 0.15 0.15 1.93 0.16 0.15
2-yr. Treasury Note 2.36 1.21 0.91 1.01 1.03 0.87 0.90 0.80 0.80 0.90 2.00 0.96 0.85
10-yr. Treasury Note 3.86 3.25 2.74 3.31 3.52 3.46 3.70 3.50 3.50 3.70 3.67 3.26 3.60
a = actual

f = forecast
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