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northerntrust.com For various reasons that will be discussed below, we are lowering our 2010 real gross

Paul L. Kasriel domestic product (GDP) forecast. At the same time, we are publicly unveiling our 2011

?c’;;,;f1 4E4c2225r)nist forecast — admittedly not nearly as anxiously awaited as LeBron’s revelation. For the second
312,557 2675 fax half of 2010, we now are projecting annualized real GDP growth of 1.8% versus our May
plk1@ntrs.com forecast of 2.5%. This lower second-half projection and the Commerce Department’s revised

lower first quarter growth reduces our Q4/Q4 2010 real GDP growth forecast to 2.2% versus
May’s forecast of 2.7%. As a result of our reduced 2010 real GDP growth projection, the
forecast for the unemployment rate has been increased. For Q4:2010, we now place the
average unemployment rate at 10.3% versus the May forecast of 10.0%. Our Q4/Q4 2011
forecast for real GDP growth is 3.2%.

Before getting into the reasons for downgrading the 2010 GDP forecast, we think it is
important for investors to realize that this past recession and current recovery are of a different
nature than most others in the post-war era — an exception being the
recession/recovery/expansion of 1990-93. Most postwar recessions were brought on by the
Federal Reserve intentionally tightening monetary conditions in order to extinguish undesired
increases in the prices of goods and services. In this event, the nonfinancial sectors of the
economy bear the brunt of monetary policy tightening. However, the financial sector, although
also adversely affected, remains able to resume credit creation when the Fed adopts an
accommaodative policy after goods/services price increases moderate. The Fed lowers its
policy interest rate, in effect providing cheaper credit to the financial sector, which, in turn,
provides cheaper credit to the private nonfinancial sector. Credit growth created by the private
financial sector picks up, growth in private sector spending picks up, and a robust recovery
ensues.

Although the onset of the recent recession unfolded in a similar fashion as described above —
the Fed intentionally tightening monetary conditions to restrain undesired increases in the
prices of goods and services — the financial sector was more adversely affected in the recent
recession than in prior ones. Of course, the reason for this was the post-war unprecedented
decline in residential real estate prices. With home mortgages outstanding rising to both
absolute and relative record highs in this past cycle (see Chart 1) and with the value of the
collateral backing this debt falling precipitously, the financial sector experienced its biggest
losses in the post-war era. These losses, which resulted in the massive “evaporation” of
capital, rendered the financial sector unable to create net new credit for the private
nonfinancial sector when the Fed slashed the cost of its credit.

Chart 2 shows that starting in Q1:2009 and continuing through Q1:2010 (the latest data point
available) outstanding loans and investments on the books of private financial institutions
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contracted. In prior post-war recessions, loans and investments slowed in their rate of growth.
But this is the first instance of an outright contraction in private financial sector issued
credit. Judging from the annualized rate of contraction in bank loans and investments of 4.9%
in April and 8.0% in May (see Chart 3), private financial sector credit creation likely
contracted again in the second quarter of this year.

Chart 1
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Chart 2

Private Financial Sector Credit Advances Outstanding
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What all this means is that the transmission mechanism between the Federal Reserve and the
nonfinancial sector of the economy is malfunctioning. The Fed is revving up the monetary
engine, but these high rpms are not being transferred to the wheels of the economy. With
regard to the revving up of the monetary engine, the Fed has reduced its effective policy rate
to a level below 0.25% and has increased the amount of assets on its balance sheet from $877
billion at the end of 2007 to over $2.3 trillion today. Under normal circumstances, if the
private financial system were functioning properly, this cheap and abundant Fed credit would
have been transformed into cheap and abundant credit for the private nonfinancial sector. But
this is not happening because the private financial sector monetary transmission mechanism is
malfunctioning.

Quialitatively, but not of the same magnitude, the private financial sector transmission
mechanism also was malfunctioning in the early 1990s. The commercial banking system
incurred relatively large losses associated with falling commercial real estate values in the late
1980s. Because of capital constraints resulting from these losses, banks could create relatively
little credit for the private sector. (An increase in private sector loans and investments incurs a
charge against risk-based capital.) As shown in Chart 4, quarter-to-quarter growth in real final
sales was very weak in the three quarters of the recovery. Subsequently, growth in real final
sales accelerated, only to contract again in Q1:1993. The unemployment rate did not peak
until the Q2:1992 and declined rather slowly in 1993. The Fed continued to reduce its federal
funds target through September 1992, a full 18 months after the trough of the prior recession
(March 1991). First associated with the weak and uneven recovery following the 1990-91
were terms such as “jobless recovery,” “double-dip,” and who could forget the Maestro’s
phrase, “financial market headwinds.” Sound familiar?
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Chart 4
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In the past two years, the U.S. banking system has been recapitalized either through
institutions raising capital in the financial markets or through taxpayer-injected capital
(TARP). The U.S banking system is generally perceived to be at least adequately capitalized,
if not well capitalized. Why, then, is bank credit continuing to contract? Yes, credit demand
from large corporate potential borrowers is relatively weak. But are there not some small
businesses that desire to borrow? With mortgage rates the lowest in decades and house prices
exceptionally low relative to household income, are there not some households that desire to
borrow? And even if there are not small businesses and households that want to borrow, there
is one borrower out there with a near infinite demand for credit — the U.S. Treasury. Although
commercial banks increased their holdings of U.S Treasury securities by $135 billion in the
four quarters ended Q1:2010 — an absolute larger increase in their holdings than what occurred
in the early 1990s, relative to the size of their balance sheets — bank holdings of Treasury
securities in Q1:2010 pale in comparison to what they were in the early 1990s (see Chart 5).
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Chart 5
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Why are banks reluctant to commit their capital to new loans and investments, even U.S.
Treasury securities? We think there are two reasons. First, as was reported in the July 8 edition
of the Wall Street Journal (Bank Fix for Unpaid Commercial Property Loans: 'Extend and
Pretend' - WSJ.com) there are $176 billion of commercial real estate loans of questionable
value on banks’ books. Depending on the amount of these loans that must be written off, a
currently well-capitalized bank could become an under-capitalized bank down the road.
Second, domestic and international bank regulators are expected to increase required capital
ratios. There is uncertainty, however, as to by how much required capital ratios will be raised
and when these higher capital ratios will take effect. Again, depending on these regulatory
factors, a currently well-capitalized bank could find itself undercapitalized in the not-too-
distant future. We believe that for these two reasons, banks are hoarding their capital rather
than committing it to new loans and investments. Until the banking system starts creating
credit, we expect growth in both real and nominal economic activity to be weak and uneven.

Now this factor of contracting bank credit is not something that just occurred, or occurred to
us since our May forecast. It has been an important factor explaining why our real GDP
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forecast has been below that of the consensus for some time now. But there are new factors
which have caused us to lower our real GDP forecast even further below that of the consensus.
One of these factors is the condition of state and local government budgets, which has obvious
implications for growth in state and local government spending. Although we had projected
declines in state and local government spending for 2010, the budgetary problems are even
more serious than we had assumed. As a result, we have lowered our forecast for this
important component of aggregate demand. In the 30 years ended 2007, real state and local
government expenditures averaged 12.9% of real GDP. This compares with average real GDP
shares of real exports at 8.1% and real business equipment and software expenditures of 5.4%.
And state and local government employment accounts for a relatively large share of total
nonfarm employment. In the 30 years ended 2007, state and local government’s share of total
employment averaged 14.2%. This compares with 15.6% for manufacturing and 20.2% for
trade, transportation (shipping) and utilities. No other major employment category share
comes close to that of state and local government.

Another sector of aggregate demand we are revising down for 2010 is housing. Although we
thought there would be some payback in residential real estate expenditures after the
expiration of the home-purchase tax credit, the recent declines in home sales and housing
starts have been more severe than expected. Thus, we suspect that there is a more fundamental
weakness in housing, despite our view that owner-occupied housing is incredibly affordable
now — incredibly affordable if a potential buyer is able to qualify for a mortgage.

Our forecast of exports has been revised lower. Two of the largest developing economies —
China and Brazil — are experiencing a slowdown in their economic growth rates — not severe,
but noticeable. Because a significant increase in U.S. exports in the past year has been to Asia
excluding Japan and Latin America, these growth moderations in China and Brazil will likely
lead to a slowdown in U.S. export growth. The first sign of this was a six-point drop in the
June ISM New Export Orders index (see Chart 6). In addition, the fiscal austerity being
embraced by Germany and the UK is likely, in our view, to slow domestic demand in western
Europe. This, in turn, will have an adverse effect on global economic activity, and thus, an
adverse effect on U.S. exports.
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Chart 6
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Our downward revision to second-half real GDP growth implies a weaker labor market. The
month-to-month changes in the headline unemployment rate are difficult to forecast, given the
month-to-month volatility in the labor force and the participation rate. So, if the participation
rate were to fall, the headline unemployment rate might not move up as much as we are
projecting. The important message we are attempting to convey to investors is that we see
some renewed weakness developing in hiring and perhaps some renewed firing, assuming
there is any one left to fire. Reinforcing this view is the fact that the year-over-year decline in
initial unemployment insurance claims is moderating (see Chart 7).
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Chart 7

Unemployment Insurance: Initial Claims, State Programs
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The pick up in real economic growth we are projecting for 2011 is based on the assumption
that the financial sector begins to create a modicum of credit. In addition, we expect that the
sectors contracting in the second half of this year — state and local government spending,
residential investment expenditures and non-residential investment expenditures — will begin
to post modest growth in 2011. So, it is not that any one sector is exceptionally strong, but that
all sectors are on forward gear.

The rate of increase in the prices of consumer goods and services is expected to remain muted.
With bank credit continuing to contract, the unemployment rate staying high and factories
continuing to run well below capacity, it is difficult for price increases to ramp up on a
sustained basis.

All of which leads us to the outlook for Fed policy. With our downwardly-revised real GDP
forecast for the second half of 2010, we have pushed out our forecast for the beginning of Fed
tightening from early 2011 to mid-2011. And the risk is that the first tightening does not occur
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until early 2012. In fact, we would not be surprised to see the Fed take some actions in the
direction of a more accommodative policy. Such actions might include reducing the interest
rate it pays on bank excess reserves from 25 basis points to zero, resuming open market
purchases of mortgage-backed securities and reactivating the Term Asset Liquidity Facility.

What about the prospects for another sustained contraction in real GDP in the next year?

Chart 8 shows that every recession since the one in 1957 has been preceded by an increase in
the federal funds rate — an interest rate controlled by the Fed. If we are correct in our forecast
that the earliest the Fed will start to raise its policy interest rate is June 2011, then, based on
the historical precedent shown in Chart 8, it is unlikely that a recession will commence this
year or next. But, as we discussed at the outset, this is a business cycle unlike any other in the
post-war era. In prior cycles, as the Fed raised the funds rate, growth in bank credit slowed
(see Chart 9). In the current environment, even with the Fed holding the funds rate at less
than 25 basis points, bank credit continues to contract. Thus, we are going to utter the six
most dangerous words in economic forecasting: This time it might be different.

Chart 8
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Chart 9
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Paul L. Kasriel

*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

2009 2010 2011 Q4 to Q4 change Annual change
09:3a 09:4a]10:1a 10:2f 10:3f 10:4f | 11:1f 211:2f 11:3f 11:4f | 2009a 2010f 2011f| 20092 2010f 2011f

REAL GROSS DOMESTIC PRODUCT 2.2 5.6 2.7 2.6 1.7 1.9 2.5 3.0 3.5 3.6 0.1 2.2 3.2 -2.4 2.8 2.6
(% change from prior quarter )

CONSUMPTION EXPENDITURES 2.8 1.6 3.0 2.8 2.0 2.0 2.3 25 2.7 2.7 1.0 25 2.6 -0.6 2.2 2.3

BUSINESS INVESTMENT -5.9 5.3 2.2 5.8 2.3 3.1 5.2 8.0 9.3 10.5 -14.1 3.3 8.2 -17.8 1.7 5.8

RESIDENTIAL INVESTMENT 18.9 3.8 -10.3 2.5 -2.5 -1.0 2.0 5.0 7.0 7.0 -12.6 -2.9 5.2 -20.5 -1.5 2.4

CHANGE IN INVENTORIES (*00 dIrs, bill) -139.2 -19.7 | 41.2 61.5 71.5 76.5 81.5 91.5 101.5 1145 -108.3* 62.7* 97.3*

GOVERNMENT 2.6 -1.3 -1.9 -0.6 -0.9 -0.8 0.5 0.7 1.6 2.1 1.3 -1.1 1.2 1.8 -0.3 0.3

NET EXPORTS (*00 dlrs, bill.) -357.4 -348.0|-373.0 -399.3 -394.5 -381.7| -374.5 -376.9 -384.2 -396.7 -355.6* -387.1* -383.1%*
FINAL SALES 1.5 1.7 0.8 1.6 1.4 1.8 2.4 2.8 3.2 3.3 -0.1 1.4 2.9 -1.7 1.3 23
NOMINAL GROSS DOMESTIC PRODUCT 2.6 6.1 3.9 2.0 2.3 2.9 3.6 4.1 5.3 6.0 0.7 2.8 4.7 -1.3 3.2 3.7
GDP DEFLATOR - IMPLICIT (% change) 3.5 2.4 13 -0.6 0.7 1.0 1.0 1.0 1.8 2.3 0.7 0.5 1.5 1.2 0.4 1.0
CP1 (% Change, 1982-84 = 100) 3.7 2.6 15 -0.4 0.9 1.2 1.2 1.2 2.0 25 1.5 0.8 1.7 -0.3 1.5 1.2
CIVILIAN UNEMPLOYMENT RATE (avg.) 9.6 10.0 9.7 9.7 9.8 10.3 10.5 10.3 10.0 9.5 9.3* 9.9* 10.1*

a=actual
f=forecast
*=annual average

Table 2 Outlook for Interest Rates

Quarterly Average

Annual Average

SPECIFIC INTEREST RATES

Federal Funds

2-yr. Treasury Note
10-yr. Treasury Note

09:3a 09:4a

0.16 0.12
1.03 0.87
3.52 3.46

0.13

0.92
3.72

10:1a 10:2a 10:3f 10:4f

0.20 0.20 0.20 0.20
0.85 0.65 0.65 0.65
3.50 3.00 3.00 3.10

11:1f 211:2f 11:3f 11:4f

0.25 0.70 1.45
0.80 1.25 1.95
3.35 3.65 4.15

2009a 2010f 2011f
0.16 0.18 0.65
0.96 0.77 1.16
3.26 3.30 3.56

a = actual
f = forecast
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