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In July, for only the second time in the past 21 months, U.S. commercial bank total credit
(loans and securities) increased (see Chart 1). And it was a healthy increase at 8.3%
annualized. Obviously, we do not know whether this is the beginning of an upward trend in
bank credit. But if it is, then we feel a lot more confident about our 2011 real GDP forecast,
which has the economy’s growth rate picking up. The primary assumption underlying our
forecast of faster real GDP growth in 2011 is a resumption in the growth of bank credit.
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Break-Adjusted Bank Credit: All Commercial Banks
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Why do we place such an emphasis on bank credit as a causal factor with regard to the
aggregate demand for goods and services? Because we believe that increases in bank credit
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unambiguously allow those entities borrowing from the banking system to increase their
purchases of goods, services and assets without requiring any other entity to simultaneously
reduce its current purchases. In the nomenclature of the Austrian economic school, the
banking system creates purchasing power for its borrowers, whereas nonbank grantors of
credit merely transfer their purchasing power to their borrowers. Growth in price-adjusted
bank credit, excluding commercial & industrial (C&I) loans, has a relatively high correlation
(0.62) with growth in real domestic demand for final goods and services, as shown in Chart 2.
The reason we exclude C&lI loans is that their behavior tends to lag the business cycle. The
reason C&I loans tend to lag the business cycle is that a large part of C&I loans are used to
finance business inventories, especially near business expansion peaks, when inventories are
accumulating faster than business sales are increasing.

Chart 2

Real Break-Adj. Bank Credit ex C&I Loans
% Change - Year to Year
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The increase in July bank credit was dominated by an increase in securities acquisitions rather
than an increase in loans, noting that the rate of contraction in bank-issued loans and leases
slowed (see Chart 3). Although the July increase in the banking system’s acquisition of
securities was concentrated in Treasury and agency securities, the July increase in “other”
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securities was the largest since February 2009 (see Chart 4). The significance of an increase in
the acquisition of these “other” securities by commercial banks is that the addition of these
assets incurs a charge to risk-based capital of commercial banks. Despite being more-than-
adequately capitalized in the aggregate, banks have been hoarding their capital in the past year
rather than committing it to new loans and securities. The fact that the banking system was
willing to commit some risk-based capital in July is an encouraging sign that banks may
finally be confident enough about their future capital positions to start currently increasing

their earning assets.

Chart 3

Break-Adjusted Loans & Leases in Bank Credit: All Commercial Banks
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Chart 4

Break-Adjusted Other Securities in Bank Credit: All Commercial Banks
Difference - Period to Period SA, Bil.$

Break-Adj US Government Securities in Bank Credit: All Commercial Bks
Difference - Period to Period SA, Bil.$
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There is some other evidence that would suggest that the July increase in bank credit was
more than just a one-off event. The recently-released Federal Reserve Senior Loan Officer
Lending Practices Survey indicated some actual easing in commercial bank lending terms to
small businesses in July and easing in lending terms to consumers for the second survey in a
row (see Chart 5). If lending terms continue to ease, this will be a very positive sign for bank
credit growth going forward and for aggregate demand growth in 2011.
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Chart 5

FRB Sr Officers Survey: Banks Tightening C&I Loans to Small Firms
%

FRB Sr Off Survey: Banks Tightening Standards: Other Consumer Loans
%

Sources: Federal Reserve Board /Haver Analytics

However, given the lags between growth in real bank credit and growth in real aggregate
demand, the prior quarters of contraction in real bank credit imply very weak growth in real
aggregate demand over the remainder of this year. In our July update, we made significant
downward revisions to our real GDP growth forecast for the second half of this year. In this
August update, we have revised down our Q3:2010 real GDP annualized-growth forecast from
1.8% to 1.4%. The principal factor driving this downward revision is weaker-than-previously
projected real consumer spending. The soft July retail sales data are what motivated this
downward revision.

The July ISM Manufacturing report suggests that inventory rebuilding will be providing less
lift to production going forward. This is illustrated in Chart 6. The July ISM Manufacturing
New Orders index dropped by 5 points as the Inventories index increased by 4.8 points. This
pushed the ratio of the Inventories-to-New Orders indexes up to a level of 0.938 — the highest
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ratio level since February 2009 and higher than it was in November 20007, the month before
the peak in the last business expansion. The behavior of these data is consistent with the
notion that some involuntary inventory accumulation is beginning to occur, which, in turn,
would imply some slowing in new ordering of inventories.

Chart 6
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Last month we noted that state & local government employment accounted for nearly 15% of
total nonfarm payrolls. The ranks of this relatively important sector of employment are
growing smaller as state & local governments are being forced to layoff staff due to budgetary
challenges. In July, state & local government payrolls were trimmed by 48,000 (see Chart 7),
part of the 212,000 cumulative decline in these payrolls in the 12 months ended July. On a
year-over-year percentage basis, state & local government payrolls declined 1.37% in July, the
largest percentage decline since the 1981-1982 recession (see Chart 8). Given the budgetary
challenges that lie ahead for state & local governments, especially with regard to the
underfunding of their pension plans, it is likely that the year-over-year percentage declines in
state & local government payrolls in the months ahead will match those registered during the
1981-1982 recession. It also is likely that these laid off state & local government workers will
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have difficulty being absorbed by private employers. Thus, U.S. production of services will be
adversely affected by these layoffs.

Chart 7

State & Local Government Payrolls
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Chart 8

State & Local Government Payrolls

% Change - Year to Year
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Source: Haver Analytics

Speaking of unemployment, the monthly state unemployment insurance claims data suggest
that the condition of the labor market is, at the very least, improving at a slower pace. Chart 9
shows that the year-over-year percent change in initial unemployment claims has begun to
decline at a slower pace. Had it not been for the extraordinary 0.61% decline in the 20-year-
old and above civilian labor force in the three months ended July (see Chart 10), it is quite
likely that the headline unemployment rate would have risen above its 9.5% level. Because we
believe that there will be some growth in the labor force in the coming months, because there
are indications from the state unemployment insurance data that the labor market’s recent
improvement is slowing down and because we believe that the growth in real GDP over the
second half of this year will be insufficient to generate enough jobs to employ new entrants to
the labor force, we are projecting an increase in the headline unemployment rate to a level
above 10% in the fourth quarter of this year.
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Chart 9

Initial Claims for Unemployment Insurance, State Programs, Wkly Avg
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The so-called bond market vigilantes appear to have identified a new desperado — deflation
rather than inflation. (As an aside, we never bought into the original interpretation of bond
market vigilantes. The original interpretation was that a rise in longer-term Treasury yields
would, in and of itself, brake the growth in nominal aggregate demand and prevent inflation.
In contrast, it has been our view that a rise in longer-term Treasury yields relative to the level
of the federal funds rate was an indication of an increase in the economy’s overall demand for
credit, more of which was being accommodated by the banking system, including the central
bank.) In the past six months ended July, the All-ltems CPI has increased at an annualized
rate of just 0.01% and in the past 12 months ended July the Trimmed-Mean CPI, calculated by
the Federal Reserve Bank of Cleveland, has increased at an annual rate of just 0.86% (see
Chart 11). With the market-implied rolling 10-year average CPI inflation rate trending up
from a mere 0.12% at the end of 2008 to just under 2.40% by January 2010, the market-
implied CPI inflation rate has backed down to 1.76% as of mid August (see Chart 12).

Chart 11
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Chart 12

10-Year Nominal minus 10-Year TIP Rate

Avg, %
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Is there any basis for believing the message being sent by the Treasury bond market that the
risks are tilted toward deflation rather than an outbreak of significantly higher inflation? Yes.
We return to our old “friend,” bank credit. On an annual average basis, there is a relatively
high correlation (0.53) between growth in average annual bank credit in a given year and
annual average CPI inflation two years later (see Chart 13).
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Chart 13

Avg. Annual Break-Adjusted Bank Credit: All Commercial Banks (advanced 2 yrs.)
%
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How does the Federal Reserve respond to all this? At the August 10 meeting, the FOMC
decided to back off its implicit quantitative tightening policy and go with a quantitative
neutral policy. That is, rather than allowing its holdings of securities gradually run down as its
holdings of agency mortgage-backed securities matured, the FOMC decided to re-invest the
proceeds of maturing mortgage-backed securities in Treasury coupon securities up to 10 years
in maturity. If bank credit continues to grow, we would expect that there would be no moves
by the FOMC toward increasing the level of its holdings of securities. We do not expect any
sort of policy interest rate increases — federal funds rate or interest rate paid on excess reserves
— by the Fed over the remainder of this year. If bank credit continues to grow on a sustained
basis and aggregate demand growth starts to pick up in the first half of 2011, which is our
current forecast, then the Fed would be expected to begin raising policy interest rates around
mid-year 2011. But we caution you, there are many data points between now and then.
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SELECTED BUSINESS INDICATORS

Table 1 US GDP, Inflation, and Unemployment Rate

2009 2010 2011 Q4 to Q4 change Annual change
09:3a 09:4a|10:l1a 10:2a 10:3f 10:4f | 11:1f 11:2f 11:3f 11:4f | 2009a 2010f 2011f| 2009a 2010f 2011f
REAL GROSS DOMESTIC PRODUCT 1.6 50 | 3.7 24 1.4 1.9 2.6 3.1 3.5 3.7 0.2 2.4 3.2 -2.6 2.8 2.6
(% change from prior quarter )
CONSUMPTION EXPENDITURES 2.0 0.9 1.9 1.6 1.5 2.0 2.3 2.5 2.7 2.7 0.2 1.7 2.6 -1.2 1.4 2.2
BUSINESS INVESTMENT -1.7 -1.4 7.8 17.0 6.7 4.1 5.4 8.2 9.4 10.7 -12.7 8.8 8.4 -17.1 5.1 7.4
RESIDENTIAL INVESTMENT 106 -0.8 | -123 279 -50 -25 2.0 5.0 7.0 7.0 -13.4 0.9 52 | -22.9 0.3 3.1
CHANGE IN INVENTORIES (00 dlrs, bill) -128.2 -36.7| 44.1 757 856 90.6 | 95.6 105.6 1156 1286 -113.1*  74.0%  111.4*
GOVERNMENT 16 -14]| -16 44 00 -0.8 0.5 0.7 1.6 2.2 0.8 0.5 1.2 1.6 0.7 0.7
NET EXPORTS (*00 dIrs, bill.) -390.8 -330.1]-338.4 -425.9 -421.0 -408.0 | -400.8 -403.5 -411.3 -424.5 -363.0* -398.3* -410.0*
FINAL SALES 0.4 2.1 1.1 1.3 1.5 1.8 2.4 2.8 3.2 3.3 -0.3 1.4 2.9 -2.1 1.3 2.3
NOMINAL GROSS DOMESTIC PRODUCT 23 47| 48 43 23 3.0 3.6 4.1 5.4 6.0 0.6 3.6 4.8 -1.7 3.6 3.8
GDP DEFLATOR - IMPLICIT (% change) 0.7 -0.3 1.1 1.8 0.9 1.0 1.0 1.0 1.8 2.3 0.4 1.2 15 0.9 0.8 1.2
CPI (% Change, 1982-84 = 100) 3.7 2.6 1.5 -07 1.1 1.2 1.2 1.2 2.0 2.5 15 0.8 1.7 -0.3 1.5 1.2
CIVILIAN UNEMPLOYMENT RATE (avg.) 9.6 10.0 9.7 9.7 9.7 10.2 10.4 10.2 9.9 9.4 9.3* 9.8* 10.0*
a=actual
f=forecast
*=annual average
Table 2 Outlook for Interest Rates
Quarterly Average Annual Average
SPECIFIC INTEREST RATES 09:3a 09:4a] 10:1a 10:2a 10:3f 10:4f) 11:1f 11:2f 11:3f 11:4f J2009a 2010f 2011f
Federal Funds 0.16 0.12 0.13 0.20 0.20 0.20 ] 0.20 0.25 0.70 1.45 0.16 0.18 0.65
2-yr. Treasury Note 1.03 0.87 0.92 0.85 0.55 0.55 0.65 0.80 1.25 1.95 0.96 0.72 1.16
10-yr. Treasury Note 3.52 3.46 3.72 3.50 2.75 2.75] 3.00 3.30 3.60 4.10 3.26 3.18 3.50

a = actual
f = forecast
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