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Largely because of some recently-released economic reports, we have bumped up our real 
GDP forecast significantly for Q4:2009 and much less so for all of 2010. But we have not 
changed our fundamental view of the 2010 economic outlook. That view is that the recovery 
will continue through 2010, but will not be vigorous. Because we expect growth in the first 
half of 2010 to be slower than it was in the second half of 2009, we would not be surprised to 
hear the talking heads on CNBC start yapping about a “double dip.” They are likely to be 
wrong, as usual. 
 
The table below shows this month’s forecast vs. last month’s, with the major differences in 
bold-face type. With regard to the Q4:2009 forecast, the data in the table show that the 
increase in the forecast for real GDP growth of one percentage point from revised third quarter 
data is due primarily to stronger residential investment expenditures, a much smaller 
liquidation of inventories and a larger contribution from net exports. Although we have 
increased our forecast for growth in real personal consumption expenditures, the increase is 
relatively small at 0.2 of a percentage point. Notice that the projected growth in real final sales 
has been increased by only 0.4 of a percentage point, indicative of the relatively large upward 
revision to the inventories component. Also note that although our forecast of Q4:2009 real 
GDP growth is 0.7 of percentage point higher than that of Q3:2009, our forecast of Q4:2009 
growth in real final sales of domestic product is 0.3 of a percentage point lower than that of 
Q3:2009. Again, a slower liquidation pace of inventories in the fourth quarter is a major driver 
of top-line real GDP growth. 

December 2009 forecast versus November 2009 forecast 
 

2009 2009

 

09:3a 09:4f 10:1f 10:2f 10:3f 10:4f 2009f 2010f 2009f 2010f

REAL GROSS DOMESTIC PRODUCT 2.8 3.5 2.4 2.4 2.7 3.2 -0.3 2.5 -2.5 2.5
Nov. 2009 forecast with advance 2009:Q3 est. 2.6 2.0 2.4 2.5 3.2 -0.3 2.5 -2.5 2.3
(% change from prior quarter )

  CONSUMPTION EXPENDITURES 2.9 1.9 1.7 2.0 2.0 2.3 1.1 2.0 -0.6 1.9
Nov. 2009 forecast with advance 2009:Q3 est. 1.7 1.7 2.0 2.0 2.3 1.2 2.0 -0.5 1.9

  BUSINESS INVESTMENT -4.1 -6.9 -0.7 0.3 1.0 2.9 -16.3 0.9 -18.2 -2.3
Nov. 2009 forecast with advance 2009:Q3 est. -5.6 -0.8 0.2 1.0 2.8 -15.7 0.8 -18.0 -1.9

  RESIDENTIAL INVESTMENT 19.5 12.0 2.5 2.5 4.0 5.0 -10.7 3.5 -20.0 4.6
Nov. 2009 forecast with advance 2009:Q3 est. 4.0 2.5 2.5 4.0 5.0 -11.7 3.5 -20.1 3.6

  CHANGE IN INVENTORIES ('00 dlrs, bn.) -133.4 -88.8 -68.8 -58.8 -48.8 -33.8 -124.1 -52.6
Nov. 2009 forecast with advance 2009:Q3 est. -101.3 -96.3 -86.3 -81.3 -66.3 -126.6 -82.6

  GOVERNMENT 3.1 1.6 1.9 1.3 2.1 1.8 2.2 1.8 2.1 2.2
Nov. 2009 forecast with advance 2009:Q3 est. 1.7 1.9 1.3 2.1 1.8 2.0 1.8 2.0 2.1

  NET EXPORTS ('00 dlrs, bn.) -358.0 -346.1 -337.4 -324.8 -312.7 -299.7 -355.2 -318.7
Nov. 2009 forecast with advance 2009:Q3 est. -343.6 -335.5 -323.3 -311.8 -299.4 -352.2 -317.5

FINAL SALES 1.9 1.6 1.8 2.1 2.3 2.7 0.0 2.2 -1.7         1.9
Nov. 2009 forecast with advance 2009:Q3 est. 1.2 1.8 2.1 2.3 2.7 0.0 2.2 -1.6 1.9

CPI (% Change, 1982-84 = 100) 3.6 3.6 2.5 2.5 2.5 3.1 1.5 2.6 -0.3 2.8
Nov. 2009 forecast with advance 2009:Q3 est. 2.7 2.3 2.5 2.5 3.1 1.3 2.6 -0.4 2.6

CIVILIAN UNEMPLOYMENT RATE (avg.) 9.6 10.1 10.2 10.5 10.4 10.1 9.3 10.3
Nov. 2009 forecast with advance 2009:Q3 est. 10.2 10.4 10.6 10.7 10.5 9.3 10.6

2010 Q4/Q4 Change Annual Change

 

 



 

Shortly after the November retail sales report hit the tape, many forecasters might have been 
significantly boosting their estimates of Q4:2009 personal consumption expenditures. After 
all, nominal retail sales excluding motor vehicles, gasoline and building materials are running 
at an annualized pace of almost 4-1/2% in Q4:2009 vs. 1.4% in Q3:2009. Yes, but Q4:2009 
unit motor vehicle sales are contracting at an annualized pace of about 25%. So, assuming that 
growth in real personal consumption expenditures excluding motor vehicles in the fourth 
quarter is about a percentage point higher than the October-November “run rate” of nominal 
retail sales ex motor vehicles, gasoline and building materials, assuming that growth in real 
personal consumption expenditures of services in the fourth quarter is about 70 basis points 
higher than that of the third quarter, which would be the fastest growth since the first quarter 
of 2008, but assuming the sharp contraction in motor vehicle real expenditures implied by the 
October-November average of unit sales compared to the third-quarter average, growth in total 
real personal consumption expenditures in the fourth quarter works out to a little less than 2% 
– slower than the third quarter’s cash-for-clunkers super-charged 2.9% annualized growth. (Is 
this the longest sentence in recorded history?) 
 
Although we have significantly reduced our projected rate of inventory liquidation for 
Q4:2009, we have not gone as far as some other forecasters. Yes, October total nominal 
business inventories did increase by 0.2%, the first monthly increase since August 2008. 
However, with manufacturers’ and wholesalers’ inventories of farm products and petroleum 
products excluded, business inventories were down 0.1% in October. The reason for excluding 
farm products and petroleum products from total inventories is the same one for excluding 
gasoline sales from total retail sales. The nominal value of these inventories can be heavily 
affected by price changes. And, in fact, the prices of these products did increase significantly 
in October. So, real business inventories most likely did not increase nearly as much as did 
nominal inventories. Perhaps real inventories in October decreased yet again. We do, 
however, acknowledge that the rate of liquidation of real business inventories is slowing and 
that is a positive for real GDP. Thus, our forecasts of real GDP growth have been raised in 
both the Q4:2009 and Q1:2010 because of assumed less liquidation of inventories. 
 
Another factor accounting for our upward revision to Q4:2009 real GDP growth is net exports. 
Real exports grew at an annualized pace of 17% in the third quarter and the October trade data 
suggest that real exports in the fourth quarter could grow even faster. This is largely due to the 
economic recoveries underway in the rest of the world. Almost 43% of the October increase in 
nominal U.S. exports of goods was purchased by Pacific Rim and South/Central American 
countries. We believe that developing economies will become even larger purchasers of U.S. 
exports in the coming years. 
 
Housing completions are up and spending on home improvements went through the roof in 
October. This is what prompted us to raise our forecast for residential investment expenditures 
in the fourth quarter of this year. 
 
All else the same, the large upward revision to our Q4:2009 real GDP forecast implies an 
upward revision to our average annual real GDP growth forecast for 2010 due to arithmetic. 
This, plus a little less assumed inventory liquidation in Q1:2010 has resulted in our forecast 
for annual average real GDP growth in 2010 increasing to 2.5% from last month’s forecast of 
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. 

2 



 

2.3%. Despite the upward revision, this is tepid growth for a recovery, especially after such a 
deep recession.  
 
Why do we not see more robust growth for 2010? Because the private financial system 
appears to remain incapable of creating much, if any, net new credit for the private sector.  
Chart 1 shows the behavior of U.S. commercial bank credit to the private sector from January 
1947 through November 2009. The contraction in credit provided to the private sector in the 
recent recessionary period is unprecedented in the post-war era. Although the rate of 
contraction slowed in November to 5.6% year over year, this still represents a decline not seen 
prior to the recent recession. To be sure, some of the decline in bank credit is due to weaker 
borrowing demand by the private sector. With inventories so low, businesses have cut back on 
their working capital needs. With capacity utilization so low, there is reduced demand for 
borrowing to fund capital expenditures. But we believe that the primary factor currently 
driving down bank credit and likely to restrict its growth in 2010 is bank capital. Although 
banks and other financial institutions have raised unprecedented amounts of equity capital in 
the past year (see Chart 2), they, of course, experienced an unprecedented “evaporation” of 
capital in the past two years. It is widely expected that another wave of capital evaporation is 
on the way in the form of commercial mortgage defaults. Although the dollar amount of 
residential mortgages outstanding is over three times as large as the dollar amount of 
combined commercial and multi-family residential mortgages outstanding, the losses 
associated with commercial/multi-family mortgages are likely to be significant. Moreover, 
regulators, national and international, are considering phased-increases in required capital 
ratios for financial institutions. Therefore, a currently adequately capitalized financial 
institution may find itself inadequately capitalized a year from now due to new losses and/or 
higher required capital ratios.  
 

Chart 1 
U.S.  Commercial Bank Credit excluding Treasury/Agency Secur ities

    % Change - Year  to Year        
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Chart 2 

Total Finance:  Liabilities:  Net New Corporate Equity Issues

 4-qtr  MovingAver age     SAAR, Bil. $
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It is generally believed that the U.S. economy needs to grow in the range of 2-3/4% to 3% 
annually to maintain the level of the unemployment rate. Given our forecast of 2.5% real GDP 
growth for 2010, we expect the annual average unemployment rate level to be higher in 2010 
than it was in 2009. Although the reported decline in the unemployment rate from 10.2% in 
October to 10.0% in November was encouraging, we believe it was just statistical “noise.” 
Rather, we see the unemployment edging higher in the first half of 2010, peaking at about 10-
1/2%, and then slowly falling in the second half of the year, ending up in the fourth quarter of 
2010 about where it was in the fourth quarter of 2009.  
 
In addition to relatively slow growth, another impediment to a speedy decline in the 
unemployment rate is a low average work week. As shown in Chart 3, when the 
unemployment rate hit a cycle low of 4.4% back in March 2007, the average work week was 
33.9 hours. In this past November, the average work week was only 33.2 hours. Thus, 
businesses can increase their output to meet rising demand by extending the working hours of 
their existing staff rather than having to hire additional staff. 
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Chart 3 
Average Weekly Hours:  Total Pr ivate Industr ies
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Yet another impediment to rapid job growth and a declining unemployment rate is the 
structural change the U.S. economy is undergoing. Although it is encouraging that motor 
vehicles sold at an annualized pace of almost 11 million units in November, this still is a far 
cry from the almost 17 million units sold in 2005. We are told that U.S. producers are 
anticipating that motor vehicle sales will settle in at about 14 million units annually. 
Regrettably, this implies that some currently unemployed auto-sector workers will never find 
employment in this industry again. They will have to acquire training to qualify for jobs in 
different industries, which takes time. The same holds true for some currently unemployed 
real estate brokers, mortgage brokers, bricklayers and financial engineers. 
 
Although commodity prices have risen significantly this past year, largely because of 
increased demand in the face of the global economic recovery, and these prices could continue 
to trend higher in 2010, we do not believe that this will push consumer inflation to a 
particularly “threatening” level. Again, final demand will not be sufficiently strong to enable 
businesses to pass on higher commodity prices to their customers.  
 
Although we do not put as much emphasis on labor costs be a cause of inflation as others do, 
to the degree that they might be, they will not be in 2010. If the unemployment rate behaves as 
we expect, labor will not be in a strong bargaining position to secure large wage and salary 
increases. Moreover, labor productivity growth will remain relatively high, keeping unit labor 
cost growth in check.  
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Professor Milton Friedman, may he and his lovely wife, Rose, rest in peace, taught us that 
inflation is always and everywhere a monetary phenomenon. He was referring to rapid growth 
in the broad money supply, not the monetary base, as the principal cause of high inflation. 
Chart 4 would suggest that if Friedman were alive today, he would not be sounding an 
inflation alarm. In the six months ended November, the M2 money supply grew at an 
exceptionally low rate of 1.2%. Year over year in November, M2 grew at 5.1%, not 
alarmingly high in an historical context. Moreover, the year-over-year growth in M2 is 
trending lower, not higher.  

 
Chart 4 

Money Stock:  M2
 6-month %Change-ann     SA, Bil. $

Money Stock:  M2
    % Change - Year  to Year         NSA, Bil. $
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Despite this year’s depreciation of the dollar in increase in the price of gold, a market-based 
proxy for investor inflation expectations has not signaled much concern (see  
Chart 5). Yes, the market-based expectation of average CPI inflation over the next ten years 
has risen from near zero late last year to about 2-1/4% currently. But late last year, the global 
economy was on the precipice of another Great Depression, which, if we had fallen over, 
would have ushered in deflation. But we did not fall over the precipice and we now are 
experiencing an economic recovery. So, deflation is off the table. But inflation expectations 
remain below where they were pre-Lehman. In addition to this market-based measure, we 
have two other gauges of inflation expectations. When a national men’s clothing store chain 
stops offering three suits for the price of none and when a national upscale steakhouse chain 
abandons its “value meal” menu, then we will know that inflation is about to move much 
higher! 
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Chart 5 
10-Year  Nominal minus 10-Year  TIP Rate
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In addition to revising our 2010 real GDP forecast marginally, we also have revised our Fed 
policy forecast marginally. Last month, we expected the Fed to begin tightening policy at its 
late-June 2010 FOMC meeting. We now have pushed the tightening back to the early-August 
2010 FOMC meeting. In preparation for an explicit tightening, we expect the Fed to allow the 
federal funds rate to drift up to 0.25%, the top of its current target range, in the second quarter 
of 2010. At the Fed’s midyear report to Congress, we think that the Fed chairperson, 
presumably Ben Bernanke, will prepare the world for the imminent commencement of a 
tightening cycle. Although we are forecasting an acceleration in economic growth in the 
second half of 2010, this growth still is relatively restrained. Therefore, the Fed tightening we 
foresee in the second half of 2010 also is restrained, with the funds rate ending the year at a 
level of 1-1/4%. It will be in 2011 when Fed tightening gets more aggressive. 
 
We wish our readers a happy holiday season. And don’t forget to see "Feed the Fish". 
 
Paul L. Kasriel 
Asha G. Bangalore 
 
 
*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 

08:3a 08:4a 09:1a 09:2a 09:3a 09:4f 10:1f 10:2f 10:3f 10:4f 2008a 2009f 2010f 2008a 2009f 2010f

REAL GROSS DOMESTIC PRODUCT -2.7 -5.4 -6.4 -0.7 2.8 3.5 2.4 2.4 2.7 3.2 -1.9 -0.3 2.7 0.4 -2.5 2.5
(% change from prior quarter )

  CONSUMPTION EXPENDITURES -3.5 -3.1 0.6 -0.9 2.9 1.9 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 -4.1 -6.9 -0.7 0.3 1.0 2.9 -6.0 -16.3 0.9 1.6 -18.2 -2.3
  RESIDENTIAL INVESTMENT -15.9 -23.2 -38.2 -23.3 19.5 12.0 2.5 2.5 4.0 5.0 -21.0 -10.7 3.5 -22.9 -20.0 4.6
  CHANGE IN INVENTORIES ('00 dlrs, bill) -29.7 -37.4 -113.9 -160.2 -133.4 -88.8 -68.8 -58.8 -48.8 -33.8 -25.9* -124.1* -52.6*

  GOVERNMENT 4.8 1.2 -2.6 6.7 3.1 1.6 1.9 1.3 2.1 1.8 3.1 2.2 1.8 3.1 2.1 2.2
  NET EXPORTS ('00 dlrs, bill.) -479.2 -470.9 -386.5 -330.4 -358.0 -346.1 -337.4 -324.8 -312.7 -299.7 -494.3* -355.2* -318.7*
FINAL SALES -2.9 -4.7 -4.1 0.2 1.9 1.6 1.8 2.1 2.3 2.7 -1.4 0.0 2.2 0.8 -1.7 1.9

NOMINAL GROSS DOMESTIC PRODUCT 1.4 -5.4 -4.6 -0.8 3.3 7.0 4.8 4.8 4.7 5.0 0.1 1.1 5.2 2.6 -1.1 4.8

GDP DEFLATOR - IMPLICIT (% change) 4.1 0.0 1.9 1.1 3.4 3.4 2.3 2.3 2.3 2.9 2.0 1.4 2.4 2.1 1.4 2.2
CPI (% Change, 1982-84 = 100) 6.2 -8.3 -2.4 1.3 3.6 3.6 2.5 2.5 2.5 3.1 1.5 1.5 2.6 3.8 -0.3 2.8
CIVILIAN UNEMPLOYMENT RATE (avg.) 6.1 6.9 8.1 9.3 9.6 10.1 10.2 10.5 10.4 10.1 5.8* 9.3* 10.3*

a=actual
f=forecast
*=annual average

2009 Q4 to Q4 Change Annual Change20102008

 
 

Table 2 Outlook for Interest Rates  

SPECIFIC INTEREST RATES 08:3a 08:4a 09:1a 09:2a 09:3a 09:4f 10:1f 10:2f 10:3f 10:4f 2008a 2009f 2010f

Federal Funds 1.94 0.51 0.18 0.18 0.16 0.13 0.15 0.15 0.40 0.95 1.93 0.16 0.41

2-yr. Treasury Note 2.36 1.21 0.91 1.01 1.03 0.85 0.75 0.85 1.15 1.70 2.00 0.95 1.11

10-yr. Treasury Note 3.86 3.25 2.74 3.31 3.52 3.40 3.40 3.45 3.70 4.00 3.67 3.24 3.64

a = actual

f = forecast

Quarterly Average Annual Average
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