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Ben Bernanke’s Bullets

by Avery Shenfeld

It's increasingly evident that America’s
economic recovery is simply not good
enough. Not good enough to vanquish
unemployment,  power  consumption,
withstand fiscal tightening, and protect
against deflation risks down the road.
Canadians have a stake in that game, since
growth here will slow if the US import
engine sputters. Something must be done,
and in the week ahead, it's Ben Bernanke’s
FOMC that will be looking at what role it
can play in that effort.

What bullets are still left in Bernanke’s
arsenal? One suggestion, reducing the rate
paid on deposits of excess reserves held at
the Fed, would have a trivial impact, since
the yield is already so low relative to, say, the
yield on a car loan. The very slight movement
in that spread is therefore unlikely to trigger
a big wave of fresh credit flows.

Quantitative easing, printing even more
money to buy securities, rather than winding
down the Fed’s balance sheet, can help
defuse deflation expectations if done with
sufficient aggression. Expectations of higher
prices, perhaps abetted by announcing a
formal CPI target, can get consumers to
buy now rather than later, making savings
less attractive. The impact on bond yields is
actually ambiguous. Real rates (the key to
economic activity) should fall as the Fed buys
securities, but nominal Treasury rates could
ultimately move higher if QE is successful in
convincing markets that inflation is going
to heat up. That said, the impact on the
economy from QE will still be dulled to the
extent that the money multiplier remains low,
and the extra liquidity fails to spark a surge
in lending and broader money aggregates.

http://research.cibcwm.com/res/Eco/EcoResearch.html

If the US economy is in such a liquidity trap,
two even more aggressive options remain.
The Fed can agree to monetize an addition
to Treasury debt that is used to finance
another significant round of spending or tax
cuts. A tax cut financed by printed money is
equivalenttothe “helicopterdrop” of money
that Bernanke spoke about in a speech on
anti-deflation weapons a decade ago. Or it
could print money to buy foreign currency,
driving the dollar down in the process. That
would boost US export prospects and at
the same time reinforce expectations that
inflation will stay positive, although it would
draw the ire of America’s trading partners
who, at this point in the cycle, won't be
happy seeing their currencies appreciate.

But before any of this is even considered,
the Fed has to come to a consensus that
laissez faire won't work. That will require a
sea change in thinking. The likes of Hoenig
and Fisher are more focused on unwinding
stimulus than adding to it, and even
Bernanke's recent testimony spent much
more time on the former. Since the last two
recoveries also started with a year or so of
job losses, the FOMC could cling to hopes
that a jobs revival is just ‘round the corner.

New appointees at the table in September
might tilt the balance towards the doves,
but couple more quarters of sluggish jobs
figures would be even more likely to do the
trick. By early 2011, either fiscal tightening
will be pushed off, or the Fed will be reaching
for unconventional tools to get the economy
moving again.
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Week Ahead’s Market Call
by Avery Shenfeld

In the US, the Fed doesn't really need to convince markets anymore that it won't be hiking
rates for an “extended period”, given the depths to which two-year yields have plunged.
There's some chatter that the Fed will consider reinvesting maturing mortgage holdings into
Treasuries rather than running down the balance sheet, but any QE steps to increase the bal-
ance sheet won't yet get much discussion. Retailing will be soft ex-autos, and the monthly
core CPI should be tame, but not yet deflationary. A smaller widening in the June trade
deficit than was assumed in the advance Q2 GDP estimates might help prevent a downward
revision associated with softer-than-assumed inventories.

In Canada, look for a further retreat in housing starts, which appear to be settling back to
earth after activity was rushed to beat changes in sales taxes. Trade data will include better
prices in tilting to a slightly smaller deficit. Keep an eye on export volumes for an early read
on factory activity in the month. We need a solid June GDP figure to reach our 2%2% target
for the quarter, but expect to get some of that from public sector spending associated with
holding the G-20 summit.
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Week Ahead’s Key Canadian Number:
Merchandise Trade Balance—June
(Wednesday, 8:30 a.m.)

Peter Buchanan (416) 594-7354

CIBC Mkt Prior
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Canada’s trade deficit jumped to an above consensus
$0.5 bn (over $6 bn in annualized terms) in May, as a
vigorous near 6% rise in imports outpaced respectable
export growth. We expect the deficit to narrow modestly
to $300 in June, unwinding some of that deterioration.

On the plus side, natural gas and oil prices both firmed in
June, recovering some of the ground lost during the late
spring. The energy balance may also see some benefit
from the impact of near-record temperatures on demand
for Canadian electricity. Tempering improvement in
those areas, softwood lumber prices have plummeted
since the US home ownership tax credit lapsed at the
end of the April. After rising for three straight months,
US automotive production also dipped by 1.2% in June.

That and considerably more forceful recovery in Canadian
auto sales should help to put the brakes for now on
improvement in the auto trade deficit.

Forecast Implications — Resource prices have regained
some ground in the last month aided by the weaker
greenback and easing European debt fears. While that's
a near term plus for the trade position, we expect a
slowing recovery stateside to take a toll on Canada’s
export performance, moving into the second half of the
year.

Market Impact — Our forecast for the June deficit is not
expected to have a major impact on markets.

Other Canadian Releases:

Housing Starts—July
(Tuesday, 8:30 am)

What goes up eventually comes down. Housing starts
likely posted their third drop in as many months in July
amidst growing evidence that the bloom is coming off
the housing sector rose. A 5.0% drop on the month
would equate to a 183.2K annualized rate. Although

building permits for the month showed unexpected
strength, those for residential activity sagged by 4.5%.
July’s giveback should be more broadly based than June’s,
which was confined to the volatile multiples segment.
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Week Ahead’s Key US Number:

US Retail Sales
%
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After falling for two straight months, nominal retail sales Forecast Implications — Not only do the recent

are only expected to make the most minimal of comebacks
in July. After a sizeable decline in June unit auto sales
were up nearly 3.5% to kick off Q3, but some of those
gains were driven by ongoing strong fleet sales which are
not included in the retail figures. Excluding autos, sales
should come in even flatter than the headline number,
as unusually hot weather across most of the country
coupled with eroding consumer confidence weighed on
spending. Sales of furniture and building materials may
see somewhat of a pop after a number of months of
declines, but based on the recent downtrend across a
whole swath of real-estate indicators, that upturn should
be modest at best. Same store sales were mixed in July,
but since those results are reported on a year-over-year
basis and are not seasonally adjusted, it is very difficult to
translate these figures to monthly numbers.

revisions to US real GDP show that the last US recession
was longer and deeper than previously thought, but
they also minimize the role that consumer spending has
had through this recovery. Now that the savings rate is
above 6%, there are those who expect households to
start spending again, but with labour market indicators
continuing to disappoint we expect consumers to remain
frugal for some time to come.

Market Impact — Our weaker-than-expected retail sales
call should continue to feed growing investor concern
about the underlying health of the US household sector,
and keep talk of a double-dip recession front and
centre.

Other US Releases:

CPI
(Friday, 8:30 a.m.)

With the headline US consumer prices down 0.1% since
the start of the year, it is no wonder that investors are
increasingly concerned about the risk of deflation. But
while we expect the 12-month inflation rate to continue
to head somewhat lower from here, outright deflation
is still not a part of our base case forecast. Falling pump
prices are certainly weighing on CPI, but with core prices
also very soft this is more than just an energy story. The
good news is that while inflation continues to slow,

that trend should reverse early next year, in part due to
stabilization in the large rent and owners’ equivalent rent
components of the CPI. Turning to July’s inflation report
specifically, the headline CPI should move up by 0.2%
due to a smaller than normal drop in gasoline prices.
Meanwhile, core inflation should climb by just 0.1%
after a 0.2% gain in June. That will take the year-over-
year total CPI measure up by one tick to a still very low
1.2%, while the ex-food and energy number remains
unchanged at 0.9%.
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Equity Insights

Peter Buchanan

TSX Telecom and Health Firms Doing Best Relative
to Street’s Earnings Expectations

Last week was the first really heavy one of the Q2
reporting season for TSX members. Of the roughly 130
firms that have reported so far, 54% have topped the
consensus reported by Bloomberg. Telecoms, with an 80
per cent success rate, is leading the way, followed by the
health group. Although the insurance sector has lagged
expectations, other non-bank financials have done better.
Energy firms, meanwhile, are doing better relative to the
street’s expectations than last quarter, with the utilities
bringing up the rear. While the TSX “beat rate” is once
again running below the ratio for the S&P 500, a similar
gap didn't keep the TSX from doing better in Q1. Our
research suggests earnings “misses” get penalized more
heavily in the US than Canada.

PMI Points to Further Deceleration in China’s Oil
Demand Growth

WTI has had a good run recently, hitting a 3-month
high of nearly $83/bbl last week. But slackening growth
in the world’s top two consuming nations, China and
the US, could hamper the markets ability to build on its
impressive advance. We expect GDP stateside to increase
at a tepid 2% annualized rate in the second half of the
year. China’s PMI has traditionally led oil consumption by
about 2-3 months. The decline in that indicator points
in consequence to a further easing in oil consumption
growth there.

Individual Investors Remain Cautious Based on
Asset Allocations

While the US equity market chalked up its largest increase
in over a year in July, smaller investors still aren’t rushing
back in. Stocks and stock funds accounted for 51.7%
of the individual investors portfolios in July according to
the American Association of Individual Investors, down
1.2%-pts from a month earlier. That's nearly 10%-pts
below the long term average and 20% below levels just
before the recession. Cash holdings were near normal at
24.3%. Investors added exposure during the month to
their already appreciably overweight holdings of bonds
and bond funds. Market volatility and uncertainty are
one reason investors are staying defensive, but longer
term factors also appear to be at play. That includes a
greater emphasis on income generation by aging baby
boomers.

TSX Earnings Beat Rate by Sector

Telecom : 80
Health Care Equip & Serv | 67
Non-Bank Financials | 59
Industrials | 58
Cons Staples | 56
Materials 53
Energy | 52
Cons Discret | 50
Info Tech | 50
Utilities | 20

Total |E—— 54
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Currency Currents
Meny Grauman

Will the Rising Euro Hurt Germany?

German PMI and Euro

Although German industrial production unexpectedly [130 - - 1.8
dropped by 0.6% in June, other more forward looking 159 4 16
numbers including July's manufacturing PMland June fac- |, .
tory orders continue to point to further strength ahead. 100 - 1.4
Germany’s factory sector will likely slow down somewhat - 1.2
as business spending in places like the US moderate af- | 997 10
ter a blistering Q2, but momentum is still pretty healthy | 801 '
heading into Q3. The recent strength of the euro is some- | 70 1 - 0.8
what of a concern. Note that the currency is still down | eo : . . . 0.6
over 7% versus the US dollar since the start of the year Jan-06  Jan-07  Jan-08  Jan-09  Jan-10
but investors may start to question the sustainability of a German PMI, Index (LHS)
euro at much stronger levels than here.
———USD/EUR, $ (RHS)

Japan’s China Syndrome

. i L . Why the Yuan-Yen Rate Matters
With exports contributing so significantly to first quarter
real GDP growth in Japan, there is growing speculation 490, - share of Japanese exports, destination
that the government will step in to halt the yen’s assent
afterthe currency hita 15-year high against the greenback
this week. But while markets continue to focus on the |3°% 7
US dollar cross, it is the yen’s value relative to the yuan
that is becoming increasingly important. After all, China [20% A P

is now a bigger customer of Japanese goods than the
United Sates. Unfortunately, the yen is also gaining
ground against the yuan, and coupled with concern over

10% A

slowing Chinese demand, the Japanese recovery certainly —_—

looks vulnerable. We therefore see increasing risks that 0% 90' '92' '94' '96' '98' '00' '02' '04' '06' Iosl '

Tokyo will intervene against the yen. —— Chin US

Quasi-Fiscal Spending Still Red Hot

This week the IMF reiterated its view that the Brazilian Key Brazilian Lending Rates

economy will grow by over 7% in 2010. That blistering 157 o,

pace of economic activity is being driven by capital

inflows, but also by a surge in quasi-government loans 131

provided by the country’s National Development Bank 11

(BNDES). BNDES lending doubled last year, and is up

around 40% so far in 2010. AT 475 bps below the central 94

bank’s benchmark lending rate these loans are extremely

attractive. However, this flow of credit is putting more 7 -

pressure on monetary policy to drive the benchmark rate —

higher in order to control inflation. 5 T T T T

Jan-09 May-09 Sep-09 Jan-10 May-10

BNDES lending rate
Brazil benchmark lending rate
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CANADIAN RELEASE AND EVENT DATES CIBC
August/September 2010 =

MONDAY TUESDAY WEDNESDAY THURSDAY FRIDAY
3 5
2 4 LABOUR 6
INTERNATIONAL FORCE SURVEY
RESERVES 7:00 AM AVG
8:15AM  $BN $BN EMPLOY UNEMP HRLY
CHANGE LEVEL (HOUSE) RATE EARN
MAY -0.816 56.0 M VAR Y
CIVIC HOLIDAY JUN -0.634 55.4 MAY 0.1 1.7 81 2.7
(Markets Closed) JuL 1.918 57.3 JUN 0.5 22 7.9 20
BUILDING PERMITS ($) JuL -0.1 23 80 26
8:30 AM M M
APR (R_I§S3) (NON'§ESS IVEY PURCHASING
MAY 33 148 MANAGERS’ INDEX
JUN 4.5 23.5 10:00 AM
9 10 11 12 13
HOUSING STARTS MERCHANDISE CAR & TRUCK SALES
8:15 AM 000’s (AR) TRADE 8:30 AM 000’s (AR)
TOTAL  SINGLES 8:30AM  $MN 12 MO. TOTAL DOM.BUILT CAR
MAY 199 77 BALANCE SALE
JUN 193 77 APR -330  -3,569 APR 1,514 386
JuL MAY -503 -2,699 MAY 1,518 371
JUN JUN
NEW HOUSING PRICE
INDEX
8:30 AM
16 17 18 19 20
INT’L TRANSACTIONS
IN SECURITIES C$BN, NET LEADING INDICATOR nggss‘mggx
8:30 AM 8:30 AM 7:00 AM
BONDS MONEY STOCKS TOT :
10_(‘)’2)”’/‘&5(35)7"-5”5"75 MARKET WHOLESALE TRADE Ay Jamsm Y
: ° i 8:30 AM . .
APR 2.3 1.8 1.8 . . . . JUL
MAY 2.4 1.9 23 JUN
JUN
SURVEY OF
MANUFACTURING
8:30 AM SHIPMENTS
M Y
APR 0.4 10.8
MAY 0.4 16.5
JUN
23 RETAIL TRADE 24 25 26 27
8:30 AM (Currents) QUARTERLY
: FINANCIAL STATISTICS
M Y | 8:30 AM
APR 2.2 6.4 :
MAY -0.2 5.2
JUN
30 NATIONAL 31 1 2 3
IN?'{\I.L:;‘%\EIIEONFTS ACCOUNTS INTERNATIONAL
8:30 AM  CURR. ACCT. BAL. | 8:30AM  REAL PRICE RESERVES
' $BN(QR) S$BN(AR) GDP  DEFLATOR 8:15 AM $BN $BN
09:04 o S10.8 %ch AR %ch AR CHANGE  LEVEL
10:Q1 78 313 09:Q4 4.9 3.8 JUN -0.634 55.4
10:Q2 ' ' 10:Q1 6.1 4.4 JUL 1.918 57.3
: 10:Q2 AUG
GDP BY INDUSTRY
INDUSTRIAL PRICES 8:30 AM (2002%)
8:30 AM M (NSA) Y GDP IND.PROD.
MAY 0.4 1.5 M M
JUN -0.9 0.2 APR 0.0 0.1
JuL MAY 0.1 1.2
JUN

All data seasonally adjusted except where noted “"NSA”. M: per cent change from previous month. Q: per cent change from previous quarter at annual rates. Y: per cent change
from year earlier. AR: Annual Rate. YTD: Year to date. Release dates are provided by sources outside CIBC World Markets Inc. Dates are subject to change. Sources for histori-
cal data: Statistics Canada, CMHC, Human Resources Development Canada and the Bank of Canada.
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U.S. RELEASE AND EVENT DATES
August/September 2010

CIBC

=

MONDAY TUESDAY WEDNESDAY THURSDAY FRIDAY
PERS. INCOME
2 & OUTLAYS 3 4 5
8:30 AM SAVING ADP SURVEY EMPLOY. SITUATION
INCOME CONS  RATE 8:15 AM 8:30 AM
ISM MEG SURVEY M M AR NON- CIV  AVG
10:00 AM COMP.  PRICES APR 0.4  -0.1 6.0 FARM UNEMP  HRLY
: INDEX  INDEX MAY 0.3 0.1 6.3 PAYROLL  RATE  EARN
JUN 0.0 0.0 6.4 (000s) M % Y
MAY 59.7 77.5 FACTORY ORDERS MAY 432 9.7 2.4
JUN 56.2 57.0 10:00 AM M Y JUN  -221 9.5 2.4
JuL 55.5 57.5 APR 1.0 17.7 ISM NON-MFG SURVEY UL -131 9.5 2.3
Chairman Bernanke speaks ;4UA'\‘Y :ig ﬁg 10:00 AM CONSUMER CREDIT
in S. Carolina on challenges : ' 3:00PM
for the economy & state LIGHT VEHICLES
govts. @ 10:15 AM ET SALES MIL (AR) Y
MAY 11.624  17.3
2, 5,7-Yr NOTE SETTLEMENT JUN 11.139 13.7 3, 10-Yr BOND ANNOUNCEMENT
JuL 11.522 2.2
BOT (9:00) REDBOOK (10:40) | 30-Yr NOTE ANNOUNCEMENT I |\ T|AL JOBLESS CLAIMS (8:30)
9 10 11 12 cPI 13
NON-FARM 8:30 AM  M(SA) Y (NSA)
PRODUCTIVITY GOODS & SERVICES MAY -0.2 2.0
8:30 AM  Q/Q (AR) Y/Y BALANCE (BOP) $B JUN 0.1 1.1
09:Q4 (R) 6.3 5.6 8:30 AM GDS SERV  TOT JuL
10:Q1 (R) 2.8 6.1 APR -52.5 12.2 -40.3 MONEY SUPPLY M-2 RETAIL SALES
10:Q2 (P) MAY  -54.5 12,2 -42.3 4:30 PM M Y 8:30 AM M Y
JUN MAY 1.0 1.7 MAY -1.1 6.9
i TREASURY BUDGET JUN 0.4 1.9 JUN -0.5 4.8
FOMC Meeting 2:00 PM JUL oL
3-Yr NOTE AUCTION 10-Yr NOTE AUCTION 30-Yr BOND AUCTION 1"3_‘&":3"" SENTIMENT (P)
BOT (9:00) REDBOOK (10:40) INITIAL JOBLESS CLAIMS (8:30) BUSINESS INVENTORIES
10:00 AM
PRODUCER
16 PRICE INDEX 17 18 19 20
f,l’:f AM M (_%A; Y (NSSA3) LEADING INDICATOR
NET CAPITAL . . 10:00 AM
INFLOWS TICS ;Bf -0.5 2.8
9:00 AM HOUSING STARTS
8:30 AM MIL (AR) M PHILADELPHIA FED INDEX
MAY 0.578 -14.9 10:00 AM
JUN 0.549 -5.0
3, 10, 30-Yr NOTE JuL 2,5, 7-Yr NOTE
SETTLEMENT
CAPACITY UTIL/IND. PROD. ANNOUNCEMENT
9:15 AM LEV M Y
MAY 741 1.3 7.9
JUN 741 2.3 8.2
JuL
BOT (9:00) REDBOOK (10:40) INITIAL JOBLESS CLAIMS (8:30)
23 24 DURABLE 25 26 GDP 27
GOODS ORDERS 8:30 AM (AR)
8:30 AM M Y REAL IMPLICIT
MAY -0.8 15.2 GDP DEFLATOR
EXISTING HOME SALES JUN 1.0 15.9 10:Q1(F) 3.7 1.1
10:00 AM JuL 10:Q2(A) 2.4 0.8
10:Q2(P
2-Yr NOTE AUCTION 5-Yr NOTE AUCTION 7-¥r NOTE AUCTION Q2(P)
NEW HOME SALES 8IC3%RAPMORATE PROFITS
10:00 AM :
MICHIGAN SENTIMENT (F)
10:00 AM
Chairman Bernanke speaks
in Jackson Hole at Kansas
City Fed Conference,
BOT (9:00) REDBOOK (10:40) INITIAL JOBLESS CLAIMS (8:30) 10:30 AM ET
30 y 31 1 2 3
S&P/CASE-SHILLER
PERS. INCOME HOUSE PRICE INDEX gi30 ay OY: SITUATION
& OUTLAYS 9:00 AM ~ NON- v AVG
8:30 AM SAVING CHICAGO PMI FARM UNEMP  HRLY
INCOME CONS  RATE 9:45 AM 3-,10-Yr BOND ANNOUNCEMENT PAYROLL  RATE  EARN
MAY 0"\34, O.T prg 2-, 5-, 7-Yr NOTE SETTLEMENT 30-Yr NOTE ANNOUNCEMENT | (000s) M % Y
JUN 0.0 0.0 6.4 FOMC Minutes JUN - -221 9.5 2.4
JUL uL -131 9.5 2.3
BOT (9:00) REDBOOK (10:40) INITIAL JOBLESS CLAIMS (8:30) | AUG

All data seasonally adjusted except where noted "NSA”. M: per cent change from previous month. Q: per cent change from previous quarter at annual rates. Y: per cent change
from year earlier. AR: Annual Rate. YTD: Year to date. Release dates are provided by sources outside CIBC World Markets inc. Dates are subject to change. Sources for histori-
cal data: U.S. Department of Commerce, U.S. Department of Labor and U.S. Federal Reserve Board.
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