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Strong data last week and expectations for
the data this week keep the Fed on track for
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| got an email yesterday offering a video
which will allow me to test a dog's IQ. The
video was only $12.95 plus shipping and
handling. | figured the test was that if |
bought the video, the dog was smarter than
me.

This highly volatile data series reported it's biggest
b 619,000 month since before the recession of 2008-09
A very strong report, driven by car sales up 2.4%, and a
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huge jump in aircraft orders

First quarter growth revised upward from 0.5%, due to
Real GDP-Revised 0.8% better residential investment and a lower trade deficit
than first reported
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The question | get asked most often: Why should the Fed raise short-term interest rates and normalize monetary policy now? After all, the economy
is growing at less than the long-term trend line. Real GDP for the first quarter was revised upward, but only to 0.8% following the 1.4% rate of growth
in the fourth quarter. The inflation data remains well contained, even with oil and other commodity prices rebounding. The future indicators of
inflation remain weak, with capacity utilization rates well below 80%, and consumer final demand only increasing at less than 2% this year. There
appears to be little reason to raise rates in this environment.

The reason the Fed needs to raise rates is to reduce the risk incentive of very low borrowing costs. Keeping low rates will lead to speculative bubbles
building in sectors of the economy. We have already experienced the pain when these bubbles burst. An example is found in the banking sector. Low
borrowing costs usually lead to a surge in loan demand, but that has not happened yet. Companies and individuals are still reluctant to increase debt
after the effects of the 2008-09 Great Recession. The result is that banks are extending terms to borrowers in order to get loan growth. We are
hearing of more banks willing to quote seven and even ten year fixed rate loans in the low 4% rate area. The rebound in real estate market values are
allowing these same banks to lend more on each commercial real estate loan. The larger banks have generated much faster loan growth than the
community banks have been able to achieve because they have been more price competitive. This environment has led to an increase in risk in loan
portfolios. It has not reached levels of pre-recession conditions, but any increase in economic growth will cause even more price competition to book
loans as the only way to grow revenues.

Raising short term rates will drive funding costs higher and force lenders to increase loan rates. Low interest rates do alter the decision making
process that leads to financial implications. We have had low rates for over ten years and have avoided the building of a speculative bubble and
higher inflation. The question the Fed must answer in two weeks is whether they should wait to normalize rates until these risk conditions start to
appear, or should they move in front of them. The Fed has said they would move in a controlled way before risks accelerate. We have learned to
believe what they say. We continue to expect a 25 basis point upward move at the June 15 meeting.
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