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Slow Patch Or Double Dip? 
• Recent data continue to suggest positive economic growth, 
but at a relatively lackluster pace in the near term.  

• The economic recovery will be susceptible to any major 
negative shocks.  Some clarity on tax policy would help. 

• The Federal Reserve is prepared to do more, but further 
credit easing efforts will be conditional on a more substantial 
deterioration in the economic outlook. 
 
 Real Gross Domestic Product rose at a 1.4% annual rate in 
the 2nd estimate for 2Q10 (revised down from +2.4% in the 
advance estimate).  However, underlying demand was hardly 
weak.  A surge in imports subtracted about 4.5 percentage 
points from overall GDP growth.  Domestic Final Sales (GDP less 
net exports and the change in inventories) rose at a 4.3% 
annual rate (up from 4.1% in the advance estimate).  Consumer 
spending rose at a 2.0% pace, while business spending on 
equipment and software rose at a 24.9% pace.  Recent monthly 
data suggest a softer pace of underlying growth in 3Q10 – still 
positive, but well below the economy’s long-term potential.  
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 Nonfarm payrolls fell by 54,000 in August, matching the 
decline in July (which was revised from -131,000).  Temporary 
census workers have dominated the headline payroll figures 
this year, rising in the spring and falling back in the summer.  
Private-sector payrolls rose by 67,000 in August, a 71,500 
average over the last four months (vs. a +200,000 average for 
February and March).  We need payroll growth of about 
130,000 per month to keep pace with the working-age 
population and much more than that to regain the 8.5 million 
jobs lost during the recession.  Job destruction appears to be 
relatively limited.  Announced corporate layoff intentions are 
trending at a low level.  However, new hiring is weak.  Temp-
help payrolls rebounded in August after stalling in July, which 
suggests some improvement ahead, but surveys of hiring 
intentions remain soft.  For the most part, the weak hiring 
outlook is a function of the relatively soft economic outlook. 

Nonfarm Payrolls, monthly change, th.
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 Consumer spending growth is likely to remain moderate, 
reflecting moderate job growth.  Corporate profits and cash 
flows have remained strong, providing solid support for 
business fixed investment.  However, the economy still faces a 
number of headwinds.  As anticipated, there are lingering 
problems in residential and commercial real estate.  State and 
local government budgets remain under pressure, leading to 
some government job cuts and increases in taxes.  For most 
businesses, there is still a strong push for cost containment.  
Consumers may also be inclined to save more of their incomes, 
contributing to slower spending growth in the near term.  

Personal Savings Rate, %
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 There are significant problems with the personal savings 
figure.  It’s calculated as a residual (income less taxes and 
outlays), not measured directly.  Revisions tend to be large 
(remember the “negative” savings rate of a few years ago? – 
that was revised away).  Yet, there’s an important story here.  
Many had looked to their homes as a major retirement funding 
vehicle.  Soft home prices and weak stock market results for 
the last decade may be leading households to sock away more 
income.  The increase in the savings rate exacerbated the 
economic downturn and it may not been done rising.  
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 Most of the recent economic data reports have been 
consistent with a slow patch in economic growth in the near 
term – not a double dip.  While another downturn is possible, 
it’s not the most likely scenario.  Slower growth raises the risk 
that a negative economic shock (such as a sharp surge in oil 
prices) will push us into a second recession, but barring such a 
calamity, growth is likely to continue at a lackluster-to-
moderate pace in the near term.  A double dip could also result 
from a policy mistake.  The Federal Reserve does not appear 
likely to start raising short-term interest rates anytime soon.  
However, fiscal policy is set to tighten in the months ahead. 
 
 To limit the long-term impact on the budget, the Bush tax 
cuts were legislated to expire at the end of this year.  There are 
now three possibilities.  The tax cuts could expire, they could 
be extended for a year or two, or, as the Obama administration 
proposes, they could be extended for those making less than 
$250,000 per year.  Raising taxes in a weak economic recovery 
is a bad idea.  However, while a restraint on growth, the 
expiration of the Bush tax cuts would not be enough (by 
themselves) to force us into a recession.  Extending all of the 
tax cuts indefinitely would have a large negative effect on the 
federal budget deficit.  Economic theory tells us that tax cuts 
will be more effective when perceived as permanent.  
Temporary tax cuts are more likely to be saved than spent, 
especially for upper income households.  The middle class has a 
higher propensity to consume out of disposable income 
(meaning that each addition dollar of income is more likely to 
be spent).  So an extension of middle class tax cuts would be 
more effective in boosting consumer spending than upper 
income tax cuts (note that, for upper income households, 
federal taxes on the first $250,000 in income would also be 
lower than if all of the tax cuts expire).  In the near term, tax 
policy uncertainty is a major worry for investors and will not 
help the economic recovery in the near term.  Hopefully, we’ll 
get some resolution, but that may not come right away.  

The Federal fiscal stimulus will also be ramping down in 
2011, acting as a drag on overall economic growth.  Further 
fiscal stimulus is unlikely to make it through Congress, although 
we may see some minor efforts to boost job growth and 
promote small business formation.  

At the August 10 policy meeting, the Federal Open Market 
Committee voted to maintain the size of its balance sheet by 
reinvesting principal payments from it mortgage holdings into 
long-term Treasuries.  Chairman Bernanke indicated that the 
Fed could further increase its credit easing efforts (buying more 
long-term securities), if needed.  However, Fed officials do not 
yet see the potential benefits of such a move as outweighing 
the potential costs.  Credit easing was very effective when the 
economy and the financial markets were under duress, but 
may be much less effective now that conditions are “more 
normal.”  Further credit easing will be conditional on a more 
substantial deterioration in the economic outlook.  

Fed Balance Sheet, $bln
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The economic outlook remains uncertain.  Growth is likely 

to remain positive, but subpar, over the next few quarters, 
probably improving later next year.    

 3Q09 4Q09 1Q10 2Q10 3Q10 4Q10 1Q11 2Q11 3Q11 4Q11 2009 2010 2011 
GDP (↓ contributions) 1.6 5.0 3.7 1.6 1.8 1.8 2.1 2.5 3.1 3.3 -2.6 2.7 2.3 
  consumer durables 1.4 -0.1 0.6 0.5 0.4 0.2 0.2 0.3 0.3 0.3 -0.3 0.4 0.3 
  nondurables & services 0.1 0.8 1.7 0.9 1.2 1.5 1.5 1.5 1.6 1.7 -0.5 0.7 1.5 
  bus. fixed investment -0.1 -0.1 0.7 1.5 0.5 0.5 0.5 0.6 0.7 0.7 -2.0 0.5 0.6 
  residential investment 0.3 0.0 -0.3 0.6 -0.3 0.2 0.2 0.3 0.4 0.4 -0.7 0.0 0.2 
  government 0.3 -0.3 -0.3 0.9 0.0 -0.1 -0.2 -0.1 0.1 0.2 0.3 0.1 0.0 
Domestic Final Sales 1.8 0.2 1.3 4.3 1.8 2.2 2.2 2.6 3.1 3.3 -3.2 1.7 2.5 
   exports 1.3 2.6 1.3 1.1 0.7 0.7 0.7 0.7 0.7 0.7 -1.2 1.3 0.7 
   imports -2.7 -0.7 -1.6 -4.5 -0.8 -0.9 -0.7 -0.8 -0.8 -0.8 2.3 -1.8 -1.0 
Final Sales 0.4 2.1 1.1 1.0 1.6 2.0 2.2 2.5 3.0 3.2 -2.0 2.7 2.5 
  ch. in bus. inventories 1.1 2.8 2.6 0.6 0.2 -0.2 -0.1 0.0 0.0 0.0 -0.6 1.4 0.0 
              
Unemployment, % 9.7 10.0 9.7 9.7 9.6 9.7 9.6 9.5 9.3 9.1 9.3 9.7 9.4 
NF Payrolls, monthly, th. -261 -90 87 175 -53 106 100 135 170 185 -395 79 148 
              
Cons. Price Index (3 mo) 2.5 2.5 0.9 -1.5 3.3 1.4 1.5 1.6 1.7 1.8 2.8 1.0 1.6 
  excl. food & energy 1.4 1.3 -0.2 1.3 1.4 1.3 1.4 1.4 1.5 1.6 1.8 1.0 1.5 
PCE Price Index (q/q) 2.9 2.7 2.1 0.0 1.3 1.8 1.5 1.6 1.6 1.6 0.2 1.8 1.5 
  excl. food & energy 1.5 2.1 1.2 1.1 1.0 1.2 1.3 1.3 1.4 1.4 1.5 1.4 1.3 
              
Fed Funds Rate, % 0.15 0.12 0.13 0.19 0.18 0.19 0.20 0.24 0.33 0.90 0.16 0.17 0.42 
3-month T-Bill, (bond-eq.) 0.2 0.1 0.1 0.1 0.2 0.2 0.2 0.3 0.5 1.1 0.2 0.1 0.5 
2-year Treasury Note 1.0 0.9 0.9 0.9 0.5 0.8 1.4 1.9 2.2 2.4 1.0 0.8 2.0 
10-year Treasury Note 3.5 3.5 3.7 3.5 2.7 3.0 3.2 3.5 3.9 4.0 3.3 3.2 3.7 


