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Headwinds, Tailwinds, and Two Major Concerns 
• Recent economic data have remained consistent with a 
moderate pace of economic growth in the near term. 
• Two headwinds, housing and gasoline prices, are poised to 
become tailwinds.  However, the fiscal cliff and the fallout from 
Europe are major downside risks to the growth outlook. 
• Monetary policy should remain highly accommodative, but 
further asset purchases from the Federal Reserve (QE3) would 
depend on a substantial deterioration in the economic outlook. 
 
 Real GDP rose at a 1.9% annual rate in the 2nd estimate for 
1Q12 (vs. +2.2% in the advance estimate).  Much of the revision 
was due to lower inventory accumulation.  Consumer spending 
growth was revised slightly lower (to a +2.7% pace from 
+2.9%), while business fixed investment was revised higher (to 
+1.9% from -2.1%).  Details of the report also revealed a 
downward revision to inflation-adjusted income for 4Q11 and 
1Q12.  Monthly figures showed real personal income rising 
0.6% over the 12 months ending in April – not much fuel for 
consumer spending growth.  However, real consumer spending 
growth has been moderately strong, up 2.1% over the same 
period.  In nominal terms, private-sector wages and salaries 
rose 4.1% y/y, while government labor income was up just 
0.1% (reflecting declines in government jobs).  Government 
transfer payments were mixed: Social Security income rose 
6.2% y/y (as more people likely moved to early retirement) and 
veterans’ benefits rose 11.0%, while unemployment insurance 
benefits sank 18.3%.  It’s a mixed bag across the household 
sector (there’s no such thing as “the” consumer).  As a rule of 
thumb, the top 20% of income earners make half of personal 
income and account for half of consumer spending.  For the 
middle class, purchasing power was limited in recent months 
by the increase in gasoline prices.  Replacement needs in autos 
has provided key support for consumer spending growth. 
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 The economy added 800,000 private-sector jobs in May.  
That’s before seasonal adjustment.  Adjusted figures rose a 
disappointing 69,000, and figures for March and April were 
revised a net 49,000 lower, but averaged a 180,000 monthly 
gain over the last six months.  A mild winter boosted payroll 
figures for December, January, and February at the expense of 
slower figures for March, April, and May.  Government payrolls 
continued to decline in May, down 161,000 from a year ago 
(federal -50,000, state and local -111,000).  Private-sector job 
destruction continues to trend at a relatively low level.  The 
main issue in the job market over the last two years has been job 
creation.  Large firms continue to emphasize cost-cutting, doing 
more with the same number of workers.  Normally, we look to 
newer firms to account for most of the job growth during an 
economic expansion.  Bank credit to small and medium-sized 
firms has been easing, and these firms have increased hiring 
over the last several months (but at a slower pace in recent 
months, likely reflecting the return to more normal weather).  
 Oil and gasoline prices are always a wild card in the 
economic outlook.  A higher gasoline price damped consumer 
spending growth in the late spring and summer last year and 
was likely a factor restraining consumer spending growth in 
recent months.  Gasoline prices are now falling, but the impact 
on the consumer arrives with a lag.  A push below $3 per 
gallon, a possible consequence of a global economic slowdown, 
would be a huge plus for the consumer spending outlook.  
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 The housing market has been bouncing around the bottom 
for some time.  However, figures on home sales and residential 
construction activity have improved significantly from a year 
ago.  Job growth has been supportive.  Record lows in home 
mortgage rates have boosted housing affordability.  A full 
recovery in the housing sector is still years away, but 
homebuilding is likely to add a few tenths of a percentage point 
to GDP growth over the next several quarters. 
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 A contraction in the public sector (mostly in state and local 
government) has significantly restrained the pace of the U.S. 
recovery.  The National Income and Product Accounts show 
that the decrease in government consumption and investment 
subtracted 0.6 percentage point from GDP growth over the last 
six quarters, and 0.8 percentage point over the last two 
quarters.  Normally, government adds modestly to overall 
growth.  Hence, overall GDP growth is trending roughly a full 
percentage point lower than it would otherwise.  
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 By now, most investors have become aware of the “fiscal 
cliff” set for early 2013.  The expiration of the Bush-era tax 
cuts, the end of the 2% payroll tax reduction, and sequestered 
cuts in government spending will subtract roughly 4% from GDP 
growth, according to the nonpartisan Congressional Budget 
Office, enough to push the U.S. economy into a recession, with 
weakness concentrated in the first half of next year.  Most 
likely, lawmakers will act to soften the negative impact or 
possibly postpone it, but no action is expected until after the 
election.  The uncertainty itself could be a negative this year.  

 Europe’s crisis has continued to simmer.  Greece was 
unable to form a coalition government following its May 6 
election, and another election is set for June 17.  The odds of a 
Greek exit from the euro have risen.  However, it’s unclear how 
that would actually be done and what the economic and 
financial implications would be for the rest of Europe.  Austerity 
worsened the economic outlooks in the peripheral countries, 
failed to reduce fiscal deficits significantly, and did nothing to 
boost confidence.  Early critics of the euro pointed to a need 
for a fiscal union, and the crisis has led to some push for that, 
but it would take some time to achieve.  Spanish bank 
problems have highlighted the need for a banking union.  
 For most of the last two years, problems in Europe were 
met by the strong resolve of European leaders to keep the euro 
area intact.  More recently, some European leaders have 
recognized the possibility that one or more nations could leave 
the monetary union.  The stakes are now higher.  It’s largely up 
to Germany, and there is likely to be resistance to tax revenue 
sharing and a spreading out of bank risks among nations.  
 A mild recession in Europe would reduce U.S. exports and 
act as a modest restraint on U.S. economic growth.  However, 
there is some fear of a broader banking crisis.  Counterparty 
concerns, as we saw in the fall of 2008, could generate liquidity 
issues and lead to tighter credit here.  However, U.S. banks are 
much better capitalized than they were four years ago.  A lot 
depends on how bad economic and financial conditions get in 
Europe.  Low long-term interest rates and declines in the prices 
of oil and other commodities would be a plus for U.S. growth.  
 The U.S. economy is expected to advance at a moderate 
pace in the next few quarters.  Gasoline prices and housing are 
likely to turn from headwinds to modest tailwinds.  However, 
uncertainties about U.S. fiscal policy and developments in 
Europe will remain major concerns in the near term.    

 2Q11 3Q11 4Q11 1Q12 2Q12 3Q12 4Q12 1Q13 2Q13 3Q13 2011 2012 2013 
GDP (↓ contributions) 1.3 1.8 3.0 1.9 1.8 2.3 2.7 1.0 1.7 3.1 1.7 2.1 2.1 
  consumer durables -0.4 0.4 1.2 1.1 0.3 0.3 0.3 0.0 0.1 0.3 0.6 0.6 0.2 
  nondurables & services 0.9 0.8 0.3 0.9 1.4 1.5 1.6 0.8 1.1 1.6 0.9 1.0 1.3 
  bus. fixed investment 0.9 1.4 0.5 0.2 0.6 0.8 0.6 0.4 0.5 0.9 0.8 0.6 0.6 
  residential investment 0.1 0.0 0.3 0.4 0.1 0.3 0.3 0.0 0.1 0.2 0.0 0.2 0.2 
  government -0.2 0.0 -0.8 -0.8 -0.2 -0.2 -0.1 -0.6 -0.3 0.1 -0.4 -0.4 -0.2 
Domestic Final Sales 1.3 2.7 1.3 1.7 2.2 2.7 2.8 0.6 1.6 3.1 1.9 2.0 2.0 
   exports 0.5 0.6 0.4 1.0 0.4 0.4 0.5 0.5 0.6 0.6 0.9 0.6 0.5 
   imports -0.2 -0.2 -0.6 -1.1 -0.5 -0.5 -0.6 -0.2 -0.4 -0.7 -0.8 -0.6 -0.5 
Final Sales 1.6 3.2 1.1 1.7 2.1 2.6 2.7 1.0 1.7 3.0 1.9 2.0 1.9 
  ch. in bus. inventories -0.3 -1.4 1.8 0.2 -0.3 -0.3 0.0 0.0 0.0 0.0 -0.2 0.1 0.0 
      
Unemployment, % 9.1 9.1 8.7 8.2 8.1 7.9 7.8 7.7 7.6 7.5 9.0 8.0 7.5 
NF Payrolls, monthly, th. 130 128 164 226 99 155 150 105 145 175 153 157 151 
      
Cons. Price Index (q/q) 4.4 3.1 1.3 2.5 0.9 0.6 2.0 2.1 2.1 2.1 3.0 1.7 2.1 
  excl. food & energy 2.4 2.5 1.9 2.1 2.3 1.9 2.0 2.0 2.0 2.0 2.2 2.1 2.0 
PCE Price Index (q/q) 3.3 2.3 1.2 2.4 0.8 0.9 1.9 2.0 2.0 2.0 2.5 1.7 1.8 
  excl. food & energy 2.3 2.1 1.3 2.1 1.7 1.8 1.9 1.9 1.9 1.9 1.4 1.8 1.9 
      
Fed Funds Rate, % 0.09 0.08 0.08 0.10 0.12 0.18 0.20 0.21 0.23 0.24 0.10 0.15 0.23 
3-month T-Bill, (bond-eq.) 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.1 0.1 0.3 
2-year Treasury Note 0.6 0.3 0.3 0.3 0.3 0.3 0.4 0.6 0.7 1.0 0.5 0.3 0.9 
10-year Treasury Note 3.2 2.4 2.0 2.0 1.9 1.8 2.0 2.2 2.2 2.3 2.8 1.9 2.3 


