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Better Than Expected 1Q, Then a 2Q Moderation 
• Recent data suggest that 1Q13 GDP growth was stronger 
than anticipated at the start of the year.  However, growth is 
expected to moderate significantly in 2Q13. 
• Job growth, while a bit uneven in 1Q13, has trended at a 
moderately strong pace – still far short of the “substantial 
improvement” that Federal Reserve officials are looking for. 
• While the Fed could alter the pace of its asset purchases in 
the months ahead, no change is anticipated in the near term.  
Aggressive monetary easing in Japan and renewed concerns 
about Europe will also help keep long-term interest rates low. 
 
 The estimate of 4Q12 GDP growth was recently revised up 
to a +0.4% annual rate (vs. +0.1% in the previous estimate).  
Real consumer spending rose at a 1.8% pace (down from 2.1% 
in the earlier estimate).  However, the monthly slope of 
spending in 4Q12 was tilted higher, and combined with an 
upward revision to January spending and a stronger-than-
expected figure for February, real consumer spending (70% of 
GDP) appears to be on track for a 3.0% to 3.5% annual rate in 
the first quarter – substantially higher than the 1.0% to 1.5% 
pace anticipated when the year began.  This is simply the way 
the arithmetic works out.  However, the pace of consumer 
spending is expected to slow significantly heading into 2Q13.  
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 The spending data through February were unexpectedly 
strong.  The payroll tax was expected to strain household 
budgets considerably.  Recall that an individual earning $60,000 
per year would see a $100 decline in monthly take-home pay.  
However, a recent survey suggests that many people may have 
been unaware that the payroll tax went up.  Other individuals 
were noted to have reduced savings and retirement 
contributions (to maintain spending levels).  Hence, the impact 
of the payroll tax hike on spending may show up with a lag.  
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 Nonfarm payrolls posted a disappointing increase in 
March, rising just 88,000 (+95,000 for the private sector).  
However, that followed a strong gain in February.  Mild 
weather may have pulled forward job gains that would 
otherwise have occurred in March (unadjusted payrolls rose by 
759,000, compared to +901,000 in March 2012, when the 
weather was a lot milder).  The unemployment rate edged 
down to 7.6%, but the decline was due to people exiting the 
labor force.  The employment/population ratio was 58.5% in 
March, essentially unchanged over the last few years (that’s 
consistent with the view that the economy is growing fast 
enough to add jobs at a pace consistent with population 
growth, but we’re not making up much of the ground that was 
lost in the labor market during the downturn).    
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 Two indicators of job flows, the hiring rate and the quit 
rate, suggest that overall labor market conditions remain 
relatively soft.  This is far from the “substantial improvement” 
in the labor market that Fed officials want to see. 
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 The labor market will continue to play a major role in the 
outlook for Federal Reserve policy.  Recall that the Fed has 
quantitative thresholds for the overnight lending rate (to be 
kept exceptionally low at least until the unemployment rate 
falls below 6.5%, or if the outlook for inflation one to two years 
out rises above 2.5%, or if inflation expectations become 
unanchored).  These are guideposts, not goals, and the Fed is 
still expected to keep the federal funds target rate 
exceptionally low through the middle of 2015.  In contrast, the 
Fed has a qualitative threshold on its asset purchase program 
(that is, “substantial improvement” in labor market conditions).  
Fed Chairman Bernanke has indicated that the Fed could vary 
its pace of asset purchases (currently $45 billion per month in 
long-term Treasuries and $40 billion per month in mortgage-
backed securities) as it gets closer to its goal or if there is a 
change in the perceived efficacy and potential risks of the 
program.  Fed officials will continue to debate the costs and 
benefits of QE3 in the weeks and months ahead, but they are 
unlikely to make any changes in the near term.  

 Inflation (as measured by the PCE Price Index) is expected 
to trend at or below the Fed’s 2% target for this year and next.  
Inflation fearmongers have been wrong for the last few years.  
There is too much slack in the economy, especially in the labor 
market, to generate much inflation pressure.  However, that 
hasn’t stopped these folks from continuing to warn that 
inflation is “just around the corner.”  While bank credit is 
gradually getting easier, it’s nowhere near a point that would 
cause an overheating of the U.S. economy.  
 For U.S. investors, the European crisis has continued to 
simmer on the back burner.  While the crisis has entered its 
third year and still poses significant risks, it’s unlikely to derail 
the U.S. economic recovery.  The bigger danger remains the 
risk of contagion should a major European financial institution 
fail.  The Bank of Japan’s new governor has stepped up its 
quantitative easing program, targeting a doubling of the 
monetary base and a 2% inflation rate in two years’ time.  
Worries about Europe and Japan’s easing efforts should put 
some downward pressure on long-term U.S. interest rates.  
 With relatively little fanfare, Congress approved and the 
president signed legislation to fund the government through 
September.  The Continuing Resolution prevents a government 
shutdown in the near term.  The CR did not eliminate the $85 
billion in sequester cuts, but did shift them around a bit.  Some 
job cuts had already occurred in anticipation of the sequester 
and more jobs are expected to be eliminated over the next 
several months.  Austerity will continue to restrain the pace of 
the economic recovery for the foreseeable future.  Lawmakers 
still have to raise the debt ceiling by May 19.  
 The stock market has factored in a continued recovery and 
earnings reports should remain supportive in the near term, 
but the economic data are likely to be uneven over the next 
month or two as the pace of growth moderates.   

 1Q12 2Q12 3Q12 4Q12 1Q13 2Q13 3Q13 4Q13 1Q14 2Q14 2012 2013 2014 
GDP (↓ contributions) 2.0 1.3 3.1 0.4 2.9 1.4 2.4 2.8 2.9 3.0 2.2 2.0 2.8 
  consumer durables 0.9 0.0 0.7 1.0 0.6 0.2 0.3 0.3 0.3 0.3 0.6 0.5 0.3 
  nondurables & services 0.9 1.1 0.5 0.3 1.5 0.5 1.4 1.5 1.5 1.5 0.7 0.9 1.4 
  bus. fixed investment 0.7 0.4 -0.2 1.3 0.5 0.5 0.7 0.9 0.9 0.9 0.8 0.6 0.8 
  residential investment 0.4 0.2 0.3 0.4 0.3 0.4 0.3 0.3 0.3 0.3 0.3 0.3 0.3 
  government -0.6 -0.1 0.8 -1.4 -0.3 -0.3 -0.2 -0.1 0.0 0.0 -0.3 -0.4 -0.1 
Domestic Final Sales 2.2 1.4 1.9 1.5 2.7 1.4 2.6 2.9 2.9 3.0 2.0 2.1 2.8 
   exports 0.6 0.7 0.3 -0.4 0.2 0.2 0.2 0.4 0.5 0.5 0.5 0.1 0.4 
   imports -0.5 -0.5 0.1 0.7 -0.4 -0.4 -0.4 -0.5 -0.6 -0.6 -0.4 -0.1 -0.6 
Final Sales 2.4 1.7 2.4 1.9 2.5 1.2 2.4 2.8 2.8 2.9 1.9 1.9 2.7 
  ch. in bus. inventories -0.4 -0.5 0.7 -1.5 0.5 0.2 0.1 0.1 0.1 0.1 0.1 -0.1 0.1 
      
Unemployment, % 8.2 8.2 8.0 7.8 7.7 7.6 7.4 7.3 7.1 7.0 8.1 7.5 6.9 
NF Payrolls, monthly, th. 262 108 152 209 168 140 150 180 190 200 183 160 200 
      
Cons. Price Index (q/q) 2.3 1.0 2.1 2.2 1.3 0.7 1.8 1.9 1.9 1.9 2.1 1.5 1.8 
  excl. food & energy 2.1 2.4 1.6 1.7 1.9 1.7 1.7 1.8 1.8 1.8 2.1 1.8 1.8 
PCE Price Index (q/q) 2.5 0.7 1.6 1.6 0.9 1.1 1.7 1.8 1.8 1.8 1.8 1.3 1.8 
  excl. food & energy 2.2 1.7 1.1 1.0 1.2 1.4 1.6 1.6 1.7 1.7 1.7 1.3 1.7 
      
Fed Funds Rate, % 0.10 0.16 0.15 0.16 0.14 0.14 0.15 0.16 0.17 0.18 0.14 0.15 0.19 
3-month T-Bill, (bond-eq.) 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.1 0.1 0.2 
2-year Treasury Note 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.5 0.7 0.8 0.3 0.3 0.9 
10-year Treasury Note 2.0 1.8 1.6 1.7 2.0 1.8 1.9 2.0 2.1 2.2 1.8 1.9 2.2 


