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Distorted Data, Global Gloom 
 Following near flat GDP growth in 1Q14, the pace of the 

recovery is expected to rebound sharply in 2Q14.  However, 
growth for the first half of the year as a whole is likely to be 
disappointing relative to earlier expectations.  Economic data 
reports have been distorted by adverse weather, the rebound 
from adverse weather, and the late Easter holiday. 

 Fed Chair Yellen highlighted two major risks to the outlook: 
developments abroad and a prolonged slowing in housing. 

 The tapering of QE3 is expected to continue “in measured 
steps” ending in 4Q14.  The timing of the first increase in short-
term interest rates is uncertain, but if the economy improves as 
anticipated, June 2015 seems likely. 
 
 Real GDP was reported to have risen at a 0.1% annual rate 
in 1Q14.  Adverse weather may have prevented people from 
getting to the mall, but a colder-than-normal winter boosted 
consumption of electricity and natural gas, resulting in mixed 
effects on spending.  Business fixed investment disappointed.  
A drop in exports and slower growth in inventories subtracted 
from overall growth.  Revisions to component data (some 
higher, some lower than assumed in the advance GDP 
estimate) suggest that the first quarter growth figure is likely to 
be revised down, but the story may not change much.  
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 Data for March and April suggest that GDP growth will 
rebound sharply in the second quarter.  However, the April 
figures, including strong growth in nonfarm payrolls, may have 
been boosted by the late Easter.  Most of the government data 
is adjusted for floating holidays, but it’s hard to get it precisely 
right, especially when there are strong seasonal swings (as in 
the spring).  One should take the economic data for April with a 
grain of salt, but financial market participants don’t have that 
luxury.  Many have been baffled or made anxious by the wide 
mix in the recent economic data releases. 

 Nonfarm payrolls rose by 288,000 in the initial estimate for 
April, but the survey fell in the week before Easter.  Note that 
the monthly payroll estimate is reported accurate to ±90,000.  
The unemployment rate sank to 6.3% (from 6.7% in March).  
However, the drop coincided with a sharp drop in labor force 
participation.  The employment/population ratio held steady, 
little changed from a year earlier. 
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 Janet Yellen has long emphasized the weakness in labor 
market conditions.  That focus has become more intense in her 
first few months as Fed chair.  Policymakers are looking at a 
wide range of labor market indicators, including quit rates and 
wages.  The data suggest that there is still a huge amount of 
slack in the job market.  Labor compensation is rising at around 
2% per year, vs. a 3% to 4% range under normal conditions.  In 
a recent speech, Yellen noted that a little over half of the net 
number of jobs created since early 2010 has been generated by 
firms with fewer than 250 employees “and most of that 
amount was accounted for by firms with fewer than 50 
employees.”  Small businesses have faced tight bank credit in 
recent years (although that is gradually easing).  Yet, even firms 
with good credit have been reluctant to expand until they see a 
sustained increase in the demand for the goods and services 
they produce.  Anecdotally, many small firms now report that 
they are on the cusp of hiring more workers.  That is, they are 
being “forced” to hire to keep up with growing demand.  That’s 
good sign, but we need to see overall growth improve. 
 
 In recent congressional testimony, Yellen highlighted two 
key risks in the economic outlook.  One was a sustained slowing 
in the housing recovery.  Weather was a restraint in the first 
quarter, but softer trends in sales and single-family 
construction activity point to problems beyond the weather.  
The rise in mortgage rates (relative to a year ago) and higher 
home prices have reduced affordability.  Homebuilders have 
continued to note supply constraints. 
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 Yellen’s second major risk to the economic outlook is that 
“adverse developments abroad, such as heightened 
geopolitical tensions or an intensification of financial stresses in 
emerging market economies, could undermine confidence in 
the global economic recovery.”  Tensions with Russia could 
escalate far beyond the situation in Ukraine. 
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 In recent weeks, U.S. financial market participants have 
become less concerned about developments in emerging 
economies, but that doesn’t mean that the risks have gone 
away.  Over time, China must transition to a better balanced 
economy, one less dependent on exports and business 
investment.  In the near term, the country has chosen to 
weaken its currency to revive its flagging manufacturing sector.  
The World Cup gets underway in Brazil on June 12.  While we 
all hope and expect that the tournament will go well, there are 
some important downside risks (especially with the Olympic 
Games set for 2016).  We’re already seeing political protests, 
which could intensify as the world focuses on Brazil in the 
weeks ahead, potentially undermining investor confidence.  

For the Fed, the risks to the outlook bear watching closely, 
but they’re unlikely to alter the tapering in QE3.  The Fed has 
made it clear that the reduction in monthly asset purchases is 
“not on a preset path,” but it sure looks that way.  It would 
take a major change in the economic outlook for the Fed to 
speed up or slow the tapering.  It’s worth noting that while 
Yellen testified that QE3 will likely end in 4Q14, she would not 
allow herself to be pinned down on an expected date for the 
first increase in short-term interest rates.  The correct answer is 
“it depends.”  If the recovery picks up in the remainder of the 
year and inflation (in the PCE Price Index) moves back toward 
the Fed’s 2% target, then we may see the first rate hike in 
March or June 2015 – but clearly the timing will depend on 
how far the Fed is from its stated goals.  Moreover, Fed officials 
generally expect to raise rates only gradually once they begin. 
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 Bond yields will be driven by expectations of Fed policy 
(which will be driven largely by the perceived amount of slack 
remaining in the economy).  However, global concerns have 
also helped push long-term interest rates lower.   

 3Q13 4Q13 1Q14 2Q14 3Q14 4Q14 1Q15 2Q15 3Q15 4Q15 2013 2014 2015 

GDP (  contributions) 4.1 2.6 0.1 3.4 3.0 3.0 3.1 3.1 3.1 3.0 1.9 2.4 3.1 

  consumer durables 0.6 0.2 0.1 0.6 0.4 0.4 0.4 0.4 0.3 0.3 0.5 0.3 0.4 
  nondurables & services 0.8 2.0 2.0 1.8 1.5 1.5 1.5 1.5 1.5 1.5 0.8 1.6 1.5 
  bus. fixed investment 0.6 0.7 -0.3 0.6 0.7 0.7 0.7 0.7 0.7 0.7 0.3 0.4 0.7 
  residential investment 0.3 -0.3 -0.2 0.6 0.4 0.3 0.3 0.3 0.3 0.3 0.3 0.2 0.3 
  government 0.1 -1.0 -0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2 -0.4 -0.2 0.1 
Domestic Final Sales 2.3 1.6 1.5 3.8 3.0 3.0 3.0 3.0 2.9 2.9 1.6 2.4 3.0 
   exports 0.5 1.2 -1.1 0.7 0.6 0.6 0.6 0.6 0.6 0.6 0.4 0.3 0.6 
   imports -0.4 -0.2 0.2 -0.4 -0.5 -0.6 -0.6 -0.6 -0.6 -0.6 -0.2 -0.3 -0.5 
Final Sales 2.5 2.7 0.7 4.1 3.1 3.1 3.1 3.0 3.0 3.0 1.5 2.3 3.0 
  ch. in bus. inventories 1.7 0.0 -0.6 -0.4 -0.1 0.0 0.0 0.0 0.0 0.0 0.2 0.0 0.0 
              
Unemployment, % 7.3 7.0 6.7 6.3 6.1 6.0 5.8 5.7 5.6 5.4 7.4 6.3 5.6 
NF Payrolls, monthly, th. 172 198 178 220 205 210 210 200 190 185 194 206 196 
              
Cons. Price Index (q/q) 2.2 1.1 1.9 2.3 1.6 1.8 1.9 1.9 1.9 1.9 1.5 1.7 1.9 
  excl. food & energy 1.8 1.6 1.6 2.2 1.8 1.9 1.9 2.0 2.0 2.0 1.8 1.8 1.9 
PCE Price Index (q/q) 1.9 1.1 1.4 1.9 1.6 1.7 1.8 1.8 1.8 1.8 1.1 1.4 1.8 
  excl. food & energy 1.4 1.3 1.2 1.8 1.6 1.7 1.8 1.8 1.9 1.9 1.2 1.4 1.8 
              
Fed Funds Rate, % 0.09 0.09 0.07 0.10 0.12 0.17 0.22 0.26 0.71 1.22 0.11 0.12 0.60 
3-month T-Bill, (bond-eq.) 0.0 0.1 0.1 0.0 0.1 0.2 0.2 0.3 0.7 1.2 0.1 0.1 0.6 
2-year Treasury Note 0.4 0.3 0.4 0.4 0.6 0.9 1.2 1.6 2.0 2.4 0.3 0.6 1.8 
10-year Treasury Note 2.7 2.7 2.8 2.6 2.9 3.1 3.4 3.6 3.8 4.0 2.4 2.9 3.7 


