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U.S. Economy Improving / Rest of World Not So Much 
 Real GDP growth is expected to pick up significantly 

following a contraction in 1Q14, with further improvement in 
overall labor market conditions.  The housing recovery and 
global growth have been key disappointments this year. 

 Long-term interest rates are lower than they were expected 
to be, reflecting slower global growth, expansionary policies of 
foreign central banks, and expectations that the Fed won’t be in 
much of a hurry to raise short-term interest rates. 

 Fed officials are currently debating the initial steps they will 
take to reduce policy accommodation.  However, short-term 
interest rates are unlikely to be raised until mid-2015. 
 
 Real GDP was reported to have fallen at a 1.0% annual rate 
in the government’s second estimate of 1Q14 growth.  
Weakness was concentrated in slower inventory accumulation 
(following an unsustainable pace in the second half of 2013) 
and a wider trade deficit.  Net exports and the change in 
inventories subtracted 2.6 percentage points from first quarter 
growth.  The downward revision to the 1Q14 GDP figure led to 
upward revisions in forecasts of second quarter GDP growth.  
Indeed, leaner inventories typically pave the way for better 
gains in production.  However, the April trade deficit was wider 
still, suggesting that net exports will likely temper the 
improvement in 2Q14 GDP growth.  All in all, the outlook for 
growth in the second half of the year is not much changed from 
the beginning of the year.  This year’s outlook has been based 
on the belief that diminished headwinds and continued 
monetary policy accommodation would allow the recovery to 
pick up some steam.  That story remains essentially intact.  
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 Job growth has been strong this spring.  Anecdotally, many 
small and medium-sized firms report that they are being 
“forced” to hire new workers in order to keep up with 
increased demand for the goods and services they produce.  

We normally look to small and medium-sized firms to account 
for much of the net job gains during an economic expansion – 
that’s been largely missing from the recovery up to this point. 
 
 Nonfarm payrolls were reported to have risen by 217,000 
in May – a 234,000 average over the last three months.  We 
reached one important milestone in May.  Nonfarm payrolls 
finally surpassed their previous peak (up 8.8 million from the 
trough).  However, we should have added six million or more 
jobs over the last 6.5 years based on population growth.  We still 
have a long way to go for a full recovery in the labor market. 
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 The short-term unemployment rate (those unemployed for 
six months or less) is near normal, consistent with the basic 
labor market frictions that occur in a healthy economy.  
However, long-term unemployment remains elevated (and is 
likely under-reported, as unemployed individuals will have a 
tendency to drop out of the labor force once their 
unemployment benefits expire and are no longer counted).  
Measures of underemployment, such as the number of people 
working part-time for economic reasons, remain elevated.  
Wages gains have continued to trend at a relatively low level, 
consistent with a high level of slack in the labor market. 
 
 At some point, tighter labor market conditions will lead to 
a pickup in wage growth.  Some economists, eying the 
normalization of short-term unemployment, fear that faster 
wage growth may come sooner rather than later.  They see 
wage pressures as being driven by short-term unemployment 
rather than by long-term unemployment.  Still, Fed officials 
may be more inclined to allow some pickup in wage growth, at 
least for a while.  A key question is whether firms can pass 
along higher labor costs.  An increase in the federal minimum 
wage would have an impact on many businesses.  However, 
many states have minimum wages that are higher than the 
national level.  There’s little evidence that job growth is 
affected much when state minimum wage levels are raised. 
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 Long-term interest rates have declined in recent months.  
Usually, that’s a sign of economic weakness – but while real 
GDP contracted in 1Q14, the underlying strengthening of the 
economy is not much in doubt.  Bond yields have declined for a 
variety of reasons.  For one, Fed officials continue to emphasize 
that short-term interest rates aren’t going to be raised anytime 
soon (and then only gradually once that starts).  Officials are 
debating the order of the initial steps they will take when they 
begin to normalize monetary policy.  For some time, the Fed 
was expected to begin by ending reinvestment in its portfolio.  
As the Treasuries and Mortgage-Backed Securities in the Fed’s 
portfolio mature, the Fed currently purchases securities to 
replace them.  Now it appears that the Fed may continue this 
practice for a longer period (keeping the size of the balance 
sheet steady).  The first tightening move would then be an 
increase in short-term interest rates, but which rate – the 
traditional federal funds target or the IOER (the interest rate 
that the Fed pays on excess reserves held at the Fed)?  Officials 
should hash out details in the months ahead and let us know.  
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Bond yields have also been held down by developments 
outside the U.S.  Geopolitical tensions (primarily Russia’s 
incursion into Ukraine) have likely led to a small flight to safety.  
More importantly, global economic growth has been a lot 
softer than expected this year.  Moves by foreign central banks 
to spur growth or to weaken their currencies have put 
downward pressure on global bond yields, which in turn puts 
some downward pressure on U.S. bond yields. 
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 Lower bond yields can be a positive for equities.  If you 
think of the price of a stock as representing a discounted risk-
adjusted stream of future earnings, then all else equal, a lower 
discount (interest rate) means a higher price.  Corporate profits 
took a hit in the first quarter, largely reflecting a bad winter.  
Slower global growth and a stronger dollar may restrain 
corporate earnings in the second half of the year, but this is 
likely to be more than offset by strength in the domestic 
economy.  Fed officials will closely monitor financial conditions 
as they map the endgame for extraordinarily accommodative 
policy, but policy normalization should be a gradual process.   

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

GDP (  contributions) 4.1 2.6 -1.0 3.2 3.1 3.0 2.9 2.9 2.9 2.9 1.9 2.1 3.0 

  consumer durables 0.6 0.2 0.1 0.8 0.4 0.4 0.4 0.4 0.4 0.4 0.5 0.4 0.4 
  nondurables & services 0.8 2.0 2.0 1.4 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 -0.2 0.8 0.7 0.7 0.7 0.7 0.7 0.7 0.3 0.5 0.7 
  residential investment 0.3 -0.3 -0.2 0.6 0.4 0.3 0.3 0.2 0.2 0.2 0.3 0.2 0.3 
  government 0.1 -1.0 -0.2 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 1.6 3.9 3.1 3.1 3.0 3.0 2.9 2.9 1.6 2.4 3.1 
   exports 0.5 1.2 -0.8 0.6 0.4 0.4 0.4 0.5 0.5 0.5 0.4 0.3 0.5 
   imports -0.4 -0.2 -0.1 -1.4 -0.5 -0.6 -0.6 -0.6 -0.6 -0.6 -0.2 -0.6 -0.6 
Final Sales 2.5 2.7 0.6 3.1 3.0 3.0 2.9 2.9 2.8 2.8 1.5 2.3 3.0 
  ch. in bus. inventories 1.7 0.0 -1.6 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.2 -0.1 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. 172 198 190 220 205 210 210 200 190 185 194 206 196 
              
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 0.70 1.22 0.11 0.12 0.60 
3-month T-Bill, (bond-eq.) 0.0 0.1 0.1 0.0 0.1 0.1 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 1.5 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 


