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Gonna Be A Long Summer 
 Recent economic data suggest that, while second quarter 
GDP growth will be stronger than in the first quarter, the 
rebound is likely to be less than was hoped for earlier. 

 The underlying trend in nonfarm payrolls has continued to 
slow as the job market has tightened – a key focus of Federal 
Reserve policy and a limiting factor for economic growth. 

 The Fed is expected to raise short-term interest rates at the 
June 13-14 policy meeting, but the outlook for the next several 
quarters is more uncertain.  Changes to the reinvestment policy 
may generate some confusion for the financial markets. 
 
 Real GDP rose at a 1.2% annual rate in the 2nd estimate for 
1Q17 (vs. +0.7% in the advance estimate).  The story didn’t 
change much.  Consumer spending rose at a 0.6% annual rate, 
stronger than estimated earlier, but still relatively soft.  
Business fixed investment rose at an 11.4% pace, with more 
than a third of that surge due to a rebound in oil and gas well 
drilling (which is capital intensive).  Inventory growth slowed 
more than in the advance estimate, subtracting more than a 
full percentage point from headline GDP growth. 
 

  
 It’s not unusual for consumer spending growth to be 
uneven across quarters.  Typically, a soft quarter is likely to be 
followed by a strong one.  However, recent figures suggest that 
the second quarter rebound will be softer than was hoped for 
earlier.  Unit auto sales dipped in May, while Memorial Day 
promotions failed to attract consumers to the mall.  Job 
growth, while somewhat slower, has been supportive.  Average 
hourly earnings rose 2.5% y/y in May, better than a couple of 
years ago, but not especially strong.  However, inflation picked 
up over the last 12 months, mostly reflecting a pick-up in 
gasoline prices.  Slower growth in inflation-adjusted wages 
have been a restraining factor for consumer spending, but 
that’s likely to prove temporary (as gasoline prices stabilize). 
 

 Monthly changes in nonfarm payrolls are noisy, reflecting 
statistical uncertainty and seasonal adjustment difficulties.  The 
impact of noise can be reduced (but not eliminated) by 
considering a period of months.  The underlying trend of 
payroll growth has been lower over the last few years, a likely 
consequence of a tighter job market.  

  
 The unemployment rate fell to 4.3%, a 16-year low, in May.  
The broader U-6 measure, which includes discouraged workers 
(those who want a job, but have given up looking – hence, are 
not officially counted as “unemployed”) and those involuntarily 
working part time, has been trending lower for some time and 
is back to the pre-recession level.  The number of job openings 
rise to 6.0 million in April, a record high.  

  
 Tighter job market conditions normally lead to higher wage 
growth.  However, wage inflation has been relatively moderate 
given the low level of unemployment.  That likely reflects 
reduced bargaining power.  Union membership is a fraction of 
what it was a few decades ago.  A higher concentration of large 
firms means that they have more power in setting wages.     
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 The job market has been the primary focus for monetary 
policy.  Most Federal Reserve officials believe that we are at or 
close to full employment, which means that monetary policy 
should be closer to neutral.  The most apt analogy is that the 
Fed has not been hitting the brakes.  Rather, it is slowly taking 
the foot off of the accelerator.  The underlying trend in 
inflation, as measured by the PCE Price Index, has remained 
below the Fed’s 2% goal.  Hence, the Fed is not going to be in a 
hurry to raise short-term interest rates.  Future policy actions 
will remain data dependent, but Fed officials expect that the 
pace of tightening will remain gradual.  Still, there is some 
uncertainty about what level of rates is “neutral.”  
 

  
 The bond market appears to imply that the Fed is nearing 
the end of the current tightening cycle.  For example, at about 
1.34%, the two-year Treasury note yield is only slightly above 
the federal funds rate (the effective rate is expected to be 
1.16% following a June 14 rate increase).  Something has to 
give.  Either Fed officials will reduce the expected path of rate 
increases or the markets will move toward the Fed’s view. 
 

 The Fed increased the size of its balance sheet by more 
than $3.5 trillion during the financial crisis.  From the start of its 
asset purchases, the Fed planned to unwind them.  There are 
three questions: when to start, how fast to unwind, and when 
to end.  Currently, the Fed reinvests maturing Treasuries and 
mortgage principal payments, buying new securities to replace 
them.  For some time, Fed officials have indicated that the 
unwinding will begin later this year.  Rather than stopping cold 
turkey, the Fed has signaled that it will announce caps on how 
much it will allow to run off each month.  Initially, this would be 
set to a low level, and then be raised every three months.  The 
appropriate long-term size of the balance sheet is yet to be 
determined.  Officials reserve the right to increase the size of 
the balance sheet if warranted (that is, if the economy 
struggles and we get back to the zero lower bound on the 
federal funds rate).  The unwinding of the balance sheet is 
going to be a long-term process, but we could see some 
overreaction to the news (as with 2013’s tapper tantrum). 
 
 Market participants still appear to have hopes for the 
Trump agenda of reduced regulation, a large-scale 
infrastructure spending plan, and broad tax reform.  The $1 
trillion infrastructure spending plan has two things against it.  
It’s not $1 trillion and it’s not a plan (it’s described as a plan to 
have a plan).  Broad tax reform is extremely difficult, and the 
failure to repeal and replace the Affordable Care Act is a major 
impediment (as the ACA included important tax aspects).  
Reductions in personal and business tax rates are still possible, 
but on a much smaller scale than was hoped for earlier. 
 
 Given the demographics – specifically, the slower growth 
in the labor force – the Trump agenda would not be expected 
to boost growth by much, even if enacted in full.  For investors, 
the outlook has become more clouded.  The economy does not 
show appreciable signs of stress, but there may be some 
significant changes in expectations ahead.   
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 2Q16 3Q16 4Q16 1Q17 2Q17 3Q17 4Q17 1Q18 2Q18 3Q18  2016 2017 2018 

GDP ( contributions) 1.4 3.5 2.1 1.2 2.7 2.2 2.0 2.0 2.0 2.0  1.6 2.1 2.1 

  consumer durables 0.7 0.8 0.8 -0.1 0.2 0.2 0.2 0.2 0.2 0.2  0.4 0.4 0.2 
  nondurables & services 2.2 1.2 1.6 0.6 1.6 1.3 1.3 1.3 1.3 1.2  1.6 1.3 1.3 
  bus. fixed investment 0.1 0.2 0.1 1.3 0.4 0.3 0.3 0.3 0.3 0.3  -0.1 0.5 0.3 
  residential investment -0.3 -0.2 0.4 0.5 0.2 0.2 0.2 0.2 0.2 0.2  0.2 0.2 0.2 
Priv Dom Final Purchases 3.2 2.4 3.4 2.7 2.8 2.4 2.4 2.3 2.3 2.2  2.3 2.8 2.3 
  government -0.3 0.1 0.0 -0.2 0.0 0.1 0.1 0.1 0.1 0.1  0.1 0.0 0.1 
   exports 0.2 1.2 -0.6 0.7 -0.3 0.4 0.4 0.4 0.4 0.4  0.0 0.2 0.3 
   imports 0.0 -0.3 -1.3 -0.6 -0.2 -0.5 -0.5 -0.5 -0.4 -0.4  -0.2 -0.6 -0.4 
Final Sales 2.6 3.0 1.1 2.2 1.9 2.0 2.0 2.0 2.0 2.0  2.0 2.0 2.0 
  ch. in bus. inventories -1.2 0.5 0.0 -1.1 0.8 0.2 0.0 0.0 0.0 0.0  -0.4 0.1 0.1 
               
Unemployment, % 4.9 4.9 4.7 4.7 4.4 4.3 4.2 4.2 4.2 4.3  4.9 4.4 4.2 
NF Payrolls, monthly, th. 164 239 148 166 155 150 145 140 135 130  187 154 133 
               
Cons. Price Index (q/q) 2.3 1.8 3.0 3.1 0.8 2.0 2.1 2.1 2.1 2.1  1.3 2.2 2.0 
  excl. food & energy 2.1 2.1 2.0 2.5 0.9 1.8 1.8 1.8 1.9 1.9  2.2 1.9 1.8 
PCE Price Index (q/q) 2.0 1.5 2.0 2.4 1.0 1.9 2.0 2.1 2.1 2.1  1.1 1.8 2.0 
  excl. food & energy 1.8 1.7 1.3 2.1 1.1 1.7 1.7 1.7 1.8 1.8  1.7 1.6 1.7 
               
Fed Funds Rate, % 0.37 0.40 0.45 0.70 0.94 1.16 1.21 1.41 1.44 1.66  0.39 1.00 1.56 
3-month T-Bill, (bond-eq.) 0.3 0.3 0.4 0.6 0.9 1.1 1.3 1.4 1.5 1.6  0.3 1.0 1.6 
2-year Treasury Note 0.8 0.7 1.0 1.2 1.3 1.6 1.8 1.9 2.0 2.2  0.8 1.5 2.1 
10-year Treasury Note 1.8 1.6 2.1 2.5 2.3 2.5 2.7 2.9 3.0 3.1  1.8 2.5 3.0 


