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Limited Economic Upside?
This being a presidential election year, views on the economy
vary widely. The labor market has improved substantially in the
last few years, to the point where we are seeing some evidence
of wage pressures. On the other hand, growth in inflationadjusted Gross Domestic Product has been low by historical
standards. Many Americans have not participated in the
economic recovery, but most are better off than they were a
year or two ago. At any particular time, some sectors of the
economy will do better than others, and with a slower trend
growth in GDP, some are likely to appear weak. This can create
uncertainty about where the overall economy is headed.
Gross Domestic Product, Private Domestic Final Purchases
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Depression. Naturally, these reports focused largely on the
manufacturing sector. After WWII, manufacturing accounts
form nearly one of three jobs in America. That percentage has
drifted lower over time. Currently, manufacturing accounts for
8.5% of nonfarm payrolls (or about one in 12 jobs).
Industrial production has fallen 2.1% since November 2014,
but that decline largely reflects the sharp drop in oil and gas well
drilling (which fell 76% from December 2014 to May of this
year). Energy exploration (which is capital intensive) has
stopped falling, which means that the sector should no longer
be a drag on business fixed investment and overall GDP growth.
Factory output has been mixed, but generally soft, over the last
several months, reflecting weak global growth and lower capital
spending in the U.S. and abroad. Global growth ought to pick
up, but the shifting demographics implies that labor input will
grow more slowly than in recent decades.
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Real GDP rose 1.2% over the four quarters ending 2Q16.
However, growth was restrained by slower (and more recently,
declining) inventories. Final Sales (GDP less than change in
inventories) rose 1.9%. And if you also exclude net exports and
government (Private Domestic Final Purchases, a better
measure of underlying demand), growth was 2.3%. Inventory
growth is expected to pick up in the second half of the year,
providing a short-term boost to overall GDP growth, but we saw
little improvement in the data for July.
In late summer, the Census Bureau releases its annual report
on income and poverty. The latest figures showed that real
median household income rose 5.2% between 2014 and 2015,
the first annual increase since 2007 and the largest gain since
1967, when data were first compiled. Gains were widespread
across categories (household type, race, age), with the lone
exception of those outside metropolitan statistical areas (-2.0%
y/y). Real median household income was still below where it
was in 2007, before the recession began (also about where it
was in 1998). However, it is moving in the right direction.
With a goal of being better able to manage the economy, the
government began collecting economic data following the Great
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Foreign trade has played a part. In the 1980s, the U.S. lost
about one of ten manufacturing jobs each year – but each job
lost was replaced by a new job. For many years, low-end
productivity jobs moved overseas and higher-productivity jobs
were created to take their place. As Chinese exporting capacity
ramped up in the 2000s, many U.S. manufacturing jobs
disappeared and were not replaced.
However, there are benefits, as well as costs, to foreign trade.
Tearing up trade agreements is likely to be counterproductive.
Limiting cheap imports would boost inflation, reducing real
incomes and dampening consumer spending growth.
Retaliation would restrain U.S. exports, an increasingly
important area of the economy.
Short-term bursts of GDP growth are possible. However,
unless productivity growth picks up sharply or we substantially
increase immigration, slower labor force growth will limit
potential GDP growth over the foreseeable future.
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Recent Economic Data and Outlook
Fed Governer Brainard remained dovish, reducing market fears
that the Fed will raise rates in September. The key economic
reports, retail sales and industrial production, were on the soft
side of expectations. CPI data were a bit higher than anticipated.
Long-term Treasury rates dipped, then rose, largely reflecting an
increase in bond yields in the rest of the world (expectations of a
pullback in asset purchases, some calls of fiscal stimulus).
Retail Sales ex-autos, building materials, gasoline, $billions
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The Real Median Household Income rose 5.2% between 2014
and 2015, the first annual increase since 2007 and the largest
gain since figures were first compiled (1967).
Fed Governor Lael Brainard, presented her case for delaying an
increase in short-term interest rates. Markets had braced for
the possibility that Brainard, a noted dove, could turn hawkish.
Retail Sales fell 0.3% in the initial estimate for August (+1.9%
y/y). Ex-autos, sales fell 0.1% (+2.0% y/y). Auto dealership sales
fell 0.9% (+1.4% y/y). Sales of building materials rose 1.4%
(+2.2% y/y). Sales of gasoline dropped 0.8% (-9.5% y/y). Exautos, building materials, and gasoline, sales were flat (+3.4%
y/y). Unadjusted sales for the last three months were up 2.5%
y/y, but results varied across sectors (autos +2.4%, gasoline -9.6,
electronics -3.7%, department stores -4.5%, apparel -0.2%,
restaurants and bars +5.7%, nonstore retailers +12.7%).
Business Inventories were essentially flat in July. Retail
inventories, the only new information in the report, fell 0.3%
(autos -0.2%, non-autos -0.3%). Slower (and more recently,
declining) inventories have been a significant drag on GDP
growth over the last four quarters, subtracting 0.7 percentage
points from the headline figure (GDP growth was reported at
+1.2% y/y, vs. Final Sales at +1.9%).
Industrial Production fell 0.4% in August (-1.1% y/y). The
output of utilities fell 1.4% (+1.7% y/y, still reflecting hot
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temperatures). Mining output rose 1.0% (-9.3% y/y), reflecting
a 3.2% increase in oil and gas well drilling (-45.9% y/y). That’s
good news, the contraction in energy exploration (which is
capital intensive) has been a significant drag on business fixed
investment and overall GDP growth in recent quarters.
Manufacturing output fell 0.4% (-0.2% y/y), with mixed results
across industries. Auto output rose 0.5% (+4.7% y/y). Ex-autos,
manufacturing output fell 0.5% (-0.8% y/y).
The Consumer Price Index rose 0.2% in August (+1.1% y/y), up
0.3% ex-food & energy (+2.3% y/y). Food was flat, but food at
home fell another 0.2% (-1.9% y/y), while food away from home
rose another 0.2% (+2.8% y/y). Energy was flat (-9.2% y/y), as a
0.9% drop in gasoline (-17.8%) was offset by increases in
electricity and natural gas. Shelter costs rose 0.3% (+2.3% y/y).
Ex-food, energy and shelter, the CPI rose 0.2% (+1.5% y/y).
Medical care commodities jumped 1.1% (+4.5% y/y), while
medical care services rose 0.9% (+5.1% y/y).
Real Hourly Earnings fell 0.1% in August (+1.3% y/y).
The Producer Price Index was flat in August (unchanged y/y), up
0.1% ex-food & energy (+1.0% y/y). Ex-food, energy, and trade
services, the PPI rose 0.3% (+1.2% y/y). Pipeline inflationary
pressures were mixed, but generally moderate.
Import Prices fell 0.2% in August (-2.2% y/y), unchanged
excluding food & fuels (-1.0% y/y). Ex-fuels, prices of imported
commodities rose 0.2% (-0.9% y/y, but +1.8% in the last two
months). There were no signs of inflation in capital equipment,
not in autos and other consumer goods.
Economic Outlook (3Q16): GDP at a 2.5-3.0% annual rate.
Employment: The trend in nonfarm payrolls has slowed this
year, but remains moderately strong (weakness in construction
and manufacturing, strength in service-producing industries).
Consumers: Spending was strong in the first half of the year,
and upward revisions to personal income figures show much
better fundamentals than were reported previously.
Manufacturing: Mixed across sectors, but relatively soft overall.
Lean inventories suggest some potential for a pickup in
production, but they have to stop getting leaner at some point.
Housing/Construction: Supply constraints and affordability
issues remain important restraints for residential construction
and the pace of home sales. Mortgage rates have remained low
and job growth has been supportive.
Prices: Ex-food & energy, the PCE Price Index has continued to
trend below the Fed’s 2% target. There is little inflation in
consumer goods. Inflation in consumer services has been
boosted by higher rents. Wage gains are moderate.
Interest Rates: The Fed remains in tightening mode, but is
expected to proceed cautiously as it normalizes policy. Most
Fed officials expect to raise rates by the end of 2016.
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This Week…
The focus will be on the Fed policy meeting. Momentum for a
September hike had been building in late August and Chair
Yellen sent a clear signal in Jackson Hole (“the case for an
increase in the federal funds rate has strengthened”). However,
the financial markets never fully bought into it and recent
economic data have been generally soft (but not horrible). All
else equal, the Fed does not want to shock the financial markets
with a surprise (although there is a small chance that it could
still move). The wording of the policy statement is expected to
suggest that officials remain in tightening mode (that is, looking
to raise rates), most likely in December (but the timing is still
data-dependent. Officials will revise their projections of growth,
unemployment, and inflation, and we’ll get a new dot plot (the
dots representing officials’ expectations of the year-end federal
funds target rate. Once again, the dots should drift a little
lower. Expectations of the long-term equilibrium federal funds
rate are also likely to decline. In her press conference, Chair
Yellen will explain why the Fed is delaying, but still signal the
need to resume normalization at some point.
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260 holiday adjustment adds uncertainty
nd
+0.9% +1.1% in the 2 estimate
nd
+1.8% +3.0% in the 2 estimate
trade and inventory data
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Homebuilder Sentiment (September) – Seen little changed.

Tuesday
Residential Construction (August) – Single-family permits fell

3.7% in July, but that may have been a fluke.
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rarely of much consequence for U.S. investors. However, this
time ought to be different. Market participants are looking for
the central bank to perhaps pull back on stimulus efforts and
make efforts to steepen out the yield curve.
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FOMC Policy Statement – Federal Reserve policymakers are
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widely expected to refrain from raising short-term interest
rates, but there is still some chance that they might move. .
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Existing Home Sales (August) – Supply and affordability issues
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but these figures are generally choppy.
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Summary of Economic Projections – The five Federal Reserve

governors and 12 district bank presidents will revise their
forecasts of growth, unemployment, and inflation. We’ll also
get a new dot plot.
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Leading Econ Indicators (August) – Components mostly lower.
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Next Week …
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October 3

ISM Manufacturing Index (September)

Yellen Press Conference – The Fed chair will explain in further

October 7

Employment Report (September)

detail the Fed’s policy thinking. At the policy meeting, there are
likely to have been several arguments for and against raising
rates. However, much like a year ago, Yellen should clearly
signal that the direction for rates is higher.

October 9

2 Presidential Debate (St. Louis, MO)

October 10

Columbus Day (bond market closed)

October 19

3 Presidential Debate (Las Vegas, NV)

Thursday
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Real GDP (3Q16, advance estimate)

Jobless Claims (week ending September 17) – The underlying

November 2

FOMC Policy Decision (no press conference)

trend in claims has remained extremely low. However, holiday
adjustments can generate some noise in the weekly figures (the
seasonal adjustment will expect about a 19,500 rebound in
unadjusted payrolls in the Labor Day holiday week).
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Election Day

December 14

FOMC Policy Decision, Yellen press conference
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