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e Animal Spirits Are High, But the Forecast is Stable

The outlook for the U.S. economy is nearly unchanged from expectations at the start of the
year. Congress will address tax cuts and infrastructure spending only after passage of an

updated health care law. A proposal is currently under consideration, but it faces s

scrutiny from both sides of the aisle in Congress. Anticipated expansionary fiscal policy

tiff

changes are unlikely to influence economic activity until the tail-end of 2017, at best.

Fundamentals of the U.S. economy are positive and incoming economic data do n

ot

suggest a disruption of economic activity. Real gross domestic product (GDP) is projected

to grow at a 2.0% annual rate in the first quarter and at a similar pace for the rest of the

year.

Key Economic Indicators

MARCH 2017

2016 2017 Q4 to Q4 change Annual change

16:2a 16:3a 17:2f 17:3f 17:4f 2015a 2016f 2017f 2015a 2016f 2017f
Real Gross Domestic Product 0.8 14 35 1.9 20 2.0 2.0 2.0 19 1.9 2.0 26 1.6 21
(% change, SAAR)
Consumer Price Index 04 3.0 1.9 3.0 3.0 2.0 22 2.2 04 1.8 24 0.1 13 2.6
(% change, ized)
Civilian Unemployment Rate 4.9 4.9 4.9 4.7 47 47 4.6 4.6 5.3* 4.9* 4.7*
(%, average)
Federal Funds rate 036 037 040 045 | 068 0.88 093 118 0.13* 0.40* 0.92*
2-yr. Treasury Note 08 077 073 1.01 | 1.22 160 169 192 0.69* 0.84* 1.61*
10-yr. Treasury Note 192 175 156 213 | 245 265 280 3.00 2.14% 1.84* 2.73*
a=actual
f=forecast
*=zannual average
Key Elements of the Forecast

e Employment and income conditions are supportive of continued growth in
consumer spending. Real consumer spending slipped in January, reflecting

weakness in outlays for goods and services, which must be viewed with caution.
The average level of auto sales was elevated for the first two months of the year
(17.6 million units), but is lower than the sharply higher outlier of 18.4 million units
sold in December. The weakness in services expenditures was due to warmer-

than-typical weather in most of the country, which trimmed utility bills. A more

stable consumer spending pattern should prevail during the rest of the year.

e Business spending grew in the fourth quarter after four consecutive quarterly

declines. Shipments of non-defense capital goods, the input for business

equipment expenditures in the GDP report, slipped slightly in January but the
trend is firming. In addition, the Institute of Supply Management’s February survey
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shows a significant increase in the index tracking new orders (65.1), which is close to
the cycle high (66.1) and raises expectations of an increase in factory activity.

e Sales of both new and existing homes advanced in January. Construction of new homes
fell in January following a strong performance in the prior month. Permit extensions for
multi-family homes posted a strong gain in January, a precursor for an increase in
building activity. At present, the housing market is affected by cross currents. The nearly
60 basis point increase in mortgage rates could reduce residential investment
expenditures. At the same time, strong hiring conditions are a favorable offset. The low
inventory of unsold existing homes places a cap on sales and could push home prices
higher in the near-term.

e The January and February employment reports present a bullish picture of the labor
market. The unemployment rate inched down in February to 4.7% even as the labor
force expanded. Widespread increases in payrolls have occurred in the past few
months, taking the three-month moving average to 209,000. The quit rate and hiring
rates are approaching the peaks seen in the previous expansion. Wages picked up in
February; a further acceleration is likely as labor market conditions strengthen.

e Actual inflation readings have risen and the Federal Reserve’s price stability target is
within reach in 2017. The personal consumption expenditure price index rose 1.9% from
a year ago in January; the core price index, which excludes food and energy, increased
to 1.7%.

e The economic environment is changing from that of low-interest rates, low inflation, and
an accommodative monetary policy stance to one of higher rates, higher inflation, and a
hawkish central bank. In light of this development, the 10-year Treasury note is trading
around 2.60%, its highest sustained level since September 2014.

e The confluence of developments described above has created the perfect “window of
opportunity” for the Fed to raise the federal funds rate by 25 basis points to 0.75%-
1.00% at the March 14-15 Federal Open Market Committee meeting. Markets have
priced in this policy change and are looking ahead for the forward guidance, updated
forecasts of the economy, and the new dot chart. Tune in later this week for our take on
the outcome of the meeting.
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