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Adjusting the Outlook  
Investors place far too much emphasis on the GDP figures.  

However, digging into the components suggests a less optimistic 
(not pessimistic) outlook for growth in the near term. 
 

Real GDP rose at a 1.4% annual rate in the 3
rd

 estimate for 
2Q16, held back by a slower pace of inventory growth.  Recall 
that GDP is a flow ($/time), while inventories are a stock ($).  
The change in inventories ($/time) contributes to the level of 
GDP, which means that the change in the change in inventories 
contributes to GDP growth.  In other words, a slowdown in 
inventory growth subtracts from GDP growth.  That was the 
case in each of the last four quarters.  Real GDP rose 1.3% in the 
four quarters ending 2Q16, but would have risen 2.6% -- twice 
as fast – if not for the inventory slowdown.   When inventories 
slow, it’s often unclear why.  Firms may be more cautious about 
future sales or demand may have exceed expectations.  Lean 
inventories (relative to sales) normally bode well for future 
production as inventories are rebuilt.  A large inventory rebuild 
was expected to propel 3Q16 GDP growth to 3% or more.  We 
now have two months of sketchy inventory figures for the third 
quarter.  Price changes make it difficult to estimate what has 
happened in real terms, but it looks as if the inventory rebuild 
will be more moderate than anticipated.  Perhaps the inventory 
rebuild will be shifted into the fourth quarter or into early 2017, 
but it seems likely that the level of inventories has adjusted to 
an expected slower long-term trend in overall growth, and will 
not add as much to GDP as was expected. 
 

  
Consumer spending accounts for about 69% of GDP.  We now 

have figures for July and August, which suggest some loss of 
momentum.  The household sector fundamentals remain sound.  
Job growth has remained strong (not quite as robust as in the 
last two years, but that’s to be expected as labor market slack is 
taken up).  The Conference Board’s Consumer Confidence Index 

has broken out of its recent range and is back to pre-recession 
levels.  While consumers don’t spend confidence, surveys show 
that people are more optimistic about current job availability 
(although they remain generally a bit pessimistic about future 
jobs).  Spending on autos and other consumer durables softened 
in August and anecdotal reports suggest further weakness in 
September.  Big-ticket purchases are sensitive to expectations.  
Election-year uncertainty may be a restraining factor.  The 
budgets of middle-class households may be strained by higher 
rents and healthcare costs.  However, spending is normally 
lumpy, bunching up and slowing down around a longer-term 
trend.  Spending numbers through August suggest a softer 
quarter than was anticipated earlier.  More importantly, the 
trend appears likely to carry though to 4Q16 (that’s simply the 
way the monthly-to-quarterly arithmetic works).  That doesn’t 
mean that we are in danger of falling into a recession, but it 
does imply an adjustment to expectations.  

  
Other GDP components have appeared mixed.  Business fixed 

investment was revised higher in the 3
rd

 estimate for 3Q16, but 
that largely reflected strength in intellectual property products.  
Spending on structures and equipment continued to weaken.  
Shipments of capital goods were weak in the first two months of 
3Q16, but orders have been improving (there’s hope).  The 
contraction in energy exploration has ended.  We don’t 
anticipate a sharp rebound in oil and gas well drilling, but an end 
of the decline should be enough (that is, energy is no longer a 
subtraction from GDP growth). 
 

Putting the components together suggests that GDP growth is 
likely to be in the 2.0-2.5% range, lower than the 3+% 
expectations of a few weeks ago.  The outlook for 4Q16 has 
come down as well, to about a 1.5-2.0% annual rate.  That’s not 
terrible, but it is consistent with a lower trend rate of growth in 
the near term (slower labor force growth combined with a 
sluggish rate of productivity growth).   
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Treasury Yields Dollar Equities 

 13-wk 26-wk 52-wk 2-yr 3-yr 5-yr 10-yr 30-yr $/Euro $/BP JY/$ CD/$ NASD SPX DJIA 

9/02/16 0.33 0.45 0.59 0.80 0.92 1.20 1.60 2.28 1.116 1.330 104.18 1.300 5249.90 2179.98 18491.96 
9/23/16 0.18 0.40 0.60 0.77 0.90 1.16 1.62 2.34 1.122 1.296 101.04 1.316 5305.75 2164.69 18261.45 
9/30/16 0.29 0.45 0.60 0.77 0.88 1.15 1.60 2.32 1.123 1.295 101.39 1.312 5321.94 2168.22 18308.08 

 

Recent Economic Data and Outlook 
The economic data were mixed, although consumer spending 
growth appears to be on a somewhat softer trend.  Investors 
reacted to the first presidential debate.  Concerns about the 
health of German banks weighed against U.S. market sentiment, 
but there was a little more optimism on Friday. 
 

 
 
Real GDP rose at a 1.4% annual rate in the 3

rd
 estimate for 2Q16 

(vs. +1.1% in the 2
nd

 estimate).  Slower inventories subtracted 
1.2 percentage points from overall GDP growth, a slightly 
smaller drag than in the previous estimate.  Consumer spending 
rose at a 4.3% annual rate (vs. +4.4%).  Business fixed 
investment rose slightly (vs. the previous estimate, which 
showed a small decline), with strength concentrated in 
intellectual property products (structures and equipment 
remained weak).  Private Domestic Final Purchases rose at a 
3.2% pace (+2.2% in the first half of the year). 
 
Personal Income rose 0.2% in August (+3.1% y/y).  Private-
sector wages and salaries edged up 0.1% (+3.9% y/y), following 
strong gains in recent months.  Personal Spending was flat 
(+3.6% y/y), held back by declines in autos and gasoline 
(otherwise, spending would have risen 0.2%).  Adjusted for 
inflation, spending slipped 0.1% (+2.6% y/y), suggesting some 
loss of momentum.  The PCE Price Index rose 0.1% (+1.0% y/y), 
up 0.2% ex-food & energy (+1.7% y/y). 
 
The Conference Board’s Consumer Confidence Index rose to 
104.1 in September, vs. 101.8 in August and 96.7 in July.  
Evaluations of current job conditions improved. 
 
The University of Michigan’s Consumer Sentiment Index rose to 
92.1 in September (the highest reading since August 2007), vs. 
89.8 in August.  The headline figure has been range-bound over 

the last several months.  Rising incomes and lower prices for 
food and energy aided confidence. 
 
Durable Goods Orders were reported to be flat in August, 
reflecting mixed results in aircraft (civilian -21.9%, defense 
+24.2%).  Ex-transportation, orders slipped 0.4%, mixed but 
mostly lower across sectors.  Orders for nondefense capital 
goods ex-aircraft rose 0.6%, the third consecutive monthly gain 
(although July results were revised lower).  Shipments fell 0.4%, 
a -5.5% annual rate for the first two months of 3Q16 (vs. -2.2% 
in 2Q16 and -11.6% in 1Q16).   
 
New Home Sales fell 7.6% (±10.7%) in August, to a 609,000 
seasonally adjusted annual rate (+20.6% y/y).  Unadjusted sales 
for March-August were up 17.8% vs. the same period in 2015 
(Northeast 41.7%, Midwest 20.6%, South 18.5%, West 17.4%). 
 
The Pending Home Sales Index fell 2.4% in August (-0.2% y/y). 
 
The Chicago Purchasing Managers Index rose to 54.2 in 
September, vs. 51.5 in August and 55.8 in July.  New orders 
remained soft, but production picked up sharply. 
 
The first Presidential Debate drew mixed reviews, but markets 
perceived that Hillary Clinton did better (the bond market 
generally views that Trump, through large tax cuts, would 
significantly increase the federal budget deficits).   
 

Economic Outlook (4Q16):  GDP growth at a 1.5-2.0% annual 
rate, vs. 2.0-2.5% in 3Q16. 
 
Employment:  The trend in nonfarm payrolls appears to have 
slowed this year (weakness in construction and manufacturing, 
continued strength in service-producing industries).  
Consumers:  Strong job growth and moderate wage gains are 
supportive.  Spending was strong in the late spring and early 
summer, but appears to have lost momentum in 3Q16.  
Manufacturing:  Mixed across sectors, but relatively soft overall.  
Lean inventories suggest some potential for a pickup in 
production, but a soft global economy isn’t helping.  
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:     forecast last last –1 comments 
         Monday 10/03 10:00 Construction Spending Aug -0.2% -0.0% +0.9% choppy, subject to large revisions 
  10:00 ISM Manf. Index Sep 50.8 49.4 52.6 seen mixed, but still relatively soft 
  tbd Motor Vehicle Sales, mln Sep 17.1 16.9 17.8 will likely depend on final weekend 
     domestically-built  13.3 13.1 13.8 but trend is likely to be flattening 
         Tuesday 10/04 9:00 IMF: World Econ Outlook     still sluggish 
         Wednesday 10/05 8:15 ADP Payroll Estimate, th. Sep +165 +177 +194 moderately strong 
  8:30 Trade Balance, $bln Aug -39.1 -39.5 -44.7 narrower in July 
     goods only  -59.9 -60.3 -65.6 may add to 3Q16 GDP growth 
  10:00 Factory Orders Aug +0.1% +1.5% -1.8% durable goods orders were flat 
  10:00 ISM Non-Manf. Index Sep 52.8 51.4 55.5 was August drop a fluke? 
         Thursday 10/06 8:30 Jobless Claims, th. 10/01 258 254 251 holiday adjustment adds uncertainty 
         Friday 10/07 8:30 Nonfarm Payrolls, th. Sep +145 +151 +275 seasonal adjustment adds uncertainty 
     private-sector  +155 +126 +225 a moderately strong trend 
   Unemployment Rate  4.9% 4.9% 4.9% flat or slightly lower 
     employment/population  59.8% 59.7% 59.7% likely to trend gradually higher 
   Avg. Weekly Hours  34.4 34.3 34.4 a rebound (but watch for revisions) 
   Avg. Hourly Earnings  +0.2% +0.1% +0.3% moderate wage growth 
         Next Week:         
         Sunday 10/09  2

nd
 Presidential Debate     St. Louis 

         Monday 10/10  Columbus Day holiday     bond market closed 
         Tuesday 10/11 6:00 Small Business Optimism Sep NF 94.4 94.6 stuck in a narrow range 
         Wednesday 10/12 10:00 JOLTS data Aug    stalling? 
  tbd Treasury Note Auction     3-year notes 
  1:00 Treasury Note Auction     re-opened 10-year notes 
  2:00 FOMC Minutes 9/21    agree to disagree 
         Thursday 10/13 8:30 Jobless Claims, th. 10/08 256 258 252 holiday adjustment adds uncertainty 
  8:30 Import Prices Sep NF -0.2% +0.1% seen little changed 
     ex-food & fuels  NF 0.0% +0.1% little pressure 
   Treasury Bond Aution     re-opened 30-year bonds 
         Friday 10/14 8:30 Producer Price Index Sep +0.1% 0.0% -0.4% likely to be little changed 
     ex-food & energy  +0.1% +0.1% -0.3% low old core 
     ex-f, e, trade services  +0.1% +0.3% 0.0% low new core 
  8:30 Retail Sales Sep +0.3% -0.3% +0.1% likely to rebound, but a slower trend 
     ex-autos  +0.1% -0.1% -0.4% soft 
     ex-autos, bld mat, gasoline  +0.2% 0.0% -0.1% lackluster 
  10:00 Business Inventories Aug +0.1% -0.1% +0.2% higher in 3Q16 
  10:00 UM Consumer Sentiment m-Oct 92.0 91.2 89.8 still range-bound 

  
This Week… 
The September ISM surveys and the employment report will 
play a big part in shaping near-term expectations of the 
economy and monetary policy.  China is on holiday, but 
developments in the rest of the world are likely to remain at the 
forefront of investors’ minds.  The IMF will update its World 
Economic Outlook on Tuesday.  Perceptions about German 
banks may vary, generating some financial market volatility. 

Monday 
ISM Manufacturing Index (September) – The headline figure 
dipped below the breakeven level in August, as new orders and 
production stalled (essentially flat, not falling sharply).  In their 
comments, purchasing managers’ comments varied from “flat” 
to “strong.”  Components are expected to have picked up 
somewhat in September.  Watch new orders and employment, 
both of which tend to lead manufacturing activity. 
 
Unit Auto Sales (September) – Unit auto sales have likely reached 
a long-term sustainable pace, driven largely by replacement 

needs.  Results are likely to vary from month to month, but 
vehicle sales aren’t expected to add much to GDP growth.   

 

Tuesday 
IMF World Economic Outlook – As part of its annual meetings, 
the IMF will update its WEO.  The outlook is expected to remain 
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relatively soft.  In the analytic chapters, the IMF examines the 
slowdown in global trade.  The IMF’s Global Financial Stability 
Report will arrive on Wednesday. 

Wednesday 
ADP Payroll Estimate (September) – While the ADP data are 
often ridiculed as a poor predictor of the official BLS figures, the 
report may be considered an alternative gauge of job market 
conditions.  The ADP total has been less volatile than the BLS 
figure in recent months, and suggests a somewhat slower pace 
of job growth in 2016 (still strong).  

  
Trade Balance (August) – The advance report on merchandise 
trade showed a slight narrowing in the deficit for August.  
Exports of food jumped in July, but pulled back only partially in 
August.  Net exports should add to 3Q16 GDP growth. 
 
ISM Non-Manufacturing Index (September) – The ISM’s other 
survey sank sharply in August, but it’s hard to say whether that 
was a one-off or the start of a weaker trend.  Most likely, we’ll 
see a partial rebound in the September figures.  

 

Thursday 
Jobless Claims (week ending October 1) – There was relatively 
little volatility in the figures for September.  Bear in mind that 
these are real numbers (actual counts), not statistical estimates 
(although seasonal adjustment can generate some noise).  
Figures continue to suggest a limited pace of job destruction.  

Friday 
Employment Report (September) – Seasonal adjustment has 
potential to add noise to the September figures.  We are likely 
to have added more than 1.4 million education jobs (public and 
private) and to have lost over 800,000 non-education jobs.  It 
seems a little silly to worry about the nearest 50,000 or so in the 
adjusted number.  Strike activity will subtract 3,800.  Focus on 
the three-month average, which is less volatile than the monthly 
figures.  The unemployment rate (reported accurate to ±0.2%) is 
expected to be flat or slightly lower (in her post-FOMC press 
conference, Fed Chair Janet Yellen noted that labor market slack 
has been taken up “at a somewhat slower pace” than in 
previous years).  Average weekly hours are expected to snap 
back after falling in August (watch for revisions).  Average hourly 
earnings are expected to have risen moderately.  Note that 
wage increases can be lumpy across time and industries, but the 
trend in overall wage inflation should be gradually higher (as the 
labor market continues to tighten).  

 
 

Next Week … 
The second round in the presidential debates is set for Sunday.  
Financial market participants will be interested in the FOMC 
minutes, but we already know that policymakers were divided.  
September retail sales results will be important, as investors try 
to gauge the strength on the household sector. 
 

Coming Events and Data Releases 

October 19 3
rd

 Presidential Debate (Las Vegas, NV) 

October 28 Real GDP (3Q16, advance estimate) 

November 1 ISM Manufacturing Index (October) 

November 2 FOMC Policy Decision (no press conference) 

November 4 Employment Report (October) 

November 8 Election Day 

December 14 FOMC Policy Decision, Yellen press conference 

February 1 FOMC Policy Decision (no press conference) 

March 15 FOMC Policy Decision, Yellen press conference 
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