Economic Research
Published by Raymond James & Associates

Scott J. Brown, Ph.D., (727) 567-2603, Scott.J.Brown@RaymondJames.com
September 26 - 30, 2016
Weekly Economic Monitor _______________________________________________________________________________________

Who’s Confused, the Fed or the Markets?
The Federal Reserve provides a lot more information than it
used to. The central bank issues policy statements, it makes
public its economic projections and policy expectations, and the
Fed chair holds regular press conferences to explain things.
However, despite this added clarity, financial market
participants appear to be more confused than ever. Last week
was no exception. It’s really rather simple.
In August, the Fed appeared to be well on its way to a
September rate increase. Eight of the 12 Federal Reserve
district banks were pushing for higher interest rates in late July.
In their public comments, most senior Fed officials seemed open
to a move. In her Jackson Hole speech, Chair Yellen said that
“the case for an increase in the federal funds rate has
strengthened.” It doesn’t get much clearer than that. However,
she also left herself an out: “of course, our decisions always
depend on the degree to which incoming data continues to
confirm the FOMC's outlook.”
The economic data arriving since Yellen’s Jackson Hole speech
have been mixed, but generally on the soft side of expectations.
These data, as we all know, are fuzzy. Figures are based on
statistical samples (with their inherent uncertainty) and
seasonal adjustment is hard to get precisely right (especially
when seasonal patterns are shifting, which they appear to be
doing). Numbers bounce around from month to month and
quarter to quarter. This makes it difficult to judge whether
there is a change in trend or whether we’re just looking at noise.
The Fed does not consider economic data alone, but also relies
on anecdotal information from around the country.
So why didn’t the Fed raise rates? Chair Yellen said that “our
decision does not reflect a lack of confidence in the economy.”
The job market is strengthening, and the Fed expects that to
continue – and while inflation is low, policymakers are confident
that it will move back to the 2% target (as measured by the PCE
Price Index). However, with the slack in the labor market being
taken up at a somewhat slower pace, and inflation still trending
below target, “we chose to wait for further evidence of
continued progress toward our objectives.”
Yellen also
emphasized the asymmetry of policy errors. With rates already
close to zero, “we can more effectively respond to surprisingly
strong inflation pressures in the future by raising rates than to a
weakening labor market and falling inflation by cutting rates.”
Simply put, the Fed can afford to wait awhile longer. The
more interesting outcome from the Fed’s meeting was in the
Summary of Economic Projections. At every other Fed policy
meeting, senior Fed officials (the five governors and 12 district
bank presidents) submit forecasts of growth, unemployment,

and inflation. They also submit their expectations of the
appropriate year-end level of the federal funds target for each
of the next few years (now out to 2019). This is the infamous
“dot plot.” The dots in the dot plot were expected to drift
lower, much as they have consistently quarter after quarter.
However, this time, the shift in the expected glide path of rates
was much shallower than anticipated. Fed official remain
optimistic about the economy, but they also generally lowered
their expectations for future tightening. What gives?
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Bear in mind, that the dots in the dot plot are expectations,
not an actual plan of action. There is considerable uncertainty
surrounding each of the dots. The pace of actual rate increases
will almost certainly be faster or slower than expected. This
does not mean that the Fed doesn’t know what it is doing.
Rather, the outlook for monetary policy reflects the uncertainty
in how the economy will evolve in the months and quarters
ahead. When the Fed says that future policy decisions will be
data-dependent, they mean it. Note that the Fed does not react
to the economic data per se. Rather, policymakers react to
what the economic data inform them about the future – and the
focus remains on the amount of slack in the job market and the
likely path of inflation in the months ahead.
The drifting of the dots does reflect a shift in the overall
economic outlook. Slower labor force growth (as the job market
approaches it long-term equilibrium) combined with a slower
trend in productivity growth means that potential GDP growth
will be a lot slower (about 2%) than what we grew up with (3.5%
or so). That’s simply demographics (two forces propelled GDP
growth in the last four decades of the 1900s: the arrival of the
baby-boomers and increased female labor force participation).
“I know you think you understand what you thought I said but
I'm not sure you realize that what you heard is not what I
mean.”
– Alan Greenspan
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Recent Economic Data and Outlook
As expected, Federal Reserve policymakers refrained from raising
short-term interest rates, but remained in tightening mode (just
waiting for more evidence). Officials lowered their expectations
of the future path of the federal funds target rate (lower dots in
the dot plot), which was taken positively by the financial markets.
Fed Officials' Federal Funds Rate Projections, %
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The Federal Open Market Committee left the federal funds
target rate unchanged: “The Committee judges that the case for
an increase in the federal funds rate has strengthened but
decided, for the time being, to wait for further evidence of
continued progress toward its objectives.” Three of the district
bank presidents dissented in favor of an immediate rate hike.
In its Summary of Economic Projections, Fed officials (the five
governors and 12 district bank presidents) lowered their
expectations of the future path of the federal funds target rate.
The median forecast was for one 25-basis-point hike in 2016,
two in 2017, and three in 2018 (note: these are expectations,
not a plan of action – policy will remain data-dependent).
In her post-meeting press conference, Fed Chair Janet Yellen
said that “conditions in the labor market are strengthening, and
we expect that to continue, and while inflation remains low, we
expect it to rise to our 2 percent objective over time – but with
labor market slack being taken up at a somewhat slower pace
than in previous years, scope for some further improvement in
the labor market remaining, and inflation continuing to run
below our 2 percent target, we chose to wait for further
evidence of continued progress toward our objectives.” She also
noted that “we can more effectively respond to surprisingly
strong inflation pressures in the future by raising rates than to a
weakening labor market and falling inflation by cutting rates.”
Existing Home Sales fell 0.9%, to a 5.33 million seasonally
adjusted annual rate in August (+0.8% y/y). The National

$/BP

Equities
JY/$

1.317 101.20
1.309 102.36
1.297 101.04

CD/$

NASD

SPX

DJIA

1.294 5218.92 2169.04 18395.40
1.321 5244.57 2139.16 18123.80
1.317 5308.11 2164.71 18261.75

Association of Realtors noted that while strong job growth has
been supportive, sales have been restrained by the limited
inventories of homes for sales.
Building Permits fell 0.4%, to a 1.139 million seasonally adjusted
annual rate in August (-2.3% y/y). Single family permits rose
3.7% (up 3.8% y/y), flat or higher across regions (0.0% in the
Northeast, +8.4% in the Midwest, +3.6% in the South, and +1.8%
in the West). Unadjusted permits for the last three months
were down 5.9% from the same period in 2015, but results were
mixed across sectors (single-family +4.1% y/y, multi-family
-20.4% y/y). Possibly reflecting bad weather, Housing Starts fell
5.8%, to a 1.142 million pace (+0.9% y/y), with single-family
starts down 6.0% (-1.2% y/y).
The Chicago Fed National Activity Index fell to -0.55 in August,
vs. +0.24 in July. At -0.07, the three-month average remained
consistent with growth in national economic activity at slightly
below its historical trend.
The Index of Leading Economic Indicators fell 0.2% in August,
although the six-month trend remained positive. Four of the 10
components made positive contributions (mostly stock prices
and the slope of the yield curve). A shorter factory workweek
and a drop in ISM new orders made the largest negative
contributions. The Index of Coincident Economic Indicators
edged up 0.1% (it rose 0.8% from February to August). The
Conference Board said that data “suggest that the expansion in
economic activity should continue, but underlying weaknesses
in the LEI may pose a risk to growth in the months ahead.”
Economic Outlook (3Q16): GDP at around a 2.5% annual rate.
Employment: The trend in nonfarm payrolls appears to have
slowed this year (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:
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last
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10:00 New Home Sales, th.
% change
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9:00 First Presidential Debate
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594
-9.1
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582 July was suspiciously strong
+1.7 watch for revisions
2-year notes
Hofstra University, Hempstead, NY
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11:15
1:00
8:30

Aug

-2.5%
-0.5%
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96.7 still strong
“Why Study Economics?”
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-4.3% Boeing reported lower aircraft orders
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260 still a very low trend
nd
+0.9% +1.1% in the 2 estimate
nd
+1.8% +3.0% in the 2 estimate
trade and inventory data
-0.8% choppy, but a positive trend
+0.3% wages down following strong July
+0.5% seen a bit soft
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55.8 faded following strong June/July
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Sputnik (1957)
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narrower in July
may add to 3Q16 GDP growth
choppy, but a soft trend
was August drop a fluke?
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holiday adjustment adds uncertainty
seasonal adjustment adds uncertainty
a moderately strong trend
flat or slightly lower
likely to trend gradually higher
a rebound (but watch for revisions)
moderate wage growth
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This Week…
The first presidential debate may have some implications for the
financial markets, but most people will be watching for the
entertainment. Economic data reports (consumer confidence,
durable goods orders) could surprise, but are unlikely to add
much to the underlying picture of the economy.

campaign ads than a true contest of ideas, and it’s been a long
time since we saw a real game-changer (Ford on Poland, Reagan
turning away concerns about his age with folksy charm). Still,
uncertainty about who will be elected and the priorities of a
new administration (once in office) are typically seen as a
negative for business investment.

Monday

Tuesday

New Home Sales (August) – These data are reported with a huge

Conference Board’s Consumer Confidence Index (September) –

amount of statistical uncertainty. Monthly changes are erratic
and figures are subject to large revisions. July sales seem
ridiculously high relative to the recent trend. We should see a
pullback in August (but watch for revisions).

The headline figure has been range-bound over the last couple
of years, but improvement in August took it toward the top of
that range. Details from the report suggest that individuals are
generally feeling better about job prospects, but oddly, not as
much as one would expect given the strong job gains of the last
few years. Bear in mind that consumers don’t actually spend
confidence, but the headline reading is generally consistent with
the broader range of economic indicators.

First Presidential Debate (Hempstead, NY) – This should be a lot

different from the debates we saw in the primary season. In the
past, the presidential debates have been more like joint
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domestic demand has appeared a lot strong (although mixed
across sectors). An inventory rebuild should add to overall GDP
growth in the second half of the year.

Friday
Personal Income and Spending (August) – Wage and salaries

Source: Conference Board
20

20
98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16

Wednesday
Durable Goods Orders (August) – Orders have been soft, to be

sure, and mixed across industries. However, this has been more
akin to a slow patch in manufacturing than to an overall
recession. Capital spending has been soft worldwide, but ought
to pick up at some point. Aircraft orders swing wildly from
month to month and should dominate the August figures.

posted a strong gain in July, but they may have been
exaggerated by the seasonal adjustment (details from the
Employment Report suggest a more modest gain in August).
Spending is likely to have risen at a lackluster pace, but hot
weather should have boosted the consumption data (more airconditioning, but this may show up in the data later on). The
financial markets rarely respond to these figures (there are
usually in line with the jobs data and retail sales figures), but the
spending figures account for 70% of GDP (likely still on track for
a relatively strong quarter). On a year-over-year basis, the core
PCE Price Index should remain below the Fed’s 2% target
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Yellen Testimony – The Fed chair will appear before the House

Financial Services Committee. The topic is supervision and
regulation, but the questioning could stray into monetary policy.
Yes, the Fed supervises banks, but (according to Yellen) the
Wells Fargo abuses fall under the Comptroller of the Currency
and the Consumer Financial Protection Bureau (but the Fed
works “cooperatively and closely with those organizations”).

Chicago Purchasing Managers Index (September) – Erratic over

the last several months, the August figures disappointed
(following moderately strong levels in June and July).

Next Week …
There will be a lot riding on the ISM surveys and the
employment report (“sell on Rosh Hashanah, buy on Yom
Kippur” – old Klingon proverb).

Coming Events and Data Releases
nd

October 9

2 Presidential Debate (St. Louis, MO)

October 10

Columbus Day (bond market closed)

Thursday

October 19

3 Presidential Debate (Las Vegas, NV)

Jobless Claims (week ending September 24) – There appeared to

October 28

Real GDP (3Q16, advance estimate)

be relatively few distortions around the Labor Day holiday. The
underlying trend remains very low, consistent with further
improvement in labor market conditions.

November 2

FOMC Policy Decision (no press conference)

November 4

Employment Report (October)

Real GDP (2Q16, 3rd estimate) – Revisions to component data

November 8

Election Day

appeared to roughly cancel out, so we should see little change
in the estimate of second quarter GDP growth. Note that
inventories have slowed (and turned negative), subtracting
quite a lot from overall growth over the last year. Underlying

December 14

FOMC Policy Decision, Yellen press conference

February 1

FOMC Policy Decision (no press conference)

March 15

FOMC Policy Decision, Yellen press conference

rd
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