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THOUGHTS FROM OUR EcONOMIcS TEAM

US Growth Picks Up in Q1? 

Is the US economy growing at a 2.5% annualized growth rate (Q1) or 
a 0.4% rate (Q4)? The reality: somewhere in between. And this is no 
small matter. It has huge implications for the economy, interest rates and 
Federal Reserve policy. 

The Bureau of Economic Analysis (BEA) reported this morning that the 
US economy grew at an annual rate of 2.5% in Q1 2013. Today’s report 
improved on Q4 2012’s 0.4% rate of growth, but fell short of the 3.0% 
growth rate for which the Wall Street consensus had hoped. Revisions to 
the initial estimate will come, but the first report arrived inside our 2.5-
3.0% forecast range for Q1 2013.

Government spending was the biggest detractor from growth during 
the quarter as the much discussed spending cuts impacted government 
spending. In particular, a cut in defense expenditures shaved 0.60 
percentage points off of the quarterly growth rate. The biggest booster 
on the other side: consumer spending, especially on autos, which 
contributed 2.2 percentage points to topline growth.

What are the implications for the markets?

First, we continue to think the underlying trend of US growth is in 
the 1.5-2.0% range. The 0.4% growth in Q4 understated growth; the 

2.5% Q1 probably overstates growth. This is important. If we believed 
actual trend had accelerated, we would begin to build the case for higher 
interest rates. On the other hand, if we felt the 0.4% print was indicative 
of real trend growth, we’d probably build the case for recession. 

How do we gauge this? One way is to look at “real final sales of domestic 
product” way down on page 15 of the 16-page BEA release (e.g., all the 
stuff produced in the US in the quarter, excluding inventory investment), 
which is a better indicator of the trend growth in the economy than the 
noisier headline number (see Chart 1). This gauge read +1.9% quarter-
to-quarter annualized in Q4 and +1.5% in Q1. This is a 1.5-2.0% 
economy over the last eight quarters. 

Second, despite some forecasts for H1 recession, economic growth 
continues, recession avoided. While 1.5-2.0% trend growth points 
neither  to a rapid pick-up in growth nor a substantial improvement in 
unemployment, moderate output will buoy equity markets and “risk” 
assets generally that would fare poorly in an economic contraction. 

Third, inflation pressures appear nonexistent. The core PCE deflator 
(which is the Fed’s preferred inflation gauge) from today’s report rose just 
1.3% compared to a year ago (see Chart 2 on reverse page). In fact, there 

CHART 1 - US GDP GROWTH TREnD BOUnCInG AROUnD 1.5-2% LAST EIGHT QUARTERS
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is a whiff of disinflation. After rising close to 2% year-over-year early in 
2012, price pressures decelerated over the last four quarters. At 1.3% 
year-over-year, the price gauge is flashing the same reading it presented 
in October 2010…the month before the Fed officially launched QE2.

The data will drive the Fed, so follow the data. Lest we forget, the Fed is 
looking for stronger growth and a string of 200,000+ monthly job gains. 
Our expectation is for Q2 GDP to soften towards a 1.5% pace.

In our view, the Fed continues its QE campaign (which has been our 
expectation for the year) and even considers upsizing monthly purchases 
if incoming employment, inflation and Q2 GDP data register below 
expectations. next Friday’s jobs number will be critical, but the FOMC 
will not have the luxury of seeing that report before next week’s Tuesday-
Wednesday FOMC meeting. This suggests no change in Fed policy for 

now, but the economic data may prompt a shift by the June meeting.

Bottom line: The Q4 GDP report likely understated growth, while the Q1 
report accomplished the opposite. The real trend of US economic activity 
is still subpar growth. While this avoids a much-feared recession, it likely 
means the unemployment rate will hover between 7.5-8.0%. Inflation, 
meanwhile, is not an imminent threat. In this environment, the Fed will 
continue to absorb assets onto its bloated balance sheet, keeping short-
term interest rates low as the market pushes back expectations for the 
eventual first rate hike. Longer-term interest rates will be stuck lower 
than otherwise as the ensuing asset scarcity and expectations shift filter 
through the bond market.  

CHART 2 - WHAT? WORRy ABOUT InFLATIOn?! InFLATIOn RUnnInG WELL BELOW FED’S TARGET
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