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THOUGHTS FROM OUR ECONOMICS TEAM

HOW HIGH IS THE GDP HURDLE NOW?

Revisions to US Q1 gross domestic product (GDP) put forecasters 
and policymakers in an uncomfortable position. Bad growth data 
mean forecast mark-downs and possible changes to the trajectory 
of monetary policy.

According to the Bureau of Economic Analysis, the US economy 
shrank 0.25% in the first quarter of 2014, contracting at an annual 
rate of -1%. The first estimate (released in April) showed a paltry—
but still positive—0.1% growth rate. So much for that—growth 
hasn’t contracted in a quarter since Q1 2011.

In the wake of the bad news, many analysts have suggested investors 
ignore Q1 data as weather-driven. We agree it is prudent to take a 
two-quarter average (e.g., Q1 and Q2, available end-of-July), but 
the truth is that the recent GDP data revisions make the FOMC’s 
2.8% growth forecast for 2014 look rather lofty. To meet the FOMC’s 
GDP forecasts for 2014, Q2, Q3 and Q4 GDP growth would need to 
average 4.1% at an annual rate (see updated GDP hurdle chart 
below). That’s a veritable sprint by recent standards.

In fact, the US economy last achieved that sort of performance over 
a three-quarter stretch more than a decade ago, in 2003 as the 
economy surged out of the 2001-2002 recession period. Today, we 
stand nearly 5 years beyond the last recession, closer to mid cycle 
than the early stages.

And, of the 100 or so quarters of GDP data over the last 25 years, 
annual growth exceeded the 4% hurdle rate just 23% of the time. 
So, while a 4%+ period is possible it remains less than probable. 
Why? We suspect there is more to the data doldrums than bad 
weather. Here are a handful of reasons.

First, although inventory re-stocking detracted from Q1 growth (-1.6 
percentage points), it also played an outsized role in Q2 and Q3 
2013 (+2.1 percentage points). We wrote about this at the time and 
suggested “payback” was due.

Second, while consumer spending held up well during the first 
quarter, health care spending accounted for a hefty amount, adding 
a full percentage point to the annual rate. Health may be wealth, but 
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IN ORDER TO HIT THE FOMC’S GROWTH FORECAST, US GDP GROWTH WILL HAVE TO AVERAGE 4.1% QoQ ANNUALIZED 
OVER THE REMAINDER OF 2014—A HIGH BAR
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such growth rates (e.g., a 4%+ clip on services spending) are not 
permanent and will likely slow over the course of the year.

Third, income growth ultimately underpins spending growth. Data 
released along with the GDP report on gross domestic income 
(GDI) provided disappointing clues on aggregate income growth. 
GDI shrank at a -2.3% annual rate in Q1. In theory, GDI and GDP 
should sync up—but that’s over time. On a quarterly basis, the two 
may deviate. While GDP is calculated by adding up all the spending 
activity in the economy (consumers + businesses + government – net 
exports), GDI is based on income received by employees, profits to 
business and taxes to government coffers. In particular, income from 
wages and salaries collected by employees rose by just 0.8% during 
the first quarter. Sluggish income gains keep spending in check.

Fourth, housing continues to disappoint. Residential construction 
activity stripped -0.2 percentage points from in Q1. Through April, 
pending home sales fell nearly 10% versus levels one year ago, not 
yet showing the signs of a spring thaw in housing activity.

Fifth, and finally, businesses continue to disappoint forecasters. 
Nonresidential investment in structures, equipment and software 
sliced -0.2 percentage points from headline GDP growth. And April’s 
durable goods orders, excluding defense and airline orders, serve as 
a proxy for business capex ahead: a -1.2% decline does not bode 
well.

So keep your eye on the 4% hurdle ahead for the US economy, 
forecasters and policymakers. The high hurdle rate, history and 
a handful of reasons to be cautious on the growth figures ahead 
make us suspect the Fed and Wall Street will respond by lowering 
growth expectations as we head into the summer—a phenomenon 
reminiscent of 2011 not the breakout 2014 many expected.

Remember: the path of tapering and expectations for the first rate 
hike derive from the FOMC’s expectations for growth, unemployment 
and inflation. If the data comes in different than the forecast, policy 
shifts often occur. If slow growth and low inflation persist even as the 
warm weather arrives, rate hikes will come later than the Q2 2015 
date currently expected by the market.
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