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Economy Watch: Is There Still Runway?

Is there runway left for a continuing recovery that is
now officially 31 quarters long (through March 2017)?
The average post-WWII economic recovery spanned
19 quarters, with the longest reaching 40 quarters, from
March 1991 to March 2001. Recoveries do not end of
old age. There are always other reasons, with the most
typical being either that boom period excesses come to
an end, or that in its munificence, the Fed artificially
moves interest rates too far above market rates.

The good news about the current recovery is that
there are no systemic excesses in single-family housing,
autos, or commercial construction — the sectors that
have historically been prone to cyclical excess. In
addition, the Fed has forced interest rates so far below
market-driven pricing that inevitable rate increases
will spur the overall economy (though not in every
sector) as market signals take effect. This is in marked
contrast to comparable points in previous recoveries
in which single-family housing, auto production, and
commercial development were all well above historical
norms, while interest rates were above market due to
Fed action. Further, only since the November election
have consumer and business confidence moved notably
above their historic norms. And absent a prolonged
period of excessive consumer and business optimism,
broad-based excesses are unlikely to occur. As a result,
we believe that there is still considerable room for
continued growth, and that the current recovery will
stretch into 2019.
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By the way, the notion that artificially low short-
term interest rates notably stimulate business invest-
ment, or that high rates harm it, is absurd on its face
to anyone who has ever
participated in such deci-
sions. Does the Fed really
believe that a business will
decide to build a factory
because the short-term
rate, which represents at
most 20% of their capi-
tal stack, is reduced by a
couple of hundred basis
points? It simply does not happen that way, as decisions
about long-term capital projects focus on the long-term
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capital cost of the project. The reduction of short-term
rates for a year or two has no meaningful impact on
such decisions. And it is noteworthy that even the Fed’s
eight-year rate madness has had no such impact, as in-
vestors have worried throughout the entire period that
low short-term rates were about to end. In addition, the
Fed’s non-transparent stress tests (a de facto regulation)
have restricted the bank lending that is necessary to fa-
cilitate robust investment activity.

After bottoming at 25.3 in 2009, the Conference
Board Consumer Confidence Index rebounded over the
last eight years, standing at 117.9 in May 2017. The
current level is about 2,600 bps above the historical
average (1977-present), 2,550 bps higher than one year
earlier, and 690 bps above the 2007 pre-recession level
of 111.

g0 The Conference Board Consumer Confidence Index

150

100

50

0

1977 1982 1987 1992 1997 2002 2007 2012
em====|ndex

=== Average

Sfigure 2

Consumer confidence rose sharply immediately
after the Presidential election, spiking by 14.2% between
November 2016 and March 2017. The Index then
dropped by 5.6% through May, resulting in a net 7.8%
increase since November. This compares to the 22.7%
increase over the comparable period when President
Obama was first elected in 2008. Meanwhile, small
business confidence rose 76% in the first three months
post-Trump election, versus a comparable decline of 6%
when President Obama was elected.

Despite rising confidence levels, the post-election
pop has yet to translate into notably increased consumer
spending. In fact, auto sales have retrenched a bit, as
heightened political uncertainty discourages aggressive
buying behavior. During the first three months of
both administrations (based on December 2008/2016
through March 2009/2017, respectively), real personal
consumption expenditures declined slightly (-0.03%).
Only after consumer confidence has been well above
average for several years will excesses creep in.
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The sharp increase in small business optimism
post-election is also unmatched by more aggressive
investment activity — further evidence of several years
of expansion runway. Look to single-family housing as
it continues its slow recovery, remaining a staggering 2.7
million units below its historic norm. We cannot say often
enough that this is because artificially low interest rates
hindered potential buyers accumulating down payments.
Only as short rates rise will this down payment dilemma
disappear, in turn spurring homebuilders to aggressively
increase supply to make up for the cumulative shortfall.

The Economic Policy Uncertainty Index (EPUI)
has a long-term average of 108 and stood at 108.5 as
of May 2017. The EPUI is comprised of three major
components:

= A search of key words and phrases (e.g. uncertainty,
economy, Congress, legislation, etc.) in ten major

U.S. newspapers;

= The number of temporary federal tax provisions as
reported by the Congressional Budget Office; and
= Examination of the Federal Reserve Bank of

Philadelphia’s Survey of Professional Forecasters,

and specifically the level of disagreement among

forecasters.
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We expect the Uncertainty Index to retreat a bit, as
the policy landscape (for better or worse) becomes more
clearly defined.

We expect 2.3% (annualized) real GDP growth
in the second quarter of 2017. In the first quarter,

although employment grew by 527,000 jobs (0.4%),
real annualized GDP growth was reported as just 1.2%.
All we can say is, “get real.” This is an artificially
low GDP growth rate, as there is no way such labor
market strength could occur while GDP only grew by
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On the Road to Recovery: Then vs. Now
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SAAR indicates seasonally-adjusted annual rates.
All dollars in real 2015 dollars.

*Quarterly data through 1Q17; latest monthly varies, Mar-May 2017.
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just 1.2%. Job creation and low new unemployment
claims continue to indicate growth for the rest
of the year.

New weekly unemployment claims remained very
strong in the first quarter, averaging 247,000 per week.

Weekly Initial Unemployment Insurance Claims
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In mid-June, they were 245,000, well below the 300,000
threshold for labor market strength, and basically at the
lowest level in more than 40 years. The strength of the
labor market is seen in the fact that claims as a percent of
the labor force are 0.15% today versus 0.25% at the 1973
low. This is in spite of the fact that the labor force is 76%
larger than in 1973, when claims hit a low of 214,000 for
one week in January and averaged 240,000 that year. And
remember that real unemployment benefits are notably
more generous today. Averaging 244,000 year-to-date
through mid June 2017, weekly initial unemployment
claims continue to prove the enduring strength of the
labor market. However, if claims sharply increase
for 2-3 months, it will be a sign that the economy is
weakening notably.
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