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•

Economic (GDP) growth appears to have resumed in
March quarter after December quarter lull.

•

We are expecting GDP growth of 2.2% in 2013 and
2.9% in 2014. Growth to be supported by some fading
headwinds, growing business investment and
continued recovery in the housing market. Federal
fiscal policy will be a drag.

•

Any tightening in monetary policy is a long-way off.
When the Fed funds rate does start to rise we expect
that it will move towards a rate of 4% in the long-term
(the ‘equilibrium’ rate).

Wealth on an upwards trend, supporting consumption
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Economic indicators available for the March quarter are pointing
to a resumption of GDP growth following an essentially flat
December quarter (the small decline in the Advance GDP
estimate has been revised away). In particular, the ISM
manufacturing and non-manufacturing surveys are consistent with
above trend growth.
Consumer spending growth slowed in December and January
(following a large increase in November post-Hurricane Sandy).
However, this was still a positive outcome given the hit to incomes
from the January tax increases. Household disposable income fell
4.0% mom in January reflecting the tax increases as well as the
fact that some income was brought forward (out of 2013) into
2012 to escape the tax rises. This has led to a big swing in the
household savings ratio as households smooth out the impact of
these income swings on their consumption.
Savings cushioning impact of income swings on consumption
Household savings ratio
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A positive underlying support for consumption will come from
improvements in household wealth given the upwards trend in
equity prices coupled with the continuing modest recovery in
house prices. The Flow-of-Funds data released last week for the
December quarter showed household net worth increased by
$1.2 trillion (or 1.8% qoq) in the December quarter, with $0.5
trillion coming from an increase in housing assets. With both
house prices and the equity market trending up, household wealth
is set to rise further.
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Housing investment continues to show strong growth, with
construction indicators trending up supported by rising new home
sales and low levels of inventory. Moreover, the resumption in
business investment growth that occurred in the December
quarter looks to have continued into 2013. There was a very large
increase in core (ex defence and aircraft) capital goods orders in
January; as a result orders were higher than (core) shipments for
the first time since May 2012. Capex intentions measured in the
Fed regional surveys also increased in February.
General improvement in business investment indicators
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The resilience in consumer spending looks to have continued into
February as motor vehicle sales rose in the month. However,
household spending will also come under pressure from the
increase in petrol prices in February although early data for March
suggests that this has been partially reversed. Delays in issuing
tax refunds may also have a temporary affect on spending.
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Trade flows are also showing tentative signs of turning around.
While real exports fell in January, trade data are very volatile and
are best looked at on a trend basis (see chart below). Despite the
fall, the level of exports in January was still higher than the
average level in the December quarter. The ISM surveys also
suggest a turnaround in trade flows in recent months.
Trade flows turning around
Trade indicators
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Federal fiscal policy will, however, be a drag on growth in 2013.
The automatic budget cuts under the ‘sequester’ came into effect
on 1 March adding to the fiscal restraint. Our forecasts had
assumed a similar level of fiscal drag in 2013 as in 2012.
However, with the sequester going through in full Federal fiscal
drag will be a little bigger this year than last. It is still possible that
some of the budget cuts will be pushed back (or their composition
changed). On another budget issue, it looks increasingly unlikely
that there will be a Government shutdown at the end of March as
agreement on a continuing resolution to fund the government is
expected. That would leave the Federal debt limit as the last
major fiscal risk for the year (it will need to be increased again
around August).
As a result, over 2013 we expect the recovery to continue, with
the quarterly pace of growth over the year stronger than in 2012.
Given this, we expect GDP growth of 2.2% in 2013 and 2.9% in
2014. These forecasts are unchanged from last month – the
greater fiscal drag has been offset by a slightly improved base
from the December quarter revisions, as well as an improved
composition of activity within that quarter.

Future US interest rates – the ‘equilibrium’ rate

* A verage o f ISM manufacturing/no n-manufacturing surveys using go o ds/serivces shares.

As with the rest of the economy, the slow recovery continues in
the labour market. The unemployment rate fell 0.2 percentage
points to 7.7% in February although this largely reflected a fall in
the participation rate. That said, growth in non-farm employment
(not used to calculate the unemployment rate) was solid with over
200,000 jobs created, average hours worked rose and initial
jobless claims have also fallen recently. Overall, the picture is one
of continued, albeit gradual, healing in the labour market.
Looking beyond the current quarter, growth will be assisted by
some fading headwinds. State and local government spending is
stabilising, the pace of household balance sheet repair will slow,
and credit conditions continue to improve. The latter factor,
coupled with still high corporate profits, will support business
investment. Credit to the business sector continues to grow, while
household credit recorded its largest quarterly increase in over
four years, consistent with a slowdown in household
deleveraging. The Fed’s Senior Loan Officer Opinion survey also
continues to show a general easing in credit standards.
Credit conditions continue to improve

In last month’s US Economic Update we took a look at future
monetary policy settings and when the current ongoing easing
(through QE3) may end as well as when the Fed might actually
start to tighten policy. The latter is a long way off (we don’t expect
the Fed Funds rate to start to rise until at least late 2015). As can
be seen in the chart below, this is the market view as well, with
the futures curve for the Fed Funds rate pointing to still very low
rates in early 2016.
Fed funds rate very low for several years…where will it end up?
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When rates do start to rise, the next question will be at what level
will they eventually settle (barring another downturn or policy
mistakes)? The point at which they might be expected to settle is
often called the natural or equilibrium interest rate. This is the
interest rate that is consistent with the economy operating at its
potential with no inflationary (or deflationary) pressures. The term
can be applied to the current moment or in a longer-term sense
which strips out any temporary business cycle factors. For this
discussion we are interested in the latter.
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The recovery in housing construction will continue given low stock
levels, a faster pace of household formation and low interest
rates. Moreover, the world economy is likely to improve over 2013
and into 2014, providing a boost to exports and monetary policy
will remain very stimulatory through 2013 (and beyond).

The natural interest rate cannot be observed and so has to be
estimated or inferred in some way. It is also a ‘real’ concept; that
is, the nominal interest rate less the inflation rate.
Growth theory suggests that the natural rate is a function of
productivity growth, population growth and household savings
preferences. The first two factors clearly relate to potential GDP
and a fall in potential GDP will lower the natural rate. The third
reflects the extent to which society prefers to spend now or save
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and spend in the future (this also affects potential GDP through its
impact on the level of capital investment). Other factors that have
been cited as affecting longer term interest rates include fiscal
and current account deficits, the rate of return on capital and
central bank credibility.
A common finding of model based estimates of the natural rate of
interest is that it is not fixed but varies over time. For example,
Laubach and Williams (2003) estimated the equilibrium rate in
mid-2002 was 3% but that it had varied between a little over 1%
(early 1990s) to over 5% (late 1960s) 1 . Wu (2005) found a range
of between 2 and 4% 2 (and estimated it stood at 2.25% in early
2005). It is fair to say there is some scepticism of such estimates
as they are very sensitive to the model specifications and any
estimate made today could be substantially revised as the
statistician revises data over time.
In fact, some researchers have suggested that the historical mean
of the real rate is a more accurate estimate of the equilibrium rate
than is the model–based estimate. 3 This raises another question
as to what the appropriate time frame is. In the chart below we
have plotted the Fed Funds rate since the early 1980s together
with the CBO’s estimate of potential GDP. There is a downward
shift in both indicators, although the downward move in the Fed
funds rate is exaggerated as at the start of the period the Fed was
pursuing very tight monetary policy to rid the country of
persistently high inflation while today we are still in an ultra-loose
monetary policy environment.
Decline in Fed Funds Rate and Potential GDP since early 1980s
Real effective funds rate and CBO's potential output measure
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As noted above, there has been a slowdown in potential growth
rate of the U.S. economy. The major factors behind this are
demographic changes. Population growth has slowed and the
proportion of the working age population working or looking for
work (the participation rate) – which rose over the 1960s through
to the 1990s – is now declining. This pattern reflects the end to
rise in female participation rate in the late 1990s, an increasing
proportion of young adults delaying entry to the workforce to study
and population aging (as workers 55 or more years old have the
lowest participation rate). The impact of the recession on capital
investment has also had an effect on the economy’s growth
potential although this is starting to unwind.
This changing landscape is reflected in Congressional Budget
Office (CBO) estimates of potential GDP growth, which have
moved from around 3% over the 1970s to 1990s to a bit over 2%
in the 2000s. The CBO expects this lower potential growth rate to
be maintained over the next decade.
The slowdown in growth potential suggests that that natural
interest rate has moved to the bottom of the 2-3% range cited by
Thornton. There are concerns that the absence of any new big
technological revolutions means that the potential growth rate will
fall further (due to a decline in productivity growth). 5 While such
scenarios appear unduly pessimistic they suggest there is some
downside risk, although, this may be counter-balanced by large,
and likely continuing, fiscal deficits. To sum up, a real equilibrium
interest rate of 2%, or perhaps a bit lower, looks reasonable.
What does this mean for nominal interest rates? A natural starting
point is to look at the expectations of those that actually set the
target Fed Funds rate and who are responsible for managing
inflation – the members of the Fed’s FOMC committee. The
majority view is that the Fed Fund’s rate in the longer-term will be
around 4 to 4¼%, with more members seeing some downside
rather than upside.
Fed sees Fed Fund’s rate of around 4-4¼% in longer-term
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One way to calculate an appropriate historical average is to
choose a period where the policy environment (low inflation) is
similar, and at which the start and end points are at a reasonably
similar stage of the economic cycle (so that on average over the
period actual output is close to potential). Two such periods are
March 1986 to December 2004 and June 1997 to December
2004. The average of the real Fed funds rate over the first period
was around 2½% and over the second period 2%.
This is broadly consistent with Thornton (2010) who states that
“Most economists believe that the long-run equilibrium real
interest rate is in the neighborhood of 2 to 3 per cent” 4 (but could
be lower during downturns).
1

As cited in Williams J., The Natural Rate of Interest, FRBSF
Economic Letter, Number 2003-32
2
Wu T., Estimating the “Neutral” Real Interest Rate in Real Time,
FRBSF Economic Letter, Number 2005-27
3
Clark T., Kozicki S., Estimating Equilibrium Real Interest Rates in
Real Time, RWP04-08, Federal Reserve Bank of Kansas, p4
4
Thornton, D., Which Comes First: Inflation or the FOMC’s Funds
Rate Target?, Economic Synopses, Federal Reserve Bank of ST
Louis, No 25, 2010
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With FOMC members also expecting - consistent with their
longer-term objective - inflation of around 2.0% p.a. this equates
to a real (i.e. after inflation) interest rate of around 2-2¼% which is
around our view; albeit slightly higher. Is a 2% inflation rate going
forward reasonable? There are certainly tail risks of higher
inflation given that the Fed is in unchartered waters regarding how
to exit from its QE strategy. Upside risks are also implied by the
Fed’s aim of holding interest rates low for longer than would
normally be the case as the economic recovery strengthens.
However, at this stage, the Fed is being backed to hold the line on
inflation.
This can be seen in the chart below which shows that inflation
expectations have been quite stable since the late 1990s, as the
5

See Gordon R.J., Is US economic growth over? Faltering innovation
confronts the six headwinds, CPER Policy Insight No. 63
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fall in inflation to a new, lower, level was confirmed. Core PCE
inflation between the December quarter 1994 and the December
quarter 2012 grew at an annual average rate of 1.8%, while the
headline rate was a little higher at 2.0%. It has been below this
mark in recent years reflecting the large unused capacity because
of the recession, but as the recovery proceeds we expect that it
will start to move back towards 2.0%.
Inflation expectations suggest Fed’s 2% expectation reasonable
Inflation and inflation expectations
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Putting this together suggests that in the longer-term the Fed
funds rate might settle at around 4%. There might be some
downside risk to this from concerns over how low the potential
GDP growth rate may fall, but this is balanced by possible upside
risks from continuing fiscal pressures and to inflation.

antony.kelly@nab.com.au
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solicitation for the purchase or sale of any securities, financial instrument or product or to provide financial services. It is not the intention of
nabSecurities to create legal relations on the basis of information provided herein.
Hong Kong: In Hong Kong this document is for distribution only to "professional investors" within the meaning of Schedule 1 to the Securities and
Futures Ordinance (Cap. 571, Laws of Hong Kong) ("SFO") and any rules made thereunder and may not be redistributed in whole or in part in Hong
Kong to any person. Issued by National Australia Bank Limited, a licensed bank under the Banking Ordinance (Cap. 155, Laws of Hong Kong) and a
registered institution under the SFO (central entity number: AAO169).
New Zealand: This publication has been provided for general information only. Although every effort has been made to ensure this publication is
accurate the contents should not be relied upon or used as a basis for entering into any products described in this publication. To the extent that any
information or recommendations in this publication constitute financial advice, they do not take into account any person’s particular financial situation or
goals. Bank of New Zealand strongly recommends readers seek independent legal/financial advice prior to acting in relation to any of the matters
discussed in this publication. Neither Bank of New Zealand nor any person involved in this publication accepts any liability for any loss or damage
whatsoever may directly or indirectly result from any advice, opinion, information, representation or omission, whether negligent or otherwise, contained
in this publication. National Australian Bank Limited is not a registered bank in New Zealand.
Japan: National Australia Bank Ltd. has no license of securities-related business in Japan. Therefore, this document is only for your information
purpose and is not intended as an offer or solicitation for the purchase or sale of the securities described herein or for any other action.
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