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As this is being written, the yield on the 10-year Treasury note is 5% - the same as the 
FOMC’s fed funds rate target. Over the past 50 years or so, this spread has averaged 
approximately 90 basis points. And, coincidentally, a spread of 90 basis points has been 
associated with real GDP growth of about 3-1/2%. In August 2005, this spread moved below 
90 basis points and has been trending toward its current zero reading. For some cockeyed 
reason, the Conference Board has chosen to include this spread as a component of its index of 
Leading Economic Indicators. As this spread went below 90 basis points in this cycle, the 
conventional wisdom was that “it was different this time.” This also was the conventional 
wisdom back in early 2000 when the spread breached the 90 basis point barrier. Little did the 
consensus know back in early 2000 that the U.S. economy was sliding toward a recession. 
And little did the consensus suspect back in September 2005 that the U.S. economic growth 
was going to be slowing to below its long-run potential growth of 3-1/2% in 2006. But that is 
exactly what appears to be happening now. And, if the FOMC persists in raising the fed funds 
rate under current circumstances, it runs the serious risk of precipitating a U.S. economic 
recession either late in 2006 or early in 2007. 

But wait a minute. How can we be talking about below potential economic growth when the 
latest real GDP data (Q1:2006) show annualized growth of 5.3%? As we have written, GDP is 
a terrific coincident indicator, but a lousy leading indicator (http://web-xp2a-
pws.ntrs.com/content//media/attachment/data/econ_research/0604/document/ec042806.pdf). 
In this linked commentary, we pointed out that after real GDP grew at 6.4% in Q2:2000, it did 
not reach 3% or higher growth again until Q2:2003 – three years later! As things now stand, 
we see real GDP growth running at 2-1/2% over the remaining three quarters of this year – 
assuming the FOMC gets one more 25 basis point rate hike out of its system on June 29. In 
April, real personal consumption expenditures (PCE) were up just 0.1% month-to-month. Unit 
motor vehicle sales were down 3.9% in May. SpendingPulse, a retail data service of 
MasterCard Advisors, estimates that May nominal retail sales excluding motor vehicles but 
including gasoline increased 0.2% vs. April. When the decline in motor vehicle sales and price 
increases are factored in, real May retail sales were likely down. Let’s assume that consumer 
real spending on services yields a flat month-to-month reading on real PCE for May. Under 
these assumptions, June real PCE would have to be up about 0.5% just to get annualized 
second-quarter real PCE growth of 1.8%. Recall that first-quarter real PCE growth was 5.2% 
at an annual rate. Housing starts have been down for three consecutive months. Nominal 
private residential construction expenditures were down in April. Home sales have weakened. 
All of this adds up to a contraction in real residential investment expenditures in the second 
quarter. These expenditures grew at an annual rate of 3.0% in the first quarter. So, 
approximately 75% of real GDP expenditures are expected to show noticeably weaker growth 
in the second quarter vs. the first. Even with double-digit growth in nonresidential investment 
expenditures and less of a drag from the trade sector, we still come up with only 2-1/2% 
annualized growth in real GDP in the second quarter. And our favorite leading indicators of 
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the yield spread mentioned above and real M2 money supply growth are suggesting sub-par 
growth in the second half of the year, too. 

We are somewhat perplexed by Fed Chairman Bernanke’s change of tune after his sensible 
Thursday, April 27 testimony to the JEC. In that testimony, the new Fed chairman, although 
acknowledging the risks to higher inflation, was relatively sanguine about the inflation 
outlook citing the stability of core inflation over the past 12 months, ongoing productivity 
gains, foreign competition and well-anchored long-term inflation expectations. Bernanke also 
talked about the lagged impact of past policy interest rate increases. He hinted that a 
temporary pause in Fed rate hikes might be forthcoming if incoming data were consistent with 
the Fed’s forecast. The Fed’s forecast was for economic growth to slow and inflation to 
temporarily pick up. Implicitly, Bernanke was acknowledging that inflation is a lagging 
economic process and the history of Fed policy making had been to drive the economy into a 
recession by over-tightening as a result of not fully appreciating the lagging nature of 
inflation. Not surprisingly, global investors reacted to the hint of a temporary Fed pause by 
pushing up equity market prices, pushing down the foreign exchange value of the dollar and 
pushing up commodity prices, including the price of gold. Bernanke seemed to lose the 
courage of his convictions after these market reactions, interpreting these reactions as a slam 
against his inflation-fighting resolve. Apparently in order to acquire some “street cred”, 
Bernanke whispered in the ear of Maria Bartiromo on the following Saturday night that his 
clear articulation of a sensible position had been misinterpreted. Following that, he started 
talking tough and, it would appear, sent out the word to other Fed officials to bear their 
hawkish talons as well. So, Bernanke will raise the funds rate yet one more time to 5-1/4%. 
This will establish his credentials as a genuine inflation fighter, which, in turn, will give 
Bernanke the latitude to cut rates later in the year after this overtightening.  

And it seems to have worked. Commodity prices, including the price of gold, have folded. The 
dollar has stabilized. And the breakeven spread between the yield on the nominal 10-year 
Treasury note and the yield on the 10-year TIPS note has fallen to approximately 2.55% from 
2.64% on April 27. 

We want to close with a word about stagflation. We would not characterize the current U.S. 
economic environment as one of stagflation. Rather, what we are observing today is a typical 
response to a progressively more restrictive monetary policy. That is, growth in aggregate 
demand is slowing as that lagging indicator, price inflation, continues to rise for a bit. The 
stagflation of the 1970s was accompanied by sharply rising unit labor cost growth. As the 
chart below shows, this is not the case today. This ought to give Bernanke more confidence to 
pause in his rate hikes after the obligatory June 29 increase. 
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Table 1 US GDP, Inflation, and Unemployment Rate 
 

05:1a 05:2a 05:3a 05:4a 06:1a 06:2f 06:3f 06:4f 2004a 2005a 2006f 2004a 2005a 2006f

REAL GROSS DOMESTIC PRODUCT 3.8 3.3 4.1 1.7 5.3 2.5 2.5 2.5 3.8 3.2 3.2 4.2 3.5 3.3

(% change from prior quarter )

  CONSUMPTION EXPENDITURES 3.5 3.4 4.1 0.9 5.2 1.8 2.3 2.3 3.8 2.9 2.9 3.9 3.5 2.9

  BUSINESS INVESTMENT 5.7 8.8 8.5 4.5 13.1 15.3 5.3 3.8 10.9 6.8 9.3 9.4 8.6 9.4

  RESIDENTIAL INVESTMENT 9.5 10.8 7.3 2.8 3.1 -4.5 -5.0 -1.5 6.6 7.6 -2.0 10.3 7.1 1.2

  CHANGE IN INVENTORIES ('00 dlrs, bill) 58.2 -1.7 -13.3 37.9 32.3 26.8 30.8 26.8 52.0* 20.3* 29.2*

  GOVERNMENT 1.9 2.5 2.9 -0.8 4.3 2.5 2.1 2.4 2.1 1.6 2.8 2.2 1.8 2.3

  NET EXPORTS ('00 dlrs, bill.) -645.4 -614.2 -617.5 -655.2 -669.9 -678.6 -679.3 -671.1 -601.3* -633.1* -674.7*

FINAL SALES 3.5 5.6 4.6 -0.2 5.6 2.8 2.3 2.7 3.6 3.3 0.0 3.9 3.8 3.2

NOMINAL GROSS DOMESTIC PRODUCT 7.0 6.0 7.6 5.2 8.8 6.7 4.3 4.7 6.8 6.4 6.1 7.0 6.4 6.6

GDP DEFLATOR - IMPLICIT (% change) 3.0 2.6 3.3 3.5 1.9 4.1 1.8 2.1 2.9 3.1 2.8 2.6 2.8 3.2

CPI (% Change, 1982-84 = 100) 2.5 3.7 5.5 3.2 2.2 4.4 2.1 2.4 3.3 3.7 2.8 2.7 3.4 3.3
CIVILIAN UNEMPLOYMENT RATE (avg.) 5.2 5.1 5.0 4.9 4.7 4.7 4.9 5.1 5.5* 5.1* 4.8*

a=actual

f=forecast

*=annual average

2006 Annual changeQ4-to-Q4 change2005

 

Table 2 Outlook for Interest Rates  

SPECIFIC INTEREST RATES 05:1a 05:2a 05:3a 05:4a 06:1a 06:2f 06:3f 06:4f 2004a 2005a 2006f

Federal Funds 2.47 2.94 3.46 3.98 4.46 4.90 5.25 5.20 1.35 3.21 4.95

3-mo.LIBOR 2.84 3.28 3.77 4.34 4.76 5.15 5.30 5.10 1.62 3.56 5.08

2-yr. Treasury Note 3.44 3.64 3.95 4.36 4.60 4.95 5.00 4.85 2.38 3.85 4.85

10-yr. Treasury Note 4.30 4.16 4.21 4.49 4.57 5.05 4.95 4.80 4.04 4.29 4.84

a = actual

f = forecast

Quarterly Average Annual Average
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