NAROFF ECONOMIC ADVISORS, Inc.

Joel L. Naroff

President and Chief Economist

215-497-9050

joel@naroffeconomics.com

New Jersey Accounting, Business and Technology Show
Meadowland Exposition Center

May 18, 2016
Where is the Economy Headed?
I. The National Economy: Economic Growth, the Federal Reserve and Interest Rates

a. Economic Growth and the labor market: The economy continues to chug along, but it is just moderate growth at best.
i. Recent growth was depressed by several factors:
1. Low energy prices cratered the energy complex.

2. Consumers spent little of the extra income from low energy prices.

3. Inventories had built up too high and they had to be thinned.

4. The strong dollar and weak world growth led to a rising trade deficit.

5. Sequestration continues to restrain federal government spending. 

ii. Looking forward, conditions are continuing to improve in the labor markets:

1. Jobs are still being created solidly. 

2. Unemployment rates are near full employment and jobless claims are at record lows, suggesting an even firmer job market going forward.

3. Wage gains are already accelerating and incomes are rising, indicating consumption should accelerate

4. Spending on big-ticket items such as motor vehicles and houses remains strong. Vehicle sales hit a record high this year and the housing market, including home prices, is getting better.
Economic Outlook:  The economy should accelerate but don’t expect robust growth.  Consumers remain cautious and weak world growth and depressed energy prices will likely constrain business investment.  
b. The Federal Reserve and Interest Rates: The Fed raised interest rates last December, but has been on hold since. Of its dual mandate of full employment and stable (2%) inflation, only the inflation requirement is not being met.  Thus, it is all about inflation.
i. The Fed is worried about not just domestic growth but world growth as well.  The less than stellar growth rate provides some policy flexibility.

ii. With inflation still running well below it’s target of 2%, there is no pressure to raise rates.  
iii. The unemployment rate is at full-employment and that could put pressure on prices.

1. The Fed looks is focusing on the future course of inflation by watching things such as commodity costs, worker compensation and measures of the tightness of the labor market.  Follow the wage inflation data to forecast the Fed’s behavior: Accelerating wages will signal that the Fed may raise rates in the near future.
iv. The Fed is likely to start raising rates again either late summer or early fall.  But, the members will not do that until they are confident the economy can withstand more rate hikes and most importantly, that inflation has reached its 2% target and is likely to accelerate.  

1. When rates start going up, the Fed is likely to increase slowly.  However, once inflation exceeds its target, that strategy should change.  
2. The Fed will monitor growth and speed up or slowdown the rate of rate increases depending upon how the economies in the U.S. and around the world react to rising rates.
Federal Reserve Outlook: Economic growth is likely to improve and inflation should accelerate as we go through the remainder of the year.  That should lead to the Federal Reserve raising rates at least once if not twice during the second half of the year.  

II. The New Jersey Economy: It is coming back, but the extent of the rebound is uncertain.
a. The state had lagged the nation since before the Great Recession began:

i. The unemployment rate, which was well above the U.S. average, is now at the national rate.

ii. Job gains, which had been weak, are now running closer to the U.S. pace.
b. The housing market remains soft, as the overhang from distressed homes continues to be the highest in the nation.  

i. Until the huge potential excess supply of distressed homes dissipates, don’t expect prices to rise very rapidly.

c. The rebound is somewhat suspect as it is unclear what sector can take the lead in powering stronger New Jersey growth.

New Jersey Economic Outlook:  Growth should continue to improve in New Jersey as we move through the year, but don’t be surprised if there are fits and starts in the upturn.
