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Economy Still Fragile

Economic indicators released early in November suggested
that the U.S. economic outlook was brightening. Since
then, releases have been mixed. Real activity appears to be
gaining momentum, yet not rapidly enough to provide con-
sistently strong job gains.

GDP Revised Upward

Growth of real gross domestic product (GDP) was revised
up to 2.5 from 2.0 percent annualized in third quarter
2010. Contributions from consumption, net exports and
government were larger than initially reported, while inven-
tory investment was revised downward, increasing final
demand growth to 1.2 percent annualized from the original
0.6. This is encouraging because the possibility of slow
growth after the temporary impetus from the inventory cy-
cle fades remains a predominant concern for the recovery.

Manufacturing Strengthens

Expansion in the manufacturing sector continued, for the
time being at least. Industrial production was up 0.4 per-
cent in November after declining by 0.2 percent in October;
however, this is largely due to swings in the utilities compo-
nent. Manufacturing, which excludes mining and utilities,
grew a 0.3 percent in both November and October, up from
the more sluggish 0.1 percent growth in September and
August. This puts manufacturing closer in line with the In-
stitute for Supply Management (ISM) index that has
pointed toward solid manufacturing growth. The November
release of the ISM manufacturing survey showed continued
expansion, but with some cracks beneath the surface. The
new orders component slipped while the inventories com-
ponent increased. The gap between these two components
is a useful indicator of future production because overall
gains should be preceded by new orders, while growth in
inventories leaves production vulnerable to a correction in
the future (Chart 1).

Labor Market Has Yet to Find its Footing

Initial claims for unemployment insurance were choppy in
the month of November; there have not been two consecu-
tive increases or decreases in claims since the week of Oct.
9. The four-week moving average is trending downward,
currently at 427,500—the lowest since August 2008 when
claims were on the rise. However, this is still above the
400,000 threshold that is historically associated with sus-
tained payroll growth (Chart 2).

Assuming the old norm is still relevant, November’s disap-
pointing employment report should not have been a sur-
prise. Nonfarm payrolls increased by only 39,000 in No-
vember, substantially down from the initial estimate for
October—151,000—that garnered so much optimism. The
October number was revised up to 172,000, good news to
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be sure, but also highlighted the stop-and-go nature of
employment growth. The unemployment rate, which is
derived from a different survey, increased to 9.8 per-
cent after seeming stuck around 9.6 percent for much
of the year.

Inflation Slips

Apart from yet another sharp increase in the price of
gasoline, inflationary pressures in October were ab-
sent. The consumer price index (CPI) excluding food
and energy, the personal consumer expenditures
(PCE) price index, and the trimmed mean PCE index
all were essentially unchanged in October. These negli-
gible one-month inflation rates pulled 12-month core
rates down. In previous months, core rates appeared
to be on a steady path at or around 1 percent yearly
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Chart 4
Inflation Tends to Converge to Core Rates
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growth, suggesting that the underlying rate of inflation
was near that value. October’s values fell in between 0.5
and 1 percent, presumably the lowest rates since the
1950s, although core measures do not date that far back.
The November release of CPl was more encouraging. CPI
excluding food and energy increased 1.2 percent annual-
ized rate in November, after three months of little or no
change. The year-over-year rate increased, but remains
at the subdued level of 0.7 percent (Chart 3). Consistent
increases in core rates would suggest the deflationary
threat may be passing.

Headline inflation remains above core rates. The PCE
price index grew 1.3 percent over the last year and the
CPI 1.1 percent. Food and energy make up a significant
portion of consumers’ budgets, so why do economists
focus on inflation excluding food and energy? Core meas-
ures of inflation attempt to filter out the more volatile
price fluctuations to determine the underlining trend.
Prices of food and energy are quick to adjust to changes
in supply and demand, while other prices cannot be
changed as quickly. Because these slower evolving prices
are set in intervals, they contain some information re-
garding inflation expectations and less information about
temporary market disruptions. Thus headline inflation
tends to converge to core inflation rather than core con-
verging to headline, and core inflation is a better indicator
of where inflation will be in the future (Chart 4).

The recovery remains fragile. The European debt crisis is
still a risk that may impact the U.S. banking sector and
economic growth that is still below average. However,
economic activity appears to be inching away from its
midsummer slump.
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