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US Private and Public Sectors Pull GDP in
Opposite Directions

The US economy’s performance fell well

below our expectations during the first

quarter, as real gross domestic product

(GDP) growth was revised down to 1.9%

from a preliminary estimate of 2.2%

(Display 1). Weakness was concentrated

in the public sector, as in the fourth

quarter of 2011. The private sector

continued to expand in line with—or a

little better than—our expectations.

The outlook for the rest of the year will

depend on whether the private sector

continues to expand, as well as whether

the drag from the public sector eases.

There have been some positive signs

recently, such as the upturn in the housing

market and the broader construction

sector, which bodes well for continued

gains in domestic business. However,

exports are likely to be softer, given the

troubles in Europe as well as slower

growth trends in Asia ex Japan countries

and other emerging markets.

Since the export sector is twice as big as

the construction sector in the US economy,

recent trends suggest that the private

sector can only continue to expand at the

same pace if the consumer sector picks up

the pace a notch or so, as it has in the past

two quarters.

Meanwhile, the drag from the defense

sector should reverse in the coming

quarters, while we expect the state and

local government sector to continue to

contract at a somewhat slower pace than

in the first three months of the year.

However, since the stronger international

headwinds facing the US economy are

likely to lead to slower export growth, we

have decided to lower our full-year GDP

growth forecast from 3% to 2.7%.

Private vs. Public Sector Performance
In the first quarter, US economic growth

was pulled by two conflicting patterns, as

the private sector expanded 3.2%, while

the public sector contracted 3.9%

(Display 2). It was the second straight

quarter in which we have seen a relatively

solid gain in the private sector amid a

contraction in the public sector.

After a weak first quarter, the US economic outlook depends on
sustaining the private sector’s growth while reversing the public
sector’s drag. Although private sector trends look solid, we have
slightly lowered our full-year GDP forecast for 2012 as interna-
tional headwinds facing the economy are getting stronger.
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Display 2
...Masks Strong Private Sector Gains

Private vs. Public Sector Growth
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Display 1
Modest Headline Economic Growth…

Real GDP Growth
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In the fourth quarter, the private sector

expanded at an annualized rate of 4.6%,

while the public sector contracted by

4.2%. Private sector trends are encourag-

ing, as they show improvement in the

domestic business environment. For

example, real consumer spending rose

2.7%, the best gain in over a year, while

residential investment increased 19.4%.

Business spending on capital goods rose

3.9%, up from the initial estimate of

1.7%. In nonresidential investment, an

initial estimate of a 12% annualized

plunge was revised to a decline of 3.3%.

In this sector, upward revisions to

commercial, industrial and office construc-

tion spending offset much of the decline in

mining and exploration.

Consumer Spending Trends
Looking forward, we believe that

consumer spending trends look sustain-

able, given the modest job gains, ongoing

benefits from lower interest rates and the

recent sharp drop in energy prices, which

should be a catalyst for spending.

However, increased financial market

volatility and equity declines may restrain

consumer spending. Recent data on

housing starts and construction contracts

point to moderate gains in overall

construction activity in the coming

quarters. Business spending on capital

equipment also appears resilient, though

spending on technology looks weaker at

the moment.

Headwinds for Exports
Surprisingly, foreign sales were even better

than initially reported in the first quarter,

with exports rising 7.2% versus the initial

estimate of 5.4%. Nevertheless, weakness

in Europe and Asia—along with a sharp

drop in commodity prices—suggests that

foreign orders are likely to slip, resulting in

slower exports during the second half. The

ISM new export orders index for May

dropped 5.5 points to 53, but that

followed a very strong reading of 59 for

April. So, although we expect a weaker

trend in exports in the second half of the

year, the order data are not yet confirming

that a sharp slowdown is in train.

Public Sector: Two Tough Quarters
Sharp back-to-back quarterly declines in

public sector spending have made a

substantial impact on the economy. In fact,

the two-quarter decline is the second-larg-

est drag from the public sector since 1970.

Defense spending plunged by 8.3%

annualized in the first quarter. But we

think this overstates the weakness in the

sector because the 2012 budget projects a

3.6% increase in appropriations for

defense, meaning that the first quarter

drop might have been caused by a timing

issue related to procurement of various

items.

Nondefense federal spending should offer

some upside from the first quarter. The

2012 budget contains a 10% nominal

increase, while spending in the first

quarter rose by a mere 1% annualized.

State and local government spending is

expected to be unchanged in the coming

quarters, reflecting flat public sector

employment.

Major Fiscal Issues Ahead
Economic recoveries are ultimately driven

by growth trends in the private sector.

And, in time, the broadening strength of

the private sector typically generates

sufficient revenue to help stabilize or lift

growth in the public sector. The good

news is that the private sector looks to be

on a sustainable growth path of at least

3%, while incoming revenue growth in the

public sector should lead to more stability

in the coming quarters (Display 3).

Of course, the US is still grappling with

major fiscal issues, especially since many

tax laws are set to expire at the end of the

year (the so-called fiscal cliff). However, we

think the odds are relatively high that after

the November elections, both political

parties will agree to extend many of these

laws in order to avoid a sharp collapse in

economic activity in early 2013. n

Display 3
Forecast Revisions Reflect Weaker Public
Sector and Exports

Real GDP Trends vs.
AB Forecast for 2012

1Q*
Jan

Forecast
Jun

Forecast

Real GDP 1.9% 3.0% 2.7%

PCE 2.7 2.2 2.5

Structures (3.3) 7.8 4.8

Equipment
& Software

3.9 7.2 6.6

Residential 19.4 6.5 10.9

Exports 7.2 6.3 4.8

Imports 6.1 2.9 3.2

Govt (3.9) 0.8 (0.7)

Addendum:

Private
Sector

3.2 3.5 3.3

*Actual annualized % change
As of May 31, 2012
Source: Bureau of Economic Analysis and Haver Analytics
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