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Fed to the Rescue 

Real GDP growth appears to be slowing. The past 
three quarterly growth readings have averaged 2.1 
percent, a far cry from the growth rates in excess of 
3.0 percent observed early in 2018 in the wake of tax 
cuts and a large increase in federal spending.  

The headline quarterly real GDP growth pace of 2.0 
percent on an annualized basis in 2019q2 was nothing 
to write home about. Consumption growth was strong, 
but fixed investment lagged, subtracting from growth 
for the first time since the fourth quarter of 2015. The 
investment falloff has been too sharp not to implicate 
the ongoing trade war. Net exports also dropped, 
driven by a decline in capital goods exports, a possible 
symptom of weak growth in the developed world. We 
expect the pattern of robust spending by American 
consumers but flagging business investment to con-
tinue in the near term.  

Headwinds from the trade war, waning fiscal stimulus, 
and a general slowdown of global growth dampen our 
forecast path for real GDP going forward. We expect 
one more 25-bps rate cut in 2019. We believe the 
Fed's preemptive measures will counteract the head-
winds and contain the fallout to weak growth, heading 
off a potential slide into recession. Real GDP growth 
decelerates from 2.3 percent in 2019 to 1.6 percent in 
2021.  

Drone Wars, Begun They Have? 

Oil prices had been relatively stable for several months 
before the September 14 attack on Saudi Arabia's 
Abqaiq oil processing facility. The medium- and long-
term fallout from the attack remains unclear. There 
had been no large oil production disruptions in recent 
years, and the markets could have become compla-
cent and underpriced political stability risks. A repric-
ing of these risks could lift oil prices significantly, with 
considerable implications for the trajectory of the U.S. 
oil industry. 

Our preferred measure of house price appreciation 
has decelerated from 6.5 percent year-over-year 
growth in March 2018 to 3.2 percent in June 2019. 

Lower mortgage rates and increased affordability of 
houses provide some optimism for real activity in the 
housing market looking forward. 

The recent government shutdown delayed the release 
of several 2020 model year vehicles because the EPA 
was unable to finish its emissions testing. We hope the 
full-scale rollout of these models this fall will reener-
gize sales to retail consumers, which have remained 
relatively flat this year. We expect light vehicle sales of 
17 million units in 2019. 

Trade War: Winter is Coming? 

After President Trump deemed the progress made at 
the previous round of negotiations with China in late 
July insufficient, another escalation of tariffs and 
threats of future tariff imposition followed, lasting about 
a month. The next round of trade talks is scheduled for 
early October. We do not think a complete resolution 
of the trade war is likely any time soon. The pattern of 
thaws followed by deeper freezes is likely to continue. 

So far, most tariff increases on Chinese goods have 
fallen on investment goods. If the next round of tariffs 
takes full effect, consumers will definitely feel the pain 
directly. Year-over-year core CPI inflation shot up to 
2.4 percent in August, the strongest reading since 
2008, from 2.0 percent in May. A large jump in apparel 
prices over the past three months, potentially related 
to the trade war with China, is partially responsible. In 
May 2019, the Trump administration decided to post-
pone further Section 232 tariffs on autos for six 
months, until November 2019. With that date rapidly 
approaching, it is unclear if the administration has had 
a change of heart regarding their eventual imposition.  

Fiscal Autopilot 

Predictably, there has been little fiscal action since the 
return of a divided Congress in January 2019. Fiscal 
2020 budget negotiations got a boost this summer with 
the passage of the Bipartisan Budget Act of 2019. By 
lifting federal discretionary spending caps for fiscal 
2020 and 2021, this legislation effectively ended (two 
years early) the era of budget caps and sequestration 
imposed by the Budget Control Act of 2011. 



 
 

The work on appropriations has been slow. As of mid-
September, only two appropriations bills have made it 
through the Senate committee stage. As a result, a 
short-term continuing resolution will be needed. 
 
As expenditures outpace revenues, the federal budget 
deficit deteriorates from 4.6 percent of GDP in 2018 to 
5.3 percent in 2019, but then edges down to 5.1 per-
cent of GDP in 2021. The federal debt held by the pub-
lic grows from 66 percent of GDP in 2019q2 to 72 per-
cent in 2021q4. 
 
New Policy Trade-off? 
 
The Federal Reserve lowered the target federal funds 
rate for the first time since 2008 in its July meeting, 
and then again in September. Justification for the rate 
cuts comes in three parts: first, slower global growth 
and trade policy uncertainty; second, risk manage-
ment to preempt an incipient slowdown in domestic 
growth; and third, muted inflation.  
 
Under the Trump administration, the Federal Reserve 
faces increasing trade-offs between conducting opti-
mal monetary policy and preempting political action 
that could threaten its long-term independence. Politi-
cal risks have become an inevitably important factor in 
the Fed's policy-making as the trade policy and the as-
sociated uncertainty has slowed down global growth, 
which in turn has started to weigh on domestic spend-
ing. 
 
We expect one more 25-bps cut by the end of 2019. 
We believe the Fed's accommodative monetary policy 
will likely be successful in preempting the risk of a 
more severe slowdown.  

The 2019–21 Outlook 
 
Annual real GDP growth decelerates from 2.3 percent 
in 2019 to 1.7 percent in 2020 and 1.6 percent in 2021 
as weak net exports and both nonresidential and resi-
dential investment dampen growth. 
 
Light vehicle sales slow from 17 million units in 2019 
to 16.9 million in 2020 and 16.6 million in 2021.  
 
Total housing starts retreat to 1.23 million units in 
2019. As mortgage rates decline and household for-
mation continues to increase, starts hold at 1.24 mil-
lion units per year in 2020–21. Existing home sales re-
main flat with 2018 at 4.7 million units in 2019, and 
then tick up to 4.9 million units per year in 2020–21. 
 
Employment and Inflation 
 
We expect gains in monthly private nonfarm payrolls 
to average roughly 125,000 jobs in 2019q4. The Fed's 
rate cuts are expected to support job gains around that 
level in 2020–21. The unemployment rate remains flat 
at around 3.7 percent through early 2020 and then 
inches down to 3.4 percent by 2021q4 as monetary 
easing transmits to the real economy with a lag. 
 
Core CPI inflation moves sideways and remains 
around 2.1–2.2 percent over our forecast horizon. 
Slightly higher food prices in 2020–21 help raise 
growth in the all-item index to 1.9 percent from 1.7 per-
cent in 2019. In a break from the 2017–18 pattern, we 
expect headline inflation to run behind core in 2019–
21, largely because of flat oil price projections. 
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