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“The Michigan Model” over....

Counting Beans

After registering lackluster growth of 1.1 percent at 
an annual rate in the first half of 2016, the economy 
grew by 2.9 percent in the third quarter, the stron-
gest pace in two years. That upbeat headline growth 
in the third quarter masks substantially weaker un-
derlying fundamentals. Inventory investment, a vol-
atile component of output with approximately zero 
contribution to growth on average, contributed 0.6 
percentage points, and the 0.8 point contribution 
from net exports was driven by unusually high soy-
bean exports prompted by a shortfall in South Ameri-
can production. We deem these factors to have only 
temporarily boosted output and expect GDP growth 
to decelerate over the next two quarters on the 
strength of more persistent drivers of growth.

The Federal Reserve's index of industrial production 
has been fairly flat this year, which is an improve-
ment over 2015, when the index was in decline. 

Labor Markets Chugging Along 

Labor markets provide a silver lining to the weak 
output growth performance. Payroll job gains so far 
this year averaged 180,000 jobs per month, which is 
only slightly behind the 2011–15 average of 202,000 
jobs. Initial claims for unemployment insurance are 
still edging down, setting record lows relative to the 
size of the labor force. The U-6 unemployment rate, 
which adds the marginally attached and employed 
part-time for economic reasons to the headline num-
ber, continues to decrease slowly as the economy 
gets closer to the natural rate of unemployment. A 
tightening labor market seems finally to have started 
putting upward pressure on wages. Average hourly 
earnings of private-sector employees stood 2.8 per-
cent higher in October than a year earlier, the fastest 
growth during the current economic expansion.

The oil price collapse that began in the summer of 
2014 appears to have ended in February 2016, and 
the adverse effects of the oil price declines on invest-
ment are beginning to reverse. In the third quarter, in-
vestment in mining and oilfield machinery increased 
(albeit modestly) for the first time since 2014q3, and 
investment in mining exploration, shafts, and wells 

had its smallest decline since 2015q1. The outlook 
for global oil market rebalancing still remains chal-
lenging, however. Persistent supply pressures will 
likely keep oil price increases contained over our 
forecast horizon. 

Two cyclical sectors of the economy, light vehicles 
and single-family housing construction, appear to 
be at a crossroads.  We think that new light vehicle 
sales may have peaked already, and will slow gradu-
ally over our forecast. Despite brisk house price ap-
preciation, supported by low inventories of homes 
for sale and rock bottom mortgage rates, residential 
construction growth in 2016 has been distinctly me-
diocre relative to the last few years. We still project 
a continued recovery given how weak new residen-
tial construction has been: the 1.16 million starts ex-
pected for 2016 are lower on a per capita basis than 
in any of the years from 1959 to 2007. 

Divided Government No More

The election of President-elect Donald Trump ends 
an era of divided government, as the White House 
and both houses of Congress will be controlled by the 
Republican Party starting in January 2017. The grid-
lock we saw with a divided government for the past 
six years could be coming to an end.  As an "outsid-
er,” however, Donald Trump does not necessarily fit 
in with the regular Republican establishment, which 
is likely to produce an unknown middle ground be-
tween one-party rule and divided government over 
our forecast horizon.  The lack of a political history 
for President-elect Trump implies that there is great-
er than usual uncertainty associated with the path of 
fiscal policy over our forecast horizon. We currently 
anticipate changes to the Affordable Care Act that 
will slow the growth of the transfers and subsidies 
associated with it. We also anticipate lower personal 
and corporate federal tax rates. We are cautiously 
optimistic that incoming policymakers will avoid any 
major disruptions to international trade.

Higher budget deficits and a more stimulative fis-
cal policy appear to be on the horizon. The federal 
budget deficit worsens over our forecast horizon, in-
creasing from 3.5 percent of GDP in fiscal 2016 to 
3.7 percent in fiscal 2018. 
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Fed Looking Up 

The Federal Open Markets Committee (FOMC) is 
poised to continue its long-awaited return to con-
ventional monetary policy at its upcoming meeting in 
December. Notwithstanding the uncertainty in fiscal 
policy, we expect the recent increases in core infla-
tion and the continued improvement of employment 
indicators to motivate another increase in the target 
range for the federal funds rate to 50-75 basis points 
next month. 

We expect the FOMC to raise interest rates at a pace 
of 50 basis points per calendar year through 2018. 
The 3-month Treasury bill rate is projected to closely 
follow the federal funds rate through our forecast ho-
rizon. The 10-year Treasury bond yield is projected 
to rise at a slightly faster pace than before due to our 
expectation of tax cuts without commensurate cuts 
in spending to lead to higher deficits.

The 2017-2018 Outlook

The outlook is for a reasonable degree of stability 
in most sectors of the economy. Over 2017–18, real 
GDP grows by 2.0–2.2 percent, with consumption 
as the largest driver of growth. Consumption growth 
remains steady but muted. Rising interest rates in 
the United States relative to other countries imply 
a stronger dollar and thus a negative contribution 
to growth from net exports. Both federal and state 

and local governments contribute to output growth. 
Investment provides a modest positive contribution 
to growth, although the contribution of investment in 
new cars is negative. 

After hitting the brakes in the first half of the year, light 
vehicle sales have strengthened and are roughly on 
pace to match total 2015 sales of 17.4 million units. 
In the near term, we expect manufacturer incentives 
and light vehicle sales to remain above levels we 
consider sustainable due to elevated vehicle inven-
tories. We project light vehicle sales to decrease by 
0.1 million units every year in 2017 and 2018. 

Employment gains are projected to continue slow-
ing as the labor market approaches full employment. 
The economy adds 2.0 million jobs in 2017 and 1.7 
million jobs in 2018, down from 2.8 million jobs in 
each of 2014 and 2015. The unemployment rate 
declines from 4.9 percent at the end of 2016 to 4.6 
percent at the end of 2018.

Tighter labor markets and slowly rising capacity uti-
lization are likely to support inflation in the forecast. 
Core CPI inflation is poised to remain within a few 
tenths of 2 percent throughout the forecast window, 
at 1.8 percent in 2017 and 2.1 percent in 2018. 
Headline CPI inflation is projected to rebound from a 
1.2 percent reading in 2016 and resume a moderate 
1.9 percent pace in 2017–18.

Actual RSQE Forecast
2015 2016 2017 2018

GDP (billions of current $) 18036.6 18550.9 19293.5 20068.3

Real GDP (billions of chained 2009 $) 16397.2 16652.5 17039.6 17393.3
% change: year-over-year 2.6 1.6 2.3 2.1
% change: 4th-qtr-to-4th-qtr 1.9 1.9 2.3 2.0

Nonfarm payroll employment (millions) 141.8 144.3 146.4 148.3
Civilian unemployment rate (%) 5.3 4.9 4.7 4.6
Capacity utilization, total industry (%) 76.7 75.4 76.2 77.4

Inflation (private nonfarm GDP deflator, % change) 1.1 1.3 1.6 1.9
Inflation (CPI-U, % change) 0.1 1.2 1.9 1.9
Inflation (core CPI, % change) 1.8 2.2 1.8 2.1

Light vehicle sales (millions) 17.4 17.4 17.3 17.2
Private housing starts (thousands) 1108.2 1158.5 1248.0 1329.8

3-month Treasury bill rate (%) 0.1 0.3 0.8 1.3
10-year Treasury note rate (%) 2.1 1.8 2.3 2.7
Conventional mortgage rate (%) 3.9 3.6 3.9 4.3

Real disposable income (billions of chained 2009 $) 12343.2 12659.4 12978.1 13310.5
% change 3.5 2.6 2.5 2.6

Corporate profits after tax (billions of current $) 1583.8 1603.6 1627.5 1670.6

Value of U.S. $ (FRB broad index), % appreciation 12.5 4.2 1.4 0.6
Current account balance (NIPA basis, billions of current $) -477.4 -466.0 -484.4 -540.7

Federal surplus (FY, NIPA basis, billions of current $) -589.7 -637.6 -679.9 -725.8


