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Fiscal Bumps 

Economic growth during the first three quarters of 
2018 has been strong, averaging 3.3 percent at an an-
nual rate. We believe the bulk of the acceleration is 
due to fiscal policy, and we expect it to wane shortly. 
In a surprise fiscal boost early this year, Congress au-
thorized hefty increases in federal spending during fis-
cal 2018 and 2019. Business fixed investment grew 
strongly in the wake of the TCJA, but its momentum 
may be running out already.  

Real GDP grew at a healthy 3.5 percent seasonally 
adjusted annual rate in the third quarter of the year. 
The budding trade war with China, however, con-
founds the interpretation of the economy's recent per-
formance. It is unclear how much of the jumps in in-
ventory investment and imports was due to producers 
ramping up imports in anticipation of increased tariffs 
on Chinese products.  

Contributions from other components of GDP were 
also mixed in the third quarter. There were healthy 
contributions from personal consumption expenditures 
and state and local government spending alongside 
the boost provided by increased federal government 
spending in the BBA of 2018. However, nonresidential 
fixed investment in structures (excluding mining and 
exploration), residential construction, goods exports, 
and the tariff-induced bump in imports were all signifi-
cant drags on the economy. 

We project that annual real GDP will grow 2.9 percent 
for the year, the strongest in this business cycle ex-
pansion. We expect economic growth to downshift 
throughout 2019 as the fiscal stimulus fades, and to 
slide below the 2 percent mark in 2020. 

High Hopes 

Wage growth—the one thing that had been missing 
from the full-employment labor market picture—finally 
appears to be picking up. The October reading of av-
erage hourly earnings of workers in private nonfarm 
employment clocked in at a well-received 3.1 percent 
year-over-year rate, the first time since May 2009 that 
this measure of wage growth has exceeded 3 percent. 

Other labor market indicators, already solid for some 
time, keep improving. Payroll job gains are still aver-
aging around 200,000 jobs a month, while the unem-
ployment rate has dipped below 4.0 percent.  

After a gradual rise during the second half of 2017 and 
early 2018, core inflation (headline excluding food and 
energy) seems to have steadied in recent months. We 
expect inflation to remain within the Federal Reserve's 
comfort zone during our forecast, despite potential 
blips from rising tariffs on Chinese imports. 

Vehicle sales have been another bright spot in the 
economic landscape recently. Heavy truck sales are 
booming as the economy expands and demand for 
transportation of oil and goods picks up. Fleet sales 
have been speeding ahead over the past few months, 
propelling the September–October light vehicle aver-
age sales pace to 17.5 million units. Light truck inven-
tories entering the holiday season are quite elevated, 
which is likely to support strong sales in the fourth 
quarter, the strongest quarter for vehicle sales in re-
cent years.  

Bringing Down the House 

The housing market is under stress: mortgage rates 
are rising, mortgage interest tax deductibility is lower, 
and prices are softening. After staying in the 4.0–6.0-
month range for 7 years, the months' supply of new 
houses—a measure of market tightness—has ex-
ceeded 6.0 for the past three readings and reached 
7.1 months in September. Higher inventory is likely to 
further depress lagging single-family home starts in 
the near term. Single- and multi-family housing author-
izations are trending down. These trends suggest ad-
ditional weakness in home price appreciation in the 
months ahead. 

Good Old Gridlock 

After two years of single-party rule, we will be back to 
a divided government in January. The Republican ma-
jority in the Senate and the new Democratic majority 
in the House will likely result in contentious policy bat-
tles and gridlock. 



 
 

The federal budget deficit for fiscal 2018 grew to 925 
billion dollars on a NIPA basis, the largest it has been 
since 2012. Interest payments on the federal debt in-
creased by almost 14 percent from fiscal 2017, and the 
slashing of the corporate tax rate caused federal cor-
porate tax receipts to plummet by almost 40 percent. 
 
After seeing the final numbers for the fiscal 2018 defi-
cit, President Trump requested his cabinet members 
to cut spending levels in their departments by 5 per-
cent for fiscal 2020 budget proposal, to combat the 
ballooning deficit. We do not think that spending cuts 
for fiscal 2020 are likely to pass Congress.  
 
As federal expenditures outpace receipts, the deficit 
worsens from 4.6 percent of GDP in fiscal 2018 to 5.2 
percent in fiscal 2019 and to 5.5 percent in fiscal 2020.  
  
No Dilemma on the Horizon 
 
The combination of employment growth, labor force 
growth, wage growth, and the current procyclical fiscal 
stimulus will eventually exert considerable inflationary 
pressure, which, in the absence of interest rate hikes, 
would cause the economy to overheat and inflation to 
surge above the Fed's medium-run target. 
 
We project one 25-bps fed funds rate increase in De-
cember 2018, followed by two more in each of 2019 
and 2020, consistent with our economic outlook. 
 
Richard Clarida began as a vice-chair at the Board of 
Governors in September. The White House can still 
exert considerable influence on monetary policy by fill-
ing the remaining three vacancies on the Board with 
candidates who share the administration's views. 

The 2019–2020 Outlook 
 
As the stimulative effects of the TCJA and the BBA of 
2018 fade, real GDP growth decelerates from 2.9 per-
cent in 2018 to 2.7 percent in 2019 and 1.9 percent in 
2020.  
 
Buoyed by robust demand for fleet sales, light vehicle 
sales are expected to total 17.1 million units in 2018, 
on a par with 2017. In 2019–2020, total light vehicle 
sales decline to 16.9 million units per year, as interest 
rates rise and the economy begins to cool down. 
 
Total housing starts increase by 50,000 in 2018, but 
then improve by less over the next two years com-
bined. Single-family home starts creep up by 20,000–
30,000 per year in 2019–2020, while multi-family 
home starts edge down in 2019–2020.   
 
Employment and Inflation 
 
Average monthly nonfarm payroll job gains moderate 
from about 207,600 job additions per month in 
2018q3–q4 to 92,000 per month at the end of 2020. 
The unemployment rate continues to decline, falling 
from 3.8 percent in 2018q3 to 3.4 percent at the end 
of 2019 and staying there through 2020. 
 
Core CPI inflation is poised to rise to 2.1–2.2 percent 
in 2018–19, before edging up to 2.4 percent in 2020.  
We expect headline CPI inflation to rise to 2.5 percent 
in 2018 and then to slow to 2.0–2.1 percent per year 
in 2019–2020. Headline inflation sits higher than core 
in 2018 because of energy price inflation, but that pat-
tern reverses in 2019–2020, as oil prices stay essen-
tially flat and food price inflation runs behind core. 


