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Hidden Strengths 

We believe that the modest headline fourth-quarter 
GDP growth rate of 2.5 percent at a seasonally ad-
justed annual rate understates the strength of the 
economy. Domestic final demand contributed 4.4 per-
centage points to overall GDP growth, the third-high-
est reading in this expansion, and most components 
accelerated considerably. Personal consumption ex-
penditures grew at a 3.8 percent pace, and business 
fixed investment expanded at a 9 percent pace.   

Part of the jump in domestic demand spilled abroad, 
driving imports up at a 14 percent annualized pace, 
while another part was fulfilled via inventory draw-
downs. Together, these two components lowered 
fourth-quarter GDP growth by 1.8 percentage points, 
leading to the modest headline growth figure.  

Defying their typical pattern of slowing late in business 
cycle expansions, private nonfarm payroll job gains 
accelerated slightly in recent months. Average job 
gains over the prior six months now stand at over 
200,000 per month, slightly ahead of the average for 
2016. The headline unemployment rate has hovered 
around 4.1 percent since October 2017, but it is likely 
to dip into the 3-percent range if job gains remain 
strong. Notably, wage acceleration is still missing.  

Inflation Heating Up 

The inflation conundrum, in which inflation rates re-
mained depressed even as labor markets and the 
broader economy improved, is beginning to fade. In 
recent months, measures of core inflation started 
showing signs of getting closer to the expected range 
given the state of the labor market. As of the February 
data release, core CPI inflation averages over the prior 
3 and 6 months are the strongest since 2008, at 3.1 
and 2.5 percent annualized, respectively. The recent 
run-up in the price of oil has pushed the headline infla-
tion rate above core. 

We expect both core inflation and wage inflation to 
pick up as the unemployment rate declines below the 
4 percent mark.  

Tax Cuts and Spending Sprees 

Without accounting for dynamic growth effects or extra 
interest expenses, the recently-passed tax law is ex-
pected to raise cumulative deficits by about 1.5 trillion 
dollars over the next ten years. The impact on eco-
nomic growth is expected to be a front-loaded, modest 
0.2 percentage points of GDP per year in 2018 and 
2019. Given the narrow window of time to write and 
pass the tax bill, these growth and deficit estimates are 
quite uncertain. The law’s errors and unintended con-
sequences are already making headlines, and could 
alter its effects considerably. Quick fixes are unlikely 
before fiscal 2019, as those will require sixty votes in 
the Senate. 

In a surprising move, Congress decided to go on a 
spending spree in early 2018, and the Bipartisan 
Budget Act of 2018 increased defense budget caps by 
165 billion dollars and non-defense domestic discre-
tionary caps got a boost of 131 billion dollars for fiscal 
2018–19 combined. 

The upcoming omnibus bill, which will fund the federal 
government at a dramatically higher level, is quite 
likely to pass soon and will provide the economy with 
a rare fiscal boost with the unemployment rate this low. 
One has to go back to the Johnson administration in 
the mid-1960s, with its Great Society programs and Vi-
etnam ground war funding, to find a similar historical 
episode. It is widely believed that several years of the 
economy running hot contributed to the emergence of 
significant inflationary pressures in the 1970s. The 
dramatically lower bargaining power of labor unions, 
currently subdued wage pressures, and the Federal 
Reserve’s 2 percent inflation target make such a sce-
nario far less likely today. However, financial market 
participants should worry about the sustainability of 
the current set of Congressional fiscal rules. 

1-2-3-4 I declare a trade war 

Recently, President Trump announced import tariffs 
for steel and aluminum, and there is talk of additional 
tariffs specifically targeting China. A trade war with 
China would certainly be very disruptive to the U.S. 
and global economies, and we are watching this area 
closely as a significant risk to our forecast. 



 
        Actual            RSQE Forecast 

 2016 2017  2018 2019
      

GDP (billions of current $) 18624.5 19386.2 20273.2 21273.7
  

Real GDP (billions of chained 2009 $) 16716.2 17092.5 17537.5 18018.7
% change: year-over-year 1.5 2.3 2.6 2.7
% change: 4th-qtr-to-4th-qtr 1.8 2.5 2.6 2.6

  

Nonfarm payroll employment (millions) 144.3 146.6 149.0 151.0
Civilian unemployment rate (%) 4.9 4.4 4.0 3.7
Capacity utilization, total industry (%) 75.7 76.5 77.6 78.4
  

Inflation (private nonfarm GDP deflator, % change) 1.3 1.8 1.9 2.1
Inflation (CPI-U, % change) 1.3 2.1 2.3 1.9
Inflation (core CPI, % change) 2.2 1.8 2.1 2.1
  

Light vehicle sales (millions) 17.5 17.2 17.0 16.9
Private housing starts (thousands) 1177.3 1208.2 1288.0 1329.2
  

3-month Treasury bill rate (%) 0.3 0.9 2.0 2.8
10-year Treasury note rate (%) 1.8 2.3 3.0 3.4
Conventional mortgage rate (%) 3.6 4.0 4.5 5.0
  

Real disposable income (billions of chained 2009 $) 12608.7 12763.9 13118.6 13576.8
% change 1.4 1.2 2.8 3.5

Corporate profits after tax (billions of current $) 1687.9 1786.5 1803.7 1887.1
  

Value of U.S. $ (FRB broad index), % appreciation 4.6 0.3 3.8 0.0
Current account balance (NIPA basis, billions of current $) 460.9 483.3 578.3 609.9
  

Federal surplus (FY, NIPA basis, billions of current $) 660.8 656.4 849.5 990.8
      

 

Understaffed and Overworked 
 
Jerome Powell has recently been confirmed as the 
Chair of the Federal Reserve.  Four seats on the Board 
of Governors, however, remain unfilled. The Federal 
Reserve raised short-term interest rates three times in 
2017 and is on track to continue hiking rates over the 
next two years. We project four 25-bps rate increases 
in 2018, and three rate increases in 2019.  
 
The January minutes also indicated that the Federal 
Reserve staff’s expectations for headline and core 
PCE inflation had been revised upward relative to their 
December 2017 forecast. The recently announced 
large late-cycle fiscal stimulus also raises the possibil-
ity of inflationary overheating, which the Fed is tasked 
with preventing. We anticipate the Fed will continue 
tightening monetary policy to ensure that realized in-
flation rates remain around the FOMCʹs 2-percent tar-
get rate.  
 
The 2018-2019 Outlook 
 
We expect GDP to grow by 2.6–2.7 percent per year 
in 2018–19. As federal government agencies try to al-
locate almost 300 billion extra dollars for those fiscal 
years to active projects, government spending rises 
steadily on a NIPA basis throughout the forecast pe-
riod. Growth of government purchases contributes 0.2 
and 0.4 percentage points to growth in 2018 and 2019, 
respectively. 
 

For the third year in a row in 2017, the annualized light 
vehicle sales pace of 17.7 million in the final quarter of 
the year far exceeded the annual average. The re-
placement of vehicles damaged by Hurricanes Harvey 
and Irma and generous incentives contributed to the 
fourth-quarter bump. It is likely that generous tax ex-
pensing benefits of new vehicles weighing over 6,000 
pounds, contained in the new tax law, will support the 
truck side of the vehicle market. We project that light 
vehicle sales will decrease to 17.0 million units in 2018 
and edge further down to 16.9 million in 2019. 
 
Overall housing starts rise from 1.21 million in 2017 to 
1.33 million in 2019, driven largely by growth in single-
family starts. Falling affordability and rising mortgage 
rates are likely to dampen demand in the housing mar-
ket going forward.  
 
Employment and Inflation 
 
We expect job growth to decelerate gradually over the 
forecast given that, by some measures, the labor mar-
ket is at or above full employment. The economy will 
add 2.4 million jobs during 2018, but only 1.9 million 
during 2019. The unemployment rate is projected to 
continue decreasing slowly, from 4.1 percent in 
2018q1 to 3.6 percent in 2019q4. 
 
Core CPI inflation accelerates modestly from 1.8 per-
cent in 2017 to 2.1 percent in both 2018–19. We ex-
pect headline inflation to rise to 2.3 percent in 2018 
and then decelerate to 1.9 percent in 2019, largely 
driven by energy prices. 


