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Consumers Took a Winter Break 
 
The advance estimate of quarterly real GDP growth 
registered a ho-hum 2.3 percent at a seasonally ad-
justed annual rate for 2018q1. Real personal con-
sumption expenditure growth disappointed in the first 
quarter. Its contribution to growth declined by more 
than two percentage points from an unsustainable 2.8 
percentage points in 2017q4. It took a jump in imports 
and a significant inventory draw to fuel the consump-
tion burst in 2017q4. Reversals of those trends in 
2018q1 helped cushion consumption's drag on GDP 
growth.  
 
Investment grew at a 7 percent annualized rate. Busi-
ness fixed investment grew at a robust 6.1 percent 
pace thanks to a 12.3 percent pace of increases in 
nonresidential investment in structures, notably in oil 
exploration. After growing at a 12.8 percent pace in 
2017q4, partly because of rebuilding efforts after the 
hurricanes, investment in residential construction re-
treated to a 0.1 percent pace in 2018q1.   
 
The monthly average of 200,000 job additions in 2018 
so far has exceeded the average pace of about 
182,000 in 2017. Owing to consistent job creation, the 
headline unemployment rate finally dipped below 4.0 
percent in April, hitting 3.9 percent, the lowest level 
since December 2000 and one of the lowest readings 
since 1970. The unemployment rate for women de-
clined to 3.7 percent in April, a level last seen in 1953.   
 
Inflation Nearly There, Wage Growth Next? 
 
As labor markets tighten, there are hints of accelera-
tion in wage growth, although so far they are confined 
to particular sectors. Growth of hourly earnings of pro-
duction and nonsupervisory workers in the manufac-
turing sector rose at a 3.65–3.75 percent annual rate 
in 2017q4 and 2018q1. The last time the two-quarter 
average wage growth in manufacturing topped the cur-
rent numbers was in 2001q3. Year-over-year growth 
in compensation of civilian workers in the Employment 
Cost Index release has also accelerated from 2.2 per-
cent in 2016q4 to 2.7 percent in 2018q1. 
 
After remaining depressed for several quarters amid a 

tightening labor market and improving economy, infla-
tion has finally gained some traction. PCE inflation was 
at 2 percent in March 2018, while core PCE inflation 
stood at 1.9 percent. April readings of core and head-
line CPI inflation suggest that PCE inflation is likely to 
stay near the 2.0 percent mark in April. 
 
Crying Over Spilt Milk 
 
The fiscal 2018 omnibus bill funded the government at 
sharply higher levels authorized by the Bipartisan 
Budget Act of 2018, but it did little in the way of funding 
President Trump's campaign promises. Moreover, it 
elicited a strong pushback from the Republican Party 
base because of sharply higher spending. 
 
As a result, a long since dead budget maneuver of 
presidential rescissions got exhumed to potentially fa-
cilitate a do-over of the fiscal 2018 budget.  Earlier this 
month, however, the White House proposed only 15 
billion dollars in rescissions not related to the recent 
spending bill, choosing not to revisit the recent biparti-
san budget agreement for now. 
 
Still, the possibility of a presidential rescission request, 
which needs only 50 votes in the Senate, reduces the 
power of the congressional minority. Therefore, we 
see a good chance that fiscal 2019 appropriations will 
undershoot the top-line figures agreed to in February. 
 
Nevertheless, because of recent fiscal policy actions, 
the federal budget deficit rises from 3.4 percent of 
GDP in fiscal 2017 to 4.7 percent in fiscal 2019. Faster 
GDP growth induced by fiscal stimulus is not enough 
to stabilize the debt-to-GDP ratio, which rises by more 
than 6 percent of GDP between 2017q4 and 2019q4. 
 
Trade War Alert Level: Maize  
 
The risk of escalation of trade tensions with China has 
subsided somewhat in recent weeks. Both sides have 
recently signaled a willingness to negotiate further. A 
delegation of top U.S. policymakers visited Beijing at 
the beginning of May, and a Chinese delegation of 
similar caliber is expected in Washington this week. 
We hope that cooler heads will prevail in the end, and 
that escalation of tensions can be avoided. 



 

 
        Actual            RSQE Forecast 

 2016 2017  2018 2019
      

GDP (billions of current $) 18624.5 19390.6 20321.7 21320.7
  

Real GDP (billions of chained 2009 $) 16716.2 17096.2 17565.8 18025.4
% change: year-over-year 1.5 2.3 2.7 2.6
% change: 4th-qtr-to-4th-qtr 1.8 2.6 2.6 2.5

  

Nonfarm payroll employment (millions) 144.3 146.6 148.9 150.9
Civilian unemployment rate (%) 4.9 4.4 3.9 3.7
Capacity utilization, total industry (%) 75.3 76.1 78.1 78.8
  

Inflation (private nonfarm GDP deflator, % change) 1.3 1.8 2.0 2.2
Inflation (CPI-U, % change) 1.3 2.1 2.4 1.9
Inflation (core CPI, % change) 2.2 1.8 2.3 2.2
  

Light vehicle sales (millions) 17.5 17.2 17.0 16.9
Private housing starts (thousands) 1177.3 1208.0 1308.7 1336.9
  

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 4.6 5.1
  

Real disposable income (billions of chained 2009 $) 12608.7 12764.0 13055.5 13510.2
% change 1.4 1.2 2.3 3.5

Corporate profits after tax (billions of current $) 1687.9 1781.0 1735.7 1839.2
  

Value of U.S. $ (FRB broad index), % appreciation 4.6 0.3 2.7 0.5
Current account balance (NIPA basis, billions of current $) 460.9 485.0 550.9 578.6
  

Federal surplus (FY, NIPA basis, billions of current $) 660.8 656.4 840.4 985.9
      

 

President Trump Staffing the Fed 
 
In mid-April, President Trump nominated two addi-
tional candidates for the Federal Reserve Board of 
Governors. Richard Clarida, a renowned macroecon-
omist at Columbia University, was tapped for vice 
chair. Kansas bank commissioner Michelle Bowman 
was also nominated to be a governor. Although the 
president was highly critical of the Fed during his cam-
paign for office, his picks for the Fed Board so far have 
been mainstream economists with solid academic or 
policy-making credentials. We expect these appoint-
ments to reinforce continuity and stability of the na-
tion's monetary policy-making. 
 
The Fed is on track to continue hiking rates over the 
next two years. Because inflation appears finally to be 
aligning with a tightening labor market and respectable 
output growth, we project three 25-bps rate increases 
in the remainder of 2018 and three more in 2019, as 
PCE deflator inflation stays close to the FOMC's 2 per-
cent target throughout the forecast. 
 
The 2018–2019 Outlook 
 
We project that in 2019 the U.S. economy will set a 
record for its longest business expansion. A rare full-
employment fiscal shot in the arm is expected to lift 
2018–19 GDP growth above the recent 2 percent 
trend. Growth of government purchases contributes 
0.2 and 0.3 percentage points to growth in 2018 and 
2019, respectively. Nonresidential fixed investment 
adds a healthy 0.5–0.6 percentage points to GDP 

growth in 2018q2–2019q4. Residential sector invest-
ment lags as mortgage rates rise and the rental market 
saturates. 
 
We project that light vehicle sales will decrease from 
17.2 million units in 2017 to 17.0 million in 2018 and 
edge further down to 16.9 million in 2019. Between 
2017 and 2019, annual auto sales decline by 1.2 mil-
lion units. Light truck sales gain 1.0 million units over 
the same period. The recent decision by Ford to 
largely abandon the car segment by 2022 will leave a 
larger share of the shrinking car market to foreign 
makes. 
 
Total housing starts increase from 1.21 million units 
started in 2017 to 1.31 million in 2018 and 1.34 million 
in 2019, driven largely by growth in single-family starts.  
 
Employment and Inflation 
 
We expect nonfarm payroll job gains to moderate over 
our forecast horizon. The economy adds 2.3 million 
jobs in 2018, but only 2.0 million in 2019. The unem-
ployment rate is projected to continue edging down, to 
average 3.9 percent in 2018, and 3.7 percent in 2019. 
 
Core inflation is poised to rise to 2.3 percent in 2018 
and to stabilize around 2.2 percent in 2019. Headline 
inflation sits higher than core inflation in 2018 as oil 
prices rise, but the pattern is expected to reverse in 
2019, as oil prices stay essentially flat for the year. Af-
ter two years of deflation, food price inflation reap-
pears in the forecast, but runs behind core inflation. 


