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Spring Blip 
 
At 4.2 percent, the seasonally adjusted annualized 
real GDP growth rate in 2018q2 was the strongest in 
nearly four years. The economy benefited from a 
pickup in consumption expenditure growth, net ex-
ports, and business fixed investment. However, we ex-
pect a moderation in these sectors' contributions to 
GDP growth going forward.  
 
Personal consumption rebounded from weak growth 
in 2018q1, which was held down by slower spending 
on vehicles and clothing. Exports jumped, likely due to 
businesses trying to move as many goods as possible 
before tariffs on U.S. exports kicked in. Business fixed 
investment likely benefited from the provision for 100-
percent expensing of new equipment in the Tax Cuts 
and Jobs Act and from strong investment in oil and gas 
exploration. The effect of expensing incentives is likely 
to wane over time, while recent data suggest that an-
other boost to oil exploration investment is unlikely.  
 
On the other hand, the ramp-up in federal government 
expenditures is only just starting, following a fiscal 
stimulus unusual this far into an economic expansion. 
Federal spending contributed two-tenths of a percent-
age point to GDP growth in 2018q2, and is likely to add 
substantially more over the next couple of quarters.  
 
We expect GDP growth to moderate relative to its 
2018q2 reading going forward, but to remain solid in 
the near term. 
 
Wage Growth Here to Stay 
 
Nonfarm payroll employment has increased by 
207,000 jobs per month on average so far in 2018. The 
unemployment rate since April has hovered around its 
lowest level since the year 2000. Wage growth, the 
long-missing ingredient for an economy at full employ-
ment, finally appears to be accelerating. The year-
over-year growth of private sector employees’ hourly 
earnings was the strongest in this business expansion, 
at 2.9 percent in August.  
 
Along with the tightening labor market and improving 
economy, PCE deflator and CPI inflation rates have 

been picking up in 2018 so far. The latest reading of 
annualized inflation in the PCE deflator was 2.3 per-
cent in July. We expect PCE inflation to stay near the 
Fed’s medium-run target of 2 percent for the duration 
of our forecast. 
 
Open–Shut–Open–Shut … 
 
Government shutdowns are unpopular and risky, es-
pecially in an election year. For fiscal 2019, the House 
and Senate are working on passing “minibus” bills that 
each include multiple spending bills to keep the gov-
ernment open beyond the September 30 funding 
deadline. 
 
Congress has a limited number of working days before 
the fiscal year ends. To avoid contentious battles be-
fore midterm elections, we expect Congress to con-
tinue its practice of passing a continuing resolution that 
will temporarily fund the government at existing levels. 
 
Corporate tax receipts fell by 115 billion dollars and 
personal tax receipts fell by 49 billion dollars in the first 
quarter of this year. We project federal current receipts 
to decline by 2.1 percent in fiscal 2018. With growth in 
expenditures far outpacing growth in receipts, the fed-
eral government deficit steadily worsens from 3.4 per-
cent of GDP in 2017 to 5.5 percent of GDP in 2020.  
 
Trade War Alert Level: RED  
 
The trade war between the United States and China 
has escalated in recent months. Following failed at-
tempts to negotiate a truce, the United States an-
nounced a 25-percent tariff on 50 billion dollars’ worth 
of Chinese imports at the end of May, which came into 
effect in two installments in July and August. The 
Trump administration just announced a 10-percent tar-
iff on an additional 200 billion dollars’ worth of Chinese 
imports, to be raised to 25 percent at the end of the 
year. The most recent tariffs are not included in our 
forecast. It remains to be seen whether negotiations 
will happen and whether they will be effective. Any fur-
ther retaliation by China is constrained by the fact that 
Chinese imports from the U.S. amount to only one-
third of U.S. imports from China in dollar value. 
 



 
 

Powell Makes His Mark 
 
The new Federal Reserve Chair, Jerome Powell, an-
nounced that he will begin holding a news conference 
after every FOMC meeting beginning in 2019, remov-
ing some self-imposed constraints on policymaking. 
 
The FOMC and markets seem to interpret the state of 
the economy differently, leading to different expecta-
tions about the future path of interest rates. While the 
FOMC’s median expectation of the target range for the 
federal funds rate is 3.25–3.5 percent at the end of 
2020, the federal fund futures market is pricing in a 
shallower path through the end of 2020. Of course, in-
ferring investors’ expectations from market prices is 
complicated by time-varying risk and liquidity premia.  
 
We project two 25-bps rate increases in the remainder 
of 2018, followed by three in 2019 and two more in 
2020, as PCE deflator inflation is already around the 
Federal Reserve’s 2 percent target.  
 
The 2018–2020 Outlook 
 
We expect real GDP growth to decelerate from 2.9 
percent in 2018 to 2.8 percent in 2019 and 2.0 percent 
in 2020, as the expansionary effects of fiscal policy 
fade. Over 2019–2020, consumption and most of the 
main components of business fixed investment con-
tribute to growth in the economy. The contributions of 
automotive, residential, and inventory investment, 
however, are either close to zero or negative. Improve-
ment in the trade balance generated by tariffs on Chi-
nese imports will be short-lived as suppliers adjust 
their global supply chains. Import growth outpaces 

growth of exports in 2019–2020, and net exports sub-
tract 0.3–0.4 percentage points from growth. 
 
We anticipate light vehicle sales to edge down from 17 
million units in 2018 to 16.9 million units sold in 2019 
and 2020. Sales of cars continue to decrease from 6.1 
million units in 2017 to 4.0 million in 2020 as the appe-
tite for cars continually falls. Consumers’ preference 
for light trucks continues unabated, with the share of 
light trucks rising from about 70 percent of all light ve-
hicle sales in 2018 to over 76 percent in 2020. 
 
Total housing starts increase from 1.21 million units 
started in 2017 to 1.27 million in 2018. Starts grow 
more slowly in 2019–2020, reaching 1.32 million in 
2020. Multifamily starts stay essentially flat.  
 
Employment and Inflation 
 
We expect average monthly nonfarm payroll job gains 
to moderate over our forecast horizon. They deceler-
ate from about 195,000 job additions per month in 
2018q3–q4 to 104,000 jobs at the end of 2020. The 
unemployment rate continues to decline, falling from 
3.9 percent in 2018q2 to 3.4 percent at the end of 2019 
and 3.3 percent by the end of 2020. 
 
We expect headline CPI inflation to rise to 2.5 percent 
in 2018 and then slow down to 2.0–2.1 percent in 
2019–2020. Core CPI inflation rises to 2.1–2.2 percent 
in 2018–19, and edges up to 2.3 percent in 2020. 
Headline inflation sits higher than core inflation in 
2018, but that pattern is expected to reverse in 2019–
2020, as oil prices stay essentially flat and food price 
inflation runs behind core. 
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