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GDP Core CPI1 Unemployment Total Home Sales o/n rate 10-year bond 

2.6% 1.8% 4.1% 2.3% (Y/Y) 1.25 -1.50% 2.90% 
 

— Our forecast of a 3.0% ten-year yield is materializing in short order due to faster growth 
and signs of life for inflation 

— However, near-term economic data will contain noise that will not be indicative of 
anticipated 2018 growth trends 

- Delayed 2017 tax refunds will depress already slowing retail sales, an indication that 
February data may be weak 

- Increased spending after last fall’s hurricanes will mean the pace of household 
investment is likely to slow in Q1 

— Corporate hiring and investment is continuing apace and will likely bolster growth 
throughout 2018 

Looking at the economy at the moment is reminiscent of the story about a fisherman who 
came across a genie. The genie grants the fisherman three wishes. His first wish is to catch 
the biggest fish. You can probably predict what happens – the very large fish swallows the 
fisherman whole. End of story.  

Central banks the world over have been doing more than just wishing for their big fish, 
inflation. They have actively pursued monetary policies that would secure inflation at or close 
to the 2% level. The slow pace of the recovery, and in particular low levels of investment, 
were perceived to be intertwined with low inflation readings. Fears that tepid price increases, 
or in some cases price declines, would be self-reinforcing and retard investment were borne 
out by weak investment during the recovery. In fact, the lack of inflation’s sustained arrival 
after nearly a decade of easy monetary policy has been a primary focus of central banks. Fast 
forward to February 2018, inflation not only seems to be gaining ground but is expected to 
accelerate in the U.S. Enter the recently passed Tax Cuts and Jobs Act as well as the 
Bipartisan Budget Act of 2018 which together could both increase government debt levels 
and stimulate demand to the point of overheating. No wonder the bond market is agitated 
that the big fish might be coming.  

                                                        
1 Core CPI is inflation excluding the volatile food and energy components 



 
 

Looking beyond the U.S. for a moment, the global backdrop is extremely supportive. The end 
of 2017 marked the first time global growth was synchronized since 2007. This positive 
virtuous circle of growth has led to a relatively rosy picture for the 2018 economic outlook. 
The Global Purchasing Managers Index (PMI) data show the global economy has recovered 
from the commodity rout that dominated 2015. Steadily higher PMI readings suggest a trend 
of stronger growth that is supporting trade globally. Corporate earnings are rising globally, 
employment is growing in most major economies, and growth looks to be in a goldilocks 
state of not-too-hot and not-too-cold.  

Or at least that was the consensus until the U.S. January jobs report on February 2nd showed 
that nominal wage growth grew at 2.9%2 rate year over year. Since the report, U.S. 10-year 
yields went from 2.78% to 2.90%, the VIX index spiked, and equity markets ceased to be a 
one-way bet. Why all the uproar and what is in store for the remainder of 2018?  

Prior to the stimulus from the tax bill and the 2018 budget resolution, we were forecasting 
U.S. 2018 real GDP growth of 2.3% based on higher wages pushing up final demand. 
However, once the twin stimulus effects of the tax cut and the budget resolution are 
taken into account, 2018 could well see growth of closer to 3.7%. The big question on the 
mind of market participants is does a 3.7% growth rate at this point in the business cycle still 
equal a goldilocks scenario, or, have we caught the biggest fish that might eat the recovery?  

When speaking to those instrumental in developing the President’s economic agenda, the 
belief is that a 3.7% growth rate will be all gain and no pain. It is expected that with increased 
demand for investment and labor, labor force participation rates will rise sufficiently to 

mitigate labor shortages. Some 
economists also believe that the 
productivity benefits of lower 
corporate taxes, greater 
investment, and less restrictive 
regulation are immediate and long 
lasting. Research conducted in 
2012 by Auerbach and 
Gorodnichenko 3 suggests that the 
multiplier effect of fiscal stimulus 
varies depending upon when in the 
cycle it is applied; stimulus applied 
in recessions has a 1 – 1.5 
multiplier whilst stimulus applied in 
expansions has a 0 – 0.5 times 
multiplier. The timing is equally 

important when considering the impact of personal tax cuts which total $1.1 trillion over 10 
years. While there are arguably significant benefits to lower corporate tax rates and greater  

  

                                                        
2 U.S. Bureau of Labor Statistics, Nominal is growth in current dollar terms, real growth was 0.75% y/y which takes into account 
inflation 
3 Auerbach and Gorodnichenko, Measuring the Output Responses to Fiscal Policy, 2012, American Economic Journal: Economic 
Policy 



 
 

investment incentives, the timing of such stimulus matters for near-term economic 
impact. Indeed, the minutes of the January FOMC meeting4 highlight research which 
suggests that the response of prices in times of high resource utilization can accelerate 
upward momentum of inflation. Given that the economy has already surpassed trend growth, 
see graph above, tax cuts and a spending stimulus might not result in all gain no pain.  

One reason to believe the economy could produce inflation that finally meets and possibly 
exceeds the Fed’s target is the tightness seen in the labor market. Tighter labor markets tend to 
produce higher wages. Hold on, isn’t this what we have all been waiting for – a higher wage level 
to offset real wages that have languished for many Americans for several decades? The answer 
is “yes, but.” Yes, but the ideal type of wage gain is the kind brought about from higher 
productivity. Higher productivity is precisely the goal of the economists architecting the tax bill. 
However, wages can also increase due to labor shortages which push up the price of labor. This 
often causes some people on the sidelines to enter the labor market, allowing the expansion to 
continue. Thus an increase in demand for labor that produces higher nominal wages can goose 
up the economy for a while, but eventually both the fixed income markets and the central bank 
will take notice and interest rates rise, returning the labor market to equilibrium. With some lags, 
this is precisely what we are forecasting.  

For the past year survey data and anecdotal data suggest more firms are experiencing labor 
shortages, which is a precursor to higher wages. Correspondingly, we expect market interest 
rates to continue rising in anticipation of faster growth and inflation, and as evidence of fiscal 
policy impact enters the data. Higher costs of funding in the form of higher market interest 
rates and higher mortgage rates may be enough to balance the anticipated surge in growth 
and prevent overheating.  

In terms of GDP, this could mean a blockbuster year for both nominal and real GDP. But it will 
also be concomitant with higher interest rates across the yield curve as well as a possible a 
faster pace of rate hikes. We believe this scenario is not currently priced into the market 
nor the base case scenario of the Federal Reserve.  

Given the uncertainty around the 
exact multipliers of tax cuts and 
around the implementation of the 
$300-billion budget resolution, it is 
prudent for the Federal Reserve to 
stay the course. In a February 13th 
speech Cleveland Federal Reserve 
President, Loretta Mester, 
commented on the implication of 
the tax package “I anticipate that 
the tax package will add about 1/4 
to 1/2 percentage point to annual 
growth over the next couple of 
years, but based on the positive 
reactions so far, there’s an upside 
risk that the effect could be larger.” 

  

                                                        
4 Federal Reserve Open Market Committee, Minutes of the Federal Open Market Committee, January 30–31, 2018 



 
 

Indeed we believe the upside risk to the economy in 2018 could well spell downside risk 
in 2019. Ultimately the big fish may eat the recovery as a higher pace of growth induces 
higher inflation and higher interest rates bringing forward a mild recession. However, in the 
long run, the potential for increased investment to spur growth remains significant, if 
somewhat more muted than the rosiest scenarios coming out of Washington. In reviewing 
the economic literature on the impact of taxes, lower corporate taxes increase profitability of 
firms, broaden the tax base and ultimately improve the competitive position of a country. The 
long-term impact of personal tax cuts show less of a consensus in terms of impact and only 
time will tell if long run potential GDP is higher due to the tax reform. 

In the meantime, strap in for a stronger 2018, one in which bond yields could overshoot 
should the economic data come in stronger than expectations.  
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