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Expectation
If you believe what 
we currently see 
in the trend of 
the ten-year/one-
year U.S. Treasury 
spread (10-1: 
the difference 
between the ten 
year and one year 
treasury yields), 
we are headed 
for a recession. 
This may not be 
a surprise, as the 
last five recessions 
have occurred 
approximately 
every six to eight 
years, and it has 
been almost nine years since the Great Recession 
of 2007-09. The 10-1 spread is currently 
0.70%, down from 1.57% at the beginning of the 
year. It did not respond to the Fed’s interest 
rate increase on Wednesday, 13 December, 
suggesting that the increase was anticipated by 
the market. While 
I have had my eye 
on this spread 
all year long, it 
appears to be 
making more 
news of late, as an 
increasing number 
of analysts are 
talking about its 
trend. 

The narrowing of 
the 10-1 Treasury 
spread reflects a 
flattening of the 
yield curve. This 
can occur either 
as long term rates 
come down, or, 

as in this case, 
shorter term yields 
rise. A look at the 
five-year average 
annual spread 
from 1970 through 
today tells us why 
it is a cause for 
concern. As can be 
seen in Exhibit 1, 
the spread tends 
to fall as we head 
into recessionary 
periods, bottoming 
out toward the end 
of the recession. 
The current spread 
has been falling 
since mid-2014, 
and has yet to turn 
back up. 

Adding the five-year trend in gross private 
domestic investment to the picture enhances 
our understanding of the connection between 
the spread and the macro-economy. As can be 

seen in Exhibit 
2, the five-year 
investment 
spending trend 
closely follows 
the 10-1 spread 
trend. As the 
spread narrows, 
the private 
investment growth 
rate declines at the 
same time. As can 
be seen in Exhibit 
2, both trends 
are falling at the 
current time. 

It is important 
to note that 
investment is not 
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currently declining, 
but that it is 
growing at a slower 
rate than it has in 
the past. This may 
eventually translate 
into slower, if not 
negative growth 
in the general 
economy. As 
can be seen in 
Exhibit 2 (previous 
page), there are 
a number of time 
intervals over 
which the five-year 
investment growth 
rate was, in fact, 
negative.1 The fact 
that both private 
investing and the 
10-1 spreads are declining raises the specter of 
an economic downturn.

My predictions for the U.S. economy over 
the past few years have been for low growth 
as measured in real terms. That outcome 
has generally materialized. In spite of other 
economists pointing to recent indications that 
growth will increase, I continue to hold the 
opinion that 
real growth will 
continue to be 
lackluster at 
best. Further, the 
likelihood that 
we will dip into 
a recession is 
actually greater 
now than it has 
been in the past 
few years. 

Another potential 
point supporting 
this expectation 
is the behavior of 
recent merger and 
acquisition activity. 
As can be seen 
in Exhibit 3, the 
average M&A transaction value has been falling 
since the Federal Reserve ended quantitative 
easing in late 2014. Projections for 2017 show 
that the decline is expected to continue. As can 
be seen in the exhibit, M&A values in the past 
have fallen prior to and during recessionary 
1  Specifically, around the recessions of the early 1980’s, early 
1990’s, and 2007-2009.

periods. Part of 
this is explained by 
the M&A valuation 
process, which is 
usually based on a 
three- to five-year 
cash flow forecast 
and horizon value. 
Lower forecasted 
cash flows during 
recessionary 
periods also lead 
to lower horizon 
calculations. As 
the horizon values 
often represent 
the largest cash 
flows, lower 
horizon values will 
reduce the overall 
transaction value.2 

We appear to be seeing this right now in the 
M&A market. 

Key Drivers
The Fed’s justification for its recent interest 
rate increase (13 December 2017) is that the 
economy, and in particular the labor market, is 
showing signs of heating up. With trillions of 
dollars of reserve injections remaining in the 

banking system 
after six years of 
quantitative easing 
between 2008 and 
2014, policymakers 
are obviously 
concerned that 
inflation could pick 
up if borrowing 
increases. Higher 
rates will reduce 
borrowing, hence 
avoiding that 
potential outcome. 

But higher rates 
will also tend to 
slow down growth, 
and it’s not like the 
economy is rapidly 
chugging along for 

everyone. In actuality, one’s view of the economy 
will definitely be influenced by one’s seat location 
in the economic arena. Over the past 50 years, 
2  See Isberg, Steven C., Understanding the Different Elements of the 
Valuation Modeling Process With Applications to The Sports Authority 
Taken Private Transaction: The Anatomy of a Predictable
Bankruptcy, Credit and Financial Management Review, Spring 2017
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economic growth has benefitted some in much 
better ways than most. As can be seen in Exhibit 
4 (previous page), shares of total U.S. income 
earned by the lowest 80% of income earners 
have fallen since 1967, and those losses have 
been gained by the upper 20%. Within the upper 
20%, most of the gain (5.4% out of a net 7.9%) 
has accrued to the Top 5%, and most of that 
to the Top 1% of 
income earners.
 
As a result of 
this income 
shifting, relative 
spending power 
in the “Middle 
60%” of American 
economic 
participants has 
declined, which in 
large part explains 
the declining 
growth we have 
experienced over 
that same time 
period. In the mid-
1960s, real GDP 
was on a five-year 
average annual 
growth path of over 4.0%. We are now growing 
on something closer to a 2.0% path. This rate 
has steadily come down since the mid-1960s.3 

The Fed has cited low unemployment as 
another reason for increasing interest rates. 
This, it argues, is another indication that the 
U.S. economy, in particular the labor market, is 
heating up. Evidence suggests otherwise. For 
example, the civilian employment to population 
ratio, which peaked in 2000 at 64.7%, has fallen. 
While it bottomed out in mid-2011 at 58%, it has 
grown back only to a level of 60.4%, suggesting 
that as much as 4.3% of the population may 
have dropped out of the labor market.4 

The falling employment to population ratio 
is not necessarily explained by the aging out 
and retiring of the workforce. The labor force 
participation rate among those aged 55-64 
is currently back to where it peaked at 62.5% 
in 2008. Over the same time period, the 
participation rate for 25 to 54 year olds has 
fallen from 80% to 78%, after having peaked at 

3  This is determined by analysis of the five year compound average 
growth rate in real GDP from 1947 to 2017. Real GDP data are 
obtained from the Federal Reserve Bank of St. Louis, Economic 
Database. 
4  U.S. Department of Labor, Bureau of Labor Statistics, Employment-
to-population ratio.

81.6% in 2000.5 This evidence does not support 
the idea that the labor market is overheating. 

Overall wage and salary growth has slackened 
as well over the past few years. As can be 
seen in Exhibit 5, annualized growth in real 
hourly earnings for all private employees has 
been generally falling since the end of 2015.6 

Once again, this 
evidence does 
not suggest 
overheating in the 
labor markets. 

What we do 
see in the labor 
markets is that 
some sectors 
are very tight 
and growing, and 
others are slack 
and/or shrinking. 
For example, the 
high demand 
for workers who 
have IT coding 
skills is driving 
up compensation 
in that particular 

employment sector. Amazon’s recent solicitation 
to state and local governments regarding the 
location of their HQ2 project was based on the 
premise that it would create 50,000 jobs at an 
average annual salary of $100,000.7 This by far 
exceeds the national median household income, 
which is still in the $60,000 range.8 

The move to automation, shared service center 
outsourcing and robotics, however, has limited 
growth in the labor market for non-core business 
processes. Automation and robotics have also 
had an impact on manufacturing. The typical 
manufacturing operation now employs fewer 
people, but in many cases those employees 
require a higher degree of technical skill, and 
therefore command higher wages and salaries. 
Once again, how the economy looks to you 
has a lot to do with the perspective from your 
particular seat in the arena. 

5  U.S. Department of Labor, Bureau of Labor Statistics, Labor Force 
Participation Rates
6   U.S. Department of Labor, Bureau of Labor Statistics, Real Hourly 
Earnings: All private employees 
7   Washington Post, 7 September 2017 
8   Federal Reserve Bank of St. Louis, Economic Database: Real 
Median household income 
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The Auto Market
Vehicle sales are 
always considered 
to be a bellwether 
of health for the 
U.S. economy. 
As can be seen 
in Exhibit 6, the 
auto industry was 
clobbered when 
the credit markets 
collapsed in 2008, 
but you can also 
see that annualized 
vehicle unit sales 
actually started 
slowing down as 
early as 2005. 
The significant 
downturn began 
in late 2007, almost a full year before the credit 
markets collapsed.
 
Most new vehicles sold in the U.S. are financed 
by loans. Interest rate increases will not improve 
conditions in this end of the consumer market, 
which is already showing signs of weakness. This 
may reverberate to other sectors of the consumer 
markets as well. Rising interest rates are also 
going to have an impact on the housing market. 

Why the Stock Market Confuses the Issue
Stock market growth does not necessarily imply 
a better economy for all. Stock market growth 
since the mid-1980s has been driven in large part 
by interest rates. Low interest rates reduce the 
required investor return, and thereby increase 
asset valuations. Low interest rates have also 
enabled trillions of dollars of leveraged equity 
repurchases and M&A transactions, both of which 
contribute to higher equity values. If you compare 
stock market growth to an index of corporate 
earnings, you don’t get much of an explanation 
for that growth, because earnings growth has 
lagged substantially behind.9 

If the currently proposed Republican tax bill is 
passed, we may even see more price growth in 
the stock market. In this case, it will be driven 
by the almost 40% decrease in the corporate 
tax rate (i.e., from 35% to 21%, as currently 
proposed). Many have been expecting such a tax 
bill to materialize since the election of Donald 
Trump to the presidency in 2016. If it is passed, 
we may see spontaneous increases in revenue 

9  U.S. Census Bureau: Corporate earnings after tax: indexed to 1970 
and compared to the Wilshire 5000 index of total equity value for the 
period 1970 to 2016.

recognition and 
earnings growth 
that have a huge 
short-term impact 
on stock market 
values (unless 
the expectation 
of those higher 
revenues and 
earnings has 
already been 
priced into the 
current stock 
market, which it 
may well have 
been). 

As stated above, 
increasing 
stock market 
growth does not 

translate into general economic growth, and 
more importantly, general economic well-being 
among the populace. Rather, it could and in many 
cases does signify that even more of the national 
income and wealth is being transferred to those 
in the highest income and wealth categories. In 
the long run, this does not bode well for overall 
economic growth, because the spending level of 
the Top 5% or even Top 1% of income earners will 
not grow a $20 trillion economy. 

The tax restructuring itself will also exacerbate 
the widening gap in income and wealth that has 
developed over the past 50 years. In this case, it 
will eat away at the gains made by those earning 
in the 80-95% U.S. income category, primarily by 
reducing deductibility of state and local income 
and property taxes. The burden of this change 
will fall disproportionately on states and localities 
with higher tax rates, and will serve to reduce 
spending and slow economic growth in those 
regions. Once again, your view of the economy 
will depend upon your seat in the arena.

Eliminating Net Neutrality: A Sinister and 
Disturbing Event
As of this writing, the FCC has just voted to 
rescind regulations requiring internet service 
providers to ensure net neutrality. Rather than 
enabling competition and growth in that economic 
sector, such “de-regulation” will only serve 
to lock in the monopoly power of a few large 
internet service providers. These “winner-take-
all” providers will then be in a position to disrupt 
competition from any content provider, giving 
an economic benefit to those competitors who 
have business affiliations with the providers. Any 
new content provider will be faced with a higher 
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cost of marketing and distribution, thus further 
redistributing income and wealth into fewer 
hands, and degenerating rather than improving 
the competitiveness of our market economy. This 
will impact virtually every company that does 
business online, which is to say it will impact 
every company in America, if not the world. 

Don’t Focus on the Aggregates
Economists and policymakers mistakenly look at 
aggregated values to measure the performance 
of the economy, and subsequently decide how to 
attempt to manage and control it based on those 
views. As of now, many of the aggregates may 
look good, but these looks can be very deceiving. 

By ignoring the distributional aspects of 
economic growth over the past 50 years, 
economic policy has in many ways caused a 
deterioration of the truly competitive economy 
and the uniqueness and beauty of our form of 
government as a republic (which is NOT the same 
as a democracy). As a result, income gaps are 
rising and many locations in the United States are 
degrading into impoverished war zones (e.g., take 
a look at Baltimore and Chicago as examples). 

This has taken a long time to develop, and it will 
take even longer to turn around. 

While aggregate economic measures may point to 
a continued tepid growth in the economy for the 
10th straight year in 2018, ominous continuing 
trends signal an economic slowdown in the near 
future. We may dodge an economic downturn in 
2018, but the future beyond may turn grim for 
many. 

About the Author:
Steven C. Isberg is an Associate Professor of 
Finance. He teaches graduate and undergraduate 
courses in corporate finance, financial analysis 
and valuation, and financial economic history. 
As Sr Research Fellow at the Credit Research 
Foundation he conducts various research studies 
and delivers online financial analysis courses as 
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He has over 25 publications in academic and 
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Have You Heard?!
CreditRiskMonitor has launched 
Financial Statement Sourcing to 
help with your private company
financial risk analysis.

Now you can assess your private company  
portfolio with our highly accurate  
FRISK® score and much more.

For a limited time, we are  
offering a free report with 
data entry processing. 

Contact Kellyanne Tavani 
today at kellyannet@
creditriskmonitor.com or 
845.230.3023 to learn how  
Financial Statement 
Sourcing will help  
your efficiency and  
bottom line.

https://creditriskmonitor.com
mailto:kellyannet%40creditriskmonitor.com?subject=
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Economic Outlook 2018

By: Chris Kuehl
Managing Director 

Armada Corporate Intelligence

Once per year the economists of the world 
assert their ability to be as incorrect in their 
prognostications as the average meteorologist. To 
be honest, both of these august professions are 
actually better at this than most would assume, 
and these days we can also look down our noses 
at pollsters. If one goes back to the start of 2017, 
there was a lot of variability when it came to 
forecasting as there were far more unknowns than 
usual – this comes with the territory when there 
is a change in political leadership as sweeping 
as the one that took place in 2016. When looking 
ahead to 2018, there are really three sets of 
questions to ponder. The first is how well the 
goals of the new administration were met. The 
second is the question of how well the economy 
really did in 2017, and thirdly there is the question 
of how well the economy of 2018 will do.  As an 
ancillary question, how much of that success (or 
failure) will be rooted in what happened in 2017?

The Goals from 2016
The stated goals of the new Trump administration 
were unrealistic, but there is nothing new about 
this. All Presidential candidates campaign on 
exalted themes and promises of fundamental 
change. The wonder is that we, the voters, buy 
into these dreams every time on the assumption 
that somehow this time will be different. Part of 
the challenge for any new administration is that 
disillusionment sets in rapidly as it becomes 
obvious why change is never swift.

There were at least five major goals outlined 
in the campaign that became policy initiatives 
when the Trump team took power. There was 
going to be a total rewrite of the Affordable Care 
Act (ACA), there was going to be a complete 
rewrite of the tax system, most of the major 
trade pacts were either going to be abandoned 
or significantly changed, there was going to be 
a wholesale movement away from regulation 
and bureaucracy that had been deemed anti-
business, and there would be a $1 trillion dollar 
spend on infrastructure.

At the time of this writing, the only one of these 
that seems to have come to fruition in close to the 

form anticipated is the changes in the tax system, 
but even this is not quite as ambitious as was 
originally assumed. The ACA has been battered 
and many provisions altered and weakened, but 
there has been nothing to replace it. The only 
trade pact that has been abandoned was the 
Trans Pacific Partnership but it had essentially 
been killed by Congress in 2016, NAFTA (North 
American Free Trade Agreement) remains in 
negotiation and so is the US relationship with 
Europe, China and the WTO (World Trade 
Organization). The regulatory changes have been 
a mixed bag as well, with big shifts when it comes 
to environmental issues, but slower movement 
on the banking regulations that had been such 
a concern for the financial community. Nothing 
came of the trillion-dollar infrastructure plan 
either. Not that these issues were not discussed 
all year, but there was not the political will.

The 2017 Economy
In the beginning there was the usual enthusiasm 
that comes with a new team, and the anticipation 
was that big things would happen with a 
businessman in office as the head of a GOP that 
commanded both the Senate and House. It was 
called the “Trump bump” and there was response 
in the stock market as well as in the overall 
economy. In truth, much of the improvement 
in the job market and the overall growth rates 
had started during the last year of the Obama 
administration as the economic drivers rarely 
mesh with the political calendar. Presidents get 
the blame when things go wrong and take the 
credit when things go right, but their influence 
on economic performance is very limited. The 
real decisions are being made by the Federal 
Reserve when it comes to monetary policy, and 
by Congress when it comes to fiscal policy. 
Congress was not winning any awards for their 
economic management but the majority opinion 
has been that Janet Yellen did a very good job 
of keeping the momentum going as far as the 
recovery without triggering a significant amount 
of inflation. There will be more analysis on the 
role of the Fed when we discuss the prospects for 
2018.
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The excitement for major positive change had 
mostly worn off by the middle of summer, and it 
was clear that there were deep divisions between 
the President and his party, as well as within the 
ranks of the GOP. Numerous attempts to change 
the ACA failed and there was no unity of purpose 
on issues like trade. As the tax bill started its 
climb there was a great deal of friction here as 
well, and the end result is not quite what had 
been advocated by most in the GOP a year or so 
earlier. But an interesting thing started to develop 
at about this point in the year. Against all odds, 
the economy started to boom, and not because of 
the political decisions, but apparently in spite of 
them.

The second quarter numbers were above 3.0% 
growth and the third quarter was even better 
at 3.3%. This is almost a half point higher than 
the long-term average has been since the end 
of the recession (formally) in 2009. The US had 
been bumping along at no more than 2.2% per 
quarter on average, and while this is not a crisis, 
it is not fast enough to undue the damage from 
a recession as deep as the one in 2008-2009. 
There were two prime reasons for that growth and 
they continue to be the motivators going forward. 
The first and probably the most important was 
the recovery of the US export market. The US is 
dependent on exports to a greater degree than 
even Japan. It is roughly 14.7% of their GDP and 
over 15% of the US GDP. The US doesn’t sell 
consumer goods and other inexpensive products 
overseas as these are produced in the nations 
that have lower production costs (China, India 
and many other developing nations). The US 
exports machinery and sophisticated goods 
such as aircraft construction equipment, medical 
equipment and so on. These are products that 
are sold to other developed nations in Europe, 
Asia and the like. If these other industrialized 
states are not doing well, the US has fewer 
customers to sell to, and for the last several 
years, these countries have not been doing well. 
Europe started to turn around in mid-summer 
despite the political crisis atmosphere brought 
on by Brexit and the rise of populism. Japan just 
recently notched its seventh straight quarter of 
GDP growth and China has returned to growth 
over 7%. All of this meant a better market for the 
US and this coincided with the weakening of the 
dollar to the point that US companies could better 
compete.

The second factor leading to growth in 2017 was 
the emergence of the “old” US consumer – the 
one that used their credit card prolifically, the one 
with the confidence to make long term purchases 
and the one willing to do some less than frugal 

spending. The consumer has become a factor 
again and started to drive the economy at the end 
of the summer, and has continued to accelerate 
into the holiday season. They have not gone mad 
and returned to the bad old days of leveraging 
themselves to the hilt, but they have definitely 
been back in the mood to spend, and that is good 
news for an economy that is over 80% dependent 
on the consumer.

The Year Ahead
This brings us to 2018 and what we can expect. 
There are several obvious changes that have 
already started to impact the outlook for the 
year – the tax changes, the statement by the Fed 
regarding the fate of interest rates, the growth 
spurt that took place at the end of this year, and 
the arrival of the mid-term elections. There are 
also the perennial issues that affect forecasts 
and planning. What can be expected as far as 
inflation; what will the job market look like; will the 
stock market continue to surge; what will happen 
in the overseas markets and the like?

The big question surrounds the tax changes as 
we know them at this point. The details will likely 
be revealing themselves for the next several 
months, but the big areas of change are already 
known. Corporate income tax rates have been 
reduced from the 35% to 39% rate to rates 
between 20% and 22%, and there has been 
reduction in income tax rates as well – more for 
those at the top end of the earning spectrum but 
almost 50% of the population currently pays no 
income tax now. There are a host of deductions 
that have vanished, and few have been expanded 
and retained. The expectation has been that the 
tax changes will stimulate growth dramatically, 
but few economists are really expecting it to be 
that dramatic simply because the economy is 
pretty healthy now with 4.1% joblessness and 
growth over 3.0% for two quarters (and likely 
three quarters if Q4 ranks the same). This would 
have been a much more useful and effective 
piece of legislation two or three years ago when 
the economy still needed stimulus. Today the fear 
is that a big surge could stimulate too much and 
create an overheating situation towards the end 
of the year.

If the economy does start to heat up with all 
this new money, there is a very good chance 
that real inflation rears its ugly head, and more 
aggressively than currently anticipated. That 
means there will be additional pressure on the 
Fed to hike rates. They have already indicated 
that there will be three raises in the coming year 
(barring anything unforeseen) but right now each 
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of these hikes are slated to be a quarter point, 
and that leaves the rates at around 3.0% by the 
end of 2018. If the economy overheats, those 
quarter point hikes become half or three-quarter 
point hikes and the end of the year could see a 
rate of 4.0% or more.

Unemployment is not expected to change 
appreciably next year. It is at 4.1% now and that 
is very close to the low levels set prior to the 
recession. There is nothing to suggest that this 
will change much – no real threat of large lay-
offs due to a failing economy. The baffling part 
of the labor situation is that the economy has 
not responded the way it usually does to low 
unemployment, and that is likely to be an issue 
next year as well. Wages have not gone up and 
they usually do when there is less labor available. 
This time the employers are not finding the 
people they want to hire, yet they are not paying 
them extra. 

The issues of trade will likely reach a head this 
year. NAFTA negotiations have been acrimonious 
and are expected to remain so as the US has 
been trying to promote its “America First” 
agenda. It is hard to tell if this is real positioning 
or just jockeying for advantage. The Mexican 
elections are coming up this year and the talks 
could play a role. The man leading in the polls 
right now is the firebrand leftist – Andres Manuel 
Lopez Obrador (AMLO) and his popularity soars 
every time Trump starts to thunder on and on 
about Mexico. His victory would place a left-wing 
populist in charge of Mexico, and that is not a 
good thing in terms of good relations between 
the two countries’ administrations. The US will 
also try to push China harder, but as long as the 
US needs the Chinese to keep North Korea from 
starting World War III, there is a limit to how hard 
they can be pushed.

In the specific world of credit, the year is ending 
on an unexpected down note. For months and 

months, the Credit Managers’ Index has been 
following the same pattern. The factors that 
have been identified as favorable (applications 
for credit, sales, dollar collection and amount of 
credit extended) have been trending in a very 
solid and positive direction with numbers in the 
60s and high 50s. This index holds that anything 
over 50 is positive, and when it gets to the 60s, 
that is very good news indeed. The trouble has 
been in the unfavorable categories (disputes, 
accounts out for collection, bankruptcies, slow 
pays etc.). The last reading for the year is based 
on November data and the news is not sanguine 
as the favorable numbers tumbled from 65.7 
to 59.4. Granted the reading remains far above 
the cut off of 50, but this is the lowest reading 
seen since December of 2016. The unfavorable 
numbers barely changed at all so that is a good 
thing, but these readings are hovering right at the 
50 line.

By and large the expectation for 2018 is positive, 
but there is more confidence in that assessment 
at the start of the year than for the end. The 
politics of next year will be vicious, and the mid-
term Congressional elections will be a referendum 
on Trump. The polls suggest it is not going to 
turn out well for him and the GOP, and that could 
signal another upheaval at the year’s conclusion. 
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ON YOUR SIDE, AHEAD OF THE CURVE

Since 1972, AG Adjustments (AGA) has been committed 
to ensuring our clients - from small businesses to 
Fortune 500 companies - the highest possible rate of 
return on outstanding receivables. For over 45 years 
we’ve had experience delivering excellent results to our 
customers. Work With Experienced Agents. Get Instant 
Portfolio Updates - Anytime, Anywhere. Benefit From 
the Latest Industry Information and Methods.

agaltd.com

$
HELP
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Higher rates of return, faster results. 
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Making good on the promise

Third-party commercial 
debt collection

First-party accounts 
receivable managment / 
collections outsourcing

Industry credit 
group services

Credit and accounts 
receivable education 

and training

Successful business relationships come down to keeping promises. 
ABC-Amega works with clients to make good on the debts they’re owed 
- demonstrating our own pledge of effective partnership along the way.

ABC-Amega is proudly certified by the CLLA/IACC and the CCA of A, and is a long-time CRF Platinum Partner.

800.732.0206 | info@abc-amega.com
ABC-AMEGA.COM
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“ We appreciate the 
organized way we are 
able to connect with other 
creditors to share/obtain 
information on common 
customers through the 
Credit2B platform.” 

DEBORAH MCGHEE  
Director of Credit, Revlon

“ Credit2B cost effectively 
delivers an online credit 
app platform that gives us 
all the information needed 
for a decision in one place. 
Their solution transformed 
our multi-day manual 
process to literally hours.” 

MICHAEL PETTYJOHN 
Dir., Customer Financial Services, Danone

“ Credit2B’s full product 
suite drives our workflow; 
from customer online 
applications, to auto credit 
limits from comprehensive 
information, to alerts and 
analyst insights.” 

ROCCO D’ANDRAIA 
Head of Finance, Melissa & Doug

Customer Onboarding • Risk Protection • Analytics • Benchmarks

https://www.credit2b.com/
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2018 Will be a Happier New Year
By: Dan North

Economist 
Euler Hermes

The first paragraph of our outlook last year read: 
“Last year (2015) in these pages we wondered, 
plaintively, when economic growth would 
return to historically 
stronger levels, 
and we concluded 
that unfortunately it 
wouldn’t be in 2016. 
Unfortunately it won’t 
be in 2017 either, but 
the outlook is certainly 
much better than it was 
last year.” 

We could use the exact 
same paragraph again 
this year. 

But we don’t want to 
give the impression 
that it’s a dreary 
forecast. Our estimate 
for 2018 Gross 
Domestic Product (GDP) growth of 2.6% is 
clearly stronger than the 2.2% average during 
this recovery, and it’s better than 2017’s 2.3% 
and significantly better 
than 2015’s 1.5%. We 
just remain plaintive 
that given the realities 
of an aging workforce 
with poor skills, it’s 
going to be difficult 
to get to much over 
3% for any extended 
period anytime soon. In 
other words, we should 
probably be happy with 
2.6%.

The economy does 
have quite a lot going 
for it at the moment 
and it does appear to 
be carrying momentum 
into 2018.  It’s true that 
the hypothesis of momentum, that is predicting 
the economy will do well tomorrow just because 
it is doing well today, can be a tenuous one 

that often doesn’t pan out. However when the 
majority of important measures of an economy, 
not just some, are all doing well at the same time, 

it does point to an 
underlying strength 
and momentum. For 
instance, Q2 GDP 
posted 3.1% q/q 
annualized growth, 
so Q3 growth should 
have been slower 
given that Hurricanes 
Harvey and Irma 
inflicted substantial 
damage to an area of 
the country producing 
10% of national GDP. 
Yet national GDP 
growth in Q3 was 
unfazed at 3.0%, and 
in fact it was the first 
time since 2013 that 
GDP had grown 3% or 

more in consecutive quarters. But on top of this 
demonstration of momentum, there are quite a 
few other indicators that point to a stronger 2018. 

Consumer confidence, 
which has continued to 
soar in the year after 
the election, finally 
appears to be coming 
through in spending.  
Retail sales in October 
and November were 
on fire, pushing the 
y/y rate to 5.8%, the 
fastest in almost six 
years. Core retail 
sales, which strip out 
several volatile items, 
were rising 4.8% y/y in 
November, the fastest 
in three years and 
significantly above 
the long-term average 

of 4.1%. Holiday sales look to be on a robust 
trajectory.
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While retail sales 
have been hot, overall 
personal consumption 
has been running a bit 
more slowly at 4.2% 
y/y as of October. After 
inflation, real personal 
consumption is only 
growing 2.6% y/y, but 
weak income growth 
of only 1.6% y/y is 
partially to blame. But 
even here there is a 
silver lining suggesting 
stronger consumption 
next year; wages are 
likely to pick up in 
2018 for three reasons. 
First, weekly wages, 
which take into account both hourly wages 
and the number of hours worked, are already 
running faster in certain age groups as shown 
in Figure 1 (on previous page). Second, for the 
first time on record there is now virtually one job 
opening available for every unemployed person, 
representing extraordinary demand in the labor 
market. More demand will pressure wages up 
as shown in Figure 2 (on previous page). Third, 
productivity growth often drives wage growth, 
and productivity finally appears to be making a 
comeback as shown in Figure 3, with six straight 
positive quarters, 
including a solid 3.0% 
q/q annualized gain in 
Q3 that drove the y/y 
rate up to 1.5%.

The manufacturing 
side of the economy 
is also doing very 
well, and leading 
indicators strongly 
suggest a robust 2018 
as shown in Figure 4. 
The Institute of Supply 
Management’s (ISM) 
Manufacturing index of 
new orders is running 
at a very strong 64.0 
pace, considered well 
above the 50 level 
indicating expansion. A 
separate report shows that manufacturers’ new 
orders for core durable goods have accelerated 
over the past four months and are now setting a 
blistering 9.3% y/y pace. Both of these measures 
indicate a steady supply of activity in the pipeline 
for 2018. Core orders for durable goods are also 
considered a proxy for business spending, and 

indeed business non-
residential investment 
has been on a tear, 
growing over the 
last three quarters at 
annualized rates of 
7.2%, 6.7% and 3.9%, 
boosting the y/y rate 
to 4.4%, well above 
the long-term average 
of 2.5%. We expect to 
see this trend continue 
in 2018 because 
to grow earnings, 
companies will have 
to make productive 
capital investments 
since productive labor 
investments have 

become so difficult to find in such a tight labor 
market. 

And finally the first part of the new 
administration’s pro-growth agenda is actually 
going to be implemented, helping justify the 
stock market’s shining optimism. Ever since the 
election, business confidence as reflected in the 
stock market has soared.  In the 13.5 months 
since the election the S&P 500 has gained over 
25%, and has done so at a remarkably steady 
pace. The market has kept chugging along in 

spite of the GOP’s 
marvelous ability to 
shoot itself in the 
foot, multiple times; 
hope springs eternal 
in an optimism-driven 
market. The gains in 
equities have created 
tremendous wealth and 
consumer confidence, 
both of which will help 
support spending into 
the new year. 

The tax reform 
package itself is likely 
to provide some short-
term stimulus on the 
order of 0.2% - 0.4% 
added to GDP over the 
next two years, but it’s 

unlikely that it will provide the sustained 3% to 
4% growth rates advertised, in part because the 
changes in the individual tax code will have widely 
varying outcomes. For instance, individuals in 
states with high income tax rates are likely to be 
big losers without the state and local deductions. 
Filers using the mortgage interest deduction on 
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mortgages between 
$750k and $1 million 
will be losers as well, 
and this effect could 
be significant in some 
high-priced areas like 
New York and San 
Francisco. Filers who 
had been taking the 
standard deduction 
will be winners with 
the doubling of that 
deduction. Those 
who were paying the 
Obamacare individual 
mandate will also 
benefit. Changes in the 
marginal rates and at 
what levels they apply 
should result in savings for most. 

Cutting the corporate tax rate was a very 
positive step.  It should have been obvious that 
the highest tax rate in the world was driving 
business from these shores.  That outflow will 
be reduced by the combination of the rate cut 
and the move to the territorial system. Until now 
the US was one of the few developed nations 
to use the global system where multinational 
profits are taxed twice, both in the US and where 
the profits are earned – an additional incentive 
for big businesses 
to move and to keep 
profits offshore. The 
corporate tax holiday 
will bring profits home. 
Although it is expected 
that much of those 
profits might be used 
for share buybacks 
or special dividends, 
at least some of it 
will be invested, 
especially given the 
new incentive of 
immediate expensing. 
Finally, those arguing 
that the plan is just an 
unfair break to already 
profitable corporations 
forget that corporate 
taxes are actually 
passed onto (and borne by) consumers. A 
corporate tax cut could provide some further 
relief to consumers and will allow corporations to 
invest in equipment and labor. 

Of course, there is no free lunch as it is currently 
estimated that the reforms will add $1.4 trillion 

to the debt over the 
next ten years. More 
debt is certainly the 
wrong way to go, 
but the $1.4 trillion 
estimate must be put 
into perspective. First, 
as shown in Figure 
5, the Congressional 
Budget Office (CBO) 
was already assuming 
that by 2027 the gross 
federal debt would be 
almost $31 trillion, or 
110% of GDP. Adding 
another $1.4 trillion 
would put the gross 
debt at $31.4 trillion 
or 115% of GDP, just 

another 5%. Secondly, we would also caution that 
a 10-year forecast is highly unreliable.

If indeed Congress does get this one major 
legislative victory, it could in theory make it easier 
to get other ones, such as increased military 
and infrastructure spending. And it could relieve 
some degree of uncertainty about the GOP losing 
the majority in the 2018 mid-term elections. 
Republican voters have been impatient with the 
GOP’s inability to get anything done until now, 
and they could turn on their representatives in 

frustration.  In the 
meantime, Democrats 
have been making 
inroads in a handful 
of special elections. 
These developments 
don’t bode well for the 
GOP, but legislative 
victories will certainly 
ease these pressures 
and bring a bit more 
certainty back to the 
2018 elections.

Overall then, between 
solid consumption, 
expectations of wage 
growth, a packed 
manufacturing pipeline, 
a roaring stock market, 
and a tax reform 

victory, we have a pretty good formula for 
growth. 

But we still can’t ignore some imbalances that 
will make it difficult to return to the skyrocketing 
growth rates of 4%-8% experienced during the 
80’s and 90’s. 
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First, one of the best 
forecasters of the 
macroeconomy, the 
Treasury yield curve, 
is rapidly going the 
wrong way, flattening 
out and hinting of 
slower growth in the 
future. The yield curve 
is simply the spread 
between long- and 
short-term interest 
rates, often expressed 
as the difference 
between the 10 year 
and 2 year Treasury 
notes, or sometimes 
between the 10 year 
note and the 3 month 
bill. Looking at the spreads in both the short and 
long term is instructive. (We will use the 10yr-
3mo spread for simplicity although the 10yr-2yr 
spread tells the same story).

In the short term as shown in Figure 6 (on 
previous page), just after the election, the yield 
spread skyrocketed on hopes for a pro-growth 
agenda. However, as Congress dithered, those 
hopes waned, and the impatient bond market 
began to narrow the spread (also known as 
flattening the curve) to the point where it is now, 
back below levels before the election. The yield 
curve remains skeptical that the tax bill will create 
much economic growth.

Most of the flattening has been a result of rising 
short term rates. Since the post-election peak 
towards the end of December ’16, the yield 
spread between the 10-year and the 3-month 
narrowed by about 100 basis points (bps), 
partially because of a -20 bps fall in the 10 year 
yield, but mostly because of a +80 bps rise in the 
3 month yield. 

But it should be noted that this recent behavior 
is just an extension of what has been happening 
over the long term as shown in Figure 7. Near 
the end of 2013, the Fed started tapering off its 
Quantitative Easing (QE) program, effectively 
making the first move towards monetary policy 
tightening. Since then, as the Fed has continued 
to tighten, the yield spread has continuously 
narrowed, and the most recent leg down can be 
seen as merely a part of that trend. In other words, 
narrowing spreads are not just due to the short-
term disappointment over Congress’ failures, they 
are also due to Fed tightening, and we expect that 
the Fed could hike rates as many as three times 
next year, further narrowing the yield spread.

To be clear, we are not 
forecasting a recession 
in 2018 or 2019. Even 
if the spread went 
negative tomorrow, 
which it won’t, it would 
still give us three to 
five quarters of warning 
about an impending 
downturn. But it does 
bear watching, since 
Fed tightening is 
designed to ward off 
inflation resulting from 
economic growth, and 
that process works 
over the long run.

In addition to the falling yield spread, there are 
other worries as well. 
• As mentioned previously, the 2018 mid-

term elections may increase uncertainty 
since, if the Democrats do take one house 
of congress, the Trump presidency will 
effectively be finished.

• Over-exuberance among Small and Medium 
sized enterprises (SMEs) in this environment 
carries a risk. The National Federation of 
Independent Business (NFIB) small business 
optimism survey is at the highest level on 
record. Within the survey, the percentage of 
respondents who think now is a good time 
to expand is near a 12-year high. But when 
businesses grow too rapidly, every month 
they ship more and more goods that cost 
more and more money to produce, and then 
they fail to collect on accounts receivable 
fast enough. More money goes out the door, 
not enough comes back in, cash flow goes 
negative, and eventually, the business goes 
bankrupt. 

• The administration’s policy on trade is 
distinctively anti-growth. Leaving NAFTA 
would be a disaster as one-third of all US 
exports go to Mexico and Canada, and trade 
with those countries supports about 10% of all 
American jobs. 

• In the longer term, the nation faces structural 
unemployment issues created by an aging 
population and a lack of skills among workers. 
Every day 10,000 Baby Boomers leave the 
workforce, and they can’t be replaced fast 
enough. Furthermore, employers who now 
have a record level of job openings, can’t find 
the people with the right skills to fill those 
jobs. These are significant impediments 
to growth that could be relieved by more 
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skilled, legal immigration which would grow 
the working population and fill the skills gap. 
That is why the administration’s proposals 
to impede the H1-B visa program for skilled, 
legal workers are a step in the wrong 
direction. Currently the H1-B visa program 
allows 85,000 skilled immigrants in per year. 
By comparison, the economy has created 
about 2.4 million jobs per year during this 
recovery. There is plenty of room for more 
skilled immigrants. In fact, as a percentage 
of the workforce, Canada takes in 21 times 
as many immigrants as the US does.  And 
it’s a zero-sum game – if we don’t take them, 
someone else will, and someone else will reap 
the benefits. 

These are the issues that pose risks to our 
forecast. Outside of these risks, it’s a pretty 
positive outlook. The economy is demonstrating 
momentum across many measures. Consumer 
confidence and wage growth will support the 
economy. The manufacturing sector has a full 

pipeline. A rising stock market has created 
confidence and wealth. And finally, tax reform will 
provide a temporary boost to growth. Overall, it’s 
good enough to support a forecast of 2.6% GDP 
growth in 2018 – not terrific, but it’s better than 
the average in this recovery, and certainly better 
than the past two years.

Happy 2018!
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Economic Outlook Symposium: Summary of 
2017 Results and 2018 Forecasts

By: William A. Strauss
Senior Economist and Economic Advisor

Federal Reserve Bank of Chicago

SUMMARY: According to participants in 
the Chicago Fed’s annual Economic Outlook 
Symposium, the U.S. economy is forecasted 
to grow at a pace slightly above average in 
2018, with inflation moving up a little and 
the unemployment rate edging down.

The Federal Reserve Bank of Chicago held 
its 31st annual Economic Outlook Symposium 
(EOS) on December 1, 2017. More than 100 
economists and analysts from business, 
academia, and government attended the 
conference. This Chicago Fed Letter reviews 
the forecasts for 2017 from the previous EOS, 
and then analyzes the forecasts for 2018 (see 
Fig 1 on the next page) and summarizes the 
presentations from the most recent EOS.

The U.S. economy entered the ninth year of 
its expansion in the third quarter of 2017. 
While the nation’s real gross domestic product 
(GDP) is at its highest level in history, the 
rate of economic growth since the end of the 
Great Recession in mid-2009 has been quite 
restrained. During the 33 quarters following 
the second quarter of 2009, the annualized 
rate of real GDP growth was 2.2%—just 
slightly above what is considered the long-
term rate of growth for the U.S. economy. 

Last year got off to quite a slow start, with the 
annualized rate of real GDP growth coming in at 
a 1.2% in the first quarter; early in 2017, growth 
was hampered in large part by a dramatic 
drop in inventories, worth nearly $70 billion 
in real terms, from the previous quarter. The 
annualized rate of real GDP growth improved 
in the second quarter to 3.1%—as the change 
in inventories from the previous quarter was 
minimal and, thus, no longer the drag to 
growth it had been in the first quarter. The 
annualized growth rate in the first half of the 
year was 2.1%—quite close to the annualized 
rate since the expansion began. Growth in 

the third quarter was negatively affected by 
Hurricanes Harvey and Irma. Especially hard 
hit were the energy and chemical industries, 
which have a heavy concentration in the Gulf 
Coast states. Additionally, the damaging floods 
and winds forced many people to abandon 
their homes and vehicles, and shut down 
several southern ports. Even with the negative 
economic impact from the hurricanes, GDP 
managed to expand at a strong annualized 
rate of 3.3% in the third quarter. The port 
disruption in part led to a 1.1% drop in imports 
in the third quarter from the second quarter. 
This drop boosted net exports’ contribution 
(amounting to 0.4 percentage points) to 
the annualized rate of real GDP growth in 
the third quarter. All that said, the need to 
replace and repair damaged homes, vehicles, 
and other property likely added temporary 
support to growth in subsequent quarters.

Consumer spending expanded at a solid 
pace in 2017: Real personal consumption 
expenditures grew at an annualized pace of 
2.5% during the first three quarters of 2017. 
After the annualized rate of light vehicle 
sales (car and light truck sales) reached 18.3 
million units in December 2016, it began 
to decline in 2017, eventually reaching 16 
million units in August 2017. The decline in 
vehicle sales was larger than the cutback 
in production, which led to a sharp rise in 
vehicle inventories. The destruction of an 
estimated half-million flooded vehicles due 
to Hurricane Harvey provided a temporary 
boost to light vehicle sales in September and 
October: In those months, the annualized rate 
of light vehicle sales hit 18.2 million units, 
significantly reducing the bloated inventories.

Energy prices increased some in 2017. 
Specifically, the price of West Texas 
Intermediate oil averaged $51.60 per barrel 
in October 2017—above the $49.20 it 
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averaged in the fourth quarter of 2016, but 
still well below the nearly $80 per barrel 
it averaged in the ten years before the 
collapse of oil prices in the middle of 2014.

Given energy prices remained low in 2017, more 
consumers chose to purchase larger and less 
fuel-efficient vehicles than in the year before 
(continuing the pattern in vehicle sales seen 
over the past few years): Sales for light trucks 
(including sport utility vehicles) were up 5.1% 
in the first ten months of 2017 compared with 
the same period from a year earlier, while sales 
for passenger cars were down 10.9%. This 
dramatic shift in consumer demand led to a 
record-setting share for light trucks of 65.3% 
of overall light vehicle sales in October 2017.

Even with the pullback in light vehicle 
production last year, industrial production 
expanded at an annualized rate of 2.8% over 

the first 10 months of 2017—much better 
than its growth rate of 0.9% in 2016.

Real residential investment decreased during 
the first three quarters of 2017 (its annualized 
growth rate was –0.8% over this span). In 
contrast, it had increased at an annualized 
rate of 7.8% between the third quarter of 2010 
and the final quarter of 2016. The annualized 
rate of housing starts increased to 1.20 million 
units for the first 10 months of 2017—up 
2.4% relative to the same period in 2016. 

On an annualized basis, growth in real 
government spending was –0.1% over the first 
three quarters of 2017—well below the annual 
rate of 1.3% it has averaged over the past 20 
years. 
 
Against this backdrop, the economy continued 
to increase employment in 2017: October 

Figure 1 - Median forecast of 
GDP and related items

Real gross domestic producta 1.8 2.5 2.3

Real personal consumption expendituresa 2.8 2.6 2.3

Real business fixed investmenta 0.7 5.4 3.5

Real residential investmenta 2.5 -0.2 3.3

Change in private inventoriesb 63.1 37.9 41.8

Net exports of goods and servicesb -631.1 -602.7 -627.9

Real government consumption 
expenditures and gross investmenta 0.4 -0.1 0.6

Industrial productiona -0.1 1.9 1.9

Car and light truck sales (millions of units) 17.5 17.1 17.0

Housing starts (millions of units)  1.18  1.19 1.26

Unemployment ratec 4.7 4.2 4.1

Consumer Price Indexa 1.8 1.8 2.0

One-year Treasury rate (constant maturity)c 0.76 1.43 2.01

Ten-year Treasury rate (constant maturity)c 2.13 2.45 3.01

J.P. Morgan trade-weighted dollar indexa 3.7 -4.1 1.0

Oil price (dollars per barrel of 
West Texas Intermediate)c 49.20 52.31 53.18

2016 
(actual)

2017 
(forecast)

2018 
(forecast)

a Percent change, fourth quarter over fourth quarter.
b Billions of chained (2009) dollars in the fourth quarter at a seasonally adjusted annual rate.
c Fourth quarter average.
Note: These values reflect forecasts made in November 2017.
Sources: Actual data from authors’ calculations and Haver Analytics; median forecast from Economic Outlook 
Symposium participants.
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employment was 2.0 million jobs higher than 
12 months ago. Moreover, in the October 
2017, the unemployment rate stood at 4.1%—
below most economists’ estimates of the 
natural rate of unemployment (i.e., the rate 
that would prevail in an economy making 
full use of its productive resources). 

Inflation, as measured by the Consumer Price 
Index (CPI), remained fairly low—it slipped 
down from a 2.1% reading in 2016 to a year-
over-year rate of 2.0% in October 2017.

Economic outlook for 2018
The forecast for 2018 is for the pace of 
economic growth to be slightly above the 
long-term average. In 2018, the growth rate 
of real GDP is expected to be 2.3%—a touch 
lower than the projected 2.5% rate for 2017. 
The quarterly pattern reveals a fairly steady 
performance for real GDP growth throughout 
2018. Given that the economic growth rate is 
forecasted to be slightly above its historical 
average, the unemployment rate is expected to 
tick lower to 4.1% in the final quarter of 2018.

Inflation, as measured by the CPI, is 
predicted to increase from an estimated 
1.8% in 2017 to 2.0% in 2018. Oil prices are 
anticipated to edge higher, but still remain 
fairly low; they are predicted to average
$53.18 per barrel in the final quarter of 2018. 
Real personal consumption expenditures 
are forecasted to expand at a rate of 2.3% 
in 2018. Light vehicle sales are expected 
to ease to 17.0 million units this year. 

The growth rate of real business fixed 
investment is anticipated to moderate to 
a solid 3.5% in 2018. Industrial production 
is forecasted to grow by 1.9% this year—
below its historical average rate of growth.

The housing sector is predicted to improve 
and continue its extremely slow march toward 
normalization in 2018. The growth rate of 
real residential investment is forecasted 
to be 3.3% in 2018. And housing starts are 
anticipated to rise to 1.26 million units in 
2018—but still well below the 20-year annual 
average of roughly 1.3 million starts.

The one-year Treasury rate is expected to rise 
to 2.01% in 2018, and the ten-year Treasury 
rate is forecasted to increase to 3.01%. The 
trade-weighted U.S. dollar is predicted to rise 
1.0% in 2018, and the nation’s trade deficit 
(i.e., net exports of goods and services) is 
anticipated to increase to $627.9 billion by the 
final quarter of 2018. 

Conclusion
In 2017, the U.S. economy expanded at a pace 
somewhat above the historical average. The 
economy in 2018 is forecasted to grow at a 
slightly slower pace than it did in 2017, but 
still above the historical average. Business 
investment is predicted to moderate, and 
the housing sector is projected to improve in 
2018. The unemployment rate is expected to 
edge down to 4.1% by the end of 2018, and 
inflation is predicted to move up slightly to 2%.
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These are good economic times. The 8½-
year expansion is already the third longest 

in economic history, and it is in full swing. The 
longest was the 10-year expansion of the 1990s, 
fueled by the dot-com boom and then bubble. 
There are no bubbles today.

The clearest evidence of strength is in the job 
market. The economy is a job machine, creating 
an impressively consistent 2 million to 2.5 million 
jobs each year. Even the devastating hurricanes 
this summer could not disrupt the longest 
monthly string of job gains on record.

Nearly all industries, occupations, pay scales, 
and regions of the country are enjoying solid job 
growth. Only the energy and agriculture-related 
industries are struggling given the collapse in 
commodity prices a few years back, and online 
competition is weighing on employment at brick-
and-mortar 
retailers and in 
print media.

The pace of 
job growth is 
approximately 
double the 
increase in the 
labor force, and 
unemployment 
and 
underemployment 
continue to 
steadily decline 
(see Chart 1). Sub-
4% unemployment 
is likely in 
coming months, 
something the 
economy rarely experiences. Businesses’ biggest 
problems will soon be finding qualified workers, 
as the number of open job positions is already 
at a record high, and holding onto their existing 
workers, who are quitting for better, higher-
paying jobs in increasing numbers.

Wages are finally on the rise as workers come to 
realize they are in the driver’s seat. It took a while, 
as it has been more than a decade since the 
last time the economy was at full employment. 
Workers had been on their back heels, nervous 
about holding onto their jobs. No longer. Wage 
growth is closing in on a 3% pace, almost double 
what it was a few years back, and well over the 
rate of inflation. The millennials are benefiting 
the most as they take better jobs at higher pay, 
with the average pay increase for a millennial 
switching from one full-time job to another now in 
the double digits.

Consumer tailwinds
Lots of jobs, low unemployment, and stronger 
wage growth are powerful tailwinds behind the 
American consumer. Consumers are doing their 
part to power growth, and this should continue 
for the foreseeable future. Other than vehicle 

purchases, which 
have recently 
come down from 
record highs, 
consumers are 
buying lots of 
everything. Since 
the U.S. runs 
a $500 billion 
trade deficit 
each year, this 
means American 
consumers are 
also buying lots 
of foreign goods, 
and as long as 
they do, the global 
economy will get 
a lift.

Also fueling spending are record stock and 
housing values. The wealth effect—the impact 
on spending of rising household wealth—is in full 
force, evident from the decline in the personal 
saving rate (see Chart 2 on next  page). Wealthier 
households are more confident and able to 
borrow more, and thus willing to spend a higher 
percentage of their income.
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Borrowing has 
picked up but 
remains in line with 
income gains, at 
least in aggregate, 
and debt loads 
are light. The 
percentage of 
income that 
households must 
devote to making 
interest and 
principal payments 
to stay current on 
their liabilities is 
about as low as 
it has ever been. 
Households have 
also locked in 
low rates in the mortgage refinancing waves of 
recent years. Most outstanding mortgages are 
15- and 30-year fixed-rate loans with an average 
coupon of only 4%.

Synchronized global growth
Another reason for optimism regarding the 
economy’s near-term prospects is that the 
global economy has finally kicked into gear. For 
the first time since the Great Recession, not a 
single major country economy is in recession 
(see Chart 3). Even long-troubled Europe and 
Japan are enjoying strong consistent growth, as 
the European Central Bank and Bank of Japan 
keep interest rates extraordinarily low. Brexit has 
put a pall over the 
U.K. economy, but 
the ill effects of that 
will play out over a 
long time.

China, which was 
struggling not too 
long ago with its 
cratering stock 
market and botched 
delinking of its 
currency with the 
U.S. dollar, has also 
found its footing. The 
Chinese have big 
economic problems, 
ranging from high 
and quickly rising 
debt to poorly 
managed state-owned businesses, but those 
challenges are unlikely to derail the economy 
any time soon, as Chinese officials have a 
tight rein on things. This is not a winning long-

term strategy, 
and China will 
eventually 
stumble, but that 
is a ways off.

Nailed by the 
collapse in 
energy and 
commodity prices 
a few years ago, 
most emerging 
economies have 
finally adjusted to 
the lower prices. 
Even emerging 
economies 
with persistent 
governance 

problems, such as Brazil, Russia, Turkey and 
South Africa, are growing again.

A better-performing global economy combined 
with a more stable U.S. dollar means that global 
trade, which had been a significant impediment 
to growth, is no longer a drag. The healthier 
global economy is also showing up in better 
profits for U.S. multinational corporations, which 
is a key reason why the stock market has taken 
off.

Pressure building
The pace of growth remains firmly above the 
economy’s potential, and any underutilized 

resources are 
being quickly 
absorbed. This 
is clearest in the 
job market, but 
it is also evident 
in other markets. 
Manufacturing 
utilization 
rates have hit 
a cyclical high, 
and although 
they are not 
as high as in 
previous cycles, 
this has to do 
with the shifting 
makeup of 
the nation’s 
manufacturing 

base and measurement issues. Aside from 
high-end multifamily properties, for which new 
construction has boomed, vacancy rates in real 
estate markets are also low. The overall housing 
vacancy rate, including both homeowner and 
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rental vacancy, is 
as low as it has 
been in 30 years 
(see Chart 4 ).

Price pressures 
have been slow 
to build, despite 
the tightening 
markets, but this 
is changing. Wage 
growth is steadily 
accelerating, 
producer prices 
are rebounding, 
and single-family 
rental rates are up 
strongly. Consumer 
price inflation 
has yet to revive, but that seems only a matter 
of time. A string of what appear to be one-off 
factors such as a price war among smartphone 
carriers and a tough-to-explain plunge in 
physician prices have depressed measured 
consumer prices. As these factors come out of 
the data, consumer inflation will pick up.
 
Arguments that broader structural forces that 
are not going 
away soon are 
depressing 
inflation, such 
as the impact of 
online retailers 
(such as Amazon) 
on retail goods 
prices, are 
substantially 
overdone. E-tailers 
are wreaking 
havoc on retailers, 
but retail goods 
impacted by this 
competition make 
up no more than 
one-fourth of 
consumer prices. 
Moreover, although 
e-tailers are a powerful force on retail pricing, 
they are no more powerful than Walmart and big 
box retailers before them. 

Someone is wrong
There are good reasons to be upbeat about the 
economy’s near-term prospects, but there are 
also plenty of threats. Most concerning is the big, 
persistent disconnect between what policymakers 
at the Federal Reserve think the strong economy 
means for the path of future interest rates 

and what global 
investors think it 
means.

This disconnect 
is clear when 
comparing the 
Fed’s forecast 
of the federal 
funds rate—the 
key interest rate 
it controls—and 
what investors 
think as implied in 
futures markets 
for fed funds 
(see Chart 5). 
Fed policymakers 
expect the next 

25-basis point hike in the funds rate in December, 
three hikes in 2018, and another three in 2019. 
By early in the next decade, the fed funds rate 
will settle in at just less than 3%, where it should 
be in the long run in a well-functioning economy. 
Investors are on board with a December 25-basis 
point rate hike but expect only one hike next year 
and one more in 2019. In the long run, the fed 
funds rate will not even get to 2%.

Someone is wrong. 
The Fed appears 
on sounder ground 
given prospects 
for sub-4% 
unemployment; 
developing wage 
pressures, which 
will eventually 
translate into 
more inflation; 
easy financial 
conditions (for 
example, record 
stock prices, thin 
credit spreads in 
the bond market, 
and narrow 
capitalization rates 

in the commercial real estate market); and a 
good global economy. Nearly everything the Fed 
considers when setting monetary policy suggests 
that it needs to raise rates in a more consistent 
way.

This gap in expectations should close in a 
reasonably gracefully way. This assumption 
underpins optimism regarding the outlook. The 
Fed will guide market expectations on higher 
rates slowly over time. There will likely be 
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some volatility in 
financial markets in 
response as asset 
prices adjust, but 
this volatility will be 
manageable and 
any fallout on the 
economy modest.

However, there is 
a significant risk 
that this does not 
go well. Financial 
markets have 
a penchant to 
overreact when 
things do not 
stick to investors’ 
script. Adding 
to this worry is that asset prices are high, 
arguably overvalued, and perhaps even turning 
speculative. Stock price-earnings multiples 
have rarely been as high as they are today, 
credit spreads in the bond market are thin, and 
capitalization rates in commercial real estate 
markets are low (see Chart 6). The coming 
repricing in asset markets could be ugly.

The damage this does to the economy may also 
be more serious than anticipated. The economy 
appears particularly sensitive to swings in stock 
prices via wealth effects, as the large baby-
boom generation is much more heavily invested 
in stocks compared with previous generations 
at the same point in their life cycle. This may 
be because baby boomers are not prepared for 
their fast-approaching retirement, and the only 
asset class that has been generating any kind of 
positive return is the stock market.

Moreover, it is 
one thing if stock 
prices are rising. 
Boomers feel 
better and spend 
a bit more freely, 
but they are still 
cautious, as they 
are building their 
retirement nest 
egg. It could 
be a different 
thing if stock 
prices decline, as 
panicked boomers 
will significantly 
pull back on their 
spending as their 
nest egg shrinks. 

This scenario 
would be a dagger 
in the heart of 
any economic 
optimism.

Tax reform wild 
card
The economic 
outlook also 
depends in good 
measure on what 
happens, or does 
not happen, in 
Washington DC. 
Lawmakers have 
finally taken up tax 
reform in earnest. 
The debate and 

deliberations will rage over the next few weeks, 
and we should know by early next year if and how 
the tax code will change.

The Trump administration and Republican 
Congress want to go big on the tax overhaul. 
Businesses would be big beneficiaries, enjoying 
an estimated net tax cut of $1 trillion over 10 
years on a static basis—ignoring the impact 
of the tax cuts on the economy and thus tax 
revenues (see Chart 7). Large multinationals 
would benefit by a move from the current global 
taxation system to a territorial one, and by a 
onetime tax holiday on the trillions in earnings 
they are holding overseas to avoid the current 
high tax rate. Smaller pass-through entities—
businesses whose owners pay personal income 
tax on their companies’ earnings—would see 
their tax bill meaningfully decline.

Individuals get a 
tax cut of $600 
billion under the 
Senate plan, 
although some 
do well under the 
plan and others 
are dinged. The 
big winners 
are taxpayers 
in the top 5%, 
with current 
incomes well over 
$300,000 per year, 
whose after-tax 
income increases 
by more than 2% 
in 2018 and near 
1.5% by 2027. Low-
income taxpayers 

6

Avg=12
½ st dev=2

5

10

15

20

25

30

80 85 90 95 00 05 10 15

Chart 6: Stock Prices Are Stretched

Sources: Wilshire, BEA, Moody’s Analytics

Ratio of Wilshire 5000 and corporate profits, %

7

Chart 7:Business Wins Big Under Tax Plan
Static change to tax revenue over 10 yrs, $ bil

Sources: JCT, Moody’s Analytics

-8,000

-6,000

-4,000

-2,000

0

Personal tax rates; AMT Standard deduction; credits
21% corporate rate; no AMT Treatment of pass-throughs
Double estate tax exemption Personal revenue raisers
Other corp/int'l tax changes Net effect, tax rev.



30
©2018 Credit Research Foundation

in the bottom 60%, with current incomes of 
less than $86,000, get a 1% tax cut in 2018 and 
essentially no tax cut by 2027. Middle-income 
taxpayers receive a tax cut of approximately 1.5% 
in 2018 and less than 0.5% by 2027.

Boosters of the Republican tax proposal argue 
that it will significantly increase economic growth. 
They also argue that this additional growth will 
generate roughly enough additional tax revenue 
for the plan to pay for itself. That is, there would 
be large so-called supply-side effects from the 
tax cuts, so large that on a dynamic basis—after 
accounting for the bigger economy—the plan will 
not add to the nation’s deficits and debt.

They are wrong on both counts. The tax plan 
will not meaningfully improve economic growth, 
at least not on a 
sustained basis. 
Growth would be 
stronger initially, 
since the deficit-
financed tax cuts 
are fiscal stimulus. 
But given that 
the economy is 
operating at full 
employment, 
stronger inflation 
and higher interest 
rates will result. 
The economic 
benefit of the 
lower tax rates 
on business 
investment are 
washed out by the 
higher interest 
rates, and the economy ends up no bigger than it 
would have been without the tax cuts.

This is evident in simulations of the Moody’s 
Analytics macro model, which is similar to models 
used by the Federal Reserve, Congressional 
Budget Office, and the Joint Committee on 
Taxation—the official budget scorer of tax 
legislation. Under the plan, real GDP growth 
is higher in 2018 and 2019 and pushes 
unemployment well below 4%. Since this is well 
below the full-employment unemployment rate, 
the Fed responds by tightening monetary policy 
more aggressively. Long-term interest rates also 
increase because of the monetary tightening and 
investor expectations of larger future budget 
deficits. Although lower corporate tax rates by 
themselves would encourage more business 
investment thanks to the resulting lower after-tax 
cost of capital, the higher interest rates largely 

wash this out by increasing the cost of capital. 
In the end, the economic lift from the tax cuts 
is small, adding an estimated 3 basis points per 
year to real GDP growth over the next decade. 
The plan does not increase growth from 2% to 
3%, as the proponents argue, but from 2% to 
2.03%.

No harm, no foul. Right? Unfortunately no, as 
the plan will also significantly exacerbate the 
nation’s fiscal problems. The dynamic cost of 
the plan to taxpayers is not much different from 
its static cost. There are economic benefits on 
revenues from the lower marginal rates, but they 
are not sufficient to pay for the cuts. Government 
borrowing thus increases, causing interest 
payments on the accumulating debt to rise. The 
added interest payments offset the benefits on 

revenues, making 
the static and 
dynamic budget 
deficit and debt 
load about the 
same.
 
Handicapping 
where the tax 
debate will land is 
difficult. The views 
on the prospects 
for tax revision 
have been all 
over the place. 
For the moment, 
investors appear 
to believe odds 
are about even 
that the Trump 
administration 

and Congress will get something done. It is 
hard to see big deficit-financed tax cuts getting 
through the Republican Congress, but there are 
powerful political incentives, including the fast-
approaching 2018 midterm elections, to pass 
something. Wherever this debate ends up will 
have significant implications for the economy.

The next recession
Also tempering any optimism over the outlook is 
the understanding that there will ultimately be 
another recession. This expansion is on track to 
become the longest in the nation’s history, but it 
too will end.

There are two preconditions for recession. 
First, the economy must overheat. That is, the 
expanding economy pushes unemployment and 
underemployment down so low that wage and 
inflation pressures develop. The Federal Reserve 
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responds slowly at first, fearful of short-circuiting 
the recovery, but then needs to hit the monetary 
brakes hard to forestall rising inflation and 
inflation expectations. This overheating dynamic 
has played out prior to each of the 10 recessions 
since World War II. Indeed, it takes about three 
years after the economy reaches full employment 
for it to overheat and recession to ensue (see 
Chart 8 on previous page). Since the economy 
just recently surpassed full employment, this 
would suggest, if history is a good guide, that the 
next recession will hit in summer 2020.

The second precondition for recession is 
that there must be a serious imbalance in the 
economy reflected in the financial system. 
Thinking back to the Great Recession, the 
obvious imbalance was in the housing market 
and subprime mortgage lending. In the early-
2000s recession, it was the dot-com boom and 
the bubble in technology stocks. At the heart 
of the 1990s downturn was overbuilding in the 
commercial real estate market and the savings-
and-loan crisis.

It is not too difficult to identify the imbalances 
that occurred in past expansions, but it is hard 
to see what will do it in this one. Nothing seems 
economically existential. There has been some 
handwringing over easy vehicle lending, but 
lenders have tightened recently, which is one 
reason why vehicle sales have softened. And 
only $1.3 trillion is outstanding in all vehicle loans 
and leases, compared with closer to $3 trillion 
in subprime mortgage debt prior to the financial 
crisis. Worries over student lending are also 
likely misplaced. That is not to say that this is not 
a problem for those encumbered by this debt, 
but of the $1.2 trillion outstanding, more than 
$1 trillion is backed by the federal government. 
This is a taxpayer problem, not a problem for the 
financial system and broader economy.

The Federal Reserve and other regulators post-
crisis have also been willing to weigh against 
developing imbalances. Regulators issued 
guidance to banks not too long ago about their 
aggressive lending to multifamily developers, 
and lending has cooled. A few years ago they 
issued guidance on leveraged lending by banks to 
nonfinancial corporations, and the banks pulled 
back.

The imbalance that does in this expansion is 
thus unlikely to come from the regulated part 
of the financial system. The nation’s banks are 
highly capitalized and liquid, and their balance 
sheets are transparent. The imbalance is likely to 
emanate from the other much more opaque part 
of the financial system, the so-called shadow 
system that is composed of a mélange of financial 
players from finance, financial technology and 
insurance companies; asset managers; derivative 
exchanges; and credit bureaus.

The problem for the shadow system may not be 
too much leverage and a lack of capital, but a 
lack of liquidity. Many of the small institutions 
in the shadow system rely heavily on big banks 
and short-term funding markets to finance their 
operations. These sources of liquidity are fickle, 
likely even more so than in times past given the 
experience of the financial crisis. Moreover, 
given regulatory changes post-crisis, the Federal 
Reserve will have more difficulty getting liquidity 
to this part of the financial system.

It is difficult to know how long it will take for 
this imbalance to develop to a point where it 
undermines this expansion. However, three years 
is a good guess. So when will the next recession 
hit? Let us pick a date: June 20, 2020.
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