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By all accounts, the 2017 first 
half performance of stocks 
and bonds suggests that all is 
well. Major stock market av-
erages are up about 8%.  
(The tech-heavy Nasdaq 
Composite is up 13%.) The 
bond market, as measured by 
the Bloomberg Barclays Ag-
gregate Index is up 3%.  
Investment grade corporate 
bonds are up 4% and high 
yield corporates are up 5%. 
Yet, market momentum has 
clearly slowed.  Stocks ad-
vanced 15% in the four 
months from the Presidential 
election to March 1.  Over the 
next four months, to the end 
of June, they rose only 1%. 
Fading momentum is due in 
part to the inability (so far) of 
the Trump Administration to 
enact key aspects of its legis-
lative agenda.  Health care 
reform is dead for now.  The 
failure to health care reform 
may make it tougher for Re-
publicans to achieve their 
vision of tax reform. 
Regulatory reform, in areas 
like financial services and the 
environment, is proceeding 
through executive orders and 
enforcement directives.  Ma-
jor changes to Dodd-Frank 
appear to be unlikely at this 
time.  Efforts to dismantle 
Obama-era environmental 
rules have received pushback 
from the courts.  The Trump 
administration is now teeing 
up a NAFTA rewrite. 
Besides political factors, slow-
ing stock market momentum 
can be attributed to lackluster 
economic growth.  Real GDP 
growth has averaged 2.1% 
since the economic recovery 
began in 2010.  While the 
economy gained some mo-
mentum from 2013 to 2015, 
GDP growth slipped to 1.6% 
in 2016. 
After another weak first quar-
ter, economists now expect  

estimated natural unemployment 
rate of 4.7%.  Thus, there should 
be little slack in the labor market. 
Most economists expect that the 
pace of hiring will decelerate 
over the next two years.  At full 
employment, job gains can only 
be sustained through increases in 
the labor force participation rate 
(i.e. people re-entering the labor 
force).  There is also a risk that 
further hiring will begin to put 
upward pressure on hourly wag-
es (and thus inflation). 
Average monthly job gains have 
declined steadily from 251,000 in 
2014 to 229,000 in 2015 to 
182,000 in 2016 and, after the 
strong June jobs report with up-
ward revisions to April and May, 
to 180,000 so far in 2017.  The 
Philly Fed forecasters anticipate 
average gains of 182,600 in 2017 
and 162,800 in 2018. 
The labor force participation rate 
has been relatively stable at 
around 62.8% over the past 
three years.  Year-over-year 
gains in hourly wages, mean-
while, have risen steadily but 
modestly from about 2.0% in 
2013 to 2.6% in 2016 and 2017. 

(Continued on page 2) 
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• Stocks and bonds per-
formed well in the 2017 
first half.  Stocks rose 8%, 
bonds about 4%.  (p.1) 
 

• Yet, momentum has clearly 
slowed both in the stock 
market and the economy.  
Auto sales are easing.  
Growth in retail sales and 
personal income is slowing; 
but industrial production is 
picking up and housing is 
strong.  (p.2-3) 

• Job growth is also solid. A 
strong June report suggests 
that job gains are on a par 
with 2016, even though 
unemployment has dropped 
to 4.4%. (p.2,4) 

• The financial markets antic-
ipate that the FOMC will 
remain on hold until De-
cember. Slowing economic 
momentum may give the 
FOMC pause. (p.3) 

• But inflation has been pick-
ing up since 2015.  Lower 
oil and natural gas prices 
have eased inflationary 
pressures so far in 2017; 
but with the economy near 
full employment, the risk 
remain to the upside. (p.2) 

• The Fed has met its man-
date of promoting maxi-
mum employment, stable 
prices and moderate inter-
est rates.  Consequently, it 
must begin to focus on 
removing the exceptional 
monetary policy accommo-
dation that has kept inter-
est rates below inflation 
since the financial crisis. 
(p.3,4) 
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GDP growth of 2.1% in 2017, 
down from 2.3% previously, 
according to Philly Fed’s Sur-
vey of Economic Forecasters. 
Those same Philly Fed fore-
casters now expect that GDP 
growth will strengthen to 2.5% 
in 2018, but then slip to 2.1% 
in 2019 and 2.3% in 2020.  
The tepid outlook for GDP 
growth is driven mostly by 
weak productivity growth and 
an economy that is approach-
ing full employment. 
Employers are not getting 
much bang for the buck from 
their employees.  The annual 
rate of productivity growth has 
remained below 1% since 
2010.  Productivity grew a 
paltry 0.3% in 2016 and actu-
ally declined 1.0% in the 2017 
first quarter.  The low growth 
may be a consequence of hir-
ing that is concentrated in low 
productivity positions and eco-
nomic sectors, as well as the 
impact of regulations. 
According to data from the 
Bureau of Labor Statistics 
(BLS), the economy is now at 
(or above) full employment. 
The current 4.4% unemploy-
ment rate is well below the 
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Slowdowns (or outright declines) in key economic sectors have 
also contributed to the decline in monthly payroll additions.   
Automotive sales, including cars and light trucks, 
reached a record 17.54 million units in 2016, up 68% from the 
2009 low of 10.43 million units.  So far in 2017, they are down 
2.3%.  In a recent conference call, General Motors says that it 
now expects slightly more than 17 million U.S. sales in 2017, 
which represents a decline of 1%-3%.  Although auto sales are 
still quite strong, this year’s decline presents a headwind for 
overall economic growth. 
After a robust rebound from the 2009 trough, industrial produc-
tion leveled off in 2014 and turned negative in 2015.  
The 2015 decline was driven in part by the pullback in oil & gas 
drilling activity that followed the plunge in oil prices.  Other sec-
tors—including construction machinery, clothing, paper products 
and industrial equipment, among others—also weakened. 
Some of the decline in industrial production was the result of a 
headwind in exports caused by the strength of the U.S. dollar.  
After rising at a 6% average annual clip from 2010 to 2014, real 
export growth was barely positive in 2015 and 2016. 
Since bottoming in August 2014, however, industrial production 
has risen steadily on a sequential basis.  In December 2016, the 
index finally began posting year-over-year gains, which im-
proved to 2% in the 2017 second quarter.  Although the manu-
facturing sector led the rebound, manufacturing activity has 
become choppy in recent months.  Expansion in both the mining 
and utility sectors has taken up some of the slack. 

Decelerating activity is also evident in the seasonally-adjusted 
data on retail sales.  Adjusted for inflation, the post-recession 
growth in retail sales has been easing ever since it peaked at 
4.0% in 2011.  Growth in real retail sales declined from 2.6% in 
2014 to 2.5% in 2015 and then to 1.9% in 2016.  Year-to-date 
through May 2017, real retail sales are up about 1.7%. 
Similarly, real growth in personal income (PI) has been slowing.  
After flat lining in 2013, real PI rose at a 3.8% annual clip in 
2014 and 2015; but its growth rate then slipped to 2.3% in 
2016 and to 1.6% so far in 2017. 
Together, these metrics paint a picture of slowing economic 
momentum, which is worrisome; but not all economic sectors 
are slowing.  There is still the possibility that the economy’s 
momentum will improve in the months ahead. 
Housing has been a steady contributor to overall eco-
nomic growth since the economic recovery began.  It was slow 
coming out of the gate in 2010 but has shown steady growth 
for most of the past seven years. 
On a seasonally-adjusted annual basis (SAAR), the pace of total 
housing starts and single-family housing starts (shown on the 
next page) has declined since peaking in February.  Preliminary 
June data show a rebound in both, breaking the four month 
downtrend, but the data are still subject to revision. 
The cumulative non-seasonally adjusted (NSA) housing data 
paint a slightly different picture.  Year-to-date (through June 
30), total housing starts are up 3.9% and single-family housing 
starts are up 7.9%.  Multi-family starts are down 4.5%. 

(Continued on page 3) 
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The single-family sector is poised to deliver mid– to high single-
digit gains again in 2017, on par with or even better than 2016.  
Although those gains don’t match the 20%+ gains coming off 
the recessionary lows in 2012 and 2013, they are well above 
what would be expected from current rates of household 
growth.  This suggests that there is still pent-up demand for 
housing, supported by the lowest rates of homeownership in a 
generation, continuing low mortgage rates and rising employ-
ment and personal income.  The percentage of total buyers 
who are first-timers rose in 2016 and so far in 2017. 
Federal Reserve Policy.  The consensus view  of the fi-
nancial markets suggests that the FOMC will next raise its tar-
get Fed Funds rate in December (by a quarter point).  Current-
ly, the target range is 1.00%-1.25%. Fed Funds futures cur-
rently suggest (as of July 19) a 97% probability that the Fed 
Funds target rate will remain unchanged at its upcoming meet-
ing on July 26. The current probability of the target rate re-
maining unchanged stays high until December, when the prob-
ability of a quarter-point increase rises to 47% and a half-point 
increase rises to 4.8%, according to the CME’s Fed Watch Tool. 
Thus, the Fed Funds futures market does not see a better than 
50% chance of any increase until December.  Most economists 
and market strategists echo the view of the futures market. 

The rationale for a five month delay in the next FOMC move is 
based upon the notion that that continued increases could pre-
sent headwinds for the U.S. economy.  While expectations of a 
pick-up in economic growth were high coming off the election, 
they have since moderated, in part because of the Trump ad-
ministration’s inability (so far) to get key legislation passed. 

On top of this, the price of oil has declined sharply and steadily 
for most of the year.  The price of natural gas, which was ex-
pected to begin rising this year, has remained stubbornly range 
bound and is down for the year.  The decline in both oil and 
natural gas prices has reduced the outlook for headline inflation 

to below the Fed’s 2% threshold.  Thus, there seems to be less 
urgency now to normalize the Fed Funds rate. 

Despite this more tepid economic outlook, employment growth 
has remained surprisingly strong.  Most economists have been 
looking for employment gains to moderate as a result of both 
the advanced age of the economic expansion and the already 
low unemployment rate.  Relatively weak payroll numbers in 
April and May supported that view.  However, the June payrolls 
report, with positive revisions for April and May, repainted the 
picture, suggesting that job gains have been steady and solid 
so far in 2017.  The average monthly gain in payroll employ-
ment so far in 2017 is now 180,000.  As noted previously, that 
is down sharply from 2014 and 2013, but on par with 
2016.  More importantly, the unemployment rate was estimated 
at 4.4% in June, compared with 6.6% in January 2014. 

The Federal Reserve’s mandate from Congress, as noted in the 
first paragraph of every Monetary Policy Report, is threefold:  
to promote maximum employment, stable prices and moderate 
interest rates.  Monetarists cringe at the first goal, arguing that 
the Fed should focus solely on prices and interest rates primari-
ly because monetary policy is at best a blunt tool for achieving 
macroeconomic goals. 

Unemployment is now modestly below the FOMC members’ 
4.6% median estimate of the long-term trend.  Since the FOMC 
has not indicated that it views the Bureau of Labor Statistics’ 
employment figures as inaccurate or misleading, it is reasona-
ble to conclude that the Fed has achieved its maximum employ-
ment objective.  Gains in hourly wages have been modest, but 
with less slack in the labor force, it is conceivable that they 
could begin rising at a faster clip before too long.  However, 
most economists would say that the slow gains in productivity 
make faster wage gains unlikely. 

(Continued on page 4) 
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The FOMC has set a 2% target for consumer price inflation, as measured by the annual change in the price index for personal con-
sumption expenditures as calculated from the GDP data.  Annual PCE inflation bottomed at 0.3% in 2015 and rose to 1.1% in 
2016.  In the 2017 first quarter, the year-over-year change in the PCE price index increased to 2.0%. 

Changes in the PCE price index seem to correlate pretty well with changes in oil & gas prices.  While first quarter PCE inflation was 
equal to the Fed’s inflation target, the recent decline in oil & gas prices suggests that the year-over-year change in PCE prices will 
moderate in the second and probably the third quarters. Thus, it is likely that annual change in PCE prices will be below the Fed’s 
2.0% target once again in 2017.  The median estimate of FOMC members for 2017 PCE inflation is currently 1.6%. 
Even so, FOMC members believe that inflation will reach the Fed’s target in 2018 and 2019.  (The median estimate of FOMC mem-
bers is currently 2.0% for 2018 and 2019 and 2.0% beyond 2019.)  Thus, the FOMC expects that inflation will rise to the Fed’s 
2.0% target by 2018. That suggests that the Fed is on the verge of achieving the second objective of its mandate. 

In its latest statement, the FOMC thought that the near-term risks to the economic outlook appear roughly balanced, but that it was 
monitoring inflation developments closely. That suggests that the FOMC sees the near-term risks on inflation weighted more toward 
the upside. If so, then the FOMC should normalize rates at a faster pace to tamp down potential inflationary pressures. 

The third objective, moderate interest rates, seems moot.  The yield on the 10-year note is currently 2.35%, which is above its July 
2016 historic low of 1.34%; but also well below pre-2008 financial crisis levels of around 5.00%. 

Real interest rates are also well below historical averages.  By my calculations, the spread between the 10-year yield and annual-
ized CPI inflation has average 86 basis points since the financial crisis, down from 265 basis points pre-crisis.  The 10-year-CPI 
spread is currently about 50 basis points.  By almost any measure, therefore, interest rates are low, arguably too low on a sustaina-
ble basis. The third objective of the Fed’s mandate has clearly been met. 

With all three objectives now in hand, it seems that the Fed should proceed with the normalization of the Fed Funds target rate as 
quickly as possible. Those that argue for a slower approach say that the economy is still shaky and inflation is still low, so the Fed 
can afford to take its time.  Similarly, there are concerns that a fast increase in U.S. rates will lead to a sharp increase in the dollar, 
which could put more pressure on U.S. exports and countries that borrow in dollars. I agree that there is still considerable uncer-
tainty regarding the growth of the U.S. economy; but there is still a good chance that growth could pick up.  FOMC members cur-
rently expect that GDP growth will remain stuck at around 2%. 

Still, the Fed’s mandate does not extend to industrial production or the U.S. dollar.  If the employment mandate has been met and 
the risk of inflation is skewed to the upside, the Fed should be taking steps to normalize short-term rates as quickly as possible, 
unless there is clear evidence that doing so would cause it to fail in its mandate. 

There is a legitimate argument as to what a normal  Fed Funds rate should be in the current environment.  Most importantly, the 
Fed should not risk inverting the yield curve, since that has been highly correlated with a slowdown in economic activity.  If longer-
maturity Treasury yields remain at very low levels, there should be a limit to how high the Fed can push interest rates. 

Yet, the recent increase in the 10-year Treasury yield from 2.10% in mid-June to 2.23% gives the FOMC some cover to raise rates 
again.  The current spread between the two-year Treasury note yield, which is considered by many to be the indicator of Fed policy 
on the Fed Funds rate, and the 10-year Treasury yield is about 91 basis points.  That spread has averaged 186 basis points since 
the start of the financial crisis.  By comparison, it averaged 103 basis points from 2000 to the start of the financial crisis and 49 
basis points from mid-1994 to 2000.  Consequently, there appears to be room to raise the Fed Funds target by 25 basis points now. 

Unless the 10-year yield drifts back to June levels (thus reducing the 2-year to 10-year spread), I think that the FOMC should take 
advantage of the today’s wider spread and raise the Fed Funds target rate at its July meeting. 

For now, the 2-year yield, an indicator of Fed Funds policy, is 50 basis points below the rate of CPI inflation.  Since the onset of the 
financial crisis, the 2-year spread to inflation has been 90 basis points below the CPI on average.  From mid-1994 to 2000, it aver-
aged 320 basis points above the CPI.  From 2000 until the start of the financial crisis, it averaged 44 basis points above. Under 
current market conditions, we will probably not see a return of the 2-year-CPI inflation spread to pre-2000 levels; but a good case 
can be made that the spread between the two-year yield and CPI inflation should be positive.  That suggests that the normalized 
Fed Funds rate should now be around 2.00%-2.50%, which should coincide with a 10-year yield probably around 3.00%. 
The financial markets are indicating that the FOMC will hold the target Fed Funds rate steady at its July meeting. Maybe so.  Yet, 
without clear evidence of a slowing in economic activity (including a rise in unemployment), I think that it is highly unlikely that the 
FOMC will wait until December to raise the Fed Funds target again.  Indeed, waiting that long under current market conditions 
would probably be a mistake. 
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