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2018 Market Preview: U.S. Economy

While there was a lot of uncertainty heading into 2017, markets 
were relatively calm and economic conditions continued their 
steady improvement. Looking forward to 2018, confidence is high 
with more people optimistic about future global growth. Though 
some geopolitical concerns exist, there is not one obvious issue 
that stands out as a potential pitfall. The question is whether this 
growth can continue as many economic measures suggest full 
capacity and the expansion seems to be peaking.   

Perhaps the biggest concern for an economic downturn is simply due to the length 
of the current expansion. It has been 103 months since the Great Recession came 
to an end, making this the third longest period since WWII, and quickly closing 
in on the second. For the sake of comparison, the average length is a little over 
five years, thus suggesting that we may be due for a recession. The flip side to 
this is that the growth is by far the slowest of all the expansion periods. GDP has 
grown about 2.2% annually since June of 2009, much lower than the 4% historical 
growth rate. With these more tepid growth rates, the argument that the economy 
cannot sustain this level of growth may be inaccurate. Furthermore, recessions do 
not simply occur with the passage of time; generally there is a catalyst for each 
contraction.
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The Trump administration hopes to boost this slow growth rate to more historic levels. Of course, the most 
impactful legislature on this is the tax reform passed at the end of the year. With the reform, the tax rate for 
most corporations is reduced from 35% to 21%. It also enacts repatriation of deferred foreign profits at a rate 
of 15.5% and afterwards switches to a territorial tax system. This makes future repatriation easier and allows 
the U.S. to more consistently tax foreign earnings. On the individual side, tax rates are generally reduced 
while the child tax credit and standard deductions increase. The reform also reduces or eliminates many 
itemized deductions, including the popular state and local deductions, meaning wealthier individuals from 
high tax states could see higher tax bills. Notably, the bill is expected to increase the deficit by about $1.5 
trillion over the next ten years.

The ultimate effects of the tax cuts on economic growth and consumers is obviously the subject of much 
debate. The Wall Street Journal recently surveyed economists on the tax reforms and their impact on GDP. 
Over the longer term, most respondents indicated either no impact on growth, or a small impact on growth 
(GDP rises by less than .5% per year). Over the shorter term, respondents anticipate more of an impact, with 
27% expecting a significant increase in growth (greater than .5% per year). The Joint Committee on Taxation 
(JCT) estimates tax payers on average will receive an 8% cut in taxes in 2019, with individuals earning less 
than $50,000 benefiting the most. However, by 2027 this benefit disappears due to the cuts sunsetting and 
the repeal of the Affordable Care Act’s individual mandate. 

While tax reform may have a positive impact on economic growth, significantly boosting GDP growth may be 
especially difficult given the current employment picture. With the headline rate now at 4.1%, most economists 
consider the economy to be near or at full employment. The broadest measure of unemployment — known 
as the U-6 rate — is at 8%, similar to its prerecession level. Though the participation rate has leveled out 

Source: NBER, FRED
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Exhibit 1:  Expansion Periods’ Duration and Growth Rates
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around 63%, it is expected to trend downward as baby boomers retire over the next several years. All of this 
suggests the job market is operating close to full capacity. 

Source: Bureau of Labor Statistics; Bureau of Economic Analysis
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Exhibit 2:  Slowing GDP Growth

GDP increases essentially have to come from one of two sources: a rise in the number of workers, or greater 
output per worker. With lower participation going forward and the overall employment rate not likely to drop 
much lower it is hard to see the growth in the number of workers holding steady, let alone increasing. This 
means that productivity, or output per worker, must improve for GDP growth to accelerate. The good news is 
that tax reform will likely advance business investment, which contributes to longer term productivity growth.

With little room for more job creation, wages are likely to rise. This has been one of the most dissatisfying 
aspects of the economy for individuals, but with employers now facing greater competition for workers this 
should put upward pressure on wages. Over the past several years income growth averaged just over 3%. 
However, there is a significant disparity in compensation growth. Workers at the 75th percentile for wage 
growth saw their income grow by more than 14% while those at the 25th percentile lost about 2% before 
inflation.

With wage growth hopefully rising, this could mean an improvement to consumer spending which would be 
a boost for GDP, as consumer spending constitutes about 66% of GDP, and has been even more meaningful 
lately. The higher consumption pattern was largely driven by a decline in savings, with the personal savings 
rate nearly halved in two years, falling from 6.3% to 3.2% (Exhibit 3). The lower savings rate is one of the more 
telling signs that individuals are increasingly confident in the economy, choosing to spend their money rather 
than save it. While this was good news for GDP growth over the last couple years, there is a limit to how low 
the savings rate will — or at least should — go. Going forward, consumer spending growth will need to come 
from income increases instead of lower savings.
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Source: Bureau of Labor Statistics; Federal Reserve Bank of St. Louis
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While workers’ raises may have generally been disappointing, the good news is that on average they still out-
paced inflation. This along with employment are the Fed’s two main indicators for making decisions about 
interest rate levels. Unlike employment, inflation remains stubbornly below the Fed’s target. The headline CPI 
rate rose 2.2% over the last 12 months, driven mostly by energy which was up 9.4% during 2017. The PCE core 
rate, which the Fed uses as its inflation measure, is up only 1.5%, falling short of the 2% target. Inflation generally 
sees downward pressure in the 12–24 months following a rate hike, which could make it more difficult to hit the 
target levels going forward. However, if we do see the wage growth increases mentioned earlier, inflation may 
finally begin to rise.

Exhibit 3:  Spend More; Save Less

Sources: Bureau of Labor Statistics; Federal Reserve Bank of St. Louis
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Exhibit 4:  Low Inflation Persists
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Source: Federal Reserve

This would be an encouraging sign for the Fed and open the door for further rate hikes. In December the Fed 
increased interest rates to between 1.25% and 1.5%, and indicated it was targeting three increases in 2018 as 
well as two more in both 2019 and 2020. While Janet Yellen will be replaced by Jerome Powell as the Fed chair 
in February, the change should not significantly affect the Fed’s policy as Powell consistently voted in favor of 
the rate hikes and is ideologically similar to Yellen.

In addition to raising interest rates, the Fed also decided to reduce its $4.5 trillion balance sheet beginning in 
October. The balance sheet grew dramatically during the quantitative easing program as the Fed purchased 
U.S. Treasuries and mortgage backed securities in an effort to support the financial system during the financial 
crisis and ensuing recovery. With the economy much improved, the Fed plans to unwind as much as $50 billion 
per month, with the final balance yet to be determined. The ultimate impact of this is higher interest rates, 
though this is something of a “great experiment” and critics argue this could result in a greater than expected 
spike in interest rates and create volatility in the financial markets.

On a more personal level, people are generally more optimistic about the economy than in previous years. 
Both the Conference Board and University of Michigan’s consumer confidence measures are at their highest 
levels since the early 2000s. This rise in consumer confidence has translated into increased consumer spending 
as individuals have felt the need to save less, and could potentially lead to further spending this coming year.

Exhibit 5:  Unwinding the Fed’s Balance Sheet

Projected
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2018 is shaping up as another positive year, though it remains to be seen how long the growth will last. There is little to 
suggest that a recession is on the horizon, but with the economy reaching full capacity we may see even slower growth 
despite the recently passed tax reform. Ultimately, we expect another year of 2%–3% GDP growth, though a downward 
trend of growth as the year progresses would not be surprising.

Exhibit 6:  Rational Exuberance?
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