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Thrill or Chill on Capitol Hill? 
Since the November election, the financial markets have 

priced in a more friendly business environment, with growth 
boosted by expansionary fiscal policy.  However, the White 
House does not have absolute power.  Congress writes the laws.  
While the outcome is uncertain, the legislative mechanics 
suggest that may see little, if any, tax cuts in calendar 2017. 
 

With Republicans controlling the White House and both 
chambers of Congress, many see this as their best chance for tax 
reform.  The House Speaker Ryan’s "Better Way" plan is 
expected to be the general blueprint for tax reform, but there 
will surely be many modifications along the way. 
 

How will tax cuts be achieved, legislatively?  The House of 
Representatives requires a simple majority vote.  The journey 
through the Senate is more complicated.   
 

The first possible path is through a tax reform bill, which 
would require 60 votes in the Senate.  While that seems 
unlikely, given that the Republicans have only a 52-48 majority, 
it is not impossible.  Republicans would have to get eight or 
more Democratic senators on board.  A compromise plan would 
likely have smaller tax cuts than is currently anticipated, 
weighted toward large corporations, not small businesses and 
individuals.  We would expect to see some change in tax rates 
for overseas earnings as part of the package. 
 

The other Senate path is through budget reconciliation, which 
would require a simple majority (51 votes).  The Senate would 
pass a budget resolution with reconciliation instructions, then 
develop legislation that comports to those instructions.  
However, the Senate can do only one set of reconciliation 
instructions per calendar year, and this year that set of 
instructions will be on repealing and replacing the Affordable 
Care Act.  The Senate could add tax reform instructions in the 
budget resolution this year for calendar 2018, which means that 
tax cuts would occur next year.  Note that the Affordable Care 
Act was paid for partly by higher taxes, and those increases may 
be jettisoned in healthcare reform (although it’s unclear what 
sort of replacement we may see in the months ahead).  
 

The Senate is also subject to the Byrd rule.  During the 
reconciliation process, a piece of legislation may be blocked if it 
increases the federal deficit beyond a ten-year window.  This 
explains why the Bush tax cuts were not made permanent at 
their inception (changes would have to sunset to make the long-
term numbers work out).  This led to a series of extensions, until 
a compromise solution was reached. 
 

Tax simplification should be a part of tax reform, and the 
elimination of many deductions would be expected to offset 
some of the cost of reducing tax rates.  Steve Mnuchin, the 

Treasury Secretary nominee has said that tax reform will be 
revenue neutral, but that seems doubtful based on the numbers 
proposed during the campaign.   
 

There are a large amount of tax deductions in the current law.  
Also called “tax expenditures,” these deductions totaled about 
$1.5 trillion in 2016 (vs. total tax receipts of $3.3 trillion) or 
about 8% of Gross Domestic Product.  Early drafts of the tax 
reform plan would likely call for the elimination of many 
deductions, with the exception of (for individuals) the mortgage 
deduction and charitable contributions, and (for businesses) 
research and development.  In the past, scaling back tax breaks 
has been extremely difficult, so we’re unlikely to see much 
change as tax legislation nears its final form. 
 

Still, even if we don’t get the amount of tax cuts that the 
financial markets are hoping for, reduced regulation ought to 
create a more business-friendly environment.  The first principle 
of regulation and enforcement is that principals matter.  That is, 
priorities, effort, and direction flow from those in charge.  For 
the financial sector, we are going to see a complete change in 
regulatory leadership in the next year and a half. 
 

At the Fed, Janet Yellen’s terms as chair runs to February 3, 
2018.  At this point, it appears unlikely that President Trump will 
re-nominate her.  She could stay on as a Fed governor (which 
runs to early 2024), but that is unlikely.  Stanley Fischer’s term 
as vice-chair runs to June 12, 2018, and he would likely leave 
when Yellen does (his term as governor runs to early 2022).  For 
the last year and a half, there have been two vacancies on the 
Fed’s Board of Governors.  The Fed has taken on a greater 
supervisory role since the financial crisis, but the vice-chair for 
regulation has remained vacant.  Governor Tarullo has served in 
that capacity, but is expected to leave if that slot is filled.  
Hence, the incoming president will be able to shape the Fed’s 
Board of Governors to his choosing. 
 

Following the election, market participants have been 
enthusiastic about the possibility of a large infrastructure 
spending program.  The view that this will be funded mostly 
through the private sector (as per Trump’s proposal) gained 
further credence following Elaine Chao’s hearing for 
Transportation Secretary.  However, we still don’t have any 
details regarding how that is supposed to work, especially for 
rural areas needing transportation projects. 
 

In short, post-election optimism is likely to turn to 
considerable second-guessing about priorities in Washington.  
Trump-transition people have suggested that there are no 
priorities.  They will try to do everything at once.  However, 
that’s not how Congress works.  A new president normally 
enjoys a honeymoon period with Congress, but the Washington 
sausage factory is going to be interesting to watch.   
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Treasury Yields Dollar Equities 

 13-wk 26-wk 52-wk 2-yr 3-yr 5-yr 10-yr 30-yr $/Euro $/BP JY/$ CD/$ NASD SPX DJIA 

12/16/16 0.51 0.65 0.91 1.28 1.59 2.07 2.60 3.19 1.046 1.248 117.74 1.334 5437.16 2258.07 19843.41 
1/06/17 0.52 0.59 0.81 1.18 1.45 1.87 2.36 3.01 1.056 1.231 116.85 1.322 5521.06 2276.98 19963.80 
1/13/17 0.53 0.61 0.81 1.20 1.48 1.90 2.40 2.99 1.064 1.219 114.55 1.313 5574.90 2274.65 19885.80 

 

Recent Economic Data and Outlook 
The economic calendar was thin.  Small business optimism 
surged.  Strength in retail sales was concentrated in autos and 
gasoline (higher prices) -- mixed and generally flat otherwise (with 
unusual softness in food) – but it was still a relatively good 
quarter overall.  The PPI was largely in line with expectations, 
reflecting moderate pipeline inflationary pressures (consistent 
with further Fed rate hikes in the months ahead).  The President-
elect held his first press conference and, as in his Twitter 
comments, Trump moved markets (pharma, the peso). 
 

 
 
Retail Sales rose 0.6% in December (+4.1% y/y), led by strength 
in autos (+2.4% m/m, +6.8% y/y) and gasoline (+2.0% m/m, 
+6.3% y/y).  Ex-autos, building materials, and gasoline sales 
were flat (+3.2% y/y) – a 3.5% annual rate in 4Q16 (vs. +1.6% in 
3Q16).  Spending on food (both at home and away from home) 
declined, but people probably did not stop eating (ex-food, core 
sales would have risen 0.3% (+3.5% y/y). 
 
Business Inventories rose 0.7% in November (+1.5% y/y).  Retail 
inventories, the only new information in the report, rose 1.0%, 
(+4.0%) with auto inventories up 1.9% (+9.5% y/y).  
Manufacturing inventories were reported up 0.2% (-0.7% y/y), 
while wholesale inventories rose 1.0% (+1.4% y/y).  Note that 
figures are not adjusted for price changes.  Business sales 
(factory shipments plus wholesale and retail sales) edged up 
0.1% (+2.3% y/y). 
 
The Job Opening and Labor Turnover Survey data were little 
changed in November, trending roughly flat over the last year.  
For the private sector, the hiring rate held steady at 3.9% (vs. 
4.1% a year earlier), while the quit rate edged up to 2.4% (vs. 
2.2% a year ago). 
 
The Producer Price Index rose 0.3% in December (+1.6% y/y), 
up 0.2% ex-food & energy, +1.6% y/y).  Ex-food & energy, finished 

consumer goods rose 0.2% (+2.3% y/y).  Transportation and 
warehousing fell 0.4% (0.0% y/y) 
 
Import Prices rose 0.4% in December (+1.8% y/y), down 0.1% 
ex-food & fuels (-0.4% y/y).  Ex-fuels, prices of industrial supplies 
and materials rose 0.6% (+2.4% y/y).  Prices of capital goods fell 
0.2% (-1.4% y/y), while consumer goods fell 0.3% (-1.0% y/y). 
 
The Index of Small Business Optimism jumped to 105.2 in 
December (a 12-year high), vs. 98.4 in November. The general 
business outlook and sales expectations improved sharply, 
reflecting further post-election optimism.  The earnings trend 
remained weak (not as bad as in November).  Hiring plans, 
edged higher.  Capital spending remained moderate. 
 

 
 

Economic Outlook (1Q17): GDP growth near a 2.0% annual rate. 
 
Employment:  The pace of job gains has slowed (still moderately 
strong), likely reflecting tighter job market conditions.  
Consumers:  Job growth and moderate wage increases are 
supportive for consumer spending, but real wage growth is 
slowing as lower gasoline prices fade.  Higher rents and medical 
care have been a restraint for middle income households.  
Manufacturing:  Mixed across sectors, but relatively lackluster 
overall.  A strong dollar makes it more difficult for U.S. 
exporters, but helps firms that import raw materials.  Trade 
disputes could interrupt supply chains.  
Housing/Construction:  Job growth has remained supportive, 
but higher home prices and rising mortgage rates are a restraint 
for first-time buyers.  Tax cuts are expected to help fuel the 
demand for vacation homes and second homes in 2017.  
Prices:  Ex-food & energy, the PCE Price Index has continued to 
trend below the Fed’s 2% target.  There is little inflation in 
consumer goods.  Inflation in consumer services has been 
boosted by higher rents.  Wage gains are moderate, but rising. 

Interest Rates:  The Fed remains in tightening mode, but is 
expected to proceed cautiously as it normalizes policy.   
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This Week:     forecast last last –1 comments 
         Monday 1/16  MLK, Jr. Holiday     markets closed 
         Tuesday 1/17 8:30 Empire St. Manf. Index Jan 8.5 9.0 1.5 choppy 
  10:00 Fed Gov Brainard speaks     “Monetary and Fiscal Policy” 
         Wednesday 1/18 8:30 Consumer Price Index Dec +0.3% +0.2% +0.4% some pressure from gasoline 
        year-over-year  +2.0% +1.7% +1.6% picking up as gasoline drop fades 
     ex-food & energy  +0.2% +0.2% +0.1% moderate core inflation 
        year-over-year  +2.1% +2.1% +2.1% steady 
  8:30 Real Hourly Earnings Dec +0.1% -0.4% +0.1% nominal earnings rose 0.4% 
  9:15 Industrial Production Dec +0.6% -0.4% +0.1% more normal temperatures 
     manufacturing output  +0.2% 0.0% 0.3% aggregate manufacturing hours rose 0.1% 
   Capacity Utilization  75.5% 75.0% 75.4% no threat to the inflation outlook 
  10:00 BOC Policy Decision     no change, but a possible tightening bias 
  10:00 Homebuilder Sentiment Jan 70 70 63 seen steady after November jump 
  2:00 Fed Beige Book     new, standardized format 
  3:00 Chair Yellen speaks     “The Goals of Monetary Policy” 
         Thursday 1/19 7:45 ECB Policy Decision     resisting pressure to reverse course 
  8:30 Jobless Claims, th. 1/14 255 247 237 still trending low 
  8:30 Building Permits, mln Dec 1.240 1.212 1.260 moderate 
      % change  +2.3 -3.8 +2.9 single-fam strength, multi-fam noise 
   Housing Starts  1.210 1090 1340 extra choppy in recent months 
      % change  +11.0 -18.7 +27.4 watch for revisions 
  8:30 Philadelphia Fed Index Jan 15.5 17.5 20.0 strong in recent months 
  1:00 TIPS Auction     $13 billion in 10-year TIPS 
  8:00 Chair Yellen speaks     “The Economic Outlook” 
         Friday 1/20  Inauguration Day     some gov’t offices closed 
         Next Week:         
         Monday 1/23  no significant data     Django Reinhardt (b. 1910) 
         Tuesday 1/24 10:00 Existing Home Sales Dec 5.60 5.61 5.57 roughly steady 
      % change  -0.2 +0.7 +1.5 mortgage rates rise a short-term positive 
  1:00 Treasury Note Auction     2-year notes 
         Wednesday 1/25 11:30 FRB Auction     2-year Floating Rate Notes 
   Treasury Note Auction     5-year notes 
         Thursday 1/26 8:30 Jobless Claims, th. 1/21 255 255 247 still trending low 
  8:30 Advance Econ Indicators Dec    fine-tuning the 4Q16 GDP outlook 
  10:00 New Home Sales, th. Dec 590 592 563 seen little changed 
      % change  -0.3 +5.2 -1.4 watch for revisions 
  10:00 Leading Econ Indicators Dec +0.5% 0.0% +0.1% stocks, ISM new orders, yield curve 
  1:00 Treasury Note Auction     7-year notes 
         Friday 1/27 8:30 Real GDP (advance est.) 4Q16 +2.1% +3.5% +1.4% some drag from net exports 
   Priv. Dom. Final Purchases  +2.4% +2.4% +3.2% strong growth domestic final demand 
  8:30 Durable Goods Orders Dec +5.6% -4.5% +5.0% aircraft orders rebounded 
     ex-transportation  +0.6% +0.6% +1.1% moderate otherwise 
     nondef cap gds ex-aircraft  +0.5% +0.9% +0.5% a post-election pickup 
  10:00 UM Consumer Sentiment Jan 97.8 98.2 93.8 98.1 at mid-month 

  
This Week… 
The week is bracketed by the MLK holiday and Inauguration Day 
(most federal government offices will be closed on Friday and 
trading activity may be a bit subdued).  The economic data are 
not expected to be important for the markets (which are 
focused ahead to the post-inauguration economy).  Earnings 
reports should be the main driver.  Federal Reserve Chair Janet 
Yellen speaks twice (Wednesday afternoon and Thursday 
evening), while Fed Governor Brainard will talk about the 
interactions between fiscal and monetary policies on Tuesday (a 
touchy subject in Washington). 

Monday 
Dr. MLK Jr. Holiday – Markets closed. 

Tuesday 
Empire State Manufacturing Index (January) – The New York 
Fed’s factory sector survey has been erratic in recent months, 
but is likely to reflect moderate strength in early 2017. 
 
Fed Gov Brainard speaks – Governor Brainard’s speech 
(“Monetary and Fiscal Policy”) will be to the Brookings Institute.  

Wednesday 
Consumer Price Index (December) – Retail gasoline prices rose a 
little over 5% last month, while the seasonal adjustment 
anticipates a 1.2% decline.  Ex-food & energy, the CPI is likely to 
have risen moderately, reflecting continued pressures in rents 
(and homeowners’ rental equivalent) and healthcare.  

http://www.brookings.edu/events/fiscal-monetary-policy/
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Real Earnings (December) – Nominal average hourly earnings 
were reported to have risen 0.4% in December, up 2.9% y/y.  
However, while nominal wage growth has been picking up, 
growth in inflation-adjusted wages has been slowing (as the 
impact of low gasoline prices fades).  Still, real wages are rising 
at a relatively strong pace by historical standards. 
 
Industrial Production (December) – Aggregate manufacturing 
hours (from the employment report) rose 0.1% in December.  
More normal temperatures should lift the output of utilities.  

  
Bank of Canada Policy Decision – The BOC is expected to keep 
short-term interest rates unchanged, but pressure to follow the 
Fed higher is likely to build over time (depending partly on how 
fast the U.S. central bank moves). 
 
Fed Beige Book – The summary of anecdotal conditions from 
around the country will be modified.  The Fed will standardize 
core topics (overall economic activity, employment and wages, 
and prices), providing a more consistent presentation. 
 
Fed Chair Yellen Speaks – Yellen’s speech (“The Goals of 
Monetary Policy and How We Pursue Them”) is to the 
Commonwealth Club in San Francisco. 

Thursday 
ECB Policy Decision – The ECB’s Governing Council extended its 
asset purchase program at the previous meeting.  This time, 

there is likely to be some internal pressure to reverse course, 
but any changes are unlikely to arrive soon. 
 
Jobless Claims (week ending January 14) – Still subject to 
seasonal noise, figures may remain choppy in the near term.  
However, the underlying trend is expected to remain low. 
 
Building Permits, Housing Starts (December) – Residential 
homebuilding data for the final month of the year are not 
important due to seasonal issues.  The spring is what matters.  

  
Fed Chair Yellen Speaks – Yellen’s evening speech (“The 
Economic Outlook and the Conduct of Monetary Policy”) will be 
at the Stanford Institute for Economic Research. 

Friday 
Inauguration Day – A source of joy and optimism for some and 
absolute dread for others, the transition of power is historic. 
 

Next Week … 
The economic calendar picks up.  Home sales data for December 
(“existing” on Tuesday, “new” on Thursday) are not especially 
important (spring activity will be the bigger test of housing 
strength).  The advance GDP report for 4Q16 arrives on Friday, 
but financial market participants are expected to remain 
focused on expectations of future growth, not the recent past. 
 

Coming Events and Data Releases 

January 30 Personal Income and Spending (December) 
Pending Home Sales Index (December) 

January 31 Employment Cost Index (4Q16) 
CB Consumer Confidence (January) 

February 1 ISM Manufacturing Index (January) 
FOMC Policy Decision (no press conference) 

February 3 Employment Report (January) 

February 5 Super Bowl LI 

mid-Feb (tbd) Yellen Monetary Policy Testimony 

March 15 FOMC Policy Decision, Yellen press conference 

May 3 FOMC Policy Decision (no press conference) 

June 14 FOMC Policy Decision, Yellen press conference 
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